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Sri Lanka’s difficult road ahead  

Sri Lanka’s central bank announcement did not come 

as a surprise to investors. Indeed, the country’s 

economic condition has progressively deteriorated 

over the past two years.  After recently experiencing 

massive food and fuel shortages, the government 

declared a state of emergency on 1 April due to 

surging public protests, only to later rescind the order 

as they swelled further. As foreign exchange 

reserves dwindled, the government ultimately 

decided to suspend all payments to foreign debtors 

until a formal restructuring could be negotiated, 

thereby averting a potential humanitarian crisis.  

We believe that sovereign defaults do not occur in a 

vacuum, but are the product of a country’s economic 

structure, policy decisions, and external macro 

shocks that accrue over time. In particular, balance-

of-payment crises are nothing new in Sri Lanka: 

since 1965, the country has received 16 loans from 

the International Monetary Fund (IMF). As an island 

nation that relies on hard currency from exports and 

services to purchase critical goods, foreign exchange 

reserves have always been a vital metric for credit 

investors.  

 

1 Rating agency Fitch Ratings is reported to view Sri Lanka’s foreign 

debts on a default process. Although the central bank has stated that 

payments on the USD-bonds will not be made, default will only 

Over the past two years, the country has faced a raft 

of unanticipated challenges that exacerbated this 

historical financial vulnerability. Capital inflows 

suffered due to COVID-19 travel restrictions that 

crippled the economically important tourism sector. 

International tourists’ arrivals fell by 61.7% in 2020. 

Additionally, the government banned fertiliser 

imports in April 2021, an unexpected decision that 

reduced productivity and revenues in the tea and 

rubber industries – two of the nation’s key exports. 

As a result, foreign exchange reserves progressively 

decreased to dangerously low levels (see Chart 1). 

Chart 1: Sri Lanka’s dwindling foreign exchange 

reserves (US dollars, millions)2  

 

technically occur when bond-coupon payments are missed on 18 April 

and the passage of 15-30 days.    
2 Central Bank of Sri Lanka, as of 13 April 2022. 
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On 12 April, the Central Bank of Sri Lanka announced that it 

would suspend payments on US $51 billion in offshore debt 

obligations to preserve the nation’s dwindling foreign reserves. 

The statement indicated that technical default was imminent1.  In 

this investment note, Fiona Cheung, Head of Global Emerging 

Markets Fixed Income Research, and Joseph Huang, Head of 

Fixed Income Research, South Asia, explain the difficult road ahead for Sri Lanka amid default and 

restructuring, as well as the unique lessons this incident offers investors for adopting holistic credit 

frameworks to assess sovereign high-yield credits.  

https://www.imf.org/en/Countries/LKA
https://www.imf.org/en/Countries/LKA
https://www.bloomberg.com/news/articles/2022-04-13/sri-lanka-downgraded-by-s-p-on-virtual-certainty-of-default
https://sltda.gov.lk/storage/common_media/Arrivals%20Report%20December%2020213197937830.pdf
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Although the economy showed signs of potential 

recovery in the first quarter of 2022, the rise of global 

inflation, particularly in energy and food, coupled with 

the Russia-Ukraine conflict (these two countries 

accounted for a significant number of tourists), posed 

new challenges. Ultimately, a widening dual deficit 

(current account and fiscal) and depreciating rupee 

forced the government to decide how its limited 

resources would be used.  

A holistic approach to assess credit risk: 

Lessons from Sri Lanka  

The imminent default of Sri Lanka provides a unique 

case study for investors to understand how 

fundamental credit analysis can intersect with ESG 

factors to produce a more robust assessment of a 

country’s creditworthiness.   

Indeed, while traditional credit metrics showed the 

country’s potential vulnerability to a balance of 

payments of crisis, as early as 2018 we identified 

other ESG-related factors that investors could 

consider to enrich the analysis.     

• From a “G” or governance perspective, the 

current prime minister assumed office during the 

constitutional crisis of 2018, during which the 

previous president appointed two concurrent 

prime ministers despite two no-confidence 

motions from the parliament. While this incident 

was resolved legally, and the current Prime 

Minister Mahinda Rajapaksa was again 

appointed by his brother, Gotabaya Rajapaksa 

(who had become president after winning 

the 2019 presidential election), it hurt the 

governance integrity of the country and raised 

broader questions about the regime’s 

commitment to transparency, including not 

publicizing the details of lending and investment 

agreements with other countries.  

 

• These concerns also spread to the “S” or social 

realm. A lower quality of governance could have 

contributed to growing sectarian violence in the 

country, and the possibility of more social 

instability over the longer-term.   

 

3  The IMF is likely to provide initial, smaller support to avert a 

humanitarian crisis. However, a more substantial package, including 

A potential road map forward for Sri Lanka  

Looking forward, we envisage a long, difficult road 

ahead for Sri Lanka. Indeed, default is just the 

beginning of an extended process required to 

address the underlying problems, as well as 

negotiate with a disparate group of offshore bond 

holders.   

The first order of business is to restore political order 

in a country that faces a humanitarian crisis and has 

not experienced stability for several years. Protestors 

are calling for the resignation of Prime Minister 

Mahinda Rajapaksa, whose cabinet quit en masse in 

early April.  He has indicated that he will not step 

down.   

A complete political reset in this environment may not 

be possible. Still, a caretaker government may be a 

necessary first step to regain the people’s trust, as 

well as key international financial stakeholders for 

significant lending packages. Although the previous 

constitutional crisis took around two months to 

resolve, we believe it could take much longer this 

time around due to the severity of the crisis, the 

scope of the changes needed, and the limited 

options available.   

We think once a stable political environment is 

achieved, the real work can begin.  

• The country will need to secure financing from 

the IMF3  to get back on its feet via a formal 

restructuring. This may not happen immediately 

because the government will have to adopt 

economic policies that will give the IMF and 

other stakeholders confidence that the 

leadership has the country on the right policy 

path.  

 

• Allies such as China and India are likely to 

provide some form of financial help to Sri Lanka, 

probably in the form of credit lines to purchase 

commodities. However, this assistance is 

unlikely to address the more acute economic 

pain around debt restructuring and austerity.  

 

Finally, we think that the restructuring process will be 

long and arduous, given the aforementioned 

debt restructuring and relief, will likely only be established under a more 

stable political environment. 
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obstacles. Investors may look to other emerging 

market examples such as Lebanon and Ecuador, as 

potential templates (with some differences) for how 

the pace of negotiations may proceed and the level 

of haircuts ultimately required. We believe 

bondholders of Sri Lanka debt are likely to face a 

bond face value haircut in the 20-50% range plus 

distress exchanges into new bonds with reduction in 

coupon rate and the extension of bond tenors up to 

15 years or so. 

 

A final word 
 
Governance risks exist in every credit market, whether 

they are developed or emerging. However, the nature 

of governance risks and how they should be assessed 

differ significantly between these two types of 

markets. In Asia, we believe that a more holistic credit 

assessment framework, integrating both quantitative 

and qualitative factors, is integral in fully understanding 

the risks.  

 

Besides Sri Lanka, high-profile default should remain 

fresh in the memory of other Asian US dollar/high-

yield investors over the past year. Indeed, markets 

can be too complacent with the custom belief that 

potential bailouts and recovery would be in place 

without testing that assumption. Thus, qualitative 

factors in assessing Asian sovereign or corporate 

credits are imperative. We believe that a more holistic 

credit assessment framework, integrating both 

quantitative and qualitative factors, is critical as there 

should be no room for any benefit of doubt when 

assessing Asian credits.  
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Disclaimer 
 

A widespread health crisis such as a global pandemic could cause 

substantial market volatility, exchange-trading suspensions and closures, 

and affect portfolio performance. For example, the novel coronavirus 

disease (COVID-19) has resulted in significant disruptions to global 

business activity. The impact of a health crisis and other epidemics and 

pandemics that may arise in the future, could affect the global economy 

in ways that cannot necessarily be foreseen at the present time. A health 

crisis may exacerbate other pre-existing political, social and economic 

risks. Any such impact could adversely affect the portfolio’s performance, 

resulting in losses to your investment 

Investing involves risks, including the potential loss of principal. Financial 

markets are volatile and can fluctuate significantly in response to 

company, industry, political, regulatory, market, or economic 

developments.  These risks are magnified for investments made in 

emerging markets. Currency risk is the risk that fluctuations in exchange 

rates may adversely affect the value of a portfolio’s investments.  

The information provided does not take into account the suitability, 

investment objectives, financial situation, or particular needs of any 

specific person. You should consider the suitability of any type of 

investment for your circumstances and, if necessary, seek professional 

advice. 

This material is intended for the exclusive use of recipients in jurisdictions 

who are allowed to receive the material under their applicable law. The 

opinions expressed are those of the author(s) and are subject to change 

without notice. Our investment teams may hold different views and make 

different investment decisions. These opinions may not necessarily 

reflect the views of Manulife Investment Management or its affiliates. The 

information and/or analysis contained in this material has been compiled 

or arrived at from sources believed to be reliable, but Manulife 

Investment Management does not make any representation as to their 

accuracy, correctness, usefulness, or completeness and does not accept 

liability for any loss arising from the use of the information and/or analysis 

contained. The information in this material may contain projections or 

other forward-looking statements regarding future events, targets, 

management discipline, or other expectations, and is only current as of 

the date indicated. The information in this document, including 

statements concerning financial market trends, are based on current 

market conditions, which will fluctuate and may be superseded by 

subsequent market events or for other reasons. Manulife Investment 

Management disclaims any responsibility to update such information. 

Neither Manulife Investment Management or its affiliates, nor any of their 

directors, officers or employees shall assume any liability or 

responsibility for any direct or indirect loss or damage or any other 

consequence of any person acting or not acting in reliance on the 

information contained here.  All overviews and commentary are intended 

to be general in nature and for current interest. While helpful, these 

overviews are no substitute for professional tax, investment or legal 

advice. Clients should seek professional advice for their particular 

situation. Neither Manulife, Manulife Investment Management, nor any 

of their affiliates or representatives is providing tax, investment or legal 

advice.  This material was prepared solely for informational purposes, 

does not constitute a recommendation, professional advice, an offer or 

an invitation by or on behalf of Manulife Investment Management to any 

person to buy or sell any security or adopt any investment strategy, and 

is no indication of trading intent in any fund or account managed by 

Manulife Investment Management. No investment strategy or risk 

management technique can guarantee returns or eliminate risk in any 

market environment. Diversification or asset allocation does not 

guarantee a profit or protect against the risk of loss in any market. Unless 

otherwise specified, all data is sourced from Manulife Investment 

Management. Past performance does not guarantee future results.  

 

 

Manulife Investment Management 

Manulife Investment Management is the global wealth and asset 

management segment of Manulife Financial Corporation. We draw on 

more than a century of financial stewardship to partner with clients across 

our institutional, retail, and retirement businesses globally. Our specialist 

approach to money management includes the highly differentiated 

strategies of our fixed-income, specialized equity, multi-asset solutions, 

and private markets teams—along with access to specialized, 

unaffiliated asset managers from around the world through our 

multimanager model. 

 

This material has not been reviewed by, is not registered with any 

securities or other regulatory authority, and may, where appropriate, be 

distributed by the following Manulife entities in their respective 

jurisdictions. Additional information about Manulife Investment 

Management may be found at manulifeim.com/institutional 

Australia: Manulife Investment Management Timberland and 

Agriculture (Australasia) Pty Ltd, Manulife Investment Management 

(Hong Kong) Limited. Canada: Manulife Investment Management 

Limited, Manulife Investment Management Distributors Inc., Manulife 

Investment Management (North America) Limited, Manulife Investment 

Management Private Markets (Canada) Corp. China: Manulife Overseas 

Investment Fund Management (Shanghai) Limited Company. European 

Economic Area Manulife Investment Management (Ireland) Ltd. which 

is authorised and regulated by the Central Bank of Ireland Hong Kong: 

Manulife Investment Management (Hong Kong) Limited. Indonesia: PT 

Manulife Aset Manajemen Indonesia. Japan: Manulife Investment 

Management (Japan) Limited. Malaysia: Manulife Investment 

Management (M) Berhad  200801033087 (834424-U) Philippines: 

Manulife Investment Management and Trust Corporation. Singapore: 

Manulife Investment Management (Singapore) Pte. Ltd. (Company 

Registration No. 200709952G) South Korea: Manulife Investment 

Management (Hong Kong) Limited. Switzerland: Manulife IM 

(Switzerland) LLC. Taiwan: Manulife Investment Management (Taiwan) 

Co. Ltd. United Kingdom: Manulife Investment Management (Europe) 

Ltd. which is authorised and regulated by the Financial Conduct Authority  

United States: John Hancock Investment Management LLC, Manulife 

Investment Management (US) LLC, Manulife Investment Management 

Private Markets (US) LLC and Manulife Investment Management 

Timberland and Agriculture Inc. Vietnam: Manulife Investment Fund 

Management (Vietnam) Company Limited.  

 

Manulife, Manulife Investment Management, Stylized M Design, and 

Manulife Investment Management & Stylized M Design are trademarks 

of The Manufacturers Life Insurance Company and are used by it, and 

by its affiliates under license. 
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