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TO: HIS LORDSHIP THE

10.

11.

12.

13.

MR. S.R. ATTYGALA

Former Secretary to the Treasury/Ministry
of Finance

No. 23, Madapatha,

Piliyandala.

MR. K.M. MAHINDA SIRIWARDANA
Former Secretary to the Treasury/Ministry
of Finance,

The Secretariat,

Colombo 01,

MR. SALIYA KITHSIRI MARK
PIERIS, P.C.,

President of the Bar Association of Sri
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No. 153, Mihindu Mawatha,
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MR. ISURU BALAPATABENDI, AAL.,
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RESPONDENTS

HONOURABLE CHIEF JUSTICE AND THEIR

LORDSHIPS AND LADYSHIPS THE OTHER HONOURABLE JUDGES OF
THE SUPREME COURT OF THE DEMOCRATIC SOCIALIST REPUBLIC

OF SRI LANKA

On this 15" day of July, 2022

The STATEMENT OF LIMITED OBJECTIONS of the 7™ RESPONDENT

above-named appearing by Sarravanan Neelakandan and Thulasica Neelakandan practising
in partnership under the name style and firm of

SARRAVANAN NEELAKANDAN LAW ASSOCIATES

and their Assistants, Mohottige Don Raja Mannapperuma, Asurappuli Hewage Sumathipala,
Francis Julian Pratheep, Amali Anuradha Mallikarachchi, Chandravathana Sachithananthan,
Dumini Nathasha Perera and Amani Mackie Muzammil, its Registered Attorneys, state as

follows:




The 7th Respondent states that these limited objections are filed according to the 7th
Respondent's memory as he has no access to the documents in the custody of the
Central Bank of Sri Lanka and of the Monetary Board since the 7th Respondent has

relinquished his duties as the Governor of the Central Bank with effect from 04%
April 2022.

The 7th Respondent reserves the right to file a more comprehensive set of

objections if Your Lordship's Court provides an opportunity to do so after perusal of
relevant documents.

The 7th Respondent's objections are filed based on his best recollection of the facts
with regard to the several averments contained in the Petition and affidavit filed by

the Petitioner, and documents in his possession and in the public domain.

The 7th Respondent denies all and several the averments contained in the Petition

and affidavit save and except that which is specifically admitted hereinafter.

The 7th Respondent states that he last served as the Governor of the Central Bank
during the period from 15% September 2021 to 4™ April 2022.

The 7" Respondent states that he is unaware of the averments contained in
paragraphs 1, 2, 3, 4 and 117 of the Petition.

The 7" Respondent admits the averments contained in paragraphs 5 and 7(a); (b),
(), (1) of the Petition.

Answering Averment 7 (c), the 7" Respondent admits that the 2nd respondent was
the Minister of Finance from 21st November 2019 to 2nd March 2020, but
specifically denies the rest of the averments contained therein and states that the 7%

Respondent bears no responsibility insofar as violations of any Fundamental Rights

of the Petitioners are concerned.

Answering Avetment 7 (d), the 7th Respondent admits that the 3rd Respondent was
the Minister of Finance from 28th July 2021 to 3rd April 2022, but specifically
denies the rest of the averments contained therein and states that the 7% Respondent

bears no responsibility insofar as violations of any Fundamental Rights of the
Petitioners are concerned.
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Answering Averment 7 (e), the 7th Respondent admits that the 4th Respondent was
the Minister of Finance from 4th April 2022 to 9th May 2022.

Answering Averment 7 (g), the 7th Respondent admits that the 6th Respondenf was
the Governor of the Central Bank from December 2019 to 14th September 2021,
but specifically denies the rest of the averments contained therein and states that 7%

Respondent bears no responsibility insofar as violations of any Fundamental Rights
of the Petitioners are concerned.

Answering Averment 7 (h), the 7th Respondent admits that the 7th respondent was
the Governor of the Central Bank from 15th Septembér 2021 to 4th April 2022, but
specifically denies the rest of the averments contained therein and states that the 7

Respondent bears no responsibility insofar as violations of any Fundamental Rights
of the Petitioners are concerned.

Answering Averment 7 (i), the 7th Respondent admits that the 8th respondent is the
present Governor of the Central Bank from 8th April 2022 onwards, The 7th
respondent also states that the 8th respondent has been a career officer at the Central
Bank for nearly 3 decades upto January 2021. During such period, the 8"
Respondent has held office as a Deputy Governor since Séptcmber 2012, and served
as the as the Chairman of the Monetary Policy Committee and the Foreign Reserve
Management Committee and overseen the Departments of Economic Research,
Statistics, International Operations, Domestic Operations, Macroprudential
Surveillance, Exchange Control, Currency and Communication. He has functioned
as the Senior Deputy Governor while also acting as the Chief Executive Officer of
the Central Bank during the Governor’s temporary absence, from 1% November
2017 upto 31st January 2021. According to official documents, the 8™ Respondent
had retired from the Central Bank as the Senior Deputy Governor only in January
2021, and therefore bears collective responsibility for the management and

operations of the Central Bank in the various senior capacities that he has held upto
that time.

Answering averments in Paragraph 7 (j), the 7% Respondent states that the 9™

Respondent has the power to do and perform all acts as may be necessary as per the

- Monetary Law Act and its responsibilities and objectives are set out in the said Act.

Answering averments in paragraph 7 (k), the 7th Respondent admits that the 10th
respondent was the Secretary to the Treasury/Ministry of Finance from 20th




16.

17.

18.

19.

November 2019 to 7th April 2022, but specifically denies the rest of the averments
contained therein and states that the 7" Respondent bears no responsibility insofar

as violations of any Fundamental Rights of the Petitioners are concerned.

Answering averments in paragraph 7 (1), 7th respondent admits that the 1lth
respondent is the present Secretary to the Treasury/ Ministry of Finance from 8th
April 2022 onwards. The 7th respondent also states that the 11th respondent has
been a career officer at the Central Bank for over 3 decades and has held office upto
the level of the Deputy Governor of the Central Bank during the period upto 7th
April 2022 and therefore bears collective responsibility for the management and

operations of the Central Bank in the various senior capacities that he has held upto
that time.

Answering the averments in paragraph 7 (m) in general, the 7th Respondent
specifically denies the averments contained therein and states that the 7%

Respondent bears no responsibility insofar as violations of any Fundamental Rights
of the Petitioners are concerned.

The 7th Respondent specifically denies the averments contained in paragraphs 8, 9
(@), (b) (i),(ii1),(iv),(v), 10, 11, 12, 13, and 14 and states that the 7th Respondent’s

bears no responsibility in so far as violation of any Fundamental Rights of the
Petitioners are concerned.

By way of further answer to the averments contained in the Petition and Affidavit,

the 7™ Respondent states as follows;

21.

Answering paragraph 10(b), the 7th Respondent states that since the 7th Respondent
was not the Governor of the Central Bank after 4" April 2022, he bears no
responsibility for the decisions taken after such date.

The 7% Respondent states that after his relinquishment of duties, the
Government had decided to default on its sovereign debt (without even the
necessary approvals) which had resulted in catastrophic long-term and short-
term repercussions to the economy and caused the country to default on the
repayment of foreign debts for the first time in its history, thus leading to the

relegation of Sri Lanka to a state of bankruptcy/ insolvency.
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22. The 7" Respondent states that the decision to default on 12 April 2022 was highly
suspicious, irrational, arbitrary, illegal, and wrongful and it is inexplicable that it
had been hastily carried out in view of the fact that, by end March 2022, the
“pipeline” of expected forex inflows showed a healthy position which had
obviously been recklessly and callously disregarded.

That “pipeline” of expected inflows is given below:

India — Oil Facility (Trade Finance) Confirmed
India - Goods Facility (Trade Finance) 1,000 | Confirmed
India - ACU postponement in addition to existing USD 1,500 m- 500 | Confirmed
China — Special Refinance Facility (Cash) 1,000 | Confirmed
China - Goods (Trade Finance) ' 1,500 | Confirmed
West Coast Power divestment proceeds 250 | Very likely
Hilton and other hotel projects divestment 500 | Very likely
Tourism inflows @ USD 100 per month for 9 months upto end 900 | Very likely
2022
Green Bond — June 2022 — Discussion on-going 1,000 | Very likely
Green Bond — September 2022 - Discussion on-going 1,000 | Likely
Peoples Bank of China (PBOC) SWAP facility, likely to be 1,550 | Likely, after
made operative after negotiations the receipts
of cash loans
Qatar Central Bank SWAP facility - Discussion on-going 1,000 | Likely, after
China &
India inflows
materialize
Existing SWAP facilities from India and Bangladesh to be rolled Very likely
over with a possible further SWAP facility of USD 1 billion
from the Reserve Bank of India
Total 10,700

23. The 7t Respondent states that the sudden “default” announcement of 12th
April 2022, completely disrupted all the above expected inflows, with the
possible exception of the roll-over of the India and Bangladesh SWAPs that had
been previously negotiated. In fact, the Chinese Ambassador in Sri Lanka has
specifically alluded to this situation as well. Of the above pipeline, a sum of USD
4,500 mn was confirmed as being in the final stages by 3" April 2022, and a further
amount of about USD 2,650 mn was very likely to materialize over the short term,
which would have enabled the Government to settle the maturing payments due in

2022, while also rolling over several other existing loans, including Sri Lanka




24.

25.

Development Bonds and FCBU loans. Hence, the decision to default payment was
inexplicable and utterly reckless. That irresponsible and illegal decision plunged Sri
Lanka into a serious chasm of economic and financial isolation as a “bankrupt”

nation, with the consequential severely damaging repercussions due to haunt the
nation for many years to come.

The 7% Respondent states that, as set out in the table above, Sri Lanka was on the
verge of receiving a significant inflow of funds of USD 1 billion and access to a
trade loan of USD 1.5 billion from China that were expected to materialize towards
the latter part of April 2022 or early May 2022. These inflows were officially
announced by both the Chinese Ambassador in Sri Lanka on 21% March 2022 (True

-Copies of the Documents evidencing the aforesaid are marked as Annexes

“TR1(a)”, “TRI1(b)”, “TR1(c)” & “7RI1(d)” and pleaded as part and parcel of
these Limited Statement of Objections) and subsequently re-confirmed by the Sri
Lanka Ambassador in China on 12" April 2022. (True Copies of the Documents
evidencing the aforesaid arc marked as Annexes “7R2(a)”, “7TR 2(b)”, “7TR2(c)”,
“TRUD)” & “7TR2(e)” and pleaded as part and parcel of these Limited
Statement of Objections). At the same time, negotiations were at an advanced
stage on the Indian line of credit for a further USD 1 billion for goods, and USD
500 million for oil, as well as a further financial accommodation of about an
additional USD 500 million by the Reserve Bank of India through the postponement
of the Asian Clearing Union (ACU) settlements. That is why it is inexplicable as to
why a hasty decision was taken to announce the sudden “debt default” and non-
payment of all forex debt and interest (including the July 2022 USD 1,‘000 mn
International Sovereign Bonds ISB) from 12th April 2022 onwards, and thereby risk

major adverse consequences, together with a massive “cross-default” as well.

The 7™ Respondent states that there had been an ill-advised and erroneous claim
that there was no other option but to default since by defaulting forex loans and
thereby not paying the maturing debts, there would be sufficient forex resources
“freed” and available in the country to import the requirements of all essential items
needed by the people. However, the fallacy of that contention and the recklessness
of that decision is now exposed, since by 12" July 2022, although the Forex loans
and interest had been unpaid since 12th April 2022 for 3 months, there is now even
less Forex available for the country to import any of the essential supplies.
Shortages and queues are increasing with no end in sight, because no country
or overseas supplier now wish_es to do business with Sri Lanka without an up-
front payment, as the country has officially announced that it is bankrupt.

Based on that announcement, the International Ratings Agencies have also
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placed Sri Lanka's sovereign debt rating at a default status, while also down-

grading all Sri Lankan banks, further aggravating the situation.

The 7% Respondent states that the former Governors Professor W. D. Lakshman and
A. N. Cabraal (6 and 7" Respondents) and former Treasury Secretary S. R.
Attygalle (10" Respondent) had secured the required Forex inflows to pay loans and
interest, as well as taken the required steps to roll-over maturing debt, while also
sourcing Forex to buy fuel, coal, medicine, gas, and foodstuffs, and to clear the
containers of imports, even with some delays. Not only did the Government settle
the maturing ISB of USD 500 mn in January 2022 and all other maturing debts and
interest in the months of January and February 2022, during the month of March
2022, the Government paid back and rolled-over sovereign Forex debt payments of
a substantial sum of USD 1,166 million out of the total amount of repayments of
approximately USD 7,100 million that was due in 2022. Thereafter, in April 2022,
the Forex debt servicing was comparatively less at only USD 244 million, while the
Forex debt servicing for May and June was only another USD 789 million. The
repayment and roll-over of these amounts were comfortably manageable with the
likely inflows from the 25% export conversions to be mandatorily sold to the
Central Bank by the commercial banks and the roll-over of maturing SLDBs being

arranged as in the past, in addition to the new cash inflows expected from China and
India.

The 7™ Respondent states that it is well known that when an ordinary person
defaults on a loan to a bank and is named as a delinquent debtor in the Credit
Information Bureau (CRIB), such person will not be able to get any more loans
from any bank or from other lenders. Even if they do, it will be a very difficult
endeavour. Shockingly, the Sri Lankan authorities did not seem to have anticipated
that would happen to Sri Lanka as well, when it was hurriedly decided to
unilaterally default on Sri Lanka's sovereign debt with an announcement being
made to that effect.

The 7% Respondent states that it must be appreciated that it is not possible to have
‘selective defaults of particular sovereign loans, since many loan agreements with
international creditors have “cross-default” clauses which are far-reaching. It is
also likely that those persons who were calling for the sovereign default of the ISB
of January 2022, including the Petitioners did not realise or appreciate the fact that,
as per the Offering Circular for the ISBs, the Sri Lankan Government had solemnly

assured all prospective investors that “the full faith and credit of the Democratic




29.

30.
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Socialist Republic of Sri Lanka will be pledged for the due and punctual payment
of the principal of, and interest on, the Bonds.”

The 7" Respondent states that when a sovereign forex loan is not repaid, the
credibility of thé country will be lost, and investors will shun that country. It
will be very difficult for the defaulting country to obtain new forex loans thereafter.
The access to International Bond Markets may be lost for at least 5 to 10 years after
the default. The country’s banking system will be placed under a lot of pressure and
face very serious difficulties when opening letters of credit and carrying out forex
transactions. Forex loans and investments that were previously forthcoming to the
local banks would be halted or postponed. Most forex-funded infrastructure projects
will stop. Foreign Direct Investors will adopt a “wait and see” attitude. Small and
medium sized import-based businesses and éntrepreneurs will face the risk of
collapse. Hundreds of thousands of jobs and livelihoods will be in jeopardy.
Inflation and interest rates will rise. The Government will be compelled to sell
valuable assets at low prices. The country’s foreign policy will be compromised.
Certain forex creditors will file legal action to recover their dues and the
Government will incur huge litigation costs. Some creditors may call for the re-
structure of local debt, which, if done, could lead to serious socio-economic
consequences. Issue of Treasury Bills to the Central Bank (money printing) may
increase significantly. The local currency will lose value. The Government’s local
currency payments, including salary and pension payments, will be stressed. In a
nutshell, grievous prejudice will be caused to the economy and the country. In
fact, almost all of the above outcomes have been experienced by the country
already after the reckless announcement of the debt default by the 4th, 8th and
11th Respondents about 3 months ago.

The 7™ Respondent states that it would have been vital to have a well-structured
strategy to deal with the challenge of default if there was a compelling need to
default the external debt, and not do so hurriedly as the failure to do so will
definitely lead to unmanageable problems. It is also likely that those persons who
proposed default (including think-tanks and INGOs) will not, at a later stage,
assume responsibility when the default repercussions arise, and it will be the
Government and the people that will have to face the consequences. That is why if a
sovereign debt default was contemplated, it was the responsibility of the authorities
to initiate and undertake a discussion on the subject and thereafter take a considered
decision. In fact, a decision to default by a country is so serious that it should have
propetly received the formal approval of the Monetary Board and the Cabinet of

Ministers with the advice of the Attorney General as well. Further, in view of the .
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fact that the Parliament had already voted the necessary funds for debt servicing at
the time of approving the Budget and Parliament has the final responsibility for
finances, obtaining Parliament’s approval would have also been a pre-requisite for a
default. Unfortunately, according to available information, Sri Lanka’s unnecessary

and reckless debt default had been carried out without any such pfior approval.

The 7" Respondent states that as a consequence of Sri Lanka’s debt default
there is now an increasing likelihood of forex creditors calling for local debt
also to be re-structured, since the major part of the Sri Lankan Government’s
debt servicing is that of local debt. Their contention may be that for “debt
sustainability” to be achieved, a local debt re-structuring must also be carried out. It
is possible that the International Monetary Fund (IMF) may also agree with such a
contention given their past record in responding to debt sustainability situations in
other countries. The Government and the Central Bank have of course stated that
there is no need or intentioh to re-structure local debt. However, if the Government
is compelled to do so, perhaps at the behest of the IMF, the fall-out from such a

decision could be quite challenging to handle socially, economically and politically.

The 7" Respondent states that in any event, the 7" Respondent cannot ‘be held
responsible for the current crisis which has arisen mainly from the hasty and
reckless decision to default on the sovereign forex debt, and thereby putting Sri

Lanka into an almost irretrievable position of despair and hopelessness, particularly

because such default did not have the prior approval of the Monetary Board, the

Attorney General, the Cabinet of Ministers or the Parliament.

The 7™ Respondent states that it has been averred that the unprecedented economic
crisis driven by “debt unsustainability” has been due to, inter alia, the gross
mismanagement of the economy by several respondents including the 7%
Respondent. However, it would be noted that the Sri Lankan economy had its most
rematkable growth and progress during the period 2006 to 2014 when the 7%
Respondent was the Governor of the Central Bank of Sri Lanka. For purposes of
record, a summary of the economic progress from 2006 to 2014 was as follows:
e Gross Domestic Product (GDP) grew from USD 24 bn in 2005 to USD 79 bn
in 2014, with an average growth of about 6.4% over the final 5 years, 2010 to
2014.

e Local and Foreign Investment increased, year on year.
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e There was growing confidence in the economy, particularly after the conflict.

e Single digit inflation was maintained an uninterrupted period for about 6
years.

e The LKR was stable with a gentle appreciation of the LKR in 2013 and 2014,

o A healthy forex reserve cover was achieved, where reserves increased from
USD 2.6 bn in 2005 to USD 8.2 bn in 2014.

e Public Debt to GDP ratio reduced sharply from 91% in 2005 to 72% in 2014.
Low Forex debt-servicing was at manageable levels with only about USD 280
mn needed for ISB debt-servicing in 2014.

e Modest growth was recorded in exports and remittances, on an yearly basis.

¢ Tourism experienced exponential growth, particularly after the conflict.

34. The 7" Respondent states that, in contrast, from 2015 to 2019 the economy suffered
a continuous downturn, resulting in the IMF determining that the economy of Sri
Lanka was “vulnerable” at the “eve” of the Covid-19 Pandemic. In particular, the
forex borrowing of the Government ballooned by 65% from USD 23.4 bn to USD
38.7 bn from 2014 to 2019, as a result of a major forex borrowing blitz in 2018 and
2019: the ISBs volume grew from a modest level of USD 5.0 bn (6% of GDP) in
2014 to a highly vulnerable level of USD 15.0 bn (18% of GDP) by 2019. The
average interest rate for ISBs also increased significantly and the ISB debt servicing
rose to nearly USD 1 bn in 2020 from about USD 280 mn in 2014, although there
was only a very slight improvement in the GDP over the five years. In addition,
GDP Growth was sluggish and down to around 2% by 2019. High tax rates had
been introduced, but the Fiscal Deficit remained high due to the high interest cost
consuming the additional tax revenue. Further, Government revenue actually
decreased in 2019 although the tax rates were high, due to the economic downturn.
Even after a net ISB increase of USD 10 bn, other term loans of USD 2 bn, and
inflow from Hambantota Port sale of USD 1 bn (total forex cash inflows of USD 13
bn), forex reserves were down to just USD 7.6 bn by end 2019 from USD 8.2 bn by
end 2014. Only marginal growth in exports was recorded in the 5 years, and almost
no growth in remittances. Tourism was badly affected after the Easter Sunday
bombing. The IMF Article 4 Report-Press Release for 2022 (first paragraph) (True
Copies of the Documents evidencing the aforesaid are marked as Annex “7R3”
and pleaded as part and parcel of these Limited Statement of Objections)
referred to Sri Lanka’s economy being highly vulnerable at the eve of the Covid

Pandemic, which means that the wvulnerability was already prevalent at the
beginning of 2020.
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35.

Please also see CBSL Road Map of I** October 2021 (True Copies of Documents
evidencing the aforesaid are marked as Annex “7R4” and pleaded as part and
parcel of these Limited Statement of Objections) (where many of those matters
have been explained), and where the Way Forward for different stakeholders had

been communicated by the Central Bank, as soon as the 7% Respondent assumed

duties as the Governor.

In fact, the 7" Respondent also referred to many of these matters in hié
Presentation to Cabinet on: “§ @E29wed w6dm™DG, 20 Fyes e
gBewdo @y ewdSn Hweg®” on 26M October 2020, while serving as the State
Minister of Money Capital Markets and State Enterprise Reforms. (A True Copy of

the Document evidencing the aforesaid are marked as Annex “7RS” and pleaded
as part and parcel of these Limited Statement of Objections))

The 7™ Respondent also made a Presentation as the Governor of the Central Bank at

the All-Parties Conference on 23rd March 2022, which is found at the following
web link:

(https://www.cbsl.gov.li/sites/default/files/cbslweb documents/press/notices/notice

20220328 Governors speech in all party conference e.pdf)

The 7th Respondent states that the following extracts from that presentation at the

All-Party Conference may also be relevant:

Quote:

The

35.1

current economic crisis

The whole world is aware of the massive economic crisis we are facing today. We
witnessed how economies of many countries were falling into massive crises over the
past two years when hit by the COVID-19 pandemic. This was experienced by almost
every country. When COVID-19 pandemic started to escalate gradually into a global
crisis, some countries were on a strong economic foundation, but some countries
were weak due to various reasons. Unfortunately, Sri Lanka belonged to the latter
category as the economic growth rate in Sri Lanka had gradually fallen from 7
percent to 2 percent during 2015-2019. Forex reserves had dropped by almost USD 1
billion, despite the growth of foreign debt by a significant USD 15 billion. The GDP
had grown to only USD 84 billion from USD 79 billion. The tourism industry had
stalled following the Easter Sunday attack. The total of foreign debt servicing payable
per year had increased from about USD 2 billion to nearly USD 6 billion. The Sri
Lankan rupee had depreciated to Rs. 182 from Rs.131 against the USD. Therefore, the
already weakened Sri Lankan economy was not economically prepared to withstand
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the shock of the pandemic. Thus, the Government and the Central Bank of Sri Lanka
had to face the crisis by implementing various innovative methods and new ways.

35.2 As a result of the pandemic and its aftermath, Sri Lanka had to allocate large

35.3

354

amounts of money for vaccines: a debt moratorium amounting to over Rs. 4 trillion
had to be granted to the pandemic affected individuals and businesses. The loss of
economic activities to the country due to the lockdown amounted to more than Rs.
1,000 billion: the drastic decline in government revenue compelled the Central Bank
to finance government payments: the annual average foreign exchange inflows from
the tourism industry fell from USD 4.5 bn per annum to near-zero levels: there was a
severe decline in forex remittances since mid-2021 due to various reasons: a steep
increase was experienced in crude oil prices to USD 130 per barrel due to the war
between Russia-Ukraine: and inflation all over the world recorded its’ highest rates
over many decades.

As a result of these effects, it is no secret that prices in Sri Lanka have moved well
beyond expectations due to supply side pressures coupled with the pick-up in
aggregate demand. At the same time, due to the scarcity of foreign exchange, the
scarce forex inflows had to be distributed among various needs, such as debt
servicing, financing fuel and other essential imports, and other essential forex
outflows. Unfortunately, at the same time, scarce foreign exchange had also been
expended on financing non-essential and non-urgent imports that kept pouring into
the country. Meanwhile, the electricity supply had been interrupted from time to time

due to the declining water levels in the reservoirs and shortage of fuel for electricity
generation.

The weakening financial conditions of the relevant state-owned business enterprises
due to the continuous maintenance of prices and tariffs below cost, had also emerged
as another crisis. Therefore, it was by supplying move than USD 1,800 mn in foreign
exchange to the forex market since August 2021 to date, for the importation of
essentials such as food items, medicine, fuel, coal and gas, even amidst severe
difficulties, that the Central Bank was able to ease the severity of the situation to a
certain extent. In the circumstances, we will be compelled to state without doubt that
the current economic crisis is extremely severe.

The primary reasons for this foreign exchange crisis: External debt crisis

35.5

35.6

One of the main reasons for the present day external debt challenge in Sri Lanka is
the steep rise in external indebtedness during the 5 years, from 2015 to 2019. In that
regard, we need to acknowledge an increase in external debt is a lot riskier than an
increase in domestic debt. During the 5 years from 2015 to 2019, Sri Lanka’s external
debt stock increased by a massive 65% from USD 23.4 billion to USD 38.7 billion.
Even more seriously, International Sovereign Bonds outstanding, which is a form of
commercial debt increased 200%, from USD 5 billion to USD 15 billion, even though
the GDP increased only by 5.8%, from USD 79 to 84 billion.

This huge mis-match made it very challenging to meet the payments on account of
debt servicing amounting to nearly USD 6 billion from 2019 onwards, although in
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2014, it was only about USD 2 billion. If the economy which was at USD 79 billion in
2014, had grown by 65% to around USD 131 billion by 2019, this challenge would
not have been serious. However, by 2019, the economy had grown only up to USD 84

billion and therefore, this repayment of foreign debt and debt servicing had become
extremely challenging.

Table: Dutstanding Foreign Currency Denominated Central Government Deht

(USD. million}

31 Dee. | 31 Dec. 31 Dec. 3% Dec. 28 Teh.
2014 2619 2020 il 2| 2322
Debt Instraments/ Types of Debt
Sri Lanka Development Bonds 2,984 3,084 2,639 2,295 2.08¢
Foreign Curreney Banking Unit 150 925 1,220 V 693 445
Syndicated and Term Loans - 1.333 1,300 2,223 2,224
Projects Loans 15,309 18,293 19,084 18,943 19.017
Tnternational Sovereign Bonds 5000 15,050 14,050 13,050 | 12,550
Other 63 53 A9 48
Tofsl Fareign Currency 23,443 38,748 38,348 37,255 36,377
Tenominated Debt
Grass Domestic Production Tod R48 R1.0 nfa afa
{US Doller.  billiow
USD miliion
2014 WY 2020 2021 Mz
Poreign Currency Denominated Debt
Service Payments 2102| 5560 5,940 6,366 7,024

Loss due to the COVID-19 pandemic and the imposition of lockdown measures

35.7 At the same time, the ecomomic growth rate further decreased alongside the

imposition of lockdown measures, and the GDP deteriorated significantly to USD 81 -
billion by the end of 2020, further worsening the situation. Therefore, arresting the -
continuing recession despite some modest growth in 2021, had become a very difficult "
proposition for the new government. In the face of the COVID-19 pandemic, many :
were of the view that the country should be in a strict lockdown to save the lives of the
people. Accordingly, the country was in a lockdown in 2020 and 2021 for very long
periods. As a result, industries and businesses were hit hard, while the small and
medium-sized enterprises (SMEs) were also severely affected.
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As a result, Sri Lanka's economy contracted by 3.5% by 2020, while in 2021, the
growth rate is set to record a modest rate of around 4% only. It is true that this loss
has led to serious economic downturn in the country, and the consequences were even
more severe, since the economy had already been in a major downward spiral by the
end of 2019. In fact, the challenge posed was severe, especially to the external sector,
for several reasons. The first is that the amount of public debt borrowed in foreign
exchange had increased by 65% during the 5-year period from 2015 to 2019._The
second is that the regular foreign exchange inflows received by the tourism sector
alone in 2020 and 2021 had declined by about USD 9 billion. Third, in 2021, the

Jforeign exchange inflows through workers’ remittances had declined by about USD
1.5 billion. |

The lesson that could be learnt here is that while the lives of people are to be valued,
it is important to value the livelihoods of the people as well. Although some persons
may insist that the country should be in a lockdown in times of a pandemic, it should
also be understood that the situation and the pressure which a country and the
economy would have to face later as a consequence may be also extremely
challenging. Therefore, going forward, it should be kept in mind that all persons must
adhere to health guidelines while adapting to the new normal, as the country cannot
afford any further lockdowns.

End of Quote

36.

The 7" Respondent states that from the above it is clear that the down-turn the
Sri Lankan economy had been ongoing since 2015, and that with the onset of
the Covid pandemic in early 2020, the situation had worsened quite
significantly. In that context, it is very strange that the Petitioners had ignored this
vital and significant aspect in relation to the downturn and not sought to hold the
then key officials accountable for the decline. By deliberately attempting to place
blame only upon those who assumed office from late 2019 onwards, the Petitioners
have displayed their clear bias and an ulterior motive that their only focus is a
“witch-hunt” to assign blame on certain selected individuals as specifically chosen

by the said Petitioners which includes an “International” Non-Governmental

- Organization which is well-known for “selected” interventions.

37.

The 7t Respondent states that, if the Petitioners had carried out un-biased and
professional evaluation of Sri Lanka’s external sectors, they would have noted that
the Forex Reserves that should have been available at the Central Bank as at
the end of 2019 should have been at least USD 25 bn higher if the external
sector had been more prudently managed. In fact, by end 2019, the Forex
Reserve was only USD 7.6 bn, although the Forex Reserve was USD 8.2 bn as
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far back as S years earlier as at end December 2014, Of course, at various times,
certain persons have attempted to make out that the Forex Reserve by end 2019 was
substantial, and that it had been irresponsibly squandered by the subsequent
administrations. However, when a deep analysis is done, it is clear that the Forex
Reserve available by end 2019 was much less than what should have been available,
and that the deficiency in the Reserve would be as much as a staggering USD 25

bn. A simple computation of specific inflows that would have impacted the Gross
Forex Reserves in given below:

.Beneﬁt of global fuel prlces decrease from 2015 to 2019 (mmlmum) 1175 B

Net ISB issues (Issues of USD 12.0 bn — settlements of USD 2.0 bn) 10.0
Additional tourism receipts (minimum) 4.0
Hambantota Port - Sales proceeds 1.0

Chlna Development Bank Term loans ' 2.0

731 12 2019

Add: brought forward Forex Reserves on 01 01. 2015 | 8.2 |

vavailable on 31.12.2019 327

Less Actual Forex Reserves on31.12. 2019 (7.6)

The 7™ Respondent states that the above table indicates that Forex Reserves as at
31st December 2019 had only been an actual amount of USD 7.6 bn, instead of
USD 32.7 bn which should have been the minimum amount at hand by that date.
Needless to say, if USD 32.7 bn had been available in the official Forex
Reserves at end 2019, Sri Lanka would have possessed sufficient Forex :
Reserves to comfortably absorb and navigate the shoek of the Covid 19
pandemic and its after-effects on the country’s external account. This
significant “short-fail” was confirmed by the IMF Article IV Report in March 2022
which highlighted that Sri Lanka was “vulnerable” at the “eve” of the Pandemic and

that there were “inadequate external buffers” at the time of the new Government
taking office around the end of 2019.

The 7% Respondent states that the above short-fall further confirms the IMF
statement in March 2022 that there were “inadequate external buffers” at the time
of the new Government taking office, around the end of 2019. In this background,
the new Government had to follow a “non-debt” forex inflows strategy as there was
very little policy space for Sri Lanka to increase its external borrowings any further. |

In fact, such strategy was prudently followed from 2020 onwards, and was re-
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iterated when the “CBSL Road Map” was announced in October 2021. In any
event, the market opportunities to issue new ISBs in the wake of Covid-driven
inactivity in the global bond markets also made it almost impossible to issue
any new Sovereign Bonds, as did the ratings downgrade that had been imposed
on more that 100 countries in the wake of the economic uncertainty that arose

after the onset of the Covid Pandemic.

The 7™ Respondent states that if the officials who held office from late November
2019 to early April 2022 are being requested to explain their roles in the
management of the economy during their period in office and even for outcomes
after their terms of office, it is fair that those who held office prior to November
2019 should also be held answerable and responsible for the “vulnerability” of the
economy (as also stated by the IMF) by that time. In such circumstances, it is
suspicious, surprising and inexplicable that the Petitioners has carefully avoided any
reference to those in office previously, and only alluded to the actions of a few
selected individuals only.

41,

The 7 Respondent states that it is observed that there is a tendency for many

persons to consider specific economic macro-fundamentals in isolation, instead of
considering the impact of each of the macro-fundamentals on the behaviour and
function of other inter-connected macro-fundamentals. As a result, there is often a
dis-connect vis-g-vis the commentaries regarding the overall behaviour of the
‘macro-ﬁmdamentals since that aspect is often over-looked by certain analysts.
Nevertheless, the Monetary Board and the Central Bank have to view and consider
all macro-fundamentals in a holistic manner and not each one in isolation. In doing
so, the country’s and people’s present and future vital needs have to be often
balanced against Central Bank’s own liquidity needs in the usage of the country’s
forex and local currency reserves. It must be noted that the Central Bank has a
responsibility to secure both “economic and price stability” and “financial system
stability” as per the Monetary Law Act. Accordingly, all competing issues have to
be “balanced” against one another in working towards those objectives. For
example, “excess” issues of Treaéury Bills by the Government to the CBSL was at
times a dire necessity to keep Sri Lanka from defaulting on its sovereign debt and
for the Government to be able to make vital payments on many occasions, and had
to be resorted to, even with a future risk of demand-driven inflation. On several
occasions, forex also had to be directly provided by the CBSL to the two

systematically important state banks to prevent those institutions from defaul’ting,
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even when the CBSL reserves were at low levels, in keeping with the CBSL’s
“financial system stability” objective. There was also a vital and long-term need to
keep the country solvent, in keeping with the 74-year old Government policy of
honoring its debts, as otherwise obtaining new loans or even opening a simple letter
of credit by a local bank would have been almost impossible.

The 7™ Respondent states that it is also noted that all matters and issues raised by
the Petitioners are matters where the decisions had been taken by the 9™ Respondent
in a legal manner, based on the existing facts as presented, expectations of future
events and the best judgement of the persons vested with decision-making authority
in relation to the economy, including the 7th Respondent during the period he
served as the Governor. Further, the decisions taken and actions implemented by the
9™ Respondent while the 7th Respondent was in office as the Governor, were not
for the 7th Respondent’s individual or personal benefit, but as an integral part of
implementing Government or Monetary Board policies that were lawful. At the
same time, it was always ensured that the decisions of the Monetary Board were

taken either unanimously or by majority vote so that all decisions were lawful.

The 7* Respondent states that in the case S.C.F.R. Application No. 457/2012 -
Senasinghe vs Cabraal, Justice K. Sripavan has judicially pronounced that certain
economic decisions will need to be taken at the ground level at the particular time,
based on the information available and the reasonable expectation and judgement of
the members of the decision-making authority, namely the Monetary Board. The
following dicta in Senasinghe vs Cabraal is very relevant to explain this principle:
“We must not forget that in complex economic policy matters every decision is
necessarily empiric and therefore its validity cannot be tested on any rigid formula
or strict consideration. The Court while adjudicating the constitutional validity of
the decision of the Governor or Members of the Monetary Board must grant a
certain measure of freedom considering the complexity of the economic activities.
The Court cannot strike down a decision merely because it feels another policy
decision would have been fairer or wiser or more scientific or logical. The Court is
not expected to express its opinion as to whether at a particular point of time or in a
particular situation any such decision should have been adopted or not. It is best
left to the discretion of the authority concerned”.

(https://www.supremecourt.lk/images/documents/scfr application 457 2012.pdf)
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The 7% Respondent states that any person could do a post-mortem on any matter
with subsequent outcomes and post acquired information, in relation to a prior
decision. However, it must be appreciatved that the Monetary Board has to take
decisions in real time, taking the then existing circumstances, exigencies, priorities
and available information into consideration. Also, it must be remembered that
many competing issues may need to be considered and suitably balanced from a
national point of view as well, without only viewing a particular issue or subject in
isolation or from a specific angle or view point. In any event, it is also noted that
although the Petitioners have questioned the judgment of the decisions taken by the

7" and 9™ Respondents, not a single instance of mala fide or bad faith on the part of
the 7% Respondent has been levelled by the Petitionets.

45.

46.

The 7" Respondent states that the Petitioners have alleged that the depreciation of
the Sri Lankan Rupee (LKR) was not done in an “orderly” manner. It is of course
well known that different stakeholders have different view-points about the value at
which the currency should be maintained or traded, or what policy should be
followed to determine the value of the currency, or the timing of those decisions,
depending on their own preferences and circumstances. However, the Central Bank
has to take a holistic view since the value of the currency will have a major impact
on the debt stock, the debt repayments, cost of living, inﬂation, price and economic
stability, financial system stability, exports, imports, remittances, forex inflows,
forex outflows, etc. The Central Bank also has to be very conscious of the timing of
these decisions as well. That is why the several factors that affect those decisions
have to be carefully considered and the Monetary Board has to take such decisions

after a proper and structured discussion.

In that background, the decision to allow »ﬂexibilityv in the exchange rate was
taken by the Monetary Board of the CBSL on 7th March 2022, and that
decision was based on a Monetary Board Paper dated 7th March 2022
submitted by all three Deputy Governors (11" Respondent, Mahinda
Siriwardene, Dammika Nanayakkara & Mrs Yvette Fernando), Director
Economic Research Department Dr. Anil Perera and Director International
Operations Department Dr. Sumila Wanaguru. The Board Paper stressed the
need for changing the exchange rate policy immediately in order that the exchange
rate acts as a “shock absorber” in the face of adverse developments in the global

front on Sri Lanka’s already fragile Balance of Payments, including the increase of
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the crude oil price to nearly USD 140 per barrel and the worsening Russia-Ukraine

war.

The 7% Respondent states that based on that Board Paper and the discussion at the
meeting, the Monetary Board accordingly decided to “allow the market to have a
greater flexibility in the exchange rate with immediate effect and communicate that
the Central Bank is of the view that forex transactions would take place at levels
which are not more than Rs. 230 per US dollar”. From the above it will be clear
that, while the Monetary Board had expressed its “view” as to the level at which
forex transactions would take place as a market guidance, a clear decision had been
taken to allow for the flexibility of the LKR in the forex market. On the same day, a
statement was issued to the media in line with the above decision.

Refer:

https://www.cbsl, gov 1k/sites/default/files/cbslweb documents/press/pr/press 2022

0307 policy package to support greater macroeconomic stability e.pdf. -

Further, within about a week of floating the LKR, the President Gotabaya
Rajapaksa made a formal announcement that the government had initiated

discussions with the Intemational Monetary Fund for a programme.

The 7™ Respondent states that at the time of the 7 Respondent’s resignation on 4th
April 2022, the LKR was trading at Rs. 289.73/299.99 per USD in accordance with
the new “flexible” exchange rate policy as announced by the Monetary Board. In
fact, prior to the exit of the 7" Respondent as Governor, there had been an assurance
from the Sri Lanka Bank’s Association that their intention is to maintain the LKR at
a range between Rs. 294.00/299.00 per USD, and that arrangement had been
somewhat instrumental in restoring stability in the exchange rate at that time. (True
copies of the Documents evidencing the aforesaid are marked as Annex “7R6”

and pleadéd as part and parcel of these Limited Statement of Objections). Even

after the 7% Respondent’s exit as Governor, the Monetary Board chaired by the new
Governor Dr. Weerasinghe (8" Respondent) continued with the “flexible” exchange
rate policy whilst the Government and CBSL also took a series of far reaching
decisions which included the hotly-debated decisions to sharply increase policy
interest rates by 700 bps from 8th April 2022 onwards, and the sudden
discontinuation of repayments of forex loans and interest from 12th April 2022
onwards. In the meantime, the LKR continued to depreciate to a range of Rs.
364.23/377.50 against the USD by 12th May 2022, at which point, the Monetary
Board under the 8™ Respondent had apparently once again decided to "fix" the
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exchange rate at a new range between Rs.355.00/Rs.365.00 per USD, with the move
to “fix” the exchange rate being titled “Middle Rate of USD/LKR Spot Exchange
Rate and Variation Margin” (True copies of the Documents evidencing the
aforesaid are marked as_Annex “7R7” and pleaded as part and parcel of these
Limited Statement of Objections) although it was quite similar to the policy
adopted by the Monetary Board chaired by Governor Professor W D Lakshman (6t
Respondent) which "fixed" the LKR exchange rate at a range of Rs.199.00/203.00
per USD from 6th September 2021 onwards. Thereafter, on 6% June 2022, the
Central Bank issued a statement explaining the new “exchange rate policy” (True
copies of the Documents evidencing the aforesaid are marked as Annex “7R8”
and pleaded as part and parcel of these Limited Statement of Objections)
which “fixed” the exchange rate under Governor Dr. Nandalal Weerasinghe (8
Respondent). Hence, if the Petitioners have any concerns about the conduct of the
exchange rate policy under the 7" Respondent, they would also need to refer to the
policy adopted by the Monetary Board under the 8" Respondent which had resulted
in the LKR depreciating from Rs. 294.00/299.00 per USD to Rs. 364.23/377.50 per
USD, and for the increase in inﬂation from 18.7% in March 2022 to 54.6% in June

2022 fueled by the currency depreciation and the massive policy interest rate hike of

7% on 8™ April 2022. The sharp increase in the Government’s borrowing costs due

to the resulting increase in the Treasury Bills and Bonds yield rates are also matters

that have been impacted by the policies followed after 4% April 2022, as may be
noted from the following table.

Period of T/Bills 15t April 2022 8t July 2022 Increase
91— day (%) 12.92 28.08 [5.16
182 — day (%) 12.25 28.74 16.49
364 — day (%) 12.28 28.11 15.83

Source: CBSL Weekly Indicators

49. The 7™ Respondent states that it is of course likely that if Sri Lanka pursues an IMF

programme the IMF will insist that the “flexible” exchange rate policy must be
continued once again. In any event, exports, remittances and other forex earnings
have still not picked up sufficiently, even through such an outcome was expected by
the authorities when the exchange rate was allowed to float. Hence, even though the
IMF will probably insist that the LKR “float” policy be restored, the Sri Lankan
authorities will need to take a carefully considered position in this regard as
inflation is presently expected to exceed 70% (as per the 8" Respondent), and
further depreciation of the LKR could drive inflation to “hyper-inflation”

unmanageable levels, with resulting dire consequences.
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The 7% Respondent states that the Petitioners have also referred to an alleged
continued “refusal” to seek the assistance of the IMF and that such action was
wrong and misconceived. What the Petitioners have attempted to technically opine
is that all economic problems of Sri Lanka would have been solved if the authorities
had sought the assistance of the IMF, thereby giving the impression that the only
course of action available to Sri Lanka was to have an IMF programme. In that
regard, the Petitioners seem to have deliberately withheld a large number of
instances and case studies where social tensions of serious proportion had erupted
and the political systems had failed in certain countries in the face of IMF
programmes. The Petitioners also seem to have conveniently overlooked the fact
that there would be tough conditions (prior-actions, tight monetary and fiscal
targets, unpopular structural reforms etc) that may need to be agreed to by the
Government and CBSL in order to access new IMF funding, and that fulfilling
those conditions could sometimes lead to serious social up-heavels as well. Some of
disadvantages of an IMF programme which many persons including the Petitioners,
often prefer not to discuss, would be:

e The IMF is likely to require Sri Lanka to raise tax revenue by increasing taxes.

o The IMF is likely to require Sri Lanka to cut down expenditure. Given the
rigidity of expenditure, there is likely to be an impact on welfare expenditure.

e The IMF is likely to require liberalization of pricing of public utilities and
petroleum prices. _

o The IMF is likely to request for adjustments in interest rates and exchange
rates, which will amplify Sri Lanka’s debt burden. Sharp and unpredictable
adjustments of the exchange rate may hamper investor confidence.

o The above adjustments will increase cost of living, at a time when the increase
in cost of living is already high.

o Debt renegotiations will be a tedious process with at least a 2-3 year
adjustment period. External financial sector/legal experts will be required for
this process.

o During the period of restructuring/reprofiling of debt, Sri Lanka is unlikely to
be able to secure foreign financing. This will result in a significant

overshooting of the exchange rate, along with further curtailment of spending

of imported goods and services during this period.




51.

24

e Sri Lanka may also be requested to restructure/reprofile domestic debt. This
will have serious repercussions on mobilizing financing for day-to-day
operations of the Government.

e Sri Lanka’s impeccable track record will be broken, which will tarnish long
term credibility of the country.

e Ability of the country to carry out home-grown reforms to support non-debt

build up of reserves and reduce the current account gap may get hampered.

From the above, it will be noted that the disadvantages set out above are extremely
serious and some of the possible conditions could be almost impossible to
implement. That would mean that it may even not be possible to fulfil the likely
conditions given' the political environment, which would, in turn, mean that the
country could be completely starved of finances after an approach to the IMF. The
7t Respondent states that a possible new IMF programme, if pursued, will need to
be managed and negotiated very skillfully and carefully, both politically and
economically. Otherwise, the programme itself could lead to the serious de-
stabilisation of the country and the economy and even widespread social unrest.
Several countries have experienced severe challenges in recent times due to the
negative fall-out of IMF programmes. These include experiences in Greece,
Indonesia, Pakistan, and Argentina. Please also see following Annexes:
Annex 7R 9 (a) — IMF bailout — road to stability or recipes for disaster?
Annex 7R 9 (b) — Insights into the IMF bailout debate: A review and research
" agenda; '
Annex 7R 9 (¢) — China “sad” that Sri Lanka went to IMF and defaulted: envoy
Annex 7R 9 (d) — How to the IMF bungled the Greek debt crisis
Annex 7R 9 (e) — Government’s discussions with IMF has affected SL’s request

for $ 2.5 billion from China: Chinese Envoy
Annex 7R 9 (f) - Sri Lanka and Argentina

(True copies of the Documents evidencing the aforesaid are marked as Annexes
“7R9(a)”, “TR9(b)”, “TRI(C)” , “TRId)”, “TRI(e)” & “7RI(f)” and pleaded as
part and parcel of these Limited Statement of Objections)

The 7™ Respondent states that in any event, since early 2020, the government under
President Gotabaya Rajapaksa has implemented a plan consisting of several
components for the external sector. These components included:

(a) securing of multi-lateral and bi-lateral loans;

(b) monetization of selected assets;

(c) obtaining Central Bank SWAPs;
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(d) promoting Hambantota Industrial & Pharmaceutical Zones, Colombo
Port City and other FDIs; and,

(e) increasing non-debt inflows, remittances and exXports.
That official government stance was well known and pursued quite
diligently (although not all components were too successful) until the
President announced that he was seeking an IMF programme on 15th
March 2022,

The 7™ Respondent states that in the period upto March 2022, the analysis of
publicly available data shows that the Government secured forex cash loans of
almost USD 1,300 million from the China Development Bank while the Central
Bank of Sri Lanka (CBSL) obtained a SWAP facility of USD 1,550 million from
the Peoples Bank of China. The CBSL also secured “bridging finance” of over USD
1,500 million from India through the post-ponement of the Asian Clearing Union
(ACU) settlements, and a further SWAP facility of USD 400 million from the
Reserve Bank of India. In addition, another SWAP facility from the Bangladesh
Bank was obtained for USD 200 million. The cumulative value of all those
inflows was around USD 4,950 million. Incidentally, such sum is well over the
USD 3 bn that many have claimed as being the amount that would have been
received by the Sri Lankan Government and the CBSL, had the Government
embarked on an IMF programme. In fact, it was by using these new funds, and the
“brought forward” forex reserves of USD 7.6 bn as at 31st December 2019 of the
CBSL, that the three International Sovereign'Bonds totaling USD 2,500 million
were settled in 2020, 2021 and 2022, together with other maturing debt, while also
providing significant liquidity support of nearly USD 2,000 million to the State
Banks, and supplying forex for urgent essential imports of around USD 1,300

million for food, fuel, gas, coal, medicines, etc., at the request of the Government.

The 7t Respondent states that, in addition, the Government finalized a trade credit
line of USD 1,000 million for oil imports and USD 1,000 million for other essential
imports from the Government of India and access to these facilities had commenced
from late March 2022 onwards. Further, based on an appeal from the President of
Sri Lanka to the President of the Peoples’ Republic of China in January 2022, China
had also indicated that it was ready to provide a liquid finance facility of USD 1,000
million and another facility of USD 1,500 million for import financing. In fact,
these facilities were officially referred to by China’s Ambassador in Sri Lanka on
21%t March 2022 and Sri Lanka’s Ambassador in China on 12th April 2022. On the
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basis of the above assurances from China and India, further commitments of

USD 4,500 million were also assured.

The 7" Respondent states that in the light of the materialized receipts of USD
4,950 million by end March 2022 (as set out elsewhere in this document) and
credible commitments of USD 7,150 million, the decision taken by the
Government to pursue its stated path could be justified. In fact, the situation
would have been grave from about 2021 onwards, if the aforementioned forex
inflows had not been diligently planned and arranged by the authorities and the
commitments not obtained, whilst only relying on a possible IMF programme,
which could have been delayed or dragged on for Whatever reason, even if the IMF
had been approached earlier. In all probability, if Sri Lanka had reached out to the
IMF, Sri Lanka would not have received the other finances (as seen and
experienced today), where financing sources or other countries are not extending
funds and merely stating that they are awaiting the “IMF - talks outcome” which is
very uncertain and unpredictable. In fact, already all possible funding agencies and
traditional bi-lateral development partners have announced that they have decided
to wait for the IMF programme to be in place, before any bi-lateral funds or -
“bridging finance” could be committed, and since Sri Lanka as the recipient country
is dependent on such bi-lateral funds, the economy is now starved of new funds, and

consequently, in serious jeopardy.

The 7™ Respondent states that in any event, it must be clearly understood that
seeking a programme with the IMF is a decision that has to be taken by the
President and the Cabinet of Ministers, and not by an official such as the 7™
Respondent. If the Cabinet had taken a policy decision one year or even two years
ago to approach the IMF and informed the country of the Government’s intention to
do so, the entire governmental machinery including the CBSL and Ministry of
Finance (MOF) would have complied with that decision. In fact, that happened on
15th March 2022, when the President made the official announcement that the
Government would seek an IMF programme.

The 7" Respondent states that it is now 4 months since the Government approached
the IMF on 15% March 2022, and that since then, most “bridging financing” and
other arrangements have not been forthcoming since all such possible lenders are
awaiting the outcome of the discussions and negotiations with the IMF. Meanwhile,
the country is facing a serious shortage of forex and the present authorities are
struggling to even provide for the basic necessities, even after defaulting on the

forex debt. Inflation has risen to over 50%, and is expected to exceed 70%
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according to the 8" Respondent. The cut-off levels of Treasury Bill interest rates
have already soared beyond 35% per annum. Rumours abound about certain drastic
likely IMF conditions and many persons are highly apprehensive as to what may
happen, if those conditions are to be met by the Government and the CBSL. In any
case, there appears to be no finality of a Programme, and conflicting statements
emanate from various authorities at intervals, eroding what little confidence that is
left. If, as the Petitioners claim, the IMF was the panacea for all Sri Lankan
economic ills, even after 4 months of approaching the IMF, there does not appear to
be any encouraging signs of such a benefit, although many negative outcomes could
of course be pointed out. The limited progress seems to also indicate that Sri Lanka
is slowly but surely being strangled by outside forces on whom the Government is
now compelled to rely upon, and needless to say, over a very short period, the
economy is likely to shrink further, and the country will be at risk of plunging
towards despair and destruction. It is also now observed that fresh conditions are
being proposed by powerful and influential IMF members which may make it even
more challenging for Sri Lanka to ever access an IMF Programme and its funds,

without first making contentious social and foreign policy changes as well.

57.

58.

The 7™ Respondent states that the Petitioners have gone to great lengths to suggest
that Sri Lanka should not have serviced its Sovereign debt, including the maturing
ISB of USD 500 mn on 18" January 2022. In fact, the 1% Petitioner had been one
such proponent who had actively and publicly canvassed that Sri Lanka should not
honour its ISB maturities and other commitments. At the same time, there are many
others, including the present Prime Minister and Finance Minister (5" Respondent),
who have clearly stated that it would be highly counter-productive if Sri Lanka were
to defauit. In that context, the 7" Respondent re-iterates that it was quite
possible for Sri Lanka to service its debt even with certain difficulties and that
it is only by defaulting its forex debt that the country and economy had been

subjected to most grievous prejudice and catastrophe.

The 7" Respondent states that the International Sovereign Bond settlement of USD
500 million on 18th January 2022 was a routine and Parliament-approved budgeted
debt repayment out of a total of approximately USD 7,100 million forex debt-
servicing payments and Rs.3,000 billion local debt-servicing payments that were
maturing in the year 2022. According to published information, that amount of USD
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500 million accounts for about 7% of the Government’s forex debt-servicing and
about 2.3% of the total debt-servicing in 2022. '

The 7% Respondent states that as per Section 113 of the Monetary Law Act, the
Central Bank of Sri Lanka via its Public Debt Department (PDD) manages the
public debt as the Agent of the Government. It is therefore the primary
responsibility of the Government, and not the CBSL to borrow and to repay the
Government Debt. As the Agent, the Central Bank has to act on the direction and
instructions of the Government in relation to public debt management and cannot
unilaterally decide to pay or not to pay any debt of the Government. Further, it is
the Government that makes funds available for local and foreign debt-servicing
from the funds which have been specifically appropriated by Parliament for that
purpose. o

The 7" Respondent states that, if therefore, for any reason, the Government
were to decide to default on its debt repayments, that would have to be a
decision of the Government. If the Government so decides, the Government,
through the Ministry of Finance (MOF) must instruct the Central Bank not to re-pay
any or all of the Government’s  debts. Further, if such a far-reaching and vital
decision were to be taken, it will obviously have to be the Government that would
have to take the responsibility for the repercussions that would follow such a defauit
as well. The above position is clearly confirmed by the fact that it was the MOF
that announced the new “Interim External Public Debt Servicing Policy” on
12th April 2022. Through the enunciation of that new policy, all forex debt
repayments due to be settled by the Government upto that day; were to be stopped
immediately, and restructured eventually. That announcement, inter alia, stated: “It
shall therefore be the policy of the Sri Lankan Government fo suspend normal debt
servicing of All Affected debts (as defined below), for an interim period pending an

orderly and consensual restructuring of those obligations in a manner consistent

“with an economic adjustment program supported by the IMF. The policy of the

Government as discussed in this memorandum shall apply to amounts of Affected
Debts outstanding on April 12, 2022. New credit facilities, and any amounts
disbursed under existing credit facilities, after that date are not subject to this
policy and shall be serviced normally”. The entire MOF statement is reported by
Daily FT at : https://www.ﬁ.lk/top—storv/Sri-Lanka—declares—bankruptcv/26-733409

The 7'* Respondent states that it should therefore be clear that until the above
decision to default with effect from 12th April 2022 was taken by the

Government, it was the bounden duty and.solemn responsibility of the
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Borrower (i.e, the Government) and its Agent (i.e, the Central Bank) to take all
steps to honour the repayments of all Government debts falling due upto that
date. In addition, Finance Minister Basil Rajapaksa (3™ Respondentj had also
specifically given a re-assurance in Parliament about the repayment of the ISBs
when winding up the Budget debate on 10th December 2021 (as reported in the
Hansard page 2830) a translation of which is as follows: “Frankly, we are facing a
massive economic crisis. We are facing a foreign reserves crisis as well. However,
as the Finance Minister, with the permission of the President and the Prime
Minister, I must very solemnly confirm in this august assembly that we would pay
every dollar that is due to be paid next year. I give that assurance with
responsibility. First, we have to pay 500 million dollars in January. Next, we have
to pay 1000 million dollars in July. In between, we have to pay other interest and
capital repayments in our debt servicing. I hereby confirm to this august assembly

that we will pay all that. We have a plan to do that. We will implement that plan”.

The 7% Respondent states that it must be appreciated that defaulting sovereign debt
is a very complicated matter with grave consequences. It must also be understood
that settling or not settling the country’s sovereign debt or a specific part of it, is not
a matter where a single individual or even the Monetary Board (9™ Respondent) can
unilaterally decide. Nevertheless, there have been claims by various persons-
including the Petitioners and even some Members of Parliament, that the settlement
of the maturing ISB of USD 500 million on 18th January 2022 was done at the
behest of, and/or the sole discretion of the 7% Respondent as the then CBSL
Governor in order to enable certain unspecified investors to make undue profits,
ignoring the advice of various so called “experts”. Ironically, when it was initially
believed that the Sri Lankan Government may default on the January 2022 ISB,
most of those same so-called experts had warned about the grave consequences and
grievous prejudice of a possible default and urged the Government not to default,
but to source the funds through any means to avoid such a default. However, when
it was subsequently known that the Government had secured the funds to settle the
ISB, the same persons robustly and publicly advised sovereign default, and
inexplicably found fault with the then Governor (7" Respondent) when their new
amended “advice” to default was not heeded. In that context, the bona fides of some

of those persons would need to be questioned.

The 7" Respondent states that in any event, at the time in question (January
2022), the official Government policy was to pay its sovereign debt, which
policy, the MOF and the CBSL (as Agent) had followed faithfully and
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diligently, since independence. Needless to say, such deep-rooted policy could not,
and should not have been unilaterally or legally abrogated by the then Governor (7
Respondent) and the Monetary Board (9" Respondent) on 18th January 2022, as
lobbied and advised by certain persons and politicians. In fact, during the month of
March 2022 alone, the government honoured and/or rolled-over sovereign Forex
debt payments as stated elsewhere in this “Limited Statement of Objections”. It that
context, it must also be noted that the repayment exercise is mainly dependent on
the cash/funds inflows and outflows, and not only dependent upon the quantum of
the available reserves. If the only criteria for debt repayment was the availability of
liquid funds in possession, it would have not been possible to manage the debt
repayment programmes of the government over the past many years. The simple
example of this phenomenon is the settlement of Treasury Bills and Bonds of the
Government where each week about Rs.100 bn matures and is folled—over without
the Treasury having to advance any new funds from its own coffers towards its
settlement. Therefore, it is vital that the authorities ensure public confidence in the
financial system and carefully arrange the cash flows in anticipation of the
payments due, and thereby skillfully manage the inflows and outflows of funds
efficiently, particularly in times of financial stresses. That was what was done over
the past several months and years under previous Governors, Treasury Secretaries
and Finance Ministers until early April 2022, and that was what was needed to be
done thereafter as well, without jeopardizing the entire nation’s future by defaulting
on the loan repayments and interest payments to international creditors. In fact, it is
reported that the Forex debt servicing was only about USD 244 million in April
2022, while the Forex debt servicing for May/June 2022 was only another USD 789
million, adding to a total of USD 1,033 million. The repayment and roll-over of
these amounts were therefore comfortably manageable with the likely inflows into

the Central Bank reserves from the 25% export conversions, other planned inflows

that were expected to materialize in the next few months, together with the
successful roll-over of maturing SLDBs and FCBU loans.

64.

The 7" Respondent states that the Petitioners have, at various points of their
Petition, referred to comments or statements of certain persons who are claimed to
be experts in order to suggest various responsibilities and specific duties relating to
the 9" Respondent’s functions, duties and responsibilities. In this regard, the 7t
Respondent states that the 9™ Respondent’s functions, responsibilities and

objectives are set out clearly in Section 5 of the Monetary Law Act which reads as
follows:
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Section 5: An institution, which shall be called and known as the Central Bank of
Sri Lanka (hereinafier referred to as "the Central Bank") is hereby established
as the authority responsible for the administration, supervision and regulation
of the monetary, financial and payments system of Sri Lanka, and without

| prejudice to the other provisions of this Act, the Central Bank is hereby
charged with the duty of securing, so far as possible by action authorised by
this Act, the following objectives, namely -
(a) economic and price stability; and
(b) financial system stability,
with a view to encouraging and promoting the development of the productive

resources of Sri Lanka.

The 7% Respondent asserts that during the period he held office as the Governor of
the 9™ Respondent organization, he had made every effort to enable the 9"
Respondent to deliver the above objectives in a holistic, practical and legal manner
and that he had also been assured by the relevant officials of the Central Bank that
the 9™ Respondent had taken all steps to achieve its objectives to the maximum
extent possible, in a holistic manner in the very difficult and challenging
circumstances. At the same time, all statutory obligations to keep the government
hierarchy notified of the economic situation was duly observed, and all such
communications as required by the Law were made in a formal and official manner
as well. At the same time, it must also be stated that many differing strategies had
been implemented from time to time based on the need and availability of
resources, and the desired overall outcomes. At certain times, such strategies may
have even appeared to be in conflict with certain pre-determined values, notions or
concepts of various analysts or outside “experts” who sometimes may not have
sufficiently appreciated the stresses experienced by the economy as the result of the

massive global and local economic crises.

The 7% Respondent states that throughout these Limited objections statement, the
7th Respondent has clearly explained that the Petitioners’ Fundamental Rights had
not, in any way, been violated by the execution of the functions under the purview
of the 7th Respondent, as claimed by the Petitioners. '

The 7" Respondent states that grave and irreparable loss and damage would be
caused to the 7% Respondent if any interim relief sought by the Petitions is granted
by Your Lordships’ Court.
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68. Based on the above facts, the 7" Respondent is advised to state that the Petition of
the Petitioners cannot be maintained, and that the Petitioners are not entitled to the

reliefs prayed for, and that the Petitioners’ Petition shall be dismissed in limine.

WHEREFORE the 7 Respondent prays that Your Lordships® Court be pleased to -

(a) refuse Leave to Proceed and reject and dismiss the Petition of the
Petitioners in limine,

(b) refuse the application for Interim Relief;
(c) grant costs; and

(d) grant such further and other relief in the premises as to Your Lordships’
Court shall seem meet.

Colombo, 15" July 2022

Spd/SARRAVANAN NEELAKANDAN LAW ASSOCIATES

REGISTERED ATTORNEYS OF
THE 7™ RESPONDENT

Settled by:

Mr. Sapumal Tennekoon
Attorney-at-Law

Mr. Ralitha Amarasekara
Attorney-at-Law

. Mr. Jeevantha Jayatilake
Attorney-at-Law

Mr. Shavindra Fernando
President’s Counsel

SC(1002)-5C-FRA-212-2022/ Lirmi-Obj-2/Pleadings
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IN THE SUPREME COURT OF THE DEMOCRATIC SOCIALIST
REPUBLIC OF SRI LANKA

S.C.F.R. Application No. 212/2022

In the matter of an Application under and in
terms of Articles 17 and 126 of the
Constitution of the Democratic Socialist
Republic of Sri Lanka

1. CHANDRA JAYARATNE
No. 2, Greenland Avenue,
Colombo 05.

2. JULIAN BOLLING
No. 72, 5 Lane,
Colombo 05.

3. JEHAN CANAGARETNA
No. 5, Bullers Lane, Apartment 3B,
Colombo 07.

4, TRANSPARENCY
INTERNATIONAL SRI LANKA
No. 366, Nawala Road,
Nawala, Rajagiriya.
PETITIONERS

-Vs-

1. HON.ATTORNEY GENERAL
Attorney General’s Department,
Colombo 12.

2. MAHINDA RAJAPAKSHA
Former Prime Minister,
Former Minister of Buddhasasana,
Religious and Cultural Affairs, Former
Minister of Urban Development &
Housing,  Former  Minister of
Economic Policies and Plan
Implementation and Former Minister
of Finance.
No. 117, Wijerama Mawatha,
Colombo 07.

3. HON. BASIL RAJAPAKSE,
Former Minister of Finance
No. 1315, Jayanthipura,
Nelum Mawatha,
Battaramulia.

No. 1316, Jayanthipura,
Nelum Mawatha, Battaramulla.




10.

11.

HON. M.U.M. ALI SABRY PC
Former Minister of Finance

No. 5, 27* Lane,

Colombo 03.

HON. RANIL
WICKREMESINGHE

Prime Minister

Minister . of Finance, Economic
Stability and National Policies,

No. 117, 5" Lane,

Colombo 03,

DESHAMANYA PROFESSOR
W.D. LAKSHMAN

Former Governor of the Central Bank
No. 224, Thalayagoda,

Imbulgoda.

MR. AJITH NIVARD CABRAL
Former Governor of the Central Bank
of Sri Lanka,

No. 32/7, Schoo! Lane,

Nawala.
DR. P. NANDALAL
WEERASINGHE

Governor of the Central Bank of Sri
Lanka.

P.O. Box 590,

Colombo 01,

Sri Lanka.

THE MONETARY BOARD OF
THE CENTRAL BANK OF SRI
LANKA

Central Bank of Sri Lanka,

P.O.Box 590,

Colombo 01,

Sri Lanka.

MR. S.R. ATTYGALA
Former Secretary to the

Treasury/Ministry of Finance
No. 23, Madapatha,

Piliyandala.

MR. K.M. MAHINDA
SIRTWARDANA

Former Secretary to the

Treasury/Ministry of Finance,
The Secretariat,
Colombo 01.
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12.MR. SALIYA KITHSIRI MARK
PIERIS, P.C.,
President of the Bar Association of Sri
Lanka,
No. 153, Mihindu Mawatha,
Colombo 12.

13. MR. ISURU BALAPATABENDI, AAL.,
Secretary of the Bar Association of
Sri Lanka,

No. 153, Mihindu Mawatha,
Colombo 12.
RESPONDENTS

I, NIVARD AJITH LESLIE CABRAAL, a citizen of Democratic Socialist

Republic of Sri Lanka and bearing National Identity Card No. 543490040 V of No. 32/7,
School Lane, Nawala being a Roman Catholic do hereby make oath and say as follows:-

1.

(i) I am the 7" Respondent above-named and 1 depose to the matters herein
from my personal knowledge and to the documents available with me.

(i) I state that the that the limited objections are filed according to my memory
as | have no access to the documents in the custody of the Central Bank of
Sri Lanka and of the Monetary Board since I have relinquished my duties as
the Governor of the Central Bank with effect from 4" April 2022,

I state that I reserve the right to file a more comprehensive set of objections if Your
Lordship's Court provides an opportunity to do so after perusal of relevant
documents.

I state that the objections are filed based on my best recollection of the facts with
regard to the several averments contained in the Petition and Affidavit filed by the
Petitioner, and documents in my possession and in the public domain.

| state that | deny all and several the averments contained in the Petition and
affidavit save and except that which is specifically admitted hereinafter.

[ state that I last served as the Governor of the Central Bank during the period from
15 September 2021 to 4" April 2022,

I state that I am unaware of the averments contained in paragraphs 1,2, 3,4 and 117
of the Petition.

| state that | admit the averments contained in paragraphs 5 and 7(a), (b), (f), (1) of
the Petition.



10.

1.

12.

13.

14.

Answering Averment 7 (c), I state that 1 admit that the 2" Respondent was the
Minister of Finance from 213 November 2019 to 2™ March 2020, but specifically
denies the rest of the averments contained therein and states that I bear no
responsibility insofar as violations of any Fundamental Rights of the Petitioners are
concerned.

Answering Averment 7 (d), | state that | admit that the 31 Respondent was the
Minister of Finance from 28t July 2021 to 3 April 2022, but specifically deny the
rest of the averments contained therein and states that I bear no responsibility
insofar as violations of any Fundamental Rights of the Petitioners are concerned.

Answering Averment 7 (e), | state that I admit that the 4" Respondent was the
Minister of Finance from 4™ April 2022 to 9" May 2022.

Answering Averment 7 (g), 1 state that I admit that the 6" Respondent was the
Governor of the Central Bank from December 2019 to 14" September 2021, but
specifically denies the rest of the faverments contained therein and I state that [ bear
no responsibility insofar as violations of any Fundamental Rights of the Petitioners
are concerned.

Answering Averment 7 (h), | state that | admit that [ was the Governor of the
Central Bank from 15" September 2021 to 4" April 2022, but specifically denies
the rest of the averments contained therein and 1 state 1 that | bear no responsibility
insofar as violations of any Fundamental Rights of the Petitioners are concerned.

Answering Averment 7 (i), I state that | admit that the 8" Respondent is the present
Governor of the Central Bank from 8" April 2022 onwards, I further state that the
8™ Respondent has been a career officer at the Central Bank for nearly 3 decades
upto January 2021. During such period, the 8™ Respondent has held office as a
Deputy Governor since September 2012, and served as the as the Chairman of the
Monetary Policy Committee and the Foreign Reserve Management Committee and
overseen the Departments of FEconomic Research, Statistics, International
Operations, Domestic Operations, Macroprudential Surveillance, Exchange Control,
Currency and Communication. I have functioned as the Senior Deputy Governor
while also acting as the Chief Executive Officer of the Central Bank during the
Governor’s temporary absence, from 1% November 2017 upto 31% January 2021.
According to official documents, the 8™ Respondent had retired from the Central
Bank as the Senior Deputy Governor only in January 2021, and therefore bears
collective responsibility for the management and operations of the Central Bank in
the various senior capacities that [ have held upto that time.

Answering averments in Paragraph 7 (j), I am advised and accordingly I state that
the 9" Respondent has the power to do and perform all acts as may be necessary as
per the Monetary Law Act and its responsibilities and objectives are set out in the
said Act.
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16.

17.

18.

19.

Answering averments in paragraph 7 (k), | state that | admit that the 10
Respondent was the Secretary to the Treasury/Ministry of Finance from 20t
November 2019 to 7" April 2022, but specifically denies the rest of the averments
contained therein and states that the I bear no responsibility insofar as violations of
any Fundamental Rights of the Petitioners are concerned.

Answering averments in paragraph 7 (1), 1 state that | admit that the 1 1™ Respondent
is the present Secretary to the Treasury/ Ministry of Finance from 8" April 2022
onwards. | further state that the 11" Respondent has been a career officer at the
Central Bank for over 3 decades and has held office upto the level of the Deputy
Governor of the Central Bank during the period upto 7% April 2022 and therefore
bears collective responsibility for the management and operations of the Central
Bank in the various senior capacities that I have held upto that time.

Answering the averments in paragraph 7 (m) in general, I state that I specifically
deny the averments contained therein and states that 1 bear no responsibility insofar
as violations of any Fundamental Rights of the Petitioners are concerned.

I state that I specifically deny the averments contained in paragraphs 8, 9 (a), (b)
(),(iii),(iv),(v), 10, 11, 12, 13, and 14 and state that | bear no responsibility in so far
as violation of any Fundamental Rights of the Petitioners are concerned.

By way of further answer to the averments contained in the Petition and Affidavit,
the 1 state as follows;

20.

21.

22.

Answering paragraph 10(b), | state that since | was not the Governor of the Central
Bank after 4" April 2022, 1 bear no responsibility for the decisions taken after such
date.

I state that after my relinquishment of duties, the Government had decided to
default on its sovereign debt (without even the necessary approvals) which had
resulted in catastrophic long-term and short-term repercussions to the economy
and caused the country to default on the repayment of foreign debts for the first
time in its history, thus leading to the relegation of Sri Lanka to a state of
bankruptcy/ insolvency.

 state that the decision to default on 12" April 2022 was highly suspicious, irrational,
arbitrary, illegal, and wrongful and it is inexplicable that it had been hastily carried
out in view of the fact that, by end March 2022, the “pipeline” of expected forex




inflows showed a healthy position which had obviously been recklessly and callously
disregarded.

That “pipeline” of expected inflows is given below:

India - Oil Facility (Trade Finance) Confirmed
India - Goods Facility (Trade Finance) 1,000 Confirmed
India - ACU postponement in addition to existing USD 1,500 m | 500 Confirmed
China ~ Special Refinance Facility (Cash) 1,000 Confirmed
China - Goods (Trade Finance) ‘ 1,500 Confirmed
West Coast Power divestment proceeds | 250 Very likely
Hilton and other hotel projects divestment 500 Very likely
Tourism inflows @ USD 100 per month for 9 months upto end | 900 Very likely
2022
Green Bond - June 2022 - Discussion on-going 1,000 Very likely
Green Bond — September 2022 — Discussion on-going 1,000 | Likely
Peoples Bank of China (PBOC) SWAP facility, likely to be | 1,550 Likely, after
made operative after negotiations the receipts
of cash loans
Qatar Central Bank SWAP facility - Discussion on-going 1,000 Likely, after
China &

India inflows
materialize

Existing SWAP facilities from India and Bangladesh to be rolled Very likely
over with a possible further SWAP facility of USD 1 billion
from the Reserve Bank of India

Total 10,700

23.

24.

I state that the sudden “default” announcement of 12" April 2022, completely
disrupted all the above expected inflows, with the possible exception of the roll-
over of the India and Bangladesh SWAPs that had been previously negotiated. In fact,
the Chinese Ambassador in Sri Lanka has specifically alluded to this situation as well.
Of the above pipeline, a sum of USD 4,500 mn was confirmed as being in the final
stages by 3™ April 2022, and a further amount of about USD 2,650 mn was very
likely to materialize over the short term, which would have enabled the Government
to settle the maturing payments due in 2022, while also rolling over several other
existing loans, including Sri Lanka Development Bonds and FCBU loans. Hence, the
decision to default payment was inexplicable and utterly reckless. That irresponsible
and illegal decision plunged Sri Lanka into a serious chasm of economic and financial
isolation as a “bankrupt” nation, with the consequential severely damaging
repercussions due to haunt the nation for many years to come.

| state that, as set out in the table above, Sri Lanka was on the verge of receiving a
significant inflow of funds of USD 1 billion and access to a trade loan of USD 1.5
billion from China that were expected to materialize towards the latter part of April




SARRAVANAN NEELAKANDAN

LAW ASSOCIATES 7
Attorneys-at- Law & Notaries Public
Colombo 01000
Tel: 011 2103050

25.

26.

2022 or early May 2022. These inflows were officially announced by both the
Chinese Ambassador in Sri Lanka on 213 March 2022. Documents evidencing the
aforesaid are marked as “7R 1(a)”, “7R 1(b)”, “7R 1(c)” & “7R 1(d)” and pleaded
as part and parcel of these Limited Statement of Objections) and subsequently re-
confirmed by the Sri Lanka Ambassador in China on 12" April 2022. True copies of
Documents evidencing the aforesaid are marked as Annexes “7R 2(a)”, “7R 2(b)”,
“TR 2(c)” , “TR 2(d)” & “7R 2(e)” and pleaded as part and parcel of these
Limited Statement of Objections). At the same time, negotiations were at an
advanced stage on the Indian line of credit for a further USD 1 billion for goods, and
USD 500 million for oil, as well as a further financial accommodation of about an
additional USD 500 million by the Reserve Bank of India through the postponement
of the Asian Clearing Union (ACU) settlements. That is why it is inexplicable as to
why a hasty decision was taken to announce the sudden “debt default” and non-
payment of all forex debt and interest (including the July 2022 USD 1,000 mn
International Sovereign Bonds ISB) from 12th April 2022 onwards, and thereby risk
major adverse consequences, together with a massive “cross-default” as well.

| state that there had been an ill-advised and erroneous claim that there was no other
option but to default since by defaulting forex loans and thereby not paying the
maturing debts, there would be sufficient forex resources “freed” and available in the
country to import the requirements of all essential items needed by the people.
However, the fallacy of that contention and the recklessness of that decision is now
exposed, since by 12" July 2022, although the Forex loans and interest had been
unpaid since 12 April 2022 for 3 months, there is now even less Forex available for
the country to import any of the essential supplies. Shortages and queues are
increasing with no end in sight, because no country or overseas supplier now
wishes to do business with Sri Lanka without an up-front payment, as the
country has officially announced that it is bankrupt. Based on that
announcement, the International Ratings Agencies have also placed Sri Lanka's
sovereign debt rating at a default status, while also down-grading all Sri Lankan
banks, further aggravating the situation.

| state that the former Governors Professor W. D. Lakshman and 1 (6" and 7%
Respondents) and former Treasury Secretary S. R. Attygalle (10 Respondent) had
secured the required Forex inflows to pay loans and interest, as well as taken the
required steps to roll-over maturing debt, while also sourcing Forex to buy fuel, coal,
medicine, gas, and foodstuffs, and to clear the containers of imports, even with some
delays. Not only did the Government settle the maturing ISB of USD 500 mn in
January 2022 and all other maturing debts and interest in the months of January and
February 2022, during the month of March 2022, the Government paid back and
rolled-over sovereign Forex debt payments of a substantial sum of USD 1,166 million
out of the total amount of repayments of approximately USD 7,100 million that was
due in 2022. Thereafter, in April 2022, the Forex debt servicing was comparatively
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less at only USD 244 million, while the Forex debt servicing for May and June was
only another USD 789 million. The repayment and roll-over of these amounts were
comfortably manageable with the likely inflows from the 25% export conversions to
be mandatorily sold to the Central Bank by the commercial banks and the roll-over of
maturing SLDBs being arranged as in the past, in addition to the new cash inflows
expected from China and India.

I state that it is well known that when an ordinary person defaults on a loan to a bank
and is named as a delinquent debtor in the Credit Information Bureau (CRIB), such
person will not be able to get any more loans from any bank or from other lenders.
Even if they do, it will be a very difficult endeavour. Shockingly, the Sri Lankan
authorities did not seem to have anticipated that would happen to Sri Lanka as well,
when it was hurriedly decided to unilaterally default on Sri Lanka's sovereign debt
with an announcement being made to that effect.

I state that it must be appreciated that it is not possible to have selective defaults of
particular sovereign loans, since many loan agreements with international creditors
have “cross-default” clauses which are far-reaching. It is also likely that those
persons who were calling for the sovereign default of the ISB of January 2022,
including the Petitioners did not realise or appreciate the fact that, as per the Offering
Circular for the ISBs, the Sri Lankan Government had solemnly assured all
prospective investors that “the full faith and credit of the Democratic Socialist
Republic of Sri Lanka will be pledged for the due and punctual payment of the
principal of, and interest on, the Bonds.”

I state that when a sovereign forex loan is not repaid, the credibility of the
country will be lost, and investors will shun that country. It will be very difficult
for the defaulting country to obtain new forex loans thereafter. The access to
International Bond Markets may be lost for at least 5 to 10 years after the default, The
country’s banking system will be placed under a lot of pressure and face very serious
difficulties when opening letters of credit and carrying out forex transactions. Forex
loans and investments that were previously forthcoming to the local banks would be
halted or postponed. Most forex-funded infrastructure projects will stop. Foreign
Direct Investors will adopt a “wait and see” attitude. Small and medium sized import-
based businesses and entrepreneurs will face the risk of collapse. Hundreds of
thousands of jobs and livelihoods will be in jeopardy. Inflation and interest rates will
rise. The Government will be compelled to sell valuable assets at low prices. The
country’s foreign policy will be compromised. Certain forex creditors will file legal
action to recover their dues and the Government will incur huge litigation costs. Some
creditors may call for the re-structure of local debt, which, if done, could lead to
serious socio-economic consequences. Issue of Treasury Bills to the Central Bank
(money printing) may increase significantly. The local currency will lose value. The
Government’s local currency payments, including salary and pension payments, will
be stressed. In a nutshell, grievous prejudice will be caused to the economy and
the country. In fact, almost all of the above outcomes have been experienced by
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the country already after the reckless announcement of the debt default by the
4th, 8th and 11th Respondents about 3 months ago.

| state that it would have been vital to have a well-structured strategy to deal with the
challenge of default if there was a compelling need to default the external debt, and
not do so hurriedly as the failure to do so will definitely lead to unmanageable
problems. It is also likely that those persons who proposed default (including think-
tanks and INGOs) will not, at a later stage, assume responsibility when the default
repercussions arise, and it will be the Government and the people that will have to
face the consequences. That is why if a sovereign debt default was contemplated, it
was the responsibility of the authorities to initiate and undertake a discussion on the
subject and thereafter take a considered decision. In fact, a decision to default by a
country is so serious that it should have properly received the formal approval of the
Monetary Board and the Cabinet of Ministers with the advice of the Attorney General
as well. Further, in view of the fact that the Parliament had already voted the
necessary funds for debt servicing at the time of approving the Budget and Parliament
has the final responsibility for finances, obtaining Parliament’s approval would have
also been a pre-requisite for a default. Unfortunately, according to available
information, Sri Lanka’s unnecessary and reckless debt default had been carried out
without any such prior approval.

1 state that as a consequence of Sri Lanka’s debt default there is now an
increasing likelihood of forex creditors calling for local debt also to be re-
structured, since the major part of the Sri Lankan Government’s debt servicing
is that of local debt. Their contention may be that for “debt sustainability” to be
achieved, a local debt re-structuring must also be carried out. It is possible that the
International Monetary Fund (IMF) may also agree with such a contention given their
past record in responding to debt sustainability situations in other countries. The
Government and the Central Bank have of course stated that there is no need or
intention to re-structure local debt. However, if the Government is compelled to do so,
perhaps at the behest of the IMF, the fall-out from such a decision could be quite
challenging to handle socially, economically and politically.

| state that in any event, I cannot be held responsible for the current crisis which has
arisen mainly from the hasty and reckless decision to default on the sovereign forex
debt, and thereby putting Sri Lanka into an almost irretrievable position of despair and
hopelessness, particularly because such default did not have the prior approval of the
Monetary Board, the Attorney General, the Cabinet of Ministers or the Parliament.



33.

34.

I state that it has been averred that the unprecedented economic crisis driven by “debt
unsustainability” has been due to, inter alia, the gross mismanagement of the
economy by several Respondents including myself. However, it would be noted that
the Sri Lankan economy had its most remarkable growth and progress during the
period 2006 to 2014 when [ was the Governor of the Central Bank of Sri Lanka. For
purposes of record, a summary of the economic progress from 2006 to 2014 was as
follows: :

¢ Gross Domestic Product (GDP) grew from USD 24 bn in 2005 to USD 79 bn in
2014, with an average growth of about 6.4% over the final 5 years, 2010 to 2014.

e Local and Foreign Investment increased, year on year,

e There was growing confidence in the economy, particularly after the conflict.

e Single digit inflation was maintained an uninterrupted period for about 6 years.

e The LKR was stable with a gentle appreciation of the LKR in 2013 and 2014.

e A healthy forex reserve cover was achieved, where reserves increased from USD
2.6 bn in 2005 to USD 8.2 bn in 2014.

e Public Debt to GDP ratio reduced sharply from 91% in 2005 to 72% in 2014. Low
Forex debt-servicing was at manageable levels with only about USD 280 mn
needed for ISB debt-servicing in 2014,

e Modest growth was recorded in exports and remittances, on an yearly basis.

e Tourism experienced exponential growth, particularly after the conflict.

[ state that, in contrast, from 2015 to 2019 the economy suffered a continuous
downturn, resulting in the IMF determining that the economy of Sri Lanka was
“vulnerable” at the “eve” of the Covid-19 Pandemic. In particular, the forex
borrowing of the Government ballooned by 65% from USD 23.4 bn to USD 38.7 bn
from 2014 to 2019, as a result of a major forex borrowing blitz in 2018 and 2019: the
ISBs volume grew from a modest level of USD 5.0 bn (6% of GDP) in 2014 to a
highly vulnerable level of USD 15.0 bn (18% of GDP) by 2019. The average interest
rate for ISBs also increased significantly and the ISB debt servicing rose to nearly
USD 1 bn in 2020 from about USD 280 mn in 2014, although there was only a very
slight improvement in the GDP over the five years. In addition, GDP Growth was
sluggish and down to around 2% by 2019. High tax rates had been introduced, but the
Fiscal Deficit remained high due to the high interest cost consuming the additional tax
revenue. Further, Government revenue actually decreased in 2019 although the tax
rates were high, due to the economic downturn. Even after a net ISB increase of USD
10 bn, other term loans of USD 2 bn, and inflow from Hambantota Port sale of USD 1
bn (total forex cash inflows of USD 13 bn), forex reserves were down to just USD 7.6
bn by end 2019 from USD 8.2 bn by end 2014. Only marginal growth in exports was
recorded in the 5 years, and almost no growth in remittances. Tourism was badly
affected after the Easter Sunday bombing. The IMF Article 4 Report-Press Release
for 2022 (first paragraph) (True copy of the Document evidencing the aforesaid are
marked as Annex “7R3” and pleaded as part and parcel of these Limited
Statement of Objections) referred to Sri Lanka’s economy being highly vulnerable at
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the eve of the Covid Pandemic, which means that the vulnerability was already
prevalent at the beginning of 2020.

Please also see CBSL Road Map of 1°' October 2021 (A True copy of the CBSL Road
Map of 1% October 2021 is marked as Annex “7R4” and pleaded as part and parcel
of these Limited Statement of Objections) (where many of those matters have been
explained), and where the Way Forward for different stakeholders had been
communicated by the Central Bank, as soon as the 7th Respondent assumed duties as
the Governor.

In fact, the 7" Respondent also referred to many of these matters in his Presentation
to Cabinet on: “d} Roz»16d HBRDOBNDS, B0 Y2newd GEH

seBecsdm 232 6Bz Fesa®” on 26" October 2020, while serving as the
State Minister of Money Capital Markets and State Enterprise Reforms. (A true copy
of the Document evidencing the aforesaid are marked as Annex “7R5” and pleaded
as part and parcel of these Limited Statement of Objections)

1 also made a Presentation as the Governor of the Central Bank at the All-Parties
Conference on 23rd March 2022, which is found at the following web link:
(https://www.cbsl.gov.lk/sites/default/files/cbsiweb_documents/press/notices/notice 2
0220328 Governors speech in_all party conference e.pdf)

35. 1 state that the following extracts from that presentation at the All-Party Conference
may also be relevant.

Quote.'

The current economic crisis

35.1  The whole world is aware of the massive economic crisis we are facing today. We
witnessed how economies of many countries were falling into massive crises over
the pasi two years when hit by the COVID-19 pandemic. This was experienced by
almost every country. When COVID-19 pandemic started to escalate gradually into
a global crisis, some countries were on a strong economic foundation, but some
countries were weak due to various reasons. Unfortunately, Sri Lanka belonged fo
the latter category as the economic growth rate in Sri Lanka had gradually fallen
from 7 percent to 2 percent during 2015-2019. Forex reserves had dropped by
almost USD 1 billion, despite the growth of foreign debt by a significant USD 15
billion. The GDP had grown to only USD 84 billion from USD 79 billion. The
tourism industry had stalled following the Easter Sunday attack. The total of foreign
debt servicing payable per year had increased from about USD 2 billion to nearly
USD 6 billion. The Sri Lankan rupee had depreciated to Rs.182 from Rs.131 againsi
the USD. Therefore, the already weakened Sri Lankan economy was not
economically prepared to withstand the shock of the pandemic. Thus, the
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Government and the Central Bank of Sri Lanka had to face the crisis by
implementing various innovative methods and new ways.

As a result of the pandemic and its aftermath, Sri Lanka had to allocate large
amounts of money for vaccines: a debt moratorium amounting to over Rs. 4 trillion
had to be granted to the pandemic affected individuals and businesses. The loss of
economic activities to the country due to the lockdown amounted to more than Rs.
1,000 billion: the drastic decline in government revenue compelled the Central Bank
to finance government payments: the annual average foreign exchange inflows from
the tourism industry fell from USD 4.5 bn per annum to near-zero levels: there was
a severe decline in forex remittances since mid-2021 due to various reasons: a steep
increase was experienced in crude oil prices to USD 130 per barrel due to the war
between Russia-Ukraine: and inflation all over the world recorded its’ highest rates
over many decades.

As a result of these effects, it is no secret that prices in Sri Lanka have moved well
beyond expectations due to supply side pressures coupled with the pick-up in
aggregate demand. At the same time, due (o the scarcity of foreign exchange, the
scarce forex inflows had to be distributed among various needs, such as debt
servicing, financing fuel and other essential imports, and other essential forex
outflows. Unfortunately, at the same time, scarce foreign exchange had also been
expended on financing non-essential and non-urgent imports that kept pouring into
the country. Meanwhile, the electricity supply had been interrupted from time to time
due to the declining water levels in the reservoirs and shortage of fuel for electricity
generation.

The weakening financial conditions of the relevant state-owned business enterprises
due to the continuous maintenance of prices and tariffs below cost, had also emerged
as another crisis. Therefore, it was by supplying more than USD 1,800 mn in foreign
exchange to the forex market since August 2021 to date, for the importation of
essentials such as food items, medicine, fuel, coal and gas, even amidst severe
difficulties, that the Central Bank was able to ease the severity of the situation to a
certain extent. In the circumstances, we will be compelled to state without doubt that
the current economic crisis is extremely severe.

The primary reasons for this foreign exchange crisis: External debt crisis

35.5

One of the main reasons for the present day external debt challenge in Sri Lanka is
the steep rise in external indebtedness during the 5 years, from 2015 to 2019. In that
regard, we need to acknowledge an increase in external debt is a lot riskier than an
increase in domestic debt. During the 5 years from 2015 to 2019, Sri Lanka’s external
debt stock increased by a massive 65% from USD 23.4 billion to USD 38.7 billion.
Even more seriously, International Sovereign Bonds outstanding, which is a form of
commercial debt increased 200%, from USD 5 billion to USD 15 billion, even though
the GDP increased only by 5.8%, from USD 79 to 84 billion.
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35.6  This huge mis-match made it very challenging to meet the payments on account of
debt servicing amounting to nearly USD 6 billion from 2019 onwards, although in
2014, it was only about USD 2 billion. If the economy which was at USD 79 billion in
2014, had grown by 65% to around USD 131 billion by 2019, this challenge would
not have been serious. However, by 2019, the economy had grown only up to USD 84
billion and therefore, this repayment of foreign debt and debt servicing had become
extremely challenging. v

Table: Quistanding Foreign Currency Denominated Central Government Debit

{USD. miffion}

31 Dee. | 31 Dec 3t Dex. 31 Dex, 28 ¥eb.
2044 2019 2020 2021 2022
Debt Instruments! Types of Delrt
Sri Lanka Development Bonds 2984 3,084 2,639 2,295 2089
Forctgn Cuomency  Banking  Unit 150 925 1,220 | 695 444
Loans
Syndicated and Term Loans - 1,333 1,506 2,223 2224
Projects Loans 13,309 18,293 9084 18,943 9017
Internationat Sovereign Bonds 5,800 15,050 14,050 13,080 | 12,550
Other 63 33 49 48
Total Foveign Currency 23,443 38,748 38,548 37255 36377
Denominated Bebt
L:ross Domestic Prodaction 79.4 84.0 8.0 n'a e
{US Dollar. billion}

LSD miltion

2014 2619 2024 2021 422

Foreign Currency Denominated Debt
Service Payments 2402 5,560 5.944 G366 7024
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At the same time, the economic growth rate further decreased alongside the
imposition of lockdown measures, and the GDP deteriorated significantly to USD 81
billion by the end of 2020, further worsening the situation. Therefore, arresting the
continuing recession despite some modest growth in 2021, had become a very difficult
proposition for the new government. In the face of the COVID-19 pandemic, many
were of the view that the country should be in a strict lockdown to save the lives of the
people. Accordingly, the country was in a lockdown in 2020 and 2021 for very long
periods. As a resull, industries and businesses were hit hard, while the small and
medium-sized enterprises (SMEs) were also severely affected.

As a result, Sri Lanka's economy contracted by 3.5% by 2020, while in 2021, the
growth rate is set to record a modest rate of around 4% only. It is true that this loss
has led to serious economic downturn in the country, and the consequences were even
more severe, since the economy had already been in a major downward spiral by the
end of 2019. In fact, the challenge posed was severe, especially to the external sector,
for several reasons. The first is that the amount of public debt borrowed in foreign
exchange had increased by 65% during the 5-year period from 2015 to 2019._The
second is that the regular foreign exchange inflows received by the tourism sector
alone in 2020 and 2021 had declined by about USD 9 billion. Third, in 2021, the
Joreign exchange inflows through workers’ remittances had declined by about USD
1.5 billion.

The lesson that could be learnt here is that while the lives of people are to be valued,
it is important to value the livelihoods of the people as well. Although some persons
may insist that the country should be in a lockdown in times of a pandemic, it should
also be understood that the situation and the pressure which a country and the
economy would have to face later as a consequence may be also extremely
challenging. Therefore, going forward, it should be kept in mind that all persons must
adhere to health guidelines while adapting to the new normal, as the country cannot
afford any further lockdowns. ’

uore

I state that from the above it is clear that the down-turn the Sri Lankan economy
had been ongoing since 2015, and that with the onset of the Covid pandemic in
early 2020, the situation had worsened quite significantly. In that context, it is very
strange that the Petitioners had ignored this vital and significant aspect in relation to
the downturn and not sought to hold the then key officials accountable for the decline.
By deliberately attempting to place blame only upon those who assumed office from
late 2019 onwards, the Petitioners have displayed their clear bias and an ulterior
motive that their only focus is a “witch-hunt” to assign blame on certain selected
individuals as specifically chosen by the said Petitioners which includes an
“International” Non-Governmental Organization which is well-known for “selected”
interventions.
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I state that, if the Petitioners had carried out un-biased and professional evaluation
of Sri Lanka’s external sectors, they would have noted that the Forex Reserves
that should have been available at the Central Bank as at the end of 2019
should have been at least USD 25 bn higher if the external sector had been
more prudently managed. In fact, by end 2019, the Forex Reserve was only
USD 7.6 bn, although the Forex Reserve was USD 8.2 bn as far back as 5
years earlier as at end December 2014. Of course, at various times, certain
persons have attempted to make out that the Forex Reserve by end 2019 was
substantial, and that it had been irresponsibly squandered by the subsequent
administrations. However, when a deep analysis is done, it is clear that the Forex
Reserve available by end 2019 was much less than what should have been
available, and that the deficiency in the Reserve would be as much as a
staggering USD 25 bn. A simple computation of specific inflows that would have
impacted the Gross Forex Reserves in given below:

Sources-of Forex Inflows /Savings from 2015 to 2019 USD bn
Benefit of global fuel prices decrease from 2015 to 2019 (minimum) 7.5
Net ISB issues (Issues of USD 12.0 bn ~ settlements of USD 2.0 bn) 10.0
Additional tourism receipts (minimum) 4.0
Hambantota Port - Sales proceeds 1.0
China Development Bank — Term loans 2.0
‘New inflows and savings that should have been added to the Reserves by | 24.5
31122019
Add: brought forward Forex Reserves on 01.01.2015 8.2
Forex Reserves that should have been available on 31.12.2019 327
Less: Actual Forex Reserveson 31.12.2019 (7.6)
 Unexplained Short-fall of Forex Reserves asat31.122019 = 251 . |

| state that the above table indicates that Forex Reserves as at 31st December 2019
had only been an actual amount of USD 7.6 bn, instead of USD 32.7 bn which
should have been the minimum amount at hand by that date. Needless to say, if
USD 32.7 bn had been available in the official Forex Reserves at end 2019, Sri
Lanka would have possessed sufficient Forex Reserves to comfortably absorb
and navigate the shock of the Covid 19 pandemic and its after-effects on the
country’s external account. This significant “short-fall” was confirmed by the
IMF Article IV Report in March 2022 which highlighted that Sri Lanka was
“vulnerable” at the “eve” of the Pandemic and that there were “inadequate external
buffers” at the time of the new Government taking office around the end 0f 2019.
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I state that the above short-fall further confirms the IMF statement in March 2022
that there were “inadequate external buffers” at the time of the new Government
taking office, around the end of 2019. In this background, the new Government
had to follow a “non-debt” forex inflows strategy as there was very little policy
space for Sri Lanka to increase its external borrowings any further. In fact, such
strategy was prudently followed from 2020 onwards, and was re-iterated when the
“CBSL Road Map” was announced in October 2021. In any event, the market
opportunities to issue new ISBs in the wake of Covid-driven inactivity in the
global bond markets also made it almost impossible to issue any new
Sovereign Bonds, as did the ratings downgrade that had been imposed on
more that 100 countries in the wake of the economic uncertainty that arose
after the onset of the Covid Pandemic.

I state that if the officials who held office from late November 2019 to early April
2022 are being requested to explain their roles in the management of the economy
during their period in office and even for outcomes_after their terms of office, it is
fair that those who held office prior to November 2019 should also be held
answerable and responsible for the “vulnerability” of the economy (as also stated
by the IMF) by that time. In such circumstances, it is suspicious, surprising and
inexplicable that the Petitioners has carefully avoided any reference to those in
office previously, and only alluded to the actions of a few selected individuals
only.

41

[ state that it is observed that there is a tendency for many persons to consider specific
economic macro-fundamentals in isolation, instead of considering the impact of each
of the macro-fundamentals on the behaviour and function of other inter-connected
macro-fundamentals. As a result, there is often a dis-connect vis-g-vis the
commentaries regarding the overall behaviour of the macro-fundamentals since that
aspect is often over-looked by certain analysts. Nevertheless, the Monetary Board and
the Central Bank have to view and consider all macro-fundamentals in a holistic
manner and not each one in isolation. In doing so, the country’s and people’s present
and future vital needs have to be often balanced against Central Bank’s own liquidity
needs in the usage of the country’s forex and local currency reserves. It must be noted
that the Central Bank has a responsibility to secure both “economic and price
stability” and “financial system stability” as per the Monetary Law Act. Accordingly,
all competing issues have to be “balanced” against one another in working towards
those objectives. For example, “excess” issues of Treasury Bills by the Government to
the CBSL was at times a dire necessity to keep Sri Lanka from defaulting on its
sovereign debt and for the Government to be able to make vital payments on many
occasions, and had to be resorted to, even with a future risk of demand-driven
inflation. On several occasions, forex also had to be directly provided by the CBSL to
the two systematically important state banks to prevent those institutions from




SARRAVANAN NEELAKANDAN

LAW ASSOCIATES 17
Attomeys-at- Law & Notaries Public
Colombo 01000
Tel: 011 2103050

42

43

44

defaulting, even when the CBSL reserves were at low levels, in keeping with the
CBSL’s “financial system stability” objective. There was also a vital and long-term
need to keep the country solvent, in keeping with the 74-year old Government policy
of honoring its debts, as otherwise obtaining new loans or even opening a simple
letter of credit by a local bank would have been almost impossible.

[ state that it is also noted that all matters and issues raised by the Petitioners are
matters where the decisions had been taken by the 9" Respondent in a legal manner,
based on the existing facts as presented, expectations of future events and the best
judgement of the persons vested with decision-making authority in relation to the
economy, including myself during the period I served as the Governor. Further, the
decisions taken and actions implemented by the 9™ Respondent while I was in office
as the Governor, were not for my individual or personal benefit, but as an integral part
of implementing Government or Monetary Board policies that were lawful. At the
same time, it was always ensured that the decisions of the Monetary Board were taken
either unanimously or by majority vote so that all decisions were lawful.

I am advised and accordingly I state that in the case Senasinghe vs Cabraal, Justice
K. Sripavan has judicially pronounced that certain economic decisions will need to be
taken at the ground level at the particular time, based on the information available and
the reasonable expectation and judgement of the members of the decision-making
authority, namely the Monetary Board. The following dicta in Senasinghe vs Cabraal
is very relevant to explain this principle: “We must not forget that in complex
economic policy matters every decision is necessarily empiric and therefore its
validity cannot be tested on any rigid formula or strict consideration. The Court while
adjudicating the constitutional validity of the decision of the Governor or Members of
the Monetary Board must grant a certain measure of freedom considering the
complexity of the economic activities. The Court cannot strike down a decision merely
because it feels another policy decision would have been fairer or wiser or more
scientific or logical. The Court is not expected to express its opinion as to whether at
a particular point of time or in a particular situation any such decision should have
been adopted or not. It is best left to the discretion of the authority concerned”.
(https://www.supremecourt. Ik/images/documents/scfr_application_457_2012.pdf)

[ state that any person could do a post-mortem on any matter with subsequent
outcomes and post acquired information, in relation to a prior decision. However, it
must be appreciated that the Monetary Board has to take decisions in real time, taking
the then existing circumstances, exigencies, priorities and available information into
consideration. Also, it must be remembered that many competing issues may need to
be considered and suitably balanced from a national point of view as well, without
only viewing a particular issue or subject in isolation or from a specific angle or view
point. In any event, it is also noted that although the Petitioners have questioned the
judgement of the decisions taken by me and 9™ Respondents, not a single instance of
mala fide or bad faith on the part of myself has been levelled by the Petitioners.
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LLOWING FLEXIBILITY OF THE (SRI LANKAN RUPEE (LKR) |

[ state that the Petitioners have alleged that the depreciation of the Sri Lankan Rupee
(LKR) was not done in an “orderly” manner. It is of course well known that different
stakeholders have different view points about the value at which the currency should
be maintained or traded, or what policy should be followed to determine the value of
the currency, or the timing of those decisions, depending on their own preferences and
circumstances. However, the Central Bank has to take a holistic view since the value
of the currency will have a major impact on the debt stock, the debt repayments, cost
of living, inflation, price and economic stability, financial system stability, exports,
imports, remittances, forex inflows, forex outflows, etc. The Central Bank also has to
be very conscious of the timing of these decisions as well. That is why the several
factors that affect those decisions have to be carefully considered and the Monetary
Board has to take such decisions after a proper and structured discussion.

In that background, the decision to allow flexibility in the exchange rate was
taken by the Monetary Board of the CBSL on 7th March 2022, and that decision
was based on a Monetary Board Paper dated 7th March 2022 submitted by all
three Deputy Governors (11'"" Respondent, Mahinda Siriwardene, Dammika
Nanayakkara & Mrs Yvette Fernando), Director Economic Research
Department Dr. Anil Perera and Director International Operations Department
Dr. Sumila Wanaguru. The Board Paper stressed the need for changing the
exchange rate policy immediately in order that the exchange rate acts as a “shock
absorber” in the face of adverse developments in the global front on Sri Lanka’s
already fragile Balance of Payments, including the increase of the crude oil price to
nearly USD 140 per barrel and the worsening Russia-Ukraine war.

I state that based on that Board Paper and the discussion at the meeting, the Monetary
Board accordingly decided to “allow the market to have a greater flexibility in the
exchange rate with immediate effect and communicate that the Central Bank is of the
view that forex transactions would take place at levels which are not more than Rs.
230 per US dollar”. From the above it will be clear that, while the Monetary Board
had expressed its “view” as to the level at which forex transactions would take place
as a market guidance, a clear decision had been taken to allow for the flexibility of the
LKR in the forex market. On the same day, a statement was issued to the media in
line with the above decision.

Refer:
hitps://www.cbsl.gov lk/sites/default/files/cbsiweb documents/press/pr/press 202203
07 policy package to support greater macroeconomic stability e.pdf.

Further, within about a week of floating the LKR, the President Gotabaya Rajapaksa
made a formal announcement that the government had initiated discussions with the
International Monetary Fund for a programme.

I state that at the time of my resignation on 4" April 2022, the LKR was trading at Rs.
289.73/299.99 per USD in accordance with the new “flexible” exchange rate policy as
announced by the Monetary Board. In fact, prior to the exit of the 7" Respondent as
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Governor, there had been an assurance from the Sri Lanka Bank’s Association that
their intention is to maintain the LKR at a range between Rs. 294.00/299.00 per USD,
and that arrangement had been somewhat instrumental in restoring stability in the
exchange rate at that time, (True copies of Documents evidencing the aforesaid are
marked as Annex “7R6” and pleaded as part and parcel of these Limited
Statement of Objections). Even after the my exit as Governor, the Monetary Board
chaired by the new Governor Dr. Weerasinghe (8" Respondent) continued with the
“flexible” exchange rate policy whilst the Government and CBSL also took a series of
far reaching decisions which included the hotly-debated decisions to sharply increase
policy interest rates by 700 bps from 8th April 2022 onwards, and the sudden
discontinuation of repayments of forex loans and interest from 12th April 2022
onwards. In the meantime, the LKR continued to depreciate to a range of Rs.
364.23/377.50 against the USD by 12th May 2022, at which point, the Monetary
Board under the 8™ Respondent had apparently once again decided to "fix" the
exchange rate at a new range between Rs.355.00/Rs.365.00 per USD, with the move
to “fix” the exchange rate being titled “Middle Rate of USD/LKR Spot Exchange Rate
and Variation Margin” (True copies of the Documents evidencing the aforesaid are
marked as Annex “7R7” and pleaded as part and parcel of these Limited
Statement of Objections) although it was quite similar to the policy adopted by the
Monetary Board chaired by Governor Professor W D Lakshman (6" Respondent)
which "fixed" the LKR exchange rate at a range of Rs.199.00/203.00 per USD from
6th September 2021 onwards. Thereafter, on 6™ June 2022, the Central Bank issued a
statement explaining the new “exchange rate policy” (True copies of the Documents
evidencing the aforesaid are marked as Annex “7R8” and pleaded as part and
parcel of these Limited Statement of Objections) which “fixed” the exchange rate
under Governor Dr. Nandalal Weerasinghe (8'" Respondent). Hence, if the Petitioners
have any concerns about the conduct of the exchange rate policy under the 7%
Respondent, they would also need to refer to the policy adopted by the Monetary
Board under the 8" Respondent which had resulted in the LKR depreciating from Rs.
294.00/299.00 per USD to Rs. 364.23/377.50 per USD, and for the increase in
inflation from 18.7% in March 2022 to 54.6% in June 2022 fueled by the currency
depreciation and the massive policy interest rate hike of 7% on 8™ April 2022. The
sharp increase in the Government’s borrowing costs due to the resulting increase in
the Treasury Bills and Bonds yield rates are also matters that have been impacted by
the policies followed after 4™ April 2022, as may be noted from the following table.

Period of T/Bills 1% April 2022 8 July 2022 Increase
91 — day (%) 12.92 28.08 15.16
182 — day (%) 12.25 28.74 16.49
364 — day (%) 12.28 28.11 15.83

49

Source: CBSL Weekly Indicators

[ state that it is of course likely that if Sri Lanka pursues an IMF programme the [MF
will insist that the “flexible” exchange rate policy must be continued once again. In
any event, exports, remittances and other forex earnings have still not picked up
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sufficiently, even through such-an outcome was expected by the authorities when the
exchange rate was allowed to float. Hence, even though the IMF will probably insist
that the LKR “float” policy be restored, the Sri Lankan authorities will need to take a
carefully considered position in this regard as inflation is presently expected to exceed
70% (as per the 8" Respondent), and further depreciation of the LKR could drive
inflation to “hyper-inflation” unmanageable levels, with resulting dire consequences.

50

| state that the Petitioners have also referred to an alleged continued “refusal” to seek
the assistance of the IMF and that such action was wrong and misconceived. What the
Petitioners have attempted to technically opine is that all economic problems of Sri
Lanka would have been solved if the authorities had sought the assistance of the IMF,
thereby giving the impression that the only course of action available to Sri Lanka
was to have an IMF. programme. In that regard, the Petitioners seem to have
deliberately withheld a large number of instances and case studies where social
tensions of serious proportion had erupted and the political systems had failed in
certain countries in the face of IMF programmes. The Petitioners also seem to have
conveniently overlooked the fact that there would be tough conditions (prior-actions,
tight monetary and fiscal targets, unpopular structural reforms etc) that may need to
be agreed to by the Government and CBSL in order to access new IMF funding, and
that fulfilling those conditions could sometimes lead to serious social up-heavels as
well. Some of disadvantages of an IMF programme which many persons including the
Petitioners, often prefer not to discuss, would be:

o The IMF is likely to require Sri Lanka to raise tax revenue by increasing taxes.

o The IMF is likely to require Sri Lanka to cut down expenditure. Given the
rigidity of expenditure, there is likely to be an impact on welfare expenditure.

o The IMF is likely to require liberalization of pricing of public utilities and
petroleum prices.

o The IMF is likely to request for adjustments in interest rates and exchange rates,
which will amplify Sri Lanka’s debt burden. Sharp and unpredictable
adjustments of the exchange rate may hamper investor confidence.

o The above adjustments will increase cost of living, at a time when the increase
in cost of living is already high.

o Debt renegotiations will be a tedious process with at least a 2-3 year adjustment
period. External financial sector/legal experts will be required for this process.

¢ During the period of restructuring/reprofiling of debt, Sri Lanka is unlikely to
be able to secure foreign financing. This will result in a significant overshooting
of the exchange rate, along with further curtailment of spending of imported
goods and services during this period.

o Sri Lanka may also be requested to restructure/reprofile domestic debt. This will
have serious repercussions on mobilizing financing for day-to-day operations of
the Government.

o Sri Lanka’s impeccable track record will be broken, which will tarnish long
term credibility of the country.

o Ability of the couniry to carry out home-grown reforms to support non-debt
build up of reserves and reduce the current account gap may get hampered.
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“From the above, it will be noted that the disadvantages set out above are extremely

serious and some of the possible conditions could be almost impossible to implement.

That would mean that it may even not be possible to fulfil the likely conditions given

the political environment, which would, in turn, mean that the country could be

completely starved of finances after an approach to the IMF. I further state that a

possible new IMF programme, if pursued, will need to be managed and negotiated very

skillfully and carefully, both politically and economically. Otherwise, the programme

itself could lead to the serious de-stabilisation of the country and the economy and even

widespread social unrest. Several countries have experienced severe challenges in

recent times due to the negative fall-out of IMF programmes. These include

experiences in Greece, Indonesia, Pakistan, and Argentina. Please also see following

Annexes:

Annex 7R 9 (a) — IMF bailout — road to stability or recipes for disaster?

Annex 7R 9 (b) — Insights into the IMF bailout debate: A review and research agenda;

Annex 7R 9 (¢) — China “sad” that Sri Lanka went to IMF and defaulted: envoy

Annex 7R 9 (d) — How to the IMF bungled the Greek debt crisis

Annex 7R 9 (e) — Government’s discussions with IMF has affected SL’s request for $
2.5 billion from China: Chinese Envoy

Annex 7R 9 (f) — Sri Lanka and Argentina

True Copies of the aforesaid documents are annexed herewith marked “7R9(a)”,
“TRI(D)”, “TR 9(e)” , “TR A(d)” ., “TR 9(e)” and “7R 9(f)” and pleaded as part and
parcel of these Limited Statement of Objections

I that in any event, since early 2020, the government under President Gotabaya
Rajapaksa has implemented a plan consisting of several components for the external
sector. These components included:

(a) securing of multi-lateral and bi-lateral loans;

(b) monetization of selected assets;

(c) obtaining Central Bank SWAPs;

(d) promoting Hambantota Industrial & Pharmaceutical Zones, Colombo Port City
and other FDIs; and,

(e) increasing non-debt inflows, remittances and exports that official government
stance was well known and pursued quite diligently (although not all components
were too successful) until the President announced that [ was seeking an IMF
programme on 15th March 2022.

I state that in the period upto March 2022, the analysis of publicly available data
shows that the Government secured forex cash loans of almost USD 1,300 million
from the China Development Bank while the Central Bank of Sri Lanka (CBSL)
obtained a SWAP facility of USD 1,550 million from the Peoples Bank of China. The
CBSL also secured “bridging finance” of over USD 1,500 million from India through
the post-ponement of the Asian Clearing Union (ACU) settlements, and a further
SWAP facility of USD 400 million from the Reserve Bank of India. In addition,
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another SWAP facility from the Bangladesh Bank was obtained for USD 200 million.
The cumulative value of all those inflows was around USD 4,950 million.
Incidentally, such sum is well over the USD 3 bn that many have claimed as being the
amount that would have been received by the Sri Lankan Government and the CBSL,
had the Government embarked on an IMF programme. In fact, it was by using these
new funds, and the “brought forward” forex reserves of USD 7.6 bn as at 3lst
December 2019 of the CBSL, that the three International Sovereign Bonds totaling
USD 2,500 million were settled in 2020, 2021 and 2022, together with other maturing
debt, while also providing significant liquidity support of nearly USD 2,000 million to
the State Banks, and supplying forex for urgent essential imports of around USD
1,800 million for food, fuel, gas, coal, medicines, etc., at the request of the
Government.

I state that, in addition, the Government finalized a trade credit line of USD 1,000
million for oil imports and USD 1,000 million for other essential imports from the
Government of India and access to these facilities had commenced from late March
2022 onwards. Further, based on an appeal from the President of Sri Lanka to the
President of the Peoples Republic of China in January 2022, China had also indicated
that it was ready to provide a liquid finance facility of USD 1,000 million and another
facility of USD 1,500 million for import financing. In fact, these facilities were
officially referred to by China’s Ambassador in Sri Lanka on 21% March 2022 and Sri
Lanka’s Ambassador in China on 12th April 2022. On the basis of the above
assurances from China and India, further commitments of USD 4,500 million
were also assured.

I state that in the light of the materialized receipts of USD 4,950 million by end
March 2022 (as set out elsewhere in this document) and credible commitments of
USD 7,150 million, the decision taken by the Government to pursue its stated path
could be justified. In fact, the situation would have been grave from about 2021
onwards, if the aforementioned forex inflows had not been diligently planned and
arranged by the authorities and the commitments not obtained, whilst only relying on a
possible IMF programme, which could have been delayed or dragged on for whatever
reason, even if the IMF had been approached earlier. In all probability, if Sri Lanka had
reached out to the IMF, Sri Lanka would not have received the other finances (as seen
and experienced today), where financing sources or other countries are not extending
funds and merely stating that they are awaiting the “IMF talks outcome” which is very
uncertain and unpredictable. In fact, already all possible funding agencies and
traditional bi-lateral development partners have announced that they have decided to
wait for the IMF programme to be in place, before any bi-lateral funds or “bridging
finance” could be committed, and since Sri Lanka as the recipient country is dependent
on such bi-lateral funds, the economy is now starved of new funds, and consequently,
in serious jeopardy. '

I state that in any event, it must be clearly understood that seeking a programme
with the IMF is a decision that has to be taken by the President and the Cabinet of
Ministers, and not by an official such as myself. If the Cabinet had taken a policy
decision one year or even two years ago to approach the IMF and informed the country
of the Government’s intention to do so, the entire governmental machinery including
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the CBSL and Ministry of Finance (MOF) would have complied with that decision. In
fact, that happened on 15th March 2022, when the President made the official
announcement that the Government would seek an IMF programme.

[ state that it is now 4 months since the Government approached the IMF on 15" March
2022, and that since then, most “bridging financing” and other arrangements have not
been forthcoming since all such possible lenders are awaiting the outcome of the
discussions and negotiations with the IMF, Meanwhile, the country is facing a serious
shortage of forex and the present authorities are struggling to even provide for the basic
necessities, even after defaulting on the forex debt. Inflation has risen to over 50%, and
is expected to exceed 70% according to the 8" Respondent. The cut-off levels of
Treasury Bill interest rates have already soared beyond 35% per annum. Rumours
abound about certain drastic likely IMF conditions and many persons are highly
apprehensive as to what may happen, if those conditions are to be met by the
Government and the CBSL. In any case, there appears to be no finality of a
Programme, and conflicting statements emanate from various authorities at intervals,
eroding what little confidence that is left. If, as the Petitioners claim, the IMF was the
panacea for all Sri Lankan economic ills, even after 4 months of approaching the IMF,
there does not appear to be any encouraging signs of such a benefit, although many
negative outcomes could of course be pointed out. The limited progress seems to also -
indicate that Sri Lanka is slowly but surely being strangled by outside forces on whom -
the Government is now compelled to rely upon, and needless to say, over a very short
period, the economy is likely to shrink further, and the country will be at risk of
plunging towards despair and destruction. It is also now observed that fresh conditions
are being proposed by powerful and influential IMF members which may make it even
more challenging for Sri Lanka to ever access an IMF Programme and its funds,
without first making contentious social and foreign policy changes as well.
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I state that the Petitioners have gone to great lengths to suggest that Sri Lanka should

not have serviced its Sovereign debt, including the maturing ISB of USD 500 mn on
18" January 2022. In fact, the 1% Petitioner had been one such proponent who had
actively and publicly canvassed that Sri Lanka should not honour its ISB maturities and
other commitments. At the same time, there are many others, including the present
Prime Minister and Finance Minister (5 Respondent), who have clearly stated that it
would be highly counter-productive if Sri Lanka were to default. In that context, I re-
iterates that it was quite possible for Sri Lanka to service its debt even with
certain difficulties and that it is only by defaulting its forex debt that the country
and economy had been subjected to most grievous prejudice and catastrophe.

[ state that the International Sovereign Bond settlement of USD 500 million on 18th
January 2022 was a routine and Parliament-approved budgeted debt repayment out of a
total of approximately USD 7,100 million forex debt-servicing payments and Rs.3,000
billion local debt-servicing payments that were maturing in the year 2022. According to
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published information, that amount of USD 500 million accounts for about 7% of the
Government’s forex debt-servicing and about 2.3% of the total debt-servicing in 2022.

I state that as per Section 113 of the Monetary Law Act, the Central Bank of Sri Lanka
via its Public Debt Department (PDD) manages the public debt as the Agent of the
Government. It is therefore the primary responsibility of the Government, and not the
CBSL to borrow and to repay the Government Debt. As the Agent, the Central Bank
has to act on the direction and instructions of the Government in relation to public debt
management and cannot unilaterally decide to pay or not to pay any debt of the
Government. Further, it is the Government that makes funds available for local and
foreign debt-servicing from the funds which have been specifically appropriated by
Parliament for that purpose.

I state that, if therefore for any reason, the Government were to decide to default
on its debt repayments, that would have to be a decision of the Government. If the
Government so decides, the Government, through the Ministry of Finance (MOF) must
instruct the Central Bank not to re-pay any or all of the Government’s debts. Further, if
such a far-reaching and vital decision were to be taken, it will obviously have to be the
Government that would have to take the responsibility for the repercussions that would
follow such a default as well. The above position is clearly confirmed by the fact
that it was the MOF that announced the new “Interim External Public Debt
Servicing Policy” on 12th April 2022. Through the enunciation of that new policy, all
forex debt repayments due to be settled by the Government upto that day, were to be
stopped immediately, and restructured eventually. That announcement, inter alia,
stated: “It shall therefore be the policy of the Sri Lankan Government o suspend
normal debt servicing of All Affected debts (as defined below), for an interim period
pending an orderly and consensual restructuring of those obligations in a manner
consistent with an economic adjustment program supported by the IMF. The policy of
the Government as discussed in this memorandum shall apply to amounis of Affected
Debts outstanding on April 12, 2022. New credit facilities, and any amounts disbursed
under existing credit facilities, after that date are not subject to this policy and shall be
serviced normally”. The entire MOF statement is reported by Daily FT at :
https://www.ft.Ik/top-story/Sri-Lanka-declares-bankruptcy/26-733409

I state that it should therefore be clear that until the above decision to default with
effect from 12" April 2022 was taken by the Government, it was the bounden duty
and solemn responsibility of the Borrower (i.e, the Government) and its Agent (i.e,
the Central Bank) to take all steps to honour the repayments of all Government
debts falling due upto that date. In addition, Finance Minister Basil Rajapaksa (3"
Respondent) had also specifically given a re-assurance in Parliament about the
repayment of the ISBs when winding up the Budget debate on 10th December 2021 (as
reported in the Hansard page 2830) a translation of which is as follows: “Frankly, we
are facing a massive economic crisis. We are facing a foreign reserves crisis as well.
However, as the Finance Minister, with the permission of the President and the Prime
Minister, I must very solemnly confirm in this august assembly that we would pay every
dollar that is due to be paid next year. I give that assurance with responsibility. First,
we have to pay 500 million dollars in January. Next, we have to pay 1000 million
dollars in July. In between, we have to pay other interest and capital repayments in our
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debt servicing. I hereby confirm to this august assembly that we will pay all that. We
have a plan to do that. We will implement that plan”.

| state that it must be appreciated that defaulting sovereign debt is a very complicated
matter with grave consequences. It must also be understood that settling or not settling
the country’s sovereign debt or a specific part of it, is not a matter where a single
individual or even the Monetary Board (9" Respondent) can unilaterally decide.
Nevertheless, there have been claims by various persons including the Petitioners and
even some Members of Parliament, that the settlement of the maturing ISB of USD 500
million on 18th January 2022 was done at the behest of, and/or the sole discretion of
the 7" Respondent as the then CBSL Governor in order to enable certain unspecified
investors to make undue profits, ignoring the advice of various so called “experts”.
Ironically, when it was initially believed that the Sri Lankan Government may default
on the January 2022 ISB, most of those same so-called experts had warned about the
grave consequences and grievous prejudice of a possible default and urged the
Government not to default, but to source the funds through any means to avoid such a
default. However, when it was subsequently known that the Government had secured
the funds to settle the 1SB, the same persons robustly and publicly advised sovereign
default, and inexplicably found fault with the then Governor (7" Respondent) when
their new amended “advice” to default was not heeded. In that context, the bona fides
of some of those persons would need to be questioned. '

I state that in any event, at the time in question (January 2022), the official
Government policy was to pay its sovereign debt, which policy, the MOF and the
CBSL (as Agent) had followed faithfully and diligently, since independence.
Needless to say, such deep-rooted policy could not, and should not have been
unilaterally or legally abrogated by myself and the Monetary Board (9" Respondent) on
18th January 2022, as lobbied and advised by certain persons and politicians. In fact,
during the month of March 2022 alone, the government honoured and/or rolled-over
sovereign Forex debt payments as stated elsewhere in this “Limited Statement of
Objections”. It that context, it must also be noted that the repayment exercise is mainly
dependent on the cash/funds inflows and outflows, and not only dependent upon the
quantum of the available reserves. If the only criteria for debt repayment was the
availability of fiquid funds in possession , it would have not been possible to manage
the debt repayment programmes of the government over the past many years. The
simple example of this phenomenon is the settlement of Treasury Bills and Bonds of
the Government where each week about Rs.100 bn matures and is rolled-over without
the Treasury having to advance any new funds from its own coffers towards its
settlement. Therefore, it is vital that the authorities ensure public confidence in the
financial system and carefully arrange the cash flows in anticipation of the payments
due, and thereby skillfully manage the inflows and outflows of funds efficiently,
particularly in times of financial stresses. That was what was done over the past several
months and years under previous Governors, Treasury Secretaries and Finance
Ministers until early April 2022, and that was what was needed to be done thereafter as
well, without jeopardizing the entire nation’s future by defaulting on the loan
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repayments and interest payments to international creditors. In fact; it is reported that-
the Forex debt servicing was only about USD 244 million in April 2022, while the
Forex debt servicing for May/June 2022 was only another USD 789 million, adding to
a total of USD 1,033 million. The repayment and roll-over of these amounts were
therefore comfortably manageable with the likely inflows into the Central Bank
reserves from the 25% export conversions, other planned inflows that were expected to
materialize in the next few months, together with the successful roll-over of maturing
SLDBs and FCBU loans.

I am advised and accordingly I state that the Petitioners have, at various points of their
Petition, referred to comments or statements of certain persons who are claimed to be
experts in order to suggest various responsibilities and specific duties relating to the 9
Respondent’s functions, duties and responsibilities. In this regard, I state that the 9"
Respondent’s functions, responsibilities and objectives are set out clearly in Section 5
of the Monetary Law Act which reads as follows:

Section 5: An institution, which shall be called and known as the Central Bank of
Sri Lanka (hereinafter referred to as "the Central Bank") is hereby established as
the authority responsible for the administration, supervision and regulation of the
monetary, financial and payments system of Sri Lanka, and without prejudice to the
other provisions of this Act, the Central Bank is hereby charged with the duty of
securing, so far as possible by action authorised by this Act, the following
objectives, namely -

(a) economic and price stability; and

(b) financial system stability,
with a view to encouraging and promoting the development of the productive
resources of Sri Lanka.

I state during the period 1 held office as the Governor of the 9" Respondent
organization, I had made every effort to enable the 9™ Respondent to deliver the above
objectives in a holistic, practical and legal manner and that I had also been assured by
the relevant officials of the Central Bank that the 9™ Respondent had taken all steps to
achieve its objectives to the maximum extent possible, in a holistic manner in the very
difficult and challenging circumstances. At the same time, all statutory obligations to
keep the government hierarchy notified of the economic situation was duly observed,
and all such communications as required by the Law were made in a formal and official
manner as well. At the same time, it must also be stated that many differing strategies
had been implemented from time to time based on the need and availability of
resources, and the desired overall outcomes. At certain times, such strategies may have
even appeared to be in conflict with certain pre-determined values, notions or concepts
of various analysts or outside “experts” who sometimes may not have sufficiently
appreciated the stresses experienced by the economy as the result of the massive global
and local economic crises. '
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66 1 am advised and accordingly I state that throughout the Limited objections I have
clearly explained that the Petitioners’ Fundamental Rights had not, in any way, been

violated by the execution of the functions under my purview, as claimed by the
Petitioners.

67 Therefore, I am advised and accordingly I state that based on the above facts, the
Petition of the Petitioners cannot be maintained, and that the Petitioners are not entitled
to the reliefs prayed for and that this Petition shall be dismissed in limine.

68. I state that grave and irreparable loss and damage would be caused if the interim reliefs
prayed for in the Petition of the Petitioners is granted.

69. Therefore, 1 respectfully ask Your Lordships® Court to be pleased to grant the reliefs as
prayed for in Limited Objections dated 15™ July 2022.

The foregoing affidavit having been
read over and explained to the
deponent within - named and he
appearing to have understood the

contents thereof and sworn to and Sgﬁ /
signed at Colombo on this 5% day of *
July 2022,

BEFORE ME

SC1002}-AN3-limi-Obj-212.doc

Segd. /
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Sri Lanka’s top diplomat in Beijing said he’s very confident that China
will come through on $2.5 billion in financial support as the island na-
tion’s inflation-driven crisis becomes more dire.

Ambassador Palitha Kohona said that he’d received reassurances as
recently as last week from authorities in China that arrangements for
~loans and credit lines were progressing. Sri Lanka is looking to borrow
$1 billion from Beijing so that it can repay existing Chinese loans due
in July, as well as a $1.5 billion credit line to purchase goods from the

world’s No. 2 economy such as textiles needed to support the apparel
export industry, he said.

KEEP READING

= India starts supplying rice to Sri Lanka in first major food aid
= Sri Lanka president drops brother as FM amid protests over criéis
= Sri Lanka’s poor queue for hours to buy kerosene amid crisis

= Sri Lanka President Rajapaksa ‘will not resign’, says minister

“For us, it can’t come any sooner,” Kohonzi’said, adding that it could
be a matter of weeks. He wasn’t able to give a precise timeframe, and
didn’t disclose the terms of the funding.

“Given the current circumstances, there aren’t that many countries
that can step out to the pitch and do something,” he said. “China is one
of those countries that can do something very quickly.”

Sri Lanka is embroiled in its worst economic crisis in decades, as con-
sumer prices rose the fastest in Asia at about 19% last month. Soaring
costs, widespread power outages, and shortages of food and medicine

https:/fwww.aljazeera.com/economy/2022/4/12/sri-lanka-hopeful-for-a-2-56bn-rescue-loan-from-china 2022-07-11, 12201



~ have fueled street protests and left President Gotabaya Rajapaksa with |
 aminority in parliament.

Beijing has long enjoyed warm relations with Colombo but has yet to
deliver a much needed lifeline to Sri Lanka. Rajapaksa had recently
written to Chinese President Xi Jinping directly to seek credit support,

Kohana said, and Sri Lanka officials are still encouraging Beijing to
address the issue as soon as possible.

3D Toalhas
Atacado

Produtos de Alta Qualidade.

“Our request will be honored, but they have to go through the Chinese

https://www.aljazeera,comleconomy/2022/4/12/sri-Ianka-hODefuI—f0r~a—2—5bn-rescue—loan—from—china 2022-07-11, 12:01



system,” he said. “We are very confident that sooner than later, these
two facilities will be made available to us.”

Kohana said that Sri Lanka had also sought China’s help to buy items
such as fuel that it was struggling to secure because of the nation’s for-
eign-currency shortage. He said he was unsure whether China could
provide such support, given that it is a net importer of such goods.

Separately, Sri Lankan officials will meet with counterparts from the
International Monetary Fund later this week to iron out details of a
potential financial package to help it meet $8.6 billion worth of debt
payment due this year. Kohana said he was hopeful to secure Chinese
support that would enhance its chances for closing the deal.

“Given the nature of our relationship — this very close and warm rela-
tionship — and Sri Lanka’s dire situation, I would say that I am confi-
dent that China will respond positively to our request,” Kohona said of
his nation’s overall efforts to secure funding from Beijing.

SOURCE: BLOOMBERG
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Photo: Reuters

New Delhi, April 13: Sri Lankan ambassador to China, Palitha Kohona says
that China is ready to support the island nation with almost $2.5 billion in
finances. Sri Lankan President Gotabaya Rajapaksa had written to his

Chinese counterpart Xi Jinping recently to bail out the country from its
serious financial downturn.

Sri Lankan news website Ada Derana quoted Kohona as saying that
authorities in China had given assurances last week that the country was
making arrangements for loans and credit lines. The Indian Ocean nation
seeks to borrow $1 billion to repay the upcoming July loan to China and a
$1.5 billion line of credit to purchase Chinese goods to support its apparel
export industry.

Under the Rajapaksa family, the two nations enjoy strong diplomatic and
economic relations. China has liberally funded mega projects--the
Hambantota port, the Colombo Port City and the Mattala Rajapaksa
International Airport (MRIA), also known as the world's emptiest airport.

Critics say that these giant infrastructure projects have made China rich but
not brought anything to Sri Lanka.

Justifying Chinese help, Kohona said: "Given the current circumstances,
there aren't that many countries that can step out to the pitch and do

https:/jwap.business-standard.com/asticlefinternationalfsri-ia...dent-of-getting-assistance-from-china-122041300420_1.html 2022-07-11,12:03




something. China is one of those countries that can do something very
quickly".

Sri Lanka is caught in a spiralling crisis of rising foreign debt, runaway food
inflation, massive shortages of fuel and daily power cuts. People are camping
on the streets asking for President Rajapaksa to resign and his family
members to stay away from running the country.

The Sri Lankan ambassador's statements come on the heels of Prime
Minister Mahinda Rajapaksa's television address on Monday night, where he
pleaded with the demonstrators to go back home. "Each minute of the day,
the President and the Cabinet are discussing ways to address this situation.
Though we cannot do it in a day or two, we are working to solve this problem
as soon as possible," the Prime Minister said in his address.

Sri Lankan newspaper Daily FT reported that Mahinda Rajapaksa told
protestors that every moment they stay on the streets, they are disrupting the
flow of dollars into the country. He said: "I believe the people of this country
are aware of the economic problems the country has had to face after the
Covid pandemic. Although we were able to save people's lives, we can feel the
country has fallen into an abyss. There is no need for me to repeat how, after

the lockdown of the country, we lost sources of foreign exchange and how the
foreign reserves dried up".

The President and Prime Minister have, however, not accepted the demands
of the opposition and from the public that they take responsibility for the
socio-economic crisis and step down. The Rajapaksa's political allies in the
parliament too are asking the Rajapaksa family to resign amid rising public

anger and one-point agenda--that the president resigns and hands over the
government to a joint political administration.

(The content is being carried under an arrangement with indianarrative.com)

--indianarrative

(Only the headline and picture of this report may have been reworked by the Business Standard staff; the rest of the
content is auto-generated from a syndicated feed.)

https://wap.business-standard.com/article/internationaI/sri—la...dent—of—getting—assistance—from—china-122041300420_1.htm| 2022-07-11, 12:03
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Sri Lankan envoy confident

China will provide debt relief
April 12, 2022 10:11 am
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Sri Lanka’s top diplomat in Beijing said he is very confident
that China will come through on US$2.5 billion (8$3.4 billion)
in financial support as the island nation’s inflation-driven crisis
becomes more dire.

Ambassador Palitha Kohona said that he had received
reassurances as recently as last week from authorities in
China that arrangements for loans and credit lines were
progressing.

Sri Lanka is looking to borrow US$1 billion from Beijing so that
it can repay existing Chinese loans due in July, as well as a
US$1.5 billion credit line to purchase goods from the world’s
No. 2 economy such as textiles needed {o support the apparel
export industry,'he said.

“For us, it can’t come any sooner,” Dr Kohona said, adding
that it could be a matter of weeks. He was not-able to give a

precise timeframe, and did not disclose the terms of the
funding.

“Given the current circumstances, there aren’t that many
countries that can step out to the pitch and do something,” he
said. “China is one of those countries that can do something
very quickly.”

Sri Lanka is embroiled in its worst economic crisis in decades,
as consumer prices rose the fastest in Asia at about 19 per
cent last month.

Soaring costs, widespread power outages, and shortages of
food and medicine have fuelled street protests and left
President Gotabaya Rajapaksa with a minority in parliament.

http://www.adaderana.lk/news/81779/sri-lankan-envoy-confident-china-will-provide-debt-reliet 2022-07-11, 12:10



Beijing has long enjoyed warm relations with Colombo but has
~ yet to deliver a much needed lifeline to Sri Lanka.

Mr Rajapaksa had recently written to Chinese President Xi
Jinping directly to seek credit support, Dr Kohana said, and Sri

Lanka officials are still encouraging Beijing to address the
issue as soon as possible.

“Our request will be honoured, but they have to go through the
Chinese system,” he said. "We are very confident that sooner
than later, these two facilities will be made available to us.”

Dr Kohana said that Sri Lanka had also sought China’s help to
buy items such as fuel that it was struggiing to secure
because of the nation’s foreign-currency shortage. He said he
was unsure whether China could provide such support, given
that it is a net importer of such goods.

Separately, Sri Lankan officials will meetwith counterparts
from the international Monetary Fund later this week to iron
out details of a potential financial package to help it meet
US$8.6 billion worth of debt payment due this year.

Dr Kohana said he was hopeful to secure Chinese support
that would enhance its chances for closing the deal.

“Given the nature of our relationship - this very close and
warm relationship - and Sri Lanka’s dire situation, | would say
that | am confident that China will respond positively to our
request,” Dr Kohona said of his nation’s overall efforts to
secure funding from Beijing.

Source: Bloomberg .
-Agencies

http:/jwww.adaderana.lk/news/81779/sri-lankan-envoy-confident-china-will-provide-debt-relief 2022-07-11, 12:10
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Al Jazeera : 12 April 2022

Sri Lanka’s top diplomat in Beijing said he’s very confident that China
will come through on $2.5 biltion in financial support as the island
nation’s inflation-driven crisis becomes more dire.

Ambassador Palitha Kohona said that he’d received reassurances as
recently as last week from authorities in China that arrangements for
loans and credit lines were progressing. Sri Lanka is looking to borrow
$1 billion from Beijing so that it can repay existing Chinese loans due in
July, as well as a $1.5 billion credit line to purchase goods from the

world’s No. 2 economy such as textiles needed to support the apparel
export industry, he said. '
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Sri Lanka's top diplomat in Beijing said he is very
conﬁdent that China will come through on -
US$2 5 billion (S$3.4 billion) in financial support
as the island nation’s inflation-driven crisis

_ becomes more dire.

Ambassador Palitha Kohona said that he had

~received reassurances as recently as last week
from authorities in China that arrangements for

loans and credit lines were progressing.

j® Sri Lanka is looking to borrow US$1 billion from

Beijing so that it can repay existing Chinese

‘loans due in July, as well as a US$1.5 billion

credit line to purchase goods from the world’s
No. 2 economy such as textiles needed to

support the apparel export industry, he said.




“For us, it can't come any sooner,” Dr Kohona

said, adding that it could be a matter ofweeks;
He was not able to give a precise timeframe, and
did not disclose the terms of the funding. -~

“Given the current circumstances, there aren't
®that many countries that can step out to the
| pitch and do something,” he said. “China is one
! of those countries that can do something very
i quickly.”
]
!

Sri Lanka is embroiled in its worst economic
j crisis in decades, as consumer prices rose the
fastest in Asia at about 19 per cent last month.

‘Soaring costs, widespread power outages, and
shortages of food and medicine have fuelled
street protests and left President Gotabaya
Rajapaksa with a minority in parliament.
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Beijing has long enjoyed warm relations with
Colombo but has yet to deliver a much needed
lifeline to Sri Lanka.

Mr Rajapaksa had recently written to Chinese
President Xi Jinping directly to seek credit
support, Dr Kohana said, and Sri Lanka officials

are still encouraging Beijing to address the issue
as soon as possible.

“Our request will be honoured, but they have to
go through the Chinese system,” he said. “We are
very confident that sooner than later, these two

facilities will be made available to us.”

Dr Kohana said that Sri Lanka had also sought
China's help to buy items such as fuel that it was
struggling to secure because of the nation’s
foreign-currency shortage. He said he was
unsure whether China could provide such

support, given that it is a net importer of such
goods.
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I Separately, Sri Lankan officials will meet with
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- secure funding from Beijing.

counterparts from the International Monetary

" Fund later this week to iron out details of a

potential financial package to help it meet

US$8.6 billion worth of debt payment due this
year. 7

® Dr Kohana said he was hopeful to secure

Chinese support that would enhance its chances
for closing the deal.

“Given the nature of our relationship - this very
close and warm relationship — and Sri Lanka's

_dire situation, | would say that | am confident

that China will respond positively to our request,’
Dr Kohona said of his nation’s overall efforts to

Source: Bloomberg







ywﬁw%%ﬁ&77,§ZQ32
i f’<//u?\.r ot g
) ATTORNEYS-AT—LAWé

Search -
INTERNATIONAL MONETARY FUND :

ABOUT RESEARCH COUNTRIES CAPACITY DEVELOPMENT NEWS

VIDEOS DATA PUBLIC-ATIONS COVID-%9 .~

 PRESS RELEASE NO. 22/5¢.

v flinfo]+

IMF Executive Board Concludes 2021 Article IV Consultatlon wnth Sri
Lanka

March 2, 2022

Washington, DC: The Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation [1] (file:///C:/Users/ MCuscanaBernales/OTmp/Sri%20Lanka%20-
%202021%20Article%201v7%20PR.docx#_ftn1) with Sti Lanka on February 25, 2022,

Sri Lanka has been hit hard by COVID-19. On the eve of the pandemic, the country was highly
vulnerable to external shocks owing to inadequate external buffers and high risks to public debt
sustainability, exacerbated by the Easter Sunday terrorist‘attacks in 2019 and major policy changes
including large tax cuts at late 2019. Real GDP contracted by 3.6 percent in 2020, due to a loss of

tourism receipts and necessary lockdown meéasures. Sri Lanka lost access to international sovereign
bond market at the onset of the pandemic. _

The authorities deployed a prompt and broad-based set of relief measures to cope with the impact
~ of the pandemic, including macroeconomic policy stimulus, an increase in social safety net
spending, and loan repayment moratoria for affected businesses. These measures were
- complemented by a strong vaccination drive. GDP growth is projected to have recovered to 3.6

percent in 2021, with mobility indicators largely back to their pre-pandemic levels and tourist
- arrivals starting to recover in late 2021.

Nonetheless, annual fiscal deficits exceeded 10 percent of GDP in 2020 and 2021, due to the pre-
pandemic tax cuts, weak revenue performance in the wake of the pandemic, and expenditure
measures to combat the pandemic. Limited availability of external financing for the government
has resulted in a large amount of central bank direct financing of the budget. Publlc debt (2]
(file:///C:/Users/MCuscanaBernales/OTmp/Sri%20Lanka%20-
%202021%20Article’%20IV%20PR.docx#_ftn2) is projected to have risen from 94 percent of GDP in
2019:to0 119 percent of GDP in 2021. Large foreign exchange (FX) debt service payments by the
government and a wider current account deficit have led to a significant FX shortage in the
economy. The official exchange rate has been effectively pegged to the U.S. doliar since Aprit 2021.

" The economic outlook is constrained by Sri Lanka's debt overhang as well as persistently large
fiscal and balance-of-payments financing needs. GDP growth is projected to be negatively affected
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SRI LANKA,
once graciously referred to as the
“Wonder of Asia”
and
“the Next Miracle of Asia”,
has been severely challenged
in the past few years...




Regular doomsday reports by the opposition and other interest groups
have also contributed to the negative sentiment...

Corten lockdown iniposed by Gost. is a Bl -
Oppasiion Leader y
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At the same time, we have to admit that the economy has shown little

positive progress over the past few years...
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Weakening of the economy, along with the effect of the COVID- 19
pandemic, has recently caused anxiety about the macroeconomic stability

and the sustainability of the Sri Lankan economy...
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Although the economy grew by 8.0% in H1 2021, disruptions to labour
market outcomes have been observed with the Pandemic...

Annual Real GDP Growth (Y-0-Y)

Contribution to Quarterly Real GDP Growth (Y-0-Y)
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The external sector has experienced unprecedented challenges amidst
the adverse effects of the COVID-19 pandemic...

Imports increasing at a-higher pace than exports leading toa
significant deficit in the trade account..,

8.4 8.9 9.6 103 8.0
20 :
2015 2016 2017 2018 2019 2020 2021 2015 2016 2017 2018 2019 2020 2021
wExport import WTrade Deficit Dan-Aug (a)] (Jan-Aug)
(a) August 2021 expart and (mport data are preifminary unadjusted data from Sri (anka Customs.

Drastically reduced earnings from tourism éince Easter Sunday
attacks...

Gross official reserves declining with continued large debtservice
payments...
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Despite the muititude of challenges, Sri Lanka continued to Honour
the country’s debt service obligations...

B FX Interest Payments - Government




The budget deficit has increased in nominal terms, due to rise in recurrent
expenditure and weakened revenue amidst the COVID-19 pandemic...

Government Revenue
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Although inflation has remained broadly subdued, a notable expansion of
money and credit has been observed...

Contribution to Year-on-year growth of B!v{oad Money (M;;)
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When quantified, the official responses have been quite impressive and
perhaps not received sufficient acknowledgement...

Financial support to the
Governmen

Savings to the Private Sector
in the form of
reduced interest cost™

: . Extended Debt Moratoria
Monetary Policy Capltal fallen due (Banks & NBF(S)

Easing Measures Rs. 780 bn

** Support in2020 and up ta 24 September 2021
* Indudes Gowvt. support in 2020 and up to 07 September 2021 ol upport in an ::to 4 September.

In fact, the rapid progress of the vaccination drive and the gradual lifting
of global travel restrictions provide hope for better prospects...

* The rapid vaccination rollout (Sb” ;a:ekaz;l)
has started to pay off with B
rapidly declining COVID-19

S~ World :
cases and hospitalisations

(by 28'Sep 2021)

Share of population who have received COVID-19 Vaccines

Daily Confirmed COVID-19 Cases and Deaths (as of 28 September 2021)
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We have faced tough challenges even in the past...
* 443 years of foreign rule from 1505 to 1948
A three-decade long internal conflict and two insurrections

Power and energy crises from time to time
- Power cuts

- Fuel crises (shutdown of refineries, substandard fuel imports)

Severe droughts, major floods and Natural disasters (including a Tsunami)
A Global Pandemic

Double digit rates of inflation prior to 2009, requiring high market interest rates
Depletion of forex reserves

External sector imbalances and forex controls: Rating downgrades
Sustained periods of debt levels being over 100% of GDP

In that background, we now need to give clarity to all stakeholders on
their expected role to address these challenges in a sustainable manner...




We propose a three-pronged framework to strengthen the economy and
deliver macroeconomic stability...

01 October 2021 to 31 March 2022

- Focused efforts on Macroeconomic and Financial System Stability

- Near-term measuresto ensure continued timely debt servicing

- Increase forex liquidity in the market

- Create framework for all enterprises to recover from the Pandemic-effect

31 December 2022

prove the external deb
- Deliver the fiscal and external targets
- Promote afast recovery in the real economy

- Improve the Sovereign ratings and Ease of Doing Business

concentrating on non-debt inflows

- Build stable “cushions” in all macro-fundamentals to absorb any shock
- Strengthen the domestic production economy
- Strive for higher growth within a fow inflation environment

Ensure the achievement of fiscal and monetary targets

5 MACROEC NGRS

1 BN OF SRILEPK S

The Central Bank will take immediate steps to ensure stability of the
external sector by closely focusing on the near-term horizon,
i.e., the next six-month period...

* The rationale for this short-term focus is that, given the forex challenge and
debt service concerns, the proper management of this period will result in
clarity and certainty being restored which will enable the economy to rebound

« By the end of that six-month horizon, the current efforts to enhance
merchandise and services exports inflows will also show significant
achievements, while a normalisation in tourism cashflows is also likely

* The FDI pipeline is expected to increase with the Port City and industrial zones
taking off




This new effort will require
coordinated efforts of all
stakeholders of the external
sector, with vital, but
moderate contributions by
each stakeholder...

= Policy guidance by the Government and
the Central Bank will help the required
adjustments to take place gradually during
the period of transformation of the
economy to greater stability

» These efforts will also prompt positive
actions of international investors and
international rating agencies. Actions of
global central banks will also influence the

way forward

Several key issues around government debt would need some clear policy
responses...
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The banking sector has been resilient, but will need to deal with a few
issues...
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The Non-banking sector also had to deal with several challenges that have
escalated in the past few years...

Assets, Loans, Deposits and Borrowin'gs of the NBFI Sector :
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In the case of exporters,

the goods flow has taken place, but financial

flows have not kept pace...

A wide gap exists between the goods
flow and financial flow of exports

Due to an undue speculation on
exchange rate movements, there has
been a refuctance to convert export
earnings, thereby limiting inflows to
the domestic foreign exchange market

Inadequate repatriation/conversion of
proceeds by exporters capitalising on
interest rate arbitrage has constrained
Government efforts to support the
economy and the export sector itself

Thereis a necessity to ensure that the
foreign exchange generated through
export activities are duly repatriated
into the country and converted to Sri
Lankan Rupees

Monthly Export Earnings Exports from Jan to Aug (2018-2021): USD mh
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Speculative imports are on
therise

Total non-fuel import
expenditure has surged,
despite continuation of some
import controls

Monthly average gap between

the conversions of export

~proceeds (with an incomplete
~repatriation) and expenditure

on imports has been
worrisome

A few pressures have built up in the case of importers and imports as
well...
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Service exporters (other than Tourism) seem to have been less affected
by the Pandemic...

. . ’ , Inflows to the IT-BPO Sector
. Despite the impact of the

Pandemic on the tourism RS
sector, other services 00
exporters, especially the
IT/BPO sector, have

performed well
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Industrialists have also faced several challenges...
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Foreign Exchange Houses have faced serious problems due to lockdown
and dearth of tourists...

The almost-zero tourist arrivals have affected Workers’ Remittances :
the turnover requirements of the authorised 900 5 25,000

wezeny Departures for foreign employment (right axls)
money changers
800 meama Workers' remittances
Licenses of some authorised money changers
20,000
have been cancelled for non-performance 700
Rise in “parallel” exchange rate market 600
activities is hindering forex liquidity in the E so0 |HY ?F ) w 15000
banking system 3

Unofficial forex channels seem to be
thriving, while official remittance flows
are on the decline due to a wide margin
between the official exchange rates and
the “grey-market” exchange rates

Urgent need to re-commence departures 8555535585 853; TERIF IR 2 EES
for foreign employment
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Responses of Retailers and Wholesalers who are affected by the uncertainty -
have aggravated the situation...

: : ! . Food Inflation {Y-0-Y). -
Stockpiling by the wholesalers and retailers has ' ' '

resulted in tension in food distribution which
had to be dealt with by the Government with
strong responses

Unreasonable escalation in retail and wholesale
prices, especially for essential food items and
consumer durables has occurred

Producers have however unfortunately not
benefitted by such higher consumer prices

‘Higher wastage of perishable items has occurred. |
during periods with mobility restrictions

These matters have warranted several price
ceilings in the market, thereby distorting the
~. market mechanism

T




Workers’ Remittances by Non-resident Sri Lankans have recorded mixed

results...

» Despite recording more than

USD 500 mn per month
consecutively from June 2020
till April 2021, workers’
remittances moderated in
recent months

The prevailing large exchange
rate anomaly between official
and unofficial channels, which

to use unofficial channels, and
the dwindling number of
departures could be the major
contributing factors for this
behaviour

drives foreign exchange earners
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participation reducing...

investing:in Equity and G-secs

Unwarranted fear of default triggered by
rating downgrades despite Sri Lanka's
unblemished track record of debt
repayment, has aggravated the situation

afactor

the best performing equity
markets in the region with
heightened local investor interest

The new SEC Act is bound to re-
kindle interest

Sri Lankan stocks and securities have performed well, albeit with foreign

Foreigners have gradually withdrawn from

Fear of depreciation in the LKR has also been

Nevertheless, CSE remains one of

Movements of Key Stock Indices - 202t

T et

- All Share Price Index (ASPI)

Foreign Holdings of G-Secs and Equity (in USD)

AR

*30 Sep 2021 Source: marketwat

Total
(2015:2021 latest)




The Central Bank has also
faced challenges in
delivering its stability
objectives owing to the
prevailing difficult
economic conditions...

Depletion of foreign reserves
Pressure on exchange rate

Need to support monetary
stimuli and deal with the
possible inflationary
pressures in the medium term

Hindrances to the monetary
transmission mechanism
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Speculatwe demand has
driven up imports

Resistance to change (e.g.,
Organic Fertiliser Policy)

Ongoing lockdown and the
slow recovery in international
travel has affected the
informal sector workers,
especially in the tourism
sector
Reduction of inward
remittances
Lockdown effect -
= 202066 days of stringent
lockdown

~ 2021 42 days of less stringent
lockdown so far

People of Sri Lanka have faced challenges due to the Pandemic, although
several Governmental pohcy responses have been helpful...

Nomlnal GDP Loss® (Year—on -Year)
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The framework that we will outline today in a

TO-DO-LIST form will help Sri Lanka to reset

its course to face the challenges in the next six
months and theeafter. .

The TO-DO-LIST will respond to the main challenges and include the main
stakeholders...

"' The Government
[  TheCentral Bank
" -Banking/ Non-bank Sector
rchandise Exporters

~ setvices Exporters

nge Houses
Their Earnings

-/ S | U] R | G W £ WU | G | W \_.__J S

Market Participants




The TO-DO-LIST will focus on the Critical Issues that threaten
Economic and Price Stability and Financial System Stability...
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Systems to be put in place to ensure the close monitoring and conversion
of financial flows...

+ The Central Bank has already Proposed ITRS system and envisaged outcome
initiated the implementation of an
International Transaction

Reporting System (ITRS) to track s
banking sector forex inflows and | Tromodis
outflows

- The ITRS system will track
performance of different export-
oriented sectors, their funds , cporting
repatriations and conversions BN 1T b

- ITRS will provide better data that
will enable informed-decision
making related to the external
sector ‘

- ITRS will be in force from o1 January
2022 onwards

Efforts to attract foreign investments into government securities is expected
to gather momentum...

e Concerted efforts to engage domestic and international financial intermediaries
to tap potential investments for Treasury bills/ bonds will be pursued

e Attractive returns and opportunity to SWAP forex with the Central Bank will

remove the forex risk (zero cost SWAPs) and will facilitate new investments in
the near term

Access for subscriptions either in the secondary market and/or through direct
issuances at prevailing rates for sizable volumes will be made available

Efforts to market Sri Lanka’s investment opportunities in the Middle East and

Asia will commence in early October 2021 with direct meetings in the respective
regions

e Virtual meetings and possible direct meetings in Europe and USA are also
envisaged -




The SLDB Investor base will be diversified to attract foreign investments
to SLDBs...

In the domestic market, financing efforts will be aligned with market
developments, while gradually reducing debt maturing within 1 year...

Debt maturing within 1 year B - Theincrease in short-term debt has been mainly driven by
{percent of total debt) :

Pandemic circumstances and reliance on Treasury bills to
» W meet the Government’s financing requirements

¢ In the near-term, possible options to convert part of
maturing Treasury bills to Treasury bonds will be explored

+ The direct issuance window of Treasury bonds and new
Treasury bill auction system is expected to build

opportunities to trim rollover volumes of Treasury bills and
near-term Treasury bonds

The Central Bank will also explore the avenues to introduce a
tap-based Treasury bond issuance for benchmark maturities
of 5, 10, 15, 20 and 30-year maturities

: ‘ ' - The volume on offer will be limited and the yields will be linked
e e e to 364-day maturity benchmark Treasury bili rate plus a margin
(Provitens) ~ Both domestic and foreign investors will be invited to
\\ mmActual  ——Baseline subscribe




¢ The policy of the Government
and the Central Bank would
be to reduce the ISB exposure

next three years from around
18% of GDP by end 2019,

to around 10% of GDP over the | .|

around 17% of GDP by end g"
2020, and to around 16% of
GDP by end 2021 5]

Outstanding International Sovereign Bonds & Nominal GDP

~—Qutstanding ISBs

—Nominal GDP (Right Axis)

The quantum of International Sovereign Bond debt stock will be gradually
reduced in the medium term and linked to the GDP...
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Considering the REER, efforts will be taken to maintain the Rupee at
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In managing the forex reserve, due regard will be paid to the differential

between building reserves through borrowing and investing in low-
yielding global assets...

“Invest” « SriLanka pays 6.87% on average on
borrowing through ISBs, while

earning a return of 1.4 %

in reinvesting such earnings in
Western countries

» Ties with regional economies will be
strengthened further with greater
focus on:

- South Asia
;f - Middle East
- East and South East Asia
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Financial
Sector
Concerns:

Central Bank

Expeditious Consolidation of the non-bank financial sector...

e Fine tune the Master Plan for Consolidation of the Financial sector to

overcome the longstanding issues in the sector and to support the growth of
the economy

Encourage mergers and acquisitions as well as new capital infusions to the
sector

Aim at 25 strong NBFls to comply with the medium-term targets of the
Masterplan |

 Ensure that all LFCs are listed at the Colombo Stock Exchange before
30 September 2022

Facilitate the Consolidation programme by providing expeditious regulatory
approvals




Dealing with the six failed finance companies with a Comprehensive Plan...

NBFIs whose finance business license has been suspended or cancelled, are
being reviewed to assess the way forward - (ongoing)

« If such NBFl is considered possible to be revived, develop plans to enable

infusion of capital investment for revival, subject to a feasible business plan
- (to be done)

Make necessary interventions in the court proceedings based on the
respective plans of action - (to be done)

Negotiate with potential investors for those LFCs that had their licenses
suspended - (to be done)

Supervising Banks in the “New Normal” would be a new challenge...

Establish “monitoring groups” combining on-site and off-site surveillance teams - (ongoing)

Implement Forward-looking approach to the potential long-term impact of the crisis on

licensed banks’ balance sheets and business models, and on the market’s structures and practices
- (to be done)

Prioritise supervisory activities considering Systemically Important Banks (SiBs) and nature of
supervisory concerns - (ongoing)

Shift to virtual platforms for meetings/discussions with senior officials of banks, enabling
uninterrupted communication - (pngoing)

Explore avenues for SupTech and Artificial Intelligence to improve data analysis and risk-
based supervision, workflow management, and customer inquiry management - (to be done)

Consider macroeconomic challenges and spillover effects to the banking sector
- (to be done)

implement flexible measures in terms of Capital, Liquidity, Moratoria, and Reporting
_ and facilitate the timely unwinding of such rel;xat_igns - (ongoing)




Strengthening and safeguarding the integrity of the financial system in
Sri Lanka...

 Complete the National Risk Assessment (NRA) in order to identify ML/TF risk

profile of the country and prepare the country's AML/CFT framework for next 5
years (2022 to 2027) - (ongoing)

* Update national AML/CFT strategy in accordance with the results of NRA, and
strengthen risk-based AML/CFT supervision - (ongoing)

* Increase awareness among relevant stakeholders in order to develop an mvestor
friendly environment within the country - (ongoing)

* Improve the country’s overall AML/CFT compliance with relevant international
standards - (ongoing)

Continuing to improve the Payments and Settlements platform...

Publish the National Digital Payments Road Map 2022-2024 developed by the National Payments Council
(NPCQ)

Provide policy signals and operational targets for Sri Lanka’s Payments Industry with a view to
increasing the adoption of digital payment methods
< Aim at creating a “less-cash” society

Increase digital financial inclusion, and use digitalisation as a means to encourage the informal sector to
join the formal economy

* Regulate Money or Value Transfer Services (MVTS)

Formulate regulatory and governance framework for “Open” Banking

* Initiate use of Artificial Intelligence in Banking in Sri Lanka

* Assess the possibility of the introduction of Central Bank Digital Currency in Sri Lanka

Initiate a shared KYC solution for eKYC from the Blockchain-based “Shared KYC Proof of Concept
Project”

« Continue working towards obtaining PayPal facility
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A comprehensive directory of physical investment opportunities in Sri Lanka
has been finalised by the Government...

Urban Development Fisheries and Aquaculture

o)

Real Estate

Macroeconomic
Stability

Concerns:
Central Bank




On the monetary front, the priérities will include maintaining inflation

within the target band of 4-6%

‘o0

7]

30 1
25

20~1

Year-on-year Inflation (Based on CCPI, Spliced) : * Recent monetary tightening

measures will help preempt any
buildup of inflationary
pressures in the medium term

* Targeted measures will be
recommended to the
Government to arrest food
inflation, which has been a
concern globally

This would enhance
accountability and
transparency...

trajectories to all stakeholders of the economy!

- Monetary Policy Report

January 2022

... while providing greater clarity on future




Macroprudential policy tools would be
used as necessary to ensure the overall
stability of the financial system and to
support monetary policy...
 The Central Bank has observed volatile and rising
asset prices, particularly of automobiles

 Any potential buildup of sustained upward price
pressures and its potential to destabilise the domestic
financial system would be dealt pre-emptively through the
use of macroprudential tools, including loan-to-value and
loan-to-income ratios, and countercyclical measures

» Any buildup of systemic risks in the financial system would
be addressed through the use of other prudential measures

» Measures are being taken to strengthen the macroprudential
surveillance framework of the Central Bank

Green financing options to mobilise domestic and foreign resources will
be explored, with a long-term view on sustainable development...




Regional development initiatives will also be continued to promote
inclusive growth...

Implementation of first-ever National Financial Inclusion Strategy under the theme of “Better Quality
Inclusion for better lives.”

Work towards promoting an eco-friendly village environment by transforming selected villages as
green villages to improve healthy living standards and best practices among the community
Strengthen the regional development function with the support of six Regional Offices

Implementing and introducing Agriculture Development Value Chain support and enhancement
programmes to connect all demand-side and supply-side market linkages to a single pipeline

Continue concessionary loan schemes to raise the income level of micro and small-scale
entrepreneurs, providing formal financial sector support, whilst generating more employment
opportunities among the rural community and reducing regional income disparity

Islandwide MSME support financing expansion and improvement of access to finance
} * Continue to improve financial literacy through financial literacy and capacity building programmes

Maintaining relationships with international affiliations and conducting international programmes
with regard to financial mcluswn, credit supplementatlon, etc.

Taking necessary measures to curb prohibited/ pyramid schemes,
including those operating through online platforms...

The Central Bank will continue to take measures through the powers vested under the Banking

Act No. 30 of 1988 to prevent general public from investing with prohibited schemes will
include:

* Conducting fact finding inquiries on complaints and information on alleged prohibited schemes
and other financial scams - (ongoing)

* Investigate and report to law enforcement authorities to take legal action against wrongdoers

- (ongoing) YA RSER
o e . RACHETEERS ™
* Educate general public on Prohibited/Pyramid Schemes - (ongoing) GET PURESIIRDY

- Awareness programmes/ seminars/ webinars throughout the country
- Press notices and press releases through print and electronic media

- Radio and television discussions

- Newspaper discussions and articles

- Poster, YouTube and other social media campaigns

- Responses through telephone and email inquiries




The Central Bank will meet the demand for currency to facilitate the
~ smooth functioning of the payment system while managing the high level

of cash requirement from the general public due to the prevailing
COVID-19 pandemic...

 Improve the efficiency of the cash cycle and enhance the quality of

currency in circulation through the ongoing Currency Department
Revamping Project

* Establish an efficient mechanism for the disposal
of unfit and obsolete coins

 Improve the Currency and Economic History
Museums to attract more visitors

ENSURING rAACROECONDAT

The Central Bank will carefully gmde stakeholders to tide-over the
Pandemic-driven difficulties...
* Ensure continued credit flows

* Maintain competitive and fair pricing for both lending and deposit
products

* Strengthen monitoring of transactions -

» Waive-off early settlement charges and future interest presently
imposed by certain Fls




We will be
“OUTCOME-ORIENTED...

EFiC A g
ilaRCIAL - : s . e CENTRA 7 SRITARAA

In summary, we will use several key measures and tools as set out here,

and implement these measures simultaneously...




The measures implemented will ease the difficulties currently faced by
the public...

» Direct benefits will accrue to the general public through:

- Facilitating education and health related forex outflows, including those made using credit
cards

- Lifting of restrictions on the migration allowance in January 2022

~ Facilitating fuel and other essential impdrts, thereby ensuring uninterrupted supplies
- Enhancing real returns to savers with the correction in deposit interest rates

- Supporting credit availability at reasonable lending interest rates

- Maintaining stable price levels, thereby easing cost of living

- Ensuring the stability of the financial system, thereby protecting savings of the public

We will aim for the following results by end March 2022...

« Gross Official Reserves to be enhanced to cover a minimum of 4 months of imports

* Foreign holding of 2.5% in Rupee denominated government securities
(USD 1,000 mn)

* Diversified SLDB investor base
* Stable exchange rate and stable interest rates

* Stronger Central Bank Balance Sheet with an improved Net Foreign Assets/Net
Domestic Assets ratio

« Stronger banking and non-bank sector

« Weekly Treasury bill auction size of below Rs. 50 bn

* Real GDP growth of around 5%in 2021 and 6.5% in 1Q-2022
* Stabilised inflation at mid single digits




Summary timeline of targeted fresh forex inflows and rollovers
~ Government and the Central Bank

Stakeholder Oct-Dec 2021 Jan-Mar 2022

Summary timeline of targeted forex inflows
- in Forex Market

Stakeholder Oct-Dec 2021 ) Jan-Mar 2022




Strategies to achieve these targets will be instrumental in driving the
trajectory of the economy in the desired path in the medium to long run...

With the success of the vaccination rollout, gradual opening up of the country under strict adherence to
health guidelines is expected to help all sectors to return to normalcy gradually

The recovery will be widespread and will include vulnerable groups such as the SME sector, informal

businesses and daily wage earners who will effectively engage in economic activities, leading the
economy to recover faster in the forthcoming period

Investment climate will gradually improve with the implementation of the new legislation applicable to
capital markets

More direct investments are expected with the implementation of the Port City Economic Commission Act
and proposed monetisation of under-utilised assets

Once the tourism iﬁdustry starts to pick up, the pressure in the external sector will gradually normalise

and greater stability in the exchange rate and improvements in the current account balance and forex
reserves are envisaged

Having tackled the near-term obstacles, we aim to progress with greater
confidence towards 2022 & beyond...

By end 2022, we expect further positive outcomes:

* Normalcy in economic activity with the COVID-19 pandemic being under
control, resulting in a real GDP growth of around 6%

* Inflation to stabilise in the middle of the desired 4-6% target range
* Interest rates to stabilise further
* Revival of tourism to lead to a better business sentiment

 Higher investment flows

Improved macroeconomic fundamentals, resulting in improved
Sovereign ratings

 Stronger and disciplined economy
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&n Lanka Banks’ Association (Guarantee) L1m1ted
Chiairperson

+ Xaypils Ariyaratne Laylineo Houge, Mazzanine Floor
General 7 Revd De Bilva

BeCrelRy _ 69, Janadhipaihi Mawathe,
Tels ; 2345230 E-mail : m&, - Colombo 1, SriLanka

- 819 march 2022

The GRvemor T ' 7
Central Bonk of 8 Lanka
Jonadhipathi Mawatha

-ﬁﬂmﬁ 1

geur Governor

SLBA Bowd Bemion {30 MARCR 2022) ~ Recommen&nﬁons o CisSI. iu Stabllise FX Rate

The 8iBA K mncemad that foreign cumrency ransactions are being comed out around LKR30G/- per US

Dollar 4t pressnt in spite of the diections Bsed by CB3L allowing the maitket 10 operate on-free float
ol With on indicofive rle of IKR230- per 15 Doller, 1 & reporied that some ?ransqaﬂans, altaei} of small

- welluehave taken place obiove the LKE 300 threthold,

‘While tcknowie

edging the shorlage of folsign cyrvency in ﬁ\sa cmrket eompared 1o the hsqu deriand
which & cﬂusmg e looal tency to be deprecioted rapldy and confinvously without a significant

improvement in 48 Dilior Infiows, SLBA Board of (recters vecommend that CBSL should intervene to
mantein the buy Fselisange betwetn LRRZ94- and LKR299- per 8% Dollor- with immedicte effect.

The $1BA Boord of Direciors clso recommend 1o CBSLthat;

) stern ection be foken agoinsf FCY blackmarket operators who e causing sigwﬁcam dqmuging
the nedionsd scontmy and honking system. .

" p) suppod of the export communly be seliciied o finonce the uigent fusd ond gos import
rerukemenis by the gomersion of o teasenoble propordion of thelr FCY depodis to be opplied
dieelly fo-mesturgent fuisl and gos import reguirements. This wil wlsn help shobiize the éxchange
wote panding ﬂaemariamn erongérents thaf the CBSL /oSl dre engaged in sefling vp.

) Thot OBSL disvade Sote sector oigankotiong from reaching out dlrecﬂy to exporiers fo acquire
USD-ait ks hlg?ﬁr thon those offered by fhe Banks

We frust thot CBSL. will corsider the recommendsd actions os soon o8 poss'ibie given the urgency fo
comrol the rcpld depreciation of the LKR curency.

Sincerely.

Classification | Confidential
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03.06.2022
Our Ref: 33/04/012/0012/005

To: Chief Executive Officers of All Licensed Banks
Middle Rate of USD/ LKR SpotExchange Rate and Variation Margin — 03.06.2022

This refers to the Operating Instructions on Managing Intraday Volatility of the Exchange Rate
(Our ref: 33/04/012/0012/004) issued on 12.05.2022.

All Licensed Banks (hereafter referred to as LBs) are required to use Rs. 360.30 as the middle
spot exchange rate of the USD/LKR interbank transactions and the upper margin at +Rs. 1.00
and the lower margin at -Rs. 4.00 of the middle spot exchange rate on 03.06.2022.

Rates applicable to other currency transactions against the Sri Lankan rupee should also be

derived based on the above USD/ LKR middle spot exchange rate and the variation margin.

Sgd./Dr. P. Nandalal Weerasinghe
~ Governor |

Central Bank of Sri Lanka

CENTRAL BANK OF SRI LANKA 7IQ 7\\

J






PRESS RELEASE 6 @omn O Bropd
BB communications Dépaftinént, 30, Janadhipathi Mawatha Colombo 01, § {ankia ) @6\)]5165)& wgﬁu Gillﬁl@
G 104711 24774287 494 11 2477423, 80404 11 2346257
»® eommumcanons@cbsl lic/ dcnmmumcalmns@chsl 1k (3 wivw.chsl goulk CENTRAL BANK OF SRI LANKA
et s : P ~ e
isaued By Communications Department (

06 June 2022

ATT AT.
The Current Exchange Rate grr?r}}g@éys AT LAW

Background, Positive Impact thus far, and Expected Outcomes

This note is intended to explain to the general public the background to the current exchange rate

arrangement, and the positive impact it has already made, and expected outcomes in the period
ahead. |

The country is facing extremely challenging economic circumstances at present while it is going
through the worst balance of payments crisis in history. The Sri Lanka rupee was subject to
tremendous depreciation pressure, amidst the shortage of foreign exchange liquidity in the
domestic foreign exchange market, warranting a measured adjustment in the determination of
the exchange rate in early March 2022, compared to the level that prevailed in the market amidst
concerns about the adverse impact of any laige depreciation of the exchange rate on the society.
However, the outcome of the exchange rate flexibility that was théreafter allowed following the
initial measured adjustment fell short of expectations due to the large overshooting by market
forces, reflecting the significant liquidity pressures that prevailed in the domestic foreign
exchange market as well as the delay in market correction. This behaviour of exchange rate since
allowing more flexibility in March 2022 suggests the need for careful sequencing of measures

when allowing flexibility in exchange rate under balance of payments crisis conditions.

Following the excessive depreciation, inflation accelerated significantly through imported prices,
while second-round effects of such excessive depreciation on other goods and services were also
observed subsequently. Moreover, due to the acute shortage of foreign exchange in the domestic
foreign exchange market, along with continuous depreciation of exchange rate, the conversions
of foreign exchange by the foreign exchange holders delayed due to expectation of further
depreciation and high premium offered in the grey market, thus adding further pressures on the
currency. Meanwhile, the demand for foreign exchange in the grey market thrived to part finance
rising import demand outside the banking system, causing further pressures on the currency as

well as heightening stresses in the banking system. This significant volatility of the exchange rates

1




drove up the interbank exchange rates as well as customer buying and selling rates in an abrupt

nature, causing undue speculation on the currency.

it ™ kgéinst this backdrop, limiting the extent of depreciation and excessive volatility became
hecessary. If remained. unresolved, such boundless rate of depreciation of the exchange rate could
have led to extremely def_rimental impact on overall macroeconomic stability, gix}en the severity
of the balance of payment crisis that the country is going through at the moment. Further, during
the discussions with the Heads of Treasuries of licensed commercial banks, the need for some
guidance to the market from the Central Bank on the degree of volatility of the exchange rate

movements was emphasized, while the commercial banks have the prerogative to determine the

interbank spot market exchange rate.

In consultation with the market players, the Central Bank commenced providing daily guidance
on the degree of volatility (with an allowable two-sided variation margin) to all licensed
commercial banks from 13 May 2022 based on exchange rate determined in the interbank market
on the preceding day. Although this arrangement is often misinterpreted as ‘pegged exchange
rate’ regime, there are clear distinctions between the current transitory arrangement and the
pegged exchange rate system. Under the pegged exchange rate regime a fixed middle rate is
usually dictated by a central bank, while market driven variable spot rate being considered as the
middle rate under the current arrangement. The implementation of this arrangement has brought
in a greater stability in the exchange rate determination in both formal market and grey market
thus far, while also minimizing excessive margins prevailed in both markets, and the effects of
the same are expected to reflect in the exchange rates used for customer transactions. According
to the feedback received from the stakeholders, there exists broader consensus on the current
arrangement of the exchange rate, which is market driven with less volatility and mofe
predictability, compared to the earlier arrangement, which experie’ncéd excessively volatile of the

exchange rate driven more by speculation rather than market forces and economic fundamentals.




The Government and the Central Bank implemented several complementary measures, alongside
the current exchange rate arrangement, to correct some of the imbalances observed in the external
sector, thereby bringing about stability in the domestic foreign exchange market. Restrictions
imposed on open accounts and consignment payments terms have helped curtail activity in the
grey market, thereby narrowing the gap between the official exchange rate and the grey market
rate. Accordingly, the current exchange rate arrangement is viewed as a more credible
mechanism, vis-a-vis an arrangement where grey market activity could operate freely.
Consequently, inflows on account of workers’ remittances to the bankiﬁg system have gathered
pace since the introduction of the new exchange rate arrangement, while conversions have
improved. Import expenditure has declined notably in May 2022, compared to April 2022,
according to provisional data from Sri Lanka Customs. Despite the reduction in import
expenditure, all possible measures would be taken to secure availability of essential commodities
with the expected inflows from multilateral and bilateral sources to the banking system in the
period ahead. Given the degree of overshooting of the exchange rate in March 2022, a further
market based correction is expected with the deceleration of non urgent import expenditure,
alongside increasing inflows to the banking system in terms of workers’ remittances and export

proceeds on goods and services, among others.

This improved momentum in the domestic foreign exchange market is expected to consolidate
with the progress being made towards reaching the staff level agreement with the International
Monetary Fund (IMF) on a funding arrangement, along with the negotiations for bridging finance
from other multilateral and bilateral partners. The Central Bank would like to reiterate that the
current arrangement of exchange rate would be reviewed from time to time, and further flexibility

would be allowed if need be, once market confidence is restored, supported by envisaged foreign

exchange inflows to the country.
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IMF bailouts — roads to stablhty or recipes. for
disaster?

By Uwe Hessler | 04.09.2018

The International Monetary Fund (IMF) has been described as the lender
of last resort for countries in financial distress. But the stiff medicine
doled out by the fund is still subject to huge controversy.

Following the ravages caused by World War II, the International Monetary
Fund (IMF) was originally established to allow countries with payment deficits
to borrow money temporarily and repay their debt to others. The hope was
that this would create financial stability, foster global cooperation, facilitate
trade and growth, as well as reduce poverty.

_AUDIOS AND VIDEOS ON T
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Argentinian Peso hits record
low |

§ Allvideos, audios and galleries

Now, more than 74 Yeérs l‘atér, the debate about the methods used by the IMF
- to achieve its goals continues to thrive. Proponents of IMF bailout programs d

claim that the liquidity provided and the reforms demanded are preventing
more extreme financial hardship.

- But'the opponents argue that their ingredients make troubled countries more

- dependent on IMF aid and their populations poorer. Allan Meltzer, a renowned

- economist at Carnegie Mellon University, who died Iast year, once said: "IMF's
programs drive a large wedge between the social risk — the risk borne by the
troubled country — and the private risk borne by bankers.”

Read more:Is Egypt heading toward another uprising?
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onvinced that tough austerity measures
struggling economies fit for global

The 'Washington Consensus'

Researchers have found that IMF programs were relatively successful

- especially in the lenders' early years. Mohisin S. Khan, IMF director for the
Middle East and Central Asia, for example, has looked into the bailouts for 69
developing countries during the period of 1973 to 1988. He found that the IMF
programs' short- and long-term impacts were largely positive on the countries’
current accounts, balance of payment and inflation figures. Among those rated

as "IMF success stories," were loan programs for Mexico inthe 1980s, as well
as for India and Kenya.

Read more:Is inequality good or bad for the economy?

In response to the Latin American financial crisis in the 1990s, however, the




IMF changed its policy, implementing what's become known as "the
Washington Consensus" — a policy demanding structural reforms that
increased the role of market forces in exchange for immediate financial help.

Originally set out by British economist John Williamson in 1989, the principles

included lower government borrowing to discourage high fiscal deficits, cuts in
government subsidies and lower corporate taxes.

Other "structural adjustments" recommended were freely-floating currency
exchange rates, free trade policies, relaxing rules that hamper foreign direct
E investment and competition, as well as the privatization of public assets.

Read more:IMF: 'Arab states need to address debt issue’ o ;

The neoliberal economic policies proposed in the Washington Consensus have
since become pillars of bailout conditions enforced not only by the IMF, but
also by its Washington-based offspring, the World Bank.

t erisis, the IMF has become the prime target for peoples hatred

One size fits all

Joseph Stiglitz, chief economist at the World Bank between 1997 and 2000, had
serious doubts about the viability of the new doctrine. Although noting at the

time that this policy was appropriate for some Latin American countries, it
E "didn't make sense to apply it blindly to other countries."

Stiglitz also said that althoughthe IMF was funded by money from taxpayers,
i it was not held accountable totheir interests, "which clearly identifies the

problem of governance as one of the prime problems with the IMF for taxation
E without representation."




In 1995, Mexico was hailed as a shining example of the IMF's new policy, as the
country had repaid a bailout package to the tune of $52 billion (€45 billion).
But it would take only a few years that its failures became obvious.

Mexico's citizens suffered a sharp decline in real per capita income, which in
1998 had fallen back to a level last seen in 1974. From the end of 1994 to the
end of 1996, Mexico added $560 billion to its total external debt because the

government bailed out mainly commercial banks to the tune of $545 billion by
buying all their bad loans.

Some economists even regard the legacy of the bailouts in Latin Amierica.as
the beginning of the financial crisis in Asia in the late 1990s. They claim that

the IMF had sent a clear signal to the world that if anything goes wrong, the
Ie__nde,r. would come to the rescue of investors.

" Asia crisis made worse

The late 1990s Asian financial crisis was caused in large part by South Korea,

- Thailand, the Philippines, Malaysia and Indonesia's heavy reliance on short-

term foreign loans and openness to hot money. When it became apparent in
1997 that private enterprises would not be able to meet their payment

obligations, international currency markets panicked and Asian currencies
plummeted.

The IMF treated the Asian meltdown like other emergency situations, giving
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~assistance only in.exchange for structural adjustment policies. The Fund

instructed governments to cut spending, with the result that this deepened
the economic slowdown.

In South Korea, for example, a country whose income approaches European
levels, unemployment skyrocketed from approximately 3 percent to 10

percent. "IMF suicides" became common among workers who had lost their
jobs and dignity.

In Indonesia, the worst-hit country, poverty rates rose from an official level of

11 percent before the crisis to 40 to 60 percent, and GDP declined by 15
percent in one year, _ -

Malaysia stood out as a country that refused IMF assistance and advice.
Instead of further opening its economy, Malaysia imposed capital controls, in
an effort to eliminate speculative trading in its currency. While the IMF mocked
this approach when adopted, the Fund later admitted that it succeeded.
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Eurozone sovereign debt crisis

Regarding the 2010 sovereign debt crisis in the eurozone, even the IMF's own
independent watchdog was hugely critical of the lenders' approach. In a 2016
report, the Independent Evaluation Office (IEO) said the IMF was guilty of

"over-optimistic forecasts failed to spot the scale of the problem and left the
impression it is treating Europe differently."
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~ The crisis, which began in Greece but spread to Ireland, Portugal, Spain and

Cyprus, brought the 19-member currency union to the brink of collapse and
enormous hardship to the people.

Despite three bailouts totaling €298 billion, unemployment in Greece, for
example, remains stubbornly high at 22.5 percent. There, the minimum wage

has fallen from €863 to €684, while government spending on health almost
halved.

But Greece's creditors from the IMF and the European Union contitiue to

-demand that Athens spends less than it earns, in order to create the surpluses

needed to repay its debt. | R

| THE GREEK DEBT CRISIS: A BRIEF HISTORY F .

~ Greek crisis takes form

~ On the heels of a global financial crisis,

Greece's then-prime minister, George
,Papondreou revealed in 2009 that the

budgetrd ficit Wasrover 12 percent, double

- what it was previously thought. It,Was later

revised to 15 percent, far exceeding the
eurozone's 3-percent limit. The revelauon
prompted credit rating agencies to
downgrade Greece's status, making it haro
for Athens to get ﬁnanual help. -
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Abstract

News reports of the International Monetary Fund’s (IMF) activities abound in most countries across the
globe et there is little consensus in the literature as to the effectiveness of the IMF’s work. The purpose
of this study is to provide a systematic review of the IMF literature that identifies the effects of IMF
bailouts from the 1970s to the present. We investigate 51gn1ﬁcant elements and consequences of the IMF’s

‘ bailout policies and implementation approaches such as bailout e_ffechveness, moral hazard, conditionality,
leadership, governance and the sustainability of IMF policy. Based on our review, we develop the ‘Spiral
of Doom’ framework and argue that the effectiveness of the austerity package attached to bailout funds is
questionable because the design of the package overlooks the recipient country’s unique economic status
and cultural background. We then propose financial engineering solutions as an alternative.to IMF bailouts
which it is envisaged may minimize the moral hazard problem associated with bailouts.
© 2015 The Authors. Published by Elsevier Inc. on behalf of The Society for Policy Modeling. This is an
open access article under the CC BY license (http://creativecommons.org/licenses/by/4.0/).

Keywords: Bailout; Conditionality; Effectiveness; Economic growth

1. Background

The International Monetary Fund (IMF) was established in 1944 to promote international
economic cooperation and provide its member countries with short-term loans if they experience
a financial crisis or a shortage of liquidity for international trading. In return, bailed-out countries
are required to implement a seties of economic reforms in line with IMF policy. Debates about
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the appropriateness of the IMF bailouts continue to thrive. Opponents of IMF bailouts argue that
they make troubled countries further dependent on the IMF (Bandow & Vasquez, 1994; Corsetti,
Guimaraes, & Roubini, 2006), while proponents claim that the liquidity supported by the IMF
is crucial in preventing extreme financial consequences. Yet studies addressing the adoption of
IMF bailouts are largely independent of those that address the effectiveness of the IMF. This lack
of integration within the research could be fueling the inconsistencies in the literature addressing
IMF bailouts. _

The purpose of this study is to expand on the current literature by investigating several impor-
tant, yet under-researched, elements related to the IMF’s bailout policies and implementation

approaches, including leadership, goverance and the sustainability of IMF policy. For example, -

IMF bailout policies typically have a short-term focus. Recipient countries are forced to imple-

ment economic reforms to return their budgets to surplus in a short period of time. However, in-

the long term, tough austerity packages may further deteriorate the weak economies of recip-
ient countries. Additionally, IMF bailout policies are overly rigid as they fail to accommodate
a recipient country’s economic status and cultural background as part of the bailout design and
implementation process. In 2012, the Governor of the Malaysian Central Bank, Zeti Akhtar Aziz,
stated that “The adjustment, the austerity and consolidation of the fiscal position has to be done
gradually because any drastic prescription or conditionalities would drive the country into a new
phase of economic recession and this would increase the cost to the economy and make recovery
potentially more remote’. In this regard, indebted countries, such as Greece, should be given
more time to implement reforms and clean up their finances; an overly stringent austerity drive
could push such countries into a prolonged recession and make recovery even more unlikely
(Chua, 2012). This is evidenced in Greece’s painful experience over the past few years, which
has resulted in the country defaulting on its 1.6 billion euro debt payment to the IMF, which in
turn will likely lead to its exit from the European Union (EU) zene and possibly even the EU.
Consequently, the European Central Bank (ECB) has expended emergency funding to the Greek
banks as the Greek people withdrew billions from their savings accounts. ,

In light of the above discussion, ourresearch seeks to address the following research question:
In what way, if any, do IMF bailouts contribute to a country’s financial recovery and stability?

The extant literature is inconclusive as to whether IMF bailouts are effective. This study reviews
the critical issues related to IVMF bailouts and offers constructive resolutions for the following four
issues:

Issue 1: One of the key issues concerns the effectiveness of IMF bailouts and whether they
significantly improve a country’s economic performance and financial stability.

Issue 2: The IMF is criticized for forcing recipient countries to adopt policy reforms without
considering the difference in economic status, business environment and culture among countries.

.. The short-term focus of the austerity package may damage the economic development of bailed-

out countries in the long term. In addition, frequent bailout actions can lead to moral hazard.

Issue 3: Corporate governance plays an important role in economic development and investor
protection. We posit that countries whose leadership adopts sound corporate governance systems
are more likely to recover from an economic crisis and return to economic stability.

Issue 4: Evidence shows that financially stressed nations are bailing out other financially -

stressed nations with borrowed money. The IMF obtains money from various nations that are
themselves drowning in debt. The five largest contributors to the IMF are the United States
(16.75%), Japan (6.23%), Germany (5.81%), France (4.29%), and the UK (4.29%)—-all of which,
unfortunately, are in debt. So what happens when the contributor nation runs out of money and
is no longer able to contribute? For how long can this situation continue before the entire system
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collapses? Such concerns add more credence to the argument that new ways and approaches to
fund IMF bailouts are required.

To address the research question and four issues raised above, this study undertook an exami-
nation of research in the areas of management, finance, social science, government and the media
that focused on the IMF’s financial assistance activities between 1970 and 2015. This involved
a review of over 1300 academic studies and reports. Based on the criteria for the selection of
papers examining the effect of the IMF aid programs, and to ensure the integrity of the research
methodology, these papers and reports were reduced to approximately 700 academic studies and
official reports drawn from various governments and the IMF. These documents then, progressed
for inclusion in the second stage, entailing a category theme analysis (Aronson, 1995). Thematic
coding was developed inductively and the studies were categorized by dependent and indepen-
dent variables. The findings generated an understanding of the constructs and their rela_tionships,
which facilitated the development of the study’s framework.

The following sections focus on the effectiveness of IMF bailouts, the moral hazard i issues
surrounding IMF bailouts, the effectiveness of the conditionality of the IMF package, the corporate
governance of IMF and debtor countries, and the financial engineering of IMF bailouts. Based
on the existing literature, a bailout model is then developed. The final section provides a short
summary of the research findings and suggestions for future research.

2. Literature review
2.1. The effectiveness of the IMF bailout

For decades, the IMF assumed the role of rescuer of financially troubled countries. However, it
does not hold a convincing record of enabling countries to return to financial health and stability
(Jobnson & Sweeney, 1997; Bordo & Schwartz, 2000; Corsetti et al., 2006). Evidence suggests
that IMF bailouts might lead to moral hazard, implying that debtor governments tend to have more
aggressive economic policies, leading to a higher chance of receiving an IMF bailout in the future
(Dreher, 2004; Corsetti et al., 2006; Lee & Shin, 2008). IMF programs have three components:
financing packages, structural reforms and macroeconomic policies. These three elements are
inseparable as together they form a single offer of assistance, known as an IME-supported program.

The effects of an IMF bailout are well documented. However, the empirical evidence is var-
ied and inconsistent. Empirical studies employ different methodologies, use a wide variety of
samples spanning a number of time periods and ask different questions when examining how the
IMF program affects the economic performance of indebted countries. The popular approaches
to assessing the effects of IMF intervention are based on an examination of the economic per-
formance of bailed-out countries before and after the IMF intervention or comparisons between
countries that do and do not receive such assistance (Steinwand & Stone, 2008). Existing studies
cannot provide a conclusive answer as to whether IMF programs influence the economic growth
of indebted countries (Dreher, 2006). Mixed findings are reported in the literature, identifying
positive and negative relationships, as well as no relationship, between the IMF bailout and the
economic performance of bailed-out countries.

For example, in support of the benefits of IMF programs, Reichman and Stillson (1987)
and Conway (1994), assert that the IMF provides significant benefits to a bailed-out country’s
economic output. Based on data drawn from 69 developing countries during the period 1973-1988,
Kahn (1990) reported that IMF programs have short- and long-term positive impacts on the
performance of the current account, the balance of payment, and inflation. This finding is consistent
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with the conclusions presented by Bagei and Perraudin (1997) and Dicks-Mireaux, Mecagni, and
Schadler (2000). Some studies found that the IMF bailout is effective when the debtor country
makes the necessary policy adjustments (Morris & Shin, 2006). Moreover, various researches
identified that the IMF intervention induces short-term creditors to roll over where IMF programs
significantly increase the probability of local currency depreciation (Dreher & Walter, 2010).

In contrast, most studies find that the IMF bailout has a negative effect on the economic
performance of recipient countries. For example, Bordo and Schwartz (2000) analyzed the annual
data from 11 Latin American and 13 Asian countries for the period 1973-1998 and found that
the performance of recipient countries was worse after they received assistance from the TMFE.
Analysing data from 98 countries over the period 19702000, Dreher (2006) found that the overall
impact of an IMF bailout is negative. Such a negative impact might be due to either the provision
of inappropriate advice by the IMF or the occurrence of moral hazard issue as a result of the IMF
bailout. Drawing on data from 130 countries over the period 1975-1999, Barro and Lee (2005) also
reported that the IMF bailout has a negative impact on the economic growth of bailed-out countries.
In addition, they found that the IMF’s decisions on which countries will be given a loan are highly
politically driven. Loans tend to be larger, and more frequent, if the recipient country: (1) has a
bigger representation among IMF staff; and (2) is more politically and economically connected
to the US and major European countries. More recently, analyzing data from 57 developing and
emerging economies for the period 1975 to 2008, Jorra (2012) argued that an IMF program cannot
improve the economic performance of bailed-out countries. Furthermore, his empirical evidence
shows that IMF bailouts significantly increase the probability of subsequent sovereign defaults
by approximately 1.5-2%.

However, a few studies identified no significant economic results attributable to IMF bailout
interventions. For example, Donovan (1982) investigated the macroeconomic performance of
countries associated with IMF programs during the period 1971-1980, and found that these
countries experienced a significant balance of payments improvement, yet their economic growth
rates were not significantly improved. Atoyan and Conway (2005) investigated the effectiveness
of IMF programs in 95 developing countries for the period 1993-2002, and identified that IMF
programs do not significantly improve real economic growth in participating countries in the
short term. However, evidence of an improverment in economic growth in these countries was
found in the years following involvement in a program. Similarly, Easterly (2005a,b) failed to
find any remarkable economic growth associated with 56 IMF and World Bank adjustment loans
to Argentina, Cote d’Ivoire and Ghana between 1980 and 1999. Evrensel (2002) found that the
macroeconomic situations of recipient countries were worse after involvement in the program,
and that the occurrence of moral hazard might be a major cause of program failure. Zwart (2007)
claims that support from the IMF can be both positive and negative for recipient countries. On the
one hand, financially troubled countries may access liquidity to address their budget problems in
the short term and facilitate market functioning. On the other hand, support is always associated
with conditionalities. In addition, timing is a key variable. When the IMF and investors act
simultaneously, the liquidity effect means that the IMF is consistently successful since the negative
signaling effect of the loan is necessarily absent. Similar findings are observed in many other
studies (Hardoy, 2003; Nsouli, Mourmouras, & Atoian, 2005). Jorra (2012) concludes that debt -
crises would become less likely in a world without IMF intervention.

Perhaps the inconsistency in the literature is a key reason for the growing interest among
researchers investigating the effectiveness of international official lending. This also includes the
identification of an appropriate research methodology which to date, remains a significant chal-
lenge for researchers in this area. Dreher (2006) summarized the three popular methodological
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approaches employed in IMF bailout studies. The first approach is to compare the economic per-
formance of bailed-out countries before and after their participation in an IMF program. However,
participating countries are not exogenous, and are usually experiencing crises. Therefore, studies
are more likely to observe negative findings. In the second approach, researchers employ control
countries as external benchmarks to investigate the effectiveness of the IMF program. Ideally,
for each program country there should be a control country with which it shares similar eco-
nomic fundamentals. However, it is difficult to find a perfect match because the economic status
of bailed-out countries normally differs greatly from that of non-recipient countries (Santaella,
1996). Even if the control group were carefully chosen according to economic indicators, the
most important difference could not be accounted for: the decision to negotiate an IMF program
in the first place (Dreher, 2006), which is an endogenous choice. Atoyan and Conway (2005)
suggest that control countries be selected based on the probability of their participation in an IMF
program. However, time is needed to evaluate the suitability of this approach. The third research
approach uses regression analysis to assess the effectiveness of IMF programs, and has been more
widely adopted in recent studies. However, this approach only functions effectively if coxtrol for
- the endogeneity of IMF lending variables is taken into account.

Steinwand and Stone (2008) argue that sample selection is a fundamental methodological issue
inresearch addressing IMF bailouts. Previous studies ignore the fact that IMF programs and bailed-
out countries are not randomly selected. Therefore, it is unfair to blame the IMF when bailed-out
countries are vulnerable to financial disaster. In addition, even when IMF programs are ineffective,
itis difficult to identify whether that failure is due to the program design, implementation approach
or the vulnerabilities of bailed-out countries. Jorra (2012) points out that IMF programs might
be detrimental to fiscal solvency if the bailed-out countries are associated with weak economic _
fundamentals, implying that we can blame either the IMF or the bailed-out countries for the
failure of international financial rescue efforts. If it is the IMF’s fault, we need to re-examine the
design, conditionality and implementation approach of the IMF rescue package. Otherwise the
responsibility lies with debtor countries, due to their poor economic fundamentals. '

2.2. Moral hazard

Moral hazard poses another major concern within studies in this field. Generally speaking, the
term ‘moral hazard’ refers to the situation where in the provision of insurance leads to the insurant
taking actions that increase the probability of an adverse outcome (Dreher, 2004). Similarly,
Lee and Shin (2008) explain that a person in this situation has less incentive to maintain the
insured asset properly, which might increase the probability of undesirable results. As a result,
investors and governments treat financial support from international official organizations (such
as the IMF or the World Bank) as a form of insurance against adverse shocks. Lee and Shin
(2008) argue that repeated financial support from the IMF or World Bank encourages investors to
lend excessive amounts to troubled countries with a low interest rate, which does not accurately
reflect the underlying risks associated with those countries. In other words, financial support from
international organizations actually indirectly encourages investors and governments to behave
irresponsibly, which may lead to further future crises. .

Moral hazard may be further divided into debtor moral hazard and creditor moral hazard. Debtor
maoral hazard, on the one hand, occurs when debtor countries receive IMF-subsidized loans with
interest rates that are much lower than the market rate, which encourages the governments of said
countries to adopt irresponsible policies. Creditor moral hazard, on the other hand, suggests that
the recurring financial support from the IMF or World Bank provides strong incentive to investors
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to behave aggressively in the financial market. However, some studies argue that IMF support does
not generate serious moral hazard because the IMF bailout package is relatively small compared
to the creditors’ investment amount (Mussa, 2004; Jeanne & Zettlemeyer, 2004).

Empirical research investigating moral hazard generates a number of difficulties. First, it is
difficult to quantify moral hazard, because the excessive risk-taking behavior of creditors and
debtors cannot be directly observed and measured. Second, it is difficult to separate the effects of
IMF intervention from those of other macroeconomic factors (Lee & Shin, 2008). For example,
modern financial crisis can easily spread from one country to another, leading to investor panic
or even crisis contagion. As a result, the increased investment risk will offset the reduction of
bond spread of bailed-out countries due to the occurrence of moral hazard. Additionally, IMF
bailout activities encourage investors and debtors to behave more aggressively, which leads to a
radical change in market conditions and country economic fundamentals. In this regard, how fo
control for important market conditions and country economic fundamentals in empirical studies
remains a challenge for researchers. In addition, IMF intervention itself is an endogenous factor
that is dependent on the decisions of debtor countries and the IMF, as well as global economic
and political circumstances. As a result, it is understandable that we cannot find many empirical
studies in this field. Researchers normally employ the change in interest rates and bond spread as
a proxy for moral hazard. Therefore, it is logical to assume that IMF intervention will reduce the
potential for default among debtors’ and encourage investors’ irrational lending, and therefore
reduce the borrowing costs of debtors.

Arguably, Zhang (1999) conducted the first empirical study to investigate the moral hazard
associated with IMF programs. His study specifically addressed whether the IMF package trig-
gered moral hazard among investors after the Mexican bailout in 1995. However, the relationship
between the change in bond spread and the bailout dummy variable was insignificant, implying
that the variation of bond spreads was mainly due to the change in international capital market
conditions rather than the IMF bailout. Similarly, Kamin (2004), Noy (2004) and Lane and Philtips
(2000) failed to find significant empirical evidence to support the presence of moral hazard.

Some studies, however, do argue for the occurrence of moral hazard among investors. For
example, the empirical findings of Eichengreen and Mody (2001) support the existence of moral
hazard, and these authors assert that the IMF rescue program significantly reduces debt countries’
bond spreads and increases the probability of bond issuance. Eichengreen and Mody argue that
the IMF program is welcomed by the market, and is viewed as a commitment to reform by debtor
countries. Dell’ Ariccia et al., 2002 reported that sovereign bond spreads in emerging markets
increased dramatically in 1999 and 2000 after the IMF decided not to bailout Russia in 1998, citing
the risk of moral hazard. Examining 116 banks from 16 countries for the period July to December
1996, Lau and McInish (2003) identified that IMF bailouts had a positive impact on banks’ market
performance in bailed-out countries. Lee and Shin (2008) further confirm the existence of moral
hazard by using a dataset covering 18 emerging countries for the period 1998—2000.

To separate moral hazard from other factors that influence market spreads, alternative
approaches are employed to measure investor moral hazard instead of changes in bond spread.
For example, Haldane and Scheibe (2003) used the change in market valuation of creditor banks
as a proxy for moral hazard. They found that market valuation of UK banks is positively and
significantly associated with large-scale IMF loan packages, suggesting that investor moral haz-
ard does exist, which is consistent with the findings reported by Gai and Taylor (2004). It is
worth noting that Mumssen et al. (2013) examined the effects of short- and longer-term IMF
engagements and found that longer-term IMF support (at least five years of program engagement
per decade) assisted Low-Income Countries (LICs) maintain sustainable economic growth. In
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addition, short-term IMF engagement through augmentations of existing programs or emergency
facilities is associated with a wide range of positive macroeconomic outcomes within LICs.

However, the findings are far from conclusive, which is primarily due to the flaws in the
research methodologies used in these studies from our perspective. Dreher (2004) argues that
using dummies to capture change in the degree of moral hazard is not a suitable approach because
one of the key assumptions underpinning this approach is that the economic fundamentals of
recipient countries remain steady during the crisis period—which is simply not the case. In
addition, the economic fundamentals employed in the empirical analysis are exogenous because
their fluctuation largely depends on the availability of IMF funding. Third, the selectiofi of event
window for IMF studies is not consistent and very subjective—ranging from a few days to sevezral
years. Moreover, the empirical findings of short- and long-term studies are inconsistent. Therefore,
short- and long-term moral hazard needs to be further investigated. Fourth, it is worth noting that
various studies examine the moral hazard issue by investigating the relationship between IMF
bailouts and the political connections of bailed-out countries. In this regard, Barro and Lee (2005)
found that the IMF’s lending decisions are highly politically driven. Similarly, Lee and Shin (2008)
claim that moral hazard cannot be prevented by the IMF as long as the major shareholders of the
IME, such as the US, are in favor of bailing out countries that are more politically connected.

In short, with respect to moral hazard, the empirical evidence is far from conclusive. The
mixed empirical findings are primarily due to methodological issues, such as the measure of
moral hazard, and the choice of events and event windows. However, Dreher (2004) concluded
that IMF bailouts do cause moral hazard among investors because the evidence from stock market
studies is consistently positive and significant. Mussa (2004) and Jeanne and Zettlemeyer (2004)
pointed out that empirical research in to moral hazard is not meaningful because lowering the
borrowing costs of debtor countries is the expected consequence of an IMF bailout, and not proof
of moral hazard. Therefore, examining the effects of IMF lending on capital flows or borrowing
costs is not an effective strategy to test for IMF-induced moral hazard. In addition, bailed-out

countries are expected to run more expansionary policies than countries that have not received
" support from the IMFE. From the perspective of avoiding moral hazard, what matters is whether
IMF interest rates are fair in the sensethat they cover the risks faced by the IME.

The IMF provides financial assistance to countries only if they agree to implement a series of
economic policy reforms to revive and maintain a sustainable economic growth rate in the long
term. Debtor countries are normally reluctant to do so because they need to give up a certain level
of solvency autonomy in order to receive external financial support. Typical economic reforms
include devaluing currencies, lowering tariffs, encouraging foreign investment, privatizing state-
owned enterprises, and reducing expenditure on the public sector. It is fair to say that these policy
reforms are mainly free-market oriented.

Recently, the IMF was criticized for forcing recipient countries to take on policy reforms
without considering the difference in economic status, business environment and culture among
these countries. In addition, the tough austerity package attached to bailout funds has implications ’
for leadership at the highest level and forces governments in recipient countries to sacrifice policy
autopomy, cut public spending, increase tax and retrench staff, in order to return budgets to surptus
in the short term. Unfortunately, these policy reforms often lead to inactive business investment,
poorer government service, severe social instability and a higher unemployment rate—all of
which may damage the economic development of bailed-out countries in the long term. For
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example, the IMF has been criticized for being one of the major causes of the recent Ebola
outbreak in Africa, because its policy of prioritizing debt repayment over domestic spending
has weakened the public health infrastructure in Sierra Leone, Guinea and Liberia who were
hit hardest by the epidemic. This had direct implications for the coordination of health services
across these countries, including a lack of effective communication coordination and information
management. Furthermore, the enforced policy reform is criticized for being a ‘one-size-fits-all’
approach that lacks fiexibility, and fails to acknowledge the significance of context such as local
economic conditions, cultures and business environments in these countries.

Empirical research into conditionality normally investigates the effectiveness of IMB-bailouts
from functionalist, structural and public choice perspectives (Steinwand & Stone, 2008). From a.
functionalist perspective, conditionality is necessary because it forces debtor countries te adopt
prudent economic policies to achieve the desired effects of the IMF program. However, it is
observed that recipient governments may not be willing to follow the bailout conditions, and
the IMP may threaten to cut off aid if recipient governments fail to cooperate. Therefore, Scholl
(2009) argued, to achieve the desired bailout outcomes, self-enforcing conditional aid strongly
stimulates the economy of recipient countries. However, Dreher and Walter (2010) claimed that
the conditionality of IMF loans has no impact on the outcome of IMF intervention.

In determining how to rescue bailed-out countries, structural views represent the interests
of the IMF’s major shareholders particularly in the US. This approach suggests that political
connections play a critical role in fund allocation and conditionality. For example, Presbitero and
Zazzaro (2012) concluded that political similarity with G7 countries is positively correlated with
the probability of entering a loan agreement. In addition, the harsher the crisis and the exposure
of foreign banks in the country, the larger will be the size of the IMF bailout. Similarly, in their
investigation of 314 IMF arrangements with 101 countries over the 1992-2008 period, Dreher,
Sturm, and Vreel (2015) identified temporary membership on the United Nations (UN)Security
Council as representative of a country’s political importance. Specifically, that such country
recejves softer treatment from the IMF when negotiating bailout conditions. In return, major IMF
shareholders, such as the US and major European countries, may exert more political influence
over the Security Council.

From a public choice perspective, conditionality serves the institutional self-interests of IMF
staff. For example, Dreher (2004) argues that the conditionality associated with IMF and World
Bank loans gradually increased and became inseparable. The major objective of conditionality
is to promote economic growth and reduce poverty yet bailed-out countries prefer to minimize
conditionality. However, in reality the IMF normally has a stronger bargaining position. Stone
(2008) reports that conditionality vaxies widely, and the IMF would like to maximize the scope
of conditionality when countries are most in need of it said. Even when the conditions attached
to IMF bailouts sound perfect, unfortunately their effects are often negative. Dreher and Vaubel
(2004) found that the number of conditions are negatively associated with international reserves
and positively associated with interestrates in the world capital market and monetary expansion in
the borrowing market. However, overall the effect of conditionality was not found to be significant
in their study.

Even if the conditions of an IMF loan are well designed, the effectiveness of their enforcement *
may be problematic. Lack of effective enforcement of conditionality can be viewed as one of the
major reasons for the failure of bailouts, and may be attributed to the political pressure exerted by
majof member countries. For example, Stone (2004) argued that the IMF never seriously punishes
countries that do not cooperate with bailout conditions if these countries are political allies of the
US. In a similar vein, Kilby (2009) found that it is difficult for the World Bank to impose strict
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structural adjustment conditionality on countries that are friendly with the US. Similar findings
are reported by Stone (2008) and Dreher, Jan-Egbert, and Vreel (2009).

Recently, performance-based aid was proposed as an alternative to the failed traditional con-
ditionality approach. This would entail the IMF or World Bank, instead of committing fixed
amounts of aid on a country-by-country basis, linking ‘the allocation and disbursement decision
by committing the aggregate amount to a group of countries, but where the actual amount dis-
bursed to each individual country depends on its relative performance’ (Svensson, 2003:384). The
fundamental objective of this approach would be to strategically improve the overall effectiveness
of the aid provided by international organizations. In addition, the IMF and World Bank could
choose when and which country to assist based on favorable economic conditions for a bailout.
Furthermore, competition among recipient countries might result in an overall improvement in the
conditions in terms of supporting an effective use of aid (Ohler, Nummenkamp, & Dreher, 2012).
This approach sounds idealin theory. However, empirical evidence of its effectiveness remains
limited. For example, Scholl (2009) claimed that self-enforcing conditional aid strongly stimu-

. lates economic development by substantially increasing welfare in recipient countries. However,
assessing the effectiveness of self-enforcing conditional aid is costly, particularly in ensuring
enforceability of less benevolent political regimes which receive large aid funds in return for less
stringent conditions. Ohler et al. (2012) found that the incentive to cooperate among recipient
countries gradually weakens overtime when the timing and magnitude of aid are uncertain.

In short, the effectiveness of bailout conditionality is clear, and only 20% of loans weré repaid
in full in the period 2005-2009, based on are port published by the Development Assistance Com-
mittee of the Organization for Economic Co-operation and Development (OECD) (Ohler et al.,
2012). In addition, as mentioned above, conditionality has multiple objectives rather than being
purely economically driven. Vreeland (2006) and Dreher (2009) argued that IMF compliance is
not straightforward because IMF agreements span many dimensions, which vary from agreement
to agreement. Therefore, a new research methodology is required to clarify the issue. Furthermore,
the IMF has never comprehensively reported on the non-compliance of recipient governments.
Instead, it frequently waives its program obligations. Consequently, debtor countries have no
motivation to implement the predetermined economic reforms or fulfill the conditions of their

aid (Svensson, 2003). Thus, as Heckelman and Knack (2008) concluded such aid may even slow
policy reform.

2.4. Leadership and corporate governance

Globalization creates opportunities or challenges for countries, depending on their economic
status. Leaders and policy-makers, through corporate governance, seek to adopt structures and
institutions that promote economic and social dynamism (Weber, Davis, & Lounsbury, 2009).
Leadership and corporate governance are intertwined in terms of their influence on accountability
and regulation. The knowledge that leaders possess and disseminate to their boards is viewed as a
key element in any country’s development and learning (Ellerman, 1999). This is due to the fact
that leadership extends beyond policy and is embedded in the engagement between the state and’
its agencies, and in turn between the state and the population (Mayosi et al., 2012). Countries that
come to the rescue of less fortunate countries via the IMF often do not have a good understanding
of the recipient country’s status or the purpose of the IMF bailout package. In this regard, the
characteristics of leadership are specific to each country’s context and hence corporate gover-
nance policy, procedure and practice. While the leadership literature is extensive, the corporate
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governance literature is limited in terms of an understanding of the governance structures and
systems that enhance optimal organizational performance (Daily, Dalton, & Cannella, 2003).

To some extent, the role of corporate governance in financial markets is well documented
(Shleifer & Vishny, 1997; La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1998, 2000). The
key objective of corporate governance is to provide good returns to investors on their financial
investments (Shleifer & Vishny, 1997). The legal protection of investor rights is considered to
be one of the key priorities within corporate governance, and countries with good corporate
governance systems usually provide better protection to investors (La Porta et al., 2000). Drawing
on financial crisis studies, Johnson, Boone, Breach, and Friedman (2000) argue that poorcorporate
governance had a significant effect on the extent of currency depreciation and stock market declines
during the Asian Financial Crisis (AFC). Their findings indicate that countries with weak legal
protection of shareholder rights and poor enforcement are more susceptible to a fall in asset values
and a collapse of the exchange rate. The notion that a weak corporate governance system was
one of the major causes of the AFC is supported by Eiteman, Stonehill, and Moffett (2001). The
failures and weaknesses of corporate governance arrangements constitute one of the major causes
of the 2008 Global Financial Crisis (GFC), as the existing corporate governance mechanisms
failed to safeguard investors’ interests against excessive risk-taking in a number of financial
services companies (Kirkpatrick, 2009). Financial firms with dominating shareholders performed
worse during the 2007-2008 financial crisis (Erkens, Hung, & Matos, 2012), yet banks with
sound risk management structure performed better during this crisis (Aebi, Gabriele, & Schmid,
2012). In relation to the country-level studies, Ii and Moosa (2015) claim that countries with
weak governance systems are more likely to be associated with greater operational losses in
terms of both frequency and severity. It is argued that corporate governance systems serve as an
effective enforcement tool for bailed-out countries to restore their economies and financial markets
after bailouts. Countries with leadership evidenced in good corporate governance systems are
more likely to recover from an economic crisis. In addition, IMF package recipient countries are
required to implement a series of economic reforms in exchange for external financial assistance.
The reforms attached to IMF packages normally include improving government efficiency and
accountability, combatting corruption and privatizing state-owned enterprises, which leads to
corporate governance reform. The dynamic change in the corporate governance system of recipient
countries inevitably plays an important role in the bailout process.

Empirical studies investigating the effect of corporate governance on the success of IMF
bailouts are limited. Only a few address one or two corporate governance variables, and seek to
identify the link between corporate governance vatiables and the outcome of bailouts, instead of
examining the overall impact of the corporate governance system. For example, Dreher (2006)
identifies that a lower level of democracy and political stability actually increases the probability
of a country requesting an IMF loan. In addition, he revealed that countries with an accountable
legal system have a better chance of receiving larger IMF loans, and a lower probability of program
suspension. Similarly, political instability is negatively associated with IMF loan approval and
loan size (Lee & Shin, 2008). Additionally, Jorra (2012) finds that a high level of parliamentary
democracy is negatively and significantly associated with the probability of sovereign default,
implying that the general openness of political institutions has a significant impact on the effect of
IMF bailouts. In contrast, Dreher and Gassebner (2012) found that countries with high levels of
democracy are more likely to experience major government crises because parties in such systems
can readily express their opinion on controversial policies and events, which may trigger a cisis.
Corruption is one of the major barriersto the effectiveness of external aid, and recipient countries’
incentive to fight corruption is a key factor driving the success of bailouts (Ohler et al., 2012).
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The importance of corporate governance to a country’s economic development is well doc-
umented in the literature. Therefore, we argue that the quality of corporate governance and the
improvement in corporate governance systems, in particular, play important roles in determining
the success of IMF bailouts. In addition, the implementation approach taken by the IMF needs to
be further investigated, such as key persons involved in designing and implementing IMF bailouts,
fund allocation channels, and the approach taken to combating corruption.

From the perspective of cultural theory, while the goals of the IMF and a recipient country may
be similar, their respective interpretations of these may differ. The IMF would do well to adopt
a cultural approach to management by seeking to understand each recipient country’s’dominant
culture. This is referred to as an ‘ambicultural” approach to leadership and management, and pro-
vides a model for bridging cultures and organizations so that they may interact more effectively
(Jer Chen & Miller, 2010). This model is increasingly having an influence on the mindset of IMF
leadership across the globe, and increasingly being put into practice, evidenced in the organiza-
tion’s greater consideration of the dominant values, attitudes and beliefs of recipient countries.
This is resulting in superior models of governance, leadership and administration between the
giving and recipient countries (Jer Chen & Miller, 2010), thus enhancing sustainable practices of
mentorship, support and ultimately independence for the recipient country.

2.5. Financial and economic engineering

To date, borrowed funds are being used by penniless nations to bail out other penniless nations.
The IMF obtains money from numerous nations that are in major debt themselves. To illustrate,
the five largest contributors to the IMF are the US (16.75%), Japan (6.23%), Germany (5.81%),
France (4.29%), and the UK (4.29%); yet it is well known that these countries are all experiencing
major financial economic issues themselves. For example, the US has a debt-to-GDP ratio of over
100%, and Japan is associated with a significant debt-to-GDP ratio of over 200%. Thus, it is
evident that these countries are funding the IMF with borrowed money. For decades, the IMF
used money as a way to force developing nations to do what it wanted them to do. However, prior
to 2009, this had mostly only been carried out among poor nations. But now an increasing number
of previously wealthy nations are turning to the IMF for assistance. For example, inrecent years we
have seen Greece, Portugal, Ireland and Cyprus receiving bailouts that were partly funded by the
IMF with Spain receiving a bailout for its banking sector. So what happens when the contributors
run out of money and are no longer able to contribute? For how long can this situation continue
before the entire system collapses? We need to find new ways and approaches to fund IMF
bailouts.

As discussed above, doubt is cast on the efficiency and effectiveness of the IMF in managing
international financial crises. To date, the empirical results of IMF bailout studies cannot provide
conclusive findings on this issue. In addition, prominent economists such as Joseph Stiglitz and
Jeffrey Sachs have publicly questioned the appropriateness of both the problem diagnosis and the
assistance that programs provide, going so far as to charge the IMF with making the crises worse,
deeper and longer than might otherwise have been the case.

The debate surrounding reforming the international financial architecture has attracted the
media’s attention in recent years, particularly as previous financial rescue decisions have often been
rushed and made without careful or constructive design. One notable example of an alternative to
the bailout is the proposal for an international bankruptcy regime. Krueger (2001) claims that a
new treaty is required to provide some bankruptcy-style protection to sovereign debtors. Stiglitz
(2002) proposes the creation of a system similar to the Chapter 11 (US bankruptcy code 11)
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regime, to facilitate an across-the-board restructuring of private borrowers’ debts in the event
of macroeconomic shocks. Sachs, Tomell, and Velasco (1995), Sachs (1998), Sachs, Radelet,
Cooper, and Bosworth (1998), and Fisher (1999) argued that the IMF requires placing enough
money on the table to ensure that it can stop capital flight from financially stressed countries.
Others have suggested new binding rules to substantially scale back the amount of funds the IMF
can provide to countries facing crises. The Meltzer Commission (also known as the International
Financial Institution Advisory Committee—IFIAC, 2000) suggests that the IMF should exit the
business of lending to countries that discover macroeconomic virtue only when they are close to
default. Instead it ought only to lend large sums to countries with good policies that-qualify in
advance for extra protection—assuming that such policies could be defined. Lerrick, 2000 propose
that the IMF should support the secondary market for a country’s sovereign bonds-rather than
lend directly to the couniry. However, to-date, these calls for major reform have not significantly
changed the international financial system. We witnessed the IMF bailout failure in Greece, and
how its proposals failed to address the real underlying causes of the Greek crisis. Currently many
of the IMF solutions have been impractical or inappropriate in resolving financial crises 4s they
are unable to address essential factors such as culture and the economic and financial structures
that are often specific to each country. :

To reiterate, IMF programs comprise three inseparable components — financing packages,
structural reforms and macroeconomic policies — within a single offer of assistance. In return
for IMF financial assistance, the bailed-out countries commit to the reforms known as structural
adjustment policies or programs (SAPs). These policies include, but are not limited to, increasing
exports, reducing domestic demand, placing constraints on government spending, and encourag-
ing privatization. Another broad view of SAPs describes the policies as involving a combination
of short-run measures aimed at stabilization, and long-run structural reforms aimed at transfor-
ming heavily controlled economies into market economies. For example, IMF support normally
includes privatizing imdustries and credit control, raising real interest rates, decreasing or ending
subsidization, lowering tariffs and increasing imports, tightening fiscal policy (at least initially),
opening up financial markets to foreigners, closing troubled banks and financial institutions, and
undertaking a range of other structural reforms. :

However, we observe many unsuccessful IME-supported programs (in Greece and Indonesia,
for example), where bailed-out countries have experienced severe capital outflows and currency
depreciations, even after the programs were implemented. Un-successful results are due to a
variety of factors, including the initial hesitation and policy reversals in program implementation.
Examples are premature rollbacks of monetary tightening, and political uncertainties that cast
doubt on prospective policies (as in the recent case of Greece). In addition, the overwhelming
imbalances between reserves and maturing short-term debt are major contributing factors to market
uncertainties over the IMF financing packages. Some bailed-out countries (such as Greece) have
experienced much deeper recessions than projected, reflected mainly in a collapse in domestic
spending, especially private investment. Greece underwent enormous current account adjustments,
associated mainly with sharp drops in imports.

Here we make an argument for alternative solutions based on financial and economic engi-
neering that address not only the country’s specific economic and financial structure but also its
aspects of culture. Some of these innovations, which we designate here as financial and economic
engineering, could lead to strong output growth generated by increasing private consumption,
exports and new private investment. Furthetmore, cutting inefficient infrastructure projects and

public expenses, reforming the tax system and fighting corruption will all be critical to the success
of bailouts and economic reform.
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In addition, it is necessary for financially stressed countries to return their current accounts to
surplus by reducing unnecessary imports and boosting trade surpluses. Implementing appropriate
measures to increase international reserves will make a country less vulnerable to external shocks,
which will eventually enhance financial market confidence. By preserving social stability through
targeted subsidies, education and health programs, and employment creation, the risk of financial
stress can be reduced. Finally, we believe that, by implementing certain strategic structural reforms
such as closing down weak banks and other financial institotions, merging or restructuring debt,
improving loan recovery, easing foreign ownership restrictions, and establishing higher standards

of governance, such approaches to financial and economic engineering will assist a country such
as Greece to achieve economic and financial prosperity.

' 2.6. Developing a bailout model

Based on the bailout literature, the following theoretical model is presented which identifies
the connections among aspects of bailonts implemented by internationally recognized bodies and
organizations. A typical IMF bailout process can be subdivided into four key stages, which are
presented in Fig. 1. The first stage represents a situation of crisis around whether the government
of a financially troubled country should seek assistance from international official organizations,
and the potential outcomes associated with different decisions. The second stage is focused on
whether, international official organizations, such as the IMF or World Bank, agree to ‘provide
assistance after receiving a bailout request, and whether the country agrees to accept the rescue
package (funds and conditionality) offered. It is clear that the government of the troubled country
can reject the rescue package, as Malaysia did during the AFC. If two parties reach a deal,
then the third stage of the bailout process commences. This stage involves fund injection and
policy implementation imposed by the IMF or World Bank, which can be influenced by many
macroeconomic and financial factors that have a direct impact on the economic otitcome of
bailouts. The fourth and final step in the process includes a review of the bailout. .

Realistic questions to ask about bailout activities are concerned with whether a country is
willing to request assistance from the IMF/World Bank, and whether the IMF/World Bank agrees
to issue loans to the financially troubled country. The answer to the first question (Q1) is based
on an endogenous choice by the government, because the decision primarily depends on the.
degree of that government’s resilience. In such cases, a govemment realizes that it needs to give
up a certain level of solvency autonomy in exchange for funding from the IMF or World Bank,
which inevitably leads to an uncomfortable government situation. If a government is confident in
being able to manage its problems alone, it will not seek assistance from international financial
organizations, and internally driven economic reform will be conducted instead. In contrast, it
can be expected that a government will request assistance from the IMF when all other options
are exhausted, implying that this government is nearing default in terms of its financial situation.
Once a country decides to seek assistance from the IMF, the first stage of the bailout process is
completed.

The second stage depends on whether the IMF or World Bank will choose to provide assistance
to the troubled country (Q2). The lending decision is complicated, and depends on the country’s
current financial and economic fundamentals, its political connection to these international orga-
nizations, how closely its economy is engaged with the rest of the world, and the depth of foreign
creditors involvement in the crisis (Barro & Lee, 2005; Lee & Shin, 2008). If the IMF or World
~ Bank decides to decline the request, the market will react negatively and immediately. However,
such an immediate rejection does not occur often due to the globalization of financial markets.
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What will most likely occur is that the IMF or World Bank will agree to rescue the country.
However, the conditions will be determined after a careful due diligence investigation of the
country’s economic and financial fundamentals is conducted. This will, automatically trigger a
negotiation process between the financial organization and the country. At this point, the country
must decide whether it should accept the rescue package, and the associated negotiation process
can be time consurning and tedious. A typical example is the case of Malaysia during the AFC. The
Malaysian Government rejected the assistance and advice provided by the IMF. Consequently,
it conducted a series of economic and financial reforms on its own initiative, such as tightening
capital control and devaluing the local currency. In addition, the Malaysian Government increased
government spending, in opposition to IMF policies. As a result of these measures, Malaysia suf-
fered less severe economic challenges than did other countries embroiled in the AFC (Billington,
2004). : _ ' ‘

More recently, the Greek Treasury bond yield is highly dependent on whether the IMF and
the ECB provide further financial assistance to the Greek Government. The re-elected Greek
Government has demanded a debt reduction, implying that Greece’s nation-state creditors must
write down and cover the investment losses by themselves. The EU and the ECB argue that treaties
and agreements made with previous Greek governments should be honored. The re-elected leaders
of the Greek Government argue that past agreements have only caused suffering and hardship
for the Greek people due to the tough austerity package attached to these previous treaties and
agreements. As expected, the market reacted negatively to the tension generated betweer Greece
and its euro zone partners during their debt negotiations, and the situation stirred up anxiety about
the solvency of Greek banks and fears that Greece might exit the euro zone bloc.

There is a unanimous agreement that Greece requires debt restructuring as it is impossible for
the Greek government to service its debt as the bailout is designed to fail (Manasse, 2015). It
is difficult to enter into re-negotiations with its creditors again without a convincing structural
reform plan in advance, which leads to a dilemma. A realistic solution could be that Greece deals
with an improved debt serving program specifically on lower borrowing cost, and longer terms of
maturities. Principal reduction can be avoided in order to maximize creditors’ interests (Taylor,
2015). The effect of this new plan may avoid new market uncertainties, and enable Greece to
pronounce a solution to its debt sustainability problem, which would eventually boost market
confidence and reverse capital flows as the country implements its structural adjustment debt
repay program overseen by an impartial body, such as IMF.

Alternatively, the solutions employed by the Malaysian Government during the AFC are wor-
thy of consideration. Major reform policies employed by the Malaysian Government included
devaluing the local currency, creating asset management companies, and tightening capital flow
to stimulate the economic growth. However, not all approaches are practicable for the Greek Gov-
emment. For example, it is impossible for the Greek Government to devalue the Euro because the
monetary policies of ECB members are actually decided by ECB. If Greece adopts the Malaysian
solutions, then Greece’s exit from the Euro zone would be highly anticipated, leading to an
inevitable contagion effect. An alternative solution is for the IME, EU, ECB or World Bank to
agree to issue a special rescue loan to Greece. In this scenario, the probability of default would
be reduced due to the liquidity injection from recognized international organizations (Lau &
Mclnish, 2003). :

Once the international official organizations agree to issue special loans to a particular country
(the second stage), the third stage commences. The ultimate objectives of a bailout are to return
the public sector budget to surplus in the short term and maintain sustainable economic growth
in the long term. However, it has been widely observed that there are many factors that influence
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the bailout outcomes. For example, there is significant evidence in the literature on the impact
of bailout conditionality and moral hazard. As discussed above, the design and enforcement of
bailout conditionality mainly depend on the bailed-out country’s economic fundamentals, and its
political relationship to international official organizations and to the key members of the IMF.
However, the effects of bailout conditionality are generally disappointing due to the conflicts of
interest between international financial institutions and major member countries (Ohler et al.,
2012). On the one hand, countries can easily access the funds from international financial insti-
tutions if they are politically closely related to major member countries, and lax enforcement of
conditionality can be expected due to such political connections. Similarly, Stone (2004) finds
that countries that are politically important to the US receive lesser punishment if they do not
comply with IMF bailout conditions. In relation to moral hazard, the empirical finding$ of pre-
vious studies are inconsistent—mainly attributed to issues associated with research design and
methodology. Furthermore, the significance of the moral hazard phenomenon has been challenggd.
Mussa (2004) and Jeanne and Zettlemeyer (2004) observed that bailed-out countries tend to have
lower borrowing costs and to adopt more aggressive economic policies after receiving financial
assistance from international financial organizations. To avoid moral hazard, it is important that
the loan interest rates reflect the underlying risks associated with those countries and the risk
faced by the IMF. '

Traditionally more attention is paid to the relationship between bailout outcome and corpo-
rate governance and leadership quality. The literature shows that countries with good coiporate
governance and leadership are mote likely to maintain sustainable economic growth. La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (1997) and La Porta et al. (1998) state that countries with
good legal and corporate governance systems provide better shareholder protection, which there-
fore leads to more valuable stock markets, larger numbers of listed securities per capita, and a
higher rate of initial public offerings than is the case in less protected countries. Moreover, La
Porta et al. (2000) claim that a good investor protection system may benefit the growth of the
real economy. In terms of financial bailout activities, the economic reforms to which bailed-out
countries must commit automatically trigger corporate governance reform, leading to an economic
and financial system with better efficiency, accountability and functions. v

Financial engineering is another aspect of the financial support provided by international official
organizations. Problems related to financial engineering include: (1) how the organizations can
effectively collect the principal of bailout loans from bailed-out countries; and (2) how the financial
bealth of these organizations can be maintained. Empirical results show that, based on the OECD
record, the majority proportion of loans are never repaid. Therefore, it is safe to conclude that the
design, implementation and enforcerment of rescue loans in their current form are unsustainable.
Such rescue packages need to be fundamentally reconstructed. And as a consequence of the failure
of loan repayment, these organizations will likely be more cautious with their future lending
decisions, which will indirectly reduce the efficiency of the rescue process. In this regard, the
current situation facing Greece and its creditors is a typical example. This prolongs the decision-
making process and increases market uncertainty for investors. In addition, as mentioned above,
the major member countries of the IMF and World Bank are financially distressed. Thus the ‘
financial stability of these international organizations is becoming increasingly uncertain.

The fourth and final stage of the bailout process is the performance review of the bailout based
on macroeconomics and financial market performance, and the loans repayment process of bailed-
out countries. If the desired economic performance is reached, then officially international official
organizations will cease further assistance, and the country will again be fully controlled by its own
government. However, as revealed in the above discussion, the overall effectiveness of bailouts
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is not promising, which triggers another question for these international official organizations,
around whether to rescue the country again even if it does not achieve the desired economic
outcomes.

It should be noted that the economic performance of bailed-out countries does not appear to
significantly influence the lending decisions of international financial institutions. On the one
hand, if these institutions reject a request for assistance, the markets in general react negatively in
the short term due to the increased economic and financial uncertainty surrounding the country.
However, such a response has been rare in recent years due to the integration of global financial
markets. On the other hand, the markets will react positively in the short term when infernational
financial institutions agree to provide financial assistance to such countries. However, as demon-

- strated above, the effectiveness of bailouts in the long term is dubitable and thus these- ﬁnanc1a11y
troubled countries will be worse off either way.

2.7. Alternative financial engineering solutions to bailouts

As claimed by the IMF, its bailout programs are aimed at tackling the root causes of a country’s
financial problems and restoring investor confidence, thereby strengthening financial systems,
improving governance and transparency, restoring economic competitiveness, and modernizing
the legal and regulatory environment. And these programs often do far more than address the
major fiscal, monetary and trading balances. More importantly, as a condition for the reeeipt of
IMF loans, recipient countries must comply with the strategies of the IMF which are based on two
key postulates: the need to reform economies, with a particular emphasis on fiscal discipline and
banking sector restructuring; and the requirement to maintain high interest rates to avo1d capital
outflows and currency crises. :

However, on numerous occasions we have observed that the high interest rates prescribed by
the IMF to limit currency depreciation have had severe repercussions for the economies of Asian
countries. For example, during the 1998 AFC, interest rate hikes were not effective in slowing
down currency depreciation, but rather worsened the extent of the crisis by leading to widespread
banking and:corporate bankruptcies. In Indonesia the fiscal policy requirements included in the
IMF package proved to be unnecessary and even hannful excessive fiscal discipline made the
crisis-induced recession worse.

The effects of these policies are described in terms of a vicious circle: the credit crunch imparted
severe financial losses to otherwise solvent companies; and the widespread fall in profitability
translated into higher levels of non-performing loans and credit risk, exacerbating the crisis-
induced recession, in turn, causing a further contraction in the supply of credit as commercial
banks needlessly sought to tighten credit conditions on new loans and limit business activity—all
of which deepened the crisis and destabilized the economies. In light of the above findings, it
is timely to propose a set of financial engineering solutions that may assist the management
of sovereign financial and economic crisis without the aid of the IMF. We outline a number of
financial engineering solutions below.

2.7.1. Proposed bank liability guarantee scheme

The primary purpose of this scheme would be for the country to guarantee the liabilities of
banks, which would have an immediate effect of restoring confidence in banks and preventing
capital flights and liquidity crisis. This is a preferable solution to the IMF closing insolvent banks,
as it would assist stabilizing the banking system during a crisis period. However, one unfortunate
short-term consequence would be an increase in the sovereign debt burden.
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2.7.2. Proposed bank recapitalizations and nationalizations

This provides an additional medium- to long-term solution to prevent bank solvency crisis.
Historically, many countries, such as the US and the UK, have used common shares, preferred
shares and other hybrid instruments such as convertible preference shares to restore bank solvency.
This approach could promote national economic growth as the credit market revives and stimulates

economic expansion through loans to various enterprises. However, a drawback of this strategy
would result in an increase of public debt. '

2.7.3. Establishment of an asset management company

This would be a powerful solution to quickly ensure the financial stability of banks by either
removing the impaired assets to an asset management company or insuring against losses. The new
Asset Management Company could be created to buy up the nonperforming loans of commercial
banks at written-down values and then sell them off once the debts were recovered. The bad loan
bank would eventually need billions of dollars to buy up the loans, and this loan buying would
be financed by a mix of zero coupon bond issues with government guarantees and funds from the
private sector. This process of bond for loan exchange is the most efficient bailout solution because
it could stimulate economic growth much faster than other financial engineering solutions. This
process has the advantage of quickly stabilizing bank balance sheets and restoring confidence in
the banking system. However, the public debt would eventually be increased. A typical example
of this solution was seen in Malaysia’s reaction to the AFC. A down side of this approach is that
it could lead to overpayment to buy bad assets if the process were not managed adequately. Once
the economy was recovered, the bad assets would increase in value, making the debt repayment
much easier and thus maintaining orderly financial and banking sectors.

2.7.4. Proposed liquidity support scheme

The aim of this scheme would be to improve market liquidity in public and private debt
securities, allowing banks to continue their lending activities which would stimulate economic
expansion and would help not only to lower and stabilize sovereign bond yields but also to finance
budgetary and debt repayment needs in the short term. Various instruments could be used such
as a Covered Bond Purchase Program, to be designated in buying eligible covered bonds from
banks in the primary and secondary markets. In addition, a Securities Market Program could be
established, which would allow for the puirchase of eligible bonds issued by various governments
and public entities (secondary market) and private entities (primary and secondary markets).
Another instrument could be provided through Long-Term Refinancing Operations, which would
be long-term credit (up to three years) provided on the basis of collateral. Finally, Emergency
Liquidity Assistance could provide a credit line as emergency funds to banks unable to put up
-acceptable collateral to various lenders for regular refinancing.

2.7.5. Bailout program

- This traditional solution could be solicited by asking the IMF and other international financial
institutions and organizations for loans tohelp finance a country’s budget deficit, debt repayments
and bank recapitalizations. However, bailouts are normally conditional on the implementation of
large austerity programs which may assist governments via budgetary support, and can indeed
avert sovereign debt defaults and insolvency, but prudent and fair negotiations must be undertaken
to ensure a successful outcome that leads to economic growth.

Austerity package soften delay economic growth, and engender social unrest and political
instability, as witnessed with the latest austerity measures imposed on Greece by the IMF, the
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ECB and the EU. It is clear that large budgetary adjustments implemented in a short time span
are not feasible and in fact can pose a serious risk to a country’s financial health.

2.7.6. Proposed debt restructuring program and implementation

The primary objective of this solution would be to reduce the troubled country’s debt burden
through debt reduction and restructuring. It entails a process that allows a sovereign entity facing
cash flow problems and financial distress to reduce or renegotiate its delinguent debts in order to
improve or restore its liquidity. If a country’s liquid assets and available financing are insufficient
to meet or rollover its maturing obligations, this solution could restore markef confidénce. The
debt restructuring would typically involve the res cheduling of maturing obligations. Alternatively,
it might involve a reduction in the debt stock and the question of whether a sovereign country’s
debt is sustainable becomes more relevant when a significant amount of fund financing is sought.

In February 2012, Greece launched the largest sovereign debt restructuring in history, covering
Euro 205 billion in debt. Additionally, the Euro group of euro-zone finance ministers agreed to
provide rescue funding to Greece up to Euro 86 billion over the next three years since August
2015. Other sovereign debt restructurings have also recently taken place, including in Belize
(2007, 2013), Jamaica (2010, 2013), and St. Kitts and Nevis (2012). Debt restructurings have
often been too little and too late, thus failing to re-establish debt sustainability and market access
in a durable way. The debt restructuring process can be executed through the implementation of a
debt swap via the exchange of old bonds for new bonds, with favorable terms that allow for lower
interest rate and longer maturity, thereby allowing troubled economies to avoid defaulting in the
near future. Greece is currently engaging in this process again, in seeking to reduce its old debt
interest burden. In addition, the ‘haircut’, which provides a significant reduction in the face value
of an old debt, is another technique that may be implemented in debt restructuring. However,
convincing investors to accept the debt reduction can be challenging. Yet, unquestionably, this

process would reduce the debt burden where private investors rather than taxpayers or public
investors would experience losses. ’

2.7.7. The need for structural reforms and implementation

A reasonable approach to fighting the economic, financial and sovereign debt crisis can be
described as a combination of fiscal consolidation, financial sector stabilization, and profound
structural reform in the labor and product markets. Immediate action to strengthen government
finances and stabilize the financial system is necessary in the midst of any ctisis, to avoid further
instability and contagion. The primary objective of this solution would be to address impediments
to the fundamental drivers of growth by unshackling labor, product and service markets to foster
job creation, investment and productivity. Moreover, this approach would enhance an economy’s
competitiveness, growth potential and adjustment capacity. There are many ways to establish
successful structures that create long and sustainable economic growth, job creation and reduce
social unrest. The seven key techniques are summarized below. ‘

Technique 1: Implement financial sector reforms with bank recapitalization, deleveraging,
prudential capital requirements, the reorganization and downsizing of the banking sector, bank:
resolution regime, and the strengthening of banking regulations and supervision.

Technique 2: Develop entitlement reforms aimed at curtailing entitlements and selected social
-security benefits.

Technigue 3: Develop labor market reforms that reduce the minimum wage for a limited period
of time, and reform unemployment benefits in response to current economic conditions.
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Technique 4: Operationalize pension reforms by increasing the state pension age progressively
and curtailing early retirement.

Technique 5: Implement public administration reforms to modernize public administration
with the use of the latest technology to reduce inefficiency.

Technique 6: Increase competition in the non-tradable sectors such as electricity, transportation,
and telecommunications, as well as sheltered sectors such as legal, medical and pharmacy.

Technique 7: Initiate the privatization of government-owned enterprises.

These techniques will result in adjustments that address the root causes of fiscal crisis, and

increase competitiveness and growth; however, such a strategy will only yield posmve’ results in
the long term.

2.7.8. Implementation of stronger banking supervision and risk management

The primary goal of this solution would be to create a stronger banking risk management
framework to enhance supervision, improve depositor protection and minimize systemic risks.
Strict rules will help to prevent bank crises in the first place. And if banks do end up in difficulty,
a common framework may be established to manage the process, including a means to wind them
down in an orderly way. One of the key components would be to harmonize the deposit guarantee
system and establish a credit bureau for the management of potential nonperforming loans that
could lead to severe financial crisis. As a result of these initiatives, the occurrence and magnitude
of bank failures would be reduced, the protection of deposits would provide greater confidence
and stability, the country’s outstanding credit could be better managed via timely decisions, and
sovereign countries would be less exposed to bank bailout costs.

Stronger supervision would ensure effective enforcement of prudential requirements for banks,
requiring them to maintain sufficient capital reserves and liquidity. Sovereign country banks would
therefore be more solid, and their capacity to adequately manage risks linked to their activities
and to absorb losses would be strengthened.

It should be noted that the various financial engineering solutions outlined above should be
selected based on certain variables, such as the nature of the crisis, the country’s financial and
economic structure, the political situation and the state of the global economy. This study set outto
determine whether the IMF bailout process contributes to a recipient country’s financial recovery
and ongoing stability. Through an extensive high level review and analysis of the IMF literature,
which informed the development of our Spiral of Doom Model, the evidence indicates that the
IMF is no longer viable, and nor is itsustainable in today’s political, cultural and economic global
climate. This finding has significant implications for understanding how countries may develop

and implement various techniques and strategies to ensure their sound financial and economic
standing in the long term.

3. Cdnclusion

This is the first study to provide a comprehensive review and analysis of research that addresses
IMF bailout programs and makes several noteworthy contributions to the IMF literature by pro-
viding a new understanding of the IMF bailout process. This study is thereby particularly valuable
to countries that are seeking techniques to stabilize and strengthen their financial standing. Little
previous research examines the cumulative elements influencing IMF bailouts. And our findings
indicate that the fragmented literatuse is far from conclusive on the subject of the effectiveness of
IMF bailouts. The mixed results of empirical studies in this area are primarily due to methodologi-
cal problems, choice of events and variables, and data availability. The design and conditionality
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of IMF programs vary from one country to another, and it is therefore difficult for researchers to
conduct convincing IMF comparison studies. The contribution of the present empirical study is
the consolidation of the literature in the development of our IMF ‘Spiral of Doom’ framework.
A second contribution of this study lies in our proposed techniques and strategies that a country
might implement in pursuit of financial and economic stability. The implementation of policy
reforms needs to be further investigated, such as the interplay between the key factors of moral
hazard, bailout conditionality, corporate governance, financial engineering, leadership and other
economic variables. Furthermore, leadership is identified as a key driver of governance, change
and innovation, and it is imperative to address the dignity of all citizens residing in IMF program
recipient countries. _

We acknowledge that the recommendations identified in the “Alternative Financial Engineer-
ing Solutions to Bailouts” section require resources in terms of time and money. What requires
implementing immediately are quick, efficient, and cost effective solutions to enhance the stabil-
ity and confidence of domestically and internationally financial systems. Some may view these
implementations as highly challenging due to the complexity of global financial and ecohomic
system thus they may assert that it is not timely to consider any “grand” reform or significant
revision in international or multilateral structures. Turning to the financial aspects, the Greek debt
crisis has yet to be resolved, as does the recent Syrian refugee crisis which has imposed further
financial burdens on many countries which already experience financial distresses. The finan-
cial cost of host countries accepting millions of refugees has yet to be determined. We have not
observed any constructive agreements or plans between European countries, including Greece,
on how to jointly deal with the Syrianrefugee crisis, which would impose further financial burden
on Greece recovery.

Further research is required to enhance understanding of the effectiveness of the aid provided
by international official organizations such as the IMF and World Bank, in particular. Questions
that are worthy pursning and investigating include: What is the optimal research methodology
for measuring the effectiveness of IMF/World Bank bailouts? What is the impact of corporate
governance on the success of bailouts? Are studies on moral hazard meaningful? What is the
optimal structure of bailout conditionality? How can the financial support required for bailouts

be secured in the long term? Future research would further the consolidation of the IMF literature
and in turn, potentially impact on bailout policy.
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‘China “sad” that SriLanka

went to IMF and defaulted:
envoy

China's Ambassador to Colombo, Qi Znenhong

BY SHIHAR ANEEZ
Monday April 25,2022 2:23 pm

ECONMYNEXT - China is “sad” that Sri
Lanka went to the International
Mone'tary Fund (IMF) and defaulted on
its debt, Ambassador Qi Zhenhong said,
adding that China is watching the
island nation's negotiations with the
Washington-based lender.
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" “China has done its best to help Sri
Lanka not to default but sadly they went
to the IMF and decided to default,”
Ambassador Qi told reporters at a

media briefing in Colombo.

“The debt restructuring definitely will
have an impact on future bilateral
loans,” he said.

Ambassador Qi said in March that
China was considering a request for 1.5
billion US dollars in buyer’s credit and
another billion-dollar loan.

The IMF determined that Sri Lanka’s
debt was not sustainable or could not
be repaid with macro-economic
adjusiments involving rate and tax
hikes alone and had to restructure debt

to reduce the gross finance need to a

manageable level.



On April 12, Sri Lanka said it was
suspending payment on foreign debt
and will negotiate with creditors.

Now China was waiting for IMF talks to
progress and wanted more information
on debt restructuring. Sri Lankawill
negotiate with the Paris Club of western
donors, other lenders like China and

India, multilateral and separately with
bondholders.

~ “We are closely monitoring the IMF
discussion between Sri Lanka and
IMFE,” he said.

“Countries that colonised Sri Lanka
have more obligations to help at this
juncture.”

However China will continue to

disburse old loans as agreed, he said.
(Colombo/Apr25/2022)
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How the IMF Bungled the Greek Debt Crisis

”
&

Greece’s public debt, which was 120% of the GDP when the IMF undertook the
“rescue”, has since risen to 170%. If the objective underlying the bailout was the
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Greek riot policemen rest in front of graffiti written on the wall of a bank during violent demonstrations
over austerity measures in Athens, May5, 2010. Credit: Reuters/Yiorgos Karahalis
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In 2010, what has since come to be known as the Eurozone crisis, erupted. Tt
all started in Greece. Yields onthe Greek government bonds rose sharply-and

it was clear that the European country would not be able to repay its creditors
by raising funds from the market.

The IMF joined the European Union and the European Central Bank (the
“troika”) in providing a rescue package to Greece, which consisted of €80 bn
in bilateral loans provided by 15 euro area partners of Greece and €30 bn by .-
way of a Stand-by Arrangement provided by Greece. | B

It turns out that the “rescue” that was done was not of Greece at all. It was a
rescue of the private banks that had lent to Greece. The bank loans were duly
repaid by the funding provided by the EU and the IMF.
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In other words, the taxpayers’ money was used to bail out private banks — an
all too familiar story of “socialisation of losses”.

And what about Greece, the'éountry that was meant to be rescued? Well, some
five years on, its GDP has shrunk by nearly a third, its unemployment is at
around 24%, pensions have been cut and the public services have been
devastated by the fiscal austerity package forced on to it by the troika.

L Support Us

B s

)P when the “rescue” was
ve underlying the bailout was
h, it has been a clear disaster.

Cognise that the IMF bungled
the handling of the Greek crisis and now we even have a confirmation from

IME’s'own watchdog, the Independent Evaluation Office (IEO).

In a scathing report that was released last month, the IEO makes clear that
the IMF made a series of lapses that ultimately contributed to Greece’s
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seemingly unending misery.

Common sense tells us what the proper response to a debt crisis should be to
put the troubled economy on a path where it generates enough revenues to be
able to repay its debt. Or, to use jargon, we must ensure ‘debt sustainability’.

Debt sustainability happens when both, the lenders and the borrower, make
adjustments. Lenders agree to write-off some of the debt, and in return, the
borrower — the country facing a debt crisis — takes steps to put his house in
order by raising more revenues through the sale of assets, higher taxes or
better tax compliance, and by cutting back on expenditure. '

If lenders refuse to accept any loss on their loans, the entire burden of
adjustment falls on the borrower. Since people cannot be asked to make
sacrifices beyond a certain point, the required adjustment simply doesn’t

happen. The result is that the country ends up more steeped in debt than it
was when the rescue started off.

This is precisely what has happened with Greece. The IMF and its partners in
the troika went ahead with their bailout with little regard for the issue of debt
sustainability. The IEO report grimly notes:

Perhaps no other IMF decision connected with the euro area crisis
has received more criticism than that of providing exceptional access
financing to Greece when its sovereign debt was not deemed
sustainable with a high probability. The decision not to seek pre-
emptive debt restructuring left debt sustainability concerns
unaddressed. It also magnified the required fiscal adjustment, and




thereby, at least in part, contributed to a large contraction of output
and a subsequent loss of public support for the program.

- Why did the troika ignore the issue of debt restructuring that is so crucial to

sustainability?

The IEO report says that they were concerned about the “contagion” effects,
mainly that the private creditors in other countries would start dumping the

debt they were holding. The crisis in Greece would thus spread and engulf
other countries in the eurozone. o

While this was a legitimate concern, the IEO is of the view that the IMF should
have properly examined a range of options and prepared itself for the
contagion effects under each option and then presented the scenarios to the
board of directors. Instead, one option was simply rushed through.

Ignoring the issue of debt sustainability was a violation of the IMF’s policy of
‘exceptional access’, which requires it to satisfy the condition that the
distressed country’s debt should be sustainable ‘with a high probability’.

" The IMF staff went around that violation by building an exception to this

condition in the situations where systemic risk was involved. What is worse is
that this was done in a non-transparent manner and without adequate
deliberation on the part of the IMF’s board of directors.

The fact that the policy was being modified was concealed in the request for
the Stand-By Arrangement itself. In other words, a small group of

technocrats decided the policy on Greece without a proper oversight by the
IMF’s board.
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| [ The IEO points to several other failures over a long period. The IMF allowed
§ itself to be carried away by optimism of the euro project:

Before the launch of the euro in January 1999, the IMF’s public
statements tended to emphasise the advantages of the common
currency more than the concerns about it that were being expressed
in the broader literature. How a monetary union could be effective
without a fiscal, banking or political union is an issue that was
flagged in the literature. The IMF ought to have made a techmcal

E analysis of this crucial question. It failed to do so.
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E In the run-up to the financial crisis, the IMF’s surveillance failed to capture
the build-up of risks in the Eurozone which was signalled by widening
current account deficits of several countries. The IMF staff did not view
matters with objectivity. The IEO makes some damning observations:

Lack of analytlcal depth rigor, or spec1f1c1ty and the fallure to
-highlight sufficiently the need for stronger remedial action in a
currency union were among the factors that undermined the quality
and effectiveness of surveillance. At the euro area level, IMF staff's
position was often too close to the official line of European officials,

.and the IMF lost effectiveness as an independent assessor.

The IEO report highlights “groupthink and intellectual capture”, a “culture of
complacency”, “ad hoc task forces” and the non-availability of crucial

Nittnelm thawira inlarticlalacanamulimfeantde-qresce-crigis Aann An AA ATAN




ST = e

documents.

There were other failures as well. The IMF’s working arrangements with its
European partners were far from satisfactory. The growth projections for

Greece and Portugal were overly optimistic, and the lessons from past crises
were not applied.

Most importantly, there appears to be a complete lack of accountability
within the IMF. The former finance minister of Greece, Yanis Varoufakis, who
stood up to the troika and demanded the IMF functionaries who handled the
crisis be dismissed, paid the price by being ousted by his own party, Syriza.
Instead, the then head of the IMF’s mission in Greece has since been
promoted to become the European chief.

The mishandling of the Greece crisis is among the many costly errors that the
IMF has made over the years. In the East Asian crisis, it had imposed a similar
fiscal austerity on Thailand and other countries, a policy that was seenas
having prolonged the downturn in those countries.

The IMF promoted capital account liberalisation for many years before
changing its views-onitin 2012. In the run-up to the crisis of 2007, it saw
securitisation as promoting financial stability; as a result, it completely failed
to anticipate the build-up of risks in the financial system. In June of this year,
its deputy managing director went so far as to admit that neo-liberalism had
been oversold. Given the record of the IMF, it is legitimate to ask: how safe is
it for borrower countries to rely on IMF's advice?

Despite its record, the IMF has not proved amenable to the reform of its
governance. The US and other western nations have disproportionate voting
rights. The managing director’s post is reserved for Europeans (with the post

. of World Bank president being the preserve of the US).

PR Y E'S TR S SN IT DI D DU T TV T [ S

I




Bl :CONTACTUS ~ ABOUTUS

“ARCHIVES ~ PRIVACY POLICY -~

[HF¥RMATICS

b 1 SEEl INSTITLEOF
@ 5 L TECHNOLOGY

NEWS

©affected SL’s request for $ 2.5
billion from China: Chinese Envoy

AP’RIL 25,2022 BY NEWS ADMIN 0 COMMENTS

PSLIT URI

OO IR L KRR Y

SriLankan Airlines
suspends process to lease
aircrafts: Harsha De Silva

120 MPs currently against
Govt: Gammanpila

Gouvt's discussions with
IMF has affected SL's
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By Mandana Ismail Abeywickrema

Sri Lanl@ g @ngomg discussions with the International Monetary Fund
(IMF)ﬁﬁas had an impact on the ongoing discussion for a $ 2.5 billion
asststance sought by the Government of Sri Lanka as well as future
loans, Chinese Ambassador to Sri Lanka Qi Zhenhong said today (25).

Speaking to a group of selected senior journalists, the Chinese envoy
said both the Governments of China and Sri Lanka were still engaged in
discussions on the financial assistance package that includes $ 1 billion
loan facility and $ 1.5 billion line of credit.

“The Sri Lankan Government going to IMF has had an impact on the
discussions,” he said, adding that debt restructuring, which is an

important fact in IMF hegotiations, would have an impact on future loansé

owever, Zhenhong noted that China will closely watch the discussions |

between the government of Sri Lanka and the IMF.

He further noted that countries that had sought IMF bail outs had faced
strict conditions.

to Sri Lanka to the tune of $ 2.8 billion in different forms. -

#  The breakdown of the $ 2.8 billion assistance is — $ 1 b term facility,

Yuan 2 b ($ 300 m) assistance, $ 1.5 b swap.

However Zhenhong added that China has already provided assistance |

request for § 2.5 billion
from China: Chinese
Envoy

Court issues another travel

- ban on former CBSL

governor

Colombo Port sees
modest growth in
transshipment boxes
despite economic crisis
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Argentina gained independence from Spain in 1810.
Like Sri Lanka, Argentina is rich in agriculture with
vast fertile land. Unlike Sri Lanka, by 1913 Argentina

became one of the world’s 10t wealthiest states.
Like Sri Lanka, political instability became a factor
for Argentina’s decline. Unlike Sri Lanka, Argentin

' was ruled by the military for 60 years. Agriculture
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production fell as a result of import substitution
adopted by both governments. This created a large
government, large wage increases, inefficient

’**f‘* productlon & chronic inflation contributing to foreign

" debt for both nations. Measures taken by Argentina
were to make its currency (peso) equal to US dollar &
privatize state-run companies, which anyway led to
default, then recovery, then again default in 201 4&
2020. Argentina has defaulted on its debt 9 times &
currency devalued resulting in high inflation.
Argentinians realize what went wrong & are
demanding IMF be taken to international court.

Argentina like Sri Lanka had leaders following what
suited their party policies instead of what the country
& the people needed. The primary reasons for this
was western governments & their proxies placing
them in power to implement their agendas in
exchange to ignore corruptions by these
governments. West eventually used these
corruptions as bribes to further advance agendas.
Ultimately only countries & the people suffered.

Thus from an agriculture policy to industrialization to
nationalism to corporate was a hallmark of
governance in both countries. Argentina departed
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from a pro-West Catholic influence to a more state-
controlled economy in the 1940s no different to what

Mrs. Bandaranaike sought to achieve. That wasn'
allowed to last long.

Argentina could never control inflation on top of
which an armed conflict arose in 1982 with UK over
Falkland islands just like Sri Lanka began its 3
decade of armed conflict against LTTE in 1983.

It was in 1982 that Argentina went to IMF for
financial assistance just as Sri Lanka went to IMF in
1983 for a Standby Arrangement. Military |
dictatorship ended in Dec1983 with Raul Alfonsin
elected as President who too began IMF discussions
which failed. Argentina even changed its currency yet- -
in 1986 it failed to pay debt though debt was
renegotiated. !

New IMF agreements were reached in 1987 & 1989
but failed resulting in high inflation leaving Argentina
no choice but to privatize. Were these IMF failures
part of the privatization agenda? Is this what is
happening to Sri Lanka as well?

Argentina privatized almost every state owned
enterprise except for a couple of banks. Privatization
meant moving from public ownership to private profit
and thev raised prices to ensure their profits




and they raised prices to ensure their profits
increased providing no solace to the people. These
are areas that Sri Lanka has yet to experience and is
likely to experience going blindly with the
‘vrivatization’ chant,

Argentina went again to IMF in 1999 for a $7.2b
standby arrangement. Argentine debt was held in
bonds & inspite of selling it could not meet debt

payments. A situation no different to what Sri Lanka
just experienced. |

Argentina like Sri Lanka suffered an economic &
political crisis. Value of the currency in both
depreciated, unemployment in both countries
increased, income poverty grew.

Privatization was not the answer that Argentina
found out too late - they could blame economic
neoliberalization because privatization proved a
failure. Why is it then that the IMF worshippers and
stooges of private organizations promoting
privatization for Sri Lanka? It is only because a
handful stand to benefit.

Privatization in Argentina was promoted by the
Washington Consensus just as it is promoting same
in Sri Lanka.




2002 saw Argentina appoint 2 Presidents in the
gpace of 2 weeks, a likely scenario with the calls for

resent President of Sri Lanka to resign. President
girtchner decided to liquidate Argentinian debt to
|MF ($9.8b)in a single payment without refinancing
with venezuela buying Argentine bonds for $1.6b. By
2008 Venezuela held $6b in Argentine debt.

| Fast forward to 2021 Argentinians are urging its
overnment not to sign a debt restructuring deal with
|MF ~ quite the opposite is happening in Sri Lanka..

people are protesting not to sign with IMF in one
country and in the other country people protesting

The People of Argentina were well aware of the IMF
g the misery it brought Argentinians with austerity
measures. Argentina owed IMF $44b due since
2018. The agreement was to pay $19b each in 2022

and 2023..

|MF austerity measures generally hit only the

majority poor of both countries & would be hardly felt

: the richer which was why most of the upper
echelons in both countries were quick to jump to

a ccept IMF austerity measures. So long as it didn't

affect them, any bailout was acceptable.




do have dollars but they were in tax havens - thisis -
“the allegation being thrown in Sri Lanka too. |
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Argentinians suffered much during the 2001 financial
meltdown - currency was devalued, bank

withdrawals were banned after Argentina defaulted
on $93b debt. This is exactly what is happening to Sri
Lanka in 2022 after Sri Lanka's govt declared default.
Both countries lacked dollars to trade. Argentinians -

In looking at Argentina & IMF, Sri Lanka needs to
realize that Argentina did not get anywhere from
IMF bailouts on its advice. Argentinian economy did
not improve - it just got worse.

in the case of Argentina, IMF was not interested in
addressing the root causes of Argentina's financial
crisis, no different to the situation in Sri Lanka.
Plastering the problem is not the solution, short or
even long term. Both countries require to create
production capacities to trigger growth.

Trade Unions, general public, human rights activists
all joined with slogans against the IMF,

““WWe don’t have to bow our heads and pay the Fund as
the government of Alberto Ferndndez is doing.



We say that scams are not to be paid, and we say no

to the impunity of those responsible for surrendering
our sovereignty.

We've seen this story many times before in Argentina,

and it always ends with an adjustment for working
people.”

Myriam Bregman

IMF has given billions on credit but always with a
condition — countries had to sell off valuable state
assets & cut country budgets often only hitting the
middle class and poor. Since 1956 Argentina has
taken IMF funding 22 times as against the 15 times
by Sri Lanka since 1965. Argentina took $57b in
2018. |
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Just like US-agents operating think tanks in Sri Lanka
who had been former IMF officials and are pushing
Sri Lanka to come under IMF control, Argentina’s
$57b loan was as afavor because the president of
the IADB was an exIMF board member.

Argentina’s loan came timed for elections to sway
" victory in favor of pro-US candidate and it will be
interesting how IMF will drag discussions ahead of
possible Sri Lanka’s elections in early 2023,
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In Argentina, the pro-US candidate lost but it meant
the winner was saddled with repayment of $20b no
different to the good governance ISBs that the

present govt ended up having to pay. The scenario
was identical.

The IMF loan to Argentina enabled the wealthy to
take their money out of the country. IMF was not
bothered ~ they were happy that the government
was agreeing to privatize and cut down on benefits
to the people & IMF was not bothered that people

were suffering as the government was not bothered
too.

IMF issued an unprecedented report claiming its
2018 loan ($44.5b over 10 years) failed to ‘deliver on
its objectives’. IMF even placed formal restrictions
on Argentina’s fiscal response to Covid - 125,000
people died. Health, education, income of public
workers are always what IMF wants govts to cut
spending on.

Argentina then visited Russia and China & agreed to
join China's Belt & Road Initiative. That was when the
trouble started just as was the case for Sri Lanka.
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It is true governments are the cause, but these
causes are invariably created by these international
vultures who tempt governments to take loans as
taking loans means their entities can give more
loans as bailouts with interest.

The Argentinians are demanding IMF be held
responsible for its financial colonialism and take
Argentina’s case to the International Court of Justice
to reclaim Argentina's sovereignty. The People of
Argentina are demanding international justice
‘against what IMF has done & the success of this will
-encourage other nations to pursue same.

Shenall D Waduge






