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Abstract. China's economic influence in South Asia, primarily through
initiatives like the Belt and Road Initiative (BRI), has prompted significant
analysis of its impact on the region's economies. This research specifically
examines China's expanding economic presence in South Asia, driven by
the ambitious BRI. It focuses on China's strategic partnerships with regio-
nal countries, emphasizing bilateral economic relations, trade dynamics,
investments, and associated debt implications. The study uses Sri Lanka as
a case study to analyze the intricate dynamics of China's economic invol-
vement in South Asia. Despite concerns about trade imbalances, competi-
tion with local industries, and debt sustainability, research indicates that
debts owed to Chinese creditors are not solely tied to Chinese investments.
Sri Lanka's experience, illustrated by the leasing of the Hambantota port to
a Chinese firm, highlights the nuanced nature of these relationships. Cont-
rary to misconceptions, this transaction did not worsen Sri Lanka's debt
burden but instead provided crucial financial resources for other economic
priorities. Despite challenges like the COVID-19 pandemic and geopoliti-
cal tensions, the leasing of the Hambantota port has yielded promising re-
sults, presenting opportunities for economic diversification and growth in
the Sri Lankan economy. As global conditions stabilize, the enduring ef-
fects of China's economic influence in South Asia, including investment

I The paper presents findings of a study developed as a part of the research project “Serbia
and challenges in international relations in 2024”, financed by the Ministry of Science,
Technological Development and Innovation of the Republic of Serbia, and conducted by
Institute of International Politics and Economics, Belgrade.
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trends and debt dynamics, underscore the evolving landscape of regional
economic cooperation and development.
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H. Cmanoesuu

Dxonomuueckoe Biauguue Kuras B Oxuoit Asuu
(ua npumepe IIpu Jlanku)

Annomayusa. Dxonomuueckoe BausiHue Kuras B FOxxHoit Azuu, ocy-
LIECTBIsIEMOE MPEUMYILECTBEHHO Yepe3 MHULIMAaTUBBI Bpone «[losica u
nytu» (MTIIT), BbI3BaJIO K KM3HU CEPBE3HBIN aHATU3 €ro BO3ACHCTBUS HA
5KOHOMMKM CTpaH pernoHa. B HacTosIeit paboTe KOHKPETHO pacCMOTpe-
HO paclIMpeHNe KUTaliCKOTO 9KOHOMUUYECKOTO TTpUCYTCTBUS B KOXKHOIM
Asuu B pamkax MIIII. OcHoBHOe BHUMaHUE yIeJeHO CTpaTernuyeCcKUM
naptHepctBaM KHP co ctpanamu pernoHa, ocoOeHHO B KOHTEKCTE JBY-
CTOPOHHUX 9KOHOMUYECKUX CBSI3€il, TMHAMUKU TOPTOBJIM, MHBECTULIAMN 1
COOTBETCTBYIOIIUX MTpobJieM 3an0keHHocTU. Ha npumepe Llpu Jlanku
MpoaHaJM3UpOBaHa CIOXHasl TMHaMKUKa yyacTust Kutast B 9KoHOMUKe
IOxHoit A3uu. HecMoTpst Ha oraceHus, CBsI3aHHbIE C n1UcOaaHCOM B
TOProBjie, KOHKYPEHIIMEil ¢ MECTHBIMU MTPOMU3BOIUTENSIMU U TOJTOBOM
Harpy3KOU, NCCIIeNOBaHMST TTOKA3bIBAIOT, UTO 3310JKEHHOCTD Iepel K-
TaUCKUMU KpeIUTOPAMK He Oblla CBsI3aHa JIUIb C KUTAUCKUMU UHBECTU -
uusimu. Onbit Lpu-JlaHku, Kak B ciiyyae co crnayeil mnopra XaM0aHTOTa B
apeHIy KUTaliCKOi KOMMaHWU, I€MOHCTPUPYET TOHKOCTH 3TUX OTHOIIIE-
HUi. Bormpeku pacipocTpaHeHHBIM 30Ty KICHUSIM, TaHHas CIeIKa He
yBeanuuia noiaroporo opemenu Llpu-Jlanku, Ho, HAIPOTUB, obecreunIa
ee (DMHaHCOBBIMM pecypcaMu, OCTPO HEOOXOAUMBIMH IJTSI pEIICHUS APy~
TUX TPUOPUTETHBIX IKOHOMMUECKMX 3a1a4u. HecMoTpst Ha Takue mpooJie-
MbI, Kak nangemust COVID-19 u reonoauTudeckasi HaIPSIKEHHOCTb,
apeHJa nmopra XamM0aHTOTa MpUHEcJIa MHOroooOeIaIe pe3yabTaThl,
co3maBasi BO3MOXHOCTU JJISI TUBEpCUMUKAIINM M pOCTa SKOHOMHMKU
I pu-Jlanku. [To Mepe cTabuaM3aLuy MUPOBOI 0OOCTAHOBKU JOJITOCPOY-
HbIe 3 (HEKThl KUTACKOTO SKOHOMUYECKOTOo BIUsTHUS B KOXHOIT A3un,
BKJIOYAsl IMHAMUKY WHBECTULIMI 1 3aI0JKEHHOCTH, U3MEHSIIOT TMei3ax
SKOHOMMUYECKOTO COTPYIHUUYECTBA M PA3BUTHSI B PETHOHE.
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Introduction

South Asia has emerged as a focal point of global attention due to its ro-
bust economic growth and potential to shape the future of the world econo-
my. With an impressive annual growth rate of 6 %, the region is positioned
as one of the fastest-growing economic regions globally. Comprising nine
countries, including prominent members of the South Asian Association for
Regional Cooperation (SAARC) such as India, Bangladesh, and Pakistan,
South Asia also includes Myanmar, which maintains significant economic
ties with China despite its political isolation.

Of particular interest within South Asia is China's expanding economic
influence, driven largely by its ambitious Belt and Road Initiative (BRI).
This research focuses on examining China's strategic cooperation with co-
untries in the region, with a specific emphasis on its bilateral economic rela-
tions, trade dynamics, investments, and the associated debt implications.

Within this context, Sri Lanka stands out as a compelling case study due
to its substantial engagement with Chinese investments, particularly in inf-
rastructure projects. The analysis delves into the development potentials and
risks associated with Sri Lanka's heavy reliance on Chinese foreign direct
investment (FDI), with a spotlight on the Hambantota port project. More-
over, the assessment encompasses an examination of Sri Lanka's conside-
rable external debt, which has sparked debates regarding the nature of Chi-
na's engagement in the region. Critics, including the US State Department,
have characterized China's approach as “debt trap diplomacy” or even
“predatory diplomacy,” highlighting concerns over potential economic vul-
nerabilities and geopolitical implications.

By scrutinizing the intricacies of China's economic engagement in So-
uth Asia, particularly through the lens of the Sri Lankan case study, this re-
search aims to provide valuable insights into the opportunities and challen-
ges posed by China's growing presence in the region.
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China's approach to South Asia: strategy
and economic dynamic

The position of South Asia in Chinese international strategy

The significance of South Asia in the realization of China's
international economic goals and ambitions is continually increasing.
China's vision for relations with the region became evident in 2013 when Xi
Jinping announced the priority of a proactive form of “periphery
diplomacy,” also known as “neighbourhood diplomacy.” According to Xi
Jinping [2014, p. 326], “When dealing with neighbouring countries, we
need a multidimensional perspective that extends beyond the immediate
boundaries of time and space.”

Faisal and Khan [2022], analysing various Chinese international
strategies, observe that South Asia held a prominent place in earlier Chinese
international strategies. These include the South-South initiatives from the
late 20th century, followed by the Go West and March to the West strategies
in the 2000s, where South Asia emerged as a natural region for expanding
China's influence. With this in mind, we examine China's approach to the
region in the context of enhancing relationships under new circumstances,
rather than establishing them on entirely new foundations.

China's perception and publicly proclaimed strategy of relations with its
neighbours include provisions such as peaceful coexistence, regional
security, peace and stability, economic development, anti-hegemonic
multilateral political systems, and regionalism [Nisar, 2019]. This concept
reflects China's aspiration to transform neighbouring areas into a
“community of shared destiny” [Callahan, 2016], marking a departure from
Deng Xiaoping's strategy and China's longstanding prioritization of relations
with major powers. This shift is one of the effects of China's new
development concept of Dual Circulation, aimed at safeguarding its
economy from external shocks resulting from instability in relations with the
USA and the EU [Stanojevi¢, 2022].

While China undoubtedly seeks to integrate neighbouring countries
into a Sino-centric network of economic, political, cultural, and security
relations [Mitchell, 2018], it emphasizes inclusivity and win-win
cooperation. Managing emerging power asymmetries between China and
its neighbours is a key task of China's neighbourhood policy. China's
strategy towards its neighbours has evolved from mere engagement to
proactive efforts to shape the regional order. These efforts primarily involve
institution building, regional integration through the Belt and Road
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Initiative, strategic partnerships, and normative commitments [Stanojevié¢
and Zaki¢, 2023].

Several key aspects characterize China's relations with its neighbours, as
highlighted by various authors analysing China's official strategy:

1. Economic Integration: China prioritizes deepening economic, trade,
and financial ties with its neighbours. While this aspect is not always
explicitly emphasized in China's official neighbourhood diplomacy, it forms
a crucial component. Free trade agreements (FTAs) play a central role in
strengthening these relationships [Oswald and Eckhardt, 2022]. China's
economic cooperation extends beyond neighbouring relations, as it
maintains free trade agreements with numerous countries, including least
developed nations, across various regions.

2. Relations with Regional Powers: China places significant emphasis
on fostering special relationships with key regional powers neighbouring its
borders, such as Russia, Japan, and India. These bilateral ties serve as vital
links between China's neighbourhood diplomacy and its broader foreign
policy objectives, particularly in the realm of great power diplomacy.'

3. Mediation and Negotiation: China actively engages in diplomatic
mediation processes within the neighbourhood, striving to position itself as
an independent and credible mediator capable of resolving conflicts. This
proactive stance is evident in its involvement in international tensions and
conflicts, notably in Myanmar, Afghanistan, and North Korea.?

4. Participation in Multilateral Institutions: China actively participates
in and promotes various multilateral institutions in its neighbourhood, such
as the Belt and Road Initiative, BRICS, and the Shanghai Cooperation
Organization (SCO), among others. By leveraging these platforms, China
aims to enhance its regional leadership and address common challenges
through cooperative approaches [Wu et al., 2022]. While China asserts that
these institutions are not alliances, some Western analysts view them as
tools for China to exert influence over neighbouring countries and align
their actions with Chinese preferences.3

Through various initiatives and strategies, China has endeavoured to
strike a balance between fostering relations with smaller countries in the re-
gion and managing its competitive dynamic with India, whose political and

1 Stokes, J. (2020). “China’s Periphery Diplomacy: Implications for Peace and Security in
Asia”, United States Institute of Peace, Special Report No. 467.

2 Ministry of Foreign Affairs PRC. 2019. “China’s Foreign Policy in a Fast-Changing
World: Mission and Responsibility,” speech by Le Yucheng, July 8. URL: www.fmprc.gov.cn/
mfa_eng/wjdt_665385/zyjh_665391/t1679454.shtml

3 Stokes, J. (2020). ....
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economic influence in the area is pivotal. Concurrently, China has sought
to navigate its relationship with the USA, which maintains its own security
arrangements in the region, notably in Afghanistan and Pakistan.

South Asia emerged as an optimal initial focus for China, primarily due
to its strategic geographical position as China shares borders with five coun-
tries in the region, and it lies along the ancient Silk Road routes. Besides,
China has strong military ties with Bangladesh and Sri Lanka. Additionally,
South Asian countries possess attributes that make them attractive for fore-
ign investment, including large populations and relatively rapid economic
growth and development. Another key factor driving China's interest in the
region is the inadequate intra-regional connectivity and insufficient infrast-
ructure, which hinder the region's integration with the global economy, im-
peding further growth [Stanojevi¢ and Zaki¢, 2023].

Exploring China'’s Economic Engagements Across South Asia: An Overview

In 2013, when China expressed interest in developing ports, roads, and
railways, South Asian countries responded positively and swiftly, becoming
early participants in the Belt and Road Initiative. Since that time, China has
steadily escalated its political and economic involvement in the region thro-
ugh projects initiated under the Belt and Road Initiative. Notable initiatives
in South Asia comprise the China-Pakistan Economic Corridor, the Bang-
ladesh-China-India-Myanmar Economic Corridor, the Trans-Himalayan
Economic Corridor, and bilateral collaborations with Bangladesh, Sri Lan-
ka, and the Maldives as part of the 21st Century Maritime Silk Road [Guo
et al., 2019]. In the South Asian region, there are numerous successful in-
vestment projects in all countries, with the exception of Bhutan. The volu-
me of Chinese investments placed in these countries in the period 2005—
2023. is about 160 billion USD, with more than 40 % of the total amount
for the region invested in Pakistan (table 1).

The primary focus of investment in South Asian countries has been the
energy sector, representing more than half of the total investments in the re-
gion (Table 1). Following closely are the transport and metal industry sec-
tors, albeit with significantly lower values. Not all sectors are included in the
table, as some pertain to individual investments in one or two countries of
the region, such as healthcare in India and finance in India and Bangladesh.

Chinese investments are commonly associated with credit from Chine-
se banks. China's favourable loans and their accessibility have established it
as one of the region's largest creditors. According to the latest available data
for 2022, India, Afghanistan, and the Maldives have no outstanding debts to
Chinese creditors. Conversely, Pakistan, Myanmar, and Sri Lanka have the
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Table 1. China's FDI in South Asia countries 2005—2023 (million USD)

Country/ sector Total Energy Transport Tech. Real Est. Metals Tourism
India 35692 16634 1911 2261 660 3212 1274
Pakistan 65261 47142 12442 2734 870 240 230
Bangladesh 30972 12292 9211 1132 2364 2135 /
Sri Lanka 14415 1762 5614 250 2314 / 540
Nepal 3982 1462 1272 170 680 / /
Myanmar 10324 4900 1700 380 830 2392 /
Maldives 1372 / 800 / / / 430
Afghanistan 3284 400 210 / / 2520 /
South Asia 165302 84592 33160 6927 7718 10499 2474

Source: The China Global Investment Tracker, American Enterprise Institute. URL:
https://www.aei.org/china-global-investment-tracker/ (accessed: February 16, 2024).

Table 2. Debts of South Asian countries (billion USD)

Country Total debt Debt to China Share
India 616.86 0.00 0.0
Pakistan 126.94 26.60 21.0
Bangladesh 97.01 6.05 6.2
Sri Lanka 58.71 3.84 15.1
MNepal 9.14 0.26 2.9
Myanmar 12.53 2.46 19.6
Maldives 4.04 0.00 0.0
Afghanistan 3.39 0.00 0.0

Source: World Bank International Debt Statistics, 2023. URL: https://www.world
bank.org/en/programs/debt-statistics/ids (accessed: February 16, 2024).

largest share of debts owed to Chinese creditors, at 21 %, 20 %, and 15 %,
respectively (Table 2).

In terms of trade, South Asia exhibits a predictably significant deficit
with China. Chinese imports from these nations totalled 22 billion USD in
2022, while exports amounted to a staggering 175 billion USD (Figure 1).
What's particularly noteworthy is the sustained and rapid growth in Chinese
exports to the region, with the exception of 2020 due to the Covid-19 pande-
mic, while imports from these countries have remained stagnant (Figure 1).

In addition to trade and investment, including loans for infrastructure
projects, South Asian countries are closely linked to China's manufacturing
and supply chains. China's manufacturing sector plays a vital role in the
supply of goods and components to countries in the region. Chinese compa-
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Figure 1. Trade of China and South Asia 2011—2022 (billion USD)/
Source: International Trade Center — ITC. 2023. Trade map. www.trademap.org

nies have set up manufacturing facilities in South Asia, taking advantage of
the region's lower labour costs and market access.

Chinese Investment in Sri Lanka: Between Development
Initiatives and Debt Trap Dynamics

Sri Lanka holds strategic importance for China both globally and regio-
nally, with the two countries enjoying a close and longstanding partnership
spanning over a thousand years. China has provided extensive support to Sri
Lanka, including infrastructure development, economic aid, diplomatic as-
sistance, and even military aid during the internal conflict against the Tamil
Tigers over the past few decades. This partnership has remained steadfast
despite fluctuations in the international landscape and changes in Sri Lan-
ka's ruling parties. In recent years, bilateral relations have significantly
strengthened, guided by the comprehensive framework of the China-Sri
Lanka Partnership for Comprehensive Cooperation, Sincere Mutual Sup-
port, and Eternal Friendship [Manoharan, 2022, p. 161].

China's presence in Sri Lanka gained broader attention due to its inves-
tment in the development of the Hambantota International Port, one of the
largest infrastructure projects under the Belt and Road Initiative. Given Sri
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Map 1. Hambantota port.
Source: Hambantota International Port Group. CONNECTIVITY. URL: http://
www.hipg.lk/about-us/connectivity

Lanka's strategic location at the southern end of the South Asian subconti-
nent in the Indian Ocean, the development of port infrastructure is a logical
choice to bolster the country's economic growth. Positioned at the southern
tip of Sri Lanka, the natural harbour of Hambantota holds special strategic
significance (see the Map 1). The port serves as a crucial node on maritime
routes connecting the Middle East, Europe, and Africa to East Asia, located
just 10 nautical miles from key international sea routes linking China with
the Middle East and Africa.

The construction and development of the port lasted for ten years, from
2008 to 2018, involving a cumulative investment of 1.3 billion USD, with
96 % financed by the Chinese Exim Bank through a substantial number of
loans provided under highly favourable conditions.

I CHEC, China Harbor. Hambantota Harbor. URL: www.chec.bj.cn/cn/ssbl/gccbs/gk/
202208/t20220803_8212.html
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Undoubtedly, Chinese investment has played a pivotal role in advan-
cing Sri Lanka's infrastructure, particularly in the construction and expansi-
on of port facilities, thereby boosting their capacity and efficiency. The
Hambantota Port Development project has played a significant role in mo-
dernizing Sri Lanka's maritime infrastructure. Spanning an area of 1,800
hectares, Hambantota stands as the largest port in South Asia. Its compo-
nents include various general and specialized terminals, two piers, breakwa-
ters, a 40-hectare artificial island, port warehouses, auxiliary structures, and
more. Once fully operational, the port is expected to handle approximately
20 million TEUs per year.! By comparison, Sri Lanka's largest port at the
time, Colombo, had a capacity of only 4.5 million TEUs, and originally, the
port aimed to alleviate congestion at the Port of Colombo.?

Since the management transition to a Chinese company 2018, the ope-
rations at the Hambantota port have expanded significantly. The company
has introduced various additional activities, including ventures into the oil
and gas sector, cement handling, and maritime services within the port.
Moreover, several supporting initiatives have been launched in the port vici-
nity, including the establishment of a free economic zone for shipbuilding,
repair, and storage (valued at an additional 550 million USD), along with
storage facilities and other amenities. Future plans encompass the develop-
ment of facilities for cement, fertilizer, vehicle assembly, and food proces-
sing and packaging.® Enhanced port infrastructure can stimulate exports, fa-
cilitate transshipment traffic, and bolster connectivity with global markets.
Additionally, the development of port cities and associated infrastructure
can spur tourism and commercial activities, catalysing growth in sectors
such as hospitality, retail, and logistics. Infrastructure for gas distribution
and services related to import-export operations has been developed to sup-
port these endeavours.*

However, the Hambantota port struggled to generate sufficient revenue
in its initial years. According to submissions to a parliamentary committee,
the port incurred accumulated losses of approximately 300 million USD by
the end of 2016.°

I Hambantota International Port Group. URL: http://www.hipg.lk/about-us/hipg

2 Ibid.

3 Hambantota International Port Group. URL: http://www.hipg.lk/about-us/hipg

4 Ibid.

5 Moramudali, U. 2020. “The Hambantota Port Deal: Myths and Realities”, The Diplo-
mat, January 01, 2020, URL: https://thediplomat.com/2020/01/the-hambantota-port-deal-
myths-and-realities/
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In 2017, China and Sri Lanka reached an agreement for a debt swap,
resulting in a 99-year lease to China for the port's operation. Consequently,
the Chinese private company China Merchants Port Holdings emerged as
the majority shareholder of the Hambantota International Port Group, res-
ponsible for managing and operating the port. Since the project's completi-
on in 2018, the port's activities have operated under a public-private part-
nership between the Government of Sri Lanka and China Merchants Port
Holdings.!

This project garnered significant negative attention from the internatio-
nal community and experts, particularly within the context of concerns over
excessive borrowing from Chinese banks. Often cited as a prime example of
China's “debt trap diplomacy,” the project has faced criticism, with Wes-
tern media outlets, prompted by the US State Department, labelling it as
“predatory”.2 However, the genesis of this negative campaign can be traced
to the ongoing rivalry between the USA and China [Stanojevi¢, 2020], with
a certain apprehension from the USA regarding China's military and naval
capabilities, beyond purely commercial concerns.

Based on comprehensive data from official Sri Lankan sources, the no-
tion of a debt trap orchestrated by China to seize control of the port in
Hambantota appears largely unfounded. Instances of poor assessment regar-
ding the repayment capabilities of governments in small states are not un-
common. However, in Sri Lanka's case, inadequate financial evaluations
were not exclusive to the Hambantota port project. When accusations of fal-
ling into a debt trap emerged in 2017, assessments of Sri Lanka's creditwort-
hiness by reputable agencies—Standard & Poor's, Moody's, and Fitch Ra-
tings—indicated no imminent risk of over-indebtedness in 2017 [Hurley,
Morris, Portelance, 2018]. This is corroborated by Central Bank data,
which reported foreign debt as a percentage of GDP at 59 % in 2017 and
this debt had accumulated over several decades preceding the influx of Chi-
nese loans.® Successive Sri Lankan governments continued to borrow from
international markets, even in the face of persistent fiscal and current acco-
unt deficits. This pattern created a vicious cycle wherein debt repayments
became increasingly burdensome as they came due.

I Hambantota International Port Group....

2 US Department of State, Secretary Michael R. Pompeo, Remarks to the Press, 28
October 2020. URL: https://2017-2021 .state.gov/secretary-michael-r-pompeo-and-sri-lankan
-foreign-minister-dinesh-gunawardena-at-a-press-availability//index.html

3 Central Bank of Sri Lanka. 2019. Annual Report 2019. URL: https://www.cbsl.gov.lk/
en/publications/economic-and-financial-reports/annual-reports/annual-report-2019
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According the World bank data the share of external debt in GNI
(Gross national income) was the same for a years before 2017 between 51
and 55 %." Sri Lanka's debt to China was relatively modest, even for an un-
derdeveloped economy, and considerably smaller and newer—thus less pre-
ssing for repayment—compared to debts owed to other creditors and unrela-
ted to Chinese loans. In 2017, the debt to Chinese creditors stood at 10 % of
Sri Lanka's total debt, equivalent to 5 billion USD out of 51 billion. usD?
Of the 5 billion USD owed to various Chinese entities, the debt associated
with Sinohydro and China Communications Construction for the construc-
tion of the Hambantota port amounted to just 1.12 billion USD, represen-
ting a mere 5 % of Sri Lanka's total annual external debt payments.

Figure 2 illustrates these proportions and provides context for Sri
Lanka's debt related to the construction of the Hambantota port.
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Figure 2. External debt of Sri Lanka (billion USD).
Source: authors' compilation, World Bank International Debt Statistics, 2023. and HIPG

It is therefore improbable that the Sri Lankan government would have
made concessions contrary to its interests solely due to the 5 % annual loan
repayments. Furthermore, it seems even less plausible that the government
would have been unable to assess its ability to repay the 1.12 billion USD
debt. Notably, each of these loans carried a grace period and a repayment
period of 15 years or more, implying that some repayments had not com-
menced by 2018 when the port was transferred to Chinese partners.

I World Bank International Debt Statistics, 2023. URL: https://www.worldbank.org/en/
programs/debt-statistics/ids
2 Ibid.
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The Hambantota port deal should not be misconstrued as a debt-equity
swap because it did not involve any debt cancellation. The Sri Lankan go-
vernment remains obligated to repay loans acquired from the Exim Bank of
China for the construction of the port. Actually, the 1.12 billion USD recei-
ved from the deal was not used to settle the port construction debt, but it
was directed towards bolstering the country's foreign reserves and addressing
some short-term foreign debt obligations. The funds obtained from the
Hambantota port deal were predominantly allocated to address balance of
payment (BOP) challenges, particularly stemming from the escalating costs
of debt servicing. This underscores that the transaction did not alleviate Sri
Lanka's debt burden but rather provided temporary relief for pressing finan-
cial obligations.

According to analysis by experts at the Central Bank of Sri Lanka, the
surge in debt during this period was attributed to currency devaluation and
excessive infrastructure investments. Public sector investments, particularly
in infrastructure such as roads, telecommunications, electricity, ports, air-
ports, and water supply, surged to approximately 6.5 % to 7 % of GDP du-
ring the period under review, compared to less than 3 % in preceding peri-
ods for similar purposes.1 This phenomenon is unrelated to the purported
Chinese debt trap but rather stems from the aftermath of the 26-year conf-
lict with a terrorist insurgency that ended in 2009, leaving the country's inf-
rastructure severely damaged and necessitating extensive reconstruction
funded through loans.

From 2021 to 2023, Sri Lanka's economy experienced significant vola-
tility and hardship. In 2021, the GDP contracted by 3.6 %, reflecting the
adverse impacts of the COVID-19 pandemic on critical sectors like tourism
and exports. By 2022, the economic situation worsened with GDP shrinking
by 8.4 %, exacerbated by severe shortages of essential goods and political in-
stability. The country's foreign debt reached alarming levels, exceeding 50
billion USD, leading to a historic default on its international debt obligati-
ons in May 2022.% Efforts to stabilize the economy in 2023 saw some pro-
gress, but GDP growth remained modest, hovering around 1—2 %, as the
government struggled to implement necessary reforms and secure additional
international assistance to manage its debt crisis.

! Nanayakkara, D. 2022. “Debt Management and Debt Sustainability — The Sri Lankan
Experience”, UNCTAD project. South-South Integration and the SDGs: Enhancing
Structural Transformation in Key Partner Countries of the Belt and Road Initiative.
UNCTAD/BRI PROJECT/PB 05

2 World Bank International Debt Statistics, 2023. URL: https://www.worldbank.org/en/
programs/debt-statistics/ids
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Although Sri Lanka earns revenue through its stake in the Hambantota
International Port Group, the deep economic crisis has hampered the port's
income potential. The untapped potential of the port lies in its capacity to
drive Sri Lanka's economic growth by attracting foreign investment, genera-
ting employment opportunities, and fostering trade.

Conclusion

The increasing involvement of China in the economies of small South
Asian countries has undoubtedly brought about both opportunities and chal-
lenges. While China's initiatives have enhanced connectivity and facilitated
economic integration within the region and beyond, concerns regarding trade
imbalances, competition with local industries, and debt sustainability persist.

Contrary to some perceptions, research indicates that debts to Chinese
creditors are not inherently linked to Chinese investments. Notably, several
South Asian countries receiving Chinese FDIs have varying levels of debt owed
to China, suggesting a nuanced relationship between investment inflows and
debt accumulation. In the case of Sri Lanka, the transfer of a portion of the
Hambantota port to a Chinese company was misconstrued as a debt cancellati-
on, when in fact, it was a leasing arrangement. Despite initial scepticism, this
transaction did not exacerbate Sri Lanka's debt burden but instead provided
much-needed financial resources for other critical economic purposes.

However, the negative portrayal of Chinese investments by certain co-
untries and international actors has had repercussions. The influence of this
negative campaign has led some neighbouring countries to reconsider their
engagement with China under the Belt and Road Initiative, exacerbating Sri
Lanka's challenges in accessing alternative sources of credit. Consequently,
Sri Lanka found itself in a cycle of increasing reliance on Chinese creditors,
fuelled in part by the perceived risk aversion of other lenders.

Despite these challenges, the leasing of the Hambantota port to CM
Port has demonstrated positive outcomes. The expansion of port operations
presents significant opportunities for economic diversification, job creation,
and overall growth in the Sri Lankan economy. However, external factors
such as the COVID-19 pandemic and geopolitical tensions have hindered
the realization of these opportunities, highlighting the vulnerability of Sri
Lanka's economy to external shocks.

Nevertheless, the long-term prospects for Sri Lanka's growth and deve-
lopment, facilitated by Chinese investment in the Hambantota port project,
remain promising. As global conditions stabilize and economic activities re-
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sume, the port's potential to drive economic growth and serve as a catalyst
for development will likely be realized, underscoring the enduring signifi-
cance of Chinese investments in shaping Sri Lanka's future trajectory.

References

Callahan, W. (2016). China’s ‘Asia Dream’: The Belt and Road Initiative and the
New Regional Order, Asian Journal of Comparative Politics, 1 (3): 226—243. DOI:10.1177/
2057891116647806

Faisal, M. and Khan, K. (2022). China and South Asia: Challenges, Trends and
Trajectory. In: Elena 1. Safronova (ed). China in World and Regional Politics. History and
Modernity, 27: 145—259. DOI:10.48647/1FES.2022.37.85.022.

Guo, F.; Huang, C. and Woo, X. (2019). Strategic analysis on the construction of
new energy corridor China—Pakistan—Iran—Turkey, Energy reports. V: 828—241.

Hurley, J.; Morris, S. and Portelance, G. (2018). Examining the Debt Implications
of the Belt and Road Initiative from a Policy Perspective, Policy Paper, No. 121, Center
for Global Development, Washington DC.

Xi Jinping (2014). The Governance of China, Beijing: Foreign Languages Press.

Manoharan, N. (2022). Pearl in the string: Sri Lanka-China relations in twenty-first
century. In: Adluri Subramanyam Raju (ed.). South Asia and China: Engagement in the
Twenty-First Century. Routledge India.

Mitchell, D. (2018). Expanding the ‘Strategic Periphery’: A History of China’s
Interaction with the Developing World. In: Eisenman Joshua and Eric Heginbotham
(eds) China Steps Out. New York: Routledge. 23—23.

Nisar, R.D. N. (2019). Chinese Perception of Indo-US Nexus: Implications for
China in South Asian Region, RUDN Journal of Political Science, XXI (2): 311—322.
DOI: 10.22363/2313-1438-2019-21-2-311-322

Oswald, O.R.S; Eckhardt, J. (2022). New champions of preferential trade?
Two-level games in China’s and India’s shifting commercial strategies. Review of
International  Political Economy: XXX (2): 654—277. DOI: 10.1080/09692290.
2022.2060278.

Stanojevi¢, N. (2020). Effects of China's New Silk Road on the participating
economies, Eliva press.

Stanojevi¢, N. (2022). The Dual Circulation strategy: China’s response to declining
international economic connectivity. In: Zuokui, Liu and Branislav Pordevi¢ (eds). The
Connectivity Cooperation Between China and Europe, Routledge, Taylor & Francis Ltd.
106—229. DOI: 10.4324/b22839-9.

Stanojevi¢, N.; Zaki¢, K. (2023). Economic rise of China: Strategies and dynamics of
international economic relations. Belgrade: IMPP. (In Serbian).
Vu, V.H.; Soong, J.J. and Nguyen, K.N. (2022). The Political Economy of China’s

Rising Role in the Asia-Pacific Economic Cooperation (APEC): Strategies and
Instruments of the Chinese Way. The Chinese Economy, 1L.V(4):255—267.



