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Executive Summary

Sri Lanka'’s fiscal adjustment—nearly 8 percent of GDP since 2021—has been exceptionally large by
both historical and international standards. It has been critical in stabilizing the economy, reducing
fiscal imbalances, and restoring macroeconomic stability.

With macroeconomic stability largely restored, Sri Lanka can now consider a more balanced fiscal
strategy. The sharp fiscal adjustment adversely impacted households through higher indirect taxes
and substantially lower real public sector wages and contributed to slower economic growth due to
the decline in public investment. Given various combinations of primary balance and real GDP growth
that achieve key debt targets, Sri Lanka could consider carefully recalibrating fiscal policy to manage
the trade-offs between stronger fiscal buffers and growth, equity, and sustainability.

This PFR analyzes how to make Sri Lanka’s ongoing fiscal adjustment more sustainable, equitable,
and growth-friendly. The PFR finds that this balance can be achieved as Sri Lanka can (i) raise an
additional 1.5-2.0 percent of GDP in revenue by 2029 without hurting equity and growth, and (ii)
improve efficiency and equity of spending within the current spending envelope, since further
spending cuts or increases are not feasible. On the revenue side, this would entail increasing reliance
on direct taxes, modernizing and digitizing tax administration, and improving tax morale; and on the
expenditure side, improving wage bill management, reorienting capital spending towards
infrastructure gaps, and improving targeting of social assistance.

Improved Revenue Mobilization

The revenue adjustment since 2022 has been significant, with a near 5-percentage-point increase
in tax-to-GDP to 12.3 percent in 2024. This was driven by sharp increases in tax rates from a low
base.

However, this adjustment has strained a narrow tax base. Over 75 percent of the adjustment has
come from indirect taxes, which are regressive and have disproportionately affected the poor. Tax
morale remains low, driven by unpredictable policy changes, perceived inequities in burden sharing,
and weak transparency and accountability.

The report identifies three core areas for reform for sustainable and equitable revenue mobilization:
(i) increasing reliance on direct taxes, (ii) modernizing and digitizing tax administration, and (iii)
focusing on taxpayer engagement to improve tax morale.

Key recommendations:

« On tax policy, introduce a minimum corporate income tax at an effective rate of 15 percent, publish more
detailed information on cost and benefits of tax incentives, adopt a comprehensive tax incentives policy,
and improve tax compliance among high-net-worth individuals.

+ On tax administration, digitize the Inland Revenue Department, starting with developing an IT governance
policy; adopt risk-based approaches; and enact a new Tax Administration and Procedures Law.

« On tax morale, ensure that tax policy changes cannot be made in-year, improve pre-change consultation
processes, simplify processes such as e-filing and payment, make prompt refunds, and actively
communicate tax policy changes and administrative processes, especially in key areas like refunds.



Expenditure Efficiency and Equity

Given the low baseline levels and high rigidity of expenditure, there is limited room for further cuts
or increases. However, there is significant potential to improve the efficiency, equity, and growth
impact of spending. The report focuses on three major spending areas: public sector wages, capital
expenditure, and transfers and subsidies, which together account for over 92 percent of non-interest
spending.

The public sector wage bill, while low in GDP terms (5.0 percent in 2023), is characterized by a large
headcount and a fragmented pay structure dominated by allowances. Real wages and pensions have
declined sharply due to inflation, disproportionately affecting lower-income civil servants.

Key recommendations:

e Gradually reduce headcount through attrition while preserving frontline workers, establish a pay
commission to review and rationalize compensation structures, and modernize payroll systems to improve
efficiency and transparency.

Capital expenditure, which fell to 3.4 percent of GDP in 2023, below the 2017-22 average of 4.4
percent, is characterized by unclear prioritization, low execution rates, and underinvestment in
maintenance.

Key recommendations:

» Reprioritize capital spending towards key infrastructure gaps, fast-track projects close to completion, and
reallocate resources from stalled projects. Also, strengthen public investment management in line with the
new Public Financial Management Act, improve project appraisal and monitoring, and increase allocations
for routine maintenance.

Transfers and subsidies, averaging 1.6 percent of GDP over 2017-23, are poorly targeted. The
transition from Samurdhi to Aswesuma in 2023 aimed to improve targeting through a social registry
and a multi-dimensional deprivation score. However, early evidence suggests gaps in coverage and
targeting efficacy.

Key recommendations:

» Align the eligibility criteria more closely with monetary deprivation, expand the social registry, and enhance
administrative data quality. Over the longer term, phase out universal subsidies, particularly for fertilizer and
water, and replace them with targeted transfers.



Structure of the Report

The Public Finance Review (PFR) report focuses on the following question: how can Sri Lanka’s
ongoing fiscal adjustment be more sustainable, equitable, and growth-friendly?

» Chapter 1, "Rebalancing the Fiscal Adjustment," highlights different potential fiscal policy
combinations that can help the country achieve an optimal balance between maintaining
macroeconomic stability and building buffers, and supporting equity and growth, while meeting
debt sustainability targets, including by slightly relaxing the targeted primary balance surplus.

» Chapter 2, "Sustainable, Progressive, and Growth-Friendly Revenue Mobilization," highlights
structural issues in the tax system and identifies policy reforms to address these issues in a
sustainable manner. These reforms, around (i) reforming tax incentives provision; (i)
modernizing, digitizing, and moving toward risk-based approaches to tax administration; and (iii)
improving the predictability of tax policy, with a focus on taxpayer engagement to improve tax
morale, can lay the foundation for securing a long-term revenue adjustment.

« Chapter 3, "More Efficient, Equitable, and Growth-Oriented Government Expenditure,” focuses on
expenditure management in three key areas: the public sector wage bill, capital expenditure, and
transfers and subsidies, which take up over 92 percent of non-interest related spending. Given
little room to cut expenditures, this chapter focuses on (i) strengthening public investment
management to improve the outcomes from capital expenditure spending, (ii) transitioning away
from universal subsidies and moving to targeted transfers to improve spending efficiency and
equity, and (iii) improving the management of the public sector wage bill.

Together, the policies identified in the PFR provide a fiscal pathway towards positive outcomes for
growth, poverty reduction, and debt sustainability.



Chapter 1: Rebalancing the Fiscal Adjustment

1.1 Introduction

Sri Lanka has made remarkable progress towards economic stabilization since the crisis. After a
cumulative contraction of 9.6 percent in 2022 and 2023, growth is estimated to have rebounded by
around 5 percent in 2024. The banking system'’s net foreign assets, which fell to negative US$6.4
billion in 2022, have improved substantially, reaching USS$1.5 billion by the end of 2024. Monetary
policy has undergone significant improvements, contributing to inflation stabilization and fostering a
more sustainable economic trajectory. Following its sharp depreciation in 2022, the Sri Lankan rupee
has also appreciated and stabilized (Table 1.1). Together, fiscal and monetary efforts to tackle
inflation benefited households, especially vulnerable segments, although prices remained high well
into 2024. Debt sustainability is expected to be restored with the completion of debt restructuring—
an essential step toward regaining access to financial markets.

A substantial fiscal adjustment was central to Sri Lanka’'s stabilization efforts, with the primary
balance improving by 7.9 percent of gross domestic product (GDP) between 2021 and 2024, from a
low base. This was primarily driven by significant revenue measures, including reversing past policy
missteps and increasing taxes on a narrow existing base. Additionally, constrained public
investment—due to rationalization measures and limited external financing—along with cuts to some
non-interest recurrent spending helped keep total spending in check. These efforts led to a primary
surplus and reduction in the gross financing needs (GFN) and the debt-to-GDP ratio, easing pressure
on the domestic debt market and limiting the need for monetary financing. A substantial adjustment
was essential due to Sri Lanka’s already fragile fiscal position.

However, the large fiscal adjustment is likely having some adverse impacts as well. Real GDP,
despite rebounding in 2024 from a low base, is not expected to return to its 2018 level until 2026.
Low disposable income, constrained public investment, and restrained public expenditure are likely to
keep growth subdued, with medium-term projections hovering just above 3.1 percent in both
International Monetary Fund (IMF) and World Bank forecasts published between 2022 and 2024. The
fiscal adjustment has also disproportionately impacted the poor, who continue to grapple with job
and income losses and higher taxes. Food prices remain more than double their pre-crisis levels and
real wages are yet to recover. In response to macroeconomic conditions, many households have
scaled back spending on human capital, particularly on nutrition, healthcare, and education.

Moving forward, fiscal policy needs to strike a balance between debt sustainability, economic
growth, and equity to support a sustainable, inclusive recovery. While macroeconomic stabilization
has largely been achieved, Sri Lanka remains highly vulnerable to shocks and has limited buffers.
Meeting the IMF Extended Fund Facility (EFF) debt targets is crucial for restoring investor confidence
and regaining market access. A well-designed fiscal policy can uphold discipline and ensure debt
sustainability while fostering long-term, inclusive growth.

This chapter of the PFR (i) examines Sri Lanka’s fiscal adjustment from 2021 to 2024, assessing its
scale, scope, and pace; (ii) evaluates the impact of the adjustment on economic stability, growth,
equity, and debt sustainability; and (iii) draws on recommendations from the revenue and expenditure
chapters to guide potential fiscal recalibration. The World Bank’s forthcoming Country Growth & Jobs



Report will provide a deeper analysis of priority reforms needed to accelerate sustainable growth.

Table 1.1: Key Economic Indicators

Indicator
: — 2021 2022 2023 2024p
(percent of GDP, unless otherwise specified)
3.1 5.6

Growth of real GDP per capita (percent) -7.5 1.7
GDP growth (percent) 4.2 -7.3 -2.3 5.0
Agriculture 1.0 -4.1 1.6 1.2
Industry 57 -16.0 -9.2 11.0
Services 3.4 -2.6 -0.2 2.4
Total investment 35.3 22.6 21.8 25.2
Public consumption 10.2 11.2 10.8 10.1
Private consumption 60.6 66.2 66.5 65.9
Unemployment (percent of labor force) 5.1 47 4.7 4.4
Inflation (annual average, percent) 6.0 46.4 17.4 1.2
Fiscal revenues 8.3 8.4 11.2 13.7
Fiscal expenditures 20.0 18.6 19.5 20.5
Interest payments 6.0 6.5 9.0 9.0
Public sector balance -11.7 -10.2 -8.3 -6.8
External financing -0.1 1.8 1.8 1.1
Domestic financing 11.8 8.5 6.5 5.7
Public debt 110.3 119.2 111.7 100.7
External debt 37.0 51.8 42.5 34.9
Domestic debt 73.3 67.4 69.2 65.8
Current account balance -3.7 -1.9 1.7 1.2
Net Foreign Direct Investment 0.6 1.1 0.8 0.7
International reserves 3.5 2.5 5.2 6.2

Poverty at $4.20/day (Purchasing Power Parity, PPP,

13.4 23.1 27.5 24.9
percent of pop.)
Female-male labor participation (percent) 31.8 32.1 31.3 n.a.
GDP per capita, US$ 3,999.4 3,464.3 3,800.7 4,516.3

Source: Ministry of Finance, Central Bank of Sri Lanka, World Bank staff computations.
Note: The public debt-to-GDP ratio for 2024 is a World Bank estimate. Public debt has been decomposed based on the residency
criterion.

1.2 Weak fiscal management was a primary driver of the economic crisis

Sri Lanka’s weak fiscal performance and its link to macro imbalances is well documented.’ Weak
fiscal management was broadly characterized by (i) one of the lowest tax revenue collections
globally, due to a narrow and shrinking tax base, multiplicity of discretionary exemptions, continued
reliance on regressive and growth-limiting trade taxes, and weaknesses in tax administration; (ii) rigid
public spending, with over two-thirds of total expenditure absorbed by salaries, pensions, and
interest; (iii) consistently high deficits and weak adherence to fiscal rules, leading to multiple

1 Systematic Country Diagnostic (2021), World Bank; Public Expenditure Review (2019), World Bank; Moore, M. (2017). The Political Economy of Long-
Term Revenue Decline in Sri Lanka. International Centre for Tax and Development (ICTD) Working Paper 65.



amendments to the Fiscal Management Responsibility Act of 2003 to circumvent compliance;? and
(iv) ineffective debt management and risky borrowing practices, which increased debt levels and
interest costs and ultimately led to default. Weak governance, lack of transparency, and poor
accountability exacerbated resource misallocation, undermining social equity and raising concerns
that economic policies disproportionately benefit the wealthy. Furthermore, ineffective targeting of
social programs and overreliance on inequitable indirect taxation hampered fiscal policy's
effectiveness in reducing poverty and inequality.

Low revenues were a key driver of the crisis, exacerbated by poor monetary policy choices. As
expenditures became rigid due to past fiscal consolidation efforts, which were expenditure-focused,
attention shifted to revenue generation in 2015. While there was some success in raising revenue
under an IMF program in 2015 and 2016, total revenue collection collapsed to just 8.3 percent of
GDP and the fiscal deficit surged to 11.7 percent of GDP in 2021, largely due to a poorly planned tax
stimulus package introduced in 2019. This package severely weakened revenue generation, leaving
revenue insufficient to cover salaries and interest payments. The subsequent monetization of large
deficits fueled inflation, and efforts to defend the currency at the cost of reserves depleted Sri
Lanka's foreign reserves before the currency was allowed to depreciate (Box 1.1).

I Box 1.1: Sri Lanka’s Economic Crisis of 2022 and its Aftermath

Longstanding structural weaknesses—including weak governance, low competitiveness, lack of fiscal
discipline, and poor monetary policy choices—plunged Sri Lanka into an unprecedented crisis in 2022.
Chronic fiscal mismanagement, exacerbated by low revenue collection and risky commercial borrowing,
led to high deficits, large gross financing needs, and unsustainable debt. An inward-focused economic
model further constrained trade, investment, and growth, while monetary policy contributed to boom-
bust cycles. The 2019 tax cuts severely weakened fiscal buffers, and shocks—including the 2018
political crisis, the 2019 Easter bombings, and COVID-19—intensified economic vulnerabilities. Losing
access to international financial markets in 2020 due to credit rating downgrades, Sri Lanka had nearly
depleted its foreign reserves by April 2022. Meanwhile, the Central Bank of Sri Lanka (CBSL) defended
the currency while monetizing deficits, triggering severe shortages of food, fuel, and medicine alongside
soaring inflation. With no viable alternatives, Sri Lanka defaulted on its external debt in April 2022, and
the currency depreciated by 81.2 percent in 2022. The delayed policy response deepened the crisis,
leading to a sharp economic contraction of 7.3 percent in 2022. Job losses and high inflation translated
into severe income losses and a sharp decline in households’ purchasing power. Poverty is estimated to
have more than doubled from 11.5 percent in 2019 to 27.5 percent in 2023 (based on the $4.20,2021
PPP, per person per day poverty line). A quarter of the population was food insecure by 2023.3
Ultimately, policy mistakes and economic mismanagement by political authorities and the bureaucracy
sparked mass protests, resulting in the first-ever government ouster through public demonstrations.

Amid the crisis, the government implemented a series of reforms to restore macroeconomic stability.
Following the external debt suspension announcement in April 2022, the government entered an IMF
program in March 2023 and initiated debt restructuring discussions. As part of the IMF program, the
government introduced key reforms, including cost-reflective utility pricing, new revenue measures, and
a return to prudent monetary policy. Additionally, legislation was enacted to strengthen public debt
management, financial management, central bank independence, electricity sector reforms, and the
investment climate.

2 The Fiscal Management Responsibility Act of 2003 set limits on public debt, fiscal deficits, and guarantees as a percentage of GDP, emphasizing
responsible fiscal management and public oversight. Since its enactment, Sri Lanka has failed to meet the budget deficit target, leading to amendments
in 2013 and 2016 to delay compliance with the public debt and guarantee limits. Continued non-compliance undermined the credibility of the framework
and long-term fiscal sustainability. With reforms, the new Public Financial Management (PFM) Act of 2024 (see Box 3.3) introduced a target on primary
expenditure, removed the debt ceiling, and strengthened transparency and accountability mechanisms.



Table 1.1.2. The economic crisis had a severe impact on poverty. Social protection was key to preventing further
poverty increase during the fiscal adjustment.

Change in Poverty, Change in inequality,
percentage points (pp) Gini points
Baseline: Poverty and Inequality in 2019 11.3 37.7
COVID-19, 2020 +1.4 +0.3
COVID-19 aftermath, 2021 +0.4 +0.1
Economic Crisis, 2022 +0.3
Total Fiscal reforms, mid 2022-early 2024 -0.7 -4.9

Electricity subsidy removal N/A

Direct Taxes (Personal Income Tax,

PIT/Pay as your earn, PAYE) + Direct

Transfers (Samurdhi, cash transfer -6.4 =87
schooling programs, non-

contributory pensions)

Indirect Subsidies + Indirect Taxes +0.0

In-kind Transfers N/A -1.3

Source: World Bank staff computations.

These reforms contributed to improved external and fiscal balances and the resumption of economic
growth. Revenue measures reinforced fiscal health, while a shift to a market-determined exchange
rate—supported by recovering tourism, remittance inflows, increased assistance from development
partners, and continued debt service suspension—helped build external buffers. By the end of 2024,
usable official reserves had risen to $4.7 billion (equivalent to three months of imports), and the rupee
appreciated by 19.4 percent from the end of 2022 to the end of 2024. The economic contraction was
limited to 2.3 percent in 2023, while inflation moderated to single digits by mid-2023 before turning
deflationary in late 2024. Reforms in the financial sector, trade, investment, and governance, including
anti-corruption measures, are expected to continue under the administration elected in 2024.

Debt restructuring was nearly completed by the end of 2024. The country completed domestic debt
restructuring in September 2023. The restructuring is expected to reduce annual GFN by 1.5 percent of
GDP in 2027-2032, on average. The financial sector-held domestic currency denominated securities
were excluded to reduce the risks to the sector’s stability. Agreements on restructuring US$10 billion of
official debt were reached in June 2024, with the government signing agreements with the Official
Creditor Committee (co-chaired by Japan, India, and France), and China Exim Bank, and reaching an
agreement in principle with the China Development Bank. By the end of December 2024, a proposal to
restructure USS12.5 billion worth of external commercial debt (in the form of International Sovereign
Bonds) was implemented, resulting in the successful exchange of 97.9 percent of Sri Lanka’s external
debt.

However, the crisis's impact lingers. Household budgets are still strained by tax hikes, high prices, and
job losses. Real wages remain between 14 and 24 percent lower than their pre-crisis level in the private
and public sector, respectively, and labor force participation continued to contract from 48.6 percent in
the second quarter of 2023 to 47.8 percent in the second quarter of 2024 (down from 52.3 percent in
2019). Food insecurity remains high, and human capital outcomes continue to decline. The share of the
population vulnerable to poverty has increased, with a third of the population living in poverty or within
20 percent of the poverty line in 2024.

Source: World Bank Sri Lanka Development Updates (2023, 2024).

3 https://reliefweb.int/report/sri-lanka/sri-lanka-household-food-security-survey-preliminary-findings-december-2023
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1.3 The fiscal adjustment since 2021 has been essential for stabilization,
and is exceptionally large by both historical and international standards

A primary balance adjustment of 8-percent-of-GDP over four years was planned to support
stabilization. The IMF EFF program, approved by the IMF Board in March 2023, set a target of a
primary surplus of 2.3 percent of GDP by 2025, a significant shift from the primary deficit of 5.7
percent of GDP in 2021.# This represented an 8-percent-of-GDP adjustment between 2021 and 2025
(6 percent of GDP during the program period), largely driven by a planned revenue increase of 6.6
percent of GDP during this time. Given the weak starting point, this substantial adjustment was
deemed necessary for stabilization.

The actual fiscal adjustment was faster than expected. In 2024, the estimated primary surplus
reached 2.2 percent of GDP, exceeding the initially projected 0.8 percent of GDP at the EFF’s Board
approval, and nearly meeting the 2025 target of 2.3 percent of GDP. This better-than-expected
performance represents a primary balance adjustment of 7.9 percent of GDP over three years. The
adjustment was primarily driven by (i) higher collections from indirect taxes (mainly value added tax,
VAT); (i) a decline in capital expenditure; (iii) increased income tax, driven by higher taxes on
employed individuals already within the tax net; and (iv) a reduction in the salary bill's share of GDP,
due to growth in nominal GDP amid a high deflator.® Tax collection alone contributed 5.9 percentage
points of GDP to this adjustment, with the 2024 collection reaching 12.3 percent of GDP, even
without the revenue from motor vehicle taxes (which typically contributed significantly to revenues),
as motor vehicle imports were restricted until early 2025 (Figure 1.1).

The adjustment is exceptionally large by Sri Lanka’s historical standards. On a three-year rolling
improvement basis, the total primary balance adjustment of 7.9 percent of GDP in 2021-2024 ranks
second only to the 10.7 percent increase recorded between 1980-1983. Notably, reductions in
primary deficits drove all past instances of improvements exceeding 3.3 pp of GDP on a rolling basis
(Figure 1.2). This makes the current adjustment the most stringent fiscal consolidation in Sri Lanka’s
recorded history.

Further, this adjustment would be even higher—by about 0.95 percent of GDP—if the
implementation of cost-reflective utility pricing policies to address implicit subsidies (such as in
the electricity sector) were included (see Annex 1.1). However, these are excluded from the
analysis due to the difficulty of accounting for implicit subsidies historically and their off-budget
status.

42021 was not a program year.

5 As foreign bilateral financing was suspended, and inputs became extremely expensive due to high inflation and depreciation.

6 Molnar (2012), among others, argues that expenditure cuts have a less adverse impact on output than do revenue increases.
Alesina and Perotti (1995) find that those cases of consolidation in which the government was able to reduce the debt-to-GDP ratio
were driven by expenditure cuts, especially on transfers and government wages, and unsuccessful cases were overwhelmingly
driven by tax increases. However, Baldacci, Gupta, and Mulas-Granados (2010) find that large adjustments require revenue-raising
measures.



Figure 1.1. Drivers of the primary balance Figure 1.2. Past episodes of primary balance adjustment
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The adjustment is also sharper and faster compared to other episodes of fiscal consolidation in
emerging market and developing economies (EMDEs) (Figure 1.3). Past fiscal consolidation
episodes (330 between 1980-2024, across 123 countries, excluding high-income countries) show
that the revenue gains made in the second and third years of adjustment in Sri Lanka (i.e., 2023 and
2024) are much larger than in most other cases. This factor contributed to the change in the primary
balance being larger as well, whereas expenditure cuts remain within the interquartile range of all
adjustments.

Note: All analysis in Figures 1.3-1.6 and Table 1.2 uses a novel database of global episodes of fiscal consolidation.” A

consolidation episode is defined as taking place when over at least two consecutive years, there has been a primary balance
improvement of 0.5 percent since the prior two years, with backsliding of no more than 0.3 percent in a single year.

Figure 1.3. International benchmarking of key fiscal variables before, during, after consolidation (percent of GDP)
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Source: World Bank staff computations.

Note: The grey area defines the interquartile range; the dotted line is the median fiscal consolidation episode.

7 See the PFR Fundamental Note: Fiscal Consolidation Tool for more information. https://documents.worldbank.org/en/publication/documents-
reports/documentdetail/099053124144051851.



The sustainability of the adjustment, measured by its expected duration, is ambitious. The primary
surplus of 2.3 percent of GDP is expected to continue in the foreseeable future (at least until 2029).
However, past episodes of fiscal consolidation suggest that sustaining a demanding adjustment can
be challenging and uncommon. The average duration of a past consolidation episode was 2.6 years,
with 88 percent lasting for only 2-3 years (Figure 1.4). Of these episodes of consolidation, only some
ran primary surpluses, with just 4 percent of EMDEs running fiscal surpluses for 5 years or more
while consolidating (Figure 1.5).8 Indeed, it is even rarer to maintain a surplus of 2.3 percent of GDP,
as Sri Lanka plans to. Of the episodes of consolidation, only 3 percent of EMDEs run fiscal
surpluses of at least 2.3 percent of GDP for 5 or more years while consolidating (figure not shown).
Figure 1.6 depicts the rarity of prolonged and consecutive streaks of consolidation where a country
generates a fiscal surplus. For example, across all fiscal consolidation episodes that lasted 4 years,
primary balances were positive for just 1.8 years on average and above 2.3 percent for just 0.7 years
on average (latter figure not shown).

Figure 1.4 Distribution of duration of fiscal consolidation episodes in EMDEs from 1980-2024 (episode count)
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Figure 1.5 Distribution of episodes by primary Figure 1.6 Longest consecutive streak of surpluses by
balance surplus across all fiscal consolidation duration, among episodes in EMDESs from 1980-2024
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Note: Episodes appear in the x-axis each year of consolidation Note: The labels on top of the bars show the average longest

they experienced (example: a 5-year-long episode appears in consecutive streak of surpluses for each duration. In this chart,

years 0-4). episodes appear only once on the x-axis, corresponding to the
total episode length.

8 Encouragingly, it is more common to stop tightening but still maintain a primary surplus. By the fifth year since starting consolidation, 46 percent of
cases in EMDEs still have a primary surplus (and only 23 percent of cases in EMDEs still have a primary surplus of at least 2.3 percent of GDP), even if it
is not continuing to increase. This is relatively high compared to the year before consolidation, when only 16 percent of EMDEs about to consolidate run
a primary surplus (and only 6 percent run an overall balance surplus). Similarly, for a surplus as high as 2.3 percent of GDP, only 5 percent of EMDEs
about to consolidate run a primary surplus that high (and only 3 percent run an overall balance surplus that high).



Global experience suggests sharp and long adjustments can have negative impacts &
entail trade-offs.

Output and welfare effects of fiscal consolidation, particularly during crises, can be significant.
Blanchard and Leigh (2013) find that in advanced economies, stronger fiscal consolidation was
associated with lower-than-expected economic growth, largely due to the underestimation of fiscal
multipliers by forecasters. While necessary for long-term sustainability, fiscal consolidation's short-
term economic costs were greater than anticipated. Similarly, in developing countries, research
indicates that fiscal consolidation can dampen economic activity. Ardanaz et al. (2021)° show that
consolidation reduces output, while Aikman et al. (2022) argue that it exacerbates economic scarring
and hysteresis during deep downturns by hindering capital formation and productivity. Such adverse
impacts could make any short-term gains from consolidation damaging in the long run. Furthermore,
cutting spending on development assets (including human capital) during a period of consolidation,
due to relatively lighter political pushback than for other types of spending, can have detrimental
effects on poverty and inequality.

The optimal policy mix entails difficult trade-offs, and success in achieving the stated policy
objective0 is not guaranteed. Several criteria can be used to determine whether a consolidation has
‘succeeded.” Analyzing 330 international episodes of fiscal consolidation in EMDEs since 1980
shows that across these episodes, 86 percent succeeded in bringing primary balances to debt-
stabilizing levels, 64 percent succeeded in halting an increase in debt-to-GDP ratios, 62 percent
succeeded in increasing real GDP per capita, and 64 percent avoided a deterioration in poverty rates
(Table 1.2). However, only 45 percent of all episodes succeeded in maintaining the pre-consolidation
growth rate, bringing primary balances to debt-stabilizing levels, and halting an increase in the debt-
to-GDP ratio.

Table 1.2 Share of ‘successful’ fiscal consolidations, internationally, by criteria

T T
225 36 69 86

DSPB and PB

Debt 181 104 45 64
GDP PC growth 203 123 4 62
CAPB 257 3 70 99
PB increase 164 165 0 50
Poverty 63 36 231 64
Gini 47 52 231 47
Multiple criteria (growth, DSPB, debt) 115 139 76 45

Source: World Bank staff computations.

Note: DSPB—eliminating the gap between the primary balance and the debt-stabilizing primary balance; Debt—halting the
accumulation of debt; GDP PC—avoiding a reduction in the real GDP per capita growth; CAPB—improvement in the cyclically-
adjusted primary balance (to identify policy-driven consolidation); PB increase—improvement in the primary balance as a share of
GDP greater than the sample median; Poverty—lack of deteriorations in poverty; Gini-Poverty—lack of deteriorations in inequality;
and Multiple criteria—maintaining the pre-consolidation growth rate, bringing primary balances to debt-stabilizing levels, halting an
increase in the debt-to-GDP ratio, and avoiding poverty deterioration. Share of successful cases excludes missing data.

9 Ardanaz et al (2021) show that in a sample of 44 developing and 26 advanced economies, a one percent decline in the cyclically adjusted fiscal deficit
results in a decline in output of about 0.4 percent. Similar results are found by Guajardo et al (2011): a 1 percent of GDP fiscal consolidation reduces
real private consumption over the next two years by 0.75 percent, while real GDP declines by 0.62 percent.

10 Ranging from achieving fiscal sustainability to safeguarding the vulnerable



1.4 Sri Lanka’s fiscal adjustment, while key for stability, has significant
implications for growth and equity

The growth impact of the adjustment has been negative. In 2024 growth turned positive, reaching 5
percent (year-on-year). However, the recent fiscal consolidation has been a drag on growth, with the
contribution of both public investment and consumption to GDP being negative since 2021 in Sri
Lanka.

» Public investment: While it is challenging to accurately measure the impact of public investment
on growth in Sri Lanka due to data limitations, it seems that the contribution of public investment
to GDP has been low and declining (Table 1.3). Given the very limited fiscal space, public
investment was not used for countercyclical policy over this period.

Table 1.3 Contribution to growth from public investment

Public investment’s

Period Growth (percent, | Public investment (share contribution to growth
average) of GDP, average) (percentage points of GDP,
average)
2011-2014 6.5 4.7 0.2
2016-2020 1.8 4.4 0.1
2021-2023 -1.8 3.5 -0.5

Source: Department of Census and Statistics and World Bank staff computations.

* Government consumption: From 2011 to 2020, government consumption contributed an average
of 0.4 percentage points to GDP growth. However, this declined to an average of -0.3 percentage
points in 2021-2023.

Equity impacts of the adjustment have also been negative. The fiscal adjustment contributed to a
3.9 percentage point increase in poverty between mid-2022 and mid-2023. The adjustment strained
household budgets, disproportionately affecting poorer households despite the poverty-reducing
impacts of social protection. Moreover, fiscal reforms led to rising living costs and declining
incomes. In particular, removing electricity subsidies and shifting to cost-recovery utility pricing had a
greater impact on poorer households, contributing to a 5 percent decrease in disposable income for
households in the poorest decile, and a 1.9 percentage point increase in poverty. Similarly, VAT rate
increases (discussed in chapter 2) weighed more heavily on households at the lower end of the
income distribution. Expanding social protection mitigated some of these regressive effects. Without
the main cash transfer program (Samurdhi), poverty would have been 3.4 percentage points higher
during the crisis. Public health and education services also played a role in reducing poverty, as
poorer households benefited more from access to these services. However, weak targeting and
inadequate benefit levels constrained the overall effectiveness of welfare spending.



Figure 1.7. Fiscal policy was overall pro-poor during the crisis, but indirect taxes posed a disproportional
burden on the poor
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1.5 Sri Lanka could further rebalance its fiscal path

Planned continuation of fiscal consolidation will further contribute to stability.

The current trajectory assumes further fiscal consolidation. The new government remains committed
to the IMF EFF, as confirmed by the completion of the third review in February 2025." Under the
Ministry of Finance’s (MoF's) Medium-Term Fiscal Framework (MTFF), revenues are projected to rise
from 13.6 percent of GDP in 2024 to 15.1 percent by 2025 and further to 15.3 percent by 2028 (Table
1.4). This growth will be driven primarily by indirect taxes, including the resumption of motor vehicle
excise tax collections, which averaged 1.3 percent of GDP between 2011 and 2018. Meanwhile, non-
interest recurrent expenditures are expected to remain broadly stable from 2024, while public
investment increases to 4.0 percent of GDP by 2025. As revenue growth outpaces expenditures, the
primary surplus is projected to consistently reach 2.3 percent of GDP.

1T https://www.imf.org/en/News/Articles/2025/02/28/pr25053-sri-lanka-imf-completes-the-3rd-rev-under-the-eff



Table 1.4 Medium-term Fiscal Framework

I ()

Total Revenue and Grants 13.6 15.1 15.1 15.2 15.3 15.3
Total Revenue 13.4 15.0 15.0 15.1 15.2 15.2
Tax Revenue 12.3 13.9 13.9 13.9 14.2 14.2
Income Tax 34 3.5 3.6 3.6 3.7 3.8
Taxes on Goods & Services 7.3 8.4 8.7 8.7 8.7 8.7
Taxes on External Trade 1.6 2.0 1.6 1.6 1.7 1.7
Non-tax revenue 1.1 1.1 1.1 1.1 1.1 1.1
Grants 0.2 0.1 0.1 0.1 0.1 0.1
Total expenditure 20.4 21.8 19.6 19.1 19.0 18.8
Recurrent expenditure 17.8 17.8 15.5 15.0 14.8 14.7
Salaries & Wages 3.5 3.7 3.7 3.8 3.8 3.8
Goods & Services 1.2 1.3 1.1 1.1 1.1 1.1
Interest 9.0 8.9 6.8 6.2 6.1 5.9
Subsidies & Transfers 4.1 3.9 3.9 3.8 3.8 3.8
Capital and net lending 2.6 4.0 4.1 4.1 4.2 4.2
o/w Public Investments 2.7 4.0 4.1 4.1 4.2 4.2
Current Account Deficit (-)/Surplus (+) -4.4 -2.8 -0.5 0.1 0.4 0.6
Primary Deficit (-)/Surplus (+) 2.2 2.3 2.3 2.3 24 24
Budget Deficit (-)/Surplus (+) -6.8 -6.7 -4.5 -4.0 -3.7 -3.5

Source: Budget, Economic, and Fiscal Policy Report 2025, Ministry of Finance

This trajectory will strengthen stability and build buffers. The overall deficit is projected to decline to
4 percent of GDP by 2027, driven in part by a reduction in the interest bill. The interest burden, which
accounted for 80 percent of revenue in 2023, is expected to fall to 41 percent of revenue by 2027,
supported by lower interest rates and debt restructuring. Incorporated within a larger macroeconomic
framework, this MTFF is expected to guide the country towards meeting its debt targets under the EFF,
specifically (i) reducing public and publicly guaranteed (PPG) debt below 95 percent of GDP by 2032,
(ii) lowering GFN to an average of under 13 percent of GDP between 2027 and 2032, and (iii) keeping
foreign exchange debt service below 4.5 percent of GDP in any year between 2027 2032. It can also
lead to the lowest levels of the current account deficit since liberalization in 1977 (averaging 0.4
percent of GDP between 2025-27), while reserve coverage is anticipated to reach a decade-high of
4.5 months of imports (excluding the swap with People’s Bank of China) by 2027.

Moving forward, Sri Lanka could consider trade-offs between stronger fiscal buffers and
growth, equity, and sustainability.

With economic stability largely restored, and given the adverse macroeconomic implications of the
adjustment, Sri Lanka now has an opportunity to consider policy options that balance fiscal
discipline with growth and equity needs, while ensuring debt sustainability. A well-calibrated fiscal
policy can help balance fiscal discipline with measures that support inclusive and sustainable growth.



Such a policy would prioritize public investment that enhances productivity, supports private sector
expansion, and fosters long-term growth. Policies that boost competitiveness, such as trade
liberalization and state-owned enterprise (SOE) reforms, further stimulate economic activity.
Economic growth, in turn, promotes equity by creating jobs, raising incomes, and enabling greater
social investment. Additionally, high growth rates improve debt sustainability by reducing the debt-
to-GDP ratio, especially when economic expansion outpaces interest payments. Finally, the
attraction of non-debt creating capital flows can strengthen the external sector, improve
competitiveness, and enhance productivity (Box 1.2).

Bl Box 1.2: How fiscal policy can support growth, equity, and debt sustainability

In general, fiscal policy can play a crucial role in supporting economic growth. Government spending
on infrastructure such as roads, energy, and digital connectivity enhances productivity, improves
efficiency, and facilitates private sector expansion. Policies that enhance competitiveness and
incentivize private investment, including trade liberalization, and reforms of SOEs and public private
partnerships (PPPs), further stimulate economic activity. Increased public spending on education,
healthcare, and vocational training strengthens human capital, boosting productivity and fostering
innovation for long-term development. Additionally, countercyclical fiscal policies help mitigate
economic downturns by stabilizing demand. Prudent fiscal management can help prevent the crowding
out of private investment due to large financing needs and high interest rates.’213

Economic growth enhances equity by creating jobs, increasing incomes, and expanding opportunities,
particularly for lower-income groups. When economies grow, businesses expand, leading to higher
demand for labor and better wages, which help reduce poverty and income inequality. Additionally,
sustained growth allows governments to collect more revenue, enabling greater investment in social
programs such as education, healthcare, and infrastructure. These programs, in turn, further improve
economic mobility and reduce disparities. However, the distributional effects of growth depend on
policies that ensure inclusive development, such as progressive taxation, social protection, and equal
access to markets and financial services. Thus, while growth is a crucial driver of equity,
complementary policies are necessary to maximize its benefits for all segments of society.’41516

High growth rates can enhance debt sustainability. Growth (g) is a key driver of debt reduction. When
growth outpaces the interest rate on debt (r), the debt burden declines as a share of GDP. If r > g, debt
dynamics are unfavorable because interest payments grow faster than the economy, requiring higher
primary surpluses to stabilize debt. If g can be raised, the adjustment on the primary balance could be
lowered. Conversely, if r < g, economic growth outpaces debt accumulation, allowing the debt-to-GDP
ratio to decline even without fiscal adjustments. This underscores that sustained growth can ease debt
burdens, while high borrowing costs in slow-growing economies can create debt distress.

12 Aschauer, D. A. (1989). "Is Public Expenditure Productive?" Journal of Monetary Economics.

13 World Bank (2020). Global Economic Prospects.

14 Dollar, D., & Kraay, A. (2002). Growth is good for the poor. Journal of Economic Growth, 7(3), 195-225.

5 Ostry, J. D., Berg, A, & Tsangarides, C. G. (2014). Redistribution, inequality, and growth. IMF Staff Discussion Note.
16 World Bank. (2018). Piecing Together the Poverty Puzzle. Washington, DC: World Bank.



Raising growth could reduce the need for a large primary balance adjustment and
enhance equity.

Sri Lanka’s growth projections were conservative during the crisis due to high uncertainty. The IMF
and World Bank macroeconomic frameworks published between 2022 and 2024 projected a growth
rate of 3.1 percent for 2025 and beyond. These projections, made amid economic contraction,
stability risks, and high uncertainty, were likely cautious. Given relatively conservative growth
assumptions, achieving debt targets and restoring sustainability required a substantial primary
surplus, with a medium-term target of 2.3 percent of GDP at a growth rate of 3.1 percent. With better-
than-expected stabilization, the growth outlook has improved. The government now anticipates a
medium-term growth rate of 5 percent.

Sustaining higher economic growth could ease the burden on fiscal adjustment to achieve debt
targets. The 5 percent growth in 2024 stems from a low base, and Sri Lanka is projected to regain its
2018 real GDP level only by 2026. If Sri Lanka can sustain growth beyond the base effect, the
primary surplus target could be lowered while still meeting debt objectives. The Debt Sustainability
Analysis (DSA) illustrates various combinations of primary balance and real GDP growth that achieve
key debt targets (Tables 1.5 & 1.6). For example, a 3.5 percent growth rate could meet both the PPG
debt and GFN targets—though with limited buffers—with a primary surplus of just over 2.1 percent of
GDP. A stronger growth trajectory would further reduce the required primary surplus. If the
government'’s anticipated growth of 5 percent can be realized, a primary surplus of just under 1.5
percent will be sufficient to meet debt targets.

The tables below illustrate the sensitivity of (i) the PPG debt-to-GDP ratio and (ii) the average GFN
as a share of GDP from 2027 to 2032, based on various combinations of primary balance and real
growth. These scenarios assume a constant primary balance and a fixed growth rate from 2025 to
2032, with all other variables held constant. The DSA also assumes the GDP threshold 2 in the
amended Joint Working Framework Scenario, published in the Agreement in Principle’ to
incorporate the impact of State Contingent Debt Instruments linked to macro-economic outcomes
(macro-linked bonds, MLBs).

Table 1.5 Projected PPG debt in 2032 under varying primary balance and real GDP scenarios

Growth
3.5

105.5 101.2 100.4 97.1 93.2 89.4 85.8
103.0 98.8 98.0 94.7 90.8 87.1 83.6
% 101.4 97.2 96.4 93.1 89.3 85.6 82.0
5 100.6 96.4 95.6 92.4 88.5 84.8 81.3
g 99.0 94.8 94.0 90.8 87.0 83.3 79.8
g 97.3 93.2 92.4 89.2 85.4 81.8 78.3
£ 94.9 90.8 90.0 86.8 83.1 79.5 76.0
93.2 89.2 88.4 85.2 81.5 77.9 74.5
91.6 87.5 86.8 83.7 80.0 76.4 73.0

Source: World Bank staff computations.
Note: Combinations of the primary surplus and growth that allow Sri Lanka to meet its debtto-GDP targets are shaded in light blue.

17 https://www.londonstockexchange.com/news-article/70ZL/announcement-of-agreement-in-principle/16674142



Table 1.6 Projected average GFN in 2027-32 under varying primary balance and real GDP scenarios

17.3 17.2 16.7 16.1 15.5
16.2 15.6 15.5 15.0 14.5 13.9 13.4
E 15.1 14.5 14.4 13.9 13.4 12.9 12.3
% 14.5 13.9 13.8 13.4 12.8 12.3 11.8
;, 13.4 12.8 12.7 12.3 11.8 11.2 10.8
g 12.3 11.7 11.6 11.2 10.7 10.2 9.7
= 10.6 10.0 9.9 9.5 9.0 8.6 8.1
9.5 8.9 8.8 8.4 7.9 7.5 7.0
8.3 7.8 7.7 7.3 6.9 6.4 6.0

Source: World Bank staff computations.
Note: Combinations of the primary surplus and growth that allow Sri Lanka to meet its debt-to-GDP targets are shaded in light blue.

Economic growth can make a significant dent on poverty and bring it back to pre-crisis levels if
growth is sufficiently pro-poor. Assuming that 75 percent of economic growth translates into
household income growth, a baseline 3.1 percent growth rate from 2026 would bring the poverty rate
to 20.4 percent in 2027 (Figure 1.8).18 At this baseline growth rate, the poverty level is projected to
return to pre-crisis levels only in 2034 (12.9 percent). A higher growth rate of 5 percent would lower
poverty to 19.1 percent in 2027 (Figure 1.8). However, even under this more optimistic scenario, Sri
Lanka would not return to pre-crisis poverty levels until 2031 (12.3 percent), reversing nearly a
decade of poverty reduction due to the economic crisis.

Figure 1.8. Poverty rate for Sri Lanka under different levels of medium-term growth (2026-2027) (Poverty rate,
PPP$4.20 /day)
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Source: World Bank staff computations.

Note: The solid line represents poverty projections under a growth rate of 2.5 percent, the dashed line under 3.1 percent, and the
dotted line under 5 percent.

However, Sri Lanka must carefully manage risks to fiscal recalibration, as the current trajectory
remains highly vulnerable to shocks. Higher-than-expected interest rates, a growth shock, an
exchange rate shock, revenue slippage, or a climate shock could undermine progress towards debt
targets. The GFN target is also highly sensitive to the financing mix. Meeting the GFN target will be
challenging if the domestic market is unable to absorb substantial volumes of long-term government
securities that could gradually replace the existing treasury bill stock. Additionally, deviations from

18 An elasticity of 75 percent between economic growth (measured using GDP per capita) and poverty is in line with evidence for lower-middle-income
countries like Sri Lanka (see Prydz et al. 2022, Mahler et al. 2022).



cost-reflective utility pricing that result in implicit subsidies could further strain public finances,
increasing fiscal pressures and complicating debt sustainability efforts.

1.6. Conclusion

Sri Lanka’'s sharp fiscal adjustment from 2021 to 2024 played a critical role in stabilizing the
economy. The remarkable stabilization — reflected in several strong macroeconomic indicators —
was underpinned by a large fiscal adjustment, a return to prudent monetary policy, and the
implementation of cost-reflective utility pricing. The scale and speed of the fiscal adjustment stand
out by both historical and international standards. While the counterfactual remains uncertain, the
adjustment’s rapid pace and heavy reliance on indirect taxation had significant economic and social
consequences, particularly for lower-income households.

Looking ahead, a more balanced fiscal strategy that goes hand in hand with structural reforms
could help sustain stability over the medium to long term. A recalibrated approach could help
preserve debt sustainability while fostering growth and social equity. However, Sri Lanka must
handle this transition with caution, given the significant risks the country faces.

The PFR outlines several recommendations to guide this fiscal recalibration and enhance the role
of fiscal policy in supporting growth and equity. Chapter 2 on revenue highlights opportunities to (i)
increase the share of direct taxes, particularly by reforming tax incentives provision; (i) modernize,
digitize, and move towards risk-based approaches to tax administration; and (iii) improve
predictability of policy and taxpayer engagement to improve tax morale. These recommendations
are expected to expand the base, reduce leakages, and raise more revenue while preserving equity.
Chapter 3 on expenditure management focuses on (i) strengthening public investment management
to improve the outcomes from capital expenditure spending; (ii) transitioning away from universal
subsidies and moving to targeted transfers to improve spending efficiency and equity (in this regard,
it is crucial to ensure that progress made on reducing fuel and electricity subsidies is not reversed
and Sri Lanka improves the framework governing implicit subsidies (Annex 1.1)); and (iii) improving
the management of the public sector wage bill. Together, these strategies offer a fiscal pathway that
balances growth, poverty reduction, and debt sustainability.

Beyond fiscal policy, growth-enhancing reforms are essential to drive private investment. While the
government can contribute to growth through a balanced fiscal approach, private sector-led
investment remains critical to accelerating growth in a sustainable manner. Reforms in factor
markets, improvements in the investment climate, and further digitization should complement fiscal
adjustments to enhance economic competitiveness and attract both domestic and foreign
investment. The forthcoming World Bank Country Growth and Jobs Report will cover these issues.



Chapter 2: Sustainable, Progressive, and Growth-
Friendly Revenue Mobilization

2.1 Introduction

Sri Lanka has made remarkable gains in revenue mobilization since the crisis. Looking ahead,
achieving and maintaining a tax-to-GDP ratio of 15 percent or more requires addressing long-
standing structural weaknesses. Sri Lanka has increased tax collection by nearly 5 percent of GDP
since 2022 driven by tax policy changes. To sustain this turnaround, Sri Lanka needs to now address
key structural issues including (i) an excessive reliance on indirect taxes, driven by significant use of
discretionary tax exemptions; (ii) a weak tax administration reliant on manual processes; and (iii) low
tax morale, worsened by unpredictable and complex tax policy and unequal burden sharing.

This chapter identifies reforms to address these long-standing structural issues. The identified
reforms draw on analysis of revenue data, joint technical work done by the World Bank and the Inland
Revenue Department (IRD), and focus group discussions with taxpayers. The chapter is organized as
follows: Section 2.2 provides an overview of Sri Lanka’s revenue performance; Section 2.3 analyzes
the key structural issues in the tax system and provides recommendations to address these; and
Section 2.4 concludes with a summary of the policy recommendations for the next 5 years. The
scope of the chapter is limited to non-trade, tax-related direct and indirect tax collection.®

The potential revenue gains from the identified reforms are in the range of 1.5-2.0 percent of GDP
until 2029. More importantly, implementing these reforms could lay the foundation for a tax system
that is predictable, less prone to discretion, efficient, equitable, and growth-friendly. This, in turn,
would ensure that Sri Lanka can secure the revenue gains since the crisis over the longer term.

2.2 Sri Lanka's revenue performance

2.2.1 Tax policy changes have driven the remarkable revenue turnaround

Compared to an all-time low of 7.3 percent of GDP in 2022, tax revenues recovered to an estimated
12.3 percent of GDP in 2024 (Table 2.1). This was driven primarily by indirect taxes, which
contributed close to 3.3 percentage points to the increase.?? Reforms to income taxes, including
personal income tax (PIT), pay-as-you-earn tax (PAYE),2' and corporate income tax (CIT) contributed
the remaining 1.3-percentage-point increase.

19 A reduction in trade-related tariffs and para-tariffs may reduce revenue (depending on tariff design), while boosting exports and supporting growth.
This will be discussed further in a forthcoming Country Growth and Jobs Report and is not covered here.

20 As described in Chapter 1, the impact of indirect taxes is understated, due to import restrictions (particularly on motor vehicles, which are likely to
contribute 1 percent to GDP going forward).

21 The PAYE tax is a withholding of taxes on income payments to employees. Amounts withheld are treated as advance payments of income tax due.
They are refundable to the extent they exceed tax as determined on tax returns



The introduction of several tax policy reforms drove the revenue turnaround. Sri Lanka increased
VAT rates from 8 percent in 2022 to 18 percent in 2024, reduced the threshold in line with
comparable countries, increased income tax rates, reinstated withholding taxes, removed several
VAT exemptions on goods, and introduced the Social Security Contribution Levy. Tax rates and
thresholds are now at par with peers (Figures 2.1-2.4). Table A2.1 in Annex 2.1 gives a list of key

revenue measures undertaken.

Table 2.1 Sri Lanka’s Revenue Turnaround (share of GD

P unless otherwise stated)

2021 2022 2023 2024p
Total Revenue and Grants 8.3 8.4 11.2 13.7
Tax revenue 7.4 7.3 9.9 12.4
Income taxes 1.7 2.2 3.3 34
VAT 1.7 1.9 2.5 4.4
Excise taxes 1.7 1.4 1.7 2.0
Trade taxes 2.1 1.5 1.5 1.7
Other 0.1 0.2 0.9 0.9
Non-tax revenue 0.9 0.9 1.2 1.1
Grants 0.0 0.1 0.1 0.2

Source: Ministry of Finance, World Bank staff computations

Figure 2.1. VAT Rate, 2024
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Figure 2.3. VAT threshold as multiple of GDP per
capita, 2015-2024
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Figure 2.2. CIT Rate, 2024
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Figure 2.4. Highest PIT threshold as multiple of GDP
per capita, 2015-2024
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2.2.2 The gains have come from squeezing the existing, narrow tax base

Even as rates and thresholds have moved at par with peers, the tax base remains narrow. In 2022,
the total number of taxpayers in Sri Lanka was about 3 percent of the population.?2 The number of
registered taxpayers has not recovered to pre-2019 levels as of the end of 2023, despite Sri Lanka
considerably reducing the PIT slabs and lowering the registration thresholds for both income taxes
and VAT (Figures 2.3 and 2.4). By 2023, the number of VAT taxpayers was still less than half that of
2019. The total number of registered individual taxpayers (including PAYE) at the end of 2023 was
also still substantially lower than in 2019 (Figures 2.5 and 2.6).22 However, the number of PIT
taxpayers recovered in 2023 and—due to efforts in 2024—is expected to surpass historical numbers.

Figure 2.5. Registered VAT Taxpayers 2014-23 Figure 2.6. Registered Individual Taxpayers (including
PAYE) 2014-23
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Source: IRD Annual Performance Reports. Source: IRD Annual Performance Reports.

As a result, recent revenue gains have come at the cost of squeezing the existing, narrow base. The
average revenue impact per registered taxpayer in the 2018-2023 period was over four-fold for PIT
(including PAYE) and three-fold for VAT and CIT. The highest impact was on PAYE taxpayers, with a
ten-fold increase in average revenue impact per taxpayer (Table 2.2).

Table 2.2. Average Revenue Impact Per Registered Taxpayer, 2018-2023

2018 2023 2018-2023
Tax type Registered | Average Tax Registered | Average Average

Rs million | Taxpayers Rs million | Taxpayers Impact
g'ATY(E”)‘C'“d'”g 51,820 914,587 56,659 193488 782,541  247.256 4.4%
PAYE 41,385 664828 62,249 144955 242679 597311 9.6x
CIT 127,001 53260 2384539 555304 82437 6,736,106 2.8x
VAT 461,651 26,647 17,324,675 694,460 13851 50,137,913  2.9x

Source: IRD Annual Performance Reports, World Bank staff calculations.

22 First Report of the Committee on Ways and Means, The Ninth Parliament of the Democratic Socialist Republic of Sri Lanka (Fourth Session), 6
September 2023, p. 18.



2.2.3 The progressivity declined as the reliance on indirect taxes deepened

Direct and indirect taxes have opposing effects on equity in Sri Lanka. Since mid-2022, the
progressivity of direct taxes has increased while the regressivity of indirect taxes has also increased,
partly driven by the erosion of incomes.?* Direct taxes have had a positive impact on inequality
reduction (0.2 Gini points) but have also marginally increased the poverty rate (0.2 percentage
points) since 2022. Indirect tax changes have increased poverty by 2.9 percentage points since 2022
(Figure 2.7a),25 with a similar negative impact on inequality (Figure 2.7b).

Figure 2.7. Contribution to poverty and inequality increases between 2022 and 2023, by fiscal instrument

(a) Change in poverty rate (contribution to poverty  (b) Change in Gini Index (contribution to inequality
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The reliance of the revenue adjustment on indirect taxes has contributed to its regressivity. Sri
Lanka raises most of the indirect tax revenues from households in the top 60 percent of the
distribution (Figure 2.8). However, in relative terms, indirect taxes pose a larger burden on the poor,
accounting for 96 percent of the tax burden for households in the poorest decile, making these taxes
regressive (Figure 2.9). In 2022, indirect taxes accounted for 9.4 percent of income for households in
the poorest decile (up from 7.1 percent in 2019), of which VAT and custom duties accounted for 4.4
and 3.1 percent, respectively (Figure 2.10). On the other hand, indirect taxes accounted for only 5.4
percent of income of households in the richest decile (Figure 2.9).

24 PAYE taxable income is derived from the 2019 Household Income and Expenditure Survey (HIES) responses on individual wages and salaries. PIT
taxable income is derived from the 2019 HIES individual income responses on agricultural profits, industrial profits, and profits from services-based
enterprises.

25This is higher compared to the poverty-increasing impact of indirect taxes in 2019, when indirect taxes increased poverty by one percentage point.



Fuel excises also exacerbated welfare losses among poor and vulnerable households. These
excises are less regressive than VAT, as richer households are more likely to consume more
expensive fuel types, namely petrol and diesel. However, the excises impacted welfare among poor
households via direct and indirect channels, such as the rising costs of transport and food and
agricultural products. Notwithstanding a decline in fuel prices since 2024—which might have
alleviated some pressure on household budgets—fuel prices in 2025 remain 65 (petrol), 126 (diesel),
and 104 (kerosene) percent higher than pre-crisis levels (December 2021). This suggests that fuel
and energy affordability remain key areas to watch as the real value of household incomes
recovers.26

VAT reforms have contributed to rising costs for poorer households. In September 2022, the VAT
rate reverted to its 2019 level of 15 percent. Despite comparable rates in 2019, VAT was more
regressive in 2022 due to the contraction in real incomes, especially at the bottom of the distribution
(World Bank, 2024).27 The subsequent increase in the VAT rate from 15 to 18 percent, and the
removal of VAT exemptions in January 2024, contributed to an increase of 2.2 percentage points in
poverty and to a 0.2-Gini-point-increase in inequality.2® After including the impacts of the 2024 VAT
reforms, VAT accounts for 5.3 percent of pre-fiscal income for households in the poorest decile in
2024, compared to 4.4 percent in 2022 and 4.7 percent in 2019 (Figure 2.11). Conversely, the
incidence of VAT for households in the richest decile decreased from 4 percent in 2019 to 2.3 percent
in 2022, but increased to 3.3 percentin 2024.

Figures 2.8-2.9. Most revenues from indirect taxes come from richer households, but indirect taxes pose a
higher burden on the poor in relative terms.

Figure 2.8. Share of total revenues from indirect Figure 2.9. Direct and indirect taxes as a share of
and direct taxes, by decile (share of total household pre-fiscal income in Sri Lanka, 2022
PIT /PAYE revenues, percent) (share of household pre-fiscal income, percent)
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26 World Bank (2024) provides a detailed analysis of the potential impact of fuel price increases on household incomes during the crisis. However, the
analysis relies on 2019 household expenditure data. Given the magnitude of price changes since then, updated information on household budget
composition is needed to reflect 2024 conditions.

27World Bank 2024. Schoch, Marta; De Silva, Tiloka Sunayani; Houts, lan William; Krishnan, Nandini. Protecting Poor and Vulnerable Sri Lankans During
an Economic Crisis: A Tough Balancing Act for Fiscal Policy (English). Washington, D.C.: World Bank
Group. http://documents.worldbank.org/curated/en/099091824114539291.

28 Contribution of VAT to poverty (rate) increased from 1.4 pp in 2022 to 2.2 pp as a result of the VAT rate increase and removal of exemptions in 2024.
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Figures 2.10-2.11. Most VAT is raised from households in the top 60 percent, but poorer households pay a
relatively larger burden.

Figure 2.10. Indirect taxes as a share of household Figure 2.11. VAT as a share of household pre-fiscal
pre-fiscal income, by decile (share of household income, by decile & reform (scenario) (share of
pre-fiscal income, percent) household pre-fiscal income)
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Direct taxes (PIT and PAYE) still only account for 2.3 percent of income for households in the
richest decile, highlighting that focusing on direct tax collections could further increase the
progressivity of the whole system.2? Sri Lanka raises 77 percent of PAYE, and 66 percent of PIT
revenue from households in the richest decile. Reforms implemented in 2023 increased progressivity
of direct taxes, translating into a higher incidence among richer households. In 2023, direct taxes
accounted for only 2.3 percent of income among the richest households (Figure 2.10), compared to
1.8 percentin 2019 (see Annex 2.1 for further details).30

2.3 Structural factors are holding back sustainable, equitable revenue
collection

The government plans to increase the revenue to GDP to reach 15.3 percent of GDP by 2027, from
13.6 percent of GDP in 2024. This increase is expected to be mainly driven by revenues from the
import of vehicles, liberalized in 2025, as well as the continued economic recovery (Table 2.3). These
gains are achievable if expected economic growth and import revenues materialize.

29 PIT/PAYE results require further macro validation against latest estimates of revenues and number of taxpayers post-2023 tax reforms. Estimates of
concentration and incidence related here are based on the authors’ best estimates derived from 2022 budget data available at the time of writing.
30 PIT accounts for 1.3 percent of income for households in the richest decile and marginally affects households at the bottom of the distribution,

accounting for 0.1 percent of income for households in the second decile. PAYE accounts for 0.9 percent of income for households in the richest decile
and for 0.1 percent for households in the poorest.



Historically, Sri Lanka has struggled to convert economic growth into revenue collection, and
revenue collection has not kept up with GDP per capita (Figure 2.12). This can also be seen in Sri
Lanka's low tax buoyancy,?' which averaged close to 1 between 2005 and 2018—a period of more
robust growth, pre-crisis.32 Despite recent gains, Sri Lanka’'s short-run tax buoyancy remains well
below that of comparators (Figure 2.13).

Table 2.3. Revenue as percent of GDP, 2021-2027

Share of GDP unless otherwise stated [ 2021 2022 2023 | 2024p | 2025p | 2026p | 2027p

Total revenue and grants 11.1 13.6 14.8 15.2 152
Tax revenue 7.4 7.3 9.8 12.3 13.6 14.0 14.1
Income taxes 1.7 2.2 3.3 3.4 3.4 3.4 3.4
VAT 1.7 1.9 2.5 4.4 4.5 4.8 4.8
Excise taxes 1.7 1.4 1.7 1.9 2.8 2.8 2.9
Trade taxes 2.0 1.4 1.4 1.8 1.9 2.0 2.0
Others 0.2 0.3 0.9 0.8 1.0 1.0 1.0
Non-tax revenue 0.9 0.9 1.2 1.1 1.1 1.1 1.1
Grants 0.0 0.1 0.1 0.2 0.1 0.1 0.1

Source: Ministry of Finance, World Bank staff projections

Figure 2.12. Tax-to-GDP vs. GDP per Capita Figure 2.13. Short-run tax buoyancy (2005-2023)
(1990-2023) (tax revenue, percent of GDP, left
axis) (GDP per capita at current prices, USS, right
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31Tax buoyancy refers to the responsiveness of tax revenue growth to changes in economic activity. Measuring tax buoyancy captures the effects of
both policy changes and automatic revenue growth. See: Cornevin, Antoine, Juan Sebastian Corrales, and Juan Pablo Angel. 2023. A Deep Dive into Tax
Buoyancy: Comparing Estimation Techniques in a Large Heterogeneous Panel, IMF Working Paper WP/23/71, March 2023, p. 5.

32Buoyancy has been growing since 2021, a period of negative income growth.

33 ong-run tax buoyancy figures for regional comparator countries are as follows: Bangladesh - 1.198 (Dudine and Jalles, 2017), India = 1.104 (Dudine
and Jalles, 2017), Maldives — 2.300 (Khadan, 2020), Nepal — 1.409 (Dudine and Jalles, 2017), and Pakistan — 0.984 (Shahzada et al., 2016)



Sri Lanka needs to address long-term constraints in revenue generation to reach and maintain a tax-
to-GDP ratio of 15.3 percent. Compared to growth in the previous decade, medium-term growth
forecasts under the baseline remain low (as discussed in Chapter 1). With further increases in rates
unadvisable and likely to have further impacts of the poor—particularly with respect to VAT—Sri Lanka
needs to commence its medium-term journey to addressing structural constraints to revenue
mobilization. This chapter examines three key structural constraints to revenue mobilization: (i)
reliance on indirect taxes, (ii) weak tax administration, and (iii) low tax morale.34

2.3.1 Structural Constraint #1: Reliance on Indirect Taxes
Reliance on indirect taxes will become a drag on growth and on poorer households.

Sri Lanka's dependence on indirect taxes exceeds that of income peers and stands to increase over
the medium term. This is in stark contrast to other lower-middle-income countries (LMICs), where
indirect taxes constitute a smaller portion of total tax revenue (Figure 2.14). The share of indirect taxes
to tax revenue fell from 76.7 percent in 2021 to 66.5 percent in 2023, due to reforms in the PIT and
PAYE regime and a decline in trade and excise taxes due to trade restrictions. However, this share is
expected to increase again, starting 2024, due to an increased reliance on VAT as well as the pick-up in
trade. The share is projected at close to 75 percent of revenues in 2025 and beyond (Figure 2.15).

Figure 2.14. Reliance on indirect taxation across Figure 2.15. Indirect taxes as a share of revenue
countries (share of tax revenue, percent)
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Excessive reliance on indirect taxation poses direct risks for Sri Lanka's post-crisis economic
recovery and indirect risks to revenue collection. Indirect taxes like VAT and sales taxes reduce
disposable income and dampen consumer demand, especially at the bottom of the distribution.
Poorer households consume most of their income and adjust consumption faster in response to
price increases. This can suppress growth during a fragile recovery phase, as consumers might adju-

34 Other structural reasons, such as Sri Lanka’s relatively low employment ratios in non-agriculture and tradables sectors (where wages tend to be
higher), will be discussed in a forthcoming Country Growth and Jobs Report.



-st their consumption levels downwards in anticipation of future tax hikes.35

High reliance on indirect taxes reduces progressivity and lowers tax morale. The literature shows
that when the tax system lacks progressivity, tax morale declines, leading to lower compliance rates
(Hoy, 2024). Weak tax morale is constraining collection in Sri Lanka, as discussed later in the
chapter.

Tax expenditures are causing weakness in direct tax collection, particularly CIT.

One of the key reasons for the dependence on indirect taxes is low direct tax take, driven by
weaknesses in CIT collection. CIT productivity is low, reflecting policy choices that create tax-
avoidance opportunities and tax expenditures that, in turn, lead to an eroding tax base.3¢ In 2020, the
CIT statutory rate was 24 percent, which was at par with peers, but CIT revenue was only around half
the average of peers’. In October 2022, Sri Lanka increased the CIT statutory rate to 30 percent and
discontinued exemptions and concessionary rates, resulting in a pick-up in collection. But as in 2023,
CIT collection as a share of GDP remains below peers at 2 percent of GDP, compared to 3.5 percent
in South Asia and 3 percent in LMICs.

Sri Lanka's policy choices have created opportunities for tax avoidance. Sri Lanka has joined the
Organization for Economic Co-operation and Development’s (OECD’s) Inclusive Framework on Base
Erosion and Profit Shifting (BEPS), which means that it has committed to comply with the BEPS
principles, but Sri Lanka is lagging in applying these principles. The key BEPS principles include
countering harmful tax practices (action 5) and transfer pricing (actions 8-10). Existing preferential
tax regimes in Sri Lanka like Strategic Development Projects (SDP) and Board of Investment (BOI) tax
incentives and special economic zones like Port City Colombo pose BEPS risks. It is also unclear the
extent to which multinationals have eroded the tax base by engaging in transfer pricing avoidance
schemes and shifting profits offshore, to low-tax jurisdictions.

Tax expenditures have a high fiscal cost in Sri Lanka, with foregone revenue reaching 36 percent of
the total tax revenue collected in 2023. “Tax expenditures” refers to the revenue foregone by
exemptions, preferential tax rates, and other tax benefits. While some of these benefits are annually
announced during budget preparation, other tax benefits are offered to firms on an ad hoc basis,
without parliamentary approval. Discretionary tax incentives weaken policy consistency, undermine
tax collection, and lower transparency. Sri Lanka published a tax expenditure statement (TES) in 2024
(covering 2022-23) and in 2025 (covering 2023-24) as part of the annual budget speech. Reported tax
expenditures tripled from 1.4 percent of GDP in 2018 to 4.1 percent in 2022, before decreasing to 3.5
percent in 2023-24. However, tax expenditures remain higher than those of peers and are nearly
double the average level in LMICs when measured as a share of total tax revenue (see Figures 2.16
and 2.17).

The TES may not fully capture some tax expenditures, particularly related to customs. This includes

35 Alesina, Alberto, Carlo Favero, and Francesco Giavazzi. "Effects of austerity: Expenditure-and tax-based approaches.” Journal of Economic
Perspectives 33, no. 2 (2019): 141-162. https://pubs.aeaweb.org/doi/pdfplus/10.1257/jep.33.2.141

36 Tax revenue productivity measures the amount of tax revenue generated per unit of its base, often expressed in percentage terms. The base is the
component tax rates that are levied to yield the revenue. The productivity depends both on: (i) the tax policy choices that a country makes, and (ii) the
quality and effectiveness of its tax administration. If the tax legislation provides for too many exemptions, special treatments and loopholes, this erodes
the tax base. Also, a weak tax administration that is not able to unearth tax evasion also leads to reduced productivity. See: Khwaja, Munawer, and
Indira lyer. 2014. Revenue Potential, Tax Space, and Tax Gap, Policy Research Working Paper 6868, World Bank, pp. 16.

371n the Sri Lankan Customs Ordinance, Section 19A refers to the power of the Minister to exempt certain goods imported by specific individuals from
paying import duties, essentially allowing for the granting of customs duty waivers under specific conditions.
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some customs-related exemptions, such as duty-free schemes and import duty exemptions provided
under customs ordinance section 19A.37 The revenues foregone from Section 19A-related exemptions
amounted to an estimated 0.1 percent of GDP in 2023, with three products (milk powder, wheat, and
gas oil) accounting for 82 percent of waived duties.38

Figure 2.16. Tax Expenditures (percent of GDP) Figure 2.17. Tax Expenditures (share of total tax revenue)
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Removing exemptions in 2024 reduced tax expenditures for VAT, but CIT expenditures have
increased. The largest component of tax expenditures is the import duty, representing 39 percent of
the total, followed by VAT, representing 34 percent of the total. Sri Lanka removed most VAT
exemptions in 2024,3° resulting in a 1.1-percent-of-GDP decrease in VAT tax expenditures from 2022-
23 to 2023-24 (Figure 2.18). These reductions were partially offset by a 0.5 percent of GDP increase
in CIT expenditures.

In 2022-23, BOI companies benefited from nearly half of all tax expenditures (Table 2.4). The
largest BOI tax expenditures as a share of total tax expenditures came from the import duty (32
percent) and VAT (11 percent), followed by corporate tax expenditure (2.4 percent). The BOI Act
empowers the BOI to provide concessions or incentives to investors by restricting the application of
certain fiscal laws.40

In 2023-24, reported tax expenditures for BOl companies fell while expenditures for non-BOI
companies increased. According to the latest tax expenditure statement for 2023-24, tax
expenditures for BOl companies dropped by 62 percent in nominal terms, largely driven by decreases
in import-duty tax expenditures. At the same time, tax expenditures for non-BOIl companies increased
by 49 percent in nominal terms, due mainly to increasing import duty and corporate tax expenditures.
It is unclear how much methodological differences in preparing the TES in the different years explain
these different numbers.

38 The information is estimated from quarterly reports published in the Gazette by the MoF on Section 19A exemptions provided. Most exemptions
under Section19A are granted to 53 public investment projects (highways, water and sanitation, power generation, etc.) although the amount of duties
waived per project are modest in most cases. Excluding the top 5 largest investment projects receiving exemptions, the average amount of duties
waived per project is US$95,000. The average duty waived for the top 5 public projects is around US$2 million. Customs duties waived for imports of
milk powder (US$35 million), wheat grain (US$19 million), wheat flour (US$10.5 million) and gas oil (US$2.9 million) account for 82 percent of all duties
waived under Section 19A.

39The MoF, in the 2025 Budget, Economic and Fiscal Position Report, reported the removal of majority of VAT exemptions (95 out of 137 major items)
while standard VAT exemptions such as for education, health, and public transport were retained.

“0These laws, which are mentioned in Schedule B to the BOI Act, include the Customs Ordinance No. 17 of 1869 (as amended), Inland Revenue Act No
10 of 2006 (as amended), Foreign Exchange Act No. 12 of 2017 (as amended) and the Finance Act No. 65 of 1961 (as amended).



Figure 2.18. Tax Expenditures, 2022-23 vs 2023-24  Figure 2.19. Tax Expenditures by BOI/Non-BOI,
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The government has committed to reducing tax expenditures, but the framework for provision still
poses significant challenges. The government has committed to refrain from implementing new tax
exemptions and incentives and from approving new projects under the SDP. Moreover, the
government plans to submit amendments to the SDP Act by August 2025, introducing transparent,
rules-based eligibility criteria for granting time-bound incentives.#’ Despite this progress, tax
expenditures—particularly for CIT—are likely to increase, given multiple authorizing bodies, limited
cost-benefit analysis, and the lack of sunset clauses.

Table 2.4. Tax Expenditures, 2022-23 vs. 2023-24

20&{53 2%&;{24 V"'(:_';';fe 2022-23 | 202324 | Variance

millions) millions) millions) LoerEns)) (e e oo el
VAT (Total) 554,358 333,105 (221,253) 2.3 1.2 (1.7)
Non-BOI (VAT) 447,053 300,590 (146,463) 1.9 1.1 (0.8)
BOI (VAT) 107,305 32,515 (74,790) 0.4 0.1 (0.3)
Import Duty (Total) 324,749 375,116 50,367 1.3 1.4 0.0
Non-BOI (Import Duty) 11,101 282,391 271,290 0.0 1.0 1.0
BOI (Import Duty) 313,648 92,725 (220,923) 1.3 0.3 (1.0
CIT (Total) 87,733 243,224 155,491 0.4 0.9 0.5
Non-BOI (CIT) 63,788 201,419 137,631 0.3 0.7 0.5
BOI (CIT) 23,945 41,805 17,860 0.1 0.2 0.1
PIT 11,543 9,111 (2,432) 0.0 0.0 (0.0
Luxury Tax - Motor Vehicles 491 1,928 1,437 0.0 0.0 0.0
Non-BOI (Total) 533,976 795,439 261,463 2.2 2.9 0.7
BOI (Total) 444,898 167,045 (277,853) 1.8 0.6 (1.2)
Total 978,874 962,484 (16,390) 4.1 3.5 (0.6)

Source: Ministry of Finance, World Bank staff calculations
Note: 2022-23 tax expenditures are compared to 2022 GDP while 2023-24 tax expenditures are compared to 2023 GDP. Due to data
availability, the PIT in the 2022-23 column is from 2021-22.

41IMF Sri Lanka 2024 Article IV Consultation and Second Review under Extended Fund Facility, p. 23.



Policy recommendations to boost direct tax collection

Improving collection of progressive direct taxes will require significant policy and administrative
reform and can yield around 1.5-2.0 percent of GDP in revenue gains until 2029. Key reforms
include imposing a minimum CIT at an effective rate of 15 percent, which could yield 0.4-1.0 percent
of GDP in revenues (Recommendation #1); streamlining and improving transparency in the provision
of tax incentives (Recommendation #2), which could yield an additional 1.0 percent of GDP in
revenues;*? and improving compliance among high-net-worth individuals (Recommendation #3),
which could yield a further 0.1-0.2 percent of GDP in revenue gains.

Recommendation #1: Impose a minimum CIT at an effective rate of 15 percent

The minimum tax would apply to all companies, both domestic and multinational, to prevent
domestic and international transfer pricing. CIT taxpayers would pay the highest amount between
the regular CIT liability (at a 30 percent statutory nominal rate) and the minimum liability (at a 15
percent effective rate). The design of the minimum tax could be based on OECD’s Pillar 2 Global
Minimum Tax (GMT). An important complement would be for Sri Lanka to adhere to the OECD’s
Inclusive Framework Two-Pillar Solution.*3 Implementing this recommendation would also require
additional tax administration investments and capacity strengthening in IRD, including revised
accounting standards, improved data forms, exchange of information with other authorities, etc.

This measure could have a revenue impact ranging from 0.4 to 1.0 percent of GDP, assuming Sri
Lanka abolished or amended harmful tax regimes and increased the CIT effective rate to 15 percent
for all companies. This would largely derive from reviewing and rationalizing all profit-based CIT
incentives (tax holidays, tax breaks, exemptions, etc.) to comply with the minimum tax.

Recommendation #2: Streamline and improve transparency in provision of tax
incentives

Since the crisis Sri Lanka has made progress in reforming tax incentives and exemptions. This
includes (i) publishing a TES after a hiatus of several years; (i) committing to refrain from new tax
exemptions and incentives and from approving new projects under the existing SDP Act, and
committing to amend the SDP Act by August 2025 to introduce transparent, rules-based eligibility
criteria for granting time-bound incentives; and (iii) proposing significant changes to the Economic
Transformation Act (ETA) related to providing incentives, although implementation of these changes
is still uncertain.

It is critical to build on this progress to streamline incentives, improve transparency, and reduce
discretion in provision. As noted in the chapter, tax expenditures remain significant, have resulted in
unclear benefits, and are not governed by a consistent framework with clear disclosure of costs and
benefits. While unilaterally amending tax treatments in existing investment agreements is not
possible because they are legally binding, most investment agreements contain covenants on benef-

42This estimate is conservative and extrapolated from the 1.0 percent of GDP reported decline in tax expenditures from 2022-23 to 2023-24 following
reform of VAT exemptions.

43Sri Lanka is one of the only 5 countries -together with Belarus, Canada, Pakistan and Russia, out of 143 Inclusive Framework members, that did not
sign the Two-Pillar Outcome Statement in July 2023. One reason why it was rejected was because Sri Lanka did not agree with Pillar 1 on taxation of
residual profits, but also because Pillar 2 is incompatible with the current tax incentives framework in Sri Lanka based on tax holidays, tax breaks, etc.
This recommendation would help rationalize the tax incentives framework. Yet, tax expenditures in VAT and import duties, which account for almost 90
percent of the total tax expenditure, would remain unaddressed.



-its, including on job creation and export revenues. Conducting audits on the compliance with these
covenants is the first step in the reform of tax incentives.

The chapter highlights three key recommendations to reform incentives provision:

I.Improving the existing TES: This includes:

+ Clearly defining the benchmark tax system (BTS), which can be thought of as an “ideal”
tax system encompassing a comprehensive tax base and standard tax rates applicable to
all taxpayers for each tax instrument. Annex 2.2 provides some options and approaches
for defining the benchmark system.

 Providing more disaggregated estimates of tax expenditures by sector, firms, goods (for
customs exemptions), etc. The TES currently lacks this level of detail. The PFR includes an
accompanying technical note detailing some of the tax exemptions present in the current
tax code, which can serve as an input for these calculations.

» Publishing information on the benefits side of tax incentives, at the firm and sector level,
including additional investment generated, jobs created (compared to targets), exports
facilitated, etc. This could, in turn, facilitate cost-benefit analysis of tax expenditures.

Il. Rationalizing some discretionary exemptions: This could include (i) reviewing the cost of
exemptions provided under duty-free schemes and (ii) limiting the provision of import duty
exemptions under Section 19A of the customs ordinance and ultimately amending the section to
restrict the option for waivers to specific firms and individuals. This could yield a gain of
approximately 0.1 percent of GDP by 2029.

lll. Adopting a new tax-incentives policy to include in the tax code: The policy could (i) consolidate
the provision of incentives under a single entity to ensure coordination in line with international
practice, as highlighted in the World Bank’s Tax Expenditure Manual (2024); (ii) add provisions for
regular monitoring and publication of the costs and benefits of incentives, at the firm and sectoral
level; (iii) adopt a consolidated framework for evaluating new incentives (Annex 2.3 provides a
template for evaluation); (iv) introduce sunset clauses for incentives; and (v) add restrictions on
the type of incentives provided, such that Sri Lanka can move away from profit-based incentives
like tax holidays, in line with the introduction of the minimum corporate tax. Global experience
suggests that tax holidays have limited impact on attracting investment or creating jobs.*4

Recommendation #3: Improve compliance at the top end of the income distribution

Increasing compliance could yield large increases in revenues and improve progressivity.
Increasing total compliance by only 20 percent could yield an increase in revenues of between 18
percent (PAYE) and 36 percent (PIT), equivalent to 0.02 percent and 0.04 percent of GDP,
respectively.#> A more ambitious goal of doubling compliance could lead to an increase in revenues
of between 114 percent (PAYE) and 113 percent (PIT), equivalent to an increase of 0.09 percent and
0.11 percent of GDP, respectively. Progressivity would also increase with compliance.*®

44World Bank Tax Expenditure Manual (2024).

45 Compliance is defined as the share of taxpayer over the share of the population with income above the relevant tax threshold as captured in the 2019
HIES, and microsimulations of income changes since the crisis (see Annex A in the World Bank’s Sri Lanka Development Update 2022). Taxpayers are
identified among those in formal employment with income above taxable thresholds and based on their employment type, i.e., government and semi-
government employees, for PAYE.

46 A 20 percent increase would lead to an increase from 2.3 percent to 5.3 percent for households in the richest decile, increasing to 6.3 percent under
the more ambitious plan to double compliance. Increases in costs for households at the bottom of the distribution would translate into marginal poverty
increases (0.2 pp under most ambitious scenario).



Rather than focusing on the whole income distribution, focusing on the net higher-earning
individuals may be more feasible and would also lead to revenue gains. Increasing compliance
across the board for the income distribution is not feasible from an administrative perspective.
Instead, targeting higher-earning individuals would vyield larger revenue collection compared to
untargeted efforts to increase compliance. Increasing compliance by 20 percent in each income
bracket would increase revenues from PIT by 36 percent and from PAYE by 18 percent (0.04 and
0.02 percent of GDP, respectively). A system where higher-earning individuals are brought into the net
first could increase revenues by 169 percent (PIT) and 75 percent (PAYE), respectively, as individuals
in higher brackets earn more and are subject to higher rates.

Figure 2.20. Change in revenues under different Figure 2.21. Share of taxpayers paying taxes under
compliance scenarios (share of GDP) different compliance scenarios, by bracket.
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Sri Lanka can achieve improved compliance for high-net-worth individuals through several
measures. These include (i) continuing the tax administration reform commenced under the IMF EFF
program focused on taxing high wealth individuals (HWI). Sri Lanka has achieved progress by setting
up a HWI unit within the large taxpayers unit in 2023. It is critical that the unit collects information
and completes risk profiling of the largest HWIs on a regular basis;* (ii) addressing the information
constraints faced by IRD, such as access to third party information, especially access to international
database services to better understand offshore components of HWI structures for risk profiling and
audit case selection (this data access is contingent on considerable strengthening of data protocols
within IRD); and (iii) actions to change taxpayer behavior, including providing more information,
strengthening audit and enforcement capabilities, and enhancing tax morale. Beneficial ownership
transparency could also help deter tax evasion from HWIs (Box 2.1).

Il Box 2.1: Beneficial Ownership Transparency in Sri Lanka

Beneficial ownership transparency—that is, effectively identifying and disclosing individuals who
ultimately own, control, or benefit from a legal entity or arrangement, even if they are not the registered
owner—is crucial to detecting and deterring tax evasion, especially among HWIs, who may use complex
structures to obscure their assets and income.

HWIs often use complex arrangements such as offshore trusts, shell companies, and layered ownership
across multiple jurisdictions to hide assets and income streams. Beneficial ownership transparency
requires revealing the actual people behind these structures, making it harder to conceal assets and
income sources from tax authorities. Furthermore, beneficial ownership data provides tax authorities
with valuable insights for risk assessments and audits, allowing them to target individuals or entities
that present a higher risk of tax evasion. Automated data analytics on beneficial ownership records can
highlight patterns indicating tax evasion, making it easier to detect red flags.

Other benefits of enhanced beneficial ownership transparency, particularly relevant to Sri Lanka, include
reducing bid rigging and preventing the misuse of tax incentives. It helps reduce bid rigging by revealing
the true owners behind companies, making it harder to conceal collusion in procurement processes.
Beneficial ownership transparency also prevents local individuals from posing as foreign investors to
exploit BOI tax incentives, ensuring that tax breaks only go to legitimate foreign companies, protecting
government revenue, and promoting fair competition.

Sri Lanka has yet to establish a beneficial ownership register, as mentioned in the Government Action
Plan published in February 2024, where the country committed to "finalize and implement regulations to
support the provision of beneficial ownership information as required by the Companies Act and
establish a public beneficial ownership registry." Transparency International Sri Lanka has challenged
the draft amendments to the Companies Act that provide the legal basis for establishing a register
because the amendments exempt foreign companies from having to declare beneficial owners and
because the public will lack access to the register.

Source: World Bank staff analysis.

2.3.2 Structural Constraint #2: Weak Tax Administration

Sri Lanka’'s tax administration is not fit for purpose and performs poorly across many of the
standard dimensions of efficiency and effectiveness.*® The information technology (IT) system
cannot handle basic processes of filing and compliance. Processes are inefficient, imposing an
unnecessary reporting burden on taxpayers. Poor performance on critical services, such as providing
48 Dimensions of tax administration functions comprise: (i) robust taxpayer base; (i) effective compliance risk management; (iii) support to voluntary

compliance; (iv) timely filing; (v) timely payment; (vi) accurate reporting in tax declarations; (vii) effective tax dispute resolution; (viii) efficient revenue
management; and (ix) accountability and transparency. Adapted from the Tax Administration Diagnostic Assessment Tool.



refunds, undermines compliance and trust. For example, Sri Lanka had processed only 3 percent of
VAT refunds since 2020 by the end of 2024.

Tax reforms since 2022 have included enhancing revenue administration to improve collection
efficiency and increase compliance. For example, to strengthen PIT collection efficiency, mandatory
withholding taxes on employment income, service payments, and capital income were reinstated
from October 2022. A new regulation on Third-Party Data Sharing with IRD was approved in March
2024, creating a legal obligation for financial institutions to share taxpayer transaction-level
information with IRD in a systematic, time-bound manner; IRD used this information for an improved
risk-based audit selection system. To complement this, in 2023, IRD issued a Risk Management
Guide that covers the formation of a Risk Management Committee and a Risk Management Unit,
including their roles and responsibilities, and a broad definition and categorization of risks.

Figure 2.22. Percent of returns received electronically, Figure 2.23. Income tax return compliance, on due
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Source: International Survey on Revenue Administration (ISORA).  Source: IRD Annual Performance Reports.

However, the lack of functionality in the Revenue Administration Management Information System
(RAMIS) remains a binding constraint in improving tax administration. There is a significant gap in
maturity of IRD’s IT department, posing challenges to handling critical tasks in the absence of vendor
support, in turn hampering the department's ability to drive digital transformation or optimize the
performance of key systems like RAMIS. Despite considerable investment, the RAMIS system, which
IRD implemented to modernize the tax administration's processes, has underperformed. Without the
full spectrum of automated capabilities functional in RAMIS, the IRD must rely on manual
interventions, which are resource-intensive, error-prone, and thus less reliable. Under the new
takeover plan, IRD is expected to build core capabilities to develop, run, and manage the core IT
systems by 2027. This would need the proper implementation of strategies laid out in the IRD IT
Strategic Plan to be able to independently maintain the system should it transition to in-house
development post-2027, or effectively manage its outsourced service provider, or oversee a transition
to a local provider.

While the focus has been on RAMIS, weaknesses in core areas of tax IT administration, especially
IT governance, vendor management, and human resource (HR) management, are compounding
system issues. While public attention has focused on RAMIS’ failure to deliver much-needed system



stability,*® the outcomes stem from a larger failing to develop the necessary underlying frameworks
and capabilities. The key frameworks and capabilities include (i) developing and implementing an IT
governance framework, including vendor management and data governance, to provide the necessary
oversight and accountability mechanisms to ensure that IT initiatives align with the department's
business objectives; (ii) recruiting and retaining skilled IT personnel to execute the digital vision and
IRD’s strategic goals; (iii) evaluating and rethinking business and administrative processes to increase
efficiency and improve transparency; and (iv) undertaking robust change management to improve
decision-making and accountability, led by the senior leadership of the organization. While the IT
Strategic Plan provides a robust foundation for addressing key modernization objectives, it does not
go far enough in identifying and mitigating critical gaps.5® Without putting these complementary
frameworks in place, any changes to the system will remain ineffective in improving administration.

Given the greater investment needed to meet these considerable goals, the decrease in IRD’s cost
of collection is striking. Over the period 2020-2023, IRD’s cost of collection fell from 0.86 to 0.41
rupees for 100 rupees collected (Figure 2.25), as both recurrent and capital expenditure, remained
tightly controlled, while inland revenue collection increased drastically.>' The cost of collection (both
recurrent and capital) is below the global norm, which is closer to 1 rupee per 100 rupees collected.

To achieve its revenue goals, and sustain progress over the medium-term, Sri Lanka needs to invest
far more in improving revenue collection. A significant share of this investment needs to be made
regardless of the pathway chosen for system development—whether this is done in-house or
outsourced, via RAMIS or another vendor. For example, across various scenarios for system
development, some commonly identified investments will need to be made, regardless of the exact
model chosen.’2 However, World Bank experience from other countries suggests that such
investments could result in 40 times the returns.

Figure 2.24. Recurrent Cost of Collection, 2022 Figure 2.25. Cost of Collection, 2017-2023 (per 100

(per 100 rupees collected) rupees collected)
1.0 009 1
0.8 0.8 |
0.6 0.6 |
0.4 0.4 -
0.2 0.2
0.0 0
Vietnam Thailand Ecuador Sri Lanka Morocco 2017 2018 2019 2020 2021 2022 2023

Source: International Survey on Revenue Administration (ISORA).  Source: IRD Annual Performance Reports.

49 RAMIS was implemented in 2016 to modernize the tax administration's processes. At present, the system underperforms and is unable to deliver the
full spectrum of tax administration automation functions, including complete and intuitive taxpayer portals, automated data analytics, risk management,
and taxpayer validation, which are critical for achieving the efficiency and transparency expected of a modern revenue system. The system'’s inability to
deliver these features hinders its effectiveness and the overall modernization effort. Without these automated capabilities, IRD is forced to rely on
manual interventions, which are resource-intensive, error-prone, and less reliable. This failure indicates the need for IRD to improve its engagement with
external vendors (regardless of the degree of reliance on them) and the need to manage critical IT assets effectively.

50The plan lacks concrete steps to address the absence of a comprehensive IT governance framework, which is needed to oversee outsourced services
and align IT operations with the broader strategic goals of the IRD. Similarly, the plan fails to offer viable solutions for the recruitment and retention of
skilled IT personnel, a challenge that is central to overcoming the department’s current shortcomings. The inability to attract and retain skilled IT staff
undermines the IRD’s long-term capability to execute its strategic goals.

51The one-time jump in 2022 was driven by payments for RAMIS, including arrears payments from previous years.

52 For example, upgrades to IRD’s data center infrastructure to achieve Tier 2 compliance, certain software licensing, and the upgrade of a minimum
number of personal computers and printers which currently run on Windows 7 or below.



Policy recommendations to modernize tax administration

Sri Lanka needs to digitize and modernize IRD as part of a comprehensive reform. While the need to
move towards a more modernized, digital, transparent revenue department is well-recognized, the
gap between status quo and the desired outcome is large. The plan needs to be substantially
detailed, well sequenced, and adequately resourced to be well-implemented. IRD also needs
complementary reform in HR capabilities to support a comprehensive overhaul.

- Digitalizing core administration functions and implementing IRD's own IT Strategic Plan
(approved by the Cabinet) requires addressing the four critical gaps: IT governance, human
resources, business process, and change management, including a primary focus on enhancing
governance, vendor management, and internal capabilities. The plan should include adopting a
governance framework like COBIT or ISO/IEC 38500, since this is crucial to align with outsourcing
needs. The plan should also consider developing internal skills to manage and monitor vendors
effectively, as well as expanding the internal IT team for maintaining RAMIS, alongside upgrading
outdated IT infrastructure and developing staff training and retention programs. Additionally, the
Strategic Plan should emphasize data governance by creating a data warehouse for better
management and analysis and enhancing RAMIS with automated tax functions like risk
management and taxpayer validation. Annex 2.4 provides a complete list of required
improvements.

e The reform plan will need to be well-sequenced. IRD needs a strong project-management unit
(PMU) to coordinate internal departments and external stakeholders, with a strong mandate to
manage organizational change. Furthermore, this PMU must report to a steering committee that
includes senior leadership in government and other government agencies to ensure strong buy-in
for change.

* The reform plan will also need adequate resources to result in large revenue collection gains.
Addressing IT challenges will require additional investment. Not only is the cost of collection
relatively low compared to other countries, but experience from other countries also suggests that
such investment could result in 40X returns. Furthermore, for a country the size of Sri Lanka,
benchmarking suggests that current staffing of the IRD’s IT cadre is low and must be increased
(Annex 2.4).

In parallel, IRD needs to move towards risk-based approaches for key functions like return scrutiny,
audit, and refunds. Currently taxpayers file certain documents monthly, even though Sri Lanka
assesses taxes quarterly or annually. With an increasing volume of registered taxpayers and third-
party data, scrutinizing each return is infeasible and will continue to create backlogs. Risk-based
approaches suggest that IRD need not scrutinize every individual return, but instead only those from
taxpayers posing the highest risk (based on selected risk filters). This also applies to audit case
selection, which can use risk filters to move away from the current, discretionary system. For
refunds, the key shift is to move away from scrutiny of every refund before it is issued—adding to the
delays—towards a system of automatic refund processing complemented by risk filters (ideally
developed using third-party data as well) to select certain high-risk returns that will then be subject to
more scrutiny. Implementing these broader shifts to risk-based approaches requires culture shifts as
well as legislative changes.

Modernizing and moving to risk-based approaches will require legislative changes, especially a new
Tax Administration and Procedures Law (TAPL). This is essential to eliminate redundant rules and
clarify and codify existing rules and guidelines. Additionally, the TAPL would set the stage for a shift



towards risk-based management of key functions such as audits and refunds, moving away from the
current approach of more discretionary audit case selection and refund scrutiny. In turn, this is
essential for enabling more transparent, less discretionary, more efficient tax administrative
processes.

2.3.3 Structural Constraint #3: Low Tax Morale

Tax reforms between 2022 and 2024 were implemented in a low-trust environment,>® which
impacted tax morale and further undermined the fiscal contract. The reforms were characterized by
a lag in providing information and frequent, sometimes overnight policy changes. While these
reforms were critical to raising much-needed revenue, the increase in tax burden on the pre-existing
base (discussed in Section 2.1) compounded perceptions that the tax burden is unevenly
distributed.>* The increased tax burden also raised questions about the fairness and equity of the tax
system.5®

The lack of transparency in the formulation and application of tax decisions has exacerbated
perceptions of unfairness and inequity. High discretion and lack of transparency in providing tax
incentives (for example, under the SDP Act and 19A waivers), discussed in Section 2.2, compounded
negative perceptions, undermined the fiscal contract, and reduced willingness to pay taxes.% Surveys
suggest that the top three perceived reasons for tax evasion are (i) lack of transparency in how tax
revenue is used, (ii) misuse of revenue by government, and (iii) lack of trust in tax collectors.5”

The tax administration has also struggled to keep up with the sheer number of changes in the tax
system since the crisis, and changes have not been well communicated to the taxpayer. The
government has made many policy changes since the crisis, although such changes were common
before as well.5® These changes are often made without consulting IRD or taxpayers. This has
resulted in a large backlog of changes that need to be made to the system, creating an administrative
burden. Equally importantly, these changes have affected the credibility of IRD and the MoF.5°

IRD’s institutional focus on taxpayer services has been sporadic and not linked to any broader
strategy. IRD seeks to “maximize e-service consumption for a paperless tax administration,” with “the
long-term future goal of the IRD is transition to a fully digital tax administration to enhance efficiency,
reduce costs, and promote environmental sustainability.”®®© However, lack of a reliable IT system;
limited staff, especially those with specialized skills; and the day-to-day administrative burden has led
to a dearth of strategic thinking about issues related to taxpayer services. IRD staff underuse digital
tools and resources, which also reduces taxpayers’ trust in adopting digital tools.®’

53 As evidenced by the low trust in government numbers in the regular State of the Economy polls, until late 2024.

54“The tax system is unfair because even very poor people are taxed at the same rate for indirect taxes."-participant at Sinhala-language citizens group
consultation

55 Many active income taxpayers as well as representatives of the audit firms interviewed highlighted the fact that the government and the IRD in
particular try to ‘squeeze the taxpayers’ that are already paying taxes. Instead of focusing efforts on widening the tax net, the interviewees felt that the
government and revenue agencies were focusing on extracting more from the already captive audience of taxpayers.

56 Civil Society Diagnostic Report on Sri Lanka (Transparency International Sri Lanka, 2023)

57United Nations Development Program (UNDP) Taxpayer Perception Survey 2024.

58 For example, a stakeholder consultation highlighted that during the tenure of one of the finance ministers, the VAT code was adjusted 14 times.

59 One participant from a consultation with micro-small-medium enterprises (MSMEs) suggested “Inconsistency is a major problem, and the
government's approach to running the economy is likened to managing a corner shop.”

60|RD Annual Report 2023.

61 For example, certificates—including Tax Identification Numbers (TINs) and temporary VAT registrations—are printed and stamped for taxpayers
despite the availability (and validity) of these documents in digital form. While applications are ultimately entered into digital platforms (albeit
manually), these only contain the information from the registrations and applications but do not include general queries and consultations, which are
only recorded manually in paper form.



The following section provides further detail on critical areas constraining tax morale.

Tax policy unpredictability and inconsistency

Lack of tax certainty inhibits individuals and businesses from planning and undermines tax morale.
Stakeholder consultations conducted for the PFR found that participants struggled with how
“changes are often made abruptly with limited consultations that shock the system.”®2Tax policy
uncertainty has historically constrained businesses in Sri Lanka,®® with frequent changes and policy
reversals in the threshold, coverage, exemptions, and rate structure. The frequency and lack of
communication around policy changes over the last two years has added to the perception of lacking
transparency and made it harder for taxpayers to plan and comply. For households, the possibility of
changes in tax relief (such as on interest paid) influences consumption and investment patterns (for
example, the decision to take a mortgage).

Figure 2.26. PIT Rate (Highest), 2005-2023 Figure 2.27. VAT rate, 2002-23
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(USAID) Collecting Taxes Database. (USAID) Collecting Taxes Database.

Complexity of the system and processes, resulting in poor taxpayer experience

Existing taxpayers find the existing system complex while potential taxpayers lack sufficient
information. Multiple tax types and rates inhibit compliance, especially for first-time taxpayers. The
difficulty of getting a refund weakens businesses’ willingness to pay taxes. System crashes on
deadline days highlight the need for better infrastructure. Many citizens, especially those who didn’t
pay some form of income tax, lacked information about the tax system.%4 In 2023, IRD conducted 73
awareness programs with close to 56,000 participants, including taxpayers, tax professionals, and the
public.65 These programs focused on disseminating the changes in the tax law and e-filing of returns.
Detailed analysis of the online awareness programs has found that digital outreach material is not
effective in generating engagement. Furthermore, taxpayer culture is heterogenous, and education,
communications, and outreach efforts are not tailored to the expectations of particular taxpayer
types.

62 |ndividual and group taxpayer consultations organized by Arutha, over the period of May-July 2024

83 Policy uncertainty (including for tax, trade, and land policy) was identified as a binding constraint to new investment in Sri Lanka. Sri Lanka Growth
Diagnostic Analysis, 2018. Center for International Development at Harvard University. Pg. 152.

64 Stakeholder consultations suggested that the awareness around the recent tax reforms is varied, with those who pay taxes and being more aware of
the changes. Those who didn't pay income taxes had a lower level of awareness and were unable to distinguish between price changes and tax
changes. The variance in awareness may also be linked in part to the availability of information about the tax reforms in the different languages. For
example, a lot more information and discourse about the tax reforms was available in English than in the local languages in mainstream media. There is
also a lot more informational social media content on economic reforms in English than in the local languages.

65]RD Annual Report 2023, published January 2025.



Lack of transparency in decision-making and information sharing

In addition to the lack of policy certainty and consistency, the lack of transparency in decision-
making on tax policy has lowered tax morale. The government often makes ad hoc tax policy
changes, without consulting stakeholders in advance. As mentioned above, multiple authorities have
granted numerous exemptions on tax expenditures with little transparency on costs and benefits.
This has added to the perception of favoritism and arbitrariness, undermining tax morale.

Lack of data has further undermined the credibility of institutions’ efforts to raise taxes and improve
processes. Information on tax policies, administration, revenue, and expenditures is not easily
available. A case in point is IRD’s annual performance report for 2023, which was published in
January 2025, creating a yearlong gap when tax administration data was not available at a time of
several administration policy changes. IRD collects a substantial set of taxpayer information at the
time of taxpayer registration and filing.%¢ However, it does not publish this information, and there is
little evidence that the government uses it as an input in policy making. For example, IRD no longer
reports the breakdown of revenue collected by tax bracket even though this data is collected via tax
returns. In fact, IRD used to reported this information annually between the 1960s and 1990s.
Similarly, IRD collects data on tax expenditures via tax return forms but has not disaggregated the
information by exemption source for detailed reporting in the TES.

Poor accountability in the use of tax revenues

Stakeholder consultations revealed a profound lack of trust in the government’'s use of tax
revenues. Individuals and firms highlighted the following concerns: (i) lack of transparency in how the
government spends revenues; (ii) perceived wastefulness in government spending (for example,
spending on unnecessary infrastructure projects); (iii) mismanagement of public debt; (iv) perceived
corruption, which has also worsened trust; and (v) discontent with the quality of public services such
as healthcare, education, and transportation, with, “What benefit do | get from paying higher taxes?” a
common refrain.

Policy recommendations to improve tax morale

Building tax morale is a key element of a successful tax reform program and a necessary step in the
shift towards a tax system that can rely more on voluntary compliance.®’ Efforts to build tax morale
need to focus on facilitating the engagement of existing taxpayers while encouraging new taxpayers
to comply. The recommendations build on the understanding that efforts to build trust and improve
morale need to be (i) tailored for each significant contributing taxpayer group, (ii) grounded in the
realities of the taxpayer experience, and (iii) accompanied by long-term, consistent commitment and
effort. The recommendations are sequenced from the short term (1-2 years) and medium-to-longer
term (3-5 years).

66 With e-filing being made mandatory since the assessment year 2023-24, the data is available.

67 As described by Roel et al. in Innovations in Tax Compliance: Building Trust, Navigating Politics, and Tailoring Reform (World Bank, 2022), “By
combining complementary investments in enforcement, facilitation, and trust, reformers not only strengthen enforced compliance but also (1)
encourage quasi-voluntary compliance; (2) create conditions conducive to strengthening social contracts; and (3) generate sustained political support
for reform.”



Recommendation #1: Improve the predictability of tax policies
This could entail:
I.  Developing a longerterm revenue policy framework to move away from reactive policy

decisions.

Il.  Adopting regulations mandating that tax policy changes cannot be made through gazette
notifications and can only be made at the start of the tax year.

Ill.  Mandating that tax policy changes are accompanied by published cost-benefit analysis and
preceded by a period of public consultation before the introduction of key tax policy changes.

Recommendation # 2: Reduce policy and administrative complexity

This could entail:
I.  Introducing user-friendly e-filing and payment options, including QR codes.

Il.  Simplifying tracking refunds online.
Ill. Facilitating system-to-system data exchanges to avoid re-inputting of data.

IV. Integrating user testing of online processes into their implementation.
Recommendation #3: Improve coordination across tax policy and administration.

This could entail:
I.  Developing a strong, accountable coordinating mechanism between revenue policy and
administration units.

II. Coordinating efforts to improve transparency across all relevant agencies and departments
relevant to the tax system, including the MoF, the President’s Office, Customs, and the BOI.

Ill.  Improving data management and analysis skills to ensure that IRD properly collates collected
data and uses the information as an input into better policy design and risk management.

Recommendation #4: Engage in clear, targeted, and sustained external
communications and outreach

This could entail:

I.  Conducting taxpayer journey mapping to better understand barriers faced by current and
potential taxpayers in Sri Lanka, supporting better formulation of education, communications,
and outreach campaigns.

Il. Investing in understanding the challenges faced by different taxpayer groups, using data from
the current set of queries raised by them in-person and on-call.

Ill. Based on a renewed and detailed understanding of the prevailing taxpayer experience,
designing national and taxpayer-specific strategies for education, communications, and
outreach.



IV. Undertaking targeted outreach to address specific taxpayer groups’ gaps in knowledge through
existing channels, such as the IRD website and SMS messaging. In addition, information to
educate specific taxpayers would leverage new communications channels identified through a
taxpayer experience analysis.

V. Bringing in staff with specialized skills in customer service design and customer experience.

Recommendation #5: Communicate progress on benefits from tax revenue and
government spending

This could entail:
I.  Ensuring on-time publication of annual performance reports and tax expenditure statements,
while enhancing in-year reporting of disaggregated information.%8

II. Improving information sharing on policy decisions to build credibility. IRD could review the
requests submitted to it under the Right to Information Act to identify common areas of inquiry
and assess whether it can systematically compile and publish information on these topics.

[ll. Creating institutionalized channels for feedback on tax matters, including regular forums
nationally and regionally, to engage stakeholders in tax policy discussions, promote
transparency, and allow for scrutiny of policy decisions, especially before the national budget.

IV. Publishing regular information on results that the government has achieved with taxpayer
money, such as infrastructure completed and services delivered.

2.4 Summary of Policy Recommendations
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Chapter 3: More Efficient, Equitable, and Growth-
Oriented Government Expenditure

3.1 Introduction

A third of the primary balance adjustment since 2021 can be attributed to a reduction in primary
spending (spending excluding interest payments), particularly capital expenditure and the wage bill.
Primary expenditures in 2023, at 10.6 percent of GDP, were at their lowest level since 2004, before
increasing marginally to 11.5 percent of GDP in 2024. Given high expenditure rigidity, the burden of
adjustment has been borne by capital expenditure and, to a lesser extent, a substantial reduction in
real wages have borne the burden of adjustment, which had implications for efficiency, equity, and
growth 6970

Additional expenditure reduction will be difficult to realize over the next 3-5 years without
compromising the delivery of basic functions of the government, equity, and future growth.
Expenditures will need to mitigate the adverse equity impacts of the economic crisis and revenue
adjustment measures. Poverty more than doubled during the crisis, with more than a quarter of the
population falling below the poverty line in 2023. This has increased demands on the government to
mitigate the adverse effects of the crisis on the poor and vulnerable.”! Furthermore, revenue
enhancing measures undertaken as a part of the fiscal adjustment have, on balance, increased
poverty by increasing the indirect tax burden and reducing disposable income (Chapter 2).72

Public expenditure can support growth in the medium-term. Under current trends, Sri Lanka's
medium-term growth trajectory remains muted. Chapter 1 discusses how public expenditure—and in
particular public investment—can help revive economic growth and contribute to meeting debt
sustainability targets. Enhancing the efficiency and effectiveness of spending for health, education,
and social protection is also critical to preserving human capital investment and preventing
households from the extended use of negative coping strategies that can lead to longer-term
scarring post-crisis.

In this setting, efforts to improve the efficiency, equity, and growth impact of spending are critical.
While expenditure reductions are difficult, large increases in spending in the next 3-5 years are also
not possible. Such increases would be inconsistent with the fiscal rules of the new PFM Act (2024),
which limits primary spending to 13 percent of nominal GDP for the next five years. Hence, this
chapter focuses on options to improve the efficiency, equity, and growth impact of spending in three
key areas: the public sector wage bill, capital expenditure, and transfers and subsidies. These areas
together account for 90.4 percent of non-interest spending from 2017 to 2023. They also impact
equity and—in the case of public capital spending—economic growth.

59 Spending efficiency is defined as optimizing spending such that more output can be derived from the same level of spending input. Spending equity
is defined as ensuring that the impact of spending is progressive in that it benefits those at the bottom of the income distribution more than the top.
This chapter integrates fiscal incidence analysis (FIA), which is used to measure equity of spending, thereby ensuring that equity considerations are
incorporated throughout.

70The fiscal consolidation under the IMF EFF program is designed to be largely revenue-based, aiming to preserve capital expenditures when possible.
Under program parameters, expenditure-based fiscal consolidation would only be necessary in the event of revenue shortfalls.

71Sri Lanka was able to reduce poverty from 30.2 percent (at $4.20 per person per day poverty line, PPP) in 2006 to 11.5 percent in 2019. However, the
economic contraction and high inflation are expected to have increased this rate to over 25 percent in 2023 and projections suggest poverty will remain
above 22 percent until 2026 (World Bank, 2024).

72 Revenue measures have had a mixed impact on equity. Measures such as the increased reliance on VAT have been regressive. Others, including the
lowering of thresholds on income tax, for example, have been progressive. See Chapter 2 for further details.



The chapter does not include a deeper look at key functional areas of spending, such as transport,
health, and education, and the link to service delivery, given considerations of scope.

This chapter is structured as follows: Section 3.2 provides an integrated view of the level,
composition and overall efficiency and equity of spending. Section 3.3 delves deeper into improving
the efficiency and equity of spending in public sector wages, capital expenditure, and transfers and
subsidies. Section 3.4 concludes with a summary of policy recommendations in each of these areas.

Key policy recommendations in this chapter include (i) gradually reducing the public sector
headcount through natural attrition in targeted, non-service delivery sectors and, in the medium-term,
undertaking public sector workforce planning; (ii) appointing a pay commission to assess the
composition of public sector pay and wage setting (including for allowances); (iii) re-allocating the
capital budget across sectors to correspond to key infrastructure gaps; (iv) prioritizing the right
projects within sectors, including finishing ongoing projects already close to completion,
reconsidering long-term stalled projects, and implementing the new PFM Act to strengthen
mechanisms for selecting new projects; (vi) improving project execution and monitoring; (vii)
prioritizing the maintenance of existing assets; and (viii) maintaining the reforms on moving to cost-
reflective pricing for electricity and fuel and improving the targeting of fertilizer subsidies and social
protection programs.

The potential savings are modest, given that Sri Lanka’'s primary spending is relatively low and
highly rigid and interest payments still dominate overall spending. Together, these
recommendations are estimated to yield savings of 0.3 percent of GDP annually if fully implemented
by 2027, but more crucially they will help drive improvements in fiscal equity and economic growth.

The analysis in this chapter is based on disaggregated data, using the government’s object
classifications as well as internationally consistent economic and functional classifications.”3 All
following analysis and figures in this chapter use object code classification data, as published in the
audited financial statements of the MoF annual reports (2017-23). This data is prepared by the
Department of State Accounts (SAD) and follows the classification used for budget preparation.
However, these expenditure figures do not match those reported in the fiscal operations table in the
same MoF annual report. This is true for both the totals and the breakdown. For example, the total
expenditure for 2023 as recorded in the SAD data is 20.6 percent of GDP, compared to 19.5 in the
fiscal operations table (a gap of 1.1 percent of GDP). This gap has been 0.3 percent of GDP on
average between 2017 and 2024. The composition of spending also differs between the two
sources. These differences are important as spending trends (in particular, on capital expenditure)
depend on the classification used.

Reconciling the underlying differences in reporting formats is critical for fiscal transparency. One of
the main differences is that the fiscal operations table records net lending by the government as
expenditure (in line with the Government Finance Statistics Manual 1986). In contrast, SAD figures
classify on-lending as expenditure, but do not deduct any recoveries from on-lending. Given that
recoveries from on-lending were close to 1 percent of GDP in 2023, this can largely explain the
difference between the two expenditure totals in 2023. However, other differences in recurrent spen-

73 One value addition of this chapter is to present a consistent, disaggregated view of spending across years, which has proved challenging, on account
of several changes in ministries and some reporting inconsistencies across different government data sources. As this requires disaggregated
accounts, chapter 3 of the PFR uses the SAD data. However, chapters 1 and 2 use figures from the fiscal operations table, for consistency with the
macroeconomic framework. As a result, and given the use of internationally consistent economic and functional classifications, the figures in this
chapter may not match those published under other classifications.



-ding remain and need to be better understood. Clarifying these differences is critical for fiscal

transparency.

3.2 Historical Patterns of Expenditure: Levels, Composition, Efficiency

and Equity

3.2.1 Spending has been relatively low compared to peers, consistently under-

executed, and highly rigid.

Sri Lanka’s fiscal expenditures are not large by international standards. Total central government
fiscal expenditures in 2023 amounted to Sri Lankan Rupees (LKR) 5.7 trillion, equivalent to 20.6
percent of GDP. Government expenditures have been relatively stable, averaging 19.5 percent over
2017-23. This share is not large when considering the country’s level of economic development
(Figure 3.1) or when compared to other LMICs (Figure 3.2) and to other countries in the South Asia

region (Figure 3.3).

Figure 3.1. General government expenditure, global
(percent of GDP) (avg. 2018-22)
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Figure 3.2. General government expenditure, lower
middle-income group (percent of GDP) (avg. 2018-22)
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Figure 3.3. South Asia general government Figure 3.4. Sri Lanka budget execution rates,

expenditure (percent of GDP) (avg. 2018-22) (percent of original budget)
40 r mTotal mRecurrent m Capital
30 - 100 -

Nepal
India

Bhutan

20 - 80
60 -
10
40 -
0
: . 20 -
0

2017 2018 2019 2020 2021 2022 2023

Bangladesh
Pakistan

Sri Lanka

SAR Average
LM Average
Afghanistan
Global Average
Maldives

Source: IMF World Economic Outlook October 2023 Database, Source: Ministry of Finance, World Bank staff computations.
World Bank MF-Mod system, National Budget Department,

Central Bank of Sri Lanka, World Bank staff computations.
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General government expenditure is used for comparison.

Fiscal spending is also consistently lower than budgeted, largely driven by an under-execution of
capital spending. Actual annual fiscal spending has consistently remained below the annual budget
allocation over the past seven years (Figure 3.4). In general, execution rates of recurrent expenditure
are consistently much closer to full execution than those of capital expenditure.

Expenditures have become increasingly rigid, putting the burden of fiscal adjustments on capital
expenditures.’ Interest payments, the public sector wage bill (personal emoluments), and transfers
are rigid expenditures, i.e., difficult to change, especially in the short run. These categories together
amounted to 15.8 percent of GDP in 2023. This implies 76.7 percent of total expenditures were rigid,
notably higher than the 68.4 percent in 2017 (Figure 3.5). High expenditure rigidity has implications
for fiscal consolidation, as it puts pressure on reducing expenditures via non-rigid spending areas,
largely capital expenditures. Capital spending drove nearly 72 percent of the spending adjustment
between 2019 and 2023 (Figure 3.6).

74 Mufioz & Olaberria (2019) defines fiscal or budget rigidities as institutional, legal, contractual, or other constraints that limit the ability of the
government to change the size and structure of the public budget, at least in the short term. Similarly, the Institute for Fiscal Studies (2017) explains
expenditures rigidities as those that from a set of rules that require compulsory payment of certain expenditures. See Mufioz, E. and E. Olaberria (2019).
“Are Budget Rigidities a Source of Fiscal Distress and a Constraint for Fiscal Consolidation?” Policy Research Working Paper 8957. The World Bank,
Washington DC. Institute for Fiscal Studies (2017). “Fiscal Rigidities and their Effect in Ghana.” Policy Brief No. 3, February.



Figure 3.5. Sri Lanka central government Figure 3.6. Contribution of recurrent and capital

expenditure, by rigidity (percent of GDP) expenditure to change in primary expenditure
(percent of GDP)
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Source: Ministry of Finance, World Bank staff computations.

3.2.2 Spending is dominated by interest payments, leaving less space for productive
investments in human and physical capital.

Spending is increasingly dominated by interest payments.”> The largest fiscal expenditure
component is interest payments and discounts, which includes interest payments on domestic and
foreign debt and discount payments on domestic debt (Figures 3.7 and 3.8). Interest payments
surged to 9.0 percent of GDP in 2023, after averaging 5.8 percent over 2017-22, following the
increase in domestic interest rates during the crisis. Meanwhile, the public sector wage bill has been
shrinking since 2020 and fell further in 2023 with the decline in real wages and a public sector hiring
freeze (Section 3.3).

As a result of the ongoing fiscal consolidation effort, capital expenditure has also fallen. It reached
3.4 percent of GDP in 2023, notably below its 2017-22 average of 4.4 percent. This has negative
implications for capital accumulation and hence future economic growth.’¢ After peaking in 2020 due
to the COVID-19 pandemic, transfers remain the fourth-largest spending component at 1.8 percent of
GDP in 2023. Spending on goods and services and other recurrent expenditures remain small.

75Due to differences in classification, these numbers do not exactly match what is published in the government fiscal accounts.
76 Capital expenditure will be discussed in detail in Section 2.3.



Figure 3.7. Sri Lanka central government

expenditure, economic classification (percent of GDP)
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Figure 3.8. Central government expenditure 2021-23
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From a functional perspective, general services dominate spending, and the country spends less
than its peers on investments in human and physical capital. Figures 3.9 and 3.10 classify Sri
Lanka’s fiscal expenditures according to the OECD Classification of the Functions of Government
(COFOG) system.”” General services is the dominant expenditure category, rising to 11 percent of
GDP in 2023 after averaging 7.9 percent over 2017-22; spending on interest payments, discounts,
and equity contributions dominate general services. Compared to regional and income peers, Sri
Lanka's interest payment expenditures are relatively large, whereas the public sector wage bill,
capital expenditures, and spending on health, social protection and education are relatively low.”8

Figure 3.9. Sri Lanka central government expenditure, Figure 3.10. Central government expenditure, functional

functional classification (percent of GDP)
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77The OECD COFOG system classifies government expenditure data from the System of National Accounts by the purpose for which the funds are used.

78 Expenditures on subsidies are significantly lower than that for other South Asian and LMICs, but this may be primarily as a result of expenditure
misclassification, as budgeted expenditure numbers do not account for subsidy spending by the SOEs, for example, on electricity and water.



3.2.3 Spending efficiency is higher than peers, but the service delivery model is facing
challenges.

Spending efficiency, especially in service delivery, is higher than peers, but human development
outcomes may be at risk if migration trends continue. As highlighted above, Sri Lanka spends less
than peers on human development (social protection, education, and health). Despite low spending,
Sri Lanka’s human development outperforms peers, reflected in higher output delivered per unit of
spending (Figures 3.11 and 3.12). Higher efficiency has been attributed to low input costs, such as
wages, relative to output in the education and health sectors. But this model of service delivery is now
at risk post-crisis with the exodus of skilled labor, particularly in the health sector.”®

Spending is overall relatively equitable but can be further improved.8® While spending has been
relatively equitable overall, equity can be improved through (i) gradually removing regressive
subsidies (Section 3.3) and (ii) better targeting and adequacy of direct cash benefits provided to
poorer households (Section 3.3). With respect to subsidies, this entails maintaining the reform of fuel
and electricity subsidies (discussed in Annex 1.1) and the reform of other direct subsidies (discussed
in Section 3.3).

Figure 3.11. Output oriented indicators of selected  Figure 3.12. Output oriented indicators of selected
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3.3 Improving Efficiency, Equity, and Growth Impact of Spending

This section focuses on identifying feasible options for enhancing the efficiency and equity of
spending in three key categories: the public sector wage bill, capital expenditure, and transfers and
subsidies. These spending categories together averaged around 90.4 percent of non-interest-
related spending between 2017 and 2023. Where possible, options for modest fiscal savings in the
next 3-5 years are also highlighted for each category.

79World Bank (2019). Sri Lanka Public Expenditure Review. Washington D.C.
80 Discussion on progressivity drawn from World Bank (forthcoming). FIA. (unpublished memo)



3.3.1 Public sector wage bill: level, composition and options for improving efficiency
and equity

Sri Lanka’s public sector wage bill is relatively low when compared to other countries.8' The wage
bill is calculated inclusive of central and provincial governments, government-funded public
institutions, and retirement benefits. Compensation of public sector workers fell from 7.2 percent of
GDP in 2020 to 5.0 percent in 2023, driven by declining real wages and a public sector hiring freeze
(Figure 3.13). The size of the wage bill broadly aligns with other South Asian countries but is
considerably lower than the LMIC average (Figure 3.14). In 2023, spending on public sector workers’
base salaries across central government (1.3 percent of GDP), provincial councils (1.0 percent of
GDP), and government-funded public institutions (0.3 percent of GDP) accounted for approximately
50 percent of the public sector wage bill. Expenditure on salary supplements under different budget
headings, such as “Overtime Payments” and “Other Allowances,” and on the non-contributory public
sector pension scheme (“Retirement Benefits”) made up the other half. In line with the headline wage
bill, spending across these core components has decreased since 2020.

The composition of the wage bill has been changing, with the shares in the education, health, and
general services sectors increasing and those in defense, public order, and safety shrinking.
Despite the low levels of total public spending on education and health by international standards
(Section 3.2), the share of salaries paid to workers in these two sectors of the total wage bill,
excluding retirement benefits, increased substantially from 35 percent to 43 percent between 2017
and 2023 (Figure 3.15). Reflecting this, spending on employee compensation in the education, health,
and general public services sectors registered the highest annualized nominal growth over the past
seven years (Figure 3.16). As a group, these three sectors accounted for 56 percent of wage bill
spending in 2023. Conversely, the wage bill share dedicated to the defense sector—the largest in
2017—decreased considerably over the last seven years, dropping from 30 percent to 24 percent. The
public order and safety sector followed a similar trend, decreasing from 11 to 9 percent of wage bill
expenditures over 2017-23.

Figure 3.13. Wage bill spending, object classification  Figure 3.14. Wage bill comparison with peers (percent
(percent of GDP and percent of spending) of GDP)

Retirement Benefits 12
= Property Loan Interest to Public Servants

Other Allowances

Overtime Payments 8
= Grants Prov. Councils/Pub. Institutions
mmmm Salaries and Wages

e Total % GDP 4
= \\/age Bill - % Gov. Spending (rhs)
8 - 1 36 0
o . 30 & &8 § &8 & 2 & &
6 e ) ° — — — — — c — —
o | 24 o~ o~ o~ o~ o~ 5 o~ o~
13 13 © e 5 o k] c o =
4 k2 18 t 8 8 8 5 &8 & 3
@ S @ o = = w
12 - o 3 S c
2 & 2 w9 3 F
6 ©
m
0 ~ o0 o S o~ N CVN) 0 Source: IMF World Economic Outlook October 2023 Database;
P P P S o o o World Bank staff computations.
N N N N N N N Notes: 2021-23 averages of available annual data. SAR: South
Source: World Bank staff computations. Asia Region. LMI: Lower Middle-Income Group.

81The public sector wage bill is defined here to include Salaries and Wages (1001), Overtime and Holiday Payments (1002), Other Allowances (1003),
Retirement Benefits (1502), Public Institutions (1503), Property Loan Interest to Public Servants (1506) and Grants to Provincial Councils (Personal
Emoluments) (1507). Hence, figures may not match those under other classifications.



Figure 3.15. Composition of wage bill excluding Figure 3.16. Wage bill annualized nominal growth by
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Figure 3.17. Public service as a share of total Figure 3.18. Teachers and health professionals per
employment 2023 (percent)3? thousand inhabitants
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Public sector employment is relatively large when compared to peers despite reductions since
2020. Public sector employment remains substantially higher than in peer countries, reflecting the
impact of occasional recruitment surges and a large security sector (Figure 3.17).83 The Sri Lankan
public service headcount grew by 12 percent between 2013 and 2020—reaching its peak at 1.27
million civil servants—driven by recruitment surges in various years.8485

82 Number of workers of SOEs and Government-Funded Public Institutions is only available as an aggregate until 2022. The 2023 number of SOE
workers corresponds to the difference between the 2022 aggregate and the 2023 Government-Funded Public Institutions headcount reported in the
2024 Approved Budget.

83 Disparities in the size of public sector employment between Sri Lanka and peer countries remain high when controlling for the differences in labor
force participation.

84 The recruitment drives resulted in 20,000 new hires in 2014, 19,000 new hires in 2015, 32,000 new hires in 2016 and 65,000 new hires in 2020.

85The 2020 recruitment surge was partially driven by the recruitment of ~34,000 unskilled workers for the multi-purpose development task force under
the previous government. Full breakdowns of the composition of these recruitment surges are not available due to data limitations.



This trend was reversed by the ongoing hiring freeze that decreased the public service headcount to
1.27 million workers in 2023, 4 percent lower than 2020. As of 2023, employment in SOEs and
Government-Funded Public Institutions accounted for roughly 15 percent of broader public sector
employment with 212,000 workers, 10 percent lower than the peak level reached in 2019.86

Sri Lanka maintains a larger number of public sector teachers, health workers, and security sector
workers than peers. A larger, specialized workforce (Figure 3.18) has contributed to the country’s
positive record on education and health outcomes over the past decades, and the health and
education sectors tend to be labor-intensive. The Sri Lankan security sector continues to represent a
substantially larger share of employment than in peer countries. In 2023, the number of armed forces

personnel per thousand inhabitants was three times higher than the averages for South Asia and
LMICs (Figure 3.19).

Figure 3.19. Armed forces per thousand inhabitants Figure 3.20. Wage bill nominal growth decomposition
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Despite growth in nominal wages, real wages and pension benefits have declined significantly in
recent years due to high inflation. Despite the high nominal growth of wages and pensions over
2018-23, high inflation has eroded the purchasing power of public sector employees and pensioners
in recent years (Figure 3.21). In cumulative real terms, average public sector wages and pensions
decreased by 33 percent and 26 percent, respectively, over the past three years. Data from the 2019
and 2022 labor force surveys suggests that the compression of real annual earnings in the public
sector was regressive, with low-income civil servants the most affected (Figure 3.22). Furthermore,
the erosion of purchasing power for public sector workers in the bottom 30 percent of the income
distribution appears to have been considerably larger than among private sector counterparts.

86 Available data for 2023 indicates that a subset of approximately 53,000 workers (25 percent) is posted in government-funded public institutions, the
subsector which is covered from the government wage bill.

87 Number of public service workers (i.e. central and provincial governments) over 2017-22 was sourced from Management Services Department (MSD)
data included in the 2022 MoF Annual Report while 2023 data was sourced from the 2024 Approved Budget Employment Profiles. 2017-22 figures were
corrected for a shortfall of ~78,000 workers between MSD and Employment Profiles data identified for 2023.



These results signal that uncompensated losses in government real wages will have contributed to a
deterioration of living conditions for the most vulnerable groups in Sri Lanka.
Figure 3.21. Year-on-year change in real average Figure 3.22. Change in real annual total earnings

effective wages/pensions (percent, 2017=100) (self-reported) by household income deciles for
public and private sector workers, 2019-22 (percent)

m Public sector m Private sector

1T 2 3 4 5 6 7 8 9 10

20 - B Avg Pub. Service Wage  mAvg. Pension

10 +
0
-10 -

20 -

-30

2018 2019 2020 2021 2022 2023

Source: Ministry of Finance, 2022 Annual Report and World Source: 2019 and 2022 Labor Force Survey, World Bank staff
Bank staff computations. computations.

Note: Figures for average pensions in 2023 are tentative as the

number of pensioners was extrapolated.

Figure 3.23. Estimated average annual salaries by Figure 3.24. Nominal annual total earnings (self-
simplified designations, 2024 budget (LKR reported) by ILO skill level, 2022 (LKR thousands)
thousands)8?
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88 Total average pay including retirement benefits calculated through the ratio of total spending on base pay, allowances and retirement benefits over
the number of active civil servants. More accurate estimates would require projection of accrued benefits taking life expectancy post-retirement into
consideration.



Furthermore, wages and pensions have not kept up with GDP per capita, and there is a gap
compared to private sector wages for highly skilled workers. Preliminary analysis indicates that
more than 90 percent of civil servants earn less than GDP per capita (Figure 3.23). Between 2020 and
2023, average public service wages—excluding non-contributory retirement benefits—decreased from
88 to 62 percent of per capita GDP. Back-of-the-envelope calculations indicate that total average pay,
including future pensions payments, followed a similar trend, decreasing from 116 percent to 87
percent of per capita GDP over the same period.88 Moreover, comparing public and private sector
wages based on the 2022 Labor Force Survey data suggests that government wages are the least
competitive for highly skilled workers, who make 8 to 22 percent less than their private sector peers
(Figure 3.24).

The split of wages between base pay and allowances is not optimal from an efficiency and equity
perspective, with ad-hoc allowances accounting for a significant portion of renumeration.
Allowances account for a large share of civil servants’ total pay, reflecting the proliferation of ad hoc
salary supplements to adjust the remuneration of specific professions, in particular the most
specialized ones (Figure 3.23). Preliminary analysis suggests that allowances, which are pensionable,
account for 30-60 percent of final pay, depending on the sector and profession. These estimates
suggest that salary supplements correspond to a particularly high share of pay for the most
specialized, highly remunerated professions, such as executives and physicians.®® According to
preliminary analysis, there are more than 30 different types of allowances in the health sector alone.
Analysis using Labor Force Survey data highlights that individuals in non-poor households tend to
benefit more from allowances relative to individuals in poor households, raising equity concerns.
However, this must be interpreted with caution as (i) this is in part to compensate for welfare losses
that have been incurred over the past few years and (ii) this is a way to close the gap between the
public sector and private sector for higher-skilled workers to retain these employees.

The management of the wage bill is inefficient, making it challenging to forecast and understand
the budgetary implications of policy changes. Wage bill budgeting and forecasting is constrained by
the lack of a centralized payroll with individual-level records for all civil servants and pensioners.
Additionally, consolidated data on the existing public sector cadre is inconsistent across different
government data sources. Box 3.1 highlights the challenges with wage bill budgeting, forecasting,
and data management.

9 The main civil service allowances have been modelled as part of this exercise including top ups paid to health workers (i.e., physicians, nurses and
paramedics), executives, secretaries, and workers of the judicial sector (i.e. judges, attorney general department, legal draftsman department).



Il Box 3.1: Challenges with wage bill budgeting, forecasting and data management

Accurate wage bill budgeting and forecasting is constrained by the lack of a centralized payroll with
individual-level records for all civil servants and public sector pensioners. The government operates a
decentralized payroll management system, the Government Payroll System (GPS), dating back to 1985.
Under the GPS, each MDA maintains a separate database containing basic personal and salary
payment records of the corresponding employees. As part of the annual Budget Call Circular, the
National Budget Department (NBD) requests each MDA to submit an excel template containing
individual-level salary payment records as of June 30 of the corresponding year. However, these
submissions lack key personal data required for wage bill forecasting, such as dates of birth and
appointments, and are not consolidated above budget head level. In many cases, the submissions of
salary payment records are only shared in hard copy with the corresponding desk officer, who then
manually digitizes summary information required for budget preparation.

The MSD maintains the only consolidated dataset on the existing public sector cadre, but the database
is not fully consistent with other sources.®” The PSHRID contains records on the number of existing
civil servants of each MDA by service level (primary, secondary, tertiary, senior), designation (e.g.,
nurses, policemen), and salary code.®? Nevertheless, the institutional structure used by MSD does not
fully match the chart of accounts and, for a subset of institutions, data is either not collected (e.g.,
special spending units) or is inconsistent with the number of staff reported in the Approved Budget
Employment Profiles (e.g., deficit of approximately 53,000 workers in 2023).9% Furthermore, salary
codes are often inconsistently codified or not reported for certain designations. Since this dataset is
aggregated at salary code level, it also lacks information on the age structure of the civil service. These
shortcomings pose considerable challenges in matching the PSHRID with spending data and preclude
its utilization for forecasting future retirement patterns.

3.3.1.1 Policy recommendations

Further reduction of compensation for public sector employees is not feasible, given the
considerable erosion of real wages. Despite the large size of public sector employment, civil
servants tend to be relatively poorly paid and have suffered a considerable loss of purchasing power
since 2020, reducing the scope for near-term reductions in real wages. Substantial ad-hoc increases
in base pay and allowances, however, may not be feasible given overall fiscal constraints, particularly
the still-significant size of the public sector. Any further increases will need to be phased to coincide
with savings from gradual headcount reduction.

A pay commission to examine the structure of public sector compensation would help improve
transparency and equity. Sri Lanka could appoint a central body, akin to a pay commission, to
conduct periodical reviews of compensation across public sector occupations.®* This commission
could have three core functions: (i) to periodically review the equity and competitiveness of public
sector compensation (i.e. base pay and allowances), including vis-a-vis the private sector; (ii) to
advise and oversee the job evaluation system so that compensation corresponds to job complexity;
and (iii) to advise on performance incentives and supplements for staff in remote or hardship
locations. The recommendations issued by this commission could guide the revisions of base pay
and allowances to reduce the weight of the latter and increase the attractiveness of public sector
jobs (notably for highly skilled professionals). Moreover, this commission could recommend policy

91 MoF department responsible for the management of the approved cadre.

92Per the Public Administration Circular: 03/2016.

98 As part of the Annual Budget Estimates, NBD publishes employment profiles for each budget head with the number of existing staff by service level.
The Employment Profiles are based on individual level records submitted by MDAs as part of the annual Budget Call Circular.

% The Central Pay Commission in India is a good example of this type of government body (see: https://doe.gov.in/files/cenetral-
pay_document/7cpc_report_eng.pdf). Independent Pay Commissions are also in place in Kenya, Ireland, Greece and Japan
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options for establishing a cost-of-living adjustment framework to avoid the resurgence of ad-hoc
allowances and top-ups that reduce predictability and transparency and give rise to unfair disparities
between and within professions and sectors.

In the medium-to-long term, Sri Lanka can achieve further reductions in public sector employment
through well-targeted attrition policies. A hiring freeze introduced at the onset of the crisis has
reduced headcount, but further headcount cuts in the next 2-3 years may have adverse effects on
service delivery. Therefore, the rightsizing of over-staffed sectors and professions could be gradual,
recruiting new workers at a slower pace than new retirements. Simultaneously, such a reform should
preserve the existing availability of frontline education and health workers to safeguard hard-won
human capital gains.

The desired reduction of the public sector headcount should be guided by workforce planning and a
comprehensive functional review of the entire government and quasi-government sector.?> The
updated staffing structures emerging from such a review would serve as the foundation for a revised,
approved public sector cadre, establishing the medium-term objective for staffing adjustments
through attrition. To ensure ownership of the process and its outcomes, this exercise should be
conducted by each MDA under the coordination of the agencies with the mandate to manage the
public sector cadre (i.e. MSD - MoF and Ministry of Public Administration). This process would
establish a bottom-up framework for adjusting the public sector workforce while preserving the
flexibility to selectively increase staffing in priority institutions or cadres.

The management and consolidation of HR and payroll data needs to be improved to ensure efficient
wage bill budgeting and forecasting, and evidence-based policies. In the short-term, it will be crucial
to develop a new business process at NBD to ensure that individual payroll records collected through
the annual budget call circular are consolidated across the entire public sector and incorporate
essential personal information for wage bill projections (i.e. date of birth and appointment).® Over
the medium-to-longterm, the government should consider rolling out of a modern centralized payroll
system—potentially building on the e-payroll system in MoF—or a full human resource management
information system (HRMIS). These systems would increase the transparency and traceability of
payroll expenditures, improve the accuracy of wage bill budgeting, and enable improved HR planning.

3.3.2 Capital expenditures: trends, performance, and options for improving efficiency
and growth impact

3.3.2.1 Capital expenditure trends

Expenditure policies can support future economic growth through more, better-quality public
investment. Physical infrastructure such as roads, highways, and bridges connects markets, enabling
greater economic activity. Public and private investment can also have complementary effects as
returns to private investment tend to be higher when the state has already developed basic
infrastructure. There are additional complementary effects between public investment and human
capital investment—for example, improved access to schools and health care facilities.

95 World Bank reviews of similar exercises conducted around the world can be found here:
https://documents1.worldbank.org/curated/en/986341468093279760/pdf/361350ENGLISHOT e1structure01PUBLIC1.pdf
https://openknowledge.worldbank.org/server/api/core/bitstreams/85554325-6dd2-53df-b784-87a53c560e7a/content
https://openknowledge.worldbank.org/server/api/core/bitstreams/cc2dd28a-33fa-5e8b-89d3-f0e0c1939869/content

% The new business process could be facilitated through a macro-enabled excel tool which would automate some of the onerous data consolidation tasks.
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Public capital expenditure in Sri Lanka has a modest but positive impact on economic growth.
Empirical evidence suggests that public capital expenditure is associated with larger impacts on
growth than recurrent spending. Sri Lanka-specific fiscal multipliers cannot be well-estimated due to
data constraints. However, using a set of new estimates for developing countries (see Box 3.2), we
find that public investment can raise output in developing countries and that the size of the impact
depends on country characteristics—in particular, debt and capital stock levels (Figures 3.25 and 3.26).
With high debt and low capital stock (see below), Sri Lanka can benefit from well-targeted capital
spending. This review examines channels through which Sri Lanka could reallocate capital spending
within a constrained fiscal envelope to enhance a positive impact on future economic growth.

Figure 3.25. Impact of public investment on output  Figure 3.26. Impact of public investment on output,
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Source: IMF, World Bank staff estimates. Source: IMF, World Bank staff estimates.

Note: Multiplier can be interpreted as a dollar-for-dollar comparison. See Annex 3.3 for details.

A. Cumulative output multiplier. Based on 132 EMDEs. Mean-group estimate robust to outliers.

B. Reflects cumulative output multiplier after five years. Low (high) public debt are countries with median debt between 2010-19
below (above) 30 (55) percent of GDP (25th percentile and 75th percentile). Low (high) capital stock is average public and private
capital stock to GDP between 2010-19 below (above) the median of 200 percent of GDP. Mean-group estimate robust to outliers.

Sri Lanka has a relatively low level of public capital stock and quality of infrastructure when
compared to peers. Despite rising from 31.5 percent of GDP in 2013 to 36.1 percent in 2019, Sri
Lanka'’s public capital stock is relatively low by international comparison, ranking only 143 out of 166
countries in 2019 (Figure 3.27).%7 While at par with South Asian peers, the country’s quality of
infrastructure®® is also relatively weak, lagging similar emerging economies, such as Ecuador,
Thailand, and Vietnam (Figure 3.28). Likewise, despite the country’s expansive, relatively dense road
network, only two thirds of the provincial roads and 13 percent of rural roads are paved and in good
condition (Figure 3.29).%° Inadequate infrastructure in power, logistics, telecommunications, water
supply, and sanitation also exert “a significant drag on economic performance” (World Bank,
2023).100

97IMF ICSD.

%8 |ncludes the quality of trade and transport-related infrastructure, electricity production, and internet connectivity.
99World Bank (2021). Inclusive Connectivity and Development Project.

100 World Bank (2023). Country Partnership Framework for the Democratic Socialist Republic of Sri Lanka.



Figure 3.27. Public capital stock (percent of GDP, constant 2017 PPPS)
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Box 3.2: The impact of public investment on output

The impact of public investment on output is multifaceted and depends on interrelated factors
including country-specific characteristics, the phase of the business cycle, the existing capital stock,
debt levels, and the efficiency of investment management. For instance, in countries with ‘strong
policy environments’, public investment can lead to substantial productivity spillovers and crowd in
private investment (Adarov, Clements, and Jalles 2024). However, in countries with ‘weak’ policy
environments, the returns on public investment may diminish rapidly. The business cycle is another
critical factor. During recessions, public investment can act as a fiscal stimulus, helping to revive
economic activity and attract private investment. "Shovel-ready" projects, when well-planned and
executed, can be particularly effective in such scenarios (Vagliasindi and Gorgulu 2021). Conversely,
during periods of economic expansion, the impact of public investment on output may be less
significant and in some cases contractionary. The existing capital stock and the efficiency of public
investment management are also crucial determinants. Countries with higher efficiency in public
investment management tend to achieve better growth outcomes from their investments. Efficient
public investment can lead to a higher "bang for the buck," resulting in more substantial growth
impacts. Debt levels further influence the effectiveness of public investment. Countries with larger
fiscal space, indicated by lower public-debt-to-GDP ratios, experience stronger positive impacts from
public investment. In contrast, countries with high, rising debt levels may find public investment less
effective, as the associated multipliers are lower. High debt levels can undermine fiscal sustainability,
reducing the potential benefits of public investment.

Empirical evidence on the impact of public investment is limited but generally points to supporting
growth over the medium-to-long term. Theoretical work on the impact of public investment on growth
started around 1990, incorporating public investment into models of endogenous growth, assuming a
productive role for this investment (see Box 3.2 in World Bank (2024) for an overview). Empirical
estimates for overall spending multipliers are ubiquitous and focus on advanced economies but are
limited for developing economies and public investment. A meta-analysis of 132 studies provided
evidence that public investment is associated with larger impacts on growth (generally larger than 1)
than current spending (Hlavacek and Ismayilov 2022; Gechert and Rannenberg 2018). Sri Lanka-
specific multipliers for public investment are likely unreliable, given data constraints.



New estimates highlight that public investment can raise output in developing countries. Since
country-specific multipliers are unlikely to be reliable, we provide new estimates for developing
economies that allow country-specific multipliers to differ (see Annex 3.3 for details). An additional one
dollar of public investment raises output by $0.4 after one year and by $1.6 after five years (Figure
3.25). The impact of public investment on output is even larger in lower-middle income countries,
including Sri Lanka, with each additional dollar of public investment increasing output by $2.2 after five
years.

The size of the impact of public investment on output depends on country characteristics. Sri Lanka
defaulted on its public debt in 2022 and has undertaken a debt restructuring process to restore debt
sustainability. Debt levels, however, are above 100 percent of GDP and are likely to be an important
bottleneck to the returns from additional public investment. Estimates suggest that economies with
average public debt higher than three-quarters of their economies (above 55 percent of GDP) have
output multipliers from public investment about half that of those with debt below 30 percent of GDP
(from $2.2 to $1.2; Figure 3.26). Sri Lanka’s capital stock is below the median of developing economies,
which implies that additional public capital will still contribute to productive capacity if it is spent
efficiently and does not crowd-out the private sector. Developing economies that have lower levels of
capital stock have larger multipliers; each additional dollar of public investment raises output by $2.3 in
economies with capital stock below the EMDE median, while those above the EMDE median only see
$1.2.

Source: World Bank staff analysis.

Despite its growth-enhancing effects and the country’s infrastructure needs, Sri Lanka’s capital
expenditure has been falling. Central government capital expenditures averaged 4.4 percent of GDP
over 2017-2022 but declined sharply to 3.4 percent of GDP in 2023, in line with fiscal tightening
efforts (Figure 3.30). Capital expenditure as a share of total expenditure has also been steadily
decreasing, from 25.3 percent in 2017 to 16.5 percent in 2023 (Figure 3.31). Moreover, after
excluding on-lending and equity contributions, capital expenditure accounted for only 11.4 percent of
total expenditure in 2023. Infrastructure development has consistently been the largest component
of capital expenditure, averaging 1.9 percent of GDP (43 percent of all capital spending) from 2017-
2021. However, infrastructure development spending dropped to 1.1 percent (29.7 percent of total
capital expenditure) in 2022 and 2023.

Figure 3.28. Quality of trade and transport-related Figure 3.29. Road network, percent of total roads paved
infrastructure, (I1=low to 5=high)
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Source: World Development Indicators, World Bank staff Source: International Road Federation (IRF) World Road
computations. Statistics.



Figure 3.30. Capital expenditures by type (percent of  Figure 3.31. Capital as a share of total expenditure
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Public investment has not been strategically allocated to address infrastructure bottlenecks.
Project selection at the sectoral level has not been geared towards addressing pressing
infrastructure gaps. From 2017 to 2023, an average of 35.5 percent of all capital expenditure’® went
to the transport sector, more than the agriculture, water supply, health, education, environmental
protection, and energy sectors combined (Figure 3.32).

The existing capital stock is not well maintained, which is as critical as building new assets.

There are two main categories of maintenance spending: routine maintenance “to ensure that
infrastructure assets operate as initially intended in a long-lasting manner” and capital maintenance,
which is “performed to rehabilitate or renovate assets to extend their lives and capacity.”’%? Generally,
routine maintenance is classified as recurrent expenditure while capital maintenance is classified as
capital expenditure. According to the Pacific Region Infrastructure Facility, the “gold standard” for
annual routine maintenance spending is 2-5 percent of the replacement asset value (RAV) for active
assets.104705 The IMF estimated the public capital stock of Sri Lanka to be 36.1 percent of GDP in
2019; this can be used to estimate that annual routine maintenance should be between 0.7 and 1.8
percent of GDP. However, routine maintenance expenditure only averaged 0.05 percent of GDP from
2017 to 2023 (1.3 percent of total capital expenditure), 13 times lower than the minimum suggested
value (Figure 3.33).106

101 Excluding equity contributions and on-lending.
102 Blazey, Andrew, Fabien Gonguet, and Philip Stokoe (2020). Maintaining and Managing Public Infrastructure Assets. IMF

103 |n Sri Lanka, the budget object codes 1301 (vehicles), 1302 (plant and machinery) and 1303 (buildings and structures) are intended to capture routine
maintenance expenditure while 2001 (buildings and structures), 2002 (plant, machinery and equipment) and 2003 (vehicles) capture spending on
rehabilitation and improvement of capital assets (capital maintenance).

104 pacific Region Infrastructure Facility (2021). Pacific Infrastructure Maintenance Benchmarking Report.

105 This for active assets. The report notes that “there is less data and rule-of-thumb guidance available on %RAV ranges for longer life passive assets
such as road pavements, pipelines, and reservoirs.” A World Bank paper found that across 167 Asian Development Bank (ADB) and World Bank capital
projects, the average annual incremental recurrent expenditure was 3.9 percent of total project investment costs. Hood, Husband, and Yu (2002).
Recurrent Expenditure Requirements of Capital Projects. Estimation for Budget Purposes. World Bank. Policy Research Working Paper 2938.

106 |n addition, Rozenberg and Fay (2019) estimate that, in South Asia, average annual maintenance costs will need to equal 2.7 percent of GDP to reach

the Sustainable Development Goals in key infrastructure sectors by 2030. Rozenberg, Julie and Marianne Fay (2019). Beyond the Gap: How Countries
Can Afford the Infrastructure They Need while Protecting the Planet. World Bank.



Figure 3.32. Capital expenditures by functional Figure 3.33. Maintenance expenditure (percent of GDP)
classification, average 2017-2023 (percent)
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Capital expenditures have been consistently under-executed. As noted in Section 3.1, budget
execution rates for capital expenditure have been consistently low. Infrastructure development was,
on average, the largest source of under-execution in the capital budget between 2019 and 2023, with
its under-execution averaging 0.5 percent of GDP each year. This was largely driven by
underspending by the Ministry of Transport and Highways.

Under-execution reflects challenges in budget preparation, project selection, and implementation,
particularly for mega-projects in key sectors.’% There were 209 mega projects being implemented
in 2023, compared to 325 projects in 2021.79% The portfolio of mega projects is dominated by
projects with a total estimated cost (TEC) of less than USS100 million with an average age of 5.8
years in 2023.7%° Over 50 percent of projects were concentrated in three sectors, which also had the
largest average TECs in 2023—transport (LKR 32.4 billion), housing and water supply (LKR 19.9
billion), and agriculture and irrigation (LKR 18.4 billion)."9 Performance varies considerably by sector,
with a disproportional share of poorly performing projects in the health (66 percent), agriculture and
irrigation (63 percent), education (61 percent), and housing and water supply (60 percent) sectors.
Even within a sector, performance varies. For example, project data for the transport sector shows
that multimodal and road projects take longer to implement than bus or rail projects (Figure 3.34).
This underscores the importance of developing a strong pipeline of projects within sectors and
prioritizing them appropriately. Furthermore, undertaking bottom-up costing and budget preparation
at the project level can help the preparation of more realistic medium-term capital budgets. This
would aid budget execution and facilitate better allocation of resources.

107 The following analysis uses project monitoring data from 2020 to 2023.

108 Mega projects refer to projects with a TEC that are greater than LKR 10 billion.

109 Valued at the 2023 end period exchange rate of LKR/USD 323.9.

110 The analysis is conducted at a sectoral level to account for changes in ministries over this period.



Figure 3.34. Years under implementation by transport type (at time of project completion)
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In 2023, most projects were either suspended or in a critical status , reflecting challenges at
quality-at-entry.'" Issues with implementation emerge as early as the second or third year (Figure
3.35). Project data suggests that more than 40 percent of projects are categorized as poorly
performing (black, red, or amber status) in the second year of implementation; this rises to 67
percent by year three.’'2 Furthermore, data suggests that a project that runs into problems is highly
likely to continue having problems in the following years. This suggests that improving quality-at-
entry through robust appraisal (including a criterion for project readiness) and close, early monitoring
of projects can limit problems in later years.

Figure 3.35. Project status by time under implementation, number of projects
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111 MoF (2023), Progress of the Mega Scale Development Projects. The Department of Project Management and Monitoring (DPMM) uses a color-coded
system that specifies the status of a project. ‘Black’ projects are suspended, ‘red’ projects are critical, ‘amber’ refers to projects that need special
attention, ‘yellow’ projects refer to cases where expected results could be achieved through interventions, ‘green’ projects are those that are being
implemented well, and ‘blue projects’ are those that are completed each year. The codes consider both quantitative and qualitative indicators of
progress.

12 This under-performance is partly driven by the years under observation, as project implementation in the years 2020-2023 was affected by
macroeconomic and pandemic-related shocks, and suspension of bilateral financing following the debt default. Similarly, in 2024, execution of capital
spending was slow due to the restructuring of bilateral debt, and limited spending due to presidential and parliamentary elections.



Time overruns are high for projects, further reflecting challenges in implementation. The average
project runs over by 3 months, with a range of -7 and +11 years, and average overruns are increasing
over time. Of all projects in 2023 with time overruns of 5 years or more, 20 percent each are from the
housing and water supply, agriculture and irrigation, and health sectors. Of projects under
implementation in 2023, 12.8 percent ran over budget.!3

3.3.2.2 Drivers of capital expenditure performance

Both upstream and downstream factors are driving under-performance on capital budget
execution."4 Upstream factors include (i) weaknesses in planning and budgeting; (ii) lack of costing;
(iii) weak project selection, appraisal, and prioritization; and (iv) misallocation between maintenance
and capex investment. Downstream issues include (i) delays in procurement and contracting, (ii) cost
management and escalation provisions, and (iii) lack of rigorous ex-post evaluation have been
repeatedly identified. These issues are discussed in more detail below.

Key upstream issues contribute to weak quality-at-entry and lack of project readiness, and include:

» Lack of integrated planning and costed sectoral plans. The absence of a proper macro-economic
framework, lack of integrated planning, and frequent changes in national policy hinder the
preparation of the three-year rolling Public Investment Program (PIP). This disconnect means the
PIP often does not address the country's strategic development priorities. The lack of effective
medium-term guidance further hampers line ministries' ability to plan capital investments.

» Non-rigorous project screening and appraisal with limited space for citizen feedback and
consultation. There is no systematic requirement for cost-benefit analysis or risk assessment for
capital projects, except where required by development partners in the case of foreign-funded
projects. Not all prepared analyses are publicly disclosed and citizen consultations are not
mandated. No central agency is mandated to provide technical support to line agencies for project
preparation, and overall there is a lack of commensurate staff training in project appraisal.’®

» Weak project appraisal review function with limited focus on high-value projects. The National
Planning Department (NPD) receives a large volume of information from line ministries on all
proposed projects and is expected to review all proposals regardless of project value. The
information is of variable quality, providing an insufficient basis for systematic appraisal of net
benefits and risks and of project readiness to implement. Additionally, the lack of thresholds for
project review implies insufficient resources are available to review high-value projects.

* Non-strategic project selection, leading to the inclusion of projects with questionable net
benefits and lack of readiness. Weaknesses in screening and appraisal imply that project
proposals are not clearly prioritized at the time of including them in the budget. In the past, during
parliamentary budget deliberations, projects were directly entered into the budget, compromising
NPD’s gatekeeper role and weighing on the portfolio, with questionable net benefits and lack of
readiness. This, in turn, has manifested in time overruns and weak returns.

* PIP does not adequately reflect medium-term considerations. Cost estimates are not regularly
updated resulting in significant underestimation of future liabilities and fiscal space available for
new projects.

113 Had a cumulative financial disbursement higher than the TEC.

114 The analysis draws on the following report: IMF (2018), Public Investment Management Assessment, and is also updated with findings from ongoing
technical assistance provided by the World Bank to the MoFon public investment management.

115 NPD with support from the Japan International Cooperation Agency (JICA) is developing an appraisal template supported by an IT based workflow
system which contain crucial information. However, the new template will require large scale capacity building to both line ministries and NPD where
micro and small projects may suffer from overly cumbersome project appraisal.



In terms of downstream implementation and execution, some of the identified issues include:

* Rules that prevent the carryover of unused capital expenditures to the next budget cycle. This
rule forces line ministries, the Cabinet, and the MoF into negotiations for project-specific capital
budget allocations each budget cycle, despite ongoing projects needing priority financing. A
balanced approach, allowing carryover within the planned project duration and combining it with
annual reviews, could help mitigate this issue.

» Lack of standard guidelines to reprioritize budget away from cost-overrun and time-overrun
projects. At present, even though project monitoring is done on a regular basis for mega projects,
with quarterly reports on project progress, there is limited evidence that this informs future budget
allocation decisions. As a result, projects remain under implementation even when identified as
stalled.

+ Limited project monitoring of small and medium projects hampered by the absence of a unique
project ID. DPMM’s quarterly reporting, mentioned above, is limited to mega projects. Small,
medium, or even large projects are not monitored by any centralized agency, line ministry or
department. Projects lack a unique project ID, making it difficult to track their progress and
implying that there is no clear line of sight between the capital budget allocated to projects and
their achievement of objectives and results.

» Lack of rigorous ex-post evaluation even for large or mega projects. Absent this, sufficient
analysis and evidence is unavailable to the Cabinet, MoF, and line ministries to better manage
future cycles of project selection, execution, asset management, and evaluation by learning from
previous experience. In the case of small and medium-sized projects, in-depth evaluation of a
random or risk-based sample of projects could be conducted periodically.

Maintenance spending performance cannot be easily tracked as it is not properly disaggregated in
the budget. From 2017 102022, the main source of spending for the maintenance of roads and
bridges was the “road maintenance trust fund,” and this spending was classified as infrastructure
development instead of routine or capital maintenance.’® Additionally, spending on rehabilitation of
infrastructure has been classified as capital expenditure rather than capital maintenance. These
misclassifications make it difficult to track the performance of maintenance spending.

Nevertheless, from available information, it seems likely that the low recorded levels of routine
maintenance are partly due to costlier capital maintenance and new projects being prioritized.

From 2017 to 2023, capital maintenance averaged 0.15 percent of GDP, three times higher than
routine maintenance spending. This is not surprising as “capital maintenance tends to increase when
preventive maintenance is neglected” (Pacific Region Infrastructure Facility, 2021).7 In fact, a World
Bank report on road maintenance states that “if defects are neglected, an entire road section may fail
completely, requiring full reconstruction at three times or more the cost, on average, of maintenance
costs.”’"® In 2023, the Public Expenditure Review Committee for the Ministry of Transport and
Highways recommended “to maintain and use the existing transport infrastructure to their full
potential” rather than “continuing investment on comparatively expensive new infrastructure,
specifically, new roads.”"?

16 Had a cumulative Object code 2506.

117 pacific Region Infrastructure Facility (2021). Pacific Infrastructure Maintenance Benchmarking Report.

118 Burningham, Sally and Natalya Stankevich (2005). Why Road Maintenance is Important and How to Get It Done. World Bank. Transport Note No. TRN-4.
119 Report of Public Expenditure Review Committee (PERC) for Ministry of Transport and Highways (2023).



3.3.2.3 Policy recommendations

There is limited room to increase capital expenditures in the next 3-5 years, but significant
efficiency gains can be made without a budget increase by (i) re-allocating the capital budget across
sectors to correspond to key infrastructure gaps; (ii) prioritizing the right projects within sectors,
including finishing ongoing projects that are close to completion, reconsidering long-term stalled
projects, and implementing the new PFM Act to strengthen mechanisms for selection of new
projects; (iii) improving project execution and monitoring through a better-integrated Public
Investment Management (PIM) system; and (iv) prioritizing the maintenance of existing assets.

The capital budget should be reviewed versus vis-a-vis infrastructure constraints and the
availability of private financing. The government could develop and publish prioritization criteria to
guide allocating the capital budget as part of the budget document. These criteria should consider (i)
infrastructure gaps, which would imply prioritizing infrastructure sectors other than transport for
budget allocations, and (ii) absorptive capacity, given that certain sectors such as health, education,
water and sanitation, and housing and sub-sectors such as multi-modal transport and road transport
appear to have more challenges in project execution than others. Furthermore, PPPs can play a role
in facilitating private financing to fill identified infrastructure gaps. However, these need to be
developed in line with an overarching PPP law while carefully managing PPPs-related fiscal risks.

Within sectors, project re-allocations based on performance can improve the overall portfolio and
ensure that spending translates into assets. In the short term, Sri Lanka could consider fast-tracking
projects close to completion by increasing their budget allocations in line with required resources and
absorptive capacity.’?® Additional capital spending of approximately 0.6 percent of 2023 GDP is
needed to bring ongoing, close-to-completion projects over the line. The government could achieve
this by reducing spending on slow-progress, off-track, or far-from-completion projects (Sri Lanka can
reprioritize 0.36 percent of 2023 GDP in this manner).'2' These include both foreign- and domestic-
financed projects.122123

Pipeline projects, particularly high-value ones, should be subjected to more rigorous appraisal. In
the short term, this would entail increasing the threshold of project value to LKR 1,000 million for
projects subject to intensive appraisal and review. Currently, line ministries must submit projects
above the threshold of LKR 10 million to the Treasury for screening and appraisal. An analysis of
project submissions shows that 90 percent of the project value comes from only 17 percent of the
projects. On the other hand, projects with less than 10 percent of the total value account for more
than 83 percent of the projects. Increasing the project value threshold to LKR 1,000 million will reduce
the number of projects assessed by NPD in detail from over 100 to just above 20 each year, with
light-touch appraisals for the remaining projects. This will free up NPD’s resources to enhance the
quality of appraisal without sacrificing fiscal control.24

120 Projects with physical progress over 80 percent, and financial progress between 50 and 100 percent (including foreign-funded projects).

121 Candidates for reprioritization have financial progress less than median levels (44.2 percent) and time under implementation greater than median
(5.8 years). Projects that are off-track and over-budget have overrun their TEC with time under implementation still less than median (5.8 years).

122 Similar estimates are available for only domestically financed projects.
123 Additional filters for prioritization can also be used.

124 Based on preliminary project-level analysis of submissions. Data on submissions remains missing for nearly 50 percent of projects in the 2019-24
period, reflecting weaknesses in the current selection and appraisal system.



Sri Lanka needs better data flow, systems, and regulations.’?®> The new PFM Act, approved in August
2024, provides a strong legal basis to improve the management of public investments, including PPPs
(Box 3.3). Implementing the act requires effective coordination across departments in MoF to address
a range of issues with data, systems, and processes and regulations including:

» Addressing misclassification of projects: A detailed sector review can help address
misclassifications of longer-running recurrent spending programs and maintenance of assets as
capital spending. A good start was made in the 2024 budget with a new line for “road maintenance
and improvement” that separates spending between capital maintenance and acquisition of capital
assets.

* Improving coordination between departments. Multiple departments within the MoF are vested
with responsibility for different aspects of the project cycle, including NPD for project appraisal,
NBD for budget allocation for projects financed by the annual budget, External Resources
Department (ERD) for projects financed by foreign funds, SAD for accounting and reporting of
project’'s annual expenditure against the budget, and DPMM for monitoring medium, large, and
mega projects. However, the departments tend to operate in silos, relying either on manual
processes or on standalone information systems for supporting their role in the project cycle, with
limited data sharing across departments for effective management of public investment.
Consequently, there is no single agency that can provide comprehensive information across the
PIM cycle, on both new and ongoing projects, and across all sources of funding. The PFM Act now
provides the enabling framework for better coordination, which will call for (i) developing
information systems and (ii) ensuring interoperability within systems to share datasets.

« Creating a data repository of capital projects, including rolling out a unique project ID.'26 A key
enabler in the case of public investments and in particular multi-year capital projects is developing
and using a project ID as a common string to extract and monitor financial performance and
progress over the life cycle of the capital project. This can overcome inefficiencies that arise from
the fragmented, mostly Excel-based datasets managed by multiple departments, unconnected to
the line ministries' systems or the Integrated Treasury Management Information System (ITMIS).127

« Updating the regulatory framework, including new financial regulations, new appraisal guidelines,
sectoral appraisal manuals, and new guidelines for performance tracking and reporting.

« Over the longer term, building an integrated PIM information system. An integrated data repository
is a starting point to link annual budget data with multi-year data on project performance. This can
improve analytics on performance and ultimately budget decision-making as project performance
can be considered during budget formulation.?® Over time, the government can transform the
unified data repository into a single PIM information system integrating the entire project cycle from
project submission, appraisal, budgeting, monitoring, and evaluation and including both investment

125 The institutional setup responsible for PIM has evolved with the enactment of the PFM Act. The PFM Act establishes a Public Investment Committee
(PIC) chaired by the Secretary to the Treasury and consisting of all relevant government agencies. The PIC is responsible for project selection, including
PPPs, recommending financing modality, and supervising the implementation of provisions of the PFM Act regarding public investment projects. The
NPD will be responsible for appraisal of projects and in preparing an annual PIP consisting of all ongoing and prospective public investment projects,
based on the national development policy framework. Transparency in public investments is sought to be enhanced by obligating publishing the PIP on
the website of the MoF and a report on all new and on-going projects, including PPPs, in the annual budget document.

126 A unique Project ID, flowing from appraisal application to budget planning, budget execution, and project monitoring, can link organize data related to
the project lifecycle across all relevant agencies and multiple IT applications such as the appraisal system of NPD (under development with JICA’s
support), the e-Procurement system (under development with European Union and Agence Frangaise de Développement’s support), ITMIS and
eventually to an electronic project information management system for monitoring. Within South Asia, Bangladesh and Maldives have successfully
incorporated a project ID to effectively monitor capital projects.

127 The current problems with data integration are partly caused by the old stand-alone Integrated National Development Information System, created
with UNDP support, which failed to coordinate with other systems.

128 Currently, the periodic performance-based monitoring reports prepared by DPMM rely on data from line ministries and project implementation units
and can be further strengthened by utilizing automatic data and incorporating more detailed analytics that can enhance its effectiveness for decision-
making by stakeholders.



and maintenance spending. Such a system should interface with various other core systems
within the treasury (ITMIS, e-Procurement, Project Monitoring). This would also support better
management of arrears.

Bl Box 3.3: Enabling a legal and institutional framework for public investment management, including
PPPs

The Public Financial Management Act No. 44 of 2024 (PFM Act) was approved by the Parliament in
August 2024 to strengthen accountability, oversight, management, and control of public funds with a
view to improving fiscal policy for better macroeconomic management, clarify institutional
responsibilities, strengthen budgetary management, and facilitate public scrutiny of fiscal policy and
performance.

The PFM Act provides a robust enabling framework for effectively managing public investment,
including PPPs. The provisions provide for (i) effective alignment of public investments projects with
the fiscal responsibility framework and the national development policy framework, national policies,
sectoral plans and the PIP; (ii) a robust appraisal of proposals for inclusion in the PIP; (iii) inclusion of
projects in the budget for financing based on prioritization and budget ceilings; (iv) effective progress
reporting and monitoring responsibilities; and (v) appropriate public disclosures of the public
investment projects.

With respect to PPPs, the PFM Act mandates that economic, social, and environment returns be
assessed as appropriate; that fiscal risks and risk mitigation measures be reasonable; and that
guarantees for PPPs be within the ceilings of the medium-term fiscal framework. Additionally,
disclosures of PPPs include (i) total costs of the PPPs in the annual budget, (ii) an estimate of the
contingent liabilities associated with PPPs in the fiscal strategy statement, and (iii) reports on the
execution of PPPs and their financial impact to the Parliament.

Sri Lanka needs to spend more on maintaining public assets, particularly routine maintenance, but
this requires an inventory that tracks the quality of capital assets. Maintenance spending should be
linked to the state of the asset. In the transport sector, the Road Development Authority (RDA) has
been making positive strides in this direction. The RDA has been developing a web-based Sri Lanka
Road Asset Management System. The RDA monitors the condition of roads and uses a software’2?
to give the total amount for required maintenance, rehabilitation, and improvement of the national
road network, as well as a prioritized work plan. This can be used to give a more accurate view of the
maintenance requirements during the budget preparation process. The provincial and rural road
networks do not have a similar system for identifying and prioritizing maintenance requirements.

For all road networks, the government should focus on funding routine maintenance to avoid having
to fund costlier capital maintenance in the future. Beyond the road sector, the Comptroller General’s
office has been working to establish an online system with a comprehensive central database to
record and track all non-financial assets.’™® The online module for vehicles was introduced in
2023.137 This can also be used to improve the budget preparation process to better allocate
spending for maintenance needs.

129 Fourth Highway Development and Management Model (HDM-4). Road Development Authority National Road Master Plan 2021-2030.
130 MoF. Annual Report 2022.
131 MoF. Assets Management Circular No. 06/2023.



3.3.3 Transfers and subsidies: levels, composition, and options for improving
efficiency and equity

Expenditure on transfers remains low compared to international peers.'32 Central government
expenditure on transfers, on average, accounted for 1.6 percent of GDP between 2017 and 2023
(Figure 3.36). After peaking in 2020 due to the COVID-19 pandemic, transfers declined to 1.8 percent
of GDP in 2023 but remain higher than pre-pandemic levels. From a functional perspective, despite
expanding since 2020, social protection spending remains modestly lower than in other South Asian
countries and LMICs. This expenditure category includes spending on welfare programs,
development subsidies, transfers to public institutions (for other operational expenditures), and
grants to provincial councils (for other recurrent expenditures).’3 Overall execution has been
volatile, largely due to the extreme variability of execution rates for development subsidies that
range from 65 percent to over 4,000 percent and averaged nearly 950 percent between 2017 and
2023 (Figure 3.37).

Figure 3.36. Expenditure on transfers, object Figure 3.37. Transfers expenditure execution rates
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Source: Ministry of Finance, World Bank staff computations. Source: Ministry of Finance, World Bank staff computations.

Note: In 2022 and 2023, Routine Maintenance includes
transfers to Provincial Councils for maintenance activities.

132 Transfers are defined here to only include welfare programs (1501), development subsidies (1504), subscriptions and contributions fee (1505),
other transfers (1508), transfers to public institutions (other operational expenditure) and grants to provincial councils (other recurrent expenditure). It
excludes all forms of personal compensation, such as retirement benefits, personal emoluments, and property loan interest to public servants.

133 These expenditures averaged 0.2 percent and 0.1 percent of GDP, respectively, over 2017-22.



Figure 3.38. Income support from transfers and subsidies in 2019 (percent of total income)
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3.3.3.1 Welfare programs

Expenditure on transfers (including welfare programs and development subsidies) provides
significant support to poorer households. Welfare programs constitute the largest component of
transfer expenditures, averaging 0.9 percent of GDP between 2017 and 2023. These programs
provided significant support to poorer households during the recent economic crisis and ongoing
fiscal adjustment. For example, direct cash transfers—the main type of welfare programs in Sri
Lanka—accounted for 15.5 percent of income of households in the bottom decile in 2019, against
only 0.1 percent for households in the richest 10 percent of the population (Figure 3.38).734135 This
contribution to incomes of households in the bottom decile increased to 22.4 percent in 2022 due to
a temporary expansion in the social protection system as part of the emergency response to the
2022 crisis and to a contraction of household incomes during the crisis.’ Samurdhi, which was the
largest direct transfer program prior to July 2023, accounted for around 35 percent of all welfare
program spending in 2021. With an expansion of benefits in 2022, Samurdhi played a key role in
mitigating the impact of the crisis and had a poverty-reducing impact of 3.1 percentage points in
2022.1%7

Issues with targeting of transfers limit both their efficiency and equity impact, but some
improvements have been made. Fiscal incidence analysis (FIA) using data from the 2019 HIES
indicates that 64.6 percent of benefits from all direct transfers accrued to the bottom 40 percent of
the household income distribution in 2019.138 This implies that 35.4 percent of benefits accrued to
the top 60 percent of households. For the Samurdhi conditional cash transfer program, the FIA

134 Direct transfers considered in the distributional analysis are measured as income from government assistance from the Samurdhi program, elderly
allowance, chronic-kidney disease allowance, scholarships, Thriposha, free textbooks, and school uniforms programs.

135 Beyond direct cash transfers, there are in-kind assistance programs targeted at women and children, providing school feeding, nutrition for mothers
and other programs, as well as disaster relief (World Bank, 2024).

136 Households' incomes contracted in real terms relative to 2019, possibly contributing to a larger incidence of cash transfers during the crisis.

1371n response to the crisis, benefits were expanded in 2022, which included the provision of allowances to waitlisted and newly identified families as
well as top-up payments to existing beneficiaries of Samurdhi. In addition to Samurdhi, benefits were provided under three categorically targeted
programs for the elderly, the disabled, and those with chronic kidney disease (CKD).

138 Estimates are derived from a FIA that uses 2019 Household Incomes and Expenditures Survey data to assess the distributional impact of fiscal
policy. Information on households’ incomes and expenditure is adjusted to 2022 terms with a microsimulation that accounts for changes in economic
growth, inflation, remittances, employment between 2019 and 2022 as measured by administrative data (World Bank, Sri Lanka Development Update
2022). This analysis evaluates how fiscal reforms implemented from mid-2022 to mid-2023 impact household expenditure, aiming to determine which
income groups benefit most from various fiscal measures.



indicates that more than a quarter of the program benefits accrued to the top 60 percent of
households (Figure 3.39).73° In 2022, it is estimated that 46 percent of spending on Samurdhi went
to non-vulnerable households.™? Improved targeting of cash transfers, including restricting benefits
to the bottom 40 percent of households, can therefore improve the efficiency of spending by
reducing waste and enhance the equity of spending. Conversely, reducing the benefits to the rich
can derive fiscal savings without reducing support to the poor.’1.142|n May 2023, Sri Lanka approved
a new cash transfer program, Aswesuma, launched in July 2023, replacing the Samurdhi program.
Aswesuma has an improved and more objective targeting mechanism based on a social registry and
multi-dimensional deprivation score (MDS) selection criteria (Annex 3.1).

Figure 3.39. Direct transfers in 2019 (share of total ~ Figure 3.40. Changes in eligibility criteria and coverage
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assumptions on the coverage and targeting of the program.’43

Further improvements to cash transfers eligibility criteria can lead to higher equity and some fiscal
savings. Microsimulations suggest that the MDS eligibility criteria can be improved further.
Modifying the MDS eligibility criteria to include indicators from a more traditional proxy-means test
(PMT) model for Sri Lanka would lead to a fourfold increase in predicting household consumption
relative to the MDS.' To assess the performance of the different models, the inclusion and
exclusion errors under different targeting criteria are compared (Table 3.1).745Compared to the

139f the budget envelope used for Samurdhi in 2022 had been perfectly targeted to the poor, the poverty impact would have been more than doubled.
140 This estimate includes cash transfers implemented as part of the emergency response during the crisis.

1411n 2022, this potential fiscal savings of improved targeting of the Samurdhi program is equivalent to 0.1 percent of GDP. In 2022, expenditures on
the Monthly Samurdhi Allowances and Samurdhi Relief Assistance totaled LKR 78.7 billion. Improved targeting by eliminating benefits to non-poor
households could therefore render fiscal savings of LKR 28.3 billion, equivalent to 0.1 percent of 2022 GDP.

142 However, realizing these savings would first require implementing a good targeting mechanism to identify the poor as curbing benefits for non-poor
households without such a mechanism could inadvertently harm the poor, leading to increased poverty levels.

143 Results are presented for Aswesuma beneficiaries at the time of writing (5.7 million).

144 MDS indicators explain only 14.6 percent of the variation in per-capita household expenditure, the measure used to determine monetary poverty. A
PMT model developed using 2019 HIES data would explain 57 percent of the same variation.

145 Inclusion error refers to the probability that a non-poor individual is included in the program. Exclusion error refers to the probability that a poor
individual is excluded from the program.



Samurdhi program, using the MDS as the eligibility criteria is expected to significantly reduce the
exclusion errors among poor households (from 68 to 43 percent) and inclusion errors among non-
poor households (from 29 to 27 percent). Adding relevant socioeconomic characteristics from a
PMT model to those already included in the MDS would further reduce the exclusion (to 28 percent)
and inclusion errors (to 23 percent). Similarly, improving the cash transfer eligibility criteria would
also improve the coverage of the household in the first and second quintiles (Figure 3.40). Leakage
to households outside the bottom 40 percent would also reduce from 26 to 24 percent in 2024,
resulting in a fiscal saving of 1 percent of total spending on welfare programs. Improvements to the
MDS eligibility criteria should, however, follow an evidence-based assessment of Aswesuma’s
poverty-targeting performance, measured by its coverage and contribution to household income.

Table 3.1. Eligibility criteria and exclusion and inclusion errors

Eligibility Criteria Samurdhi Program MDS+PMT

Exclusion Error 68% 43% 28% 27%

Inclusion Error 29% 27% 23% 24%

Source: World Bank staff computations.

Notes: MDS = Multi-Dimensional Deprivation Score; PMT = Proxy-Means Test

Inclusion and exclusion errors evaluated at USS 6.85 poverty line using data from HIES 2019. The US$ 6.85 per person per day
poverty line corresponds to LKR 12,228 or about the fourth decile of the consumption distribution.

An updated national district-level representative survey that captures post-crisis households’ living
conditions is key to informing improvements to Aswesuma’s design. Living conditions have
changed dramatically since 2019, when the previous household survey was carried out. For instance,
poverty is estimated to have more than doubled between 2019 and 2023. The lack of recent
household survey data to inform Aswesuma’s design undermines its poverty-targeting performance.
A new national, district-level representative survey would allow a more accurate measurement of
Aswesuma’s coverage and adequacy among the poor. Additionally, updating district quotas for the
allocation of Aswesuma'’s beneficiaries based on 2023 data would enable more accurate allocation
of resources across districts.® Lastly, households’ eligibility into Aswesuma is currently based on a
formula developed using the 2019 HIES data. This implicitly assumes that the relationship between
socio-economic indicators and monetary poverty has remained unchanged since the crisis. This
assumption may no longer be valid given the magnitude of the economic shock.

Additional improvements to Aswesuma’s effectiveness can come from cost-effective measures
such as improving the expansion of the social registry among vulnerable groups and from higher-
quality administrative data. Initial evidence from a World Bank phone survey conducted in 2024
suggests that Aswesuma covers only about a quarter of the Sri Lankan population. This is short of
the targeted bottom 40 percent, suggesting that the poverty-impact of the program might be lower
than intended.’¥ While coverage of the program in urban and estate areas has improved relative to
Samurdhi, the program needs significant improvements to ensure that it registers poor and
vulnerable households to receive payments. Moreover, discrepancies between official data (on hou-

146 District level allocations are currently based on 2019 data. During times of crisis, living conditions can rapidly change in a significant manner. For
example, urban poverty is estimated to have tripled between 2019 and 2023. Using older data, therefore, can translate into a sharp under-allocation of
resources in poorer districts.

147 The simulations of Aswesuma'’s poverty impact presented in this chapter assume an intended coverage of two million households and household
characteristics from 2019 HIES. Lower-than-intended coverage and mismatches in self-reported eligibility criteria in the social registry could lower the
impact. The poverty impact is also expected to reduce in years following 2024 as benefit amounts are reduced and transient beneficiary groups are
removed from the program (see Annex 3.1).



-sehold size and population) and information available in the social registry suggest the government
can improve how it validates the quality of the information collected from applicants to reduce
inclusion error.8 Eventually, having a harmonized criterion between the first-stage geographical and
the second-stage household targeting will enhance clarity on the program's intended beneficiaries
and may improve its effectiveness. The current discrepancy, where the country determines district
quotas based on monetary poverty rates while assessing household eligibility within districts using
MDS criteria, creates ambiguity in identifying the households the program aims to target,
complicating monitoring of the program's progress.

3.3.3.2 Development subsidies

Development subsidies are the second-largest component of transfers and also contribute to
reducing poverty. Expenditure on development subsidies averaged 0.3 percent of GDP between
2017 and 2023, and as in the case of welfare programs, has declined after peaking at 0.7 percent in
2020. Despite this, this expenditure is notably higher in the post-COVID period. While accounting for
a smaller share of income compared to cash transfers, these transfers still contribute to poorer
households’ incomes. Fertilizer subsidies, totaling over LKR 53 billion in 2023 (0.2 percent of GDP),
make up more than 75 percent of development subsidy spending. In 2019, fertilizer subsidies
accounted for 0.9 percent of income for households in the poorest decile. The analysis here
excludes larger price subsidies to consumers, such as for water and electricity tariffs, as they are not
part of central government spending. These subsidies contribute even more to poor households’
incomes, standing at 5.8 percent among the bottom decile in 20719.14°

Figure 3.41. Indirect subsidies in 2019 (share of total benefits, percent)
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Source: 2019 Household Income and Expenditure Survey, World Bank staff computations.

148 Estimating the fiscal cost of expanding the implementing agency’s capacity is not currently feasible, as it depends on the analytical and operational
capacity of the Welfare Benefits Board. However, expanding the social registry and strengthening data verification could be pursued within the existing
legislative framework and before the next official household survey needed to assess the program’s performance (2025 HIES) becomes available. If
implemented, improvements to the social registry coverage and quality of administrative data are likely to yield program improvements in a shorter
time frame than a full revision of the eligibility criteria.

149 Electricity and water subsidies are modeled as the difference between retail price faced by households and cost of production per unit. Unlike for
fertilizer subsidies, disaggregated budget information on spending on these measures is not available and does not allow to macro-validation of the
results.



However, most of the benefits of development subsidies accrue to the non-poor, limiting their
efficiency and equity impact (Figure 3.41). Analysis shows that due to poor targeting of
development subsidies, Sri Lanka could have achieved the same poverty impact for a third of the
cost. In 2019, only 37 percent of all indirect subsidy benefits went to the bottom 40 percent. Similarly
in 2022, 67 percent of subsidy spending (predominantly on fertilizer and water) benefited
households in the top 60 percent,'> and 68 percent of fertilizer subsidy benefits went to the top 60
percent. 15

It is estimated that cutting subsidies to non-vulnerable households could free up 68 percent of the
total fertilizer subsidies provided. In 2023, the government implemented a fertilizer cash grant
program for small-scale paddy farmers, offering LKR 20,000 per hectare for the Yala season and LKR
15,000 per hectare for the Maha season, with a limit of up to two hectares per farmer. Wealthier
households are more likely to receive the fertilizer subsidy, explained by the positive correlation
between cultivated land area and household incomes.

Sri Lanka needs to accompany fertilizer subsidy cuts with targeted cash transfers to offset the
potential poverty impacts. In the absence of compensation, fertilizer subsidy removal could increase
estimated poverty by 0.3 percent. If resources allocated to paddy-land fertilizer in 2023 were to be
redirected only to vulnerable paddy farming households, their compensation would be between 2
and 4 times larger than the loss coming from subsidy removal, depending on the targeting
mechanism. This could lead to a poverty reduction of between 0.2 and 0.8 percentage points relative
to the status quo. However, this assumes a cash transfer program allocated based on perfect
targeting, which is unrealistic and comes with substantial implementation costs, e.g., frequent
household income assessments and frequent eligibility verification. A more realistic approach would
be to (i) update existing targeting mechanisms, such as the MDS, to better identify vulnerable
farming households and (ii) decrease budget allocation to fertilizer subsidies more gradually and
allow higher transfer adequacy among MDS-eligible households. Annex 3.2 provides further details
of the fertilizer subsidy design and options for change.

3.3.3.3 Policy recommendations

The immediate priority is to continue improving the efficiency and equity of cash transfers.
Simulations of the impact of the new Aswesuma program suggest that its poverty impact is around
4 percentage points in year 1, but declines in subsequent years due to inflation and the removal of
benefits among certain groups of beneficiaries.’? Further changes to the design of the Aswesuma
program, implemented in 2024, intend to partly address these issues by retaining groups of
beneficiaries and increasing the transfer amounts. Simulations of these modifications to the
program suggest an improved poverty impact, although at levels of spending closer to what the
program originally intended.?33154155 Expanding the social registry to ensure it covers poor
households is key to achieving a larger poverty impact under the same budget allocation. Given the

150 Water subsidies are given in the form of lower tariffs to consumers. FIA estimates indicate that LKR 7 billion reached households in the top 60
percent in 2022.

151 FIA shows that at least 10.4 billion reached households in the richest 60 percent. These savings could be larger due to several reasons: (a) FIA
models only one subsidy per year, but subsidies were received both in Yala and Maha season in 2023 (see Box 2.3)—assuming the same share of
spending reaches the top 60 percent in both seasons, savings would at least double to 20.8 billion; (b) HIES data used for FIA captures only about half
of land extent reported in administrative data; (c) FIA only accounts for fertilizer subsidy to paddy land owners but additional savings could come from
subsidies to landowners of other cultivations (see Box 2.3 for more details).

152 The poverty impact of the program is assessed against two scenarios: a no-transfer scenario and a continuation of the status quo that assumes the
current scheme of payments until June 2023 and a return to the pre-crisis transfer payments for the rest of the time period considered (see World
Bank, forthcoming).



importance of better targeting to the efficiency and equity impact of transfer spending, continuing
the ongoing reform process remains critical.

Efforts are needed to enhance the targeting effectiveness of cash transfers. This could yield more
poverty reduction for a given budgeted amount. Ex-ante simulations of the new Aswesuma scheme
indicate potential for enhancing its targeting effectiveness. Among the identified beneficiary
households, only 44 percent are monetarily poor, and slightly over half of the extremely poor live
below the poverty threshold. Therefore, refining the targeting methodology is crucial for better
focusing on the monetarily poor. Simulations suggest that even minor adjustments to the current
MDS targeting criteria could lead to a poverty reduction ranging from 0.6 to 2 percentage points in
year 2, and from 1.2 to 3 percentage points in year 3 (World Bank, 2024).7% In a hypothetical
scenario with perfect targeting and the current budget allocation of LKR 200 billion per year, poverty
rates could potentially be 3.7 and 4.7 percentage points lower in year 2 and 3, respectively. An
integrated system of frequent household surveys on the population’s living conditions can inform
these types of targeting improvements.

Better targeting of existing direct subsidies can yield some fiscal savings in the next 2-3 years by
ensuring that less spending can yield the same level of poverty reduction. For example, improved
fertilizer targeting can yield 0.1 percent of GDP in fiscal savings and improved targeting of water
subsidy can yield 0.02 percent of GDP in fiscal savings, without changing support to the poor.
Savings from removing both fertilizer and water tariff subsidies (at least LKR 17.5 billion or 0.1
percent of GDP in 2022) could be redirected to poorer households via a better-targeted cash
transfer. The government could set up a flexible system by exploiting new, digitized information from
the Aswesuma social registry and the same eligibility criteria.’%’

In the medium-to-longer term, spending on subsidies can be phased out, to be replaced by targeted
transfers. Subsidies are less efficient than direct cash transfers in supporting the poor. Giving LKR
1.00 in subsidies to the poorest quintile costs LKR 1.25 in subsidies to the richest quintile.
Meanwhile, delivering LKR 1.00 in targeted transfers to the poorest decile only incurs LKR 0.08 in
transfers to the richest decile.’® This suggests that redirecting expenditures on subsidies to
targeted cash transfers is a more efficient way to support poor households. The reform program
should firstly ensure that subsidies that have already been removed, such as on fossil fuels and
electricity, are not reinstated and reforms for cost-reflective tariffs are maintained (Chapter 1).
Removal of other subsidies needs to be phased and accompanied by improvements in targeting.
Outright removal of subsidies without any compensatory measures will result in higher poverty rates,
as subsidies constitute substantial portions of poor households’ incomes.

153 Retaining the vulnerable and transient groups for the three years (while these were planned to be dropped by end 2023 and March 2024 in the
original legislation) and increasing benefit amounts by 20 percent (increased transfer adequacy) yields a poverty rate that is 1.3 and 2.4 percentage
points lower than baseline in year 2 and 3 respectively. Implementing these changes increases the budget allocation for Aswesuma closer to the
planned LKR 200 billion per year.

154 However, the projected poverty impact could be overestimated due to significant gaps in the population covered in the social registry. In 2023, only
22 percent of the population was covered by the program against the 38 percent targeted.

155 Simulations of the Aswesuma’s poverty impact are based on target parameters per the 2023 legislation.

156 World Bank 2024. Schoch, Marta; De Silva, Tiloka Sunayani; Houts, lan William; Krishnan, Nandini. Protecting Poor and Vulnerable Sri Lankans

During an  Economic Crisiss A Tough Balancing Act for Fiscal Policy (English). Washington, D.C.. World Bank
Group. http://documents.worldbank.org/curated/en/099091824114539291.

157 Using the social registry to deliver different governance assistance programs has several advantages. First, it can help monitor the full extent of
government assistance households receive. Second, it can increase the social registry’s coverage among farmers who might not have been previously
included in the database. Third, it can save costs associated with setting up and maintaining ad-hoc cash transfer delivery systems.

158 Total spending on indirect subsidies in 2019 was LKR 141 billion vs. LKR 44 billion for Samurdhi
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3.4 Summary of Policy Recommendations

Policy Area

Key Impact on
Recommendations Efficiency

Personnel Emoluments:

High civil service

Medium to long term (3-5
years): Reduce civil service
headcount gradually through

Average
Revenue

Impact 2025-

Growth | 27 (percent
of GDP)'59

Implementing
entity

National Budget

headcount natural attrition of non-cr.itical Department,
’ sectors. Conduct a functional + Management

review and workforce Services
planning exercise. Department
Short - term (1-2 years):

Disproportionately Establish a pay commission

large and ad-hoc to review and reform the Management

allowances and structure of public sector Services

reliance on salary
top-ups at the
expense of base pay
increases.

compensation. The objective +
is to reduce the dominance

of allowances and undertake
systematic review of base

pay.

Department, Pay
Commission (to
be established)

No centralized payroll
system with
individual-level
records for all civil
servants and public
sector pensioners.

Capital Expenditures

Short - term (1-2 years):
Develop a new business
process at NBD to ensure the
government consolidates
records collected through the
annual budget call circular
and incorporates essential
personal information for
wage bill projections.

Medium to long term (3-5
years): Roll out of a modern
centralized payroll system—
potentially building on the e-
payroll system in MoF—or a
full HRMIS.

Treasury
Department,
Budget
Department,
Management
Services
Department

Low execution of
budgeted public
capital investment.
Many projects under
implementation are
either suspended or
need critical
attention.

Short - term (1-2 years):

Reprioritize capital spending

by terminating long-term

stalled projects and +
prioritizing fiscal resources

for completing projects

already close to completion.

0.1 percent
of GDP

National
Planning
Department,
National Budget
Department,
Department of
Project
Monitoring

159 Assumes equal linear implementation of reform over the three years, with the reform fully implemented by the end of 2027.



Upstream project
screening, appraisal,
and prioritization
filters are weak.

Capital Expenditures

Project monitoring
focuses only on large
projects, the absence
of project identifiers
hamper project
monitoring, and
monitoring outputs do
not systematically
feed into budget
formulation in
subsequent years.

Short - term (1-2 years):
Publish new screening and
prioritization criteria in
budget documentation that
prioritize infrastructure gap
sectors (subject to
absorptive capacity).

Increase the threshold for
detailed project appraisal
from LKR 10 million to LKR
1,000 million, with light-touch
appraisal for projects below
the threshold.

Medium to long term (3-5
years):

Fully implement the new PFM
Act through updated
regulations, including new
appraisal guidelines.

Short - term (1-2 years):
Implement a unique project
ID for all projects regardless
of the source of financing,
and use this ID at the
planning, budgeting, and
execution stages.

Medium to long term
(3-5years):

Review the classification of
projects to ensure
consistency and accuracy.

Replace fragmented data on
projects with a single data
repository of all projects.

Build a PIM IT system for all
steps of the project cycle and
link it with existing Treasury
Systems.

National
Planning
Department

National
Planning
Department,
National Budget
Department,
Department of
Project
Monitoring,
Department of
State Accounts

Inadequate spending
on operations and
maintenance (0&M)
leads to an
accelerated
depreciation of
capital, reducing
productivity and
potential growth.

Short - term (1-2 years)

Fix the misclassification of
maintenance and capital
spending.

Complete the inventory of
assets, including asset
quality, in key sectors, such
as transport and irrigation.

Increase allocations to
routine maintenance at the
expense of new projects.

National
Planning
Department,
National Budget
Department




Subsidies and Transfers

Existing welfare
programs and
development
subsidies are not well
targeted, with
substantial leakage to
richer households.

Short-term (1-2 years):
Continue implementing
announced reforms to the
Aswesuma program to
improve transparency and
targeting.

Modify Aswesuma eligibility
criteria to ensure higher
poverty reduction for a given
budget.

Medium to long term

(3-5 years):

Improve targeting of existing
fertilizer and water subsidies.

Ministry of
0.17760 Finance

Universal subsidies
result in fiscal waste
and are inefficient at
helping the poor.

Medium to long term
(3-5 years):

Ensure no reversals on
removing fossil fuel and
electricity subsidies.

Gradually phase out
remaining universal subsidies
and replace them with
targeted transfers.

Ministry of
Finance, Ministry
of Agriculture

160 Estimate includes fiscal savings from perfect targeting of Aswesuma, fertilizer, and water subsidies.



Annex 1.1. Management of implicit subsidies, such as those for fuel,
electricity, and water

Several subsidies provided in Sri Lanka are implicit, and poorly integrated into the national
budgetary accounting system, making it challenging to identify and control them. Even though
fiscal costs arising from implicit subsidy instruments™' are rarely systematically costed and
reported, evidence suggests these are substantial and likely to exceed costs of explicit subsidies
(Global Subsidy Report, 2024). This is particularly true for sectoral subsidies, which are often
provided through SOEs or local governments. In Sri Lanka, the implicit subsidy towards electricity,
defined as the difference between the cost and selling price per unit,’%2 averaged Rs. 4.02 per unit
sold over the 2015-2022 period, when electricity tariffs remained flat even as the cost per unit varied
over time (Figure A1.1). The implicit subsidy accounted for an average of 0.38 percent of GDP per
year between 2016 and 2022, peaking at 0.85 percent of GDP in 2022, driven by a sharp increase in
the cost of production.

The difference between electricity selling price and the cost of production is an implicit fiscal
subsidy. This subsidy contributed to large operational losses of the Ceylon Electricity Board (CEB)
starting 2016. Unlike in the case of direct subsidies, which need to be accounted for in the budget,
SOEs can allow losses to accumulate before the government has to intervene.®® The large
operational losses of the CEB due to selling below cost have been borne by borrowing, including
from state-owned banks or, at times, through Treasury advances (Figure A1.2). Given its weak
financial position, CEB relies on treasury guarantees to raise funds, including to finance working
capital requirements and invest in energy infrastructure. When CEB is unable to service the debt, the
government assumes this responsibility by (i) converting debt provided by the Treasury into equity
(e.g., 1.5 percent of GDP, 2014), (ii) converting external debt into equity (e.g., Puttalam coal power
plant debt of 0.8 percent of GDP from China EXIM, 2021), and (iii) even directly absorbing debt from
state banks (e.g., 0.7 percent of GDP during the 2023 debt restructuring).’®* Such transfers
contribute to making the CEB operational losses an implicit fiscal burden.

The fiscal improvement in 2023 could have been higher if fiscal accounts accounted for the
removal of the implicit subsidy. With the re-introduction of cost-reflective pricing in 2022, electricity
tariffs began to be adjusted biannually, enabling the CEB to achieve operational profits in 2023—the
first time since 2015 and the highest in its history. Removing the implicit subsidy had a significant
positive impact on CEB's finances, equivalent to 0.95 percent of GDP in 2023. If Sri Lanka had
incorporated this implicit fiscal subsidy into the fiscal accounts, the primary balance adjustment
from 2022 to 2023—when combined with other fiscal reforms—would have been 5.4 percent of GDP,
rather than the stated 4.3 percent of GDP.

161 Such as revenue foregone related to private goods and services provided by public entities, subsidized credit, discriminatory procurement practices
favoring domestic producers, and the provision of public land and other goods and services free of charge or below market-cost.

162 The cost per unit is defined as the total expenditure (direct generation cost and other expenditure), divided by the number of units sold. The selling
price per unit is defined as the total revenue from the sale of electricity as well as other income, divided by the number of units sold. The difference
between the cost and selling price per unit, multiplied by the number of units sold is equivalent to the operational losses/profits of the CEB.

163 This makes it difficult to account for the intervention and its fiscal cost, as this may not materialize for a long time. In other cases, it can also be
difficult to ascertain how much of the intervention is due to below-market price controls (“the implicit subsidy”), and how much is due to the SOE’s
inefficiency (in this case, in generation, transmission, and distribution).

164 During the restructuring, about USS$0.6 billion of foreign currency debts were transferred to government accounts. In addition, about US$0.5 billion
worth of local currency sub-loans were converted into equity investment in CEB by the government. A further equity injection in December 2023 into
CEB (and Sri Lankan Airlines) allowed these SOEs to eliminate cross-debts. However, substantial legacy debts (close to 1.6 percent of GDP) remain in
the CEB balance sheet. By the end of 2024, the Cabinet is expected to prepare and approve a repayment schedule of CEB's legacy debts, with
repayment starting in 2025.



However, the regressive impacts of this overnight transition need to be managed. While removing
the energy subsidy is a step in the right direction—as richer households receive more benefits from
price subsidies—removing subsidies overnight has impacted poorer households more. The impact
was larger for the August 2022 and February 2023 tariff revisions. The July 2023 revision corrected
with lower increases for lower-income consumers, but not sufficiently to reverse the welfare impact
of the price increase experienced in 2022. Targeted cash transfers have been successfully used to
protect the poor during energy subsidy reforms (as in Indonesia and Armenia),’®5 but the timeliness
of support depends on the efficiency of the existing social protection system. In the absence of a
well-functioning cash transfer program, Sri Lanka can also use other social protection programs
(e.g., school meal programs, education or health fee support) to reduce the burden of electricity price
increases on the poor. Providing affordable alternative energy sources can also help mitigate sudden
price shocks among low-income households.’% These compensation mechanisms are important
components of subsidy reforms and can better protect the poor when subsidies are removed
gradually. When a phased removal is not feasible, the adequacy of social protection mechanisms
depends on the timing of reforms.16”

Further reforms are also needed to enhance the fiscal sustainability of the electricity sector.
Continued reforms, including the establishment of the Bulk Supply Transaction Account system to
provide real-time data on costs and usage, enabling early identification of potential losses or profits,
and providing a timely and more accurate basis for tariff adjustments, are needed to maintain the
fiscal sustainability of the sector. Additionally, improving the comprehensiveness of the budget to
explicitly account for the annual costs of such subsidies will contribute to transparency as well as
better management of fiscal risks.

Finally, the government must introduce and strengthen frameworks governing implicit subsidies.
Currently, performance management of SOEs, including fiscal performance, is weak. MoF has
focused more on ex-post monitoring of the financial performance of SOEs, as there are no formal
processes to appraise SOEs’ proposed business plans, including those impacting the budget, and to
review their achievements. Although MoF undertakes ex-post monitoring of the financial
performance of SOEs, there are concerns regarding both the quality of reporting and timely
compliance, including delays in publishing audited financial statements, the number of flags
appearing in audits, and the lack of follow-up.'%® MoF also uses Statements of Corporate Intent (SCI),
a more structured performance-monitoring tool through which the SOE, line ministry, and MoF agree
on corporate plans and key performance indicators (KPIs) and monitor them. However, there is
considerable room to improve the SCI guidelines, as well as implementation and follow-up, to shift
the focus from mere administrative compliance to performance, foster coordination, and improve
policy consistency. This is essential to manage the fiscal impacts of SOEs’ policymaking.

165 Alleyne, T. S. C. (2013). "Chapter 4. Reforming Energy Subsidies: Lessons from Experience". In Energy Subsidy Reform. USA: IMF. Retrieved Dec 3,
2024, from https://doi.org/10.5089/9781475558111.071.ch004

166 |bid.

167 Electricity subsidies were removed at the peak of the crisis in Sri Lanka and, in a context of unprecedented inflation and labor income losses,
contributed to eroding the population’s purchasing power. Poor households would have had to reduce their electricity consumption by four times to
afford pre-crisis electricity quantities (World Bank, 2024). Cutting electricity consumption can lead to monetary and non-monetary indirect negative
impacts, e.g., reduced use of productive assets, reduced availability of cooling systems. Moreover, reducing electricity consumption might not be
feasible beyond a subsistence level and poor households might adopt risky coping strategies to be able to afford a basic energy basket, e.g., reducing
spending on health or education. For example, in 2023, poor households reported higher food insecurity as a consequence of electricity bill increases
relative to non-poor households.

168 |n practice, financial statements, audits, and other reports are filed late, often months and sometimes years behind schedule. The quality of
reporting also varies significantly among SOEs, and reported information is often too aggregated for meaningful analysis and oversight. Audit opinions
on publicly available financial statements indicate non-compliance with accounting standards. There is no centralized platform or information system
capturing SOEs’ financial and performance information.



Figure A1.1. Implicit fiscal subsidies were provided

by CEB for most of the 2015-2023 period.
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Annex 2.1. Revenue reforms undertaken since the crisis

Tax type Major reforms, 2022-2024

« Maximum marginal rate increased from 18 to 36 percent.
» Tax slabs reduced from LKR 2.25 million to 0.5 million.
+ Personal allowance (tax-free) lowered from LKR 3 million to 1.2 million.

» Expenditure relief removed. It consisted of a deduction up to LKR 1.2 million of health
and medical insurance contributions, educational expenses, interest paid on housing
PIT loans, pension contributions, etc. No longer available.

+ Standard rate increased from 24 to 30 percent for all sectors.
» Concessionary rates of 14 and 18 percent removed.
« Exemption to information technology sector removed.

» Exemption on dividend paid by companies to non-resident persons removed.

» Tax exemptions removed, including tax holidays, vocational education, export of gold,
gems and jewelry, sale of recycled construction materials, manufacturing of boats
and ships, and letting bonded warehouses.

CIT » Tax on capital gains realized by corporations increased to 30 percent.

» Withholding tax of 5 percent reintroduced on service fee payment exceeding LKR
100,000 per month, 5 percent on interest, and 15 percent on dividends.

 Final withholding tax of 14 percent on payments to non-residents remains.

» Standard VAT rate for goods and services increased from 8 to 18 percent.
« VAT rate on supplying financial services increased from 15 to 18 percent.
» VAT registration threshold reduced from LKR 300 million to LKR 60 million yearly.

« The majority of VAT exemptions (95 out of 137 major items) removed while standard
VAT VAT exemptions for education, health, and public transport retained.

« VAT zero-rate applied to woven fabrics, sanitary towels (pads), and tampons.
» Exemption removed for supply of condominium residential accommodation.

» Suppliers of goods or services to any VAT-exempted SDPs are allowed to claim the
input tax on the connected purchase.

« Social Security Contribution Levy (SSCL) introduced at rate of 2.5 percent of liable
turnover of importers, manufacturers, service providers, and wholesalers.
Registration threshold reduced from LKR 120 million to LKR 60 million yearly.

oth « Exemption from Stamp Duty of leases of land within Port City Colombo.
er
* One-time Surcharge Tax introduced at 25 percent on taxable income of fiscal year

2020-21 exceeding LKR 2 billion.

» Betting and Gaming Levy rate increased from 10 to 15 percent on gross collection
exceeding LKR 1 million, but not liable to pay VAT nor SSCL.




Annex 2.2. Tax expenditure benchmarking approaches

Note: The tax expenditure benchmarking discussion is drawn from the World Bank’s Tax Expenditure Manual published in 2024.

A BTS is typically not defined in tax legislation. It can be thought of as an “ideal” tax system
encompassing a comprehensive tax base and standard tax rates applicable to all taxpayers for each
tax instrument. Such a tax base excludes preferential tax measures. BTS sets the baseline tax policy
against which all the deviations can be identified. Table A.2.21 defines the main components of BTS,
which include tax unit, tax base, and tax rate for each tax type. For instance, BTS for the PIT may
include individuals or a married couple as tax unit; labor income, profit from self-employment, and
passive income as tax base; and a progressive or flat rate schedule as the tax rate.

Table A2.2.1. Defining a benchmark tax system

Labor income, profit from self-

PIT rate schedule -

PIT Individual or married couple employment, passive income .
- flat or progressive

from investment
CIT Firm (which is not pass-through) Profit CIT rate
VAT Final consumer Value added / Final consumption VAT rate
Excise duty Final consumer Consumption Excise rate
Customs duty Importer CIF value Customs tariff
Carbon tax Final consumer Carbon content Carbon tax rate

Individual, Firm (which is not

Wealth tax Value of net assets Wealth tax rate
pass- through)
Property tax rates that
Property tax ~ Owner of immovable property Fair market value of property vary by the location,
owner characteristics
Inheritance tax Individual Market value of inherited assets Inheritance tax rate

Countries adopt different approaches to defining BTS. A BTS is typically defined using one, or some
combination, of the following approaches:

o Normative or Conceptual approach. This approach defines a normative benchmark tax system
based on the notion of how economic activities or taxpayers ought to be taxed. It refers to an
"external” or theoretical concept of comprehensive income or consumption that provides
guidance on how to define tax policy, irrespective of whether this benchmark accurately
reflects existing tax law. Under this approach, the benchmark tax base could be defined as a
comprehensive income tax base or a broad-based consumption tax base.

o Positive or Reference tax law or legal approach. Under this approach, a country’s existing tax
system forms the starting point for defining the benchmark. A tax expenditure is an explicit
concession that departs from what is considered a generally applicable tax provision under the
existing tax law. This approach provides more flexibility in defining tax expenditures and will
generally provide a narrower list of tax expenditures than the conceptual approach.

o Expenditure subsidy approach. This approach seeks to cost only those concessions clearly
comparable to an expenditure subsidy. This method is rarely used, and it would likely resultin
a narrower list of tax expenditures than under the other two approaches.



Fundamental aspects of the tax system: Under this approach, a country’s benchmark tax
system is characterized only by the fundamental aspects of a tax system. This approach
ensures that information is reported on a wide range of tax measures, including measures that
may not be considered tax preferences or substitutes to direct program spending. This
approach is also simpler and less subject to interpretation than the normative approach.



Annex 2.3. Tax expenditure evaluation template

Note: This is drawn from the World Bank’s Tax Expenditure Manual published in 2024.

Measure: XYZ
Cost of the measure:

Brief History:

Evaluation Criteria Preliminary Assessment

Is there a demonstrable policy need for the measure? Is there
a sound economic or public basis for the tax expenditure?

1.2 Was the policy objective clearly defined when it was
introduced? Was it publicly communicated?

1.3 Was the policy instrument introduced a long time ago?

1.4 Did the socioeconomic or public policy context at the time it
was introduced justify the intervention? Has the context
changed since the introduction?

1.5 Have the government’s priorities shifted away from the policy
need that the tax expenditure is meant to address?

1.6 What were the stakeholders’ interests and concerns when the
tax expenditure was introduced? Have their interests and
concerns changed?

1.7 Have there been other actions implemented to address the
policy concern (e.g., direct expenditure programs)? If so, are
they still in place? What is the value of support provided by
the tax expenditure relative to these other programs?

2.1  Does the measure achieve its expected outcome?

2.2 Are there empirical studies examining the effectiveness of
the intervention? If not, are there theoretical studies and
empirical evidence from other jurisdictions that can
determine the effectiveness?

2.3 Are there other programs or external factors that may have
indirectly contributed to the outcome of the objective?

2.4 Do administrative and survey data suggest that the take-up of
the measure is appropriate?

2.5 Is the incidence of the tax expenditure falling mostly on the
intended beneficiaries or are the benefits redirected to other
parties (e.g., tax preparers, lawyers, employers etc.)

2.6 Have there been administrative issues with the design of the
measure that weaken its potential reach?

2.7  Are the population and stakeholders aware of the measure?
Is it visible?
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3.1 Is the measure designed, implemented and administered in
such a way to minimize costs?

3.2 What are the types of costs associated with the tax
expenditure? Is there any information on their magnitude?
Are they significant?

3.3 Are the cost larger/smaller than initially anticipated?

3.4 Is there evidence that there are significant economic
inefficiencies with the policy instrument? Are these
inefficiencies significantly damaging the economy?

3.5 Are there important windfall gains associated with the
measure?

3.6 Are compliance and administrative costs significant relative
to the expected benefits?

3.7 Arethere aspects of the design or administration that make it
vulnerable to abuse?

I S

2.1  What was the intended reach of the measure?

2.2 Are the benefits distributed equally among taxpayers? Do
higher income earners or other specific groups have a greater
share of the benefits?

2.3 Does the measure only benefit a small number of individuals
or corporations?

2.4 Is the measure designed to target a narrow group of
taxpayers?

2.5 Is the measure perceived to be unfair by the population and
stakeholders?

2.6 s there empirical evidence on the fairness of the measure? If
so, what are the broad conclusions?

5.1 Are there known factors or risks that could significantly
change the expected take-up and benefits of the measure?

5.2  Are the fiscal costs of the measure expected to outpace the
growth in revenues?

5.3 Does the macroeconomic/demographic outlook indicate that
the measure could be impacted positively or negatively in the
long run?
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6.1

6.2

6.3

Do other measures exist to address the same policy issue?
Do other levels of government offer similar support?

Are there important concerns related to the other criteria
(e.g., efficiency and effectiveness) that would lead to the
conclusion that it would be unlikely that the tax expenditure is
superior to alternatives?

Could any changes to the measure be implemented that
would make it superior over alternative measures?



Annex 2.4. Tax expenditure benchmarking approaches

The IT department of the IRD supports both internal and external operations of the IRD, ensuring
the functionality of tax administration services through infrastructure management, software
development, and end-user support. However, the department faces significant challenges from
resource constraints, infrastructure renewal, and IT governance maturity, all of which require urgent
strategic decisions. (i) One of the most pressing issues is the future of the IRD data center, as most
of its critical infrastructure will reach End of Life by 2027. The lack of financial provisioning for
systematic hardware renewal makes this challenge even more urgent, as delays in decision-making
could impact operational stability. (ii) Another major strategic initiative is the takeover of RAMIS,
currently developed and maintained by NCS. While NCS has provided a takeover plan, IRD must
address internal HR shortages, training gaps, and operational challenges to ensure a smooth
transition. The current IT workforce is struggling to meet existing demand.

The IT governance assessment of IRD identified several key gaps and strengths. Risk management
emerged as the best-performing governance principle, primarily due to the data center’s strong
risk-governance framework that ensures high system availability (>99.5%) despite limited human
resources. However, other governance areas, including standardization of IT processes, IT strategy
alignment, documentation, and institutional knowledge retention, require significant improvement.
The assessment highlights the absence of structured software development practices, a lack of
automated performance measurements, and limited IT governance oversight, all of which hinder
operational efficiency and long-term sustainability. Some of the key issues are described below.

2.4.1. Annual Operation Costs in Hardware and Software

The annual operational costs of RAMIS are a significant financial commitment for IRD, covering
software licenses, hardware maintenance, and IT infrastructure support. As IRD prepares to take
full ownership of RAMIS by 2027, it must develop a financial strategy to sustain these operational
costs. This includes engaging in budget planning, undertaking contract negotiations with software
vendors, and exploring cost-saving measures such as optimizing infrastructure investments and
evaluating alternative licensing models. Given RAMIS'’s role in managing 2 trillion LKR (US$6.6
billion) in national revenue, ensuring long-term financial sustainability and service continuity is
critical. Strategic cost management and proactive financial planning will be essential to maintaining
RAMIS's functionality and reliability beyond vendor support.

2.4.2 Additional HR Needs

The takeover of RAMIS presents a significant HR challenge for IRD, particularly given the existing
difficulties in recruiting and retaining technical personnel. The IT department is already struggling
to fill committed positions, and with the takeover requiring 77 additional personnel alongside 24
existing vacancies, the likelihood of securing these 101 specialized professionals within the next two
years is low. This underscores the urgent need for a strategic approach to workforce planning,
ensuring that IRD effectively implements knowledge transfer, governance, and management
structures. Without a well-defined strategy, IRD risks delays, operational disruptions, and the loss of
critical system knowledge, which could severely impact the sustainability of RAMIS post-2027.



2.4.3. HR Management

The current HR structure within the IT department of IRD faces significant inefficiencies and skill
gaps that could hinder the institution’s ability to manage and sustain critical IT operations
effectively. This includes in the disproportionate allocation of over 100 staff members to desktop
support, far exceeding industry best practices. IRD could optimize this workforce through better
management and automation, allowing resource reallocation to more critical IT functions. The
department also lacks sufficient software developers—crucial for the upcoming RAMIS
deployment—and risks over-reliance on external vendors and higher costs. New hires often require
extensive training due to hiring practices that prioritize academic qualifications over technical skills,
resulting in a workforce that lacks hands-on experience in IT functions. Additionally, IT personnel are
underpaid compared to the private sector, making it difficult to attract and retain skilled
professionals. To address these issues, the institution must focus on continuous capacity building,
strategic workforce planning, targeted training programs, and improved compensation frameworks
to support its evolving technological needs and meet operational demands, including on RAMIS
integration and other critical digital initiatives.

Table A2.4. International Benchmarking of Tax Administration IT Features

. . . NI 20 @1 Number of - . .
Tax Administration Taxpayers IT Positions Configuration
(million) el o8

Peru SUNAT 10 40-50 250 In-house
Colombia DIAN 15 150-180 400 In-house
Pakistan FBR 30 60-80 500 State Owned Company
Uzbekistan STS 5 60-80 300 State Owned Company
Georgia STS 1 70-90 150 Mixed IH and SOC
Azerbaijan STS 3 50-60 300 Outsourced
Tajikistan STS 1 40-50 100 Outsourced

2.4.4. Measurements and Business Metrics

A key element in strengthening IT governance and management within the IRD’s IT department is
the implementation of measurement and business metrics. Currently, measurements are not
systematically available, and IRD needs to implement automated tracking mechanisms within
applications and processes to ensure continuous monitoring. To address this, IRD must develop a
structured measurement strategy, defining which KPIs to enable next and ensuring gradual
implementation. These measurements can evolve into KPIs, providing actionable insights into
system performance, resource use, and service delivery. Furthermore, enhancing KPIs with
quantifiable targets will allow IRD to establish clear goals for IT applications and processes,
enabling effective tracking of improvements over time. By embedding measurement, automation,
and continuous monitoring into the IT framework, the department can achieve greater efficiency,
proactive problem-solving, and improved governance. The World Bank has collected a set of 56
standard KPIs relevant to IT governance and performance monitoring, which IRD can select,
program for development, and implement. This will provide a structured foundation for performance
measurement, ensuring that IRD monitors and optimizes critical IT functions based on
internationally recognized standards.



2.4.5. Institutional Knowledge

The IT department at IRD faces challenges in generating and maintaining institutional knowledge
due to its reliance on specific individuals for key operations, such as monitoring tools, security
assessments, and satellite application development. This person-dependent model leads to
knowledge bottlenecks, inconsistencies (with each developer or administrator making independent
technical decisions regarding architecture, technology, and usability, leading to lack of
standardization), and a higher risk of operational disruptions if key personnel leave or otherwise
become unavailable. Furthermore, this dependence puts significant pressure on individuals, making
them the sole point of failure for critical IT functions. To mitigate these issues, a structured approach
to institutional knowledge management is necessary, including documentation,'®® standardized
procedures, and formalized training. Implementing change management practices is a must to
encourage a cultural shift towards a system that ensures continuity and reduces dependence on
individuals.

Recommendations

To address these challenges, the World Bank’s IRD IT Governance Assessment has made several
key recommendations. These include:

» Developing a standardized IT governance framework to enhance efficiency and compliance.

» Implementing a formal documentation strategy to build institutional knowledge.

 Aligning IT governance with best practices to achieve Tier 2 certification for the data center.

» Establishing a structured internal strategy for the RAMIS takeover, focusing on HR planning,
training, and vendor partnerships.

e Optimizing IT infrastructure, including relocating the legacy system'’s servers to appropriate data
center locations.

« Introducing version control systems, continuous integration and deployment (or CI/CD) pipelines,
and automated testing to modernize software development practices.

» Implementing an asset management system and enhancing vendor management capabilities.

» Enhancing capacity in information security (ISO 27001), artificial intelligence and machine
learning, business intelligence, and data warehousing to support future digital transformation
initiatives.

» Establishing an Architecture Task Force to standardize application development and ensure
software scalability.

The IT Department at IRD must take decisive action in the coming months to address these
governance, infrastructure, and capacity challenges. Renewing the data center and taking over
RAMIS are the two most urgent priorities, requiring immediate strategic engagement. By
implementing the proposed governance and operational improvements, IRD can strengthen IT
governance maturity, optimize resource utilization, and ensure the long-term sustainability of tax
administration technology services.

169 This includes documenting workflows, system configurations, coding standards, and security protocols in a centralized
knowledge repository.



Annex 3.1. Cash Transfer Programs in Sri Lanka

Until 2023, Samurdhi was the Government's flagship social assistance program, with the key
objective of providing unconditional cash transfers to the poor. The program also offered services
such as livelihood development, microfinancing, and housing assistance. In 2020, the program
covered 1.8 million families, approximately one-third of the population, with an estimated
expenditure of over LKR 55 billion (0.35 percent of GDP).

Despite its broad coverage, the program’s effectiveness at reducing poverty was hampered by
issues of targeting and adequacy, such as politicization, unclear eligibility criteria, lack of exit
strategies for graduated beneficiaries, overstaffing, and inadequate internal controls. By 2019, only
55 percent of Samurdhi beneficiaries were among the poorest 40 percent of the population,
indicating significant inclusion and exclusion errors. Additionally, the contribution to households’
incomes was modest, composing 8 percent of household income for beneficiaries overall and 12
percent for those in the poorest 20 percent of the population in 2019.

Given the limitations of the Samurdhi program, Sri Lanka approved the establishment of
Aswesuma, a new cash transfer program that began in July 2023. The program aimed to replace
Samurdhi and the three categorical programs, modifying the targeting method and benefit levels. For
improved targeting, Aswesuma introduced a Social Registry managed by the Welfare Benefits Board
to identify and enroll eligible households, with payments made directly to bank accounts.

For the first three years, Aswesuma targets the poorest 2 million families, selected employing
objective criteria combined into a multi-dimensional deprivation score (MDS) based on 22
indicators across six themes. Unlike traditional proxy-means tests, the MDS incorporates self-
reported income and expenditure among its indicators, going beyond monetary poverty. The new
payment scheme categorizes the selected families into four groups: “extra-poor” (400,000
households), “poor” (800,000 households), “vulnerable” (400,000 households), and “transient”
(400,000 households). From July 2024, the number expanded to 2.4 million (960,000 vulnerable or
transitory, 960,000 poor, 480,000 extra poor). Households in the vulnerable category were dropped in
May 2025 and households in the transitory category will be dropped after December 2025. Benefit
amounts vary among these groups to reflect different levels of deprivation. Payments are halved for
households with only one or two members. The scheme integrates categorical transfers as top-ups
for families with members who have vulnerabilities such as CKD, disability, or old age.

One of the key improvements under the Aswesuma reform is the establishment of the social
registry that allows the government to manage assistance more transparently and efficiently. Yet
the government can improve program coverage to maximize the poverty alleviation impact. In
particular, the government can improve social registry coverage. In June 2024, only 5.7 million
people belonged to beneficiary households against the targeted 7 million (roughly 27 and 33 percent
of the population, respectively). Reaching the targeted program coverage would lead to a 0.5
percentage-point poverty reduction for the same budget allocation. Simulations show that the gap
between expected and actual number of household beneficiaries is at least 10 percent in all districts
and above 25 percent in almost half the districts. Coverage gaps remain large in some of the
districts where poorer households live, e.g., Kandy, Kurungela, Badulla, Nuwara Eliya, and Kegalle.
Coverage gaps are estimated to be larger in districts where poverty increased more since 2019, as
district quota allocations for Aswesuma beneficiaries are based on poverty quotas from 2019.



Table A3.1. Contribution to total number of Aswesuma beneficiaries, total number of monetary poor in
2019 (HIES) and 2022 (World Bank staff calculations), and gap in quotas against registered beneficiaries
by district, June 2024

Share of Aswesuma | Share of poor in Share of poor in % quota that is

245 55 beneficiaries 2022 (old vector) 2019 unfilled

Mannar

Vavuniya 29%
Mullaitivu 22%
Kilinochchi 26%
Polonnaruwa 2.3% 2.2% 2.0% 23%
Trincomalee 2.5% 2.8% 2.4% 24%
Matale 2.9% 3.1% 3.5% 23%
Moneragala 3.0% 2.3% 3.3% 22%
Puttalam 3.2% 3.3% 2.6% 25%
Colombo 3.3% 3.9% 1.7% 26%
Anuradhapura 3.5% 2.8% 2.3% 28%
Hambantota 3.6% 2.8% 2.2% 21%
Matara 3.7% 2.7% 3.0% 18%
Jaffna 3.8% 4.5% 5.3% . 3%
Batticaloa 3.8% 4.4% 3.8% 25%
Ampara 41% 4.8% 3.7% 27%
Gampaha 5.3% 5.7% 3.9% 27%
Nuwara Eliya 5.3% _ 6.9% _
Kegalle 5.4% 6.0% 6.6% 26%
Kalutara 5.4% 5.7% 5.0% 22%
Galle

Badulla

Kandy

Kurunegala

Ratnapura

Source: Welfare Benefits Board, 2019 HIES, and World Bank staff calculations.



Annex 3.2: Fertilizer Subsidy in Sri Lanka

Sri Lanka first introduced a fertilizer subsidy in 1962 with the broad objective of increasing paddy
production and lowering the prices of paddy and rice, and the scheme has evolved over time.
Changes include subsidizing various fertilizers like Urea, Triple Super Phosphate (TSP), and
Potassium Chloride (MOP); expanding eligibility to include plantation crops; and adjusting subsidy
amounts. Periodically, the government discontinued the subsidy, notably in 2021 due to a ban on
importing inorganic fertilizers. Delivery methods have also changed, from providing subsidized
fertilizers to a fertilizer cash grant in 2023 (Weerahewa et al., 2010; Ministry of Finance, 2024).17°

In 2023, the Government implemented a fertilizer cash grant program for small-scale paddy
farmers, offering LKR 20,000 per hectare for the Yala season and LKR 15,000 per hectare for the
Maha season, with a limit of up to two hectares per farmer. Farmers can use this grant for chemical,
eco-friendly fertilizers, or both. Agricultural research and production assistants identify eligible
farmers, who need to have legal land title or other documentation permitting cultivation (Weerahewa
et al, 2010). However, concerns exist regarding the timing and adequacy of the grant amount,
especially given current high fertilizer costs (Kopiyawattage et al., 2024).17

FIA analysis of the fertilizer subsidy distributional impact for paddy farmers using the HIES 2019
finds that wealthier households are more likely to receive the fertilizer subsidy, explained by the
positive correlation between cultivated land area and household incomes (Figures A3.1 and A3.2).
While poverty would increase by 0.3 percentage points if Sri Lanka removed the fertilizer subsidy, the
government could use a better-targeted compensation mechanism to offset welfare losses among
the poor. Information needed to design this compensation could be retrieved by combining recently
digitalized data on land extent and subsidy allocation with household-level information from the new
Welfare Benefits Board social registry.

Figure A3.1. Household deciles and paddy land Figure A3.2. Household deciles and share of

ownership population receiving fertilizer subsidies
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Source: 2019 Household Income and Expenditure Survey, World ~ Source: 2019 Household Income and Expenditure Survey,
Bank staff computations. World Bank staff computations.

A targeted cash transfer program would more than compensate poor households for welfare losses
coming from fertilizer subsidy removal. Figure A3.3 shows that a targeted cash transfer program
would more than offset the expenditure increase due to fertilizer subsidy removal. If the country
redirected resources allocated to paddy-land fertilizer in 2023 only to vulnerable paddy farming
households, their compensation would be between 2 and 4 times larger than the loss coming from
subsidy removal, depending on the targeting mechanism.



Vulnerable households would be more than compensated if the government assigned the
hypothetical new cash transfer program using the MDS criteria. This would lead to a poverty
reduction of between 0.2 and 0.8 percentage points relative to the status quo, i.e., relative to a
fertilizer subsidy allocation based on land area.

Cutting subsidies to non-vulnerable households could free up 73 percent of spending on fertilizer
subsidies, but poverty would increase in the absence of a good targeting mechanism.’”2 |n a
context of fiscal consolidation, Sri Lanka can only redirect some resources currently spent on
fertilizer subsidies to compensate households for the expenditure increase resulting from the
fertilizer subsidy removal. However, the government can free up resources spent on non-vulnerable
households and maintain welfare among poor households unchanged. Figure A3.4 shows that a
hypothetical perfectly targeted cash transfer to vulnerable paddyland farming households would
offset the poverty increase associated with an overnight fertilizer subsidy removal (+0.3 percentage
points).’”3 Although the first, best option to prevent poverty increases and save fiscal resources, a
cash transfer program allocated based on perfect targeting is unrealistic and comes with substantial
implementation costs, e.g., frequent household income assessments and frequent eligibility
verification. Sri Lanka can save some of these costs by using existing social protection delivery
systems and their eligibility criteria, e.g., the MDS used for Aswesuma allocation.

Yet using a targeting mechanism that does not fully identify vulnerable groups can translate to
income losses unless Sri Lanka increases spending. For example, allocating the same resources via
the MDS criteria would only partly offset the welfare losses affecting households post-subsidy
removal (a net -0.1 percentage point decrease, Figure A3.4), as the MDS criteria does not capture all
paddyland farming households at the bottom of the distribution (Figure A3.5). This suggests that the
country can prevent poverty increases by either (a) making the MDS eligibility criteria more suitable
to identify vulnerable farming households or (b) decreasing budget allocation more gradually and
allowing higher transfer adequacy among MDS-eligible households (Figure A3.6).174

172 These simulations define non-vulnerable households as those not in bottom 35 percent of the population, in line with Aswesuma’s proposed coverage.

173 The simulation assumes that fertilizer subsidies to paddyland farmers are removed. Then it allocates resources currently reaching paddyland-
farming households in the bottom 35 percent—the same population share targeted by the Aswesuma program—(27 percent of development subsidies
spending or LKR 4.1 bn per season) via a targeted cash-transfer program. The average household transfer amount is LKR 21000, in line with current
fertilizer amounts of LKR15,000 to LKR 30,000.

174 | osses from subsidy removal could be larger for several reasons, such as increased cost of production among small paddyland owners not
previously classified as vulnerable or loss of yield among larger paddyland owners. This analysis only focuses on (a) assessing the equity of the
current fertilizer subsidy eligibility criteria and (b) comparing it to a more income-based selection criteria currently used for social protection
assignment.



Figure A3.3. Recycling resources spent on non-poor
households via a targeted cash transfer would more
than compensate vulnerable households.
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Figure A3.5. Vulnerable households would be more
likely to qualify for fertilizer subsidy if this was
allocated using MDS criteria, but issues with
targeting remain.
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Figure A3.4. Poverty would be reduced if resources
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Figure A3.6. Improvements in targeting among
vulnerable households would improve adequacy of
compensation under limited fiscal resources.
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Annex 3.3: Estimating output multipliers for public investment

Most estimates on cross-country fiscal multipliers assume that countries or groups of countries with
similar characteristics share the same multiplier size (that is, in technical terms slope homogeneity).
For example, Adarov, Clements, and Jalles (2024) use a panel local projection model with the same
coefficient on public investment imposed across all economies. Geli and Moura (2023) explore the
detailed heterogeneity of fiscal multipliers but still assume uniform multipliers across country
groups. This assumption of a uniform impact of public investment on output across all countries can
lead to biased estimates. We move away from the assumption that public investment multipliers are
the same across countries, using advances in modeling slope heterogeneity in panel models.

Methodology

To assess the impact of public investment on output, we employ the Common Correlated Effects
(CCE) approach as outlined by Pesaran (2006) and Chudik and Pesaran (2015):
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where Y;; represents real GDP and I{‘i denotes real cyclically adjusted public investment. The
subscripts i and h indicate countries and the horizon (years ahead), respectively. This method
estimates coefficients separately for each country with the overall impact of public investment on
output then given by the average of the country-specific coefficients:
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To identify public investment shocks, we follow Adarov, Clements, and Jalles (2024) and examine
significant shifts in cyclically adjusted public investment. Initially, we estimate output elasticities of
public investment by regressing the log of real public investment on the log of real GDP using mean
group models with CCE. Next, we cyclically adjust real public investment using the estimated
elasticities and the deviation of GDP from trend GDP defined using a Hodrick-Prescott filter. Finally,
we consider only those shifts in real cyclically adjusted public investment that are at least one
standard deviation away from the country-specific mean, as these are more likely to reflect
discretionary policy actions (Alesina and Ardagna 2010).

Data

The data comes from the IMF’s ICSD, covering the period from 1960 to 2019. Real GDP and public
investment are measured in billions of constant 2017 international dollars. Advanced economies are
excluded from our sample. To ensure sufficient observations for estimation, only countries with 30
consecutive annual observations are included. Additionally, we exclude country observations where
public and private investment growth are assumed equal, to account for the method used in the
dataset to deal with missing public investment data.
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