SRI LANKA

Sri Lanka's economy continued to recover, driven by construc-
tion, remittances, and private credit growth despite the ef-
fects of the Middle East conflict. Inflation rose above target,
reserves accumulation slowed, and the current account weak-
ened. Poverty continues to decline but remains above pre-cri-
sis levels. Job creation and welfare improvements require con-
tinued macroeconomic stability and accelerated structural
reforms to boost private investment and productivity.

Key conditions and challenges

Sri Lanka has made substantial progress restoring macroeco-
nomic stability since the crisis, supported by significant re-
forms including exchange rate liberalization, fiscal consolida-
tion and debt restructuring. The economy has improved: real
GDP expanded by 5.0 percent in 2024 and 2025, though out-
put remained below its 2018 level, underscoring the depth
of the earlier contraction.

Household welfare has yet to fully recover. Poverty fell from 20.7
percentin 2023 to 16.9 percent in 2025 (US$4.20 poverty line, 2021
PPP), but remains above pre-crisis levels. Labor force participa-
tion declined by 5 percentage points between 2019 and 2024, re-
al wages fell by 40 percent, and childhood development outcomes
worsened since 2019.

Longstanding structural constraints continue to hold back invest-
ment, job creation, and productivity growth, including restrictive
investment policies, extensive state ownership of land, inefficient
state involvement in the economy, high trade costs, and limited
competition. Spatial disparities hinder an equitable recovery, while
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frequent dry spells and flooding underscore Sri Lanka's vulnerabil-
ity to climate risks.

Recent developments

Real GDP expanded by 4.7 percentyear-on-year (y-o-y) in thefirst half
of 2026, supported by construction, services, private demand, and
post-Ditwah reconstruction spending. High-frequency indicators
suggest momentum has remained positive into the third quarter.

Headline inflation accelerated sharply in 2026 (8.0 percent, y-o-y,
August 2026), driven primarily by fuel, transport, and food prices.
The Central Bank of Sri Lanka responded in May by raising the
overnight policy rate by 100 basis points to 8.75 percent, the first
increase since 2023.

The current account weakened from surplus of US$1.67 billion
in January-July 2025 to a deficit of US$387 million over the same
period in 2026, as higher energy imports and weaker tourism
inflows offset remittance gains. Usable reserves fell from US$5.4
billion in January to US$5.1 billion in July, while the rupee depre-
ciated by 5.8 percent from January through the end of August.
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FIGURE 2 / Actual and projected poverty rates and real GDP per
capita
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Export performance remained mostly resilient despite weaker
global demand and heightened trade uncertainty, with merchan-
dise exports rising 4.4 percent y-o-y from January to July 2026,
partly offset by a 1.8 percent decline in services exports, driven
by weaker tourism.

Fiscal performance exceeded expectations in the first half of
2026, with a primary surplus of Rs 360 billion driven by strong
tax revenue growth (25.9 percent year-on-year), particularly from
value-added tax and vehicle imports. Continued under-execution
of capital expenditure, with only 16.1 percent of the 2026 allo-
cation spent by the end of June, also supported the stronger
fiscal position.

Financial sector indicators continued to improve, with a
declining non-performing loans ratio and improved prof-
itability. Private sector credit expanded by 26.4 percent y-
o-y in July, driven mainly by consumer and personal lend-
ing, prompting macroprudential measures to slow credit
growth. Important reforms were also introduced, including
a new insolvency act.

Poverty declined further to 15.8 percent in 2026 as real
wages and labor force participation recovered. However,
the Middle East conflict slowed progress by increasing
transport costs and reducing purchasing power. Combined
with recent shocks, including Cyclone Ditwah, weak house-
hold resilience, especially among poorer households and
in lagging regions, raises the risk of persistent welfare
losses and lasting scarring effects.

Outlook

In 2026, real GDP growth is projected to moderate from the post-cri-
sisreboundasthe outputgap closes, butremainat4.4 percent(y-o-y),
supported by improving macroeconomic stability, private consump-
tion, and reconstruction activity. El Nifio-related weather disruptions
are expected to dampen agricultural output. Poverty is expected to
continue declining, reaching 14.0 percent in 2028 as economic
growth improves labor market outcomes and real incomes. Raising
medium-term growth will require structural reforms to promote
openness and competition, rationalize the public sector's role in
the economy, and improve the business environment.

Inflation is expected to average 5.7 percent in 2026 before easing
gradually as commodity-price pressures subside and monetary
policy remains appropriately calibrated. The current account is ex-
pected to remain in a modest deficit in 2026 (-0.5 percent of GDP)
while reserves gradually recover. Continued primary surpluses
supported by revenue overperformance, spending restraint, and
implementation of the Public Financial Management Act are ex-
pected to reduce public debt ratios.

Downside risks remain substantial, including protracted disrup-
tions from the Middle East conflict, elevated commodity prices, fur-
ther climate shocks including from the ongoing El Nifio phenome-
non, delayed structural reforms, and weak public investment exe-
cution. Upside opportunities include stronger private investment,
faster implementation of competitiveness-enhancing reforms, new
trade agreements, and more effective public investment execution.

Recent history and projections 2023 2024 2025 2026e 2027f 2028f
Real GDP growth, at constant market prices -2.0 5.0 5.0 4.4 4.2 4.0
Private consumption -1.0 4.8 6.3 4.7 4.7 4.8
Government consumption -5.4 -1.1 -0.8 3.0 3.9 4.3
Gross fixed capital investment -6.9 19.1 13.3 6.0 4.2 3.8
Exports, goods and services 12.7 12.4 5.1 3.0 4.9 4.3
Imports, goods and services 8.9 21.6 10.8 5.0 6.0 6.3
Real GDP growth, at constant factor prices -2.3 4.6 4.4 4.4 4.2 4.0
Agriculture 0.1 0.6 1.4 0.2 0.3 1.0
Industry -9.2 11.1 7.8 8.0 7.0 6.2
Services 0.5 2.4 3.3 3.3 3.4 3.2
Employment rate (% of working-age population, 15 years+) 45.3 46.5 46.6 46.6 46.6 46.6
Inflation (consumer price index) 17.4 1.2 -0.5 5.7 5.3 5.0
Current account balance (% of GDP) 1.7 1.2 1.6 -0.5 -0.3 -0.4
Net foreign direct investment inflow (% of GDP) 0.8 0.7 0.9 0.7 0.8 0.8
Fiscal balance (% of GDP) -8.3 -6.8 -2.3 -2.6 -2.3 -2.1
Revenues (% of GDP) 11.2 13.6 16.7 16.6 16.4 16.4
Debt (% of GDP)* 104.2 95.5 91.6 87.0 81.9 77.2
Primary balance (% of GDP)2 0.5 2.0 5.1 3.7 3.3 3.2
International poverty rate ($3.00 in 2021 PPP)3 8.1 6.8 6.0 5.5 5.2 4.9
Lower middle-income poverty rate ($4.20 in 2021 PPP)> 20.7 18.4 16.9 15.8 14.8 14.0
Upper middle-income poverty rate ($8.30 in 2021 PPP)> 66.1 64.0 61.1 59.1 57.4 55.7
GHG emissions growth (mtCO2e) -3.6 4.5 5.2 5.3 3.0 5.3

Source: World Bank, Fiscal Policy & Growth Department. Emissions data sourced from CAIT and OECD.

Notes: e = estimate, f = forecast. Data in annual percent change unless indicated otherwise.

1/ The series uses central government debt figures.
2/ The primary balance excludes interest payments received.

3/ Calculations based on SAR-POV harmonization, using 2019-HIES. Actual data: 2019. Nowcast: 2020-2025. Forecasts are from 2026 to 2028.
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