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INTRODUCTION
Saman Kelegama and Dileni Gunewardena
This Volume of essays is dedicated to Prof. Buddhadasa Hewavitharana, Emeritus Professor
of Economics, University of Peradeniya and the current Chairman of the Institute of Policy
Studies of Sri Lanka. Professor Hewavitharana had an illustrious career and distinguished
himself as a leading economist in Sri Lanka. This introductory chapter has two parts: first a
biographical note on the professor, followed by an overview of the chapters in this Volume.

Buddhadasa Hewavitharana
Buddhadasa Hewavitharana was born on 9th September 1932 at Beruwala. Both his parents
were Sinhala school principals: his father was from Matara and mother from Kalutara. His
school education zig-zagged; his primary education at which was then known as Royal
College Preparatory School, was interrupted by the bombing of Colombo by the Japanese on
5th April 1942, and his education continued at G/Gonagala Bilingual School and Holy Cross
College, Kalutara, and was completed at Ananda College, Colombo.
He entered the University of Ceylon in 1951, then in Colombo, and belonged to the historic
first batch of arts students who occupied the Halls of Residence at Peradeniya in 1952 under
the Vice Chancellor, Sir Ivor Jennings. Admitted to a Special Degree course in Economics,
he ended by obtaining a B.A. Econ. (Hons.) degree, specializing in Banking and Currency in
1955. Proceeding to the London School of Economics (LSE), he worked under the
supervision of Sir Sydney Caine, who was the then Director of LSE, on his thesis, “Factors in
the Planning and Implementation of the Economic Development of Ceylon,” to gain a Ph.D. in
Economic Development in 1967. Dating from his initial recruitment to the staff in 1955, until
his retirement in 1998, his service of teaching Economics in the Department of Economics at
the University of Peradeniya was a continuous one, spanning over 43 years, mainly in
Economic Development and Planning, and Applied Economics.
He has been the recipient of a number of Academic Honours and Fellowships: was
conferred the title of Emeritus Professor of Economics by the Senate of the University of
Peradeniya on his retirement in 1998; was Commonwealth Academic Staff Fellow at
Cambridge University, 1978-1980; was South Asian Studies Visiting Fellow at Oxford
University attached to Queen Elizabeth House and its International Development Centre,
1994-1995; Was conferred the title, Honorary Fellow of the Sri Lanka Economic Association,
2005.

Saman Kelegama and Dileni Gunewardena

Highlights of Career as a Teacher, Researcher and Role Player in Economic Development,
Social and Public Affairs
As a Teacher –
A service of 43 years as a teacher including 20 years in administering as Head, the academic
programmes of the largest department of study in the university system of the country,
containing as it did, the three full subjects of Economics, Commerce and Statistics.
Teaching was mainly in Applied Economics, a course re-designed by him, and Economic
Development and Planning, a course designed and newly introduced by him.
Many in the successive generations taught by him have excelled in gaining eminent
positions in academic and other professional services here and abroad and also in the
private sector. Whenever these former students meet him, the one thing they unfailingly
come out with gratitude and admiration is how the professor would walk into the lecture
theatre, on the dot of time, without even a scrap of paper in his hand to deliver his lectures,
often lasting two hours, and how the lectures so delivered had registered so clearly in their
minds that their contents had helped them over the years, and are helping them even at
present, to gain insights into many issues in development. To these expressions, the usual
response of the professor is – “listening to these sentiments even decades later is my own
personal happiness dividend in not having gone out seeking greener pastures, but in having
hanged around here doing my own thing.”
As he himself has disclosed in two of his recent publications, the professor got to be known
at one time in the Universities of the island as “Raoul Prebisch,” the name that his students
at Peradeniya conferred on him as a tribute to him for introducing to the country the brand
new and fascinating Prebischian thesis of centre-periphery exploitation through trade. The
logic in it illustrated with some statistics went down very well with them and eventually it
was taken across the country under the auspices of the LSSP. Soon the inevitable happened
when the professor amalgamated Prebisch’s centre-periphery economic exploitation thesis
with Pierre Jallee’s Imperialist Country-Colonial Territories political exploitation thesis to
evolve the new concept of “Neo-economic Colonialism” which found a ready place in the
vocabulary of local left-wing politics.
Joint editor of this Volume, Dileni Gunewardena can recall how the professor lectures
without the aid of a note and how he could exactly recollect where he stopped at the
previous lecture. She can also recall how the professor gave her a fair hearing when she was
overburdened with lectures, and assisting her with an excellent recommendation for higher
studies. Dileni found the training she received under the professor very useful in her
graduate studies. Premachandra Athukorala in his essay recollects the professor as one who
never smiles but was very serious of his duties and an excellent teacher.
2
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As a Researcher –
Having researched into “Factors in the Planning and Implementation of the Economic
Development of Ceylon” for his Ph.D., the professor was well equipped to study almost any
kind of development issue of the country.

How such capabilities could get applied

productively in practice in a widely diversified manner comes out clearly when juxtaposed
with the wide range of development issues that cropped up over time which demanded the
attention of the professor as a researcher.
Analyzing the 68 publications listed, 59 in English and 9 in Sinhala, one sees that they can
be classified into four categories –
IN THE FIRST CATEGORY ARE – RESEARCHES FITTING IN WITH THE PATTERN OF
WAVES OF INTELLECTUAL CONCERNS AND DIALOGUES OVER DEVELOPMENT
ISSUES THAT AROSE NATIONALLY AND INTERNATIONALLY.
Beginning in the 1960s and increasing in frequency and intensity in the last two decades of
the 20th century, topical issues in development came up in a wave after wave fashion
resulting from rapidly changing socio-politico-economic circumstances, nationally and/or
globally, and a crystallization of ideas around a topic once mooted to build up its
momentum into a wave. Stimulating these waves were the development economists and
others who rallied round a topic and the sponsorship given by national state agencies and
international institutions and agencies for a dialogue on a topical theme. As his list of
publications reveals, the professor has carried out his research by fitting into this pattern of
waves producing many pieces of research that stand out as “the first” and “the one and
only” in respect of most of the topical themes.
The 1960s was a time of highly intellectualized inquiry into as to how labour abundant and
capital scarce underdeveloped countries should rationally manage their production and
investment activities. One side of the issue pivoted around choice of techniques, and the
professor produced an applied economic research on it which received international
recognition and stands out as “the first” and “the one and only.” Regarding the other side
of the issue, the professor, following the model of Ragnar Nurkse whose theories he taught
his students, produced an applied economics research on capitalizing on surplus labour
which again stands out in the same manner as the former.
Came the 1970s when Structural Adjustment had started its progress, the ECOSOC thought
in terms of ushering in a New World Economic Order on the lines of the scenarios projected
by W. Leontief in his The Future of the World Economy. ESCAP as its regional agency, set up a
South Asia Committee of Consultants to prepare a regional programme and the research on
its Sri Lanka component on “New Patterns and Strategies of Development” fitted into the
framework of the scenarios and was carried out by the professor as a member of the
3
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Committee. The resultant internationally recognized research stands out as a pioneering
one.
In the 1980s there was a resurgence of Malaria epidemic in Africa and elsewhere which
evoked a wave of concern spearheaded by WHO by including Malaria among the six
diseases to be controlled by its amply funded Tropical Diseases Research Group. Since
transmission was suspected to have increased in Sri Lanka, an interdisciplinary study team
headed by the professor undertook to study the socio-economic and administrative variables
that can affect Malaria control, which was the first of its kind.
In the mid-1980s amid concerns over an impending world food crisis, the FAO and its
Investments Centre shed focus on the problem of “low saving-low investment” trap in food
agriculture.

Hence the promotion of research into the Sri Lankan situation, with the

participation of the professor, on saving practices including traditional modes of household
saving in cash or in kind, and a channelling of such savings into micro investments. On the
same vein was his in-depth evaluation in 1992 of a flourishing self-banking exercise by
poverty-stricken women, named Janashakthi Bangku Sangam, developed by a senior public
officer, a former student of the professor, who as publicly acknowledged, had been inspired
by his lectures on rural credit to embark on this project. His book has been hailed in a
published review by Soraya Tremayne as being “essential reading for scholars in the field of
gender and development as well as for planners and policy makers.”
In the 1980s a great wave of concern got built up over the issue of basic needs satisfaction
and an important aspect of it that was addressed by the World Employment Programme of
the ILO was to research into Industrialization and Employment as means of satisfying basic
needs in full. The Sri Lanka country study, the first of its kind, carried out by the professor,
gained international recognition.
Beginning in the late 1970s and running through the 1980s, a great wave of concern got built
up over the question of rural unemployment and underemployment and the need for
employment creation/generation. This wave had two strands.
First, ILO’s Asia Regional Team for Employment Promotion (ARTEP), Delhi, and ADB,
Manila, adopting employment creation as the objective, launched a comparative research
study into rural employment creation policies in South Asia and South East Asia with the
professor researching into the Sri Lankan programmes and policies as well as the
comparison of four countries’ experiences.
Second was the innovative Rural Non-Farm (RN-F) Employment promotion, the brain child
of the Centre on Integrated Rural Development for Asia and the Pacific (CIRDAP), Dhaka. It
indeed was a great wave of research based on grass-root realities and was better articulated
4
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and organized in its concept than the previous one of “off-farm employment.” The message
of RN-F employment caught on in many CIRDAP countries and the professor designed the
research study on the status of RN-F employment in five countries, coordinated it and wrote
the overview paper. In a separate exercise, the professor carried out an in-depth study of
RN-F employment in Sri Lanka, in a published review of which, Professor Ric Shand states,
“…..a very useful study, well constructed and argued and presented clearly and practically, and
which deserves wide readership and the attention of policy makers.”
Through the 1980s and the 1990s a great wave of concern got built up over the question of
poverty alleviation due to mounting socio-political and humanitarian concerns over it at
national levels and the increasing cost-benefit and cost-effectiveness concerns of
international funding agencies. The momentum of the wave was such that policies and
programmes came to be subjected to thorough critical review.
Firstly, the long practised redistribution of income often through handouts and subsidies
was challenged by the economic logic of eradicating poverty through growth, as advocated
by the World Bank and supported nationally by the professor.
Secondly, open ended schemes without clear exits were challenged by the closed circuit
poverty alleviation project with clear exits, the Janasaviya Trust Fund (JTF) project, funded
by the World Bank and the UNDP, in which the professor played a leading role in designing
it, managing it and researching into it.
Thirdly, a wave of intellectual inquiry arose in the 1990s with structural adjustment
“watchers” taking stock of its effects. Professor’s research into effects on growth, equity and
poverty in Sri Lanka showed a widening of the “poverty gap” at its early phase but a
narrowing of the “rural poverty gap” in the later phase, which he attributed to meso level
rural employment and income promotion projects. These findings first presented at Queen
Elizabeth House, Oxford, where he was a Visiting Fellow (and where the leading structural
adjustment “watcher,” Frances Stewart was studying its effects on poverty on a world-wide
scale) were later taken on in lecture/seminars by invitation to the Universities of Bradford,
East Anglia and St. Andrews, and the Commonwealth Secretariat (Marlborough House) and
the Institute of Developing Economies, Tokyo. The Asian Productivity Organization was
appreciative of it enough to publish it.
Fourthly, the social mobilization model that had been adopted as a vehicle for rural
development-poverty eradication in District Integrated Rural Development Programmes
(DIRDPs) supported by SIDA and NORAD, was evaluated by the professor for their
strengths and limitations. In time, with the increase in the acceptance of market forces to
solve problems, the potentialities of social mobilization cum local level planning, came to be
weighed against those of the new concept of economic mobilization cum micro-small
5
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enterprise promotion in terms of efficiency in poverty alleviation. Professor’s research into
UNDP’s South Asian Poverty Alleviation Programme (SAPAP) in Sri Lanka, based on
economic mobilization strategies established their greater potentialities for alleviating
poverty.
Fifthly, the reorientation of Hambantota DIRDP away from community development and
towards business development in 1996 (consequent to a policy change) to alleviate poverty
by working with market forces, was also researched into for the first time by the professor,
and it was sponsored by the Chris Michelsens Institute, Oslo, and the Centre for
Development Studies, University of Colombo.
The great new wave of intellectual inquiry that swept across Asia and the Pacific in the
1990s was around the new concept of human resources development together with the
Jakarta Plan of Action (JPA) for operationalizing it that was adopted by the ESCAP, at its
sessions in 1988. Departing totally from the conventional meaning of HRD, it visualized the
development of human resources of the disadvantaged sections of the society on the lines of
a three thematic approach, as a part of a grand development process. The professor was
commissioned to do a field study of the progress of the JPA in six countries. The study
when published was pronounced to be “essential reading for the development planner” in a
published review by Dr. H.S. Wanasingha.
The establishment of Provincial Councils and Pradeshiya Sabhas brought to the surface issues
in regional planning in the 1990s.

To resolve the initial problem of reconciling long

practised rural development with the new-comer regional development, the professor was
commissioned by SIDA and the Ministry of Plan Implementation to prepare policy
guidelines for regional and rural development planning, gearing both to achieving five
specified objectives. A solution was arrived at by integrating with each other the hitherto
separately implemented regional and rural development planning by evolving a new
concept of Reg-Ru planning, whereby rural development concerns will be integrated with
regional development planning with the region providing the spatial framework, all for the
purpose of achieving the five specified objectives. It is used as a handbook by regional and
rural development planners. This is the first exercise of its kind.
The wave of interest in regional development in 1990-2004 generated by two of the new
Provincial Councils and a Ministry saw the professor playing key roles as Chairman of their
respective Development Planning Councils.
The first for North Western Province resulted in an indicative plan “Wayamba 2000” which
took into account the opportunities, challenges and resources of the province.

6
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The second was the medium term, Madhyama Lanka Development Plan, for the Central
Province (CP) prepared in a very professional manner. A Planning Council with 130
members drawn from academia, public service, business sector and society leaders were
given an exposure to the aims and objectives of the plan and were then divided into fifteen
groups each planning for a sector/sub-sector, guided by the terms of reference provided.
Conferences were held at District capitals with the public officers, and politicians from
provincial and divisional levels. Statistical information on all social and economic aspects of
CP were compiled in a separate volume. This plan, the first of its kind, was acclaimed to be
of high professional excellence and is still regarded as an exemplary model for planning for
the provinces.
Thirdly, the Udarata Development Plan, though it covered the same region as that of CP,
was based on a completely different approach. Its conceptual framework was derived from
the classical thesis of “Socio-economic Structural Dualism in Development Economics”
which the professor taught and researched into. It fitted in well, as if tailor-made, because
Udarata was veritably the heartland of Structural Dualism. The strategies planned were
conceived around forging connectivities between the rural/traditional/informal sector and
the urban/modern/formal sector to overcome the inherent ‘obstacles’ of structural dualism.
This is the first of its kind in development economics as an application of a time honoured
thesis to solve practical problems in its own “heartland.”
In the 1990s the United Nations Centre for Regional Development (UNCRD), Nagoya,
addressed the issue of the connections of spatial patterns and location of industries with
regional development.

Professor’s study of Sri Lanka using econometric methods was

pronounced to be “The most serious in-depth analysis yet done in Sri Lanka on factors affecting
industrial location” by the former Governor of the Central Bank of Sri Lanka,
A.S. Jayawardena, in a published review.
THE SECOND CATEGORY CONSISTS OF SOME IMPORTANT RESEARCHES WHERE THE
MOVING FACTOR IN THEIR CONDUCT WAS THE REQUESTS FOR SUCH RESEARCH BY
CONCERNED PARTIES.
As an important instance, there was the attempt made in mid-1990s to devolve power, but
the discussions on it however, revolved only around political issues.

Responding to

requests by a reputed journal and a concerned organization, the professor researched
objectively into the economic consequences of power devolution, which, owing to its
“unassailable” logic and arguments was said to have virtually “arrested the devolution
attempt on its tracks,” while enriching theoretically and pragmatically the world’s
understanding of economics of power devolution. In the several rave reviews it received in
the local press, it was hailed inter alia as a landmark study which has enriched theoretically
and pragmatically the world’s understanding of economics of power devolution.
7
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In another instance, responding to a request from South Asia Studies Centre, University of
Jaipur, in mid-1960s research was carried out on economic compulsions in Ceylon’s foreign
policy which when published stood as a pioneering one in that particular field of study.
In the mid-1980s, the coconut fertilizer credit subsidy scheme funded by Japanese aid had to
be evaluated. Responding to a request from the Ministry of Plan Implementation and the
Fertilizer Secretariat, a survey-based study was carried out with the assistance of some
junior colleagues. It was hailed as a bold and courageous study for it exposed its great
weaknesses including the missing of targets and corruption, all leading to very useful policy
recommendations.

Responding to a request made by the Education Committee in the

Marxist Academy of the LSSP, the principles of Marxist economics were set out in one study,
while in another named Footprints of Three Years (Thunwasaraka Piya Satahan), the
implementation of socialist measures for economic and social development by the
democratic socialist government was carefully mapped out.

At that time it was

recommended for acquisition by school libraries as reading material for the students.
IN THE THIRD CATEGORY OF THE PROFESSOR’S RESEARCH, THE MOVING FACTOR
WAS THE EXPERIENCES AND PRACTICAL KNOWLEDGE HE HAD GATHERED FROM
HIS SEVERAL INVOLVEMENTS AND POSITIONS HELD IN PUBLIC INSTITUTIONS,
COMMITTEES

AND

STATUTORY

BODIES.

WHATEVER

EXPERIENCE

AND

KNOWLEDGE HE GATHERED FROM SUCH INVOLVEMENTS HE PUT IT TO GOOD USE
BY PRODUCING RESEARCH AND STUDIES BASED ON THE KNOWLEDGE AND
INFORMATION SO GATHERED.
The knowledge and experience he gathered in holding the position of Economic Advisor to
the Ministry of Finance was used to produce, on his own initiative, two researches into the
management of external and internal tenancies during the period and while still serving in
that capacity. Also, there was the preparation of publications accompanying the budget
speech setting out economic affairs background to the budget to be presented which,
however, was as part of his official duty.
The knowledge and insights that he gained from both inside and ringside views of national
level policy making as Economic Advisor and the diverse experiences he gained by serving
in various committees of inquiry were all put to good use in producing a book on Dr. N.M.
Perera’s financial policies and achievements. It was pronounced in a published review as
“an altogether engaging book and a must read to all those who are interested in the Sri Lankan
economy,” by the joint editor of this Volume, Saman Kelegama. An in-depth study of N.M.
Perera’s political economic strategies was published as a chapter in a book brought out by
the Kelaniya University titled: Sri Lankan Economy in Transition: Progress, Problems, and
Prospects (2009). The editor of the book, Ajitha Tennakoon, commenting on the professor’s
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essay said: “this chapter may perhaps be the most comprehensive piece written to explain the
thinking behind the controls and restrictions of the 1970-77regime” (p. 8).
His involvement in the State Gem Corporation as a contributor to the drawing of its charter
and eventually becoming a founder member of the Board of the State Gem Corporation,
enabled him with a wealth of information and expertise in finding solutions to the problems
and management of the gem industry which was put to good use in his studies relating to
the subject.
The wealth of experience and insights he gathered in the plantation sector by serving as a
member of the Royal Commission of Inquiry into Agency Houses and Brokering Firms and
his insights into practical problems in the plantations sector by serving as a member of the
Board of State Plantations Corporation and a member of the Tea and Rubber Fragmentation
Control Board, and the knowledge gained earlier in researching into the Pricing and
Marketing of Ceylon Tea in collaboration with two others, enabled him to become equipped
with the knowledge and information to produce two chapters, one on agricultural technical
conditions of estates and the other on the visiting agent system for estate management. Both
were published as chapters VII and VIII in the Sessional Paper XII of 1974, and regarded as
authoritative pioneering studies in their respective subject areas.
His involvement in Dr. N.M. Perera’s political economic strategies, in particular,
workers/employees councils and the rapport that he had with two other Ministers inclined
towards the same socialist strategy, enabled him to research into worker participation in
public enterprises.
With his appointment as Chairman of the Committee of Inquiry into the Distilleries
Industry, he delved into the matter in a spirit of research that covered in-depth the problems
and weaknesses in the toddy tapping industry, which led to several innovative measures
including training of local toddy tappers and a rationalization of the local toddy tapping and
transport of toddy to feed the distilleries.

The parallel probe into the weaknesses in

departmental management of the distillery industry served as an awakener to the
unsuitability of the department form of management for commercial undertakings and its
replacement by a public corporation type management.
The wealth of information and insights he gained by serving as a member of the Joint
Committee of Indo-Ceylon Trade and Economic Cooperation was used to produce a
research that comprehensively covered the issues in Indo-Ceylon Trade and Economic
Cooperation as a pioneering study.
As the architect, organizer and coordinator of the International Buddhist Conference on the
“Buddha Sasana in Theravada Countries: Issues and the Way Forward,” held in 2003 with
9
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the participation of 18 nations, he gained immense knowledge and insights into promoting
and facilitating the progress of the Buddha Sasana in Asia. This wealth of knowledge he put
into good use by personally processing and editing the 20 papers including papers by
reputed scholars writing as resource persons and papers by authorities of different countries
writing their country reports.

The edited papers when published under the title Way

Forward for Buddha Sasana has been hailed as a pioneering study reflecting the collective high
scholarship and mature wisdom that sets out a road map for the progress of Buddhism in
Asia.
FALLING INTO THE FOURTH CATEGORY ARE RESEARCH EFFORTS TO DEVELOP
BUDDHIST ECONOMICS AND TO STUDY RELATED ISSUES.
First, are the developed and conducted lectures/seminars on the Buddhist Concept of
Economic and Social Well-being at the request of the Oxford University Buddhist Society at
Balliol and Oriel Colleges at Oxford and the Buddhist Vihares in London and Croydon, and
later at Maithri Hall, Bambalapitiya and Buddhist Publications Society, Kandy.
Second, was a two day workshop conducted on Buddhist Ethics in Relation to Economic,
Social and Human Well-being and Development, at BMICH at the request of the Buddha
Sasana Ministry.
Third, the declaration of the King of Bhutan that preference should be given to Gross
National Happiness (GNH) over GDP, which is based on Buddhist concepts, had levered a
wave of fundamental re-thinking among the world’s intellectuals. On invitation by the
Centre for Bhutan Studies, Thimpu, the professor carried out in-depth research on the
operationalization of the concept of GNH in conformity with the ethics for laymen gleaned
from the suthras. The paper presented at the International Conference in Thimpu in 2004
was highly acclaimed and was re-published in a leading journal in the world. Professor’s
former student, D.P. Mendis, PC, when participating in a law conference in Thimpu
inquired as to what GNH is. He was told, “why ask us, ask the professor in your country who is
an authority on this subject.” The Prime Minister of Bhutan when asked by another at a party
as to by whom and how will GNH be operationalized, pointed at the professor and said “it
is with his help.”
Fourth, bringing back values into thinking and action has been a long cherished objective by
intellectuals such as the group at Southampton University and now the Society for the
Integration of Science and Human Values at Peradeniya. The research into the Role of
Morality in Economics carried out at its request, critically examined past schools of
economic thought for values, but in vain, and found that it is only Buddhist economics that
has a value base. In a published review, Professor D.J. Kalupahana in praising the research
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says, “the pragmatic approach of Buddhist ethics in conducting the day to day economic life has been
explained by Professor Hewavitharana as no one has done ever before.”
As a Role Player in Economic Development, Social and Public Affairs
As can be gathered from the positions held in the public sector listed in his biographical
data, the professor was and is a key role player in economic development and public
economic affairs. He was no academic in an ivory tower but one who played active roles in
the numerous posts and positions he held and one who shared experiences in common with
the different segments of society and engaged in institution building for everybody’s benefit
ranging from being Founder President of the Ceylon-Cuba Friendship Association to being
Founder President of numerous other societies and organizations in more recent times.
In 1970-75, on a release from the University on a part-time basis, at the request of the
Minister of Finance, Dr. N.M. Perera, he functioned as Economic Advisor to the Ministry of
Finance where he was closely involved in – the annual budget making process, policy
making, institution building, committees of inquiry and annual consultations with IMF. It is
noteworthy that among the seven statutory bodies in which he was involved, three, namely,
the State Plantations Corporation, Tea and Rubber Fragmentation Control Board and the
Royal Commission of Inquiry into Brokering Firms and Agency Houses dealt with different
aspects of the plantation sector, thereby denoting a specialization in that sector.

His

involvements in other statutory bodies denote a wide diversification of subjects as would
befit a development economist, viz., Founder Member, Mahaweli Development Board
where he also oversaw the Settlement Planning and Socio-economic Development divisions;
Founder Member of the State Gem Corporation which he helped to design and operate;
Founder Member of the Joint Committee on Indo-Ceylon Trade and Economic Cooperation;
Member of Board of US Educational Foundation (Fulbright Foundation). Two more roles
were played through committee work. It was on the basis of his findings as the Chairman of
the Committee of Inquiry into the Distilleries Industry, that the Distilleries Corporation was
established and programmes were put in place to develop the industry. Although his work
as Chairman of the Committee of Inquiry into the Proposed Export-Import Bank did not
lead to any institution building, it examined objectively the feasibility of setting up one and
came to the correct conclusions which influenced policy making for years to come.
He continued playing key roles in economic affairs in the succeeding years. In the 1990s he
helped to draw the charter of the World Bank funded ($100 Million) Janasaviya Trust Fund,
(later known as the National Development Fund), to operationalize it as a member of its
Board of Trustees and to manage it as a member of its Management Committee. As a
Member of the Human Resources Development Council, he was involved in implementing
the Jakarta Plan of Action of HRD into which he had carried out in-depth research. Again in
the 1990s, he played key roles in regional economic development as Chairman of the
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Planning Councils respectively of the North Western Province, the Central Province and the
Udarata.
As a Founder Vice-President of the Sri Lanka Economic Association, he gave active support
to all its activities over the years. He was made an Honorary Fellow of the Association in
2005.

He is also the Founder President of the London School of Economics Alumni

Association in Sri Lanka. In 1990, the WHO announced in its Alma Ata Declaration, the goal
of achieving health for all by 2000. At Peradeniya, an interdisciplinary effort with the
participation of the Departments of Economics, Sociology, and the Faculties of Medicine and
Agriculture, was launched to achieve this aim for Sri Lanka under the Centre for
International Community Health Studies (CICHS) of which the professor was a founder
committee member and also its Director of Research for two years. CICHS launched several
programmes including promotion of self-diagnosis by people-based health councils,
workshops, training programmes and researches to integrate social sciences with health care
in collaboration with the Universities of Peradeniya, Antwerp and Connecticut.
In 1990, he was appointed a Member of the Board of the Institute of Policy Studies of Sri
Lanka (IPS) and he was instrumental in guiding the institute to become the country’s apex
“think-tank” on economic policy. He closely interacted with the senior research staff of the
institute and represented the Governing Board at various parliamentary meetings. In
recognition of his service to the IPS he was appointed as its Chairman in 2006 by the
President of Sri Lanka. He has been playing an active role with the Executive Director of the
IPS in getting the new head office building of the institute in place by 2010.
He was also appointed as a member of the other apex “think-tank” on policy
implementation, the National Economic Council (NEC) of Sri Lanka presided over by the
President of Sri Lanka in late 2006. As a member of the National Economic Council, the
professor contributed to its work by making some brief but meaningful interventions. Using
his earlier work in searching for an accurate consumer price index (publication for the FES in
1992) he gave enthusiastic support for the revision of the consumer price index mooted at
the NEC. When a 19 per cent increase in the expenditure on the war was proposed in the
budget for 2008, against a background of severe financial constraint and an impending
threat to the stability of the government, he pointed out that the hump that would get
caused by the proposed increase in expenditure on urgently needed weapons and
armaments, should be surmounted at any cost because what it would entail is an increase in
the weaponry stock that will be serviceable for 10 years or more, and, therefore such capital
expenditure on durable war assets deserve in principle to be treated as long-term investment
expenditure. The war expenditure allocation for 2009 was discussed even against greater
constraints caused by the gathering global depression. Here, he intervened by emphasizing
the need to prioritize expenditure on both security as well as development by pointing to the
mutually reinforcing interaction between the two citing in support the thinking evolved by
12
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Dr. N.M. Perera, Minister of Finance, in the first half of the 1970s, to whom the professor was
Economic Advisor. When the oil wells (in the Cauvery basin in the Gulf of Mannar) came
up for discussion, he enthusiastically advocated the need to expedite oil explorations on
grounds of pragmatic timeliness.
In social and public affairs, the professor is Founder President of the National Intellectual
Council (dialogues on national issues) and the Founder President of Lanka Shakthi
Sammelanaya (for the conservation, management and proper utilization of all kinds of
resources) and Founder President of the Psychical Research Society of Sri Lanka.
The professor stands out as an academic who has played key roles in promoting Buddhism
and Buddha Sasana as attested to by the following: Founder Member and one time Chief
Advisor of the Society for the Upliftment and Conservation of Cultural, Economic and Social
Standards of Sri Lanka (SUCCESS) with a focus on the concerns of Buddhists; Chief
Coordinator and architect of the International Conference on, “ Buddha Sasana in Theravada
Countries: Issues and the Way Forward” with 18 nations participating (2003); Founder
President of the Centre for Buddhism (International) for – promoting and protecting Buddha
Sasana, propagating Buddha Dhamma and promoting the application of Buddhist values in
daily life; Chief Coordinator of the Conference on Celebrations of the 2550th Buddha
Jayanthi, 2005, appointed by the President; Member of the Committee to reform the higher
educational institutions for the Sangha, 2004; Organizer and coordinator of the workshop on
Integrating Buddhist Ethics with Economic and Social Well-being, 2001; Member of the
Committee of Oxford University Buddhist Society; Life Member of Old Anandians Buddhist
Society; Life Member of the Buddhist Publications Society and Life Member of the World
Fellowship of Buddhists.
Theme of the Book
Economic and Social Development under a Market Economy Regime in Sri Lanka is the broad
theme of this book. The market economy has now functioned for over three decades in Sri
Lanka and many commentators are of the view that Sri Lanka has performed below its true
potential during this period. The complex nature of the market economy regime in Sri
Lanka has thus got to be analyzed at a disaggregate level with in-depth analysis to
comprehend the economic and social problems of the last three decades that prevented Sri
Lanka reaching its potential. The Chapters in this volume analyze various dimensions of the
market economy regime, viz., functioning of the market, public finances and money, factor
markets, sectoral impact, and social impact and transformations, and some of the chapters
under these themes also shed light on the future prospects. In the process of the analysis, the
chapters cover a diverse areas in the subject of Economics that have been the backbone of
lectures delivered by Professor Hewavitharana over the years, starting from Marxian capital
accumulation to Rostow’s stages of growth; to Nurkse’s ‘balanced growth’ to Hirschman’s
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‘unbalanced growth’; to Keynesian demand stimulus and multiplier to Phillips Curve on
inflation-unemployment trade offs, Lewis model of development, etc. This is the greatest
tribute that we could pay Professor Hewavitharana to his immense contribution to teaching,
writings, and policy making, and above all for the overall economic development of Sri
Lanka.
The Chapters in this Volume have been contributed by students, colleagues, and admirers of
the Professor. Altogether 43 essays were contributed to this Volume and the editors had no
option but to separate them into three Volumes, and this is the first of them. It contains
Chapters on the evolution and functioning of the market economy and money, and public
finance in Sri Lanka. This first volume contains 16 Chapters on these two themes. The first
nine Chapters are on the market economy while the Chapters 10 to 15 are on money and
public finances. Below we provide a brief overview of the 16 Chapters.

Overview of the Chapters
Chapter 1 by Sarath Rajapatirana is titled “Through Eminent Eyes: A Fifty Year
Retrospective on the Papers by Visiting Economists” and analyses the contributions of
seven eminent economists who visited Sri Lanka in 1957-58 to advise the Government on the
proposed Ten Year Development Plan. They were John Hicks, Ursula Hicks, Joan Robinson,
John Kenneth Galbraith, Nicholas Kaldor, Gunnar Myrdal and Oskar Lange. Hicks and
Myrdal were later to become Nobel Laureates, Joan Robinson, Nicholas Kaldor and Oskar
Lange were to become first ranking theorists, Ursula Hicks continued to work on fiscal
decentralization, and Kenneth Galbraith became a celebrated adviser to President John
Kennedy.
Rajapatirana points out that the visiting economists provided an antidote to the radical
thinking of the time led by leftist political parties, with plans for creating a socialist
economy, undoing what was considered a dependent colonial economy. Their papers
provided a reasoned and sober analysis of the economic possibilities of the country within a
largely mixed economy framework, according to the author, with some protection for
industry but not too much. However, given the limited theoretical and empirical work on
the state of economic development at the time, their short engagement on the economy, and
the unanticipated rapid decline in foreign exchange reserves, the ideas and advice proffered
by them did not stand the test of time.
Within a few years to a decade of these papers, public road transport was nationalized as
were port cargo operations. This was followed by the nationalization of the largest
commercial bank, the Bank of Ceylon and the creation of publicly owned banks, starting
with the People’s Bank. Foreign owned plantations were nationalized in 1975. A strongly
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dirigiste economy emerged since the early 1960’s. The author argues that this was done more
for economic exigencies of increasing balance of payments deficits, over-valued exchange
rates and the need to raise taxes to cover burgeoning welfare expenditures, than for
ideological reasons. The economy became highly controlled and inefficient, contrary to what
the Eminent Economists had anticipated. The liberalization of the economy in late 1977, in a
sense brought in a system based more on prices than commands, but that reform agenda has
been mostly neglected since of late.
The Chapter notes that the Eminent Economists neglected the political economy aspects,
viz., (i) the beginning of North/East conflict that became the national problem, and (ii)
ideological dimension of economic policy-making that prevented a consensus on economic
policy from emerging. These criticisms are derived from a fifty year hindsight by the author.
Chapter 2 by Dushni Weerakoon is on Role of the Market Regime in Transformation from
Developing to Middle Income Country: What Next? The move to liberalize Sri Lanka’s
economy in 1977/78 yielded swift results, primarily by lifting Sri Lanka’s GDP growth rate
well above its historical trends of previous decades. However, despite the impressive GDP
growth in the post-reform period, Sri Lanka has experienced ‘unbalanced’ growth across
sectors and provinces in the country in the three decades since liberalization. Therefore, the
author argues that impact and development progress of three decades of market-friendly
policies present a mixed picture overall. The chapter shows that the country’s commitment
to a market economy has not wavered, but after increasing its per capita income and being
deemed a middle income country, Sri Lanka appears to have fallen into the ‘middle income
trap’, as the country has, since the late 1990s, struggled to move the economic reform agenda
to the next stage of tackling institutional and regulatory constraints to growth.
Sri Lanka’s failure to capitalize on the early promise it showed has been partly attributed to
the protracted North/East conflict as well as to a marked lack of consistency in the economic
policy that is heralded in by different governments. Indeed, despite some achievements, it is
recognized that Sri Lanka’s economic performance since the implementation of a market
regime has fallen short of expectations, with the country’s GDP growth being well below
potential and its economic performance being dogged by a volatile macroeconomic
environment. The author indicates that Sri Lanka has experienced a progressive weakening
of its institutional capacity for reforms since the late 1990s, a reason for this being the rise of
‘coalition politics’.
Second generational reforms seek to address the policies, regulations and institutions that
impede growth, and these reforms are necessary to upgrade and diversify economic activity
in an increasingly competitive global economy. While certain public activities can be
delivered by a diversity of actors, both public and private, an appropriate combination of the
two has to be adopted in order to improve overall economic efficiency. The chapter shows
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that failure to reform public sector institutions and services could mean that even wellintentioned policy can be ineffective, and articulating and implementing an economic policy
programme will be less fractious if there is broad political support for a government. In light
of that, a clear winner in the national election in 2010 could well raise hopes that serious
reform is possible.
Chapter 3 by Malathy Knight-John is on The Evolving Role of the State: Privatization,
Competition and Regulatory Governance. This Chapter looks at privatization, competition
and regulatory governance in the context of the public enterprise reform process in Sri
Lanka. The key question that this chapter deals with is the policy gap – why have stateowned enterprise (SOE) reforms not been implemented or only implemented in an ad hoc
fashion by successive governments: more precisely, what are the political economy
obstacles to reforms? This chapter also weaves in elements of the country’s governance
structure as a backdrop to analysing the political economy challenges that stand in the way
of change. The analysis draws on theoretical constructs from the institutional and
regulatory literature, such as principal-agent dynamics, collective action, path dependence
and regulatory governance.
Chapter 4 is by O.G. Dayaratna-Banda and Anuruddha Kankanamge and is titled
Sustaining more than Seven per cent Rate of Growth in the Next Decade? The Chapter
examines the potential of Sri Lanka for a sustained economic growth in the next decade.
Using standard aggregate production function approach, the sources of economic growth in
Sri Lanka are identified. Annual economic growth is then forecast until year 2015. The
sample consists of annual data on real GDP, labour and capital for the period of 1970-2006.
Univariate time series models are used to forecast real GDP, capital, human capital and
labour. Total factor productivity (TFP) is computed using growth accounting framework for
both in sample and out of sample time periods. The procedure used, makes this different
from other studies in the literature that examines future growth paths. Results of the study
indicate that real GDP will grow approximately around 8 per cent on average for the period
of 2007-2015. The analysis indicates that the sole driving force of higher growth momentum
is TFP, which grew at 7 per cent on average for the same period. The authors, then examine
other crucial factors that are not usually considered in the empirical analysis for a higher
growth prospectus. These factors include political stability, policies that favour active
private sector participation, openness, institutions, stable macroeconomic policies, poverty,
inequality, external environment, etc. Contribution of these factors in economic growth is
critically discussed in the chapter in the context of the international experiences.

Chapter 5 is by Thusitha Kumara and Dileni Gunewardena on Spatial Inequality. Spatial
inequality in Sri Lanka rose rapidly in the 1990s. This Chapter uses a standard methodology
(and its recent expansion) to examine if well-being gaps between urban (richer regions) and
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rural (poorer regions) areas are the result of: (i) regional/spatial differences in endowments,
or (ii) of differences in location-specific returns to endowments. The data used in this
chapter are from the Household Income and Expenditure Surveys (HIES) for 2002 and
1995/96. The analysis suggests that the existence of barriers such as remoteness and poor
access to markets prevent lagging regions from being absorbed into the modern sector. The
analysis further suggests that growing regions play a larger role in perpetuating spatial
inequality, especially for the poor, than do disparities in household endowments between
regions and sectors. Policies that are indicated include the expansion of infrastructure,
especially roads and transport that connect lagging regions to markets in the growing
regions, and the removal of barriers to labour mobility such as labour market and land
market regulations.
Chapter 6 by Ramani Gunatilaka is on Income Distribution after Economic Reforms 19802002. This Chapter looks at changes in Sri Lanka’s income distribution in the post-reform
period of 1980-2002 and investigates underlying causes. It finds that income inequality in Sri
Lanka rose after economic liberalization even as all income groups ended the period
enjoying higher levels of income than they had at its beginning. Kernel density estimation of
income revealed that density at higher income levels increased during the period under
review with a greater proportion of the population enjoying higher levels of income than at
the beginning of the period. The principal determinants of inequality change were access to
education, occupation and infrastructure. Higher levels of educational attainment of
principal income earners between 1985 and 2002 had a noticeable impact on income
receivers around the lower to middle income ranges so that income density along the upper
middle income range increased.
The Chapter shows that since structural change in the composition of sectors from which
households derived their main source of income indicated little change, there was little
discernible impact on the distribution of income. In contrast, much of the rightward shift in
the concentration of people at higher income ranges between 1985 and 2002 was caused by
the change in access to infrastructure. The Chapter shows that better education did not help
the poor to increase their earnings because Sri Lanka did not achieve the kind of structural
transformation in employment that could have provided large numbers with higher income
earning opportunities in the non-farm sector. The author shows that the country urgently
needs policies to catalyse regionally diversified growth and structural transformation of the
economy to provide the poor with better jobs and to mitigate the rise in inequality.

Chapter 7 by Jayatillake S. Bandara and Sisira Jayasuriya is on Regional Disparities:
Limitations in the Application of New Economic Geography. Recently, the World Bank
has produced a number of major publications culminating in the World Development
Report (WDR) 2009 titled Reshaping Economic Geography that have brought the so-called
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New Economic Geography (NEG) theories to a global audience interested in development
policy and practice. The policy prescriptions based on WDR 2009 are starting to have an
impact on discussions of regional policies in Sri Lanka at a time of renewed interest in both
overall development strategies and in regional development issues. The Chapter attempts to
contribute to this debate on regional development policies that have been of long-standing
interest to Professor Hewavitarana.
The authors first present a summary of the basic theoretical framework underpinning NEG,
then look somewhat critically at the WDR 2009 exposition and policy prescription and the
implications being drawn for Sri Lankan regional development policy, and go on to caution
against uncritical embrace of WDR 2009 - influenced policy prescriptions. While welcoming
the recognition of the economic advantages of cities and industry concentrations in WDR
2009, the authors argue that its policy prescriptions are not always soundly based on NEG
theory; nor are all supported by empirical experience. It is argued that at times they are both
overly simplistic and dangerously misleading.
The Chapter emphasise that NEG models do not idealise the optimality of market outcomes;
indeed they are based on the recognition that real world phenomena of urbanization and
concentration can be understood only by recognising the importance of market
imperfections in the real world. In fact, NEG implies that the urbanisation and industry
concentration outcomes emerging from market forces are not necessarily an economically
efficient outcome, let alone a socially desirable one. NEG models, for example, do not
necessarily imply that countries should ignore the real costs of sharp increases in regional
inequality and deal with them only by long-term measures to improve regional labour
movements. Thus, NEG models do not imply that optimal regional policy for Sri Lanka
would necessarily be to accept ever - increasing concentration of economic activity in the
Colombo dominated Western Province, relying solely on people moving to this ‘leading
area’ to achieve ‘inclusive growth’. NEG models are both complex in structure and subtle in
their implications. They do not provide support for simplistic formulas and slogans. They do
not offer a panacea. But they do offer new insights to guide policy interventions based on
rigorous and careful study of concrete circumstances.
Chapter 8 is by M.S. Mookiah and is on Liberalization of the Economy and its Impact with
Special Reference to the Eastern Province. In light of the free market policy adopted to
rejuvenate a lagging economy, this Chapter focuses on the liberalization process, its impact
on the various sectors of the economy and the significant challenges the country faces on the
economic front.
Part one of this Chapter includes a brief description of the economic situation leading up to
the transformation of the economy from an inward-looking regime to an outward-looking
and liberalized regime via structural adjustments and stabilizing policies. The author
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analyses the performance of the liberalization policies and its impact on the garment sector,
agricultural sector, service sector, industrial sector, and thus the impact on overall GDP
growth. The author also touches upon the effects on inflation, export competitiveness,
foreign balance of payments, and mentions factors that have persistently remained
bottlenecks to economic growth.
In part two, while examining the development situation in each province and the regional
contribution to GDP, the author maintains that the poor performance of certain regions
cannot only be attributed to the war but there are many other underlying factors.
The Eastern Province has not been successful in its development by the market reform
policies adopted by the government due to the escalation of violence experienced in the
region. In this context, the final section of this chapter provides an in-depth analysis of the
background of the Eastern Province so as to comprehend the full impact of these policies on
the population, their livelihood and various sectors such as manufacturing and trade.
Chapter 9 by G. Chris Rodrigo is on Prospects for Economic Revival in the Eastern
Province. It provides an economic profile of the Eastern Province and an account of current
plans to revive its economy. Government objectives, plans and actions taken so far, are
summarized. Present achievements and planned future actions by various international
organizations and non-governmental agencies are also documented. These assessments are
based on statements available on agency website, and also on interviews conducted by the
author with government officials and other agency representatives in Colombo and the
Eastern Province.
The exposition begins with a brief statistical review of the economy of the Eastern Province
in the context of the overall economy. Data for the three constituent districts of the EP are
presented, depending on availability. Demographic data for the three districts is presented
with some details about internally displaced persons. This is followed by a review of the
characteristic features of industrial activity in the three districts based on a 2003 survey and
a 2006 survey by the Department of Census and Statistics. This is followed by statistics on
the main agricultural crop of rice and the production of marine and inland fish.
The statistical review is followed by an exposition of government plans at the national and
district levels to develop the Eastern Province and a summary of actions taken so far. The
information about district-level challenges and intended responses has been obtained from
interviews with senior officials in Trincomalee and Batticaloa. Since Amparai was not
visited, no detailed information is presented for this district.
The review of official initiatives is followed by summaries of plans and interventions carried
out by the main international development organizations such as the World Bank, UNDP,
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the ADB and major non-governmental agencies such as Oxfam. The role of a local
development bank is also discussed along with plans by a team of USAID-funded
consultants to intervene in the province. Finally, plans to expand agricultural production
and processing in the Eastern Province by the two largest agri-business firms in Sri Lanka
are summarized from interviews with senior executive officers.
Chapter 10 by W.D. Lakshman is on Participatory Development: Rationale, Methodology
and Limitations. The market-friendly or ‘neo-liberal’ economic policy, which was
implemented in Sri Lanka in the late 1970s, is seen as having benefited only the well-to-do
classes in the country, with the poor only becoming relatively poorer. To address this issue,
different regimes in power during this period have experimented with various microinitiatives, a common characteristic of many of these initiatives being their ‘participatory’ or
‘social mobilization’ methodology, intending to formulate development projects to help
uplift the living standards of people in poverty.
The Chapter shows that during the first half of the 1990s, economic policy for development
came to be described as ‘two-legged’, with one leg being strong and dominant and the other
weak and subsidiary to the former. Although the term no longer exists, there is an element
of ‘two-leggedness’ in overall development policy even today.
The participatory approach to development came as a response to the perceived failure of
the dominant market-based model of development. Social mobilisation programmes (SMPs)
in general, are guided by a primary objective – alleviating the poverty of the participants,
and a secondary objective – rural entrepreneurship development and accumulation.
Social mobilization (SM) type intervention can be presented as either a weak version or a
strong version, with the former seen as a temporary initiative until markets take over and
the latter seen as contradictory to markets. As SMPs have to take, as a given, the general
economic policy framework of ‘structural adjustment’, it would be possible to observe a
number of areas in which neo-liberal policies and SM become, under certain defined
conditions, two mutually supportive programmes. Nevertheless, SMPs are likely to remain
useful interventions for quite some time more and may have a continuing role to play in
society, particularly as pockets of underdevelopment are unlikely to wane.
The Chapter shows that, concern must be expressed in the event of the process of integration
continuing to remain necessary even after an extended period of time, as is often the case.
This failure of the programme to become a strategy of rural accumulation and rural
entrepreneurship development, stems from the very characteristics of the programme, the
character of the social mobilisers and the nature of the programme’s intended beneficiaries.
This has resulted in SMPs appearing to assign a more or less permanent role among the
same community of people, instead of being a temporary phenomenon intended to prepare
20

Introduction

the target group to adjust to market forces. Due to this, it is perhaps not inconceivable that
SMPs could likely suffer a loss of credibility if they are found to be incapable of pushing
those engaged in them up the social ladder from the poverty alleviation stage to the higher
stage of entrepreneurship development and accumulation, particularly when others are seen
to be advancing rapidly under the open economy.
Chapter 11 by S.S. Colombage is on Endogenous Money and Monetary Policy. The
monetary policy adopted by the Central Bank of Sri Lanka (CBSL) is largely based on the
traditional multiplier approach which implies that given a stable money multiplier, the
Central Bank has the power to control the country’s money supply by influencing the
monetary base. Thus, the money supply, which is exogenously determined by the Central
Bank, influences macroeconomic variables such as real output, price level and interest rates.
This monetarist thesis has been challenged by the Post-Keynesians arguing that both the
money multiplier and the monetary base are influenced by economic activity, and therefore,
the money supply is endogenous. If such a situation exists, the ability of the Central Bank to
control the money supply becomes extremely limited. Yet, this important issue has not been
examined with regard to monetary policy in Sri Lanka.
This Chapter sheds light on this issue. A cursory look at the monetary survey data reveals a
steady rise in the broad money multiplier since the latter half of the 1990s and a greater
instability in the multiplier in the post-liberalization period. Using the monthly data for the
period from January 1990 to December 2007, the author does a test for the unit roots and
stationarity properties of the time series of broad money supply, monetary base, broad
money multiplier, bank credit and nominal income. The data were first differenced, and the
series were found to be cointegrated. Hence, a Vector Error Correction Model (VECM) was
applied for the time series by the author. The Granger causality tests, impulse response
functions, and variance decomposition of this analysis provide adequate evidence to prove
that the money supply as well as its determining factors – the monetary base and the money
multiplier – respond to economic activity negating the Central Bank’s power to control
them. Thus, the analysis finds that the money supply in Sri Lanka is endogenous. This
finding by the author clearly calls for a reform of the current monetary policy framework to
deal with endogenous money.
Chapter 12 by Danny Atapattu is on Behaviour and Determinants of Aggregate Price Level
during the Post-1977 Period. The period after economic liberalization witnessed high
inflation in Sri Lanka. This Chapter is an attempt at investigating factors responsible for the
determination of the aggregate price level in Sri Lanka during the period. The theoretical
approaches developed in the context of advanced economies made important contributions
in understanding the underlying behaviour of determining inflation. These models were,
nevertheless, inadequate in explaining the complex dynamic phenomena of rising inflation
in small open economies in the third world. This Chapter uses a more disaggregated sectoral
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approach to identify the internal and external factors that have contributed to the variations
in aggregate price level. The analysis reveals that cost-push factors such as food prices,
administered prices, import prices and depreciation of exchange rates have played a more
significant role in determining the aggregate price level of the country.
Chapter 13 by Martin Brownbridge and Sudharsan Canagarajah is on Towards a More
Growth Oriented Fiscal Policy. The Chapter discusses the weaknesses in Sri Lanka’s fiscal
management that constrain the fiscal policy’s optimum contribution to economic growth,
more particularly in achieving growth with equity. The Chapter covers most of the issues
pertaining to Sri Lanka’s weak fiscal management in recent years, which had been the bane
of the country’s economic management. The authors argue that while Sri Lanka has made
good progress in many areas of socio-economic development, the contention of this Chapter
is that more could have been achieved with better fiscal policy. In many respects fiscal
policy reform has lagged behind other areas of policy reform in Sri Lanka. Fiscal policy
could make a stronger contribution to economic growth.
The priority for fiscal policy should be to cut the large fiscal deficit and to reallocate public
expenditures towards infrastructure and other essential public services which can
complement private sector production, especially in the rural areas. Cutting the fiscal deficit
is necessary to free up domestic financial resources for higher levels of private investment
and to reduce public debt to levels which are sustainable over the long-term.
Creating the fiscal space to meet these fiscal policy priorities will be very challenging. The
only feasible sources of fiscal space are to mobilize more domestic revenues and to cut
unproductive

public

expenditures,

including

the

excessive

public

administration

expenditures and subsidies to loss-making public enterprises. Tax policy reform is a
prerequisite to higher revenue mobilization. The priorities should be to broaden the tax base
by eliminating the plethora of fiscal concessions and exemptions which have been offered to
investors.
Chapter 14 by J.M. Ananda Jayawickrema is on Post-Reform Public Finance Management:
Problems and Prospects. The lack of fiscal discipline is one serious problem in the public
finance management of Sri Lanka. Government expenditure consistently exceeds budget
estimates while revenue falls short of estimates. High expenditure and low revenue
collection relative to initial estimates together makes the budget deficit wider, and influence
the medium-term budget framework of the government.
The Chapter shows that the failure to downsize the government markedly diluted the
effectiveness of public finance policy reforms introduced over the last three decades. Though
the expenditure rationalization policies helped reduce government spending to some extent,
the emergence of new spending commitments has deteriorated the government budget. The
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government has recently been able to expand its income tax revenue slightly. However, the
Chapter shows that the prospects for high revenue generation are not impressive due to the
narrow tax base and issues in the tax administration. Though its size has been reduced
recently, the author shows that the consistent primary deficit has become a serious concern.
Another issue in public finance management of Sri Lanka is the weak supervision of
spending programmes. It is revealed that budget-monitoring institutions do not operate at
their full potential due to various deficiencies/limitations. The government’s failure to
enforce the recommendations given by the monitoring institutions is another issue. There
were, however, significant improvements in the budgetary process and accountability and
transparency of the budget in recent years. Initiatives have been taken to use a medium-term
macroeconomic framework in preparing budget estimates, and to report budget outcomes
on a regular basis. The Chapter shows that measures are also taken to improve the
expenditure estimation and revenue collection processes of the government.
Chapter 15 by P.B. Jayasundera is on Fiscal Policy Issues in the Post-Reform Economy
Macro Fiscal Perspectives. Sri Lanka graduated to a middle income economy despite the
adverse impact of terrorism, natural disasters and external economic shocks during three
decades of economic reforms. The unemployment rate as well as the proportion of the poor,
declined to 5 per cent and 15 per cent, respectively. However, fiscal and macroeconomic
outcomes have not been commensurate with the structural shift and associated progress in
the economy. Fiscal imbalances have been persistent.
The author shows that the tax structure has become complex, has a very narrow base and is
incapable of generating buoyant revenue for the government. The author points out that the
inverse relation between economic growth and taxation is a concern particularly since the
country has graduated to a middle income economy, together with the expansion in service
and industrial sectors, reduction in unemployment and poverty and rise in middle and
upper income households. The non-tax revenue sources have not been geared to augment
government revenue through profits and dividends, despite the government having
continued to own a large number of profitable strategic enterprises in which successive
budgets have made heavy investments. The historical bias towards ‘welfarism’ in fiscal
policy, reflected in the administered price mechanism used for the provision of petroleum,
transport, electricity, water, credit facilities, fertilizer, etc., often contributed to fiscal losses.
Maintenance of a large public service, demand for high security expenditure, and
persistently high cost of debt have contributed to keep current expenditure well in excess of
revenue, thereby narrowing the space to accommodate much needed public investments.
The re-engineering of an alternative policy strategy was undertaken in ‘Mahinda Chinthana
Development Framework’ for 2006-2016. Although this is not a paradigm shift, it assigns a
bigger role to the public sector and is committed to infrastructure development. The
important feature, besides the development role of fiscal policy, has been the commitment to
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reduce fiscal imbalances to maintain stability in the economy. However, contrary to the past
practice of curtailing capital expenditure to contain the budget deficit, the author shows that
fiscal adjustments relied on raising government revenue and curtailing current expenditure
to create the required fiscal space necessary to support development expenditure. Reflecting
this catalytic role of fiscal policy, public investment has been raised in excess of 6 per cent of
GDP from 4.7 per cent in 2004. One critical component has been the investments in rural
areas to provide access through increased infrastructure facilities. On the positive side, the
author says the economy has sustained an average growth of 6.1 per cent and the budget
deficit has been contained below 8 per cent of GDP during 2005 -2008. This pace of economic
growth together with a lower budget deficit, the author says, has been favourable to reduce
public debt/GDP to around 81 per cent in 2008.
The fiscal adjustments in revenue and recurrent expenditure have contributed to reduce
government dis-savings from 3.7 per cent of GDP in 2004 to 2 per cent in 2008, even though
the planned objective has been to virtually break even in 2007 and achieve a surplus of 2 per
cent in 2008. The author shows that the means chosen for fiscal adjustments have been
inadequate to realize fiscal objectives. Thus, he places more emphasis on revenue
enhancements and says that the removal of tax holidays and concessions, simplification of
various taxes, adoption of a low tax regime and reforms in state enterprises to increase nontax revenue, could provide scope to sustain a higher revenue/GDP ratio. Similarly, the
urgent need for cost-effective reforms in public services cannot be overlooked if serious
fiscal adjustments are to be contemplated.

Hence, the author shows that the challenge for

the post - Mahinda Chinthana phase of development is to implement effective reforms in
taxation, state enterprises and in public expenditure management so that fiscal retrenchment
will not fall on public investment.
Chapter 16 by D.D.M. Waidyasekera is on The Value Added Tax System: Ideal Instrument
for a Market Economy but Ill-suited to Administrative Capacity. The Value Added Tax
(VAT) system like all other consumption taxes has its relative advantages and
disadvantages. The VAT system has spread rapidly across most countries of the world and
among the major countries only the USA has not yet adopted it. Sri Lanka changed from a
Business Turnover Tax (BTT) to a VAT system in the form of a Goods and Services Tax
(GST) in 1998 and to a full fledged VAT in 2002.
VAT is a tax on value added to goods and services at each stage of production and
distribution, its basic principle being that it is intended to tax only the final consumer. Of
the three main types of VAT, the commonest one generally used is the Output minus Input
consumption type based on the destination principle where only imports and not exports
are taxed. The inherent regressivity is minimized by means of exemptions, a zero rate and
often multiple rates of tax.
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There is no doubt that theoretically a value added tax system is a more sophisticated and
effective system than any other forms of sales taxation. This is mainly due to its revenue
yielding capacity, neutrality in resource allocation, its elimination of the cascading effect, its
transparency and efficiency in the form of a self-policing and self-checking system. Hence,
theoretically it is an ideal fiscal instrument in an industrialized market-oriented economy.
In spite of these advantages however, the chapter shows the VAT system has its defects.
Some of them are inherent in the VAT system itself such as its design, base, coverage, and
rates. Others are associated with practical and administrative problems and still others in
the context in which it is implemented, its timing and effectiveness, and its relationship with
budgetary goals and medium term strategy of the government.
According to the author, Sri Lanka’s experience of the VAT system is a story of mixed
results. On the whole, its performance has fallen short of expectations. This is largely due to
a number of reasons including the design of the VAT implemented, its coverage, base and
rate structure and weaknesses in the administrative mechanism, including corruption and
fraud. Several attempts have been made says the author, to streamline the system and
measures have been taken to rectify the weaknesses and deficiencies in order to bring it up
to its expected potential.
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ISSUES IN WORKING OF THE MARKET ECONOMY REGIME

1
Through Eminent Eyes: A Fifty Year Retrospective on the
‘Papers by Visiting Economists’*
Sarath Rajapatirana

1. Introduction
At the behest of Prime Minister, Mr. S.W.R.D. Bandaranaike, the Director of National
Planning, Dr. Gamini Corea, invited seven eminent economists to visit Sri Lanka during
1957-58 and write papers on the economic prospects for Sri Lanka. The idea to extend such
an invitation had come to Mr. Bandaranaike from Prime Minister Jawaharlal Nehru who
had invited Nicholas Kaldor to advise India on a new tax system.1 These invited economists
were not given any specific terms of reference but only a list of topics as guidance.2 Their
advice and ideas were sought for the preparation of the Ten Year Plan (1959-1968).3
The papers by the eminent visiting economists provide a look into development thinking at
the time and their views on prospects for economic development of Sri Lanka. A review of
their work provides a window into the economics zeitgeist or the spirit of the time. Their
work continues to resonate fifty years later, today, in Sri Lanka, perhaps with increasing
relevance with large macroeconomic imbalances, a stalled reform program and recidivism
with respect to the role of the private sector and the policy regime.
This paper is divided into six sections. After the Introduction, Section 2 provides brief
biographical sketches and the challenges faced by them. Section 3 gives the background and
• The present author is honoured to be invited to contribute to a festschrift for Professor Buddhadasa
Hewavitharana, both as a student at Peradeniya University where Professor Hewavitharana was a highly
respected teacher and as one who shares a common teacher - Professor H.A. de S. Gunasekera, in the glorious
days of economics at the Peradeniya University.
• The author is grateful to A.S. Jayawardena for his detailed comments on an earlier version of the paper that
helped to improve it considerably. Migara de Silva gave excellent advice on some substantial points and on the
presentation. The author alone is responsible for any remaining errors.
1

2
3

The recent publication of Dr. Gamani Corea's memoirs has allowed the author to gain new insights into the
genesis of the ‘Papers by Visiting Economists’, Corea (2008).
ibid.
They were not paid fees but only travel expenses, and were state guests.
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prevailing economic and policy thinking at the time. Section 4 provides the core content of
eminent economists’ contribution and a commentary on the different aspects of content in
the light of economic thinking of the later years. Section 5 provides a brief

account of the

economic development of Sri Lanka for the Ten Year Plan (1959-68) period, for which their
contributions were to be used as inputs. Section 6 provides conclusions.
This paper finds that the visiting economists provided an antidote to the radical thinking of
the time led by leftist parties, the Trotskyite

Lanka Sama Samaja Party ( LSSP), the

Communists (CP) and left of centre, of the Mahajana Eksath Peramuna (MEP) with plans for
creating a socialist economy, undoing what was considered a dependent colonial economy.
The papers provided a reasoned and sober analysis of the economic possibilities of the
country. However, given the limited theoretical and empirical work on the state of
economic development at the time, their short engagement on the economy, and the
unanticipated rapid decline in foreign exchange reserves, the ideas and advice proffered by
them did not stand the test of time.
Within a few years to a decade of these papers, public road transport was nationalized as
were port cargo operations. This was followed by the nationalization of the largest
commercial bank, the Bank of Ceylon and the creation of publicly owned banks, starting
with the Peoples Bank. Foreign owned plantations were nationalized in 1975 and many of
them privatized in 1992, given their poor performance under state ownership. A strongly
dirigiste economy emerged since the early 1960s. It was more for economic exigencies of
increasing balance of payments deficits, over-valued exchange rates and the need to raise
taxes to cover burgeoning welfare expenditures, than for ideological reasons. The economy
became highly controlled and inefficient, contrary to what the eminent economists had
anticipated. There was analytical and empirical work that was undertaken in the late 1960s
and early 1970s that contested the notion of investment led factor augmenting growth, a key
feature of the contribution by the eminent economists. The decline and eventual demise of
the Soviet model of archetype command and control economy led to abandoning of state
planning in nearly all developing countries. Meanwhile, the strong empirical support for
more open economic policies provided by the success of East Asian countries in the 1970s,
gave further support to the rejection of a planned command economy model of
development. The success of China and India since the mid-1990s when they began to follow
more open economic policies gave even further impetus to the rejection of dirigiste policies.
Sri Lanka liberalized its economy in 1977 ahead of many countries, but it has veered away
from that path in recent years.
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The contributions of the eminent economists were deficient in three important respects:
these were the neglect of political economy aspects of their recommendations, the beginning
of ethnic strife that became the national problem, and the ideological dimension of economic
policy-making that prevented a consensus on economic policy. These criticisms derive from
a fifty-year hindsight. It is interesting to speculate as to what a different group of eminent
economists would have contributed to the development policy debate and formulation.
Peter Bauer, Milton Friedman and Arnold Harberger would have made a difference to both
the debate and the development outcome. Of course none of them believed in economic
planning and they would not have been invited, anyway.

2. Brief Biographical Sketches and Challenges
By any standard, these were an eminent group of economists, at the top of the profession.
They represented a wide spectrum of economic opinions, approaches and policies. John
Hicks and Gunnar Myrdal were to become early Nobel prize laureates in economics, while
Joan Robinson, Nicholas Kaldor and Oskar Lange were leading theoreticians making
important contributions to the discipline. John Kenneth Galbraith became one of

the

foremost popularizers of economics, widening its scope to include both social and
organizational issues. Mrs. Ursula Hicks specialized in public finance, particularly,
relationships among central, state and local governments4. None of them had worked
explicitly on economic development before. However, their ideas influenced development
policy thinking in the latter decades both through their contributions to economic theory
and policy making in general and to specific work such as that of Kaldor in taxation on India
and the Hicks’ on central and state relationships in Nigeria and Jamaica. Lange had laid the
theoretical basis for market socialism in which a country could have efficiency of
competitive markets within a socialist political system5. Myrdal was later to become famous
for his work “The Asian Drama” where he highlighted issues of governance and corruption
long before they came to the fore of economic thinking in the 1990s.
In terms of the length and scope of the contribution of the papers by visiting economists,
Joan Robinson imparted the most important influence followed by Kaldor and Hicks. The
specialized papers by Ursula Hicks, Lange, Galbraith and Myrdal had less influence.
Myrdal’s contribution was the most limited: one of his assistants provided a three page note
on the discussions that Myrdal had with the National Planning Council (NPC).
4

She seemed most prepared for work on Sri Lanka among the group, having advised Dr. Gamani Corea on his
D.Phil. thesis “The Instability in an Export Economy” (1951) and John Hicks was one of the readers of Dr.
Corea’s thesis as an examiner.

5

Lange (1936).
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The visitors had different political views. The Hicks’ were leading mainstream (neoclassical) economists from the United Kingdom. Lange was the chairman of the Supreme
Constitutional Authority, the equivalent of the head of state in Poland. Joan Robinson was a
British left-winger with a Marxist orientation.6 Kaldor was to become a British Labour peer
and a consistent critique of neo-classical economics. Myrdal was a Swedish socialist well
known for his sociological writing including the state of race relations in the United States.7
Galbraith was a liberal in the American tradition who described his politics to Prime
Minister S.W.R.D. Bandaranaike as a socialist had he been from Sri Lanka.8
The visiting economists had little work available on development of “backward areas” as
they were called at the time. It was mainly those of Bauer and Yamey (1951), Arthur Lewis
(1954) and Ragnar Nurkse (1953)9 but there was a common basis for thinking about
economic development going back to classical economists. Their core analysis and views
emanated from classical economists (particularly Ricardo) who focused on the accumulation
process, combined with technological change and institutional evolution as the main
determinants of steady state economic growth. They had divided the economy into two
sectors: one, subject to increasing returns called ‘industry” and the other, subject to
decreasing returns called ‘agriculture’. The process of growth was one of transferring labour
from the decreasing returns sector to the increasing returns sector.10 Subsequent economic
analysis emphasized the role of externalities (Scitovsky, 1954) and economies of scale
(Nurkse, 1953). Joan Robinson was a strong advocate of capital accumulation as the
mainspring of growth and others followed her work.11 It is no surprise that they emphasized
industrialization as the main solution to increasing population, for reducing external
instability and raising per capita income on a sustained basis. One needs to recall the more
formal characterization of this process by Arthur Lewis.12
While the eminent economists had little to go on with respect to economic development
theory and practice at the time, they had even less on Sri Lanka. There was the first World
Bank report (1952) of Ivor Jennings’, “The Economy of Sri Lanka” (1948) and there were a
6

Corea (2008), Dr. Corea’s description. Joan Robinson was later known as a great admirer of China’s
collectivism and Mao’s leadership. But her contributions to economic theory were undisputed and highly
valued by leading theoreticians including Paul Samuelson who wrote: “Many a times in print and elsewhere, I
expressed the considered opinion that the corpus of her work richly deserved a Nobel Prize”. See
“Remembering Joan” in Feiwel (1989).

7

Myrdal (1944).

8

Corea (2008).

9

Bauer and Yamey’s views were considered too neo-classical at the time. There were others but these were the
leading development theorists at the time.

10

Irma Adelman and David Sunding (1989).

11

Joan Robinson (1965).

12

Lewis (1954).
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few other pieces that were not distinguished at all.13 The visiting economists had access to
limited data sources at the time. These related to estimates of capital outlays of the
Government, the import structure, population projections and manpower resources
projections, the first Consumer Expenditure Survey (1952-53) and the First Agricultural Plan.
It was Joan Robinson who used all these data sources, and the reason why her contribution
was the most comprehensive. She also had access to the First Interim Report of the National
Planning Commission (1957) that evaluated the Six Year Investment Program (1954/55 to
1959/60).That report emphasized four major areas of development - export sector, the dry
zone, improvement of productivity in the non-estate agriculture and industrialization. These
refrains are found in the papers by the visiting economists and in the Ten Year Plan.
There was little interaction among the visitors in preparing these papers except of course
between John Hicks and his wife Ursula Hicks. They were expected to work separately and
visited the country at different times, wrote on different topics, had different political views,
and there is no evidence that they even saw each other’s papers during the preparation of
their own.

3. The Background to the Papers: The Prevailing Economic and Policy
Environment in Sri-Lanka14
The first post independence period (1948-56) can be seen as a continuation of the preindependence period. Some saw it differently—as a period of transition from the classical
export economy that was in existence from the 1920s to a “more development oriented
export economy.”15 However, in a policy sense there was a continuation with the same
political party remaining in power from 1948 to 1956. The First Six Year Plan (1947/481952/53) reflected the intentions of the first independent Sri Lankan government. It
contained proposals that had been under discussion in the pre-independence period. While
diversification was stated as a goal, there was to be no public sector involvement in the
industrialization of the country. The intentions of the UNP government in power may have
been influenced by a visiting World Bank team in 1951 which suggested that for some time
to come, agriculture rather than manufacturing industry would be more profitable for
investment. They observed that the time was not ripe for large individual industrial
13

Stein (1954). Stein buys the whole package of dependency theorists of the time that export crops were
inherently unstable, that their long term prospects were not good and that the country should be self-sufficient
in food and added that “Ceylonese could not afford to specialize!”, thus calling into question his credentials
as an economist and his views were in marked contrast to the eminent economists who disabused those who
read their papers of these questionable ideas. See also B.B. Das Gupta (1949), and H.M.Oliver (1956).

14

This section is based on Athukorala and Rajapatirana (2000).

15

This is the term used by Snodgrass (1966).
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investment projects.

However, the government could lay the foundation for future

industrial development by a systematic study of raw materials available, “promote a wide
variety of industrial projects by facilitating the acquisition of technical skills, managerial
experience and a habit of industrial development.”16 The report also suggested that the
Government should not be involved in the direct management of these industries. The
World Bank team was critical of the delay in closing down some of the manufacturing
enterprises that had been started during the war, and also recommended the repeal of the
Industrial Product Act of 1949, which had enabled the government to protect domestic
handloom textiles—towels, sarongs and banians (undershirts)—using a content protection
scheme.17
Given the emphasis on economic planning in the intellectual climate at the time and the
major multilateral donor - the World Bank insisted on the preparation of economic plans to
provide financial support - the Sri Lanka Government prepared the Second Six Year Plan
(1954-55/1959-60). It was mainly an investment program. It included the establishment of
medium- and small-sized industries using domestic materials and envisaged the
undertaking of these activities by the private sector, following the initial establishment of
industries with government support. Towards that end, the Government sponsored the
Industrial Corporation Act of 1955. It would start industries using a corporate model and
transfer these industries to the private sector in stages, at which time these establishments
would come under the Company Law Act as private sector businesses. However, this
scheme could not be implemented as the government changed in 1956, when the UNP
suffered a resounding loss at the elections.
The three years to 1959 did not lead to a significant change in the policy environment, even
though there was a radical change in the government from the UNP to the MEP, a coalition
led by the Sri Lanka Freedom Party (SLFP). However, there was much preparation to
implement new policies aimed at changing the economic structure. These new policies were
contained in the Ten Year Development Plan.18 The plan itself constituted a radical shift in
the Government’s attitude towards the economy. Industry was no longer to be relegated to
the background.

The Government was to be very much in the forefront of industrial

development. After all, the MEP won the elections on a mandate to be radically different
from the past, not only in terms of Sinhalese majority-dominated social policies, but also
16

World Bank (1952).

17

It is noteworthy that the UNP government was prepared to introduce a measure of protection with this Act,
presumably for the fear of unemployment in the handloom sector. The other interesting point here is the type
of instrument that was introduced, a content protection scheme. Each time an import item from this group
was purchased by a consumer, he or she had to buy a local product of poor quality and thus pay an implicit
tariff. There was no incentive to improve quality under such a scheme.

18

The Government of Ceylon (1958).
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economic policies to change the economic structure, from what was termed as “dependent
capitalism” to a different national milieu. The latter aspect found expression in the attempt
to bring many economic activities under government control.

In addition, the newly

independent countries of the region had embraced socialist economic ideals: India had
definitely committed itself to that path and Sri Lanka’s Marxist parties (the Trotskyite
LSSP—as well as the CP) influenced national opinion at the time, even though they joined
the SLFP-led coalition in the mid-1960s.

4. The Core Content of Eminent Economists’ Contribution and Commentaries
These new ideas found expression in the Ten Year Plan (1958/59 to 1967/68). The eminent
economists were invited to contribute to the conceptualization, establishing a framework for
the plan and to give it policy content to achieve its principal objectives. Its objectives
reflected the new government’s aspirations to change the economic structure.

They

signalled a fundamental departure from the earlier period which has been described above
as a continuation of the pre-independence period. The plan itself contained a strategy that
came to be known as import substitution based industrialization, or what later came to be
called, an inward oriented strategy. The Ten Year Plan was the first comprehensive
development plan of the country. It dealt with all sectors, went beyond an investment
program to include- saving, financing, the structure of incentives, the role of the public
sector and policies towards international trade.
Below, the core content of the eminent economist’s contributions has been developed by
identifying their common elements. It includes analysis of key sectors, policy issues and on
planning and organization. Thus the following areas and issues arise. They are followed by a
commentary on each topic:19
(a) The Population Problem:
The visiting economists viewed the rapid population growth as a major problem and the
primary reason to increase output and employment growth. Joan Robinson highlighted the
problem with statistics while others made more of a qualitative argument. She wrote the
often quoted line that “the country continues to maintain a primitive birth rate and a
modernized death rate and the population is increasing explosively.”20 The basis for her

19

Mrs. Hick’s contribution is not seen by the present authors as immediately germane for the general economic
development and planning. So it is omitted from this discussion and evaluation.

20

Interestingly she was not the first to use this allusion. Stein referred to “an oriental rate of reproduction and a
western rate of mortality”. See Stein (1954).
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view was the population projections prepared by the Department of Census and Statistics.21
The immediate concern with the rapid population growth was that the economy would be
unable to absorb the increasing labour force. The other more important concern was the
large social welfare related expenditures that the Government had committed to a decade
before, in providing free education, free health services and subsidized food. Joan Robinson
made the other often quoted remark with respect to these expenditures that “Ceylon has
tasted the fruit before she has planted the tree.”22 She saw the role of the trade unions as
limiting the rate of profits by increasing wages that left less investible funds for
development. This would not have gone down well with Marxists parties who were
supported by trade unions.23 Hick’s main concern with respect to population was also
employment provision. He noted that development alone could not solve the employment
problem. He proposed “other means” such as birth control measures. Myrdal saw the
importance of the population problem but argued that it would have an impact on the work
force only after twenty years. He noted that long run consequences would be grave unless
some restrictions were successfully placed on population growth. In that effort he advised
preparation of public opinion to focus attention on the issue.
Commentary: What the eminent economists feared about rapid population growth did not
materialize. After the 1980s there was a decline in the birth rate that paralleled the decline in
the death rate in the 1930s and 1940s. Thus, the old fashioned birth rate became a modern
birth rate and came closer to the modern mortality rate, leading to a fall in the rate of natural
increase of the population. No one including the eminent economists would have foreseen
this rapid demographic transition in Sri Lanka.
In addition, modern population research has questioned the validity of the earlier position
that population growth was a burden on the economy. The views of Peter Bauer and Julian
Simon among others were influential in toning down the “population bomb” rhetoric of the
1970s. They showed that population increase per se was not a cause of underdevelopment,
nor was population a problem with respect to the availability of resources. Many resource
rich and resource poor countries were economically poor irrespective of the sizes of their
populations. Later projections show that Sri Lanka’s population would stabilize around 22
million by 2020.

21

Selvaratnam (1956).

22

Robinson (1959).

23

Ibid. “Ceylon has imported from advanced capitalist countries the ideals of the welfare state and her trade
union movement has imported conceptions that belong to a developed economy, whose business is to keep
profits in check and secure an acceptable share of national output for workers”.
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The main reasons for the decline in population growth rate (around 1.2 per cent, per year at
present) was income growth which turned out to be the best “birth control pill”, followed by
postponing the age of marriage, increased levels of female education and urbanization. The
emigration of a significant number of the minority population also helped to reduce the
population growth rate below the replacement rate.
(b) Approach towards Industry:
The best indicator of the new direction for the economy can be seen in the new
Government’s approach towards industry. Without exception, all the visiting economists
underscored the need for industrialization. Three strands of their advice supported
industrialization. First, Hicks, Joan Robinson and Kaldor were unequivocal in their
advocacy of industrialization as the main solution to the unemployment problem. They
demonstrated that Sri Lanka could not address the problem within the context of the
existing economic structure of an agricultural export-import economy. Second, a sustained
increase in output growth was thought to require industrialization. This was based on
development economic thinking of the time which emphasized externalities and increasing
returns aspects of industry, in contrast to agriculture. Finally, given their concern with
instability of the country’s narrow export base of tea, rubber and coconut - the main exports
of the time - industrialization was the way to diversify the economy and to reduce foreign
trade related instability. The MEP government that came into power in 1956 was predisposed towards industrialization as they regarded dependence on export agriculture a
vestige of colonial domination.24 The visiting economists advocated it as a solution to the
unemployment, slow output growth and income instability problems. This found easy
acceptance among the different elements of the ruling coalition given their ideological predisposition.
As a product of development thinking of the time (conveyed well by the visiting
economists), the Ten Year Plan underscored the commitment of the new MEP government
to make a very strong effort at changing the economic structure through industrial
development. This is found in different aspects of the plan’s overall industrial objectives.
First, in the Ten Year Plan, 20 per cent of resources were to be spent on industry, as
compared to 4.7 per cent

in the Second Six Year Investment Program (1954/55 - 58/59).

Second, tax laws were amended to give strong incentives to the private sector to promote
industrialization.25 Third, an elaborate package of incentives was offered to industries. It
24

Athukorala and Jayasuriya (1993) wrote, “Although the SLFP (the leading party within the MEP) was not
committed ideologically to socialism, it was not averse to adopting socialist rhetoric and promising to
nationalize foreign owned plantations and take over many industries”.
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Government of Sri Lanka, Income Tax Ordinance No: 56, 1957, section 7a and New Section 44c.
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meant a movement away from support for agriculture, given that same resources compete
for both industry and agriculture activities. Finally, there was also an attempt to give the
nationals more opportunities to produce, trade, and distribute industrial products through a
“Ceylonization” policy that had begun earlier.
Commentary: Contrary to what the visiting economists expected, Sri Lanka’s successful
industrial development was in labour intensive textile manufactures for export. The
industries they recommended such as cement, fertilizer, spinning and rubber goods were
not internationally competitive unlike textiles. However, their recommendation to create
infrastructure-power, transport and communication has served the country well, for they
supported the high growth of the latter period.
Their recommendations to encourage import substitution in manufactures proved to be
highly expensive in terms of domestic resource costs of producing these items. Instead of
saving foreign exchange they led to a huge drain on resources, once the initial phase of easy
import substitution was reached. There was a virtual transfer of resources from the general
consumer to highly inefficient producers who sold their goods at high premiums. It is no
accident that import substitution-led industrialization had failed the world over in the 1960s.
The high water mark of import restrictions based attempt at industrialization was reached
by the mid-1970s, where the degree of import and exchange controls made Sri Lanka one of
the most restricted economies in the developing world. It was during this period that Sri
Lanka experienced the lowest growth in total factor productivity. Thus, during 1966-1974
period total factor productivity was a negative 2.99 per cent per year for all manufacturing
industries.26
(c) Approach towards Agriculture:
It was clear to the visiting economists that an increase in agricultural productivity was a key
to the transfer of manpower to industry. After all, there would be a limit to expanding
agricultural output as diminishing returns would set in with the limited availability of land.
Without an increase in productivity, aggregate output would fall, as manpower and other
resources were transferred to the industrial sector.27 In addition, the savings to support
investment in industry had to come from agriculture - both plantations and domestic
agriculture.

26

Athukorala and Rajapatirana (2000).
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Hicks (1959) wrote, “It can be concluded pretty safely that if there is no expansion in agricultural output, an
expansion of non-agricultural sectors, sufficient to absorb into employment the increase in population that is in
prospect, is not practicable”, page 11.
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Hicks and Kaldor, who discussed general development strategy, recognized the importance
of the plantations economy in raising per capita income in Sri Lanka, compared to its
neighbours.28 Kaldor went on to say that contrary to the widespread belief prevailing among
the leftist politicians at the time, it was the further development of the plantations economy
that would provide the means for rapid growth. He did not share the general view that
came to prevail in the later years of a declining term of trade (a la Prebisch-Singer).
Disagreeing with the earlier United National Party (UNP) administration, all the eminent
economists saw waste in large colonization schemes and particularly those schemes
intended to develop food production by means of irrigation schemes.29 To them, a rupee
invested in plantations would give a higher return than a rupee invested in domestic
agriculture.

Plantations provided economies of scale, better organization and well-

developed scientific application of inputs to increase productivity. Domestic agriculture had
none of these characteristics. The visiting economists also felt that increased production in
domestic agriculture achieved through expensive means would lead to greater consumption
and be a strain on the balance of payments. They believed that the goal of food selfsufficiency was ultimately self-defeating.
Joan Robinson offered a different view. While she felt that labour employed in export
agriculture was more productive than labour absorbed by opening new land, in the ten year
time-horizon new land could be opened until industry could absorb more labour and have
higher productivity. She felt that there was considerable potential to increase paddy
production from existing land. But she also hoped that other crops could absorb some more
labour. To her, the expense in opening new land was mostly in the form of employing
labour. She was more sympathetic to opening new land even though productivity would be
low in marginal land.

Similarly, Lange was also more disposed towards expanding

domestic agriculture than Hicks and Kaldor.30
Although the National Planning Council had identified the development of the Dry Zone as
a priority, the visiting economists did not pay much attention to it. This was perhaps
because little information was available to them about the resources and agrarian and
physical characteristics of the Dry Zone.

28

Kaldor (1959) remarked: “Ceylon owes its prosperity, in comparison with other countries of the region, to her
plantations economy”.
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Ibid. “In the long run the employment problem in my view can only be successfully tackled through
industrialization and large scale construction projects associated with industrial production, rather than by
colonization schemes”, Page 26.

30

Lange (1959), “Though agricultural production by itself cannot solve Ceylon’s economic problems...…the
development of agricultural production is an indispensable complementary factor of industrial development”,
Page 77.
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Commentary: Agriculture did better than industry in productivity growth and providing
the food requirements of the population. Emphasis on food requirements was favoured by
Joan Robinson. When the UNP came to power in 1965, they began a policy of

import

substitution in agriculture and there was appreciable output growth during that period
given that there were less distortions in the agriculture sector compared to industry. But
with the first oil shock in 1973 when the MEP had come into power, fertilizer, transport and
related costs went up. In addition, the Government at the time introduced a host of controls
such as forbidding the transportation of rice from surplus to deficit areas, which reduced the
returns to rice farmers.
Agriculture was also subject to many other interventions from food and fertilizer subsidies
and institutional reforms including land reforms in 1972.

Domestic agriculture was

dominated by rice in which self-sufficiency was sought by all governments. There were
periods when high domestic output was achieved with good weather, cheap fertilizer and
some success in the application of modern methods of cultivation. However, consumers
paid a high cost for self-sufficiency.
In contrast to domestic agriculture which remained in private hands, plantations agriculture
was nationalized in 1975 and privatized in 1992. This full circle was due to shifting
governments and ideologies. The 1972 and 1975 land reforms paved the way for this turn of
events.
(d) Nationalization:
Marxist parties saw nationalization as the means to achieve a restructured economy31. The
visiting economists were clear that plantations should not be nationalized in the short run.
Kaldor devoted some effort to clarify the issue. He noted that Sri Lanka’s progress towards a
socialist state should be gradual and felt that unless nationalization was necessary in the
interest of development, it was better to provide for growth in the public sector through new
developments rather than through the nationalization of existing enterprises. While he saw
some advantage to the partial nationalization of banks and insurance companies to have
control over the investment of funds, he did not see an advantage in the nationalization of
estate companies. In addition, he noted that having the Damocles sword of nationalization
hanging over the estate sector and leaving it to the last, made the worst of both worlds.
Instead, he proposed a “gentlemen’s agreement” with the estate companies limiting their
annual remittances of dividends and Government agreeing not to nationalize estates for the
next twenty years. He also proposed that the Government establish the principles on which
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compensation would be paid in the event of nationalization. Joan Robinson subscribed to the
view that financial and commercial institutions should be the ones nationalized rather than
plantations. She was also clear that estates should not be taken over without compensation.
Her fear was that such a move would discourage foreign direct investment (FDI) in the
country. However, the Marxists parties saw FDI as an instrument of exploitation with little
or no benefit to the country. On the other hand, Lange was afraid that FDI would create
foreign economic enclaves.
Commentary: While the Marxists parties had seen nationalization as a solution for a restructured and non-colonial economy, its promise did not materialize. Instead, changing
ownership of the means of production led to huge inefficiencies, large dependence on the
fiscal system, increased bureaucratization and politicization of decisions at the sector and
the firm levels.32 The Business Acquisition Act of 1971 increased the threat of nationalization
across many sectors. Kaldor was naïve in thinking that a “gentlemen’s agreement” could be
worked out in which foreign owned firms would remit limited amounts of profits from the
sector and also continue to invest in plantations. Neither event happened. The result was
nationalization of plantations in 1975 and then privatization or de-nationalization in 2002.
With the nationalization of plantations there was a significant drop in output and
productivity. Policies towards plantations were chaotic with six ministries overseeing the
sector.33 There was also the adverse affect of the reduction of land holdings combined with
poor management. Many who were appointed to manage plantations had no background or
expertise in planting but were appointed based on political patronage. This situation was
rectified to some extent with the privatization of 2002. As may be recalled, the eminent
economists were against “precipitous nationalizations” (Joan Robinson’s term). In a decade
and a half plantations were nationalized with compensation (even though there has been
question of its adequacy). Similar to the nationalization, privatization in 2002 was also
considered to be problematical by many, in its approach and implementation.
Joan Robinson had advocated the nationalization of banks and insurance firms. This was
done early and the results have been mixed, at best. It has led to an inefficient banking
system (in the sense that their resource costs are high given the high intermediation costs).
Foreign banks have had a free rein and earned huge returns while being only marginally
efficient, compared to the Bank of Ceylon and People’s Bank that dominate the financial
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system, in term of the size of their reported assets. But worse, these nationalized banks have
been used extensively by politicians for political patronage. The top management of state
owned banks is appointed by the party who wins the elections. The management in turn
provided large loans to party supporters as payback. Consequently, until recently, some
portions of their portfolios were non-recoverable. State ownership of commercial banks had
proved to be problematic even in a developed country with centuries old institutions such as
France where President Pompidou de-nationalized commercial banks after initially
nationalizing them. In fact a convincing proof of the rejection of socialism would come when
a future government would do the same in Sri Lanka.
(e) Approach to Foreign Trade:
All the visiting economists dealing with general economic problems of the country
advocated one form of protection or the other. Hicks made the mildest recommendation on
that score, noting that some form of protection was necessary for encouraging industry and
advised that tariffs were better than quantitative import controls for that purpose. He noted
that protection will raise the return to capital in that activity However, he warned that a
rigorous control of imports was an inevitable obstacle to the establishment of new industries
and it would only help to maintain old industries. He was averse to stringent exchange
controls and noted that it would deter investment when they affected trade. One reason that
Joan Robinson argued for import substitution was due to the difficulties of late-comers to
compete in the world market. She recommended producing import substitutes and noted
that it could be done only with protection. She saw the advantage of small units for export
as this would not disrupt the world market. Kaldor argued for the introduction of a
“scientific tariff” (where a non-economic objective is to be achieved by a tariff or tariff
structure that minimizes costs in terms of real income foregone34) and to eschew quantitative
restrictions.35 He suggested that protection granted to selected domestic industries would
facilitate import of capital goods and raw materials for those industries. He found fault with
the existing low tariffs and the lack of discrimination by the type of goods imported. But
with increasing balance of payments difficulties starting in early 1960s, hardly two years
after the contributions by visiting economists, a battery of trade and exchange controls was
introduced.36 As such trade regimes do, the system of controls become increasingly more
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restrictive and the system of incentives created by these controls become perverse and
chaotic.37
Commentary: But even the mild form of protection that the eminent economists advocated
would have run into difficulties even without the balance of payments crisis for a number of
reasons that had since been documented in trade policy literature. First, protection of
imports entails bias against exports since both activities compete for the same domestic
resources. This was not appreciated in 1958 even though the theoretical foundation for it
was established by the now familiar Lerner Symmetry, which shows that an import duty has
a tax equivalent on exports. Second, fine tuning protection through a “scientific tariff” is
difficult, given that the precision required in measuring elastic ties of supply and demand
has to rely on estimates based on past data, in a rapidly changing world. It is even more
difficult to create and administer the tariff system since it would be subject to lobbying and
rent and revenue seeking when there is a departure from a uniform tariff. Third, the theory
of effective protection had not been developed at that stage, so that when the eminent
economists advocated low tariffs for final goods and even lower tariffs for inputs and raw
materials, they were inadvertently recommending the raising of effective rates of
protection38. Finally, the economy became increasingly more dependent on imports once the
easy stages of import substitution were reached. The combination of state created public
monopolies on importing and channelling or administration of imports by the state owned
producer of the competing products, led to large inefficiencies and a drain on foreign
exchange resources. The introduction of a foreign exchange budget compounded the
allocation problem by subjecting minor transactions to stringent controls and wasteful and
unacceptably intrusive scrutiny of individual transactions by the Minister of Finance
himself.39
(f) The Approach to Planning:
The visiting economists were specifically invited to provide advice on the design of the Ten
Year Plan, and national planning was one of the topics given to them to advise on. After all,
they were to advise the National Planning Council. Lange, Myrdal and to a lesser extent
Kaldor dealt with the topic of national planning. Their brief was to consider national
planning in a mixed economy context - an example was India and not the Soviet Union or
the People’s Republic of China. Lange and Myrdal were well-known leaders of planning in
37
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mixed economies. The Ten Year Plan was to be a perspective plan, the only such plan
prepared in Sri Lanka up to that date.40 Myrdal had commented that it was technically one
of the best planning documents prepared by any developing country at the time.41 Prime
Minister S.W.R.D. Bandaranaike was very enthusiastic about the Ten Year Plan and had
remarked that even if his Government did not achieve anything else, it would be
remembered for the design of the Ten Year Plan.42
The high rate of population growth combined with low productivity was identified as a
fundamental problem that had to be addressed. Lange was identified as the leading expert
on planning in the group. He emphasized the need to coordinate different development
components of the plan in terms of two dimensions: namely, provide for balanced growth of
the different sectors of the national economy with respect to outputs, raw materials and
intermediate inputs, and to achieve inter-temporal balance such that the development of
different sectors was to be synchronized. He also referred to matching physical requirements
with financial resources. He was for creating “commanding heights” which meant
concentration within the hands of Government sufficient economic means to carry out the
strategy and argued for creating the administrative machinery for implementing the plan.
Lange went on to describe and elaborate processes needed to implement the plan with an
immediate action program and different elements needed in agriculture, power, and in some
specific products. Furthermore, Lange described a host of policies relating to trade, finance
and the division of responsibilities between the state and the private sector. If Joan Robinson
was the main protagonist for economic strategy and related policies, Lange was her
counterpart in defining a planning system for the country. Myrdal on the other hand,
argued for the type of plan needed for the country. He proposed a long-term broad
perspective plan covering 10-20 years. It was to be a rolling plan so that it would not create
undue rigidities. He suggested that the National Planning Secretariat should have executive
authority rather than play only an advisory role as it had done to date.
Commentary: None of the visiting economists questioned the viability or the realism of
planning in the country. Also, successive governments prepared plans despite their
ideological differences. However, none was fully implemented.43 They were encouraged by
the World Bank and other multilaterals to have a national plan as a prerequisite to have

40

Fernando, (1997).

41

Ibid. (cites Myrdal (1968)).

42

Tragically, Mr. Bandaranaike was assassinated in September 1959 and he did not live to see the Plan
implemented. In the event , it was not implemented since it did not have an operational content and the
change in Government in 1965 when the UNP came to power ended what was left of the original plan.

43

Kelegama (2006) noted, “Since 1948 Sri Lanka produced an array of planning documents which often failed to
survive their life spans”.

44

Through Eminent Eyes: A Fifty Year Retrospective

access to aid. It was later on that much scepticism had arisen regarding planning. The work
of Hayek and Bauer questioned the theory and the empirics of planning respectively. Hayek
was to receive a Nobel prize for his contribution to economic theory that devastated the
theory of planning based on the impossibility of having the necessary information and using
it effectively and efficiently to achieve planning goals in a rapidly changing world.44 Bauer
saw its practical implementation as a disaster for developing countries, particularly in the
context of West Africa. Others questioned the concept, noting that information was simply
not available to undertake such an enterprise.45
Many economists in Sri Lanka however, accepted planning as necessary to increase the rate
of economic growth. They had witnessed the high growth rates of the Soviet Union and the
initial growth phase of India. Some saw the problem of underdevelopment of the country as
the inability to plan well.46 Others, particularly those disposed toward free markets, found
that planning was not able to deliver growth per se, going on comparative country
experience. The high growth experienced by the Soviet Union in the 1920s to 1940s was
based on factor-augmented growth (or using more labour and capital per unit of output)
rather than increasing efficiency (total factor-productivity). Such a growth path was not
sustainable. Similarly, India’s initial planned industrialization failed to raise the growth rate.
It did get some early successes due to import substitution, but that could not be sustained as
these industries were not internationally competitive. It was also found that when protected
outputs were valued at international prices rather than domestic prices, they had very low
and even negative value added47. Public ownership of the means of production proved to be
incompatible with achieving high growth.
Joan Robinson’s idea was that planning allowed a country to keep consumption low during
the initial stages of development so that large amounts could be invested to raise the growth
rate. It turned out that the Soviet Union kept consumption inordinately low. People suffered
as a result. She objected to the Soviet model for this reason and later embraced Maoist
China’s approach that was less drastic in containing consumption. But, Mao’s China was
notoriously neglectful of Chinese agriculture particularly during the “Great Leap” which
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emphasized small scale industry and led to the famine of 1958-1961 that left some 29.5
million Chinese dead.48
The eminent economists, particularly Lange and Myrdal, advised the NPC on the
organization for planning. They felt that an advisory council without executive authority
would not succeed. It was their ideas that led to increasing the planning horizon to ten
years, creating a rolling plan giving the Government enough flexibility to change goals and
means as new developments took place in the country and in the world.
Reviewing the Ten Year Plan when it came out in 1959, Professor Indraratne noted that its
goals could not be achieved due to some of its questionable assumptions (see the next
section for details). He noted that the assumed capital-output ratio was unrealistically low,
as was the assumption that terms of trade would remain the same over the next ten years (it
could have meant an average value equal to 1957 terms of trade but with a wide variance).49
He also questioned the lack of a provision for depreciation of existing and newly created
capital in the plan.
The Ten Year Plan that the eminent economists helped to develop was never implemented
due to the assassination of the Prime Minister S.W.R.D Bandaranaike, the change in the
Government when the SLFP lost the election in 1960, and the lack of enthusiasm for it on the
part of the UNP that came into power in 1960. One reason that plans were not fully
implemented was because of wide ideological differences and the lack of a consensus on
development strategy among the major political parties and their coalition partners50. It is
also unlikely that the plan would have succeeded for the reasons noted above. The plan
itself did not have a viable implementation program.51 The next section points out that the
plan was not economically viable as a framework, even though it was a consistent and
comprehensive document.
(g) The Growth and Macroeconomic Framework:
Joan Robinson’s contribution to the growth and macroeconomic framework was the most
important among the visiting economists.52 Although she did not write down a formal
model, certain elements of her contribution suggest a well thought-out framework. She
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presented it in bits and pieces in different estimates and in somewhat of an accounting
framework. Hicks provided some elements by giving a few examples by simulating the
requirements for an increase in output by 25 per cent and tracing its implications for the
economic structure noting that decreasing returns to agriculture necessitated a change in the
economic structure. The overall growth rate to be aimed at was given by Joan Robinson to be
5.9 per cent per year.53 It is also clear that many of the elements of the macroeconomic
framework are owed to Robinson’s contribution. Its main strength lies in its consistency
rather than a model based on econometrically derived behavioural functions such as those
for consumption, saving, investment, import and export. Nor was it an optimizing model
that came to vogue later in the profession.54 The main framework which Joan Robinson used
in her exercise was to derive a growth rate that would absorb 1.5 million workers who
would be seeking work in the coming ten years. The 5.9 per cent per year growth rate she
suggested was the needed income growth for the purpose. The increase in income needed
was Rs. 4,000 million raising national income at constant prices (1957) to Rs. 9,000 million. It
was based on a investment rate in excess of 21 per cent raising the existing rate of 12 per
cent. At the end of the period there was to be external balance due to increased exports,
reduced imports due to import substitution and some external resources that added up to
Rs. 690 million.
The following conclusions emerge from the growth and macroeconomic framework in the
papers by the eminent economists. First, it was built component by component by Joan
Robinson with back-of-the-envelope calculations. Second, the baseline figures were taken
from different sources available at the time such as the Agricultural Plan’s figures and
department by department data for other sectors that had been gathered by the Planning
Secretariat. Third, it would seem that the 5.9 per cent growth rate was developed taking into
account the need to absorb 1.5 million workers, a capital output ratio of 2.6 and a build-up
of the level of savings with various tax and revenue measures. This led to the unusual
number of 5.9 per cent rather than 6 per cent or 5 per cent. Fourth, the framework expressly
recognized a foreign exchange constraint that was to be handled through import restrictions,
import substitution, and by new exports. Finally, a number of simplifying assumptions were
made such as the constancy of the terms of trade, zero depreciation of the capital stock and
success in achieving a cut in imports and a parallel increase in exports to bring about
equilibrium. One outcome of the exercise was to show that Sri Lanka would become free of
foreign aid by 1968. Unlike the other eminent economists, she worried about inflation if the
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supply response to the policies was not forthcoming or if the Government was not able to
restrain its expenditures in line with new revenue measures.
Commentary: The actual Plan document showed only slight variation from the growth and
macroeconomic framework that Joan Robinson presented in her essay. The variations were
the result of the Plan using actual (1957) base numbers while she rounded them off for her
back of the envelope estimates. The Plan’s strategy of import substitution-led
industrialization was shared by all, even though with different degrees of intensity. The key
points of the framework was to provide employment opportunities for a 1.4 million labour
force (Joan Robinson took this as 1.5 million) that would be added to the economy in the ten
years, to diversify the economy and to attain a growth rate of 5.9 per cent per year. With a
population growth rate of 3 per cent per year, per capita income would grow by 2.9 per cent
and GDP would increase by 88 per cent over the plan period. To generate such a rate of
growth, investment had to be raised from 12.9 per cent of GNP in 1957 to 21.1 per cent by
1968. Industrial production (industry, construction and electricity) would more than double,
and their share in GDP would rise from 12 per cent in 1957 to 23 per cent in 1968.
Agriculture’s share would fall from 54 per cent to 45 per cent over the plan period.
There were many aspects of the exercise that Joan Robinson presented that could be
criticized with the luxury of hindsight and the availability of actual experience both within
and without Sri Lanka. First, it was a simple Harrod-Domar-Keynes model with its usual
knife-edge properties with no smooth substitutions as the later day models of growth as that
of Solow and others. It is also clear that the implied model was a single good model to the
extent that there were no relative prices between say agriculture and industry, domestic and
foreign prices, or between one period and the other. Second, she used a comparative static
approach of looking at two end points. There were no outcomes developed for an interim
period. Third, even though the prevailing idea was that terms of trade would deteriorate
over time and would also fluctuate widely, she took the terms of trade in 1957 as fixed for
her projections for exports, imports and the external balance. Fourth, she used a capital
output ratio of 2.6 even though she expressed doubt about the concept in the first instance.
But, by taking such a figure and noting the need for GDP to grow by 5.9 per cent per year
she derived the needed level of savings. And, in the true Keynesian spirit, she equated them
to ex-ante investments which were to rise from 12.9 per cent in 1957 to 21.1 per cent in 1968
to bring internal equilibrium. Empirical evidence that has arisen over the last fifty years
indicates that a typical developing country has a higher ICOR than what she assumed. As
such, it would have necessitated a higher level of savings to produce the 5.9 per cent growth
rate. Fifth, as venturesome as she was with these estimates, there was little policy content
that assigned the outcomes of various aggregates to specific policies. It is now well known
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that after the initial phase, import substitution based industrialization becomes highly
inefficient. Even if the savings could be generated, the growth rate could not be achieved;
with the result the primary goal of increasing employment by 1.4 million persons would not
have been realized. Sixth, in her framework, efficiency took a back seat to capital
accumulation in the true Joan Robinson spirit. Without the proper policy context, efficiencies
could not have been achieved. Later research on comparative country performance shows
that the growth of total factor productivity to be as important a contributor to growth as
factor augmentation. Seventh, her worry about inflation proved to be baseless until the
1980s. Finally, her assumption that country would not need any foreign assistance after
1968 was heroic, to say the least. Reality turned out to be entirely different.
(h) Public Sector Corporations:
Lange and Galbraith took the lead in defining the roles, attributes and functions of public
sector corporations. Such entities were required, given that the plan anticipated increased
state ownership and takeover and establishment of large scale public sector enterprises. This
approach emanated from what Lange called “a general agreement that public investment
and government policy must play a driving force moving forward the national economy.”55
It also reflected the rather dubious view prevalent at the time that the private sector was not
up to the task of undertaking large operations in the economy consistent with the national
plans. The Government had moved in the direction of establishing such corporations with
the State Industrial Corporations Act, No. 49 of 1957.
Public corporations were expected to operate like business enterprises with regard to
methods of management and accounting but distinguished from private enterprises by
being agents of the national economic plan. Since Lange was “a market socialist”, he advised
that public corporations must make profits, that personnel must have proper incentives to
perform, and executive decisions must be made by a board comprising both management
and workers. Such corporations Lange contended “must be by the very nature of the
situation being the dynamic forces of industrial development.”56
Galbraith struck a more cautionary note. He observed

that these enterprises have often

worked badly57. He emphasized good management, pride in workmanship and not
necessarily good pay. And, he commented on the differences in public enterprises from
private enterprises relating to the nature of their decisions, with their low tempo and high
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premium on the rightness of decisions. They also required greater technical knowledge than
government departments and production intended for sale. He then laid out the specifics of
such organization to have clear rules, a competent board of management that should not be
an executive body.
Commentary: The eminent economists recommended public sector corporations to be in the
forefront of changing the economic structure through industrialization. The State Industrial
Corporations Act, No. 49 of 1957 had provided the legal framework to reconstitute existing
state corporations and establish new corporations to promote the development of large scale
basic industries. During the 1958-63 period some 14 state industrial corporations were
established in such areas as cement, textiles, sugar, paper, chemicals, ceramics, mineral
sands and leather. By 1974 there were 25 state industrial corporations that included steel, oil
refining among others. By 2005 the country had 200 state enterprises/corporations in
different sectors of which 75 were commercial and 125 were non-commercial (regulatory,
research, promotional and educational) corporations.
The visiting economists recommended the creation of public sector corporations particularly
in the industrial sector. The World Bank’s first report on Sri Lanka had recommended that
they should become private enterprises, once they were on their feet. By and large they
continued to operate with Government support. The few that were transferred to the private
sector during a UNP regime included the State Distilleries Corporation, the National Paper
Corporation, Sri Lanka Tyre Corporation and United Motors.
There were many problems with the public sector corporations from the very beginning.
First, it was assumed that these corporations would function smoothly, their management
would not be too difficult and that they would be both efficient and generate surpluses for
the public sector. The opposite happened. Some of these corporations should never have
been created, such as the Steel Corporation or the chemicals corporation because the country
did not have a comparative advantage in these activities at the time they were created. They
survived for five decades mostly due to Government transfers, monopoly positions they
enjoyed when the economy was highly restricted, and through political patronage.
Second, given what is called the principal-agent problem in economics, their management
was very difficult because the principal (in this case the Ministry in charge) had different
goals and objectives from the agent (management of the state corporations). Their objective
functions converged after the politicization of the management, but it did not help to
increase efficiency or generate surpluses for the Government budget. Instead, they became a
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significant drain on the fiscal system. With few exceptions such as the Ceramics
Corporation, they were a drag on the economy.
Third, state corporations also had to operate in a way that was not commercially viable since
they had to provide goods at subsidized prices in keeping with the Government’s objective
of providing welfare for a large segment of the population. In particular, in the case of goods
high in public consumption, such as milk and edible fats and oils, the corporations could not
charge market clearing prices.
Fourth, efficiency was further compromised when the Government gave the monopoly of
import of the competitive products to the state corporations producing them.58
Consequently, many corporations charged high prices, and at times cross subsidized
between products to reduce losses. Many other bad practices were used by state
corporations such as what could be called content protection. The State Hardware
Corporation would import locks and their parts and when they made mistakes in ordering
them from abroad, the consumers were forced to buy unnecessary parts if they were to buy
the necessary product. Losses and mistakes were passed on to the consumer with impunity.
Finally, if the corporations were as inefficient and rent extracting as they were, why did they
survive the 1977 liberalization? By 1977 they produced sixty per cent of the industrial
output of the country and continued to produce a large part of industrial output even after
the liberalization of the economy. The answer lies in the political economy aspects of these
corporations, because they became a powerful source of political patronage. That is, they
had grown in influence in the political sphere because both major parties used them for
political purposes such as rewarding their supporters and extracting services at elections
(e.g., the Ceylon Transport Board transported voters who supported the Government in
power). Moreover, some corporations such as the Ceylon Electricity Board had taken a
strong hold on the economy because they were providing essential services such as
electricity. Equally, its finances were adversely affected by other corporations not paying
their electricity bills so that the inefficiencies were spread around. The state owned banks
(even though they do not come under State Industrial Corporations Act, No. 49 of 1957) had
to follow similar policies by being directed to give subsidized loans to political supporters of
the party in power.
To sum-up, the eminent economists did not foresee the enormous problems these state
corporations created for the economy at large. They had seen the experience of few such
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corporations in Europe and recommended that these alien institutions be transplanted in Sri
Lanka without much thought. They could not have known better. It is only with hindsight
supported by fifty years experience that one could now conclude that these corporations
were a bad idea in the first place. However, the public sentiment in the country even today
seems to favour state

ownership over private ownership. Without a change in that mind-

set, these corporations are bound to continue. And, they will continue to be a drag on the
economy.
4.1 An Overall Assessment
Taken together, the core contribution of the eminent economists could be described as
advocating an inward oriented development strategy. An important element of that strategy
was industrialization behind import restrictions. Such a strategy was later formalized by
Prebisch (1959) and earlier by Singer (1950) among others. Their main concern was the
alleged secular decline in the terms of trade of primary exporters and unequal partnership in
trade and capital transactions between the developing and developed countries. Besides,
land was limited and increasing the area of cultivation would have led to diminishing
returns, hence the move towards industrialization. Joan Robinson, Myrdal and Lange could
be identified as staunch believers in inward oriented development strategy and Hicks a less
of a supporter of it.
This is understandable given the existing state of knowledge on development issues,
international development experience up to that date and the pre-disposition of developing
country leadership at the time towards state intervention and association of development
with industrialization.59 In addition, the emerging leadership in developing countries at that
time was anti-colonial; Marxists and even nationalists (such as Gandhi) were staunch
believers in the inward oriented strategy. Dr. Corea and members of the Planning Secretariat
were also adherents to the strategy as seen in their later writings.60 Dr. Corea’s political
masters after 1956 were natural supporters of the strategy given that the MEP coalition
comprised nationalists and socialists and were ideologically predisposed towards such a
strategy. Socialists - Joan Robinson was one - believed in the “unfailing superiority of
socialism for the third world” that derived from the fact that socialist Governments have
complete control over surplus from production, there was no income from property and the
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savings problem which plagued capitalist economies is automatically solved.61 This was the
reason that she and others believed that socialist economies grew faster than capitalist
economies at that time. The economic aspects of socialism were at the polar-end of inward
oriented strategy. The corollary to the belief in these aspects of economic organization and
strategy was the lack of confidence in the market in general and the ability of market prices
to allocate resources efficiently and equitably. But, Lange and to some extent Robinson were
exponents of “market socialism” where prices that equated supply with demand (with
marginal costs equated with marginal revenue to maximize the ‘surplus’) in a socialist
system would be as efficient as under private ownership based competitive equilibrium.
Both empirical work on trade and development and actual experience of East Asian
developing countries in the 1970s, led to the eclipse of inward-oriented development
strategy and gave way to outward-oriented development strategy.62 Perhaps, Hicks was the
closest to this position which included four important elements: (i) an incentive system that
reduced bias against exports

and no

primacy given to

import substitution led

industrialization, (ii) a more neutral approach to activities in that resources were to be
allocated to the activities that had highest rate of return and not to pre-determined activities
based on assumed externalities and increasing returns, (iii) greater use of market prices to
allocate resources and limited intervention only to address specific distortions, and (iv)
avoidance of macroeconomic instability, by not having large external deficits and inflation.
Writing at the time, they did, the papers by visiting economists had only a minor
enthusiasm for items (ii) and (iv).63 This is understandable given there was hardly any
theoretical literature to support an outward-oriented strategy at the time. As mentioned
before the writings of such persons as Bauer were not in the mainstream.

5. Economic Performance during the Ten Year Plan Period
Because the eminent economists advised the Government on economic strategy, policy and
organization for the Ten Year Plan, it would be useful to review how economic performance
turned out during this period, even though the Ten Year Plan was never formally
implemented by any government. It is also true that many elements of the plan were
followed by the two governments that came into power during the 1959-68 period. The MEP
(with SLFP as the senior partner) was in power from 1956 and lost the 1960 election and won
again during the same year to govern during the 1960-65 period. The UNP won the next
61
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election and governed during the 1965-70 period. Thus the Ten Year Plan period covered
two governments of opposite ideologies and programs. But since both faced similar
economic situations their approaches were not too different from each other at the time, save
for the half- hearted effort by the UNP to partially liberalize the economy in 1968.
The GDP growth rate averaged 4.01 per cent a year for the 1959-68 period, in contrast to the
5.9 per cent anticipated by the eminent economists and the Ten Year Plan document. There
was a boost to growth in 1968 when the UNP attempted to liberalize the economy but it did
not have enough steam or credibility to sustain growth.

The liberalization measures

included some import liberalization, the devaluation of the Rupee, and adapting a dual
exchange rate in the form of the Foreign Exchange Entitlement Certificate scheme (FEEC).
The main reasons for the fall in the growth rate were the deteriorating external environment,
the inability to raise savings significantly above the 1957 level and a defective policy
framework that responded to the poor external environment by increasing restrictions and
turning the economy towards an even more of a command economy. Except for the Hicks’,
the others would be more sympathetic to the MEP rather than the UNP program.
The following developments took place with respect to the external environment during this
period. First, the terms of trade deteriorated from 307 in 1959 to 210 in 1968 (1990 base
=100).64 Even though the export volumes increased due to better performance of the
plantations sector, this did not suffice to slow down the decline in external reserves, which
fell from SDR 147.6 million in 1959 to SDR 70.1 million in 1968. This was despite the drastic
import and exchange controls introduced in the early 1960s.65 Consequently, the reserve
level fell from 4 months of goods imports in 1959 to 2.1 months of goods imports over the
same period. In between, when the UNP Government was in power in 1965, it was able to
get the World Bank to host an Aid Group for Sri Lanka that temporarily boosted reserves to
SDR 85.7 million through increased aid. But as other liberalization efforts have shown
elsewhere, when they are not credible, they do not lead to a sustained improvement in the
external position.
Finally, in the domestic side of the outcome, there was not enough savings to raise the level
of investment above the average of 14.5 per cent. Savings were low because GDP growth
was low and because welfare expenditures on food subsidies, free health and education
were a huge charge on the budget. Meanwhile, economic efficiency suffered with increased
trade and domestic restrictions.

Thus, in contrast to the Joan Robinson exercise, both
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savings and efficiency (as denoted by a rise in the capital output ratio) fell, leading to the
low growth rate and the inability to provide sufficient employment opportunities for the
increasing labour force. Deteriorating external conditions combined with high consumption
expenditures induced an overall imbalance resulting in rising unemployment, low growth
and a greatly uncertain economic future. The MEP won the election again in 1970 and made
Sri Lanka one of the most controlled and restrictive economies in the developing world over
the seven year period it ruled.

6. Conclusions
The Papers by Visiting Economists provided for the first time in the economic literature on
Sri Lanka, a well rounded commentary and analysis of the economic development problems
faced by the country. The eminent economists represented the best and the brightest group
that had ever visited Sri Lanka and studied the economic situation there. To be sure, many
other eminent economists visited the country over the years but no other group had the
cachet and the eminence of this group.
Their commentary and analysis helped to postpone for a few years, at least, the country’s
movement toward a highly controlled and restrictive policy regime. But the ideas they
espoused were not very different from the mainstream thinking of the profession at the time.
These ideas such as import substitution led industrialization, giving primacy to the state
over the market, faith in public sector corporations to carry through the transformation of
what was called a dependent economy to a modern economy, came to be contested over the
next two decades. Both advances in theoretical literature that were to come later, (e.g.,
public choice theory associated with Buchanan and Tullock and new institutional economics
of North) and empirical experience moved away from the positions held by the eminent
economists at the time.66
The eminent economists' contribution is significant for a number of reasons. First, they
highlighted the population problem that faced the country of a modern death rate and an
old fashioned birth rate that led to rapid population growth. Over the next two decades the
urgency of the problem waned as birth rates fell as quickly as had the fall in the death rates
in the 1930s and 1940s. A demographic transition was achieved in a relatively short time.
They also highlighted the cost of providing large subsidies that a country at a low level of
development could ill afford. Joan Robinson’s classic statement that Sri Lanka was “enjoying
the fruit before planting the tree” resonates even today. The only feasible change was to
66
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target income supplements to particular groups based on means testing and not provide
subsidies indiscriminately.
Their approach to import substitution led industrialization and foreign trade restrictions
has been rendered invalid due to empirical work that show that when

incentives are

skewed towards import substitution it creates large domestic distortions and a bias against
exports. Studies by Balassa (1989) et al., showed that countries with more open and outward
oriented policies enjoyed higher growth rates and responded more quickly and effectively to
disturbances arising in the international market.67 In the East Asian countries where the
incentive regime was more or less neutral had proven to be successful. In addition,
comparison of regressions in aggregate and by sector showed that growth rates of export
industries were higher than those of import substitution industries. In fact, the latter had
negative factor productivity in a multi-country samples.68 A similar result has been seen in
the case of Sri Lanka when total factor productivity was strongly negative during the import
substitution phase.69 The success of China and India with their open economy policies with
respect to trade and foreign investment since the 1990s, give additional support to the view
that import substitution led industrialization was bound to fail, as it would not lead to
greater efficiency through foreign competition. Also, growth in total factor productivity
proved to be more potent and sustainable than factor augmentation.70
With respect to agriculture, they were a bit ambiguous about supporting domestic
agriculture but favoured plantations on efficiency grounds. However, it turned out that
support of domestic agriculture would have been more helpful to reduce rural poverty that
persists to this day. The successive UNP governments supported colonization schemes to
the neglect of small farmers and the eminent economists proved to be right for not
supporting these large schemes. Both Gal Oya and Mahaweli were not economically
justified since the cost of producing rice in these areas turned out to be many times the
imported price. But if self- sufficiency was the goal, as it had become, it would have still
been economic to support domestic small farm agriculture and not those based on large
irrigation schemes.
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Contrary to the recommendation not to nationalize foreign owned plantations earlier on, the
MEP government nationalized them in 1975. The eminent economists only helped to
postpone this event. There was a decline in productivity and output growth in the
aftermath. This led to the de-nationalization in early 1990s with some gains, but the act itself
has been criticized for lack of transparency.
With respect to macroeconomic adjustment and growth, even though the prevailing idea
was that terms of trade would deteriorate over time and would also fluctuate widely, the
main contributor, Joan Robinson took the terms of trade in 1957 as fixed for her projections
for exports, imports and the external balance and used capital output ratio of 2.6 to project
GDP to grow by 5.9 per cent by building up a level of savings with different taxes, tariffs
and public sector surpluses. However, by projecting an external account that was to be in
balance, there would be no need for foreign aid by 1968. In this regard the visiting
economists painted an overly optimistic scenario. That the Planning Secretariat accepted
these projections is surprising since a more realistic projection would have had some degree
of dependence on foreign assistance. History proved that this particular projection was not
realistic, to say the least.
The type of economic organization the eminent economists recommended, namely, public
sector corporations, were not known to deliver high efficiencies in their activities and many
of the goals set for them have remained elusive, such as the needed public sector surplus to
add to national savings. There were many problems with the public sector corporations
from the very beginning. Some were established to produce goods for which the country
had no comparative advantage even in a dynamic sense. There was also the principal-agent
problem related to them because the principal (in this case the Ministry in charge) had
different goals and objectives from the agent (management of the state corporations). State
owned corporations also had to operate in a way that was not commercially viable since
they had to provide goods at subsidized prices. Efficiency was further compromised when
the Government gave the monopoly of import of their competitive products to the state
corporations producing them. Although the corporations remained inefficient and rent
extracting as they were, they survived even the 1977 liberalization. They had grown in
influence in the political sphere because both major parties used them for political
patronage, such as appointing their supporters to key positions in these corporations.
The contributions of the eminent economists were deficient in three important respects, and
partly due to this, the economy performed poorly contrary to what they had expected. First,
given the state of knowledge at the time, they did not consider the political economy aspects
of the recommendations they made. They failed to see that the public sector corporations
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would become an important political instrument to be used by different governments.
Similarly, in advocating a so-called scientific tariff, they created the opportunities for
lobbying and rent-seeking among different producers groups. Nowhere was this more
apparent than in the case of the import monopolies that were granted to public sector
corporations. It would become such a burden on the economy over time and continues to be
so today, some fifty years later.
Second, like every other analysts at the time, the eminent economists, Kaldor, Joan Robinson
and Myrdal ignored the ethnic issue despite their visiting the country immediately after the
May and June 1958 ethnic violence. It was most surprising that Myrdal would ignore it,
given that he was the celebrated author of the “American Dilemma” in which he
documented the plight of American Blacks in the South.71 It was a significant lapse given
that the ethnic problem is now termed the national problem. It was perhaps because
economists ignored this dimension as something outside their purview.
Finally, the eminent economists ignored the ideological dimension of economic policymaking in Sri Lanka to their peril.72 One reason why their recommendations were more
readily acceptable by the left of centre politicians was that except for the Hicks,’ their world
view was more sympathetic to the left than to the right. As one analyst had pointed out, it
was this ideological distance between the left and the right that was responsible for the
inability of the country to develop a consensus from emerging on economic policy. It is the
reason why the country missed out on the early transition to rapid export led growth that
the East Asian countries experienced since the mid-1960s. Now, it could be said that
democracy prevented such a consensus since the East Asian countries were authoritarian.
But this is not a defensible position because both democracies and authoritarian regimes
have succeeded and failed to have strong economic performances.
The above criticisms emanate from a fifty year hindsight. Nevertheless, it is worth holding
their view to today’s mirror to see how far the country has come and how far it has to go to
join the fast growing developing economies in the world. And, this recounting is necessary
so that the same mistakes are not repeated. It is interesting to speculate as to what a different
group of eminent economists would have contributed to the development policy debate and
formulation. Peter Bauer, Milton Friedman and Arnold Harberger would have made a
difference to both the debate and the development outcome. Bauer’s advice on West Africa
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was not followed to their peril. Friedman advised Taiwan and Chile as did Harberger.73
Their advice was followed and it led to their resounding economic success- earlier in Taiwan
but later in Chile. Of course none of them believed in economic planning and they would
not have been invited to Sri Lanka in 1957 and 1958, anyway.
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2
Role of the Market Regime in Transformation from Developing to
Middle Income Country: What Next?
Dushni Weerakoon

1. Introduction
The broad ideological policy debates surrounding the systemic turn Sri Lanka took towards
a market regime in 1977/78 from the incremental adoption of a state-led import substituting
strategy followed since the late 1950s is well known. The moves to liberalize the economy
did yield swift results – primarily by lifting Sri Lanka’s GDP growth rate well above its
historical trends of previous decades. In turn, it allowed the country to move more swiftly
towards a (lower) middle income status by surpassing GDP per capita income of US $ 1000.1
While Sri Lanka took over two decades to double its per capita income between 1959 and
1980 (from US $ 140 to US $ 273), it was able to repeat this within a span of only a decade
thereafter (to US $ 547 in 1991). In 2004, Sri Lanka was thus able to cross the threshold to be
deemed a (lower) middle income country.
The deficiencies of aggregate measures of GDP, per capita income, etc. are known. They fail
to capture intrinsic weaknesses such as serious gaps in the distribution of income and
wealth, accentuating the urban-rural divide in most instances. Despite the more impressive
GDP growth in the post-reform period, Sri Lanka too has experienced ‘unbalanced’ growth
across sectors and provinces of the country in the three decades since. Indeed, the country
underwent a costly Marxist-driven insurgency in 1987-89, prompted to a degree by a
perception that the benefits of reforms were distributed inequitably. Thus, the impact and
developmental progress of three decades of market-friendly policies – albeit with variations
in the pace and intensity of reforms over time – presents a mixed picture overall.
Notwithstanding the above, the commitment to a market-oriented economy has not
wavered. However, Sri Lanka appears to have fallen into the “middle-income trap”, where,
as countries become richer, they tend to lose the appetite for reforms and see their growth
stagnate or even slow down. Since the late 1990s, the country has struggled to move the
economic reform agenda to the next stage of tackling institutional and regulatory constraints
to growth. These are politically more complex to implement, and successive governments
1
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have shied away from risking their political capital on pushing through a broad based
reform agenda.
Thus, a key issue pertaining to the question of ‘what next’ in the arena of economic reforms
in Sri Lanka cannot be isolated from political-economy constraints and the institutional
capacity for reforms in the country. This paper attempts an initial exploration of these issues,
drawing on the experience and lessons of major reform efforts in the country. Section 2 looks
at the transition to a market regime and the outcome in terms of overall economic
performance. Section 3 looks at the political-economy elements of Sri Lanka’s economic
reform process. Section 4 concludes by examining the options to move the reform process
forward in the country.

2. Transition to a Market Regime and the Outcome
Sri Lanka’s failure to capitalize on the early promise it had shown – with strong human
development indicators and a robust economy – has been attributed in part to a marked lack
of consistency in economic policy, with each change of government heralding a swing in
policy direction. The shift to market friendly policies in the late 1970s, however, was to mark
a gradual transition to economic policy convergence between the country’s two primary
political parties. Nonetheless, the pace and intensity of reforms have varied quite markedly
over time since the initial transition to an open economic model of development in the late
1970s.
The merits and de-merits of a ‘big bang’ versus a ‘gradualist’ approach, as well as the
appropriate pace and sequencing to economic reforms, has been much deliberated in the
literature. Early episodes of economic reforms, particularly in Latin America were mostly of
the ‘big-bang’ variety, precipitated by debt and currency crises. These most often required
immediate stabilization policies as well as more medium-term structural adjustment policies
to be implemented simultaneously and/or in quick succession. By contrast, at the time Sri
Lanka undertook to implement policies to liberalize the economy in 1977/78, the external
conditions facing the country were surprisingly robust in the wake of a mini-boom in
international tea prices. However, this was merely a temporary reversal of a progressive
weakening of its external terms of trade.2 By the mid-1970s, it was clear that Sri Lanka’s
experiment with import-substituting policies – implemented in part to stem pressure on the
external account – had failed to address key concerns with regard to meeting the country’s
development needs. Overall GDP growth averaged only 2.9 per cent per annum over the
2
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period 1970-77 – with industry starved of much needed intermediate and capital goods
imports – and unemployment at a record high of 24 per cent in 1975. Thus, even though Sri
Lanka was not in the midst of an immediate foreign exchange crisis at the time that reforms
were undertaken, it was understood that the country needed both stabilization and structural
adjustment measures to be introduced in tandem. The sweeping reforms of 1977/78 were,
therefore, to mark a systemic shift in Sri Lanka’s approach to economic development.
The reform package contained the typical prescriptions of a standard structural adjustment
programme: liberalization of trade and payments, rationalization of public expenditure,
removal of price and interest controls, promotion of private sector development, foreign
investment promotion and financial sector reforms.3 Thus, taken together, the scope of
reforms introduced was fairly comprehensive. The reforms could arguably be called limited
and partial in nature relative to the experience of other countries,4 particularly in East Asia.
But, they were extensive in comparison with the previous policy regimes in Sri Lanka.
A ‘second wave’ of reforms in 1990/91 – with a renewed emphasis on privatization of stateowned enterprises (SOEs) – built on the earlier efforts. Over time, the reforms saw the
transformation of the Sri Lankan economy – from an agrarian to an increasingly
industrialized and services oriented economy (Table 1). An improved post-reform GDP
growth rate in the range of 5 per cent per annum on average also allowed the country to
achieve a gradual reduction in poverty, with the national poverty headcount ratio estimated
to have fallen from 26.1 per cent in 1990/91 to 15.2 per cent by 2006/07. Sri Lanka has also
witnessed a persistent reduction in its rate of unemployment, estimated to be around 5.2 per
cent by end 2008.
In spite of these achievements, it is recognized that Sri Lanka’s economic performance since
the implementation of a market regime has fallen short of expectations. The country’s GDP
growth has been well below its potential, and its economic performance has been dogged by
a volatile macroeconomic environment, arising primarily from weak public finance
management. Of equal concern has been emerging evidence of sectoral and spatial
inequities. The concentration of economic activities in the Western Province – contributing
more than 50 per cent towards the country’s GDP – and widening gaps in poverty reduction
efforts across urban, rural and the estate sectors is one such example. Moreover, while Sri
Lanka’s unemployment statistics look promising at first glance, detailed analysis of
employment shows that unemployment remains high for females (9 per cent), for youth (22
3
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per cent for 15-19 year olds, and 15 per cent for 20-29 year olds) and for the educated (12 per
cent for those qualified in A Levels).5 A large proportion of the employment that has been
created has been in the more vulnerable category of informal sector activities – currently
accounting for nearly 70 per cent of employment.
Admittedly, a three decade long separatist conflict in the country took a heavy toll on
economic growth.6 It impeded efforts to ensure a more equal distribution of the benefits of
growth, poverty alleviation efforts, and the provision of decent employment opportunities
in the country. Not only did the conflict and the consequent socio-political instability deter
investment, particularly much needed long-term foreign direct investment (FDI) in the
country’s nascent export-oriented manufacturing sector, but it also diverted resources from
social welfare, investments in social and physical infrastructure, and contributed to socioeconomic marginalization of the conflict-affected areas. In the policy arena too, governments
were often distracted by the political/military demands arising from the conflict, leaving
economic policy formulation to be of secondary consideration.
Table 1: Select Economic Indicators (1970-2008)
Annual Average

1970-79

1980-89

1990-99

2000-08

GDP

%

3.9

4.2

5.2

5.2

Per capita GDP

%

2.2

2.7

4.4

4.0

Agriculture

% of GDP

29.0

27.2

23.6

14.9

Industry

% of GDP

26.1

27.0

26.4

28.6

Services

% of GDP

45.0

45.8

50.0

56.4

Exports

% of GDP

18.8

22.3

27.7

26.8

Imports

% of GDP

21.5

36.3

37.7

37.2

FDI

% of GDP

0.1

0.7

0.9

1.2

Budget deficit

% of GDP

-8.2

-14.0

-9.3

-8.6

%

6.9

12.8

11.2

11.6

Inflation

Source: Central Bank of Sri Lanka, Annual Report, various issues.

However, not all of Sri Lanka’s economic ills can be blamed on the prolonged conflict. Much
of the constraints have risen due to policy inertia, particularly the inability of successive
governments since the mid-1990s to push the reform agenda forward. The initial spate of
‘first generation’ reforms – aimed at cutting tariffs, scrapping exchange controls and
5
6

Arunatilake, N. and P. Jayawardena, 2008.
For instance, see Arunatilake, N. et al., 2001.
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abolishing administrative red tape – helped to eliminate distortions and inefficiency in
markets. While they still continued to provide a momentum to economic activity, it began to
be increasingly recognized that a set of ‘second generation’ reforms were needed to address
the remaining supply-side constraints to growth in the Sri Lankan economy. These reforms –
addressing the policies, regulations and institutions that impede growth – are necessary to
upgrade and diversify economic activity in an increasingly competitive global economy. It is
argued that countries that fail to carry forward such a broad-based reform process are in
danger of falling into the “middle income trap” – i.e., of finding themselves squeezed
between low wage competitors in poor countries and cutting edge innovators in rich
countries.7
However, for many developing countries, addressing second generation reforms – focused
around the need to develop the institutional capacity for reforms – is arguably more complex.
They are also politically more difficult to implement. Such reforms entail questions on the
structure of the right institutions, improvement of the administrative, legal, and regulatory
functions of the state, and incentives and actions required for private sector development, etc.
In Sri Lanka too, the calls for such reforms, directed at diverting government spending
towards achieving targeted development objectives and removing deterrents to private
investment have been heard often. The list of what needs to be done is quite extensive,
including the restructuring of a plethora of state owned enterprises (SOEs), tax reforms,
more investment in social and capital infrastructure, labour market and education sector
reforms, etc. Despite widespread recognition that a broad based economic reform agenda to
tackle supply-side rigidities emanating from such constraints in the economy are needed,
most efforts have been ad hoc and half-hearted. Indeed, it could well be argued that Sri
Lanka has experienced a progressive weakening of its institutional capacity for reforms since
the 1990s. Such weaknesses in institutional capacity have been accompanied, and partly
accounted for, by the rise of ‘coalition politics’ in the country from the mid-1990s.

3. Political-economy Elements of the Reform Process in Sri Lanka
Clearly, economic policymaking does not take place in a vacuum. A strong domestic
constituency in favour of reforms is an obvious advantage to initiate major changes in the
economic, social and political spheres. Alternatively, reforms can also be a product of strong
political leadership, where constituencies in favour of reform can be effectively mobilized. Sri
Lanka has witnessed both of the above in its key episodes of reform.

7

See Ohno, K., 2009.
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The 1977/78 reform process was supported by a strong political mandate. Although the
reform efforts were backed by financial support from the International Monetary Fund (IMF),
it was essentially a domestically-driven process. For instance, Moore (1985) has argued that
the economic policies were largely those adopted by the constituency of the newly elected
United National Party (UNP) itself. This is argued to be due to the existence of what he terms
a "well established national bourgeoisie" in the country who stood to gain by the new policy
approach and who traditionally have supported the UNP. Notwithstanding such ‘ownership’,
the government was also clearly in a position to implement sweeping changes with the
overwhelming mandate it received, securing 140 seats out of a total of 168 seats in Parliament
in general elections held in 1977.
As previously argued, the economic policy shift was not without its own attractions to a
population starved of a wide choice of goods and services as a result of stringent import and
exchange control measures. Indeed, the more liberal economic system could realistically be
argued to be more beneficial to all groups, relative to the concentration of benefits to those
who could earn rents from controls under the earlier system. Nonetheless, the immediate
impact of the removal of a broad range of subsidies and price controls was expected to be
unpopular. Moreover, tariff liberalization also meant potential livelihood losses to segments of
the workforce. Thus, the government was sensitive to the need to mobilize and build support
for its economic programme.
The population at large was assured of immediate tangible benefits – the availability of a wide
range of consumer goods as a result of the removal of import restrictions, opportunities for
employment overseas with the removal of restrictions on overseas travel and foreign
employment, and increased domestic employment opportunities from greatly increased
foreign capital inflows into the country to support the liberalization effort.
The latter objective of enhancing employment opportunities was further cemented by
specific policy interventions. It saw the government deviating sharply from a standard
liberalization-cum-adjustment policy package by launching a massive public investment
programme as part of its overall development agenda. The three key priority areas of public
investment was the implementation of the Accelerated Mahaweli Development Programme
(AMDP) to provide irrigation and hydroelectric power generation, a one million public
housing programme for the poor, and the construction of a new capital city in the country.
In effect, the AMDP and the housing programme offered the promise of new employment,
livelihood, and housing opportunities to those less likely to benefit directly from the
liberalization efforts of the government.
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The second wave of reforms initiated in the late 1980s had very different concerns to
contend with, and even more reasons for building wider support for its programme. In the
first instance, Sri Lanka was recovering from a violent uprising led by the Marxist-oriented
Janatha Vimukthi Peramuna (JVP) in the late 1980s. The socio-political tensions that led to the
uprising were seen to have been fuelled by the “perceptions among…the rural poor and urban
working classes that the dynamics of the early liberalization phase had effectively by-passed
them” (Dunham and Kelegama, 1997). With the residual of socio-economic tensions still very
much at the forefront of discussion, the economic reforms were packaged to garner popular
support, and ease perceptions of inequity in access to the benefits of market driven policies.
In the second instance, there was reduced political space for a broad-based reform effort.
Electoral changes implemented in 1978 to broaden Parliamentary representation meant that
no single party was guaranteed a significant majority in Parliament. By the late 1980s, the
government’s Parliamentary majority had slipped to 125 out of a total of 225 seats while the
government itself was riven by internal conflicts. In the midst of such challenges, it has been
argued quite correctly that the second wave of reforms relied almost entirely on the strong
leadership provided by a powerful executive presidency (Dunham and Kelegama, 1997).
To mobilize support for the reforms, a privatization initiative was re-named ‘peoplization’,
reflecting attempts to bring labour unions on board by conferring broad based ownership in
the privatization process. While corporate investors were to be majority shareholders and
exercise management control, with another 30 per cent of shares to be offered to the public,
up to 10 per cent of shares were to be gifted to the workers of such enterprises. Other
programmes were launched to reach out to the rural poor. For instance, incentives such as
quotas under the Multifibre Arrangement (MFA) were offered to the country’s exportoriented garments industry to set up firms in marginalized areas of the country and generate
rural employment for the youth. A ‘village awakening’ programme (gam udawa) was also
initiated. Most tellingly, the government launched an ambitious national poverty alleviation
programme (Janasaviya), supplementing it with schemes to provide school uniforms and
mid-day meals for school children. The national poverty alleviation programme once more
went against fiscal consolidation efforts of a typical adjustment programme underwritten by
the IMF. While the scope and coverage of the original proposal was scaled down in the face
of some opposition from international financial institutions, the government was able to
obtain agreement to proceed with its implementation.
Despite considerable progress in carrying out identified reforms in the second phase, Sri
Lanka began to witness a progressive weakening of its reform process, particularly related
to institutional reforms. These included a lack of transparency as well as regulatory
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weaknesses in the privatization exercise, which have been well documented in the
literature.8 Moreover, politically expedient measures began to increasingly come into play in
the form of “populist measures” to garner support for the leadership.9 It effectively meant
supporting entrenched systems of patronage, including resistance to accept any move that
implied labour retrenchment. This was in stark contrast to measures taken by the
government in the early 1980s to suppress trade union action during the initial phase of
reforms.10 By contrast, during the second phase, the government pushed through measures
to create employment regardless of their wider economic implications.11 The driving belief
was that if the reforms were to generate electoral benefits, the more marginalized strata of
society had to see visible gains within a relatively short span of time.
This need to deliver quick results in the aftermath of a major socio-political upheaval
reinforced the tendency to bypass the country’s administrative system. The country’s
technocracy was increasingly viewed as being highly politicized, and incapable of
coordinated implementation of policy needed for effective reform. Thus, the policy reform
process was led by the executive and a handful of trusted bureaucrats. Thus, Sri Lanka also
began to increasingly experience a weakening in institutional capacity for sustaining a
reform process.
Such political-economy constraints to reform coalesced in the latter part of the 1990s as Sri
Lanka entered into a phase of ‘coalition politics’ in the country. For instance, during 1994-99,
a People’s Alliance (PA) government was made up primarily of a left-wing coalition of nine
parties led by the Sri Lanka Freedom Party (SLFP). In the absence of an absolute majority of
seats in Parliament, the government was reliant on the support of other smaller parties, with
some of the support assured only on a ‘case-by-case’ basis. Under such circumstances, it is
not surprising that reform efforts peter out – as did a second phase of privatization in the
second half of the 1990s.
Thus, from the late 1990s, Sri Lanka was to increasingly grapple with political obstacles to
reform. Proportional representation was seen as bringing a balanced legislature, where all
shades of political thought could be represented. However, it can also stymie broad based
reform efforts in the context of coalitions with smaller parties that advance the interests of

8

See Knight-John, M., and Athukorala, 2005.

9

Particularly in the context of a growing internal rift within the ruling party.

10

This included the enactment of an Essential Public Services Act which gave the government wide powers to
ban strikes in areas it considers essential.

11

For instance, the 200 garment factory programme – intended to create rural employment – strained the
capacity of the industry, disrupted operations of existing exporters, and created a backlog of problems for the
industry.
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narrower constituencies. There are other costs in terms of policy formulation and
implementation. Coalition building has inevitably meant that the size of the Cabinet of
Ministers and line ministries have grown exponentially to accommodate and ‘reward’
coalition partners. It has also led to a fragmentation of subject ministries in an ad hoc
fashion. Thus, decision making and implementation is hampered and the bureaucracy
weakened further, etc.
Another downside was the heightened risk of instability, as political parties could cause the
fall of a government by withdrawing the necessary support. For instance, the election of a
PA government in October 2000 for a six-year term came to an abrupt end only a year later
as the government was forced to call for fresh elections with the collapse of its coalition base.
Inevitably, the emergence of such fragile coalition arrangements encourage governments to
take a short-term view on policy, rather than a medium to longer term perspective that is
necessary for an effective reform programme.
The fragility of coalition arrangements not only constrains reforms, but can also generate
policy instability. For example, Sri Lanka moved from a general apathy towards reform in
2000-01 to a pro-reform zeal during a brief hiatus in 2002-04. In fact, the policy shift could
well be argued to have been from an anti-reform stance – exemplified by a one year
Memorandum of Understanding (MOU) between the ruling PA and the JVP that included
an agreement for price restraints on a variety of essential goods, reining in of privatization,
etc. Fast on the heels of the collapse of the PA government in 2001, a newly elected United
National Front (UNF) coalition government led by the UNP initiated an accelerated reform
agenda aimed at a major de-regulatory exercise that included concerted efforts to achieve
fiscal consolidation.12
The short-lived experiment of 2002-04 further highlights the complexities of implementing a
sustained reform process. The reform process was initiated on the back of a weak
macroeconomic environment that called for stabilization measures. The government’s
attempts to restructure public finances saw an immediate freeze on recruitment to the public
service, a freeze on the salaries of public sector workers, the withdrawal of subsidies such as
a fertilizer subsidy on offer to farmers, etc. At the same time, the government initiated the
privatization of several state owned enterprises (SOEs), alongside attempts to fast-track a
host of deregulatory reforms.

12

See Government of Sri Lanka, 2002, “Regaining Sri Lanka: Vision and Strategy for Accelerated Development”,
December 2002.
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Although there were immediate ‘positive’ results in terms of regaining some degree of
macroeconomic stability, the government failed to win broad support for its economic
reforms. The regeneration in GDP growth – visible as it was in the stock market, services
sector, foreign trade and investment – was concentrated in pockets of the economy, and
largely failed to permeate the rural economy. Indeed, key constituencies such as the rural
agricultural based voter and the public sector were alienated by the withdrawal of subsidies,
a freeze on recruitment and wages of the public sector, etc. No attempt was made to
compensate for the adjustment costs, which was in stark contrast to earlier phases of reforms
where ‘compensatory’ measures were built in to make the reforms more palatable to the
affected constituencies.
Weaknesses in Sri Lanka’s institutional capacity for reforms were also exposed once more.
As in the early 1990s, the reform process largely bypassed the technocracy, and instead
relied heavily on a handful of advisors. The progressive proliferation of ministries and the
fragmentation of the bureaucracy over the years reinforced this tendency. Thus the reform
process once more saw an over-reliance on a handful of officials to formulate and implement
policy. Moreover, unlike earlier phases of reforms, a perception of external intervention was
more keenly felt this time around. Perhaps somewhat ironically, this was despite the fact
that the government was firmly committed ideologically to the reform process, much more
so than under any previous post-reform government in Sri Lanka. In part, the perception
was largely due to the involvement of international actors in Sri Lanka’s armed conflict
during this period,13 that included a joint donor pledge of a US$ 4.5 billion financial aid
package to underwrite the reform process – with assistance tied to ‘progress on the peace
front’. Perceptions of overt external intervention in this instance were largely counterproductive in buying widespread support for the government’s economic and/or political
initiatives.
Two years into office, the UNF government proved to be electorally unpopular when Sri
Lanka saw yet another election in April 2004. An economic policy swing was once more in
evidence, in an almost seeming backlash against the neo-liberalism of the 2002-04 reform
agenda. The post-2004 economic policy framework signalled a nuanced shift in economic
policy in both tone and focus – an emphasis on building a strong ‘national’ economy and a
qualitative change in the degree of state involvement in economic activity.14 The focus of
policy attention shifted to the rural economy, agriculture, and small and medium enterprises
13

In February 2002, the government entered into a Ceasefire Agreement (CFA) with the Liberation Tigers of
Tamil Eelam (LTTE) and began talks towards arriving at a ‘negotiated settlement’, observed by a select group
of international co-chairs.

14

See Ministry of Finance and Planning, 2006, “Mahinda Chintana: Vision for a New Sri Lanka”, Department of
National Planning, Ministry of Finance, December 2006.
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(SMEs) as vehicles for generating a vision of ‘growth with equity’. Most notably,
privatization was ruled out as an option in any public sector reform exercise.
The policy direction appears to be an attempt to allay a sense of disenchantment amongst
those left behind by economic progress. The concerns are very real. A fast growing gap
between regions, and between rich and poor, can exacerbate social unrest and defeat longterm socio-economic and political objectives. Thus, it is widely recognized that the economy
needs a better growth rate and more equal distribution of benefits in order to solve
persistent problems of poverty and lack of decent employment in the country. The
government appears convinced of the need to concentrate on agriculture and rural
infrastructure as a means of generating regional economic growth and bridging disparities
across the country. Such objectives in themselves are viewed as an argument for broadbased reforms. The contention is that reform has brought faster growth in those parts of the
economy that have opened up most to competition, and that lagging areas, such as rural
agriculture, do poorly only because reform efforts have not gone far enough (World Bank,
2007). The questions it raises then is what needs to be done, and perhaps as critically, what
can be done within the existing socio-political constraints that governments continue to face.

4. What Next? Some Conclusions
As already mentioned, second generation reforms seek to address the policies, regulations
and institutions that impede growth. These include questions about the functions of the state
– i.e., moving from provider towards that of regulator, divisions between public and private,
and what remains as uniquely the role of the state. The state has a key role to play in
ensuring an equitable and efficient operation of the market to limit damaging externalities
with regard to health, welfare, income distribution, and the environment that markets, left
alone, can generate. However, for many developing countries like Sri Lanka, the state as a
provider of subsidies and employment is not sustainable in the face of competing demands.
This means that where certain public activities can be delivered by a diversity of actors, both
public and private, an appropriate combination of the two has to be adopted in order to
improve overall economic efficiency.
Failure to reform public sector institutions and services can mean that even well-intentioned
policy can be ineffective. Public institutions are often easy prey to vested interests, where
administrative decision making is then subject to political capture. In such an environment,
institution-building is also highly vulnerable to political discontinuities. A cumulative result
is a weakening of the competency of the technocracy, compounded by overt politicization of
the public service. The end result is that policy formulation tends to become highly
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centralized amongst a cohort of chosen bureaucrats, as has been the experience of Sri Lanka.
Such developments derail efforts aimed at building competent teams or modernizing the
organizational culture of a public agency.
The above factors have been compounded by the proliferation of government institutions in
Sri Lanka. It is notable that the average composition of ministers in the country at the time of
the initial phase of reforms in the late 1970s stood at approximately 25 Cabinet Ministers,
complemented by an equivalent number of Deputy Ministers. By sharp contrast, Sri Lanka’s
central government at present consists of over 50 Cabinet Ministers, 38 Non-Cabinet
Ministers and 19 Deputy Ministers.15 And, this is notwithstanding the establishment of
another layer of provincial level government since the late 1980s. Indeed, it has been argued
that political interference and the proliferation of government institutions have undermined
steps taken by Sri Lanka to alleviate poverty and even caused the perpetuation of poverty in
the country (ADB, 2009).
Thus, any reform effort is bound to be periodically derailed without a strong and efficient
technocracy. This calls for reforms to centre on improving the performance of public sector
institutions. However, it is easier said than done. Revamping public institutions requires a
long-term commitment and the capacity to tackle difficult political challenges. But, the
potential economic benefits are many. Greater accountability of bureaucrats and politicians
strengthens the credibility of the state and its institutions, and in any sustained reform effort,
such credibility is necessary to withdraw protection from the economically privileged. These
can include organized labour, where labour laws can overly benefit those already employed,
while reducing opportunities and income for unemployed workers. It can include big
businesses that seek protection from foreign competition. Once investments are sunk in
activities that are profitable only because of subsidies and tariffs, any attempt to remove
those concessions are strongly resisted. However, such handouts can aggravate low
productivity and lack of competitiveness, and impede economic growth. Thus, any
meaningful reform effort has to ensure that the administrative decision-making process is
insulated from vested interests.
Lack of credibility undermines any reform effort, as exemplified by Sri Lanka’s experience
with its privatization programme. As previously mentioned, these have had varying degrees
of success (Knight-John and Athukorala, 2005). In general, the results have been mixed,
offering critics of privatization many examples where deals have been subject to
controversy. In some instances, the divestiture was badly handled, either tainted by
corruption, sold to private monopolies, or subject to poor regulation, etc. In some instances,
15

http://www.priu.gov.lk/Govt_Ministers/Indexministers.html. Accessed 25 September 2009.
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better coverage and quality of services after privatization has come at a price: as subsidies
were withdrawn, prices often rose as a result.
It is recognized that structural reforms in the SOE sector have the potential to hurt powerful
interests, at least in the short-term. Restructuring of SOEs do, therefore, run into serious
opposition by labour unions and affiliated parties, and requires heavy political investment
in any reform effort. Thus, any efforts to change the modality of public ownership – be it
privatization, management transfer, etc. – must be underpinned by strong institutional
capacity with a clear legal framework, sound regulatory governance and elements of
accountability, transparency and credibility.
Reform efforts have also to be conceptualized within a broad overall programme. For
instance, efforts to restructure SOEs in the absence of policy space to rationalize employees
will make it more difficult to improve on performance – for example, by offering better pay
to those already in service. Attempts at administrative reforms in Sri Lanka to such ends
have fallen by the wayside. Indeed, public sector institutions have been used as means of
employment generation, retarding efficiency and productivity. Despite the lead role of the
private sector in economic activities, the state continues to account for a large share of total
employment in the country, imposing a heavy burden on the country’s public finances
(Table 2). An unreformed public sector is thus a barrier to a faster rate of sustainable growth;
it holds adverse implications for government debt and infrastructure spending, which sets a
lower-than-necessary speed-limit for the economy. Even leaving aside the direct fiscal
constraints, a vast and over-lapping administrative machinery – often subject to apathy and
corruption – can fail to deliver the services required of it.
Table 2: Select Indicators of Public Sector Employment
1980
Total employment (‘000 persons)

4119

1990

2000

2008

5047

6310

7175

Public sector employment (‘000 persons)a

1352

1156

1259

Share of total (%)

26.8

18.3

17.5

23.5

23.2

32.4

36.5

5.1

6.6

10.2

11.4

% of total revenue
Salaries and wages
Pensions
Note:

Includes government and semi-government institutions.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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While the state has a role to play in focusing investment on job-creating sectors in
competitive and productive areas, it must also provide an attractive regulatory environment
for employment generation. Sri Lanka’s private sector has to cope with a plethora of
investment-deterring labour laws. Regulatory enactments such as the Termination of
Employment of Workmen (Special Provisions) Act of 1971 (TEWA) prevents any company
with more than 15 employees from making redundancies without obtaining approval from
the Labour Commissioner – very often, a protracted and costly affair.
Efforts to preserve jobs by trying to protect workers by making it more costly to fire them
can be counter-productive. According to unions, this protects workers from unscrupulous
employers. But, it can make employers wary of taking on new staff, opening new factories
or, in the case of smaller companies, growing beyond the threshold of 15 employees. Thus,
lack of labour market flexibility can discourage employment creation in the formal job
market, with all the attendant benefits such as pensions and safety net programmes. This has
indeed been the case in Sri Lanka. Employment growth in the country has been primarily in
informal sector activities, currently comprising nearly 70 per cent of total employment in the
country (Arunatilake and Jayawardena, 2008). Thus, it is also often the case that it is the
marginally employed who lose out from unreformed labour laws.
Ad hoc changes undertaken under intense pressure from trade unions – such as the
amendments to the TEWA gazetted in March 2005 that launched a new compensation
formula – can also prove harmful. Employers may hesitate before taking on new workers if
retrenchment proves too costly. For example, it is estimated that workers with 20 years of
experience receive the equivalent of 39 months of salary under Sri Lanka’s TEWA scheme,
while the corresponding compensation received by workers in other Asian countries is
about 16.3 months of salary (World Bank, 2006).
Besides reforms in the labour market, reforms to Sri Lanka’s education sector remain mired
in political rhetoric. Education reforms have received varying levels of policymaker support
in Sri Lanka where public funding has been synonymous with free supply and access to
higher education. However, the growing demand for qualifications in business, commercial
law, computing, etc., are likely to drive a greater number of students towards higher
education in the future. Given this rising demand, strategies for reforming the management
and financing of higher education have to be re-considered and discussed: what the possible
effects are of private participation on equity and efficiency; what trade-offs emerge in policy
design; and what kind of activities can be delegated to private parties, and what should be
provided by the government, etc. Again, regulatory reforms to improve the delivery of
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education services to meet the needs of a globalized economy have been a long identified
area requiring policy attention in Sri Lanka.
These, and many other such sectors, impinge directly on the state of the country’s weak
public finances, and reinforce the need for policy change. Sri Lanka has been overspending
and over-borrowing for far too long, manifest in a public debt that now stands at over 80 per
cent of GDP. Government borrowing is not always necessarily bad. It may be appropriate to
borrow in order to ‘invest in the future’. Public spending on areas that clearly represent
investment in the future benefits the economy in several ways. For instance, if such
borrowing is used to finance better infrastructure, education or health, it can encourage
further private investment, provide a short-run stimulus to the economy and increase its
long-run growth potential. In turn, productive investments can generate increased future tax
revenues to pay off the borrowings. On the other hand, such a course of action requires that
attention is paid to the cost-effectiveness of spending – ensuring that spending is responsive
to the most critical needs of the economy. In the absence of such governance, a country will
be saddled with destabilizing excessive public debt, with no long-term efficiency gains to
pay off loans.
Thus, the above discussion reinforces the two pressing areas for policy action in Sri Lanka:
(i) improving the quality of public finances by re-orienting expenditures and services to
priority and growth enhancing areas; and (ii) paying renewed attention to improving the
country’s ‘investment climate’ – the policies, regulations and institutions that can encourage
active private sector participation in the economy.
The pace and sequencing of reforms will hinge on political factors as much as on any
economic rationale for reform. Sri Lanka’s experience of coalition governments since the late
1990s, clearly indicates how powerfully politics can constrain economics. The pace and
scope of reforms have inevitably had to be tailored to find consensus between the
proponents of reform and their opponents. Often, this leads to a sense of policy paralysis.
Alternatively, attempts to accelerate a reform agenda in that milieu means a government
risks its political capital, as was the case during the 2002-04 reform process. Another lesson
of that attempt is the limited room Sri Lanka has to implement an accelerated reform
process. It is much harder to carry out a whole gamut of reforms at a time when fiscal
constraints alienate constituencies, as well as limit the capacity to compensate the inevitable
losers from any reform process.
In the context of the existing socio-political structures in Sri Lanka at present, an incremental
process of reforms is perhaps the more feasible, and the more acceptable course. An
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appropriate pacing and sequencing of reforms is more likely to ensure political viability and
thus the long-term sustainability of the reform programme. Gaining and retaining political
viability also means that the reforms process has to be perceived to have domestic
ownership – i.e., to be pursued from a standpoint of national self-interest, and not due to
pressure from donors and multilateral financial institutions.
The end of the three-decade long armed separatist conflict in May 2009 offers Sri Lanka a
fresh opportunity to gear its economy to sustained long-term growth – i.e., by tying in a
reconstruction related stimulus to a reform process that targets the supply-side rigidities in
the economy. Even in the absence of efforts to improve overall efficiency in the economy, a
reconstruction related economic boom can lift the country’s economic growth in the medium
term. But, without broad based reforms, the boom is likely to be relatively short-lived,
leaving behind macroeconomic instability in its wake.
Articulating and implementing an economic policy programme will be less fractious if there
is broad political support for a government. It means that the government need not
necessarily sacrifice policy goals to satisfy the vested interests of smaller parties. As Sri
Lanka heads towards what is likely to be defining national elections in 2010, a clear winner
is likely to raise hopes that serious reform is possible. The challenge is whether a new
government will take the necessary steps to lay the policy and institutional foundations that
will allow Sri Lanka to reap the full economic dividends of the end to its 30 year separatist
conflict.
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The Evolving Role of the State: Privatization, Competition and
Regulatory Governance
Malathy Knight-John
“The reformer has enemies in all those who profit by the old order and only
lukewarm defenders in all those who would profit by the new.”
Niccolò Machiavelli - “The Prince” (1513)

1. Introduction
The intellectual and policy debate on the role of the state in the development and reform
process spans several decades. Empirical evidence from around the world points to the
waves and cycles of state-led growth and nationalization, of privatization and competition,
and of public-private partnerships (PPPs) in public policy. As development theoreticians
and policy makers have moved along the learning curve, the once widespread notion that
the market and the state are diametrically opposed systems of social organization that
warrant stark political choices has proven to be erroneous. Instead, what has become
increasingly apparent is that both forms of organization encompass a vast range of complex
social processes that are inextricably linked and embedded in a particular political
economic milieu. From a policy perspective therefore, erecting an artificial barrier between
states and markets is counter-productive in terms of development and growth.
As in several other developing countries, the policy cycle in Sri Lanka has also been
interspersed with episodes of nationalization, competition, privatization, PPPs, regulation
and deregulation. The forces that have influenced these policy choices have largely been a
combination of politics, ideology and economic realities, with the latter being somewhat
muted in recent years. The objective of this chapter is to provide some thoughts on the
evolving roles of the state and of the market in Sri Lanka in the specific context of stateowned enterprise (SOE) reforms, particularly in view of the stance adopted by the current
regime, as set out in the policy statement, “Mahinda Chintana”:
“Government ownership in the strategically important enterprises of banking, power and
energy and transport and ports as well as national assets will be continued. Such assets
or such public enterprises will not be privatized.
Legislation will be enacted clearly spelling out the responsibility of the government in
acting as a custodian in the management of institutions and resources in order to protect
the people’s ownership of national assets. Management of national assets and public
institutions in a more professionalized and independent manner without being
politicized will also be ensured by this legislation.”
(http://www.president.gov.lk/pdfs/MahindaChinthanaEnglish.pdf, p. 40)
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The next section of this chapter provides a snapshot of the evolution of policies with regard
to privatization, competition and regulation and SOE reforms in Sri Lanka since the
liberalization of the economy in 1977. This section also reflects on key policy questions and
dilemmas as they relate to process and outcome issues faced by reformers, in an attempt to
gain a better understanding of the dynamics of institutional change in Sri Lanka’s political
economy milieu. The concluding section of this chapter addresses the policy questions:
given political economy constraints endemic to institutional change in Lanka, what are the
potential windows of opportunity for reform; and, what are the necessary and sufficient
political ingredients for sustainability of the reform process.

2. Privatization, Competition and Regulatory Governance in the Context of Sri
Lanka’s SOE Reform Process
The extensive literature that exists on the challenges to SOE reforms in Sri Lanka, as well as
in other developing countries (for instance Kelegama, 1992; Nellis, 1994; Cook and Uchida,
2001) points to the fact that the dilemma confronting decision-makers is, and has been, a
much-debated subject across academic and policy circles. Evidence from around the world,
as observed in China, India, Latin America and much of Eastern Europe for instance,
suggests that the need for SOE reforms – in some form – is recognized by political leaders
and other key stakeholders in the policy space. The practical conundrum therefore, is on the
implementation of reforms - on selecting the optimum modality for improving the
performance of SOEs, on sequencing the reform process and on setting in motion a virtuous
policy cycle by strategically identifying winners and compensating losers to get to a
sustainable solution.
The essence of the problem afflicting SOEs is broadly similar in developing countries that
carry a legacy of state-led growth combined with governance structures that lack
consistency and accountability. Extensive public sector involvement in economic activity is
a significant feature of Sri Lanka’s policy milieu. As reported in Central Bank, 2008: p. 139,
total public sector investment during the period 2005-2008 amounted to around 6.2 per cent
of GDP, with approximately 3.6 of this being targeted towards economic services; and, as
set out in Central Bank, 2006: p. 4, SOEs in Sri Lanka are responsible for managing essential
services such as electricity, railways and water supply and drainage, and account for over
80 per cent of petroleum products importation and distribution, 30 per cent of bus transport
services and over 50 per cent of banking services. However, these entities tend to be
managed on non-commercial, soft budget constraint lines eroding their sustainability as
efficient entities and ironically undermining their role as public sector service providers.
The perilous consequences of the existing management “culture” in the SOE sector is
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starkly portrayed in the dismal performance of key public sector entities such as the Ceylon
Electricity Board (CEB), the Ceylon Petroleum Corporation (CPC), the Sri Lanka Transport
Board (SLTB) and the Sri Lanka Railways (SLR) – which have been the subject of recent
study by the Institute of Policy Studies (IPS). The gravity of the problem from a general
equilibrium perspective – what may be seen as one element of the opportunity cost of nonreforms - is evident in the following vicious cycle. As per IPS research findings, CEB owes
nearly Rs. 28 billion and SLTB and SLR together owe a sum of Rs. 3 billion to CPC – as such,
the performance of CEB, SLTB and SLR has a direct impact on the performance of CPC in
terms of revenue collection, which in turn has a significant impact on the country’s fiscal
deficit and macroeconomic stability.
The downward spiral observed in much of Sri Lanka’s SOE sector – unsustainable overstaffing (associated with political nepotism), heavy financial pressures on dwindling state
finances (to preserve the status quo in inefficient and unproductive entities) and
deteriorating service qualities – needs to be seen in context. Financial inefficiencies and the
associated drop in the quality of public services are a reflection of deeper, more complex
and more pernicious political economy obstacles that stand in the way of progressive
reforms. Decades of experimenting with economic reforms in Sri Lanka have seen
successive governments promulgating varied strategies for public enterprise reform; and
yet today Sri Lanka stands at cross-roads with little evidence of progress in terms of SOE
reforms. The problems currently plaguing the SOE sector – ranging from financial and
allocative inefficiencies to political compromises made – are well-known. In short, what is
evident is that in spite of policy rhetoric to the contrary, public enterprise reform in general,
has been a stagnant – and in some instances a backtracking - process.
The syndrome of a recurring gap between policy statements and practice –addressed in this
section – is perhaps best comprehended through the lens of path dependence as defined in
the institutional economics literature (for instance, North, 1991). Path dependence, in the
context of this analysis, implies that policy outcomes are products not merely of prevalent
socio-economic and political conditions; history matters; policy choices have an enduring –
“lock-in” -

effect that get embedded in the policy space and persist long after initial

conditions change. The stagnation in the public enterprise reform process – in spite of
decades of experimenting with change in the status quo – is a reflection of historical lock-in.
Policy choices made with respect to SOEs, such as for instance using these entities to
distribute political favours in terms of employment opportunities and assuming a myopic
attitude on continuous financial and operational inefficiencies, have resulted in entrenched
stakeholder expectations: expectations from public enterprises that have been embedded
over time and would require radical and politically risky policy decisions to overturn.
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As set out later on in this section, the political incentives underpinning Sri Lanka’s
governance structure are not conducive to radical policy reform. In short, given the
governance milieu and assuming rational decision-making where policy makers maximize
political gain (or votes/funding of electoral campaigns/re-election), the opportunity cost of
changing the status quo is perceived as high. On the other hand, regimes that have indeed
attempted to implement reforms have back-pedalled when faced with stakeholder
opposition (a case in point is reneging on CEB reforms despite the enactment of supporting
legislation in 2002, consequently losing out on conditional donor – Asian Development
Bank (ADB) - funding) – indicating that strategic, long-term sustainable policy planning has
not been the priority of successive governments.
A snapshot of Sri Lanka’s public enterprise reform process and the governance structures
that have bounded the parameters for policy decision - particularly since the opening up of
the economy in 1977 - captures the political economy constraints to implementing change in
the SOE sector and illustrates the syndrome of path dependence and policy embeddedness
described above.
Sri Lanka’s post-Independence economic policies were to a large extent nationalistic and
inward-looking, reflecting in part a reaction on the part of national leaders to decades of
colonial rule. A strong reliance on SOEs, with successive governments creating new public
entities, nationalising a number of private enterprises and fostering state monopolies, was a
key feature of economic reforms in these years. Stakeholder support for these changes was
secured by appealing to populist sentiments – for instance using SOEs as mechanisms for
employment creation and imposing price controls on essential goods and services.
According to Kelegama (1997), the public sector accounted for over one-third of investment
and for around 40 per cent of formal sector employment at the time of economic
liberalisation in 1977; and, a majority of these SOEs were burdened with issues of
overstaffing, mismanagement, corruption, inefficient procurement systems, excessive
government intervention and politicisation.
The liberalization of the economy in 1977 and subsequent attempts at reform over the past
three decades have not seen substantial changes in the SOE sector – as evidenced for
example by the findings of the Central Bank set out in the preceding section of this chapter.
A majority of these enterprises continue to serve as a relatively easy source of rent-seeking
and disbursement of political patronage, with stakeholders that lose out from this process
displaying a sense of apathy in terms of change – a perplexing attitude perhaps nurtured by
the relatively subdued nature of civil society activism in Sri Lanka. The pattern of lock-in
and path dependence in the reform process suggests that the political economy incentives
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that govern decision-making in Sri Lanka – specifically short-term electoral cycles, coalition
politics and the general perception amongst voters that there is little or no substantive
difference between the different political parties - are inimical to sustainable change in the
status quo resulting in a trend of overall stagnation in public policy.
Whilst public policy in Sri Lanka is divided amongst the executive, the legislature and the
judiciary, the extensive powers bestowed on the office of the President under the
Constitution of 1978 has tended to undermine principles of good governance based on an
effective checks and balance mechanism. Executive decisions have judicial immunity (with
members of the Supreme Court being appointed by the President) and a two-thirds
majority in Parliament is required to impeach the President – a near impossible state of
affairs given both the electoral structure and the nature of coalition politics in the country.
To a large extent, the governance framework put in place in 1978, after the opening up of
the economy has only endorsed the tendency towards short-term partisan politics.
The phenomenon of maximizing short-term political gain and transferring the negative
ramifications of ad hoc policy decisions to future generations is one that has been common
to successive regimes – in spite of declared election manifestos to the contrary. Sri Lanka
has been witness to scenarios ranging from one where the executive and the legislature
came from different political parties (resulting in disruptive politics) to ones where a single
political party dominated these two branches of government (resulting in the concentration
of narrow, short-term political interests) to coalition regimes (where decision-making has
been hamstrung by the inability to secure collective support).
A pointed message that emerges from this state of affairs, from a governance perspective, is
that the options available to move forward are politically challenging. First – as has been
extensively discussed and researched on by experts in the subject, such as De Silva (1981)
the status quo as per the Constitution of 1978, which gives the executive branch of
government powers that cannot be matched by a legislature made of up several minor
parties and that extend to judicial immunity, needs to be changed. Second, stakeholder
groups such as the media in particular need to assume a more active role in building the
pillars for collective action and informed civil society participation in the reform process.
The dilemma however lies in the fact that each of these changes requires political will as a
necessary and sufficient condition. Political will, as with any phenomenon that deals with
choices, can only be created and sustained by strategically establishing the right incentive
structures; incentives that would indicate that the benefits of a particular policy choice
outweighs its costs – within the constraints of a relatively short-term electoral cycle.
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The United National Party (UNP) government that assumed power with a four-fifths
majority in Parliament in 1977 and with executive power centralised in the Presidency
under a new Constitution, had a strong political mandate for economic reform, and yet,
public enterprise reform was placed on the back-burner for over a decade. The lack of
progress in SOE sector reforms during this period is perceived by Dunham and Kelegama
(1997) as a rational political economy response to the socio-economic conditions that
prevailed in those years. Specifically, the enormous influx of concessionary aid that came
with the opening up of the economy softened budgetary constraints, and made it possible
for the government to continue previous practices of political patronage; in short – and
particularly given the fact that this period was also one of mounting political violence - the
leadership did not have an incentive to make radical changes to the status quo.
However, by 1989 – at the start of what is termed as the “second wave of liberalisation”–
budgetary transfers to loss-making SOEs averaged around 10 per cent of GDP indicating
that the macroeconomic fallout of wavering on the reform process could not be ignored for
very much longer. Pressures from the donor community – making aid contingent on
various liberalisation and stabilisation measures – saw the proclamation of privatization as
a state policy in 1987 and the subsequent implementation of a privatization program in
1989. Whilst extensive public sector reforms – as evidenced in the partial and full
divestiture of around 43 commercial enterprises, with gross receipts of approximately
Rs.11.6 billion – was carried out in the 1989-1994 years, the reform process in itself lacked
certain crucial elements (such as sound regulatory governance) required for sustainability.
In a sense, short-term fiscal pressures surmounted the longer term allocative efficiency and
distributional equity concerns that form the bedrock of a virtuous policy cycle. Although
strategies such as dubbing the process “peoplisation” with connotations of transferring
public assets to the people - by way of employee share ownership plans, unit trusts and
share offers on the stock exchange– and issuing executive directives that retrenchment was
not an option – to placate trade unions - allowed for a relatively smooth reform process in
this period. There was little substantive change in terms of the tendency towards
maximizing short-term political gains.
The fallout of neglecting to address and institutionalise fundamentals in the reform process
– such as robust regulatory governance and equity concerns for instance – grew to
politically unsustainable proportions by the 1990s. In late 1994, popular disenchantment
over spreading corruption, authoritarian rule and political violence led to the end of 17
years of UNP rule and to the election of a People’s Alliance (PA) government, made up of a
coalition of the left-of-centre Sri Lanka Freedom Party (SLFP), the traditional left parties,
and splinter groups from the UNP. However, contrary to voter expectations that the
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ideology of this regime would bring on a reversal of the liberalisation process, SOE reforms
in the form of complex privatization exercises –in the telecommunications, airlines and gas
sectors for example – were carried out by this government.
Progress in economic reforms however, started to decline as the political priorities of
coalition management began to gradually dominate the policy making process. The
government’s ability to take resolute policy decisions was undermined by the fact that it
lacked an adequate majority in Parliament and had to cater to the often contradictory
viewpoints of the various parties in its coalition. The political climate was one in which
numerous interest groups vied for favours and rent-seeking activities – this time on a much
larger scale, given the size of the enterprises being privatised.
The granting of exclusivity provisions without adequate regulatory arrangements, in the
divestiture of key utility and service sector entities such as telecom, gas and airlines for
instance, and under-pricing of assets was a deliberate policy choice adopted by the
government – ironic in a sense in view of the criticism it had levelled against the previous
regime for adopting similar practices. Explanations for these policy choices range from
what could perhaps be termed “pragmatic” (speed, lack of committed bidders for these
transactions in the midst of a civil war and an unstable political climate, budgetary
constraints and a dire need for investment, etc., a case in point is that of the telecom
privatization where the investor set the parameters of what was inherently a political choice
of scenarios for the government, with a three year monopoly and an immediate price hike,
or a five year monopoly and a phased out price hike) to what could be seen from a “lockin” perspective as a continuation of a short-term outlook and a lack of staying power to
ensure a sustainable and appropriately sequenced reform process.
A commitment to private sector led growth – including completing the SOE reforms
undertaken in previous years – was the hallmark of the new UNP regime that assumed
power in 2001. The national policy statement of the government - “Regaining Sri Lanka” contained in a voluminous document set out an acceleration of the privatization process
and reform of the legal foundations of the economy as two of its three main themes. The
involvement of donor agencies in the policy-making process, both in an advisory capacity
as well as in terms of scrutinising progress on the reform front – following from the
unsustainable and ever-expanding budget deficit of 9.9 per cent of GDP in 2000 and 10.9
percent in 2001 and the signing of a Stand-By Arrangement with the International Monetary
Fund (IMF) with attached conditionality on structural reforms - was seen as more overt
than under any previous regime. Concerted efforts to achieve sound regulatory governance
with the setting up of a Constitutional Council and a multi-sector regulatory authority were
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made by decision-makers during this period. What was lacking however was a robust
strategy to secure and sustain the political capital vital for the reform process; in a sense,
this regime may have focused too heavily on the economic efficiency aspects of reforms
whilst neglecting the political fundamentals required to sustain these reforms.
The incumbent regime that was elected into power in 2005 has assumed a rather radical
stance with respect to SOE reforms, with privatization being ruled out per se as a policy
option. The government’s national development plan – “Mahinda Chintana: Vision for a
New Sri Lanka” – categorically specifies that privatization will not be amongst the menu of
public enterprise reform options; however, subsequent statements made by the political
leadership suggests that public-private partnerships (and SOE reforms that do not involve
ownership change) remain choice variables.
A brief analysis of the regulatory governance and principal-agent dynamics that have
played an influential role in shaping the path of public enterprise reform in Sri Lanka is
useful at this point. The literature on ownership change and SOE performance (for example,
Megginson and Netter, 2001; Wilner and Parker, 2002; Nellis, 2005) suggests that there is no
conclusive evidence that a change in ownership is a necessary or sufficient remedy for
under-performing entities. Instead, what emerges in the literature and in examples of SOE
reforms in countries ranging from China, South Africa, Singapore and India is that what
matters for enhanced performance is the structuring of incentives in line with principalagent dynamics. In the case of the SOE sector, where the principal is by definition the
general public and the management of the entity the agent – the dilemma lies in
institutionalising incentives that would firm up the line of accountability between the
public and the management – a challenging task in view of the fact that the owners in this
instance are a varied, non-homogenous group (this classic problem of collective action is
compounded by the fact that civil society activism is subdued in this country). Whilst
ownership change is no longer a policy option under the current regime, the need to create
the right incentives – incentives that would highlight the opportunity costs of reneging or
backtracking on planned reforms and “force” agents to implement change– is key to the
development process.
As will be expanded on in the concluding section of this chapter, a crucial ingredient in
firming up the line of accountability, creating transparency and fostering legitimacy in the
decision-making and implementation process is the institutionalisation of solid regulatory
structures. Looking back at the public enterprise reform process over the decades leads us
to three possible conclusions with respect to the stance adopted by successive governments
on regulation. First, that a hands-off policy on regulation was a deliberate, “pragmatic”
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decision on the part of the political leadership to attract private investment (the famous
“robber barons” hypothesis associated with the 1977 regime). Second, that the vast
opportunities for rent-seeking on the part of the more powerful stakeholders that formed
the political support base created perverse incentives with respect to regulatory governance
(as evidenced in the case of telecommunications privatization, where the regulatory
authority became a source of long-term rent extraction; Sri Lanka’s telecommunications
success story is scarcely a reflection of good regulatory practices, but of global and domestic
competitive pressures and technological factors that to a large extent by-passed regulation).
Finally – and this is not a very convincing claim despite the fact that politicians often use
this explanation to ward off populist pressures - that the pace of SOE reforms/
privatization set out for Sri Lanka by donors such as the World Bank and the IMF did not
allow for a proper sequencing of events where the setting up of an effective regulatory
framework preceded divestiture.

3. Political Economy Challenges to Reform: Where do we go from here?
What emerges as conspicuous when looking back at public sector reforms in Sri Lanka over
the years is that it has lacked ownership, with the political leadership either reluctant to
take tough decisions due to other political priorities such as the need for coalition building,
giving out conflicting signals, or reversing or making ad hoc changes in the process entered
into by a predecessor government. Such conditions are fertile ground for vested interests
out to engage in rent-seeking activities, particularly in the absence of sound governance
practices in general and weak regulatory governance in particular.
Public debate on policy issues with respect to reforms and regulation has been relatively
minimal, compared for example to India, and a number of Latin American and transitional
economies that experimented with similar strategies. The relatively subdued response to
the reform process is in part due to the fact that the more vocal antagonists such as trade
unions are placated by various safeguard measures (such as job security) and have little
incentive to push for changes in the status quo. The modest level of discourse on key policy
issues is also linked to a more widespread problem in Sri Lanka – the absence of a cohesive
civil society that actively participates in the development process. Discussion where it has
existed has largely been confined to academic circles (politically marginalising grassroots
stakeholder groups that can actually garner the much-required bottom up stimulus for
change) with little interaction between decision makers and the academia, and a widening
gap between policy rhetoric, planning and implementation.

87

Malathy Knight-John

Getting to a sustainable solution to the policy dilemma – where do we go from here – brings
us back to a recurring theme in this chapter – the dynamics of institutions and institutional
change in Sri Lanka, which we perceive as being the key obstacle to a sustainable reform
process. As conceived in the institutional literature, rent-seeking is a result of policies and
institutions that create the wrong incentive structures – for example ineffective regulation –
and the introduction of more efficient institutions is constrained by the high political
transaction costs linked to institutional change. The final outcome of institutional change
rests on the distribution of power in society, the relative political leverage of those who are
pro-reform and those who resist change, and the nature of patron-client networks.
Applying this analytical framework to the Sri Lankan context provides some useful insights
into the reform process. Similar to other countries in South Asia, political power in Sri
Lanka is concentrated amongst a small group from the more privileged segments of society.
This has resulted in governance structures that largely discount the interests of a vast
majority of the population, with the leadership deriving its support from patron-client
networks that serve its narrow political agenda. Successive political regimes have bought
the support of groups opposed to the reform process – groups that have the power to resist
change that is – as evidenced in the case of privatization. To put it differently, these groups
have bought into the rent-seeking process and have become embedded in the prevailing
governance structure.
In view of these circumstances, institutional change is only possible if the political
leadership is willing to completely overhaul and rebuild the institutions that have
perpetuated bad governance over the years and create new structures to support the needs
of the reform process. This requires immense political will - as it involves uprooting
entrenched vested interests - and political risk, given the nature of the electoral cycle. In an
alternative scenario, institutional change could be the natural result of a deep crisis – a
situation that may not be too far off given the irregularities that have pervaded the reform
process. In the final analysis, the future direction of institutions and institutional change
and of the reform process rests on the path chosen by the political leadership: will it be path
dependence or will it be a new genre of governance?
The political economy analysis set out above posits two crucial policy questions: which
stakeholders stand to gain or lose from changes in the status quo, and, how do we get to a
position of securing the buy-in of “winners” and compensating losers in a situation of
constrained optimisation where:
•
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•

Perpetuated state subsidisation of loss-making public enterprises is an
unsustainable option in view of fiscal overcrowding and an impending
macroeconomic crisis ; the realities associated with hard budget constraints have
to be recognised by all stakeholders in the policy space; and,

•

The financial crisis in key SOEs has reached intolerable proportions.

The findings of the IPS research mentioned above indicate that most stakeholders are
averse to or misinterpret the term “privatization”. These findings are similar to those set out
in Nellis and Birdsall (2005), where a World Bank–commissioned survey in Sri Lanka
found that more than 80 per cent of the respondent group perceived privatization as
negatively impacting on poverty and living standards. A key finding emerging from our
research is that perceptions are crucial in shaping the direction of the reform process; and in
general, perceptions are formed on the basis of what one stands to gain or lose through
changes in the status quo.
Not surprisingly, the most neutral promoters of reforms have been the relatively wellconnected who have little to gain or lose from changes – given the “votes and election
funding - in exchange for rent-seeking opportunities and political favouritism”
arrangement that exists between this stakeholder group and the political leadership. In
general, the labour force does not look favourably upon reforms - given the guarantee of job
security in SOEs and the perception, cultivated over years of heavy government
intervention in the economy, of a benefactor state – not discounting the presence of
vociferous trade unions with strong bargaining power and the ability to create industrial
unrest. Consumers tend to be marginalised as the “silent majority” who lose out (in terms
of affordability, access and quality of service) from stagnation and backtracking in reforms particularly in the services and utilities sectors.
A key finding of the research carried out by IPS indicates that public-private partnerships
(PPPs) are considered a feasible strategy for reform by a wide spectrum of stakeholders –
ranging from the political leadership, to SOE management, to trade unions and the private
sector. This is also a strategy that has shown positive results internationally – in India’s
railway sector for instance – as well as domestically in Sri Lanka’s telecommunications
sector. In a policy environment such as that currently prevailing in Sri Lanka, and given the
argument propounded in this paper that states and markets cannot and should not be
isolated and that ownership change is less important than competition or the threat of
potential competition (contestability) for improved enterprise performance, a reform
strategy that allows state entities to compete with private entities is perhaps the way
forward.
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Sri Lanka’s experience with liberalization and competition suggests that this approach
could work in most sectors other than those that have characteristics of a natural monopoly
(as in, for instance, electricity transmission). As is evident from international and local
trends however, the cases of genuine natural monopolies have declined as technology
supersedes government-imposed barriers (for instance, the local loop segment in the
telecommunications sector). What is also clear from the Sri Lankan as well as international
experience is that the role of the state as an effective regulator is particularly vital for the
success of this approach.
Drawing from Sri Lanka’s telecommunications sector, the sequencing of sector reforms with
the introduction of competition in the fixed sector preceding privatization of the incumbent,
resulted in the incumbent recording an average connectivity increase from 12.88 to 31.97 in
the pre and post-competition periods, respectively. In addition, the compound annual
growth rate for the period 1995-1998 was 48.6 per cent in the competitive mobile segment as
against 36.5 per cent in the fixed-access market that retained barriers to competition in
international telephony. On the other hand, introducing competition in the absence of
effective regulation could have disastrous consequences as is evident from Sri Lanka’s
experience with bus transport liberalization where performance fell far short of consumer
expectations of affordability and quality, and there was a marked failure to grasp the
principle of regulation for competition.
The bottom line therefore, is that reforms can be successful even with externally imposed
constraints such as the ban on asset transfer, if there is commitment at the highest levels of
government. In addition, the careful structuring of incentives in line with principal-agent
dynamics that lie at the heart of any transaction is vital for a sustainable reform process. It
follows therefore, that any policy transfer has to be contextualized and grounded in the
local environment if it is to yield beneficial results.
It is not sufficient to tinker with economic reforms alone; what is important is to get the
political processes right – an effort which requires tremendous political will, given the
inevitable loss of political support and hardships in the short-term. The good news
however, as evidenced in a number of countries that have undergone similar processes, is
that once the process is right and reforms are on the correct track, support is forthcoming
from a broad segment of the population. The key question is, will the current regime take
up this challenge, or will the opportunity for change be missed once again.
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Sustaining More than Seven per cent Rate of
Growth in the Next Decade
O.G. Dayaratna-Banda and Anuruddha Kankanamge1

1. Introduction
Sustaining higher economic growth in Sri Lanka has been a main priority in the past few
decades. The 10 year development framework presented by the government of Sri Lanka in
2006 targeted 8 per cent growth rate for the next decade and 9 per cent to 10 per cent growth
rate thereafter (Government of Sri Lanka 2006). The Governor of the Central Bank of Sri
Lanka also indicated at the Sri Lanka Development Forum held in 2007. One would
immediately ponder as to how realistic this target is. Would economic fundamentals in Sri
Lanka allow the achievement of 8 per cent growth rate for the next decade? What factors
would potentially help achieve this target? What factors would constrain achieving these
targets? In this paper we analyze growth trends of standard variables in the literature such
as capital, human capital and labour, in the aggregate production function. Then we use
univariate time series models to forecast the possible growth path until year 2015. We use a
growth accounting framework to estimate the contribution of each of the variables in
economic growth, now and future. The study also draws qualitative evidence from various
sources to discuss the potentials and constraints for rapid economic growth.

2. Review of Literature
The determinants of economic growth within and across countries have been studied using
either econometric techniques popularized by many including Barro (1991) and Mankiw et
al. (1992) or growth accounting techniques introduced by Solow (1957). In the growth
accounting framework, the classic variables that have been used are physical capital, human
capital and labour. Total factor productivity (TFP), which represents technological progress,
is then computed using growth accounting techniques. In many studies, TFP has been
identified as a key factor that affects economic growth at different magnitudes. Regardless of
the differences in the methodology such as growth accounting and econometric estimation,
conclusions on TFP are consistent. For example, Baier et al. (2002), Aiyar et al. (2005), Islam
(1995), Hall and Jones (1999) find that the effect of TFP on economic growth is more
dominant in the majority of countries.
1
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By developing a dual method to compare TFP levels across counties, Aiyar et al. (2005) use
factor price data instead of using stock of factors in growth accounting. They conclude that
TFP accounts for much of the differences in the per capita income levels between many
countries. However, due to inconsistencies in the data on factor prices and physical stocks of
capital, the two approaches i.e., dual and primal methods provide different results.
The factors that determine TFP in Sub-Saharan African countries have been examined for the
period from 1965 to 2000 (Njikam et al. 2006). They find that openness is favourable to TFP
growth only if other factors like infrastructure, education, good governance are reasonably
in good standing. Also, they find capital accumulation and the size of the financial sector to
have significant effects on TFP growth.
The contribution of TFP growth to economic growth has been examined by Baier et al. (2002)
using data from 145 countries. They find that only 8 per cent of output growth is attributable
to growth in TFP across all countries, a somewhat different conclusion relative to previous
studies. However, they show that this 8 per cent average across the world varies between
negative TFP growth to 20 per cent for different regions. In six regions, it varies between 10
per cent to 20 per cent, while three of these regions have average negative TFP growth. Their
findings indicate that Sri Lanka has average TFP growth of -0.82 for the period 1946 to 1999.
They conclude that 84 percent of the variation in output per worker can be attributed to
variations in the TFP growth.2
The sources of growth of East Asian countries have been examined by Felipe (1997) who
concludes that the methodology underlying TFP growth yields results that vary significantly
depending on the assumptions and data sources. However, he highlights the importance of
productivity in economic growth in East Asian countries and suggests exploring new
avenues in identifying sources of economic growth.
A few studies have been done on the sources of growth in Sri Lanka using the growth
accounting framework. The determinants of economic growth of Sri Lanka have been
examined in several cross country studies where Sri Lanka is one of the countries (Baier et
al., 2002). The most recent study on the sources of growth in Sri Lanka was by Duma (2007)
who examined the sources of growth in Sri Lanka in a single country case using the growth
accounting framework. Duma (2007) estimates the contribution of the above variables to
overall economic growth and then forecasts growth of these important variables till 2011. He
computes TFP growth as a residual in the growth accounting framework assuming elasticity
of output of capital and human capital at 0.2 and 0.1 respectively. Duma finds that the
2

The depreciation rate of capital was taken to be 7 percent in Baier’s study.
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contribution of TFP to economic growth, particularly after the 1980s, exceeds the
contribution of physical capital, human capital and labour. He concludes that TFP growth
has positively contributed to real GDP growth in Sri Lanka showing that this effect is
relatively strong in Sri Lanka compared with other South Asian countries.
Contributing to this literature, our study examines the sources of economic growth and
forecasts its growth path until year 2015. We use univariate models to forecast aggregate
production function variables, and a growth accounting framework to compute TFP. First
we forecast long run growth rates of real GDP, physical and human capital and labour force
for the next decade. Using these forecasted series, we compute future total factor
productivity growth to determine the possible growth path for Sri Lanka in the next decade.
Due to this procedure, this study is different from other studies in the literature that
examine future economic growth paths.

3. Methodology
3.1 A Growth Accounting Framework
Following Mankiw et al. (1992) we consider a Cobb-Douglas type aggregate production
function with constant returns to scale to describe real GDP (Y), as a function of physical
capital (K), human capital (H), labour (L) and total factor productivity (A) as follows (Since
this framework is well known we very briefly outline the growth accounting framework
below with the relevant assumptions and descriptions of the variables):

β 1−α − β
Y = A Kα H L
t
t t t t

(1)

where α and β are the shares of capital and human capital respectively. Solving equation (1)
for total factor productivity we obtain equation (2) as follows.

At =

Yt
K t H tβ L1t−α − β
α

(2)

Growth accounting theory interprets total factor productivity to be the contribution of
technology. Log of equation (2) can be differentiated with respect to time to obtain equation
(3) where growth rate of TFP (a) is a function of growth rates of capital (k), human capital (h)
and labour (l).

at = y t − αk t − βht − (1 − α − β )lt
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3.2 Data
This study uses data from the Central Bank of Sri Lanka and Labour Force Survey (LFS)
data. The sample used in the study is from 1970 to 2006 that consists both pre and postliberalized economic regimes. Real GDP (Y) is computed using deflated3 nominal GDP. We
use the perpetual inventory method to compute the stock of physical capital (K) for a given
year (equation 4).

K t = (K t −1 − δK t −1 ) + I t

(4)

We assume the rate of depreciation of capital (δ) to be 7 per cent for Sri Lanka which seems
reasonable according to many studies in the literature. Duma (2007) assumes two
depreciation rates i.e., 6 per cent for the period before 1980 and 25 per cent after 1980.
However 25 per cent depreciation rate after 1980 seems a relatively very high depreciation
rate. Although we agree that the country experienced physical capital destruction due to the
political and security situation that prevailed after 1980, we argue that capital depreciation
should take into account only wear and tear of the physical capital in the production
process. Assuming a higher depreciation rate reflects an intense use of capital in the
production process, which is not the case in Sri Lanka.
Human capital and labour force variables are constructed using Labour Force Survey data.
First, the labour force was computed considering the population and labour force
participation rate.4 We assume that relatively more skilled labour is utilized in the service
and industry sectors (non-agricultural labour) and hence level of education matter mostly in
the non-agricultural sector. Therefore non-agricultural labour was weighted by the number
of schooling years to compute the human capital variable. Thus our measure of human
capital is different from the literature.5 Figure 1 depicts the growth rate trends from 19702006 for the four series under consideration.

3

The study uses GDP deflator rates published by the Central Bank of Sri Lanka.

4

Before 1990, labour force participation rates were not available for every year. For missing observations, mean
value between two observations was considered. Between 1985 and 1990 labour force participation rates were
38.9 per cent and 51.9 per cent respectively. This led to a 45.4 per cent mean between these two periods, which
resulted in more than 5 per cent increase in the labour force participation rate from 1989 to 1990 in the analysis.

5

Many studies construct human capital variable by weighting the labour force by number of schooling years.
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Figure 1: Growth Rates Trends of Real GDP, Real Capital, Human Capital and
Labour (1970-2006)
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4. Accounting and Forecasting Economic Growth in Sri Lanka
We use univariate models to select the forecasting model for each of the series i.e., real GDP,
capital, human capital and labour. Similar methodology has been used in the literature.6
The model consists of two major components i.e., time trend component and autoregressivemoving average (ARMA) component. Quadratic trend model was selected for all four series
based on the SIC7 model selection criteria. We use SIC as the model selection criteria since it
has a larger penalty factor. Then ARMA terms were added to the quadratic trend model
considering up to 3 lags8 of autoregressive and moving average terms. This resulted in 16
models for each series with different combinations of autoregressive and moving average
terms. SIC values of all estimated models for each of the series are given in Appendix-I
Tables 5-8. In Table 1 we report only SIC values of the selected model of each series.
Appendix-I Tables 1, 2, 3 and 4 represent the regression output of the selected models.
The next step in this procedure is to derive the out of sample forecast equation based on the
selected model in each of the series. This study uses chain rule to derive the out-of-sample
point forecast.9 The derivation of forecast equations is given in Appendix-II. We consider

6

See Diebold and Senhadji (1996), Dielong et al. (1993), Christiano et al. (1990).

7

Schwartz Information Criteria.

8

We consider three lags for each series assuming three years of history (autoregressive terms and random
shocks) matter in the forecast of these series.

9

Three main forecasts considered in the literature are point forecast, interval forecast and density forecast. In
this study we consider point forecast.
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year 2015 as the forecast horizon. Computed growth rates for year 2006 and out of sample
growth forecast for year 2015 are given in Table 2.
Table 1: Selected Univariate Forecasting Models
Growth Variable

Univariate Model Selected

SIC

Real GDP

Quadratic time trend model with ARMA (3,2)

3.5210

Physical Capital

Quadratic time trend model with ARMA (2,3)

7.9255

Human Capital

Quadratic time trend model with ARMA (1,3)

6.6117

Labour Force

Quadratic time trend model with ARMA (1,1)

5.8378

Table 2: Computed Growth Rates for 2006 and Forecast Growth Rates for year 2015
Growth Variable

Growth Rate: 2006

Forecast Growth Rate:
Year 2015

Real GDP

8.2380

9.3340

Real Capital

3.9046

9.1521

Human Capital

4.2303

-3.7322

Labour

4.2303

-1.0861

Figure 2: Real GDP Growth: Actual, Fitted
and Residual Graph
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Figure 3: Real GDP Growth: Actual and
Forecast (Shaded area)
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Our computations indicate current GDP growth rate to be 8.24 per cent in 2006 and by year
2015 it will reach to 9.33 per cent. Rate of growth of capital will change from 3.9 percent in
year 2006 to 9.15 per cent by the year 2015, which is a more than two-fold change in capital
growth. However, both human capital and labour show declining growth rate trends which
lead to negative growth in both variables by year 2015. Recall that our measure for human
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capital was non-agricultural labour weighted by the number of schooling years. Therefore it
reflects a declining contribution of human capital in the industrial and service sectors which
needs due consideration. Figures 2, 4, 6 and 8 depict actual, fitted and residual graphs for
the period of 1970-2006. Note that our fitted model line almost overlaps with the actual line
in all series. Out of sample forecast graphs are depicted in Figures 3, 5, 7 and 9 (forecast in
shaded area, 2007-2015) for all series.

Figure 4: Physical Capital Growth: Actual,
Fitted and Residuals
40

Figure 5: Physical Capital Growth: Actual
and Forecast
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Figure 6: Human Capital Growth: Actual,
Fitted and Residuals
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Figure 7: Human Capital Growth: Actual
and Forecast
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Figure 8: Labour Force Growth: Actual,
Fitted and Residuals

Figure 9: Labour Force Growth: Actual and
Forecast
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Table 3: Mean Growth Rates for the Four Series (1970-2006) and Forecast (2007-2015)
Real GDP

Physical Capital

Human Capital

Labour

1970-2006 2007-2015 1970-2006 2007-2015 1970-2006 2007-2015 1970-2006 2007-2015
Mean

4.73

8.38

1.17

6.24

0.37

1.15

1.58

1.81

Median

4.85

8.49

1.41

5.69

0.14

1.41

0.95

1.97

Maximum

9.32

9.33

7.69

9.15

2.89

5.30

11.76

4.36

Minimum

-1.58

7.49

-5.08

4.21

-0.45

-3.73

-3.17

-1.09

Std. Dev.

2.14

0.65

2.56

1.72

0.66

3.10

3.16

1.86

35

9

35

9

35

9

35

9

Observations

Table 3 gives mean growth rates for the observed series and forecast series. Mean GDP
growth rate for the forecast period is 8.38 per cent. Our analysis indicates that Sri Lanka will
be able to sustain more than 7 per cent economic growth momentum in the next decade
despite less than 2 per cent growth in both human capital and labour.
Table 4: Contribution to Real GDP Growth
Contribution Mean Contribution
in Real GDP
in Real Income
Growth: Year
Growth Between
2006
2007-2015

Forecast
Contribution in
Real Income
Growth: Year 2015

Real Capital

0.7809

1.2018

1.8304

Human Capital

0.4230

0.1458

-0.3732

Labour

2.9612

1.4389

-0.7603

Total Factor Productivity

5.9667

7.0994

9.5375

Total: Real GDP

8.2380

8.3616

9.3340
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Table 4 represents the contribution of these variables in overall real GDP growth. These
values are computed using growth accounting equation (3) described above. Shares of
physical capital and human capital (α and β) are assumed to be 0.2 and 0.1 respectively as in
the literature. Even though our analysis indicates that Sri Lanka achieves 9.3 percent GDP
growth by 2015, it could have done better. As it is evident from the results, one of the main
reasons is negative growth in human capital and labour growth which need due
consideration in long run policy formulation, particularly with respect to human capital.
Given the subsidized nature of the education and health service that is intended to improve
quality of human capital, its contribution in growth is not adequate.
According to our analysis, by the year 2015 TFP will contribute more than 9 per cent to real
GDP growth becoming the sole driving force of GDP growth. Our results are consistent with
Duma (2007) and Aiyar et al. (2005). Also note that even though the forecast capital growth
is around 9 per cent (Table 2) its contribution in GDP growth in Table 4 is less than 2 per
cent (by the year 2015). This observation leads us to find ways to improve contribution of
capital in economic growth and to examine causal reasons for a low level of the contribution
of physical capital. However, expected changes in the quantity and quality of labour force,
physical capital and human capital, as discussed below, would enhance economic growth.

5. Prospects for Higher Growth
We discuss in this section the potential for achieving higher growth rates in Sri Lanka for the
next decade. While certain fundamentals may hinder sustaining higher growth rates, there is
potential for Sri Lanka to maintain higher growth rates. This include the potential for:
raising domestic savings as a result of decreasing dependency ratios, exploiting the benefits
of economic openness, benefiting from the macro institutions that have been built
throughout the post-independent period, providing necessary political stability created by
the executive presidential system, and exploiting the growth spillovers from rapid economic
growth in China and India.
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Illustration 1: Mutually Reinforcing Feedbacks between Human Development and
Economic Growth

Human development

Capabilities in
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Social allocation
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Household
income and
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Distribution of
income
Government

expenditure
Economic Growth

Source: Ranis and Stewart, 2005.

Physical capital accumulation in the country is likely to be enhanced as a result of increased
savings during the next decade. To see this, we follow from Rodrik and Subramaniam
(2004). There would be better prospects for enhancing physical capital accumulation in the
country in the next decade because of the opportunities created for new investment avenues,
as a result of a stimulated small and medium enterprise sector. Higher expected growth will
generate higher savings to finance capital accumulation. To analyze the financeable growth
in physical capital accumulation, we assume that the change in private and aggregate
savings will be determined over the next decade by the evolution of the dependency ratio.
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According to population forecasts, Sri Lanka’s dependency ratio will decline from 0.46 in
2005 to about 0.32 in 2015. This 32 percentage decline will translate into roughly equivalent
rise in private and aggregate savings from about current 24 per cent to 30 per cent.
Assuming that Sri Lanka’s foreign borrowing and lending will, on average, remain the same,
this rising saving will lead to equivalent rise in domestic investment. This will help
stimulate aggregate growth rate in the economy.
Out of a population of 19 million, the labour force was 7.5 million in 2006 (39.5 per cent),
which is expected to grow by 0.8 per cent per year to approximately 8.05 (42.4 per cent) by
2015.10 The insights from various growth theories suggest that if education attainment and
participation rates remain unchanged, labour growth will help stimulate the aggregate
growth rate of the economy. Moreover, Sri Lanka has been able to achieve higher levels of
human development through decades of public actions. This high level of human
development will translate into higher aggregate growth rates, once the other
complementary conditions are created. Gustav Ranis and Frances Stewart (2005) of Yale
University argue that the countries which have been able to advance in human development
will have better prospects for sustaining higher growth rates. Their basic conceptual
framework linking human development to growth, and its feedback mechanisms are shown
in Illustration 1. According to this, Sri Lanka is able to exploit the strengths of human
development to foster economic growth during the next decade. Higher growth forecast
may not, therefore, be unrealistic.
Sri Lanka has set the stage for faster growth through decades of policy reforms by opening
up the economy and liberalizing the domestic policy regimes to activate private economic
activity. Greater economic openness potentially provides for various channels of
technology/knowledge transfers to the domestic economy. First, knowledge is usually
embedded in imported goods and services. As has been the case of many newly
industrialized countries in East Asia which benefited much from embedded technology in
their race to the top (Thangavelu and Gulasekaran, 2004), Sri Lanka is capable of drawing
foreign technology/knowledge for fostering economic growth as a result of the viable open
economic system. Useful foreign knowledge comes to the country in the form of embedded
technology with foreign investment. Foreign direct investors tend to transfer knowledge and
systems that would have domino effects on the local economies through spillovers. The kind
of technical change that has occurred in Sri Lanka during the post-liberalized period
witnesses to the creative imitations adopted by local firms in developing and diversifying
their products, following the production systems and practices of foreign firms. There are
mergers with foreign partners in services and manufacturing industries. Though returned
10

See Asian Development Bank website: http://www.adb.org/Documents/Books/ADO/2007/part030102.asp
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migration is by far not a well known phenomenon in Sri Lanka, returnees after working or
studying in foreign countries tend to bring to the country advanced knowledge and
technology which would help foster domestic productive economic activity. Foreign
knowledge is also transferred to Sri Lanka through commercial services such as studying in
foreign universities through e-learning or online modes.
In order for Sri Lanka to benefit from openness through these channels, there are conditions
to be met. They are the absorption skills of the domestic economy, and the absorption
opportunities available in the country. According to a World Bank study (2008), Sri Lanka’s
development prospects for the next decades will very much depend on the ability of the
country to develop and exploit the knowledge economy. The absorptive capacity of the
economy will depend on: the business environment, information infrastructure, an
innovation system, and human resources. According to World Bank (2008) study, Sri
Lanka’s current business environment remains mixed. Though opening and closing a
business as well as hiring workers are relatively easy, firing workers, licensing new
businesses and registering properties are relatively difficult. The commercial dispute
settlement process is weak and cumbersome. It has also been emphasized that information
infrastructure is crucial for promoting growth. The World Bank (2008) asserts that an
increase of 10 mobile phone users per 100 people can boost GDP growth by almost 1 per
cent. And a 1 per cent increase in the number of internet users can boost GDP growth by 4.3
per cent. They go on to argue that the best way to encourage a high quality and low cost
network to develop is by establishing a liberal regulatory structure that allows for
competition and private sector participation. The quality of the information infrastructure
will greatly determine the country’s ability to exploit the benefits of the global outsourcing
industry. It is the innovations that drive technological progress, and then productivity
growth, which in turn determine long run growth. A national innovation system is essential
for this. In the 1960s, Japan had been able to develop a national innovation system to
facilitate innovation. Japanese innovation strategy has sometimes been called by some as
‘alliance capitalism’ as it created an alliance among government, private sector, research
institutions and universities. South Korea and later China have followed this strategy with a
view to foster innovation driven technological progress. Sri Lanka has failed to build a
national innovation system. Sri Lanka has been able to achieve a higher level of human
development for the past few decades. Though the quality of human capital is low, Sri
Lanka is in a position to develop the skill of human capital to facilitate growth.
Improvements in these areas will result in the country being able to exploit the opportunities
created for foreign investment, and then foster economic growth.
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Recent growth literature has increasingly stressed the role of public institutions in
determining growth and income differences across countries (Oslon, 1982; North, 1990;
Acemoglu et al. 2004). Institutions, however, are a vaguely defined concept. Some define
institutions in terms of their functions viz., things that develop such as rule of law and
protection of property rights; arrangements that regulate markets such as correcting market
failure; arrangements that stabilize markets (central banks etc.); and arrangements that
legitimize markets such as democracy, redistributive mechanism, and social safety nets.
Others define institutions hierarchically, viz., meta-institutions such as democracy, the
legislature, judiciary, mass media; and the bureaucracy; and then there are institutions such
as the Central Bank, Telecommunications Regulatory Commission. Sri Lanka’s prospects for
higher growth are bright partly because of the quality of its domestic institutions
(Dayaratna-Banda, 2004). Sri Lanka has developed these institutions through decades of
painful effort.
We view that there have been misgivings about political stability in the often lopsided
political debate in Sri Lanka. Some have viewed that the existing presidential system is
hindering growth and recommend reforms aiming at introducing parliamentary democracy.
There are others who emphasize that returning to some kind of dictatorship is necessary for
providing political stability for sustaining higher growth, arguing that the present
democratic system is not favourable for promoting higher growth. This argument has
misinterpreted the South Korean political legacies. It fails to recognize that economic
development in North and South Korea diverged dramatically after separation even though
both adopted certain types of dictatorship in governing the country. The existing
presidential system provides the necessary political stability if it is wisely used. The
President has all the required powers and authority to govern the country to ensure political
stability. The proportional representative system is not an impediment if the government is
formed by a coalition of elected members irrespective of the party to which they belong. In
this context, we view that the current presidential system along with proportional
representative system is not a serious impediment to provide necessary political stability to
sustain economic growth. Compared to a dictatorship or a parliamentary system, the current
system will, in fact, provide the necessary political stability to sustain higher economic
growth.

6. Impediments for Achieving Higher Growth
While prospects are not bad for sustaining higher growth, Sri Lanka will have to grapple
with the worsening external environment and widening income inequality. The

104

Sustaining More than Seven per cent Rate of Growth in the Next Decade

sustainability of economic growth will to a great extent depend on the ability of Sri Lanka to
manage external and internal shocks.
The external environment has worsened because of the current global financial crisis. The
current global financial crisis, the worst crisis after the Great Depression, tends to have
impacts on developing countries including Sri Lanka (Velde, 2008 and Table 5). It has
already been suggested by the IMF that economic growth in most countries will slow down
due to the crisis. Growth slow downs will occur in most advanced countries. Growth in
emerging economies such as India and China are expected to slow down as a result of the
crisis. It is possible that, if not properly managed, the external shocks Sri Lanka will face
would create difficulties in sustaining economic growth.
Table 5: The Impact of Global Financial Crisis on Economic Growth

Actual

Projections

Difference from July
2008 World
Economic Outlook
projections

2006

2007

2008

2009

2008

2009

USA

5.1

5.0

3.9

3.9

-0.2

-0.9

Euro
UK
China
India
ASEAN-5

2.8
2.8
7.4
11.6
5.7

2.0
2.6
8.1
11.9
5.9

1.6
1.3
7.0
9.7
6.4

0.1
0.2
5.5
9.3
5.9

0.3
-0.4
-0.7
0.2

-0.7
-0.1
-1.8
-0.5
-0.1

World Trade volume

5.7

6.3

5.5

4.9

-0.1

-1.0

Source: IMF, 2008 (October).

As a result of the crisis, countries with significant exports to crisis affected countries such as
USA and EU would be affected. Sri Lanka’s garment and other exports to advanced
countries such as USA and EU are likely to be negatively affected by the current global
financial crisis. Countries exporting products whose prices are affected or products with
high income elasticity will be affected. A fall in commodity prices would have devastating
effects on countries like Sri Lanka which exports commodities such as tea and rubber. The
current recession would affect surplus countries, whose exports are linked to US and EU
growth.
The income elasticity of tourism is mainly high indicating that the tourism sector will be
negatively affected as a result of reduced income of the citizens in advanced countries
(Velde, 2008). Reduced tourist arrivals tend to reduce foreign exchange earnings,
employment and income opportunities in the tourism industry, and incomes of the tourism
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related economic activities. The small and medium industries which significantly depend on
the tourism sector for sales tend to be affected.
Remittances to developing countries will also be negatively affected (Velde, 2008). Sri Lanka
has been depending on remittances both to finance domestic investment and trade deficits.
As a result of wage cut-backs and reduced bonuses of the migrant workers in advanced
countries including the Middle East, lower remittance levels are possible. Moreover, there
will be fewer possibilities for people to temporarily migrate to advanced countries to find
jobs. U.S. has depreciated against other currencies during the past few months, which
indicates that the rupee income of the foreign workers will decline. Because of these factors,
it is possible that the inflow of foreign remittances will be negatively affected.
The financial crisis also tends to negatively affect foreign direct investment (FDI) flows from
crisis affected advanced countries to developing countries (Velde, 2008). Sri Lanka’s high
growth forecasts appeared to have been based on expected growth of foreign direct
investment inflows for the next decade. FDI inflows will be negatively affected as a result of
the financial crisis. Portfolio capital inflows will also be affected. The reduced FDI and
portfolio investment tend to make development financing difficult as filling the saving
investment gap and the trade foreign exchange gap becomes more difficult.
Borrowing from money and capital markets in advanced countries will be difficult (Velde,
2008). Financing budget deficits through external debt will become more difficult as a result
of this. Foreign aid inflows will be low. Foreign aid for non-governmental organizations
(NGOs) will be affected. Complementary development services provided by the NGOs will
come under pressure. Sri Lanka may need to find domestic sustainable solutions for
development financing.
It has been argued in the recent growth literature that high income inequality and poverty
tend to retard economic growth. Recent research has challenged the Kuznets hypothesis that
stresses that there is a positive relationship between income inequality and economic
growth. Over the past five years, many economists have attempted to measure this
relationship by adding inequality as an independent variable to some variant of Barro’s
cross-country growth regression. These studies generally find a negative and just-significant
coefficient on inequality, leading most economists to conclude that inequality has a negative
impact on growth (Barro and Sala-i-Martin, 1995; Alesina and Perotti, 1994; Alesina and
Rodrik, 1994; Persson and Tabellini, 1994; Birdsall et al., 1995). This line of research has
received such widespread support that a recent survey of this work concludes: “these
regressions, run over a variety of data sets and periods with many different measures of
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income distribution, deliver a consistent message: initial inequality is detrimental to longrun growth” (Benabou, 1996b). This message has been so widely accepted that it has recently
motivated a series of papers explaining the specific channels through which inequality
might affect economic growth. Saint-Paul and Thierry (1993) argue that in more unequal
societies, the median voter will elect a government that adopts a higher rate of taxation to
finance public education, which will increase aggregate human capital and economic
growth.
These insights make it clear that higher income inequity and poverty tend to retard
economic growth. Sri Lanka experiences high rates of absolute poverty. The per capita rate
of poverty was 22.7 and the percentage of households in poverty was 19.2 in 2002. Income
inequality has also widened during the past few decades. The value of the Gini coefficient in
2003/04 was 0.50. Poverty and inequity tend to retard economic growth. Widening regional
and other income disparities in Sri Lanka will have retarding effects on growth. The ability
of Sri Lanka to manage the negative effects of income inequity and poverty on growth will
depend to a great extent on the effectiveness of the measures taken by the government to
eradicate regional income differences and reduce poverty in the coming decade.

7. Conclusions
The objective of this study was to assess the sources of growth for the past three decades and
to forecast the possible growth path for Sri Lanka in the next decade using the growth
accounting framework. Findings of this study indicate that over the next decade, Sri Lanka
will be able to sustain a more than 7 per cent economic growth momentum, on average. The
sole driving force of this appears to be total factor productivity growth in the next decade.
Further, it indicates that TFP will have a healthy contribution in growth with an average of 7
per cent where overall growth is approximately 8 per cent over the next several years. The
role of factor accumulation during the next decade appears to be moderate. However,
technological progress and human capital are more likely to have complementary effects.
Any contribution from technological growth also might be hindered if the country’s stock of
human capital does not render the expected contribution in growth. To conclude, whether
the low contribution of human capital in economic growth is a problem associated with
internal migration from agricultural sector to industry and service sectors or foreign
employment or expansion of government sector needs further research. Also, we emphasise
the fact that low level growth contribution from physical capital, human capital and labour
need serious consideration in long run policy making and planning before it might have
adverse consequences on overall growth.
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Appendix I
Appendix-I Tables 5-8 contain regression results of the selected univariate forecasting
models for the four series. Note that TIME and TIME2 are time trend variable and the
squared value of the time trend variable respectively. AR and MA variables are
autoregressive and moving average variables respectively with the corresponding lags in
the parenthesis.
Table 1: Quadratic time trend model with ARMA (3, 2)
Dependent Variable: Real GDP Growth
Method: Least Squares
Date: 10/03/08 Time: 02:00
Sample(adjusted): 1974 2006
Included observations: 33 after adjusting endpoints
Convergence not achieved after 100 iterations
Backcast: OFF (Roots of MA process too large for backcast)
Variable
Coefficient
Std. Error
t-Statistic
C
6.427614
2.131970
3.014871
TIME
-0.225771
0.220536
-1.023738
TIME2
0.005743
0.005046
1.138000
AR(1)
0.022199
0.208157
0.106647
AR(2)
0.322675
0.119252
2.705822
AR(3)
0.062444
0.147937
0.422101
MA(1)
-0.001470
0.455335
-0.003229
MA(2)
-1.824569
0.393097
-4.641527
R-squared
0.765609
Mean dependent var
Adjusted R-squared
0.699979
S.D. dependent var
S.E. of regression
1.058167
Akaike info criterion
Sum squared resid
27.99295
Schwarz criterion
Log likelihood
-44.10982
F-statistic
Durbin-Watson stat
1.784447
Prob(F-statistic)

Prob.
0.0058
0.3158
0.2659
0.9159
0.0121
0.6766
0.9974
0.0001
4.781668
1.931873
3.158171
3.520961
11.66560
0.000002

Table 2: Quadratic time trend model with ARMA (2, 3)
Dependent Variable: Physical Capital Growth
Method: Least Squares
Date: 11/11/08 Time: 11:35
Sample(adjusted): 1974 2005
Included observations: 32 after adjusting endpoints
Convergence achieved after 56 iterations
Backcast: 1971 1973
Variable
Coefficient
Std. Error
t-Statistic
C
23.61946
10.35875
2.280146
TIME
-1.725751
1.173274
-1.470885
TIME2
0.036456
0.029243
1.246660
AR(1)
-0.166170
0.236991
-0.701167
AR(2)
0.300872
0.243689
1.234655
MA(1)
-0.169519
0.326543
-0.519133
MA(2)
-0.907371
0.386624
-2.346907
MA(3)
-0.758988
0.274118
-2.768839
R-squared
0.570337
Mean dependent var
Adjusted R-squared
0.445019
S.D. dependent var
S.E. of regression
9.529810
Akaike info criterion
Sum squared resid
2179.615
Schwarz criterion
Log likelihood
-112.9447
F-statistic
Durbin-Watson stat
2.127810
Prob(F-statistic)
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Prob.
0.0318
0.1543
0.2246
0.4899
0.2289
0.6084
0.0275
0.0107
6.725566
12.79220
7.559044
7.925478
4.551107
0.002366
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Table 3: Quadratic time trend model with ARMA (1, 3)
Dependent Variable: Human Capital Growth
Method: Least Squares
Date: 10/03/08 Time: 02:44
Sample(adjusted): 1972 2006
Included observations: 35 after adjusting endpoints
Convergence achieved after 41 iterations
Backcast: OFF (Roots of MA process too large for backcast)
Variable
Coefficient
Std. Error
t-Statistic
C
-0.893925
1.520769
-0.587811
TIME
0.817382
0.242295
3.373503
TIME2
-0.024522
0.006963
-3.521928
AR(1)
0.377103
0.624373
0.603971
MA(1)
-1.033611
0.662448
-1.560292
MA(2)
-0.222829
0.504082
-0.442049
MA(3)
-0.131079
0.446358
-0.293664
R-squared
0.493207
Mean dependent var
Adjusted R-squared
0.384609
S.D. dependent var
S.E. of regression
5.170285
Akaike info criterion
Sum squared resid
748.4917
Schwarz criterion
Log likelihood
-103.2603
F-statistic
Durbin-Watson stat
2.267968
Prob(F-statistic)

Prob.
0.5614
0.0022
0.0015
0.5507
0.1299
0.6618
0.7712
3.669714
6.590811
6.300589
6.611659
4.541569
0.002466

Table 4: Quadratic time trend model with ARMA (1, 1)
Dependent Variable: Labor Force Growth
Method: Least Squares
Date: 10/11/08 Time: 23:04
Sample(adjusted): 1972 2006
Included observations: 35 after adjusting endpoints
Convergence achieved after 30 iterations
Backcast: 1971
Variable
Coefficient
Std. Error
t-Statistic
C
1.321840
1.315089
1.005134
TIME
0.202933
0.243052
0.834935
TIME2
-0.007203
0.006849
-1.051794
AR(1)
0.646020
0.163154
3.959566
MA(1)
-1.244444
0.169222
-7.353913
R-squared
0.390093
Mean dependent var
Adjusted R-squared
0.308772
S.D. dependent var
S.E. of regression
3.754915
Akaike info criterion
Sum squared resid
422.9817
Schwarz criterion
Log likelihood
-93.27251
F-statistic
Durbin-Watson stat
1.799584
Prob(F-statistic)

Prob.
0.3229
0.4104
0.3013
0.0004
0.0000
2.255927
4.516371
5.615572
5.837765
4.796961
0.004118
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Table 5: SIC values – Real GDP series with a quadratic time trend and
ARMA terms up to 3 lags

AR

0

0
4.832127

MA
1
4.726965

2
4.381544

3
4.689805

1

4.688931

4.494466

4.276413

4.621173

2

4.563569

4.354936

4.455882

4.559605

3

4.657750

4.491083

3.520961

4.447730

Table 6: SIC values – Physical Capital series with a quadratic time trend and
ARMA terms up to 3 lags

AR

0

0
8.172410

MA
1
8.326252

2
8.420559

3
8.173065

1

8.352108

8.192432

8.052681

8.147930

2

8.350588

8.144019

7.936721

7.925479

3

8.416131

8.182127

7.933300

8.128996

Table 7: SIC values – Human Capital series with a quadratic time trend and
ARMA terms up to 3 lags
MA
AR

0
1
2
3

0
6.653846
6.842525
6.938286
7.080044

1
6.779719
6.789414
6.927172
6.633391

2
6.741457
6.870868
6.929366
7.073394

3
6.814720
6.611659
7.030759
7.281830

Table 8: SIC values – Labour Force series with a quadratic time trend and
ARMA terms up to 3 lags
MA

AR

112

0

1

2

3

0

5.968318

6.150557

6.241343

5.828173

1

6.187129

5.837765

5.968020

6.036797

2

6.313994

6.417590

6.283068

6.407809

3

6.453978

6.039440

6.402522

6.570493
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Appendix II
Out of sample point forecast equations:
For each of the series, equation of the selected model, one step ahead forecast (Yt+1,t) and
nine-step ahead forecast (Yt+9,t for year 2015) equations are given below. Y represents the
series in consideration. α, β and ( represent regression coefficients. γ is random error term.
Using chain rule nine step ahead forecast is derived. In this method using estimates of the
selected model Y hat at t+1 time period is computed. This is the one step ahead forecast
derived at time period t. This process is continued until t+9 time period (year 2015). Also
when the forecast is made at time period t this method assumes all future residuals are zero
(MA terms)
(1) Real GDP Growth- Quadratic Tend with ARMA (3, 2)

Yt = C + α 1Time + α 2Time 2 + β 1Yt −1 + β 2Yt − 2 + β 3Yt −3 + ε t + γ 1ε t −1 + γ 2 ε t − 2
One step ahead Point forecast∧

∧

∧

∧

∧

∧

∧

∧

∧

Y t +1,t = C + α 1 Time + α 2 Time 2 + β 1 Yt + β 2 Yt −1 + β 3 Yt − 2 + ε t +1 + γ 1 ε t + γ 2 ε t −1
Nine step ahead Point forecast∧

∧

∧

∧

∧

∧

∧

∧

^

∧

^

∧

Y t +9,t = C + α 1 Time + α 2 Time 2 + β1 Yt +8 + β 2 Yt +7 + β 3 Yt +6 + ε t +9 + γ 1 ε t +8 + γ 2 ε t +7
(2) Real Capital GrowthARMA (2, 3)

Yt = C + α1Time + α 2Time 2 + β1Yt −1 + β 2Yt −2 + ε t + γ 1ε t −1 + γ 2ε t −2 + γ 3ε t −3
One step ahead Point forecast∧

∧

∧

∧

∧

∧

∧

∧

∧

∧

∧

^

^

Y t +1,t = C + α 1 Time + α 2 Time 2 + β1 Yt + β 2 Yt −1 + ε t +1 + γ 1 ε t + γ 2 ε t −1 + γ 3 ε t −2 + γ ε t −3
where ε t +1 = 0
Nine step ahead forecast
∧

∧

∧

∧

∧

∧

∧

∧

∧ ∧

∧ ∧

∧

∧

Y t + 9,t = C + α 1 Time + α 2 Time 2 + β 1 Yt +8 + β 2 Yt + 7 + ε t +9 + γ 1 ε t +8 + γ 2 ε t + 7 + γ 3 ε t + 6
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(3) Human Capital GrowthARMA (1, 3)

Yt = C + α 1Time + α 2Time 2 + β 1Yt −1 + ε t + γ 1ε t −1 + γ 2 ε t − 2 + γ 3ε t −3
One step ahead Point forecast∧

^

∧

∧

∧

∧

∧ ∧

∧

∧

Y t +1,t = C + α 1 T + α 2 T 2 + β 1 Yt + ε t +1 + γ 1 ε t + γ 2 ε t −1 + γ 3 ε t − 2
Nine step ahead Point forecast∧

∧

∧

∧

∧

∧

∧ ∧

∧ ∧

∧

∧

Y t +9,t = C + α 1 Time + α 2 Time 2 + β 1 Yt +8 + ε t +9 + γ 1 ε t +8 + γ 2 ε t + 7 + γ 3 ε t + 6
(4) Labour Force Growth:

Yt = C + α 1Time + α 2Time 2 + β 1Yt −1 + ε t + γ 1ε t −1
One step ahead Point forecast∧

∧

∧

∧

∧

∧

∧

∧

Y t +1,t = C + α 1 Time + α 2 Time 2 + β 1 Yt + ε t +1 + γ 1 ε t
Nine step ahead Point forecast∧

∧

∧

∧

∧

∧

∧

∧

Y t +9,t = C + α 1 Time + α 2 Time 2 + β1 Yt +8 + ε t +9 + γ 1 ε t +8
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Spatial Inequality
Thusitha Kumara and Dileni Gunewardena

1. Introduction
Inequality increased during the last decade of the 20th century in developing as well as in
developed countries (World Bank, 2005b). In China, Russia, India, Mexico, South Africa and
Vietnam, as in many other developing and transition countries, this increase in inequality
was accompanied by a sense that spatial and regional disparities in economic activities,
income and social indicators were on the increase (Kanbur and Venables, 2005). The rising
trend in overall inequality was also evident in South Asia which had long been
characterized by relatively low and stable levels of inequality. Recent evidence shows that
India, Bangladesh, Nepal and Sri Lanka have had large increases in inequality in the late
1980s and 1990s (World Bank, 2005b). For example, inequality in consumption expenditure
in Sri Lanka rose from a gini coefficient of 0.32 in 1990 to 0.40 in 2002, possibly the sharpest
increase in inequality in its recent history, making its distribution more unequal than many
of its East Asian neighbours and on par with Bangladesh and Nepal.1
The explanation for rising inequality that occurs in the context of growing and restructuring
economies was most famously presented in the 1950s by Kuznets (1955) and Lewis (1954).
As countries grow, the transition from agriculture to industry is said to generate inequality
as employment in the more heterogeneous, and therefore more unequal, industrial sector
expands, and the employment share of the relatively homogeneous agriculture sector falls.
This is the basic idea underlying the Lewis (1954) model of surplus labour that provided the
motivation for Kuznets (1955) prediction that growth would initially entail rising inequality
which would eventually decline as the pool of surplus labour in the traditional agricultural
rural sector is absorbed and wages in the two sectors converge. However, market failures,
coordination failures and governance failures prevent individuals from connecting to
markets and limit investments in human and physical capital, giving rise to what Ravallion
and Chaurdhuri (2005) term ‘bad inequalities’. Recent work on the microeconomic
underpinnings of poverty and inequality shows that the poor remain poor because they are
cut off from economic activity because many collective goods such as property rights, public
safety, and infrastructure are under-provided (Rodrik, 2000).

1

The gini coefficient of per capita consumption expenditure was 41 per cent in 2000 compared to 30 per cent in
1991, while in Nepal it was 0.39 in 2003/04 from 0.34 in 1995/96.
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Rising inequality is thus composed of two components. The first is within the fast growing
modern industrial sector and region. This is to a large extent vertical inequality, driven by
asset and skill differences.2 The second is between the modern industrial fast-growing sectors
and regions and the traditional agricultural lagging sectors and regions. What is striking
about the latter component of inequality is that two individuals identically endowed with
productive characteristics (schooling, skills, training, experience) could face differential
returns to their endowment, depending on where they stand, literally. These differentials
encourage individuals in the low returns sector or region to move or migrate into the high
returns sector, eventually equalizing returns in both sectors. The cheaper labour in these
regions may also attract capital (firms and entrepreneurs) to move to these regions. That
these differentials persist over time suggests that there are barriers (failures) that prevent the
traditional sector or lagging region from being absorbed into the modern sector or growing
region. This argument is well presented in the WDR 2009; Reshaping Economic Geography
(World Bank, 2008) which argues that higher densities, shorter distances and lower divisions
are essential for the development of an economy. Economic geography suggests that this
growth will be initially unbalanced and lead to widening disparities. However, spatial
transformations that reduce distance and divisions, and calibrate densities of economic
growth with densities of poverty, may lead to inclusive growth and lower inequality. Hence,
policies to reduce inequality need to identify the sources of spatial disparities: if gaps in
endowments, it is important to improve endowments of the households; if barriers between
lagging and leading regions, these barriers need to be removed.
Although, Sri Lanka recorded moderate economic growth during the last decade, the
regions that are further away from its economic capital, Colombo, tend to be significantly
poorer than the areas closer to Colombo. A number of regional development programmes
have been implemented by successive governments, yet living standards of the people in
these remote areas continue to fall significantly behind their urban counterparts. This
suggests that a better understanding of the causes of inequality is essential for effective
policy formulation.
Programmes and policies in Sri Lanka’s current development strategy may be divided into
three categories. The first includes the improvement of facilities in schools and
establishment of new universities in poor areas, the spread of information technology
facilities (provision of an IT centre to each district secretariat) which pertain to improving
household and community human capital endowments. The second category includes the
improvement of roads (primarily rural roads), irrigation systems (small-scale tanks), and

2

This does not preclude the existence of groups within the fast growing sector (women, minorities) who
experience horizontal inequality.
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promotion of rural industries (primarily via small, medium and large scale enterprises).
These could be considered efforts to improve location-specific returns, but nevertheless keep
the focus at the community or regional level. The last set of programmes which could be
expected to have an impact on reducing disparities in location-specific returns are those that
focus primarily on transport infrastructure such as the Colombo-Kandy expressway and the
Southern Highway, which improve access and mobility between regions and are likely to
reduce regional gaps in location-specific returns. Recent evidence shows that policies that
would improve labour mobility (and thereby lead to convergence in wages) in Sri Lanka
include the removal of restrictions on land markets (World Bank, 2009).
This paper uses a standard methodology and its recent expansion to examine if well-being
gaps between urban (richer regions) and rural (poorer regions) areas are the result of (i)
regional/spatial differences in skills or assets, or (ii) of differences in location-specific
returns to endowments. The purpose of the paper is to examine the role of location-specific
returns to households’ productive characteristics, and the extent to which they contribute to
the gaps in consumption across the distribution of consumption.
The rest of the paper is organized as follows: Section 2 describes the analytical framework;
Section 3 describes the data and variables used in the analysis; Section 4 presents and
discusses the results and draws policy conclusions.

2. Analytical Framework
In this paper we employ the conventional decomposition method of measuring
discrimination and its quantile regression extension to analyse spatial inequality in Sri
Lanka. In this section we (1) explain the decomposition as it applies to average gaps between
locations, (2) describe quantile regression, and (3) present the extension of the
decomposition to quantile regression estimates.
The intuition behind the conventional method of measuring discrimination developed
independently by Blinder (1973) and Oaxaca (1973) is that in the absence of discrimination, the
estimated effects of individuals’ observed characteristics on their wages are identical for
groups of individuals. Similarly, in the absence of location-specific returns, the estimated
effects of a household’s observed characteristics on some measure of household well-being
(such as income or consumption) are identical for each location. The estimated income gap
can be decomposed as follows

ln y urban − ln y rural = X *rural ( β urban − β rural ) + ( X *urban − X *rural ) β urban

……. (1)
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where lny is a measure of household income or consumption; X is a vector of income
generating characteristics for the θth household and β is a vector of coefficients and the
asterisks on the X vectors denote mean or average characteristics. The first term on the right
hand side is the portion due to differences in coefficients ( β

urban

− β rural ) , evaluated at the

*rural
) ; in this case the rural (poorer
same set of average income-generating characteristics ( X

region), and the second term the portion of the gap attributed to differences in average
*urban
− X *rural ) weighted by the urban (richer region)
earnings-generating characteristics ( X

returns structure.3
If there were no location-specific effects, ( β

urban

= β rural ) , i.e., endowments in both locations

yield similar returns, the first term on the right hand would be zero, and any regional
disparities would be completely explained by differences in endowment of households in
*urban
− X *rural ) . With no disparity in returns, migration would be low
the two locations, ( X

or zero.
The Blinder-Oaxaca decomposition is based on Ordinary Least Squares (OLS) regression
which assumes that the effect of the regressors does not vary along the conditional
distribution of the dependent variable. For example, the effect of schooling on household
welfare is assumed to be the same at the bottom of the welfare distribution as it is at the top.
If, however, these effects do vary along the distribution of household welfare, quantile
regressions, which yield models for different percentiles of the distribution, provide a
parsimonious way of describing the whole distribution (Martins and Pereira, 2004). The θth
quantile of yi conditional on Xi is given by

Qθ ( y i | X i ) = X i β θ , θ ∈ (0,1) ..…………………………………………………………..….(2)
where the coefficient βθ is the slope of the quantile line giving the effects of changes in X on
the θth conditional quantile of y. As shown by Koenker and Basset (1978), the quantile
regression estimator of βθ solves the following minimization problem:

⎡

β θ = arg min ⎢

∑θβ | y

⎣ i: y i ≥ X i

i

− Xiβ | +

∑1β − θ | y

i: y i < X i

i

⎤
− X i β |⎥ …..………………………..……..(3)
⎦

It is easily seen that for the median [θ = 0.5], the quantile regression minimizes the sum of
absolute deviations.
3

The decomposition may also be expressed in terms of average urban endowment
regions) returns structure
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Machado and Mata (2005) combine quantile regression with a bootstrap approach and
derive the following decomposition which is analogous to the Blinder-Oaxaca
decomposition in (1).

Qθ ( y urban ) − Qθ ( y rural ) = [Qθ ( X irural β urban ) − Qθ ( X irural β rural )] + [Qθ ( X iurban β urban ) −
Qθ ( X irural β urban )] + residual

(4)

The first term on the right hand side is the contribution of the coefficients (returns effect),
and the second term is the contribution of the covariates to the difference between the θth
quantile of the urban (rich region) distribution of consumption and the θth quantile of the
rural (poor region) consumption distribution (covariate effect). The residual term comprises
the simulation errors which disappear with more simulations, the sampling errors which
disappear with more observations, and the specification error induced by estimating linear
quantile regression (Melly, 2005). It is assumed that the linear quantile model is correctly
specified.
The Machado-Mata (2005) decomposition is interpreted similarly to the Blinder-Oaxaca
decomposition. Since the decomposition can be conducted at any percentile of the
consumption distribution, it reveals if the relative importance of covariates and coefficients
(returns effect) varies along the distribution.

3. Data and Variables
The data used in this study are from the Household Income and Expenditure Surveys
(HIES) for 2002 and 1995/96. These are national surveys which however do not cover the
Northern and Eastern provinces4. The primary sampling unit is the household, and sample
size ranges from 19,753 households in 1995/96 to 16,912 households in 20025. Both surveys
comprise 12-monthly rounds that capture seasonal variations. The sample design allows for
sub-group analysis at the province and district level. In the urban-rural analysis, the estate
sector was subsumed under the rural sector for the purpose of decomposition. These data
sets have been used in poverty analysis and have no major problems in terms of
inconsistency and inaccuracy (World Bank, 2005a, 2007a, 2007b).

4

These two provinces are the two most severely affected by the armed conflict with the separatist LTTE
movement.

5

The sample size of the HIES (DCS) was 20,100 households in 2002 and 21,220 households in 1995/96. The
sample size of this study was reduced to above numbers due to the removal of outliers.
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The primary measure of well-being in this paper is real per capita household consumption
expenditure. Consumption data is used in preference to income data for several reasons.
Consumption is a direct measure of achieving or fulfilling basic needs and a better measure
of current welfare, incorporating consumption smoothing by households within a given
period of time, and over the life-cycle (Araar and Duclos, 2006; Deaton, 1997). Consumption
data are more easily observable than income data. The latter are vulnerable to underreporting, due to the innate features of income sources, that is, fewer formal income
receivers, seasonal and unrecorded income sources and the diversified nature of earnings
(Heltberg, 2003). For these reasons, consumption is typically used in the analysis of
household welfare and inequality (Nguyen et al., 2006; Gunatilaka and Chotikapanich, 2006;
van de Walle and Gunewardena, 2001).
The measure of consumption expenditure includes over 400 items of household
consumption. Food consumption is reported calendar-style, for a week, while non-food
consumption is reported for the past month, six months or twelve months. Consumption on
all items is converted to monthly consumption. Reported values are of the amount
consumed, which includes goods and services purchased as well as home-produced goods
and services. Although the latter comprises a substantial proportion of households’
consumption, and problems of using imputed values are well known (Deaton, 1997), the
values used are consistent over time, unlike the problems raised by the use of different (and
possibly inconsistent) values in transition countries (Benjamin et al., 2005; Ravallion 2005).
The rental value of own housing is also imputed in the data set. The household is defined as
‘one or more persons living together and having common arrangements for food and other
essentials of living’ (Department of Census and Statistics, 1985/86).
Spatial and temporal price indices are computed using district level nominal poverty lines
published by the DCS6 and are constructed at the district level. These are constructed for
each data set, allowing spatial prices to vary (as they do) over time and later adjusted with
regard to temporal variations.
Two categorizations of spatial location are used in the decompositions derived in this paper.
The first is the conventional urban and rural (the estate sector is subsumed into the rural)
distinction. The second categorization classifies the economically better off Western
Province, which has all the characteristics of a leading region, as the richer region, and
includes all other regions as the poorer region. While this classification ignores the variation
among other regions, it is adopted because the methodology requires a two-fold

6

http://www.statistics.gov.lk/poverty/OfficialPovertyLineBulletin.pdf
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classification. The gap in consumption between the Western Province and the other regions
is sufficiently large to justify such a classification.
Table 1: List of Variables
Variable

Description

Lrpce

Real per capita expenditure

Agempl

Dummy for engaged in agricultural work (No = 0)

Emp

Number of employed members in the family

Hage

Household head’s age

Hgen

Household head’s sex

Hhsize

Household size

Depen

Number of dependants in the family
Dummies for household head’s race (Sinhala = 0)

hraced1

Tamil

hraced2

Muslim or other
Dummies for the most educated member (No/primary education = 0)

hiedud1

Junior secondary (Grade 7 to 9)

hiedud2

GCE O/L

hiedud3

GCE A/L

hiedud4

Tertiary (Graduate or Vocational)
Dummies for the Province (Western Province = 0)

Provd1

Dummy for province: Central Province

Provd2

Dummy for province: Southern Province

Provd3

Dummy for province: North Western Province

Provd4

Dummy for province: North Central Province

Provd5

Dummy for province: Uva Province

Provd6

Dummy for province: Sabaragamuwa Province

Regressors used in the model (Table 1) include (1) factors that influence the household’s
earning ability, such as the number of employed members in the household, the sector of
employment (whether any household members were engaged in agricultural work),
household head’s age and household human capital (the highest level of education attained
by any member of the household)

7

; (2) demographic features of the household that

influence the level of per capita consumption such as the number of dependents (number of

7

This study uses education level of the highest educated member of the family instead of the head’s education
level to measure household human capital, because, the highest educated person in the family (who may not
be the household head) may have the greatest decision-making power in the family (Nguyen et al., 2006).
Ministry of Education of Sri Lanka categorizes the education system in Sri Lanka as Primary: Year 1–5, Junior
Secondary: Year 6–9, Senior Secondary: Year 10-11(GCE O/L), College: Year 12-13(GCE A/L) and Tertiary:
University and Vocational (http://www.moe.gov.lk/modules.php?name= Content and pa=showpage and
pid=7).
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household members aged below 15 years and above 65 years); (3) other demographic
features such as household head’s gender and ethnicity, and (4) location variables to control
for regional variation within urban and rural sectors (in the urban and rural specifications of
the model only).
A clear difference in consumption expenditure between urban and rural sectors as well as
between Western Province (WP) and the rest of Sri Lanka is indicated by the mean
calculations of per capita consumption expenditure in Table 2 and Table 3. Rural
consumption has been less than 60 per cent that of the urban consumption in 2002.
Moreover, it is very clear that the gaps between urban and rural consumption, and Western
Province and other provinces have increased during the two survey years. Figure 1
illustrates the difference in log per capita real expenditure (LPCRE) distributions with
Kernel Density Curves for urban, rural, Western and other provinces for 1995/96 and 2002.
Urban and Western province consumption densities lie to the right of the rural and other
province densities (respectively), indicating higher consumption for urban and Western
Province populations throughout the distribution. Both gaps are greater in 2002, relative to
1995/96 and are wider in the upper consumption percentiles. This result is comparable to
that found in Vietnam using a similar analysis (Nguyen et al., 2006) and also confirms the
conclusions reached by World Bank (2004, 2005a), and De Silva (2008), that urban-rural and
regional inequality in Sri Lanka increased in 2002.
Figure 1: Kernel Density Curves
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Descriptive statistics in Table 2 and Table 3 give an indication of the differences in
endowments between urban and rural areas, and the Western Province and other provinces.
Urban areas and the Western Province have more educated households, greater ethnic
diversity, as is to be expected, and a much smaller proportion of households employed in
agricultural work.
Table 3 indicates that educational endowments beyond junior secondary level have
increased in the population as a whole between 1995/96 and 2002.
Table 2: Descriptive Statistics, 2002
2002
Urban

Other
Provinces
St.
Mean
De.

National
Mean

St.
De.

2124

2,821

2,450

53.26

-

47.34

-

0.93

1.52

0.91

1.52

0.92

49.37
0.78
84.47
7.23

13.70
0.41
-

49.18
0.79
83.65
10.19

13.93
0.40
-

49.20
0.79
83.89
9.35

13.87
0.40
-

-

8.29

-

6.16

-

6.76

-

4.15

1.67

4.28

1.76

4.19

1.72

4.21

1.74

1.24

1.33

1.17

1.27

1.15

1.18

1.42

1.34

1.18

4.45

-

12.06

-

4.89

-

12.88

-

10.61

-

12.05

-

17.56

-

13.27

-

17.80

-

16.50

-

37.76

-

42.96

-

42.73

-

41.66

-

41.96

-

36.00

-

23.57

-

31.95

-

23.56

-

25.95

-

9.73

-

3.85

-

7.18

-

4.11

-

4.98

-

St.
De.

Mean

St.
De.

4,322

3,786

2,466

1,836

3683

3198

2608

10.54

-

56.05

-

22.07

-

1.44

0.96

1.54

0.91

1.51

50.04
0.76
71.20
12.24

13.61
0.42
-

49.00
0.80
86.89
8.66

13.93
0.40
-

16.56

-

4.44

4.48

1.99

1.35

Mean
Real per capita
expenditure
Engaged in agricultural
work*
Number of employed in
the family
Head’s age
Male household head
Head’s race: Sinhala*
Head’s race: Tamil*
Head’s race: Muslim or
other*
Household size
Number of dependants in
the family
Most educated member:
no schooling/primary*
Most educated member:
junior secondary*
Most educated member:
GCE O/L*
Most educated member:
GCE A/L*
Most educated member:
tertiary*

Western
Province
St.
Mean
De.

Rural

Source: Kumara (2009), calculated from HIES 2002 raw data; Note: * percentages, Education is categorized as
Primary Education (Grade 1 to 5), Junior Secondary (Grade 6 to 9), GCE O/L (Grade 10 and 11), GCE
A/L (Grade 12 and 13) and Tertiary (Graduate or Postgraduate).

The composition of ethnicity in the sample indicates that the percentage of Tamil household
heads has declined over the period, particularly in rural areas. This would be consistent with
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internal migration from the south to the Northern and Eastern provinces following the
ceasefire of 2002 and out migration to other countries, either permanently or for
employment.
Table 3: Descriptive Statistics, 1995/96
1995/96
Urban

Real per capita
expenditure
Engaged in agricultural
work*
Number of employed in
the family
Head’s age
Male household head
Head’s race: Sinhala*
Head’s race: Tamil*
Head’s race: Muslim or
other*
Household size
Number of dependants
in the family
Most educated member:
no
schooling/primary*
Most educated member:
junior secondary*
Most educated member:
GCE O/L*
Most educated member:
GCE A/L*
Most educated member:
tertiary*

Western
Province
St.
Mean
De.

Rural

Other
Provinces
St.
Mean
De.

Mean

St.
De.

Mean

St.
De.

2,800

2,141

2,077

1,450

2698

2053

2118

9.75

-

62.35

-

27.99

-

1.52

1.06

1.60

0.96

1.59

49.79
0.76
70.90
13.58

13.45
0.42
-

48.60
0.81
83.40
13.42

14.15
0.39
-

15.52

-

3.17

4.89

2.21

1.49

National
Mean

St.
De.

1515

2,214

1,629

58.48

-

49.95

-

1.04

1.58

0.96

1.59

0.98

49.61
0.78
82.93
8.83

13.80
0.41
-

48.73
0.80
80.36
15.10

14.08
0.39
-

48.83
0.80
81.02
13.45

14.83
0.40
-

-

8.23

-

4.55

-

5.52

-

4.46

1.83

4.68

2.08

4.05

1.85

4.54

1.91

1.29

1.54

1.32

1.42

1.26

1.54

1.32

1.53

1.32

6.69

-

17.93

-

6.51

-

19.07

15.79

-

13.72

-

21.11

-

15.15

-

21.31

19.70

-

41.72

-

40.52

-

45.43

-

39.09

40.75

-

29.60

-

17.59

-

26.25

-

17.61

19.88

-

8.28

-

2.85

-

6.64

-

2.9

3.88

-

Source: Kumara (2009), calculated from HIES 1995/96 raw data; Note: * percentages, Education is categorized as
Primary Education (Grade 1 to 5), Junior Secondary (Grade 6 to 9), GCE O/L (Grade 10 and 11), GCE
A/L (Grade 12 and 13) and Tertiary (Graduate or Postgraduate).

The difference in the rate of decline in the Tamil population between urban and rural areas,
and Western and other provinces is consistent with rural-urban migration following (1)
internal displacement of minorities in border areas close to the conflict, or Tamil plantation
workers moving to urban centres following privatization and the subsequent shrinking
workforce in the plantation sector during the 1990s.
The percentage of those employed in the agricultural sector in rural areas declined
significantly over the period, while changes (decline) in the number of dependents and
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household size were marginal. The age and gender of household heads did not change
significantly over the period.

4. Discussion of Results and Conclusions
In this section, we first present the OLS and quantile regression results on which the
decompositions are based. We then present the results of decomposing the consumption gap
between urban and rural Sri Lanka, and the Western Province and other provinces into two
segments i.e., difference due to the differences in household endowments (characteristics)
and the difference due to location.8 These decompositions are derived from applying the
methodology described in Section 2 above.
Regression results
A detailed discussion of OLS and quantile regression estimates on which the
decompositions were based is presented in Kumara (2009).9 A brief summary is given here
(see Appendix Tables 1A to 4A). OLS and QR estimates suggest that household
consumption increases monotonically with the level of education. An additional finding of
QR analysis is that the impact of education on consumption is significantly higher in the
upper consumption quantiles, which is true for all education levels except for Junior
Secondary (Grade 6 and 7).
An additional employed member in the family increases the household consumption level in
the urban sector (WP) more than in the rural sector (OP), while engagement in agricultural
work reduces household consumption. This is consistent with previous findings (World
Bank, 2004; World Bank, 2005a).10 Female headed households consume less compared to
male headed households, and the result is stronger in the rural sector.
The negative relationship between the number of household members engaged in
agricultural work and household consumption persists in the QR analysis and the impact is
higher in the upper expenditure quantiles. QR analysis indicates that additional
employment in the family generates more positive impacts on consumption in the lower
expenditure quantiles whereas the effect is weaker in the upper quantiles. Agricultural
employment reduces household consumption by 6 per cent in the 5th quantile whereas it is

8

The latter component could include the effect of any variable that is not included among the regressors that is
correlated with location.

9

These can be obtained from the first author on request.

10

Incidence of poverty in the households whose working industry is Agriculture, Forestry and Fishing is 40 per
cent (World Bank 2005a).

125

Thusitha Kumara and Dileni Gunewardena

reduced by 17 per cent in the 95th quantile in 2002. Since agricultural employment is mostly
concentrated in the rural sector, the correlation between agricultural employment and
consumption is statistically insignificant in the urban areas and highly significant in the top
quantiles of the rural sector. This finding holds for both the survey years.
The consumption advantage of male headed households becomes weaker in the upper
expenditure quantiles.11 This suggests that the gender of the household head is irrelevant
with regard to the upper consumption groups and in the urban sector. Most formal jobs that
pay equal wages for both males and females are concentrated in urban areas, whereas most
informal jobs that discriminate against females are concentrated in rural areas. This may
have generated equal benefits in urban areas and differences in rural areas.
An additional member in the household has generated negative results for all the quantiles
and the impact is significantly higher in upper expenditure groups. As suggested by the
OLS estimation, Muslim and other ethnic groups (except Tamils) have higher consumption
expenditure compared to their Sinhala counterparts in all the consumption quantiles.
Furthermore, the percentage increase is higher in the upper consumption groups.
Contrary to OLS results, QR estimates show that there is a positive correlation between the
household consumption expenditure and households headed by persons of Tamil ethnic
origin, as compared to households headed by Sinhala counterparts. Tamil ethnic groups
have a higher consumption percentage in the lower quantiles of the rural samples and in the
upper quantiles of the urban samples. This may be due to the distribution of Tamil
population in the urban and the rural areas. These results contrast with De Silva (2008) and
Gunewardena (2006) for Tamil men. Their results were based on hourly individual
wage/earnings data, while ours were based on monthly household consumption data
suggesting that Tamil households may work longer in order to generate more earnings and
consumption, and that the wages of women play a role in increasing consumption. This is
consistent with the demographic and earnings profile of Tamil households in the plantation
sector.
Inequality Decomposition
In this section, mean regression (Oaxaca, 1973; Blinder, 1973) and quantile regression
(Machado and Mata, 2005) methods are applied in decomposing consumption inequalities in
Sri Lanka into two components: (1) a component that is due to the differences in the
distribution of household covariates (endowments) between urban and rural sectors in Sri

11

This relationship holds for most of the rural households and lower consumption groups.
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Lanka (covariate effect), and (2) another component that is due to the location specific
(urban and rural, Western and other provinces) returns to these covariates (returns effect).
Mean regression decomposition method considers the means of two distributions and
adding value to the analysis, quantile regression decomposition considers the differences at
various quantiles. In decomposing urban-rural (Western-other province) inequality, the
returns effect compares rural household LPCRE with a simulated LPCRE derived from rural
covariates (endowments) and urban returns. This estimates the difference in consumption
between households identically endowed (with the level of endowments that rural/other
province households currently have), where the only difference between households is
where they live. In other words, if average urban (WP) household endowments were to
change suddenly to the level of endowments of average rural (OP) households, how large
would be the spatial consumption gap? Or if rural (OP) households were to move
instantaneously (and without cost) to urban (WP) areas, what would be the consumption
gap between them and identical households in rural (OP) areas? This component captures
location-specific effects on consumption. With markets working perfectly, and no barriers to
mobility (and a well-specified model) this gap would in the long-term be zero. The entirety
of the consumption gap would then be due to differences in endowments between urban
and rural (Western and other) households, captured by the covariates effect.
Both mean regression and quantile regression decomposition results are presented in the
Table 4 and Figure 2. The 2nd column of the Table represents the decomposition results
based on the mean regression analysis, and 3rd to 7th columns represent the 5th, 25th, 50th, 75th,
and 95th quantiles of the quantile regression analysis. The first panel illustrates the raw
consumption gap between the urban and rural sectors in Sri Lanka and the second panel
shows the decomposition results.
Mean regression analysis confirms that consumption inequality in Sri Lanka increased
during the study period (2nd column in Table 4). The raw consumption gap between urban
and rural areas almost doubled, and the gap between WP and OP increased by almost 50 per
cent, between the two survey years.
The urban-rural and WP-OP gaps that remain after controlling for household characteristics
(evaluating urban consumption using rural household endowments) are positive. This
signifies that even after adjusting urban consumption for rural endowment, urban
consumption is higher than rural consumption. This component is defined as the locationspecific returns to household endowments. The major portion of the mean urban-rural
consumption gap in Sri Lanka is explained by the returns effect and its dominance increases
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in the later survey (60% in 1995/96 and 67% in 2002). The returns effect is even stronger in
the regional (WP-OP) gap (80% in 1995/96 and 70% in 2002), but declines in the later survey.
Table 4: Raw Gap and Unexplained Gap (Returns Effect) 1995/96 and 2002
Percentile
Mean

5th

25th

50th

75th

95th

1995/96
Raw gap
Urban-rural

0.253
(0.009)

0.137
(0.018)

0.198
(0.010)

0.247
(0.012)

0.296
(0.013)

0.410
(0.027)

Western and Other

0.252
(0.008)

0.196
(0.018)

0.218
(0.011)

0.258
(0.010)

0.268
(0.012)

0.332
(0.025)

Urban-rural

0.151
(0.010)

0.113
(0.023)

0.129
(0.014)

0.143
(0.013)

0.169
(0.016)

0.227
(0.029)

Western and Other

0.201
(0.008)

0.201
(0.022)

0.205
(0.012)

0.197
(0.012)

0.192
(0.014)

0.226
(0.025)

Returns effect

Returns effect as a percentage of raw gap
Urban-rural

59.68

82.48

65.15

57.89

57.09

55.37

Western and Other

79.76

102.55

94.04

76.36

71.64

68.07

2002
Raw gap
Urban-rural

0.491
(0.011)

0.310
(0.017)

0.402
(0.012)

0.482
(0.015)

0.590
(0.018)

0.640
(0.028)

Western and Other

0.357
(0.010)

0.222
(0.017)

0.299
(0.011)

0.368
(0.011)

0.441
(0.015)

0.424
(0.029)

Urban-rural

0.331
(0.011)

0.239
(0.024)

0.286
(0.017)

0.332
(0.015)

0.376
(0.017)

0.426
(0.025)

Western and Other

0.246
(0.009)

0.168
(0.021)

0.227
(0.015)

0.267
(0.014)

0.289
(0.017)

0.273
(0.029)

Returns effect

Returns effect as a percentage of raw gap
Urban-rural

67.41

77.10

71.14

68.88

63.73

66.56

Western and Other

68.91

75.68

75.92

72.55

65.53

64.39

12.95

-6.25

9.19

18.98

11.65

20.21

-13.61

-17.92

-19.27

-4.98

-8.53

-5.41

% Change 1995/96 – 2002
Urban-rural
Western and Other

Source: Kumara (2009) using HIES 1995/96 and 2002.
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Figure 2: Inequality Decomposition: Returns Effect and Endowment Effect

The dominance of the returns effect is observed in the quantile regression decomposition for
all quantiles. For any quantile, for both the survey years, the urban-rural (WP/OP)
consumption gap was recorded as positive, implying that the urban-rural (WP/OP) gap
favours the urban sector/Western province even after evaluating urban (WP) consumption
with rural (OP) characteristics.
Three major policy relevant conclusions can be drawn from the quantile regression
decomposition analysis. First, the urban-rural (raw or unadjusted) consumption gap is
relatively smaller in the lower consumption quantiles and significantly higher in the upper
quantiles. The urban-rural LPCRE gap of the 95th quantile is more than double that of
LPCRE of the 5th quantile in both survey years. The difference in WP-OP gaps between the
95th percentile and 5th percentile are somewhat smaller in 1995/96, but close to double in
2002. This implies that the urban (Western province) rich are much better off than the rural (Other
province) rich in terms of consumption expenditure.

Second, the returns effect dominates

throughout the distribution of consumption expenditure. The unexplained percentage of
consumption gap is always more than 50 per cent of the raw gap for all quantiles. Third,
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adding to the second conclusion, the returns effect dominates throughout the expenditure
distribution but tends to decline as it moves towards the upper consumption quantiles. That is,
location-specific effects account for 77-82% of the urban-rural (and 76-92% of the WP-OP)
raw gap at the 5th quantile compared to 55-66% of the urban rural (and 64-68% of the WPOP) raw gap in the 95th quantile. The other side of the coin is that the importance of
covariate effects increases at the upper end of the expenditure quantiles in explaining the
urban-rural gap in Sri Lanka. These findings are entirely different to those of Nguyen et al.
(2006) using the same analytical method for Vietnam. They found that the covariate effect
dominates in the lower quantiles whereas the returns effect dominates in the upper
quantiles.
A temporal analysis of the urban-rural inequality decomposition based on quantile
regression analysis also finds that urban-rural inequality increases over the study period and
inequality between the lower end and the upper end of the consumption distribution is
relatively reduced in 2002 compared to 1995/96. Furthermore, the dominance of the returns
effect is also seen to decline over the two survey years in the 5th quantile whereas it is found
to increase in the upper consumption quantiles. The recent development of the urban sector
may have increased the returns effect further in the urban sector.
The temporal analysis of the gap between the Western Province and other provinces along
the distribution shows that spatial inequality increases over the period while inequality gaps
between the lower and upper end of the consumption distribution are wider in 2002
compared to 1995/96. The dominance of the returns effect declines at both the 5th and 95th
quantiles, but the decline is greater at the bottom of the distribution.
Why do returns effects have a greater dominance at the bottom of the consumption
distribution relative to the top? The dominance in the lower quantiles of the consumption
expenditure distribution suggests that returns to household endowments matters more than
household characteristics to poor people in Sri Lanka. Sri Lanka is recognized as a country
that has achieved extraordinary success in health and education indicators despite the lower
level of per capita income (World Bank, 2005a). Sri Lanka is also recording a higher rank in
the UNDP ‘Human Development Index’. Gender seems to matter less in determining
household endowments (e.g., education) in Sri Lanka compared to many other developing
countries. This suggests that the distribution of household endowments is relatively better in
Sri Lanka as compared to Vietnam. The lower rewards to households with lower
consumption can be clearly linked with rural markets. Most formal employment is
concentrated in urban areas, and rural areas are separated from the urban centres due to the
poor road network, leading to poorer market access for the rural population. The
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communication barriers between urban (WP) and rural (OP) areas may also have
contributed to lower rewards to the characteristics of poor households in the rural sector. In
addition, if characteristics for which controls were not included due to lack of data, such as
the quality of education, are correlated with location (i.e., richer areas have better quality
education) then these would add to the location-specific effects.
The foregoing analysis suggests that the existence of barriers such as remoteness and poor
access to markets that prevent lagging regions from being absorbed into the modern sector
or growing region play a larger role in perpetuating spatial inequality, especially for the
poor, than do disparities in household endowments between regions and sectors.
Policies that are indicated are those that will connect lagging regions to markets in the
growing regions, especially roads and transportation infrastructure, electricity and
communication infrastructure, improving the investment climate and improving the quality
of schooling via better training and resources, especially in remote areas and the removal of
barriers to labour mobility such as regulations in labour markets and land markets.
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Appendices
Table 1A: OLS Estimates 1995/96
Variable
Constant
Agricultural
Employment
Number of
Employed
Head’s age
Male head
Household size
Number of
Dependants
Race: Tamil
Race: Muslim/
Other
Education:
Jun. Secondary
Education:
GCE O/L
Education:
GCE A/L
Education:
Tertiary
Province:
Central
Province:
Southern
Province:
North Western
Province
North Central
Province:
Uva
Province:
Sabaragamuwa
F Value
Prob. F
R Squared
Adju. R Squared

National
7.828***
(0.018)
-0.035***
(0.007)
0.078***
(0.004)
0.001***
(0.000)
0.065***
(0.008)
-0.128***
(0.003)
-0.003
(0.003)
0.091***
(0.011)
0.072***
(0.014)
0.031***
(0.011)
0.191***
(0.010)
0.442***
(0.012)
0.742***
(0.019)
-0.227***
(0.010)
-0.118***
(0.010)
-0.145***
(0.012)
-0.031**
(0.014)
-0.334***
(0.013)
-0.253***
(0.011)
512.86
0.00
0.32
0.32

Urban
7.700***
(0.046)
0.100***
(0.027)
0.111***
(0.009)
0.001*
(0.000)
0.081***
(0.018)
-0.143***
(0.005)
0.036***
(0.008)
-0.043*
(0.023)
0.043*
(0.022)
0.125***
(0.036)
0.410***
(0.032)
0.695***
(0.034)
0.955***
(0.041)
-0.208***
(0.024)
-0.132***
(0.026)
-0.044
(0.037)
-0.262***
(0.050)
-0.343***
(0.046)
-0.293***
(0.039)
130.10
0.00
0.38
0.38

Source: Kumara (2009) using HIES 1995/96.
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Coefficient
Rural
7.801***
(0.020)
0.005
(0.007)
0.070***
(0.004)
0.001***
(0.001)
0.061***
(0.009)
-0.127***
(0.003)
-0.010***
(0.004)
0.119***
(0.012)
0.039*
(0.020)
0.029***
(0.011)
0.164***
(0.011)
0.383***
(0.013)
0.659***
(0.022)
-0.201***
(0.012)
-0.077***
(0.012)
-0.114***
(0.013)
-0.030**
(0.015)
-0.299***
(0.014)
-0.208***
(0.012)
364.87
0.00
0.29
0.29

Western
7.676***
(0.038)
-0.105***
(0.015)
0.087***
(0.008)
0.001**
(0.000)
0.061***
(0.016)
-0.131***
(0.005)
0.019***
(0.007)
0.014
(0.023)
0.084***
(0.024)
0.108***
(0.030)
0.370***
(0.027)
0.668***
(0.028)
0.941***
(0.036)

Other
7.655***
(0.020)
-0.012
(0.008)
0.073***
(0.005)
0.002***
(0.000)
0.056***
(0.010)
-0.130***
(0.003)
-0.009**
(0.004)
0.045***
(0.011)
0.057***
(0.018)
0.041***
(0.012)
0.175***
(0.011)
0.403***
(0.013)
0.708***
(0.024)

-

-

-

-

-

-

-

-

-

-

212.64
0.00
0.33
0.33

413.35
0.00
0.25
0.25
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Table 2A: OLS Estimates 2002
Variable
Constant
Agricultural
Employment
Number of
Employed
Head’s age
Male head
Household size
Number of
Dependants
Race: Tamil
Race: Muslim/
Other
Education:
Jun. Secondary
Education:
GCE O/L
Education:
GCE A/L
Education:
Tertiary
Province:
Central
Province:
Southern
Province:
North Western
Province
North Central
Province:
Uva
Province:
Sabaragamuwa
F Value
Prob. F
R Squared
Adju. R Squared

National
8.041***
(0.022)
-0.137***
(0.008)
0.042***
(0.005)
0.002***
(0.000)
0.046***
(0.009)
-0.156***
(0.003)
0.007
(0.004)
0.019
(0.013)
0.144***
(0.015)
0.111***
(0.015)
0.300***
(0.013)
0.636***
(0.014)
0.982**
(0.021)
-0.199***
(0.011)
-0.222***
(0.012)
-0.238***
(0.013)
-0.167**
(0.016)
-0.316***
(0.015)
0.326***
(0.013)
568.87
0.00
0.38
0.38

Urban
7.964***
(0.060)
-0.014
(0.031)
0.085***
(0.012)
0.005***
(0.001)
0.033
(0.022)
-0.187***
(0.007)
0.047***
(0.010)
-0.054*
(0.029)
0.032
(0.026)
0.206***
(0.050)
0.452***
(0.046)
0.812***
(0.046)
1.128***
(0.052)
-0.057**
(0.027)
-0.227***
(0.028)
-0.145***
(0.038)
-0.211***
(0.052)
-0.256***
(0.052)
-0.347***
(0.041)
120.43
0.00
0.40
0.40

Coefficient
Rural
8.028***
(0.023)
-0.067***
(0.008)
0.037***
(0.005)
0.001***
(0.000)
0.056***
(0.010)
-0.151***
(0.004)
-0.003
(0.004)
-0.001
(0.015)
0.098***
(0.019)
0.088***
(0.014)
0.252***
(0.013)
0.548***
(0.015)
0.846***
(0.023)
-0.177***
(0.012)
-0.194***
(0.013)
-0.190***
(0.013)
-0.128***
(0.016)
-0.290***
(0.016)
-0.271***
(0.013)
389.67
0.00
0.34
0.34

Western
7.910***
(0.049)
-0.203***
(0.019)
0.054***
(0.010)
0.002***
(0.000)
0.036*
(0.019)
-0.166***
(0.007)
0.031***
(0.009)
0.100***
(0.029)
0.146***
(0.028)
0.183***
(0.040)
0.466***
(0.036)
0.805***
(0.037)
1.168***
(0.044)

Other
7.825***
(0.023)
-0.129***
(0.009)
0.036***
(0.006)
0.002***
(0.000)
0.043***
(0.011)
-0.152***
(0.004)
-0.003
(0.005)
-0.025*
(0.015)
0.152***
(0.018)
0.112***
(0.016)
0.280***
(0.014)
0.600***
(0.016)
0.934***
(0.025)

-

-

-

-

-

-

-

-

-

-

198.59
0.00
0.33
0.33

484.39
0.00
0.33
0.32

Source: Kumara (2009) using HIES 2002.
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Table 3A: QR Estimates 1995/96 National Sample
Variable
Constant
Agricultural
Employment
Number of
Employed
Head’s age
Male head
Household size
Number of
Dependants
Race: Tamil
Race: Muslim/
Other
Education:
Jun. Secondary
Education:
GCE O/L
Education:
GCE A/L
Education:
Tertiary
Province:
Central
Province:
Southern
Province:
North Western
Province
North Central
Province:
Uva
Province:
Sabaragamuwa
Pseudo R Squared

5th
7.096***
(0.036)
-0.013
(0.014)
0.095***
0.008)
0.001
(0.000)
0.102***
(0.016)
-0.115***
(0.005)
-0.003
(0.006)
0.134***
(0.022)
-0.024
(0.029)
0.020
(0.021)
0.145***
(0.020)
0.337***
(0.022)
0.613***
(0.035)
-0.224***
(0.021)
-0.120***
(0.021)
-0.097***
(0.023)
-0.072***
(0.027)
-0.333***
(0.025)
-0.226***
(0.022)
0.14

25th
7.529***
(0.024)
-0.023**
(0.009)
0.078***
(0.005)
0.001***
(0.000)
0.076***
(0.011)
-0.118***
(0.003)
-0.009**
(0.004)
0.144***
(0.014)
0.065***
(0.019)
0.034**
(0.014)
0.152***
(0.013)
0.387***
(0.015)
0.677***
(0.024)
-0.229***
(0.013)
-0.124***
(0.014)
-0.139***
(0.015)
-0.042**
(0.018)
-0.360***
(0.017)
-0.239***
(0.014)
0.17

Quantile
50th
7.784***
(0.019)
-0.032***
(0.007)
0.073***
(0.004)
0.002***
(0.000)
0.066***
(0.009)
-0.124***
(0.003)
-0.004
(0.004)
0.101***
(0.011)
0.081***
(0.015)
0.036***
(0.012)
0.181***
(0.011)
0.435***
(0.013)
0.742***
(0.020)
-0.202***
(0.010)
-0.110***
(0.011)
-0.144***
(0.012)
-0.045***
(0.015)
-0.347***
(0.013)
-0.248***
(0.012)
0.19

Source: Kumara (2009) using HIES 1995/96.
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75th
8.119***
(0.027)
-0.049***
(0.010)
0.071***
(0.006)
0.001***
(0.000)
0.052***
(0.012)
-0.133***
(0.004)
-0.003
(0.005)
0.055***
(0.015)
0.101***
(0.021)
0.016
(0.016)
0.201***
(0.016)
0.473***
(0.017)
0.764***
(0.027)
-0.211***
(0.015)
-0.077***
(0.015)
-0.130***
(0.017)
-0.006
(0.020)
-0.318***
(0.018)
-0.246***
(0.016)
0.20

95th
8.652***
(0.053)
-0.075***
(0.019)
0.070***
(0.012)
0.002***
(0.001)
0.025
(0.023)
-0.144***
(0.009)
0.003
(0.010)
-0.006
(0.029)
0.160***
(0.039)
0.024***
(0.030)
0.249***
(0.029)
0.546***
(0.033)
0.889***
(0.052)
-0.315***
(0.028)
-0.138***
(0.028)
-0.193***
(0.031)
-0.001
(0.037)
-0.279***
(0.034)
-0.272***
(0.031)
0.20
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Table 4A: QR Estimates 2002 National Sample
Variable
.05
Constant
Agricultural
Employment
Number of
Employed
Head’s age
Head’s sex
Household size
Number of
Dependants
Race: Tamil
Race: Muslim/
Other
Education:
Jun. Secondary
Education:
GCE O/L
Education:
GCE A/L
Education:
Tertiary
Province:
Central
Province:
Southern
Province:
North Western
Province
North Central
Province:
Uva
Province:
Sabaragamuwa
Pseudo R Squared

7.106***
(0.116)
-0.004
(0.059)
0.110***
(0.021)
0.004***
(0.001)
0.078***
(0.042)
-0.164***
(0.011)
0.051***
(0.018)
0.076
(0.055)
0.031
(0.053)
0.234**
(0.095)
0.423***
(0.086)
0.814***
(0.085)
1.026***
(0.097)
-0.128**
(0.052)
-0.275***
(0.057)
-0.148**
(0.075)
0.058
(0.101)
-0.542***
(0.099)
-0.394***
(0.077)
0.14

.25
7.637***
(0.069)
-0.011
(0.035)
0.081***
(0.013)
0.004***
(0.001)
0.040
(0.025)
-0.168***
(0.008)
0.041***
(0.011)
0.012
(0.033)
0.039
(0.030)
0.184***
(0.058)
0.424***
(0.052)
0.792***
(0.053)
1.064***
(0.060)
-0.093***
(0.031)
-0.256***
(0.033)
-0.177***
(0.044)
-0.161***
(0.060)
-0.336***
(0.058)
-0.292***
(0.048)
0.19

Quantile
.5
7.911***
(0.081)
-0.066
(0.041)
0.078***
(0.016)
0.005***
(0.001)
0.037
(0.029)
-0.177***
(0.009)
0.039***
(0.013)
-0.072***
(0.038)
0.039
(0.035)
0.218***
(0.067)
0.458***
(0.061)
0.838***
(0.061)
1.139***
(0.069)
-0.064*
(0.036)
-0.212***
(0.038)
-0.129**
(0.052)
-0.251***
(0.070)
-0.312***
(0.069)
-0.356***
(0.056)
0.22

.75

.95

8.184***
(0.091)
0.001
(0.047)
0.089***
(0.019)
0.006***
(0.001)
-0.004
(0.032)
-0.202***
(0.012)
0.065***
(0.014)
-0.063
(0.043)
0.085**
(0.039)
0.269***
(0.074)
0.575***
(0.068)
0.940***
(0.069)
1.299***
(0.078)
-0.032
(0.039)
-0.200***
(0.042)
-0.089
(0.058)
-0.277***
(0.077)
-0.153**
(0.077)
-0.345***
(0.062)
0.25

8.753***
(0.197)
0.140
(0.108)
0.083*
(0.043)
0.008***
(0.002)
0.023***
(0.076)
-0.196***
(0.035)
0.049
(0.034)
-0.182*
(0.101)
-0.019
(0.091)
0.206
(0.165)
0.452***
(0.149)
0.784***
(0.152)
1.124***
(0.179)
0.004
(0.092)
-0.243**
(0.095)
-0.228*
(0.132)
-0.294*
(0.178)
-0.264
(0.179)
-0.431***
(0.135)
0.24

Source: Kumara (2009) using HIES 2002.
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6
Income Distribution after Economic Reform 1980-2002
Ramani Gunatilaka

1. Introduction
This Chapter looks at changes in Sri Lanka’s income distribution in the post-reform period
of 1980-2002 and investigates underlying causes. The period was critical in Sri Lanka’s
policy history. Following the implementation of growth-oriented policies with the initial
opening up of the economy in 1977, trade reform proceeded irreversibly, even if in fits and
starts. But many other policy changes were implemented that are also likely to have an
impact on economic growth and social welfare. For example, massive investment on public
infrastructure projects during the early to mid-1980s petered out thereafter due to budgetary
constraints imposed by the secessionist conflict. Public expenditure on consumption support
declined throughout. Even so, real expenditure levels on education, health and rural
infrastructure cut back in the early 1980s, were later increased and maintained.
The era was also marked by increasing political instability and conflict over distributional
issues. The Northeast conflict began in 1983. But by the late 1980s, a toxic mix of forces made
for violence and insurrection in the rest of the country. Among these forces were an
increasingly authoritarian government, marginalization of the rural poor and educated but
unemployed youth from the growth process, and, the Indian Army’s foray into Sri Lanka’s
secessionist conflict in 1987. The political crisis triggered macroeconomic growth and
balance of payments crises, whose seeds had been sown by the poor macroeconomic policies
of the early 1980s. Order was restored only with a mix of brute force, a second wave of
economic reform, and a targeted income transfer programme that eased the political passage
of the first two measures (Dunham and Kelegama, 1997).
Since then, even though the economic reform process has moved ahead, the pace has been
uneven. Nor has the degree of political instability lessened even if the intensity of political
violence outside the North and East has. This is partly due to the system of proportionate
representation implemented since 1988: no single political party has been able to obtain an
overall majority to form a government. The need to form governing coalitions, even while
curbing tendencies towards authoritarianism, has placed constraints on economic decisionmaking flexibility on the one hand, and encouraged competitive populism on the other.
Given the policy history of this period, a long-term analysis of its impact on the distribution
of income can contribute much to policy making. However, earlier analyses covered
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different periods and followed different methodologies (see Dunham and Jayasuriya, 2000;
Glewwe, 1985; Glewwe, 1986; Gunewardena, 1996; Lakshman, 1997). None extended beyond
the mid-1990s. Analyses of the determinants of inequality (for example, Glewwe, 1986;
Gunewardena, 1996), explained differences in income distribution between distinct groups
of income recipients and between recipients with different sources of income. However, the
methods used did not permit the researchers to simultaneously quantify the contributions of
these and many other factors to total inequality.
In contrast, the present analysis is able to take advantage of the greater availability of data as
well as recent innovations in methodology. The theoretical literature on the relationship
between income distribution and economic growth too, has evolved beyond the Kuznetzian
framework. It has incorporated the dynamics of trade liberalization, increased capital and
labour mobility, and elements from the new economic geography literature such as industry
concentration, cumulative causation and spatial externalities. Thus the conceptual
framework for the present analysis has been able to accommodate factors such as
infrastructure and spatial variables in a way that the limited Kuznetzian framework could
not handle.
The analysis in this Chapter addresses three questions: whether inequality in Sri Lanka
increased over the period 1980-2002; what factors exerted the greatest influence on total
inequality and its change during this period; and, on which segments of the distribution
these factors had the greatest impact. It also derives policy conclusions from the analysis.
Accordingly, the Chapter is organized follows: Section 2 discusses the data used and
presents the findings of the analysis of inequality trends in Sri Lanka over the reference
period; Section 3 identifies the causes of inequality and change; Section 4 looks at the impact
of structural change in three key policy-related variables on the entire distribution to find
out who benefited from these policies; Section 5 concludes.

2. Data and Overview of Income Distribution
2.1 Data
The analysis in this paper uses consumption expenditure as proxy for income. This is
because consumption expenditure is a more accurate measure of individual and household
welfare in developing countries (Deaton and Zaidi, 2002): large informal sectors made up of
self-employment, small business and subsistence agriculture make the gathering of accurate
income data difficult in developing countries; means-tested income support programmes
can encourage under-reporting of income; and, consumption expenditure is a direct
measure of individual and household welfare whereas income streams exhibit transitory
fluctuations.
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Data on household expenditure and demographic and other characteristics of households
were drawn from the 1980/81, 1985/86 Labour Force and Socio-Economic Surveys (LFSS),
and the 1990/91, 1995/96 and 2002 Household Income and Expenditure Surveys (HIES)
conducted by the Department of Census and Statistics, Sri Lanka. Despite the difference in
name, the surveys are broadly comparable in design and methodology. However, the
1990/91, 1995/96 and 2002 HIES excluded the administrative districts in the Northern and
Eastern Provinces as the conflict situation prevailing there precluded data collection in the
region. Hence the present analysis relates only to the seven provinces outside the Northern
and Eastern Provinces, which account for roughly 85 per cent of Sri Lanka’s population of
roughly 19 million people.
The analysis takes into account only households with positive expenditure. It also excludes
households that box plot analyses of income data revealed as outliers. Household
expenditure data were then adjusted to take into account equivalence scales, economies of
scale, and temporal and spatial differences in the cost of living. Details of how the data was
adjusted for equivalence scales can be found in Gunatilaka and Chotikapanich (2006). The
data on household expenditure were adjusted for temporal and spatial differences in the
cost of living using the set of regional price indices for the five survey years developed by
Gunatilaka (2005). The price indices were constructed by applying the Country Product
Dummy (CPD) method developed by Summers (1973) and Rao (2003).
Major population surveys have many sampling units which have different probabilities of
being selected and most analyses of survey data use these sampling weights to adjust the
data. However, the present analysis has not used sampling weights because as Deaton
(1997) points out, it would have biased the Ordinary Least Squares estimates used for the
regression-based decomposition analysis of Section 3.
2.2 Overview of Income Distribution
The overview begins by first looking at changes in mean income by population group
between 1985 and 2002 (Table 1). The year 1985 rather than 1980 is taken as the start period
for this descriptive analysis because several variables require identifying the principal
income earner and the income definitions of the 1980 survey are different from those of
subsequent surveys. The population groups are defined according to the characteristics that
are likely to determine income earning capacity and the distribution of income. The table
also sets out the share of the total population accounted for by people who have these group
characteristics in each year. These attributes are ethnicity, education and occupation of
principal income earner, infrastructure and region. Infrastructure is especially included
because of its potential positive impact on productivity and access to markets.
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Table 1: Mean Income by Population Group, Sri Lanka 1985, 2002 (Rupees)
Mean Income

% Change
1985-2002

Share of Population (%)

1985

2002

1985

2002

Sinhalese

385.95

614.40

159.19

84.45

83.96

Sri Lankan Tamil

385.12

560.03

145.42

4.45

4.50

Indian Tamil

373.64

437.97

117.22

4.51

4.96

Moor

363.44

563.83

155.14

5.91

6.09

Other

547.45

879.13

160.59

0.68

0.49

Primary or less

292.44

404.38

138.28

37.12

31.76

Secondary

359.54

525.29

146.10

41.61

39.71

GCE O’Levels

546.44

784.12

143.50

15.74

15.73

GCE A’Levels

670.05

1021.37

152.43

3.25

9.75

University

840.96

1359.69

161.68

2.28

3.05

649.11

1071.77

176.29

17.70

9.24

Ethnicity

Education of main income earner

Occupation of main income earner
Managerial
Clerical

537.74

878.97

165.11

6.94

2.91

Service

447.32

595.14

163.46

6.53

2.99

Farmers

327.90

521.28

133.05

14.17

33.22

Production Workers

355.29

502.53

158.98

37.95

15.41

Elementary

326.25

575.16

141.44

16.70

36.23

Infrastructure
No access to any amenity

312.99

372.92

119.15

72.02

29.36

Access to vehicle

697.27

1017.09

145.87

8.15

16.04

Access to electricity

582.67

701.42

120.38

23.51

66.63

Access to telephone

1222.26

1057.09

86.49

1.09

21.43

462.25

764.28

165.34

24.90

28.35

Region
Western
Central

378.31

566.75

149.81

16.43

17.84

Southern

358.12

552.28

154.22

15.79

13.86

North Western

359.14

531.39

147.96

11.93

12.17

North Central

372.69

602.21

161.59

9.43

7.21

Uva

351.66

490.63

139.52

9.46

8.68

Sabaragamuwa

332.20

474.54

142.85

12.07

11.89

Table 1 shows that while all groups have experienced substantial mean income growth over
the period, some interesting similarities and differences are apparent. Mean income
increases monotonically with education levels as expected, but note that income growth has
also increased monotonically with better education. Similar trends are apparent in mean
income by occupation of principal income earner. But ethnic differences have widened over
the period while the Western Province has pulled ahead of the rest. The relative premium on
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access to telephones appears to have contracted as more people have got telephones,
electricity and/or vehicles.
Table 2: Mean Income in Sri Lanka 1980-2002 (Rupees)
Quintile of
Income Distribution
1
2
3
4
5

1
2
3
4
5

1980

1985

1990

1995

2002

147.13
(1.651)
214.22
(1.973)
271.40
(2.196)

154.98
(0.880)
228.48
(1.072)
296.01
(1.344)

185.69
(1.025)
269.82
(1.208)
344.46
(1.531)

199.99
(1.086)
288.74
(1.171)
371.69
(1.686)

220.53
(1.357)
330.12
(1.716)
441.80
(2.489)

351.41
(3.507)
666.17
(14.463)

390.90
(1.951)
752.49
(8.372)

450.02
(2.231)
841.44
(7.856)

500.66
(2.682)
1009.21
(10.185)

616.24
(4.157)
1252.16
(13.103)

Change in Mean Income
1990-1985
1995-1990
2002-1995
[z-stat]
[z-stat]
[z-stat]
30.70
14.30
20.51
[22.731]
[9.576]
[11.799]
41.33
18.94
41.35
[25.594]
[11.257]
[19.903]
48.57
27.16
70.10
[23.835]
[11.923]
[23.314]

2002-1980
[z-stat]
73.31
[34.304]
115.82
[44.294]
170.26
[51.293]

1985-1980
[z-stat]
7.80
[4.170]
14.19
[6.322]
24.44
[9.492]
39.17
[9.761]
86.31
[5.165]

59.32
[20.015]
88.75
[7.730]

50.52
[14.481]
167.79
[13.045]

115.61
[23.369]
242.82
[14.631]

264.61
[48.657]
585.67
[30.010]

Percentage Change in Mean Income
1985-1980
1
2
3
4
5
Notes:

5.3
6.7
9.1
11.2
13.0

1990-1985
19.8
18.1
16.4
15.1
11.8

1995-1990
7.7
7.0
7.9
11.3
19.9

2002-1995
10.3
14.3
18.9
23.1
24.1

2002-1980
49.9
54.1
62.8
75.4
88.0

Standard errors in round parentheses, z-statistics in square parentheses, derived from 1000
bootstrap samples. The 5 per cent critical values for the z-statistic are as follows: 1.96 for a
two-tailed test; 1.65 for a one-tailed test.

Changes in the distribution as a whole from 1980 to 2002 along with bootstrapped standard
errors are set out in Table 2. Percentage changes in mean income per quintile of income
distribution for each survey year are presented in the last panel. It is clear that mean incomes
in Sri Lanka grew significantly across quintiles over the reference period. But variations in
the rates of income growth between quintiles are marked with average incomes in the higher
quintiles growing faster than incomes in the lower quintiles in all sub-periods other than the
period 1985-1990 when income in the lower quintiles grew faster. Considering the period as
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a whole, mean income among the poorest quintile of income distribution grew by 50 per
cent while the topmost quintile experienced a substantially higher mean income growth rate
of 88 per cent.
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Figure 1: Lorenz Curves 1980-2002
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Figure 2: Transformed Lorenz Curves 1980 - 2002
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Nevertheless, Lorenz curves only provide a partial ranking of distributions. When two
Lorenz curves intersect like the 1980 and 1990 distributions, we cannot say which is more
equal. In contrast, the Gini coefficient provides a complete ordering of distributions and is
conveniently defined in terms of the Lorenz curve as one minus twice the area between the
line of equality and the Lorenz curve. Table 3 presents the Gini coefficients and changes for
the five survey years calculated using the Lerman and Yitzhaki (1989) procedure. It is clear
that the long-term trend has been for inequality to increase in Sri Lanka except for a brief
reversal around 1990. The decline in inequality in 1990 also coincided with much slower
income growth than in any other period particularly for the top quintiles. The circumstances
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behind this were exceptional. In 1985 the country was sliding towards economic and
political crises, the situation reaching its nadir in 1989. Recovery followed in 1990 only with
further economic liberalization measures, politically eased in through targeted income
support policies. The latter is likely to have pushed up real wage expectations among lowskilled workers and so caused a rise in real wages and incomes among lower income groups
as is evident in Table 2. Hence the period 1985-90 must be regarded as a temporary reversal
in a long-term trend of rising income disparities following economic liberalization. The
largest and most significant increase in inequality during the 1980-2002 period occurred
between 1990 and 1995.
The study combines these two phenomena – rising mean incomes and rising inequality –
and examines their impact on social welfare narrowly defined to include just these two
components, by using generalized Lorenz curve analysis. The generalized Lorenz curve
enables the comparison of different distributions with different means and thus different
aggregates and is obtained by scaling up the Lorenz curve by its mean (Shorrocks, 1983).
Figure 3 plots the generalized Lorenz curves for the five survey years. It can be seen that by
and large, the ranking of the distributions in terms of equality alone which is derived from
the Lorenz curve analysis in Figure 1, has been almost totally reversed in terms of social
welfare in the generalized Lorenz curves. The most unequal distribution, the 2002
distribution, emerges unambiguously as the most desirable in terms of welfare. The 1980
distribution, which vied with the 1990 distribution as being most equitable, emerges as the
least desirable.
Table 3
Income Inequality and Changes in Sri Lanka 1980-2002

1980

1985

0.310
(0.006)

0.323
(0.003)

1985-1980
[z-stat]
0.014
[2.222]
1985-1980
4.5
Notes:

144

Gini Coefficient
1990
0.309
(0.002)

1995

2002

0.336
(0.002

0.355
(0.003)

Change in Gini Coefficient
1990-1985
1995-1990
2002-1995
[z-stat]
[z-stat]
[z-stat]
-0.015
[-4.004]

0.027
[7.889]

0.019
[5.446]

Percentage Change in Gini Coefficient
1990-1985
1995-1990
2002-1995
-4.5

8.6

5.7

2002-1980
[z-stat]
0.045
[7.366]
2002-1980
14.6

Gini coefficient calculated using as the unit of analysis adult equivalent income.
Standard errors in round parentheses, z-statistics in square parentheses, derived
from 1000 bootstrap samples. The 5 per cent critical values for the z-statistic are as
follows: 1.96 for a two-tailed test; 1.65 for a one-tailed test. Accordingly, estimates
of the Gini coefficient and changes are significant at the 5 per cent level for both
one-tailed and two-tailed tests.
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In brief, the findings on inequality trends show that all groups experienced consistent
increases in mean income over the survey years. Income inequality rose between 1980 and
1985, declined between 1985 and 1990 and rose steadily thereafter. Generalized Lorenz curve
analysis showed that due to the growth in mean incomes, welfare narrowly defined to
include only notions of levels and spread, appears to have progressively increased in Sri
Lanka with every survey year.
What factors gave rise to these far reaching changes in the dispersion of income in Sri
Lanka? Where on the distribution of income did they impact most strongly? In the sections
to follow the study uses the regression-based, Shapley value decomposition methodology to
answer the first of these questions, and graphical, semi-parametric methods to address the
second.
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Figure 3: Generalized Lorenz Curves 1980-2002
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3. Determinants of Inequality
Previous analyses of the determinants of inequality in Sri Lanka used traditional methods of
decomposition by population sub-groups and decomposition by income source. However,
the more recent regression-based approaches have the advantage of enabling analysts to
include any mix of explanatory factors including economic, social, demographic and policy
variables. They also enable researchers to include continuous variables.
All regression-based approaches begin with an income generating function, which, in linear
form can be written as:

yi = β0 + β1 x1i + β2 x2i + ... + βk xki + εi ,

(1)
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where yi is the income variable for the i-th income unit. The variables xki represent
exogenous household endowments of resources that determine its income. Provided the
income generating function expressed by Equation (1) gives accurate and meaningful
estimates, βˆ k xki can be regarded as the share of household i ’s income that flows from its
endowment of xk . The term εi is a random error. The results of the estimation of the income
generating function are then used in a variety of ways to quantify the contribution of a
number of factors to total inequality (for example, see Morduch and Sicular, 2002, and
Fields, 2003). This analysis uses the Shapley value decomposition methodology to
disaggregate total inequality into its constituent factors. The method can be used to
decompose any inequality index and this applies to the Gini coefficient.

In contrast to other regression-based methods such as the Fields method (Fields, 2003), the
Shapley value decomposition methodology circumvents the problem of a large residual, and
decomposes inequality completely into its contributory factors as it accounts for all parts of
the income-generating equation (Shorrocks, 1999). The rest of this section introduces the
methodology and then goes on to discuss the results of its application to the data.
3.1 The Shapley Value Decomposition Methodology
To demonstrate the Shapley value decomposition, the analysis begins by estimating a simple
income generating model with only three explanatory variables.

yi = β0 + β1 x1i + β2 x2i + ... + βk xki + εi ,

(2)

Both the income variable yi and the functional form can take any form but in the present
analysis yi is the log of income. The results of the regression are used to obtain predicted yi
as follows,

yˆi = βˆ 0 + βˆ 1 x1i + βˆ 2 x2i + ... + βˆ k xki .

(3)

yˆi is then used to calculate Gˆ TOT which is total income inequality as measured by the Gini
coefficient, in turn determined by the distribution of incomes attributable to x1 , x2 ,…, xk .
The Shapley value decomposition aims to measure the extent by which Gˆ TOT would change
if income flows from xki , that is βk xki , was removed from total income yi . The change
represents the contribution of income from xki to total inequality. In practice, there are many
possible sequences in which xki may be eliminated. As a result, the contribution to
inequality of income from xki is the average of all contributions of xki in all possible
eliminating sequences. This makes sure that the estimated contribution of each variable to
total inequality does not depend on the order in which it is eliminated. For details of the
procedure see Shorrocks (1999), Kolenikov and Shorrocks (2005) and Gunatilaka (2005).
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The methodology also permits one to calculate the proportion of total inequality that is not
explained by Equation (3), that is Gy − Gˆ TOT , where Gy is inequality calculated using actual
income data.
In theory, the Shapley value decomposition may be used to decompose inequality into an
unlimited number of contributory factors. But including a large number of variables in the
model can be costly in terms of computing time, data processing and storage capacity. This
is because the number of calculations increases exponentially with the number of variables.
However, the methodology has the advantage that groups of factors may be treated as a
single entity without affecting their total contribution (Shorrocks, 1999).
The Shapley value decomposition results may also be used to calculate how much of the
difference in income inequality between one period and the next is accounted for by the
explanatory factors. The procedure only requires two comparable household surveys so that
identical income generating equations can be estimated for each survey data set.
If Gy is the inequality index to be decomposed and Ckt is the contribution of the k’th
endowment to total inequality in year t as averaged across all rounds, then the contribution
of the k ’th endowment to the change in total inequality between two years 1 and 2 is
expressed as,

γk =

Ck 2Gy2 − Ck1Gy1
.
Gy2 − Gy1

(4)

3.2 Regression Results

Table 4 sets out the regression coefficients for all five survey years, estimated using
Stata. The regressions appear to perform well. R 2 varies from 0.34 to 0.48, which is
reasonable for cross-sectional regressions of this sort. Almost all of the included
regressors are significant and have the expected signs. They are discussed under
each group of variables in what follows:
As far as demographics are concerned, the results show that per adult equivalent income
increases with the proportion of adults in the household, more so for males than for females
other than in 1995.
Coefficients of the ethnic dummies are interesting. They show that Sri Lankan Tamils are
better-off on average than the Sinhalese (reference group) but the results are significant only
for 1985 and 1995. It should be recalled that the data relates to the provinces outside the
conflict areas of the North and the East where at least two thirds of the Sri Lankan Tamil
population reside.
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Indian Tamils are on average better off than the majority Sinhalese community. The positive
sign and significance of the coefficient on the ‘Ethnic other’ dummy other than for 1980
reveals that on average they, too, are better off than the majority Sinhalese. This is to be
expected since they include small groups such as the Borahs and the Sindhis who are
mercantile communities and well-represented in the business sector, as well as the Burgher
community, descendants of Portuguese and Dutch colonialists and settlers. In contrast,
ethnic Moors have been consistently worse off than the Sinhalese.
Table 4: Regression Results
Dependent variable: log of income per adult equivalent
1980
1985
Demography
Adult males, share
0.3450**
0.3719**
(0.0318)
(0.0160)
Adult females, share
0.2231**
0.2939**
(0.0358)
(0.0171)
Sri Lankan Tamil dummy
0.0032
0.0817**
(0.0293)
(0.0158)
Indian Tamil dummy
0.0800**
0.2284**
(0.0277)
(0.0166)
Ethnic Moor dummy
-0.0083
-0.0632**
(0.0331)
(0.0136)
Ethnic other dummy
0.1200
0.1555**
(0.0696)
(0.0359)
Education
Secondary education, share
0.2134**
0.1940**
(0.0211)
(0.0104)
GCE O'Level, share
0.4421**
0.4688**
(0.0308)
(0.0148)
GCE A'Level, share
0.5598**
0.5862**
(0.0664)
(0.0296)
University, share
0.7508**
0.7127**
(0.1201)
(0.0460)
Occupation
Unemployed, share
-0.2318**
0.0489**
(0.0322)
(0.0144)
Managers, share
0.3384**
0.5254**
(0.0651)
(0.0298)
Clerical, share
0.4308**
0.4874**
(0.0700)
(0.0295)
Service workers, share
0.2847**
0.3990**
(0.0428)
(0.0193)
Farmers, share
0.0381
0.2137**
(0.0298)
(0.0136)
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1990

1995

2002

0.2982**
(0.0168)
0.2857**
(0.0174)
0.0212
(0.0149)
0.23**
(0.0176)
-0.0886**
(0.0135)
0.2089**
(0.0346)

0.3385**
(0.0171)
0.3385
(0.0178)
0.0695**
(0.0137)
0.1427**
(0.0150)
-0.1001**
(0.0156)
0.1992**
(0.0458)

0.1724**
(0.0185)
0.1209**
(0.0194)
0.0279
(0.0169)
0.0669**
(0.0171)
-0.0333*
(0.0148)
0.1659**
(0.0468)

0.1647**
(0.0111)
0.3786**
(0.0143)
0.5289**
(0.0270)
0.8012**
(0.0500)

0.1088**
(0.0114)
0.3448**
(0.0145)
0.5471**
(0.0226)
0.7729**
(0.0470)

0.1951**
(0.0121)
0.4067**
(0.0152)
0.6001**
(0.0197)
0.8863**
(0.0385)

-0.3830**
(0.0223)
0.3692**
(0.0303)
0.3062**
(0.0308)
0.2544**
(0.0194)
0.2130**
(0.0128)

-0.3997**
-0.2986**
(0.0235)
(0.0199)
0.4232**
0.3165**
(0.0299)
(0.0242)
0.3426**
0.2617**
(0.0314)
(0.0359)
0.2747**
0.0427
(0.0198)
(0.0369)
0.1400**
0.0708**
(0.0122)
(0.0135)
Cont’d ………
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Table 4: Regression Results (contd.)
1980

1985

1990

1995

2002

0.3698**

0.3306**

(0.0282)

(0.0122)

0.3699**

0.3587**

0.2818**

(0.0107)

(0.0105)

(0.0103)

Electricity dummy

0.2507**

0.2588**

0.2251**

0.2165**

0.1964**

(0.0213)

(0.0090)

(0.0084)

(0.0081)

(0.0083)

Telephone dummy

0.3851**

0.4740**

0.2979**

0.3761**

0.3983**

(0.0701)

(0.0316)

(0.0222)

(0.0815)

(0.0097)

-0.1407**

-0.0843**

-0.0551**

-0.085**

-0.0929**

(0.0204)

(0.0105)

(0.0105)

(0.0108)

(0.0108)

-0.1138**

-0.0952**

-0.0260*

-0.0635**

-0.1189**

(0.0209)

(0.0103)

(0.0104)

(0.0111)

(0.0116)

North Western Province

-0.0437*

-0.0206

-0.0598**

-0.0753**

-0.1129**

(0.0213)

(0.0115)

(0.0119)

(0.0122)

(0.0123)

North Central Province

0.1005**

-0.0052

-0.0082

0.0283

0.0099

(0.0322)

(0.0133)

(0.0135)

(0.0147)

(0.0151)

-0.2339**

-0.0573**

-0.0474**

-0.1651**

-0.1296**

(0.0282)

(0.0128)

(0.0132)

(0.0135)

(0.0147)

-0.0409

-0.1140**

-0.0209

-0.0801**

-0.1472**

(0.0225)

(0.0115)

(0.0117)

(0.0119)

(0.0124)

5.3539**

5.1237**

5.3565**

5.4404**

5.6339**

(0.0351)

(0.0171)

(0.0160)

(0.0172)

(0.0191)

Observations

4514

19470

18459

19747

16922

R-squared

0.37

0.38

0.34

Infrastructure
Vehicle, dummy

Spatial
Central Province
Southern Province

Uva Province
Sabaragamuwa Province
Constant

0.36

0.48

Notes: Standard errors in parentheses. * significant at 5%; ** significant at 1%

Education increases income and increasingly so for higher levels. Over the years, however,
returns to the proportion of household workers with only secondary education have
declined somewhat. Even so, returns to the proportion of workers educated up to GCE A’
Levels and more have increased. Unemployment has a decreasing, significant effect on
income other than in 1985, when, surprisingly, it is associated with higher income. More
skilled occupation status is associated with higher income and the results are significant. For
example, the share of managers in a household is associated with a larger coefficient than
the share of service sector workers, who in turn are associated with higher income than
households with a larger share of adult members engaged in farming.
All three infrastructure-related dummies have positive and significant coefficients, denoting
that ownership of vehicles, access to electricity and telephones are associated with higher
income.
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The possible presence of endogeneity cautions against giving too much weight to the precise
magnitudes of the contributions of these variables to consumption, particularly in the case of
infrastructure. Even so, it is well known that efficient transport, electricity and
telecommunications services raise productivity levels, integrate markets and enable factors
of production to flow to areas and sectors with the best possible returns. Hence it is
plausible that such factors raise the income-generating capacity of individuals who have
access to them.
All regional dummies other than for North Western Province for 1985, North Central
Province for 1985, 1990, 1995 and 2002, and Sabaragamuwa Province for 1990, are negative
and significant, denoting that on average, residents living in these provinces are worse off
than those living in the Western Province (reference group). This is to be expected as the
Western Province with its metropolitan hub of Colombo, is the most favoured region both in
terms of infrastructure development and economic activity. The positive coefficients on the
North Central Province dummy for 1980, 1995 and 2002 are puzzling, for, as in all other
provinces, one would expect income in this province for these years to be lower on average
than income in the Western Province. Nevertheless, other than for 1980, the results are not
significant.
3.3 Shapley Value Decomposition Results
The regression results are used next to calculate inequality weights using the Shapley
procedure in order to decompose the level of inequality in each survey year by each factor.
The analysis decomposes inequality into only seven components as if groups the ethnicity,
education, occupation, infrastructure and spatial variables.
Table 5: Factor Contribution to Level of Inequality using
Shapley Value Decomposition (%)
1980

1990

1995

2002

Adult males

4.90

4.72

3.44

3.39

1.34

Adult females

2.06

3.08

3.03

3.65

1.07

Ethnicity

0.31

1.37

1.83

0.88

0.28

Education

17.96

18.49

16.88

17.33

20.99

9.89

10.13

8.73

8.73

6.70

19.44

22.68

23.50

22.72

36.59

6.38

2.76

1.27

3.73

4.38

Gˆ TOT

60.94

63.23

58.68

60.43

71.36

Residual

39.06

36.77

41.32

39.57

28.64

100.00

100.00

100.00

100.00

100.00

Occupation
Infrastructure
Spatial

G
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The results of the Shapley decomposition of the Gini coefficient, Gy in terms of the
percentage share of total inequality explained by each factor are presented in Table 5.1 The
contribution of the Gini coefficient, Gˆ TOT , of the saturated model (or the model that includes
all explanatory variables in its calculation of predicted income) to total inequality calculated
on original income data, is also set out. Note that the five values of Gy decomposed using
the Shapley value method are those presented in Table 3. The contributions to total
inequality of the residual are presented in order to indicate the extent to which the
explanatory variables together account for total inequality.
While income flows from all groups of endowments appear to have contributed positively to
increase inequality, income flows from access to infrastructure accounted for the largest
share of total inequality. Its contribution to total inequality increased progressively over the
years from 19 per cent in 1980 to 37 per cent of inequality in 2002. This is followed by
education which accounts for between 17 and 21 per cent. No clear trend is visible. Income
flows from occupation endowments contributed between 7 and 10 per cent over the period,
but its contribution to inequality appears to be declining slightly. The contribution to
inequality from demographic characteristics has been roughly stable until 1995 at around 8
per cent, after which it has reduced drastically to less than 3 per cent in 2002. The
contribution of spatial factors has decreased during the 1980s and increased thereafter. The
contribution of unidentified factors (denoted by the residual) has declined from roughly 40
per cent in 1980 to 30 per cent in 2002.
Table 6 sets out the factor contributions to the change in inequality by substituting the
Shapley values for the factor inequality weights Ckt in Equation (4). Recall that the change in
inequality decomposed here is the change in the Gini coefficient calculated using original
income, and it is apparent that the Gini rose consistently during all sub-periods other than
the period 1985-90. Also note that a positive contribution denotes that the factor or group of
factors acted to intensify the change in inequality as measured by the Gini coefficient, in
whichever direction the change in Gini took place.
In terms of groups of factors, infrastructure and education helped increase inequality in the
three sub-periods when inequality rose. They also helped decrease inequality in the period
1985-90. Occupation helped increase inequality in the first half of each decade but helped
reduce inequality in every other period. It is apparent that the main drivers of inequality
increase over the period have been infrastructure and education: education consistently so,
with a marked spurt towards the end of the period; infrastructure more spectacularly, again
in the last sub-period. Note how the contribution to inequality of income from ethnic

1

Estimation was carried out using Stata. Kolenikov’s (Kolenikov, 2000) Shapley ado programme was extensively
modified and adapted for this purpose.
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endowments has reversed gear – from pushing the increase in inequality in the 1980s, to
mitigating it, however weakly, from then onwards. Other demographic variables mimic the
pattern of occupation’s contribution to inequality change. Note in particular how they have
restrained the rise in inequality in 1995-2002. Income from spatial endowments reduced the
rise in inequality only in the 1980s, but contributed positively towards its rise thereafter.
Table 6: Factor Contribution to Changes in Inequality using
Shapley Value Decomposition (%)
1985 - 1980
Adult males

1990-1985

1995-1990

2002-1995

1.82

12.41

2.05

-11.83

10.58

2.42

4.76

-15.33

Ethnicity

9.71

-2.40

-2.98

-3.52

Education

17.19

23.95

13.15

37.74

Adult females

Occupation

9.05

16.91

5.80

-7.88

42.56

9.04

12.04

112.38

-28.06

12.63

11.75

7.20

Residual

6.50

-8.64

19.54

-47.62

Change in G

3.74

-4.08

8.17

5.39

Infrastructure
Spatial

Thus, the Shapley value decomposition shows that income flows associated with access to
infrastructure, education and occupation were the principal determinants of inequality and
the main drivers of the change in income dispersion in Sri Lanka during the reference
period. In fact, the contribution of income flows from education and infrastructure to total
inequality has increased over the years. The contribution from income flows associated with
occupation endowments has declined slightly. In contrast, demographic factors, including
income flows from ethnicity, contributed relatively little. Spatial factors account for about as
much of inequality as does income from demographic factors but their contribution has been
increasing in the recent past whereas the contribution of demographic factors has been
declining.

4. Impact of Structural Change in Education, Industry and Infrastructure
While the analysis in Section 3 shows that the key determinants of inequality during the
post-liberalization period were infrastructure, education and occupation, the results of the
regression-based decomposition are summary measures of individual factor contributions
only. It tells us little about the impact of these factors on the entire income distribution.
Hence in this section graphical methods are used to investigate where precisely on the
distribution of income the more policy-related factors exerted the greatest impact. This is
with a view to deriving more informed policy choices from the analysis.
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Specifically, the study investigates the impact of (i) changes in the structure of educational
attainment of principal income earners, (ii) changes in the industrial structure in terms of the
source of household’s main income, and (iii) changes in household access to infrastructure,
on the distribution of income. The two years considered are 1985 and 2002 because
comparable data relating to the principal income earner are available only from 1985
onwards.
The analysis uses DiNardo et al.’s (1996) semi-parametric approach which has been
extended in several recent papers to assess the impact of key variables on various functions
related to income distribution (Cameron, 2000; D’Ambrosio, 2001; Johnson and Wilkins,
2004). The methodology involves constructing counterfactual densities to shed light on the
factors that cause differences across income distributions. This is done by re-weighting
kernel density estimates of actual income at the beginning of the reference period, by a
sequential system of weights carefully constructed to reflect the changes in household
attributes that have actually taken place by the period’s end. The methodology is set out in
the next subsection.
4.1 DiNardo et al.’s Semi-parametric Approach
DiNardo et al.’s semi-parametric approach can be explained in terms of the policyinfluenced attributes considered here: e is the education level of the household’s main
income earner, s is the industrial sector of the household’s main source of income, and a is
the household’s access to infrastructure amenities. The methodology requires the
construction of three counterfactual densities as follows.
Denote the probability density function (pdf) for actual income in 1985 given the
distribution in 1985 of the three household attributes as

f ( y; t y = 85, te = 85, ts = 85, ta = 85 )

Equation (5)

where the variable y denotes per capita household income and the variable t denotes the
year. Correspondingly, the pdf for actual income in 2002 is,

f ( y; t y = 02, te = 02, ts = 02, ta = 02 )

(6)

The difference between Equations (5) and (6) is the difference in income density which needs
to be decomposed. Let us re-weight Equation (5) by the change in the structure of education
of principal income earners which took place between 1985 and 2002. This yields the first
counterfactual density function,

f ( y; t y = 85, te = 02, ts = 85, ta = 85 )

(7)

The re-weighted counterfactual density of Equation (7) shows how the density of income in
1985 would have changed if the educational structure of principal income earners had been
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in 1985 as it turned out to be in 2002. Clearly, the difference between the densities expressed
by Equation (5) and Equation (7) is the impact of the change in the structure of the principal
income earner’s education between the two years on the distribution. If Equation (7) is reweighted to account for the changes in the sector of industry from which the household
derives its main income between the two years, then there is a second counterfactual density
as follows:

f ( y; t y = 85, te = 02, ts = 02, ta = 85 )

(8)

Note that Equation (8) is really Equation (5) re-weighted to reflect changes in the structure of
education and industry that have taken place between 1985 and 2002. Thus, the difference
between the two counterfactual densities expressed by Equations (7) and (8) would isolate
the impact of changes in the structure of industry between 1985 and 2002 on the distribution
of income. Likewise, if Equation (8) is re-weighted to reflect the change in the structure of
infrastructure access as follows:

f ( y; t y = 85, te = 02, ts = 02, ta = 02 )

(9)

then the difference between the two counterfactual densities expressed by Equations (8) and
(9) would isolate the impact of changes in the structure of infrastructure access on the
distribution of income. Finally, the difference between the counterfactual density expressed
by Equation (9) and the pdf of actual income in 2002 expressed by Equation (6) gives the
impact on the distribution of change variables not considered in the analysis.

Counterfactual pdfs are obtained by re-weighting the pdf on actual income in 1985, that is

f ( y; t y = 85, te = 85, ts = 85, ta = 85 ) , with re-weighting functions (DiNardo et al.,1996). For

(

)

example, consider f y; t y = 85, te = 02, t s = 85, ta = 85 the first of the three counterfactual
pdfs, which is the pdf of income that would have prevailed in 1985 if the education structure
of households was the same as in 2002.

f ( y; t y = 85, te = 02, ts = 85, ta = 85 )

= ∫∫ f ( y | e, s, a, t y = 85 ) dF ( s, a | e, t y = 85, ta = 85 ) × ψ e dF ( e | te = 85 ) ,

(10)

where the re-weighting function ψ e is defined as,

ψe =

dF ( e | te = 02 ) Pr ( te = 85 | e ) Pr ( te = 02 )
=
⋅
dF ( e | te = 85 ) Pr ( te = 02 | e ) Pr ( te = 85 )

(11)

The function ψ e in Equation (11) is defined as the share of individuals in households whose
principal income earner has education level e in 2002 divided by the corresponding
proportion for 1985. The term Pr ( te = 85 | e ) is the probability of a household in 1985 whose
154

Income Distribution after Economic Reform 1980 - 2002

main income earner is educated up to level e. The term Pr ( te = 85 ) is defined as the
probability of a household in 1985 regardless of education level. The corresponding terms
for 2002 are defined accordingly.
This decomposition can be carried out using a different ordering of variables, and a key
drawback of sequential decomposition is that a different order may give different results.
Hence, DiNardo et al. (1996) suggest that the decomposition should be performed again in
reverse order to ensure that the impact of the change in one factor is not overstated by
considering it first.
Counterfactual density is estimated by re-weighting the income density function for which
we need to know the income distribution function. This can be estimated by using a kernel
density function. The kernel function used here is the Epanechnikov kernel. A more detailed
exposition of the methodology used here can be found in Gunatilaka et al. (2006).
The methodology requires us to define the education, industry and infrastructure variables
in terms of mutually exclusive and mutually exhaustive categories to derive the reweighting functions. Table 7 sets out the percentage shares of the sample of households in
the two survey years by each of these categories. Looking at the change in the composition
of the education level of the principal income earner first, a remarkable improvement in
educational attainments over a relatively short space of 17 years can be seen. The proportion
of principal income earners with only primary education or less has dropped markedly from
37 per cent to 31 per cent. At the same time, the proportion of principal income earners with
GCE A’ Level education has risen noticeably from 3.3 per cent to nearly 10 per cent.
In contrast, changes in the industrial composition of households’ main source of income
have been rather negligible. This signifies that there has been little structural transformation
in the economy in terms of employment sectors.
The most notable changes have occurred in the composition of households’ access to
infrastructure. The percentage of households without access to any of the infrastructure
facilities has reduced drastically from 72 per cent to 29 per cent. The proportion of
households with access to electricity only has doubled, and the share of households with
access to electricity and telephones has increased from half a percentage point to 12.5 per
cent. Thus, while many households which did not have electricity in 1985 had hooked up to
the national grid by 2002, many households which already had electricity in 1985 had
probably acquired telephones by 2002. The proportion of households with access to all three
amenities has risen dramatically from half a percentage point to seven per cent. In what
follows, the study looks at the impact of these changes on the distribution of income.
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4.2 Results
Figure 4 shows the empirical income distribution functions for the years 1985 and 2002 and
illustrates the magnitude of the change in distribution that occurred between these two
years. It is this change that is decomposed using the semi-parametric methodology
discussed above.
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Figure 4: Adaptive Kernel Density Estimation of Income Distribution and Change in Sri
Lanka, 1985, 2002
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The top panel of Figure 4 shows a shift in the concentration of people towards higher
income ranges at every stage in the distribution. The middle mass shrank by a simultaneous
process of levelling down density at lower income levels (see the left ‘tail’ of the
distribution), an even more rapid levelling off of the middle and a squeezing out to the right.
These trends are reflected in the bottom panel of Figure 4 which plots the difference in
density between the two years.
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In what follows is presented the decompositions in terms of movements in counterfactual
density functions associated with each stage of decomposition. This is done by means of two
graphs for each stage showing the impact of the variable of interest. The first graph shows
the actual density alongside the counterfactual density. The second shows the difference in
the two densities.
Changes in Education Composition
The top panel in Figure 5 shows the actual kernel density function of 1985 and how it looks
when re-weighted to reflect the education structure of principal income earners in 2002. The
bottom panel shows the difference in the two distributions. It can be seen that the reweighting has resulted in noticeable, but small distributional consequences.
It is more interesting to see where in the distribution the impact of the change in education
levels has been greatest. Note that the impact has been minimal at levels of income less than
Rs. 100 per adult equivalent per month – the poorest. The most noticeable impact has been
around the mode, at income levels within the Rs. 200-300 range. An expansion of income
receivers in the Rs. 400-1000 range is also seen. Hence, it appears that changes in the
structure of education increased the density of income receivers in the lower to middle
income range. Thus, the impact of the change in educational composition between the two
survey years has been concentrated around the lower to middle income ranges rather than
at either the lower or the upper end of the distribution.
Changes in Industrial Composition
To analyse the impact on the distribution of income in 1985 of changes between 1985 and
2002 in the composition of the industrial sectors from which households’ main income
derives, the study estimates the 1985 distribution adjusted for changes in education
composition as well as the 1985 distribution re-weighted to reflect changes in composition of
both education and industry of main source of income (see the top panel of Figure 6). The
difference between the two densities which shows the impact of changing industrial
composition on the income distribution is plotted in the bottom panel.
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Figure 5: Distribution Adjusted for Change in Education Composition
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It is clearly apparent that the change in industrial composition has had only a marginal
impact on the distribution of income. While the two re-weighted distributions almost
perfectly map each other as in the top panel of Figure 6, the bottom panel shows that
changes in industrial composition caused inequality to change only infinitesimally. Note
further that the slight impact on the distribution deriving from a change in the composition
of industrial sectors is concentrated at the low end of the income scale to their disadvantage.
Thus, the results show that had the industrial composition of the main source of household
income in 1985 been as it turned out to be in 2002, there would have been little noticeable
difference in the distribution.
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Figure 6: Distribution Adjusted for Change in Education and Industrial Composition
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This is not surprising. As is apparent from Table 7, there have only been very slight changes
between the two years in the composition of the industrial sectors from which households
derive their principal source of income. Thus, Sri Lanka’s superior growth experience since
the 1980s has not been accompanied by any significant structural transformation in terms of
employment sectors.
Changes in Access to Infrastructure
Table 7 shows that between 1985 and 2002, the greatest structural changes in households’
characteristics have occurred in infrastructure categories. Figure 7 shows their impact on the
distribution of income. The top panel of Figure 7 shows the density function for 1985
adjusted for educational and industry changes, as well as the same function adjusted for
educational, industrial and infrastructure changes. The difference between these two
functions is the impact of infrastructure changes on the distribution appears in the bottom
panel of Figure 7.
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Table 7: Population Shares by Education, Industry and Infrastructure Categories

Education Category
Primary education or less
Secondary education
GCE O’ Levels
GCE A’ Levels
University and above
Industry Category
Agriculture, fishing, mining
Manufacturing
Trade, hotels, transport, finance, real estate
Other services
Infrastructure Category
No access to any infrastructure amenity
Access to vehicle only
Access to electricity only
Access to telephone only
Access to vehicle and electricity only
Access to vehicle and telephone only
Access to electricity and telephone only
Access to all three amenities
Total number of households

1985

2002

37.11
41.62
15.72
3.26
2.29

31.72
39.77
15.76
9.74
3.02

46.22
11.09
19.07
23.63

44.02
10.63
15.43
29.92

72.02
4.36
19.28
0.07
3.25
0.04
0.48
0.50

29.35
2.26
40.75
1.42
6.21
0.34
12.45
7.23

18420

16318

It is apparent that of the three variables analysed in this chapter, the change in infrastructure
access has had the biggest impact on the distribution. It has flattened the left ‘tail’, squashed
the modal peak from a density of 0.003 to about 0.00225, as well as shifted it out to the right.
The movement signifies a much longer range of income levels along which households
moved to enjoy higher levels of income. Notice in particular that unlike education changes,
infrastructure changes had a significant impact on the distribution of income at the lower
end of the scale, beginning with those with income of about Rs. 75 per month. The flattening
and squashing of the modal peak has caused an expansion in the right tail of the
distribution, particularly between the Rs. 400-1100 income range. The biggest concentration
has occurred around the Rs. 750 per month income level, but it can be seen that the increase
in density in the right tail of the distribution has carried over even to the highest income
levels.
Thus, it can be concluded that the change in the structure of access to infrastructure between
1985 and 2002 has had a marked impact on the distribution. It has resulted in greater
prosperity with far greater numbers enjoying higher income levels than before.
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Figure 7: Distribution Adjusted for Change in Education, Industrial and Access to
Infrastructure Composition
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Impact of Unexplained Factors
What remains to be seen is the impact on the distribution of structural changes in factors
which have not been considered above. In order to analyse this, we compare the adaptive
kernel density of 1985 re-weighted to reflect the structural composition of education,
industrial and infrastructure variables in 2002, with the actual kernel density of 2002. The
results can be seen in Figure 8.
Unexplained factors appear to have played a bigger role in bringing about changes in
inequality than have changes in either industrial composition or education composition.
Note the shift in the left tail of the distribution, almost evenly along its entire length,
signifying the movement of these income receivers towards higher levels of income within
the ranges of Rs. 300-750 per month and Rs. 850-1300 per month.
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Figure 8: Impact of Unexplained Factors
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To summarize, between 1985 and 2002, higher levels of educational attainment of principal
income earners had a noticeable impact on income receivers around the lower to middle
income ranges. Income density clearly increased along the upper middle income range. The
massive increase in infrastructure mainly reached the middle income earners leading to
greater wealth for many in the middle and higher income levels but the low income groups
benefited more from increased infrastructure access than they did from higher levels of
education. However, structural change in the composition of industrial sectors from which
households derived the main part of their income showed little change and consequently
had little discernible impact on the distribution of income.

5. Conclusions and Policy Implications
This study showed that income inequality in Sri Lanka rose after economic liberalisation
even as all income groups ended the period enjoying higher levels of income than they had
at its beginning. Kernel density estimation of income revealed that density at higher income
levels increased during the period under review, with a greater proportion of the population
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enjoying higher levels of income than at the beginning of the period. The principal
underlying factors behind inequality change were access to education, occupation and
infrastructure. Higher levels of educational attainment of principal income earners during
this period had a noticeable impact on income receivers around the lower to middle income
ranges of the distribution. As a result, income density along the upper middle income range
increased. Structural change in the composition of sectors from which households derived
their main source of income showed little change, and as expected, there was little
discernible impact on the distribution of income. In contrast, much of the rightward shift in
the concentration of people at higher income ranges between 1985 and 2002 was caused by
the change in access to infrastructure.
The findings suggest a growth-equity trade off: economic liberalization and concomitant
economic growth has caused inequality to rise in a stereotypical Kuznets-like phenomenon.
However, the decomposition analyses provided rich insights as to how this has taken place.
The forces of economic growth unleashed by economic liberalization increased returns to
certain income earning assets of households such as education and infrastructure, in the
provision of which the government has played a major role. But note that better education
did not help the poor to increase their earnings. This is because as is evident in the second
part of the semi-parametric decomposition analysis, Sri Lanka did not achieve the kind of
structural transformation in employment that could have provided large numbers with
better paid jobs in the non-farm sector.
Sri Lanka’s experience shows that improving education levels even among those at the
lower end of the income distribution cannot reduce poverty and will only increase
inequality if it is not accompanied by structural change in the economy that can offer better
educated people greater income earning opportunities. In fact, the disjunct between
education-induced aspirations and employment opportunities has made for social unrest
and youth insurrections.
The findings of this study suggest that at this point in its development trajectory, Sri Lanka
needs policies that would help bring about regionally diversified growth and a structural
transformation in the economy to provide more poor with better jobs. More specifically,
those that encourage better integration of regional product and factor markets, particularly
transport infrastructure, as well as the provision of services such as electricity,
telecommunications and water to encourage regional industry and service-based urban
growth centres, are fundamental to any efforts aimed at encouraging growth, reducing
poverty and mitigating the rise in inequality.
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Regional Disparities: Limitations in the Application of
New Economic Geography
Jayatillake S. Bandara and Sisira Jayasuriya

1. Introduction
Recently the World Bank has produced a number of major publications culminating in the
World Development Report (WDR) 2009 titled Reshaping Economic Geography that have
brought the so-called New Economic Geography (NEG) theories, pioneered by Nobel
Laureate Professor Paul Krugman nearly two decades ago to a global audience interested in
development policy and practice.1 The policy prescriptions based on WDR 2009 are starting
to have an impact on discussions of regional policies in Sri Lanka at a time of renewed
interest in both overall development strategies and in regional development issues. They are
likely to generate substantial academic and policy interest.
Regional development issues and the role of public policy in development have been
abiding interests of Professor Buddhadasa Hewavitharana throughout his professional life.
Hence we felt that it would be fitting to discuss the relevance and value of these new ideas
to some of the regional development issues facing Sri Lanka. There is also a more personal
link for us between NEG and Professor Hewavitharana: he was instrumental in exposing
many of us to the contributions to development economics of earlier generation of
economists such as Hirschman, Myrdal, Nurkse, Rosenstein-Rodan and Kaldor in his
lectures to economics honours students at Peradeniya many years ago. Reading NEG
literature brings back nostalgic memories of listening to Professor Hewavitarana’s lectures
in what was then called the subject of Applied Economics (known as Development
Economics in the 1970s) because New Economic Geography is based on many ideas present
in the writings of those ‘classical’ development economists but ignored and all but forgotten
by ‘mainstream’ economists until Paul Krugman and his collaborators revived them in
NEG.2
1

See for example, the World Bank publication, An East Asian Renaissance: Ideas for Economic Growth that
highlights the application of NEG theories to recent East Asian growth experience. Though an interesting topic
in itself, we do not plan to discuss here why the World Bank rather suddenly ‘discovered’ NEG and is now
pursuing it with the same strong missionary zeal with which it pursues all ‘new’ developmental strategies it
embraces from time to time. In 2009 these perspectives were brought before Sri Lankan audiences at a
workshop in March 2009 jointly hosted by the World Bank and the Institute of Policy Studies (where a series of
presentations were made) and this was followed by the subsequent circulation of a World Bank study
“Geographically Integrating Sri Lanka”.

2

For a discussion of Rosenstein-Rodan’s ideas in the context of new growth theories that predates the NEG
literature, see Murphy, Shliefer and Vishny (1989). Bhattacharjea (2009) has a detailed discussion of Kaldor’s
own theories of spatial competition and the NEG models.
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Though the basic theoretical framework underpinning NEG has become widely known, we
feel that an intuitive overview of some of the main strands of NEG theories will be useful for
those readers not well acquainted with this body of literature and to then look, somewhat
critically, at its limitations and at its early applications to Sri Lankan regional development
policy issues.3 It is hoped that this will help to stimulate more in-depth analytical work on
Sri Lanka’s regional development as well as to caution Sri Lankan economists against
uncritical embrace of whatever is the latest set of policy prescriptions being adduced as a
panacea.

2. New Economic Geography: An Overview
“The spatial aspects of competition under conditions of cumulative causation constitutes a
field that has not been explored yet but which may call for radical changes in the prevailing
views concerning the effects of freedom of trade between different countries or regions”
(Kaldor, 1989, p. 34).4 NEG has brought back space and distance again from the periphery to
the core of mainstream economics; the role of cities, issues of regional development, impact
of past policy choices, investments and even accidents on the evolution of spatial economic
activity, the important of path dependence and therefore, of history, are all again seen as
interesting and legitimate areas of research and analytical inquiry. It is important to
emphasise that these ideas are new only to mainstream economics (of the dominant North
American neo-classical tradition); they are not new to classical economics, including
traditional development economics, nor to economic geographers or to many urban
geographers. Krugman (1991a, p. 98) himself pointed this out in two lectures delivered in
1990 expositing some of the key ideas underlying the NEG models of the growth of cities
and industry clusters:

3

The WDR 2009 provides a useful overview and a set of the key references in the field. However, we feel that
the richness of the literature as well as the limitations of the body of theory for prescriptive policy formulation
are not brought out fully. This is particularly important as readers may see this body as a finished body of
work that can generate clear and unambiguous policy prescriptions. In contrast to the tone of WDR 2009 and
the more specific country studies and the bold policy prescriptions based on them, the academic literature,
including the writings of the major figures in the field such as Krugman and collaborators are far more
guarded and tentative in drawing policy prescriptions. They are much more aware of the limitations of the
models and the (often very) restrictive assumptions that underpin the models, and therefore, the dangers of
drawing sweeping policy implications that can affect the fate of countries and the lives of millions. Krugman
1991a, 1991b, 1995; Fujita, Krugman and Venables, 1999; Fujita and Thiesse, 2002; and Fujita and Krugman
(2004) are key expositions of the core theory. Fujita and Thiesse (2008) and Venables (2008) offer succinct, nonmathematical but rigorous exposition of the core theoretical propositions underpinning NEG. Also see Part 3
of Volume 4 (Cities and Geography) of the Handbook of Regional and Urban Economics (eds. Henderson and
Thisse, 2004).

4

Bhattacharjea (2009) has a detailed discussion of Kaldor’s own theories of spatial competition and the NEG
models.
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“Because of the costs of transacting across distance, the preferred locations for each
individual producer are those where demand is large or supply of inputs is
particularly convenient – which in general are the locations chosen by other
producers. Thus concentrations of industry, once established, tend to be selfsustaining; this applies both to the localization of individual industries and to such
grand agglomerations as the Boston-Washington corridor.
I explained this basic idea to a non-economist friend, who replied in some dismay,
“Isn’t that pretty obvious?” And of course it was. It was pretty obvious to Alfred
Marshall, to Allyn Young, to Gunnar Myrdal, to Albert Hirschman, to Allan Pred
and to Nicholas Kaldor. There is a sense in which these lectures are only a repetition
of familiar ideas.
Yet, while the ideas may be familiar, they have never become part of the mainstream
of economic analysis.”
Reflecting the drift away from modelling the world to developing models of mathematical
elegance that came to dominate mainstream economics, the commonplace observation that
most of the world’s economic output and people are concentrated in a tiny proportion of the
planet’s land area has been ignored in much of mainstream economic theorising. This
striking phenomenon of economic-population concentration is obviously the outcome of
spatially ‘unbalanced’ growth in the past. From the very dawn of capitalism, as
industrialisation spread, the role of cities was enlarged; cities that had been primarily centres
of military-administrative activities with supporting services and small scale industries were
transformed into great industrial and commercial hubs. As the pioneering theorists of NEG
explained, these were the phenomena that needed to be understood and explained better:
“… the defining issue of economic geography is the need to explain concentrations of
population and of economic activity: the distinction between manufacturing belt and farm
belt, the existence of cities, the role of industry clusters” (Fujita, Krugman and Venables,
1999, p. 4).
In recent years as forces of global economic integration have become stronger, these
phenomena have become major features of the new dynamic economies and at the centre of
the great transformations in countries such as China and India. As in the 19th century,
economic integration – be it at national or international level - is proving to produce both
integration and disintegration. Traditional structures and systems are being torn apart even
as economic activities are being brought together ever more closely. Globally, technological
change is rapid and persistent, capital is highly mobile, new industries emerge and grow,
old industries decay and disappear, and countries are forced to confront changes that flow
from global developments that are beyond their control.
The accelerating trend towards economic integration at every level is driven by falling
barriers to the movement of goods, services, capital and technology. In combination with the
168
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powerful economic forces unleashed by rapidly changing production technologies and
consumer demands, falling international and inter-regional trade costs generate pressures
for structural changes.5 These force the pace in the establishment and growth of new
industries and, relocation or contraction of existing industries. Trade costs are falling due to
two main factors: technological changes that cut transport and communications costs, and
policy changes that produce trade liberalisation and regulatory reforms. For example,
developments in the EU have moved to the point where legal barriers to the movement of
goods and factors over an entire group of countries have been almost completely removed.
Within countries, these same forces are at work; inter-regional trade costs - in any case
generally lower than inter-country trade costs - are also coming down further. Sub-national
(regional) economies are caught up in the dynamic changes that are an integral part of these
global trends; but the transmission of these changes into national and regional economies
are not always direct and immediate. They are mediated through institutions and political
developments and modified by policy interventions. In some countries this process is being
spurred on not only by improved communication and transport technologies but also by
legislative reforms that remove barriers to inter-regional mobility; in others, political, sociocultural and other ‘intangible’ barriers constrain mobility even when legal barriers are nonexistent or lowered. The growth and welfare consequences of government policies depend
on the nature of the economic forces that fashion patterns of both national and regional
industry location and growth and the degree of factor mobility, including the costs
associated with movement of people.
2.1 New Economic Geography Models
As mentioned, industries and populations are not distributed evenly over space; indeed, the
most striking feature of industry and population distributions is the extent to which
industries and populations are found in concentrated clusters. Large metropolitan cities, in
both developed and developing economies, are the most visible forms of these clusters. Not
only are diverse industries clustered together in compact urban centres, we also observe that
it is very common to find clusters formed by firms in the same industry. These are often
accompanied by firms that are closely linked to them as suppliers or consumers. Clearly
there must be powerful forces that encourage spatial concentration of economic activity and
the formation of industry clusters.

5

‘Trade costs’ is a broader term than ‘transport costs’ commonly used in the theoretical literature on
international trade, and includes not only transport costs, but also the costs imposed by regulatory barriers to
trade such as tariffs as well as other transactions costs. Transport costs themselves are usually associated with
(physical) ‘distance’ but can be more broadly interpreted to include various transactions costs due, for
example, to “cultural distance”.
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The standard economic explanations of industry location have been based on theories of
comparative advantage that typically assumed technologies with no increasing returns to
scale and competitive factor and product markets. These theories explained industry
location (and patterns of trade) on the basis of differences in some key location-specific
characteristics (technology, climate/productivity, tastes, relative factor endowments etc.)
that provide locational advantages to certain types of industries. To take a simple example,
relatively capital-rich USA is likely to be home to industries that are capital intensive, while
more labour intensive industries locate in relatively labour-rich China, generating a pattern
of international trade where USA exports (imports) capital-intensive (labour-intensive)
products while China does the opposite.
On the other hand, if such location specific-differences in key economic parameters were
absent (or minor) then the same theories would predict that economic activities would be
highly dispersed (or more evenly spread) over space. In this framework, if there were no
increasing returns to scale, and transport of goods was costly, then firms would have no
incentive to locate closer to other competing firms; indeed they would move to locations
where competition was lower (i.e., away from other firms) until, in equilibrium, a very
spatially dispersed pattern of firm and industry location would result. Obviously, this is not
in any sense a picture of reality. Hence locations must be different from each other very
substantially in at least some of the attributes postulated in traditional comparative
advantage theories, such as technologies and productivity, relative factor endowments etc.6
However, models that are based on location-specific differences in such characteristics fail
to offer satisfactory explanations for many widely observed empirical phenomena, such as:
(a) much of the world’s trade, particularly trade in manufacturing, takes place between
developed Western countries that are basically similar, and largely comprises intra-industry
trade, rather than inter-industry trade, (b) very similar regions often have very different
production patterns, and, (c) typically production is heavily (and increasingly) concentrated
in specific locations (cities and industry clusters) suggesting that firms often prefer to locate
close to each other. The perceived inability of traditional economic models to explain some
of the most striking features of industry location and trade patterns provided the major
motivation for the development of the body of literature that is now known as New Trade
6

By contrast, the famous Hotelling (1929) example – sometimes used to explain why political parties in a
democracy drift towards the political centre - suggests that spatial competition leads to the agglomeration of
firms. When two firms sell a homogeneous product, each gains by locating close to its competitor on the more
populated side of the market. Hence, two firms competing for buyers will minimise their spatial
differentiation. However, this model does ignores the fact that firms selling a homogeneous product will want
to locate far apart in order to avoid a price war which will drive their profits to zero. Thus, in contrast to
Hotelling’s claim, firms selling a homogeneous good tend to separate spatially at equilibrium in order to
reduce price competition (d’Aspremont, Gabszewicz and Thisse, 1979).

.
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Theory (NTT).7 NEG models are closely related to NTT, not only because they both trace
their origins to Paul Krugman but also because they are based on explicit incorporation of
increasing returns to scale and imperfectly competitive markets in formal economic models.
2.2 Increasing Returns, Imperfectly Competitive Markets and Trade Patterns
Traditional trade theorists had certainly recognised the importance, and in some special
cases explored the implications of increasing returns technologies, and a large body of
literature deals with the implications of departures from competitive market structures. But
until the 1970s, rigorous, formal models of trade that explicitly incorporated increasing
returns, and non-perfectly competitive market structures (that are the almost inevitable
outcome of increasing returns technology) were not available because the limitations of the
prevalent analytical tools made such models quite intractable. But this changed with the
development in the 1970s of tractable models that incorporated increasing returns and
imperfect competition, with its first applications in the field of industrial organisation. These
in turn enabled the development of NTT, and subsequently NGT and NEG.
Here, we will not discuss in any detail the central propositions of NTT and NGT except
where they have direct links to industry location and regional development issues, and
these arise in the context of NEG.8 But note that a main contribution of NTT was to
demonstrate that scale economies – both internal and external - can provide the basis for
gainful trade even if there were no differences between countries (or other economic units)
that generate traditional comparative advantage; thus trade can emerge even among
countries that are identical in tastes, technologies, and factor endowments.9 The analysis of
forces that can generate trade within broadly similar environments naturally led to greater
focus on inter-regional trade and industry location issues, given that differences-related
comparative advantage alone seemed obviously inadequate to explain patterns of regional
specialisation and industry concentrations that exist even in relatively small countries. NEG,
that began to establish itself in the early 1990s, was the outcome of this renewed interest in
the spatial dimensions of economic activity and resulting theoretical developments.

7

See Helpman and Krugman (1987) for an introduction to the main features of NTT.

8

But perhaps one point should be noted. The impression that emerged in the early years (in the context of the
early, highly stylised models), was that NTT would provide theoretical justification for protectionist or highly
interventionist trade policies. But, this was to prove quite unfounded; indeed, by clarifying the circumstances
and the information requirements for effective government intervention, the case for free trade was made even
stronger.

9

For a succinct discussion of the nature and sources of internal and external economies, see Venables (2008).
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2.3 Industry Location and Concentration: Centrifugal and Centripetal Forces
NEG has built on the broad approach and insights of NTT to analyse and explain
phenomena such as the spatial patterns of industry location and regional specialisation, the
reasons for industry concentration, the existence of cities, the role of industry clusters and,
why concentrations (e.g., cities) that have arisen for whatever reason in the past often
continue to expand well after the initial reason for its birth and growth are long gone. In
doing so, it draws on earlier insights from classical economists, including Alfred Marshall,
as well as from models used in development economics, urban economics and regional
economics. The critical new contribution made by NEG is to have developed formal general
equilibrium economic models that allow rigorous theorising, and that can yield (at least in
some cases) empirically testable hypotheses. While the development of such formal models
has come at a cost - many models require quite unrealistic assumptions to make them
tractable - they have proved to be surprisingly versatile in providing new insights and
conclusions of substantial generality and applicability.10 They have also started to generate
an empirical literature (though studies on developing economies remain relatively sparse).11
Let us now look at some NEG models to illustrate some of the key features and to get the
flavour of these models. As a broad generalisation, NEG models are based on two main
ideas that have long histories:
First, if both transport costs and increasing returns are present, other things being the same,
producers want to locate close to their suppliers and to their customers, leading firms to
locate close to each other. Hence, forward and backward linkages generate “centripetal”
forces towards agglomeration in one location. The presence of scale economies and
transport costs thus change the picture, and ‘distance’ (which influences market access), and
market size begin to matter in industry location decisions.
Second, if some factors are relatively immobile, they generate “centrifugal” forces that resist
the agglomeration force. As industry concentration in a particular location increases, the
demand for factors increases and tends to increase factor prices. To the extent that factor
prices increase, firms face rising costs of production and lower profits. Hence, rising factor

10

Dixit and Stiglitz (1977) model of imperfect competition with a consumer preference structure incorporating
‘love of variety’ (people prefer many varieties of the same good over only a few varieties) and a market
structure that is compatible with increasing returns but is mathematically tractable was the key modelling
innovation most widely used in this literature. In many cases, formal NEG models make a series of
assumptions that are grossly unrealistic, as even the pioneers of the approach accept (see, Fujita, Krugman and
Venables, 1999). For example, it is often assumed that all consumers will consume some of each and every
variety, that each firm produces one and only one variety, profits just cover average costs and there are no
barriers to entry.

11

See, for example, Amiti and Cameron (2007) on Indonesia, and Amiti and Javorcik (2008).
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prices is a countervailing influence that reduces the advantages of agglomeration. They
encourage dispersion.
The process of industry location is driven by the tension between these two forces, and
agglomeration or dispersal occur depending on which is dominant.
It should be noted that though formal NEG models focus on these, there can be other
forces that operate both for and against agglomeration. More broadly, as highlighted by
Marshall, the centripetal forces can include, in addition to linkages, agglomeration forces
generated by knowledge spillovers, and ‘thick markets’ for specialised skills. Knowledge
spillovers, and other benefits from local public goods, can be captured by firms in close
proximity. The existence of large numbers of firms in a given industry attracts skilled
workers (workers face less risk of unemployment, and firms face less adjustment cost risk).
On the other hand, other centrifugal forces can be generated by congestion externalities,
asymmetric transport costs and government incentives. Typically, most models explore
how industry location alters (i.e., agglomeration/dispersion occurs) as trade costs are
lowered.
2.4 Agglomeration and Trade Costs
To appreciate the basic intuition of NEG models, start by considering the hypothetical case
of zero transport costs and constant returns technology in a situation where tastes/relative
endowments and technology between countries (or regions) were identical. In such a
situation, industries would be uniformly dispersed over space, and no regional or urban
specialisation would be observed. But once scale economies and trade costs are present,
this changes. At high levels of trade costs, industry is dispersed; it is intuitive that at very
high trade costs, industry has to spread across regions to supply consumers. But, as trade
costs come down, agglomeration forces tend to become more and more important in
increasing-returns industries.
But the manner in which industry location and agglomeration will evolve depends
crucially on the degree to which factors are (inter-regionally) mobile. If factors are highly
spatially mobile, then the elasticity of factor supply in a given location tends to be high as
the local endowment of the factor is augmented by supplies drawn from other regions if
factor price rises. Consider the case of labour. If workers are highly mobile, then reductions
in trade costs intensify agglomeration tendencies: as industries agglomerate in a given
location, wages are bid up by the increasing number of firms, and workers migrate to such
centres. This process of worker migration leads to elimination of inter-regional wage
differences. Thus, while economic activity becomes more spatially concentrated, gains
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from such activities can be widely shared: this is the underlying rationale behind the
process. However, if workers are not very mobile, wage differentials that emerge due to
increasing concentration of firms in a given location are not eliminated by movement of
workers, and wage differentials - that act as disincentives to industry concentration - can
persist. If trade costs are lowered further, the value of being close to the consumers (or to
intermediate input suppliers) falls, and the inter-regional wage-cost differentials play a
more important role in firms’ location choices. So, at very low trade costs, agglomeration
forces will weaken, and industries begin to disperse again. This result can be generalised: if
some factors are relatively immobile, factor supplies at an industrial cluster will be in
relatively inelastic supply. Then, as trade costs decrease to very low levels, firms’ location
decisions are increasingly influenced by cost differentials (as the importance of proximity
to goods markets decreases). Many NEG models exhibit this non-monotonic pattern of
agglomeration as trade costs go down.
2.5 Dynamics of Cities and Industry Clusters
An attractive feature of NEG models is the insight they provide into the growth process of
industrial (and population) clusters. Though most NEG models are static in a formal sense,
they have a dynamic dimension that flows from the manner in which agglomeration often
stimulates further agglomeration, giving rise to a cumulative, evolutionary process (similar
to Myrdal’s (1957) process of ‘cumulative causation’). In other words, spatial concentration
of industries has a self-reinforcing character. Consider for example a place that has, say
because of its location or even by some historical accident, developed a concentration of
firms. Even if the original reason for its establishment and growth has disappeared,
because it has a large number of firms, it provides gains from concentration that other
firms and workers seek, and will attract both other firms and workers. (“People follow jobs
and jobs follow people”.) Thus a particular location may prove attractive to an industry
simply because it had an initial start. There are plenty of examples from all over the world
that confirm this simple but powerful insight. Indeed, this is often why most of the world’s
major cities are port cities, even though the importance of shipping in the city’s economy that may have been the original reason for its establishment and growth - has been long
overtaken by other industries. Thus, where new industries locate is influenced by historical
contingency. Thus agglomeration processes are path dependent: an existing industry
concentration can exert a powerful “gravitational pull” on new industries. The more
mobile factors of production are, this pull is stronger.
The self-reinforcing character of industry concentrations has important implications for the
issue of industry clusters or “growth poles”. The existence or establishment of an industry
cluster of sufficient size, under suitable conditions, can trigger off a self-reinforcing
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agglomeration process that leads to expansion and wider growth. But, an important
analytical insight that emerges with a considerable degree of generality from the NEG
models should be noted here: to trigger off the cumulative growth process, the cluster
must be of a certain minimum size. The dynamics of these cumulative processes
(agglomeration or dispersal) where scale economies and market size interact are such that
a cumulative process begins when the relevant parameters cross some threshold - critical value.

But the process is not quite symmetric. Analytical models – using numerical

simulations - show that an agglomeration process typically starts at a lower critical value
compared with the value at which the process turns into reverse, and initiates a dispersal
process. In other words, once established, agglomerations have considerable resilience;
they can tolerate adverse changes without easily succumbing to dispersal forces.
Again, the underlying ideas are not new, though long ignored in mainstream economics.
Consider the following description of the economic dynamics that was written over 150
years ago, of how a small factory in an ‘industrial village’ grows into a city:
“A manufacturing establishment requires many workers employed together in a
single building, living near each other and forming a village of themselves in the
case of a good-sized factory. They have needs for satisfying which other people are
necessary; handicraftsmen, shoemakers, tailors, bakers, carpenters, stonemasons,
settle at hand. The inhabitants of the village, especially the younger generation,
accustom themselves to factory work, grow skilful in it, and when the first mill can
no longer employ them all, wages fall, and the immigration of fresh manufacturers
is the consequence. So the village grows into a small town, and the small town into
a large one. The greater the town, the greater its advantages. It offers roads,
railroads, canals; the choice of skilled labour increases constantly, new
establishments can be built more cheaply, because of the competition among
builders and machinists who are at hand, than in remote country districts, whither
timber, machinery, builders, and operatives must be brought; it offers a market to
which buyers crowd, and direct communication with the markets supplying raw
material or demanding finished goods. Hence the marvellously rapid growth of the
great manufacturing towns” (p. ..).
This remarkably ‘modern’ analysis of the growth of a city – highlighting the scale
economies, the agglomeration forces, the effects of competition on factor prices etc. – was
written by the then 24 year old Friedrich Engels in 1844.
The importance of clusters for developing dynamic competitive advantage is increasingly
emphasised in recent years by analysts of industry structures, business performance and
corporate strategy. For example, Michael Porter (author of The Competitive Advantage of
Nations) argues that: “In theory, more open global markets and faster transportation and
communication should diminish the role of location in competition. After all, anything that
can be efficiently sourced from a distance through global markets and corporate networks

175

Jayatillake S. Bandara and Sisira Jayasuriya

is available to any company and therefore is essentially nullified as a source of competitive
advantage. (But)…Today’s economic map of the world is dominated by …clusters: critical
masses in one place - of unusual competitive success in particular fields. …Clusters are not
unique, however; they are highly typical - and therein lies a paradox: the enduring
competitive advantages in a global economy lie increasingly in local things - knowledge,
relationships, motivation - that distant rivals cannot match” (Porter, 1998, p. 78). 12 Though
there is a way to go before these dynamic aspects are fully incorporated in formal NEG
models, the thrust of these models is largely consistent with the insights of these analysts.
It should be noted in this context that, as mentioned earlier, most NEG models only
incorporate (in a formal way) the advantages of large markets for forward and backward
linkages. They ignore many other sources of potential gains from clusters: scale economies
external to the firm but internal to the industry such as benefits from division of labour,
gains from labour pooling and information sharing, and other benefits of local public
goods available in a cluster. On the other hand, even though the gains from industry
concentration are incorporated in this rather restrictive manner, NEG models do provide a
formal economic rationale for the obvious attraction that firms have for locating in
industry clusters. These highlight the economic advantages of cities: cities enable the
exploitation of economies of scale and economies of scope in both production of goods and
provision of services. In this sense, they are a useful antidote to approaches that view the
growth of cities and regional clusters as outcomes of urban-bias in policies alone without
recognising the strong economic benefits of these agglomerates in a modern economy.
2.6 Factor Endowments, Linkages and Industry Location
NEG models that incorporate both traditional comparative advantage and ‘new economic
geography’ factors demonstrate how, in terms of the impact on industry location decisions,
they can reinforce each other in certain situations and pull in opposite directions in other
situations. Such models sometimes yield some interesting and rather unexpected results. For
example, given sufficiently strong market size and linkage effects, labour intensive
industries, for example, may locate in a relatively capital-rich location - a result that runs
counter to standard comparative advantage theories:13 From the very outset, NEG models
have addressed issues of the differential patterns of economic activity across spatial

12

Porter points out that clusters promote both competition and cooperation among companies, and stresses the
importance of the immediate business environment outside companies as a key factor in promoting
competitiveness. He draws attention to ways in which clusters can provide healthy competition: “Clusters
affect competition in three broad ways: first, by increasing the productivity of companies based in the area;
second, by driving the pace of innovation, which underpins future productivity growth; and third, by
stimulating the formation of new businesses, which expands and strengthens the cluster itself.” (p. 80).

13

See Amiti (1998).

176

Regional Disparities: Limitations in the Application of New Economic Geography

locations with so-called ‘core-periphery’ models that hark back to an older tradition of nonmainstream models of economic growth and development. In analysing these, later models
have incorporated not only the externalities referred to above but also the importance of
input-output linkages. A major aspect of global industrial restructuring associated with the
current wave of globalisation is product fragmentation where inputs and outputs may be
produced either in close proximity to each other or in spatially distant locations. Useful
models must be able to highlight the various forces that can in different circumstances give
rise to both clustering of input-output industries and their spatial dispersion under other
circumstances.
Consider the case of two regions (countries) that differed in relative factor endowments.
Comparative advantage would predict that industries would locate according to relative
factor intensities (e.g., relatively capital intensive industry in relatively factor abundant
location). But, if industries are vertically linked (i.e., one produces inputs for the other), and
the two industries have different factor intensities, then there will a tension between, on the
one hand, the gains from locating where primary factor costs are lower, and on the other,
the gains from locating close to the customer base or to intermediate input supply. The
primary factor cost considerations pull the two industries apart, but the advantages of
proximity to the customer pulls them together (the input supplier wants to locate where the
other industry locates). If trade costs are positive (so that market access - proximity to
customer base - matters), then depending on the relative strengths of the input cost
considerations and trade costs, both industries may locate in the one region, even from a
comparative cost perspective. For example, given sufficiently strong linkages, a firm
producing a labour intensive intermediate good for a capital intensive industry in Tokyo
may decide to locate in Tokyo, rather than in a labour rich country like China or India where
wages are lower. Hence a large, relatively capital intensive industrial cluster located in a
capital-rich country may in fact induce the establishment of (or expand existing) vertically
linked industries that are labour intensive.
2.6 Rural Economy and Intra-Regional Industry Location
Now we turn to models that explicitly focus on urban-rural issues and hence have a direct
relevance to some of the regional development issues in a developing country. Again, the
flavour of the models can be presented by considering a simple model. Consider a region
that has an urban centre and a rural region where ‘agricultural’ production takes place.14 In
the standard models, decreasing trade costs tend to increase agglomeration; such
agglomeration takes place in the urban manufacturing centre where there is a pre-existing

14

Agriculture can be interpreted as any good that requires substantial rural resources.
177

Jayatillake S. Bandara and Sisira Jayasuriya

industry concentration. A result of particular interest is the likely impact of better
transportation facilities to rural areas, often recommended as being conducive to ruralbased industrial development. Note that better transport cuts transport costs both to and
from rural areas; rural areas can now be supplied more cheaply by firms located in urban
centres that can also exploit gains from being in a cluster. Hence, once the advantages of
locating in an industry cluster exceed the costs of supplying the rural markets from an
urban location, incentives for locating industries in rural areas fall.
But this may not occur if, for example, transport cost reductions are not uniform. If transport
costs for industrial goods falls faster than those for agricultural goods, the cost of living in
the cities will tend to be higher (agricultural goods prices will be much higher in cities,
while the difference in non-agricultural goods in urban and rural areas will be relatively
small). Then workers in rural areas will be willing to work for a lower nominal wage as its
real wage will be higher. This wage-cost advantage - that acts as a counterweight to the
gains from being in the industry cluster in the city - may attract firms to rural areas,
weakening the tendency for urban concentration.

15

Similarly, the tendency for urban

concentration of industry will weaken as rents increase in urban areas as the number of
firms increases, or the cost of commuting to work in urban areas increases. Better transport
for commuters enables efficient urban concentration of industry while restraining urban
concentration of population and associated costs.
In the next section we describe some of the main trends in regional economic developments
in Sri Lanka before turning to a discussion of the policy prescriptions that are being
advanced.

3. Regional Development in Sri Lanka: Trends and Issues
It is widely asserted that Sri Lanka’s economic growth in recent years has shown a large
and, in most cases, a widening gap between other provinces and the most prosperous
province, the Western Province (WP) – accounting for less than 6 per cent of the land area
but over 28 per cent of population (see Tables 1 and 2). As noted in a recent annual report of
Central Bank of Sri Lanka:
“Since the time Sri Lanka gained independence, successive governments have
implemented various programmes that have been designed to uplift the regional
economy. Despite these efforts, the country continues to be plagued with significant
regional economic disparities. Whilst the Western Province (WP) accounted for 50.1

15

Kilkenny (1998a, 1998b).
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per cent of Gross Domestic Product (GDP) in 2006, each of other provinces
accounted for less than 10 per cent of GDP” (CBSL, 2008, p. 47). 16
Table 1: Regional Population and Density
Regions

Total
Area
(Sq. km)

% of
Total
Area

Total
Share of
Population Population
Population Population
Population
Total
Density
Density
1998
2008
(2007)
Population
1998
2008

Western

3684

5.61

5707

28.53

4828

5758

1311

1563

Central

5674

8.65

2599

12.99

2384

2628

420

463

Southern

5544

8.45

2417

12.08

2440

2443

440

441

Northern

8884

13.54

1159

5.79

1424

1172

160

132

Estern

9996

15.24

1493

7.46

1379

1515

138

152

North Western

7888

12.02

2276

11.38

2205

2295

280

291

North Central

10472

15.96

1196

5.98

1144

1209

109

115

Uva

8500

12.96

1275

6.37

1169

1291

138

152

Sabaragamuwa

4968

7.57

1884

9.42

1801

1906

363

384

All Island

65610

100

20006

100

18774

20217

286

308

Source: Central Bank of Sri Lanka, Annual Report, Various Issues.

Year

Western

Southern

Sabaragamuwa

Central

Uva

Eastern

North Western

North Central

Northern

Table 2: Provincial GDP Shares

1996

0.44

0.09

0.09

0.10

0.05

0.05

0.11

0.05

0.02

1997

0.44

0.09

0.08

0.10

0.05

0.05

0.12

0.04

0.03

1998

0.45

0.09

0.07

0.10

0.05

0.05

0.12

0.04

0.03

1999

0.49

0.10

0.06

0.09

0.04

0.05

0.10

0.04

0.03

2000

0.50

0.09

0.07

0.09

0.04

0.05

0.10

0.04

0.02

2001

0.48

0.10

0.06

0.09

0.05

0.05

0.11

0.04

0.02

2002

0.48

0.10

0.07

0.09

0.04

0.05

0.10

0.04

0.03

2003

0.50

0.09

0.06

0.09

0.04

0.05

0.09

0.04

0.03

2004

0.51

0.09

0.06

0.09

0.04

0.05

0.08

0.04

0.03

2005

0.51

0.09

0.06

0.08

0.05

0.05

0.09

0.04

0.03

2006

0.50

0.10

0.06

0.09

0.04

0.05

0.09

0.04

0.03

2007

0.48

0.10

0.06

0.09

0.04

0.05

0.10

0.04

0.03

Source: Central Bank of Sri Lanka, Annual Report, Various Issues.
16

Though the current figures for 2007 suggest a significant decline in its share to 48 per cent, it is not clear that
this is a reliable indicator of a new trend.

179

Jayatillake S. Bandara and Sisira Jayasuriya

The implications of such patterns of inequality in regional development, including the nontrivial political and social implications, are naturally of pressing policy relevance in a
country which has experienced a long drawn out turbulent conflict that was fuelled, at least
in part, by perceived regional biases in policy. Regional inequality, therefore, is an area that
deserves careful study and sensitive handling.
The statistical base for considering long-term trends in regional inequality in Sri Lanka is
rather weak. Estimates of regional GDP are of relatively recent origin, and in any case, are
not accurate indicators of regional income inequality due to commuting of workers across
regional boundaries, inter-regional household income transfers etc. Comparisons of real
regional income based on consumer expenditure surveys require appropriate regional price
indices that are not available. Nevertheless, there is a general consensus that there has been
increasing regional inequality, characterised above all by the increasing dominance of the
WP. These can be seen across a range of key economic indicators. From Tables 2-7 it is clear
that WP differs significantly from other regions: it has much higher per capita income and
lower rate of poverty, industry and services dominate the structure of the economy (with
agriculture’s share being almost negligible), accounts for most of manufacturing industry in
the country (number of establishments, employment and value added), and has better
infrastructure facilities (road density, communication facilities and access to financial
services.) Further, available time series data suggest that the disparity between WP and
other provinces has widened across most key indicators. Estimates of differences in real
living standards suggest that the gap between WP and areas in Sri Lanka in real per capita
expenditure has increased from 32 per cent in 1990/91 to 48 per cent in 2001/02. This is part
of an overall increase in inequality in Sri Lanka but “inequality between districts grew faster
(112 per cent) than inequality between sectors (52 per cent) in the 1990 to 2002 period”
(Gunewardena, 2009, p. 250).
What explains these inter-regional differences in growth performance that produce
increasing regional inequality? What are their welfare and policy implications? According to
Castro and Devarajan (2006) there is a very simple answer:
“The market-oriented reforms that Sri Lanka has been undertaking since the late
1970s, such as liberalizing trade, deregulating industry and promoting private
investment, directly benefited the Western Province which, thanks to its location and
infrastructure, was able to take advantage of the opportunities from globalization.”
(p. 2).
This generates a key policy implication for dealing with regional inequality: implement
reforms in agriculture so that the other regions could also benefit:
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“The reasons for the Western Province’s rapid growth, namely the trade and
industrial reforms undertaken in the 1980s and 1990s, indicate that Sri Lanka is a
country where reform works. These reasons also suggest how to get the rest of the
country growing—by reforming agriculture so that the same market forces that
propelled industrial Sri Lanka can propel the rural sector.” (p. 14).

Western

Southern

Sabaragamuwa

Central

Uva

Eastern

North Western

North Central

1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

1266
1326
1408
1485
1255
1304
1471
1654
1897
2507
2745

497
538
547
559
593
608
648
675
788
1177
1399

583
524
498
537
497
553
545
615
715
918
1085

608
583
531
556
540
570
577
653
696
973
1110

590
597
482
474
547
523
594
620
763
960
1140

499
564
505
472
492
486
585
561
635
875
1077

753
769
658
686
689
695
698
683
830
1139
1362

478
444
506
489
468
523
564
566
779
966
1062

Northern

Year

Table 3: Regional Per Capita Income in Terms of US Dollars

266
285
248
220
317
357
398
467
554
688
811

Source: Central Bank of Sri Lanka, Annual Report, Various Issues.

We do not take issue with the need for reforms in agriculture or the necessity for
recognising that there is no long-term viable development path for Sri Lanka that rejects
integration with the global economy.17 However, this analysis is particularly interesting not
so much for what it presents but for what it ignores. There is simply no mention of the
historical evolution of policies and political factors that created these ‘initial conditions’ so
favourable for the WP (and which continued to have a significant impact on the differential
performance of WP throughout the last three decades). The most striking example is the
failure to even acknowledge the long drawn out war as a factor impacting on regional
inequality in performance – particularly a war that had a strong spatial-regional
dimension.18 In fact, there is a complete absence of any discussion or analysis of the forces
that produced the existing distribution of economic activity and the infrastructure and
17

This is not to signify any necessary agreement with other policy prescriptions that are presented in the paper.

18

In the light of the central importance given to NEG theories for development strategies by the World Bank by
2009, it is also interesting that in this 2006 paper there is absolutely no mention of NEG; a passing reference to
the advantages of the ‘location of the WP and its infrastructure’ is the closest to any reference to economic
geography. Unfortunately, more recent analyses that purport to provide guidance for development policies
based on NEG theories do no better in terms of undertaking in-depth studies.
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institutions that underpin them. It is difficult to avoid the conclusion that the ‘analysis’ – if
the term can be used at all - was done back to front: facts were sought and selected to ensure
they could support pre-conceived conclusions.
Table 4: Regional Disparities in Sri Lanka in Terms of Per Capita Regional GDP
and the Structure of Regional Economies
Region

Per Capita
Composition of GRGD (2007)
GRDP 2007
Services
(SL=100)* Agriculture Industry
11.7

29.9

Share of GRDP
in total SL
GDP (2007)

Sri Lanka

100.0

58.4

100.0

Western

169.8

2.0

33.6

63.4

48.4

Southern

86.5

16.5

32.1

51.4

10.5

Sabaragamuwa

67.1

21.0

28.9

50.1

6.3

Central

68.6

20.7

24.6

54.7

8.9

Uva

70.5

32.0

20.9

47.1

4.5

North Western

84.3

20.4

28.6

51.0

9.6

North Central

65.7

27.0

18.9

54.1

3.9

Eastern

66.6

17.3

33.6

49.1

5.0

Northern

50.1

16.3

5.9

77.8

2.9

Notes:

*Estimated by the authors using data from Central Bank of Sri Lanka.
GRDP = Gross Regional Domestic Production.

Source: Central Bank of Sri Lanka, Annual Report, Various Issues and Economic and
Social Statistics of Sri Lanka, Various Issues.

Understanding the interaction between policy-induced changes in the economic
environment, changes induced by non-economic forces and the economic forces of
agglomeration and dispersal is critical to the application of NEG theories to analysis of
specific cases. Taking the example of WP, we note that the infrastructure concentration in
the WP that was quite critical to its capacity to exploit the opening up of the economy to
greater trade was not simply an ‘exogenously given’ initial condition. It was a product of
both recent and not so recent economic and political history - including the civil war - and
reflects the interplay of both economic factors and political choices and the importance of
path dependence. The stronger transport network and communications infrastructure in the
WP was a colonial inheritance; it was initially built to serve the plantation economy. Take
the case of the Colombo Port. In the past, Colombo had a locational advantage for purposes
of both domestic and external trade links over the great natural harbour of Trincomalee on
the ‘wrong side’ of the country.19 But though the importance of East Asia was rapidly
growing from the 1970s onwards, the civil war ensured that investment in the development
of Trincomalee as a commercial port was not on the policy agenda.
19

For a description of the political and economic factors that led to the emergence and growth of the Colombo
Port, see Dharmasena (2009).
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Table 5: Provincial Distribution of Manufacturing Industry
Provinces

Share of
Establishments
1983

2003

Share of No. of
Persons Engaged

2007

1983

2003

Share of Valueadded

2007

1983

2003

2007

Western

23.3

29.1

42.1

37.3

51.6

64.6

62.0

67.5

80.1

Central

10.4

10.7

11.1

16.5

9.3

7.7

9.2

5.1

4.9

Southern

21.7

12.0

7.1

12.6

9.3

6.6

6.4

13.9

4.8

North Western

14.6

19.0

20.1

13.1

12.2

10.1

4.2

4.4

4.5

North Central

3.1

5.6

4.1

2.1

3.5

2.2

2.3

1.7

1.1

Uva

2.9

4.2

2.3

3.2

3.4

1.7

2.7

1.6

0.9

14.5

10.0

6.2

11.5

6.9

5.4

5.3

4.4

2.8

Northern

3.8

3.6

1.1

3.7

1.4

0.4

2.8

0.6

0.1

Eastern

5.7

5.7

4.1

4.9

2.3

1.3

5.2

0.8

0.8

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

Sabaragamuwa

Total

Source: Chandrasiri, S. (2008) and Department of Census and Statistics, Manufacturing Survey,
Various Issues.

Table 6: Provincial Social Indicators in Sri Lanka
Region

Poverty

Western
Central
Southern
Northern
Eastern
North Western
North Central
Uva
Sabaragamuwa
All Island
Notes:

1990/
91
19.1
31.7
30.2

1995/
96
16.3
36.2
32.6

2002

25.8
24.5
31.9
31.0
26.1

27.7
24.7
46.7
41.7
28.8

Gini Ratio
Spending
Unit

10.8
25.1
27.8

2006/
2007
8.2
22.3
13.8

1996/
97
0.44
0.40
0.36

27.3
21.5
37.2
33.6
22.7

10.8
14.6
14.2
27.0
24.2
15.2

0.37
0.40
0.40
0.40
0.43

2003/
04
0.47
0.42
0.39
0.44
0.51
0.42
0.48
0.43
0.40
0.46

Adults’
Literacy
Ratio

1996/
97
94.6
88.5
92.4

93.1
91.4
86.8
89.7
91.8

2003/
04
96.4
89.3
92.7
92.5
86.6
93.5
92.6
88.3
91.5
92.5

SLPI

HDI

2007

1994

66.1
52.9
51.5
43.6
44.2
49.4
48.4
47.8
48.2
52.7

0.864
0.727
0.728

0.804
0.859
0.705
0.746

SLPI=Sri Lanka Prosperity Index.
HDI= Human Development Index.

Source: Department of Census and Statistics (2008); Central Bank of Sri Lanka (2005) and (2009);
UNDP (1998).
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Road Density (only A and B class Roads)
Km/Sq.km) (a)** 1996

Access to electricity (% of households)
1996/97

Access to electricity (% of households)
2003/2004

Access to telephone/Cellular Phone
(% of households) 1996/97

Access to telephone/Cellular Phone (%
of households) 2003/2004

Access to Personal Computers
(% of households) 1996/97

Access to Personal Computers (% of
households) 2003/2004

Water supply, Pipe Borne water (% of
households) 1996/97

Water supply, Pipe Borne water (% of
households) 2003/2004

Bank Density (No. of branches per 1000
persons 1996

Bank Density (No. of branches per 1000
persons 2004 (a)

Western

0.94

0.41

76.8

92.4

10.3

45.3

0.9

9.9

41.3

57.2

0.165

0.203

Central

0.72

0.30

55.4

72.7

1.7

17.1

0.3

2.6

44.2

51.2

0.135

0.132

Southern

0.52

0.22

56.8

78.4

2.9

18.3

0.2

2.5

22.5

40.4

0.152

0.193

Northern

0.24

0.14

n.a.

63.6

n.a

19.7

n.a.

2.8

n.a.

11.4

0.068

0.079

Eastern

0.17

0.11

n.a.

65.6

n.a

13.9

n.a.

1.2

n.a

19.6

0.079

0.079

North Western

0.42

0.16

40.5

68.5

1.1

23.1

0.1

2.5

7.8

17.6

0.151

0.196

North Central

0.27

0.10

40.3

62.0

1.8

13.9

0.0

1.2

7.3

16.4

0.133

0.157

Uva

0.34

0.13

48.7

56.7

2.1

9.1

0.0

0.5

37.5

37.3

0.150

0.184

Sabaragamuwa

0.44

0.21

39.7

64.7

1.6

13.4

0.3

1.6

35.2

36.6

0.141

0.175

All Island

0.39

0.17

56.8

74.9

4.5

24.5

0.4

4.1

31.0

38.9

0.139

0.169

Region

Total Road Density
(km/Sq.km) (a)* 1996

Table 7: Provincial Infrastructure Indicators in Sri Lanka

Notes:

(a) estimated by authors.
* All classes of roads included (Class A = All roads within the network of trunk Road connecting
national capital with the provincial capitals and also connecting these capitals with one anther. Also
included are other major roads; Class B= Main roads connecting other important towns and also
providing important links within trunk route system (metalled and bitumen with small percentage
gravelled); Class C= Other Roads such as agricultural roads and local roads; Class D: Gravelled roads
with 8ft-10ft. width surface generally mortorable during dry weather only; and Class E= Bridle paths,
generally unmortorable but some are jeepable).
** Includes only Class A and Class B roads.

Statistical Sources: Central Bank of Sri Lanka, Annual Report, Various Issues and Economic and Social Statistics of
Sri Lanka, Various Issues.

We take this simple example to make a broader point. Any serious study of Sri Lanka’s
regional development patterns must be informed by a study of the historical and political
context that produced the existing distribution of spatial economic activity. The evolution of
spatial and sectoral patterns of public infrastructure investments in Sri Lanka, including
investments in education and skill formation, have reflected both shifts in development
strategy and more narrow parochial and sectarian motivations. Sri Lanka’s development
policies have never fitted neatly into the so-called ‘urban-bias’ paradigm, initially presented
by Michael Lipton but subsequently embraced by the World Bank and many other
development agencies. The anti-agricultural bias in policies has been seen as a central part of
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this paradigm. However, in Sri Lanka, from the early post-independence era, there was a
strong emphasis on investing in large scale irrigation cum settlement activities, rationalised
under the rice self-sufficiency objective. This was also driven by the political aim of
countering the influence of the political left who had substantial support in the urban areas.
In conjunction with an electoral gerrymander that made a mockery of the principle of one
person-one vote, the governments strongly distinguished between the largely Sinhalese
rural) population on the one hand, and the urban and plantation workers on the other. The
political power of the large plantation owners diminished after independence and the
electoral influence of the plantation workers was simply abolished by disenfranchising them
soon after independence. Thus the pattern of industrial incentives in Sri Lanka showed
distinctive differences between plantation agriculture and non-plantation agriculture
(primarily food).20 From 1956 onwards, spatial patterns of investment were also affected
strongly by ethnicity. The high peak of concentration of government investments in nonplantation agriculture in the 1977-83 period also coincided with the first major liberalisation
exercise. But this was liberalisation that was not uniform and had a distinct bias which had
both ethnic and spatial dimensions. Since then, overall policy regimes have changed but the
protection for import-competing agriculture (food) remains largely entrenched. The
eruption of civil war in 1983 and political factors have exerted a major influence on the
spatial distribution of investments and on internal population movements. The ColomboWP concentration of economic activities is a product of this history. It is not simply a
product of efficient market forces.
While we believe that bringing NEG theories into discussions of policy is a welcome
development and that NEG models have much to offer, some of the underlying assumptions
of the WDR 2009 approach and the sweeping policy prescriptions must be subjected to
careful and critical scrutiny. Is the best policy that of accepting increasing concentration of
economic activity in the Colombo dominated WP, relying on improving labour mobility as
the primary mechanism for achieving ‘inclusive growth’? How realistic is it to expect that
this would be politically acceptable to regional communities? What will be the political and
associated economic costs that may have to be paid for such a strategy? What are the trade
offs? These questions have strong urgency and relevance.
It must be pointed out that these are not trivial issues. There is also no consensus on the
policy prescriptions advanced here. The reasons are not hard to find. Consider, for example,
the case of inter-regional labour mobility as a mechanism for achieving inclusive growth so
that while production and employment is spatially concentrated, income benefits are widely
20

See Bandara and Jayasuriya (2009) for a detailed discussion.
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dispersed because labour moves to higher paid occupations in the growth centres. The
critical factor here is the degree of labour mobility. The empirical evidence is that rapid
growth and spatial disparities in economic activities have generated wide disparities in
incomes between regions. The evidence for developing East Asia, including China and
Vietnam, is particularly striking where, despite rapid growth and declines in absolute
poverty:
“Yet the concerns with social cohesion in the region are growing not falling. Inequality in the
region has risen, not just in terms of income levels, but also in terms of schooling attainment
and access to basic services. Poorer regions and rural areas are falling further behind their
urban counterparts. Ethnic minorities are not participating in growth. Despite the huge
differences in income per head between East Asian countries, more than three-quarters of
the inequality of living standards of East Asian citizens comes from within-country
inequality. In short, despite successful global integration and increasing regional integration,
many East Asian countries are failing with domestic integration” (Gill and Kharas, 2007, p.
23).
It is easy to answer that these are due to lack of adequate labour mobility. The sharp rise in
regional inequalities in China is often attributed to various restrictions on internal labour
movements. But legal barriers are not the only factor that makes mobility costly. Even in the
European Union, where there are no legal barriers to mobility, regional disparities have
persisted because of cultural and other factors. Not all people are inter-regionally mobile,
certainly not ‘perfectly’ mobile because there are real costs involved in spatial labour
movements. The fact that in the (very) long run, people do move and regional inequalities
decline is not a very useful response to the immediate challenges of managing the social and
political fallout of sharp increases in inequality. Unlike the ‘fly in and fly out’ pundits who
do not have to bear the costs of policy mistakes, governments are naturally and justifiably
concerned about these issues. This is the reason why the Chinese government, for example,
demonstrates extreme concern with regional inequality and attempts to address it through a
series of measures, including fiscal measures targeted at improving conditions in the
countryside and remote regions. The simple mantra of improving labour mobility and
enhancing human capital everywhere is not adequate to address these issues. History has
demonstrated that mass movements of people from the countryside to the cities during
economic development is a convulsive, often traumatic, experience; even a glance at the
history of 19th century Western Europe shows that this was not a smooth process of
‘voluntary’ labour movements where ‘everyone was better off’. It was socially disruptive
and politically often explosive. While improving internal labour mobility is certainly a
laudable aim, Sri Lankan scholars are well advised not to forget not only the existing
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patterns of regional inequality but also the many non-legal barriers that constrain easy
movement of people across regions and which will continue to demand urgent policy
attention.

4. Conclusions
In 1999, Fujita, Krugman and Venables (1999) presented their synthesis and consolidation of
the NEG literature up to that point in time in The Spatial Economy, Cities, Regions and
International Trade. After a comprehensive exposition of the models and discussions, they
made the following cautionary remarks in their conclusions:
“Finally, we have been engaged in a deliberate bit of intellectual strategizing. In the
previous history of attempts to bring increasing returns into economics, most notably
in the case of the new trade theory, there was something of a rush on the part of
outsiders to hijack the new theories on behalf of interventionist policies. It later
became apparent that this was premature: the policy implications of the new ideas
were far more subtle in practice than the crude neomercantilism on whose behalf
they were invoked. There will, surely, be important policy implications from the new
economic geography, but we want the field on a solid theoretical and empirical
footing before it begins speculating about potential interventions. …” (p. 349).
Such caution is even more justified in the case of NEG models. Take the case of
government interventions to influence investment decisions. Though a reader of the WDR
2009 can be excused for not realising this, NEG theories do provide a theoretical rationale
for interventionist investment policies in some circumstances. Consider the case of
investments that can help establish an industry cluster. Because clusters have a cumulative,
self-reinforcing nature, they can provide a first mover advantage (other things being equal)
that can generate sustained gains. If a cluster that has the intrinsic capacity to be ultimately
viable can be established and nurtured to a point at which it can ‘take off’ setting in motion
the self-reinforcing processes, then its own ‘gravitational pull’ will enable it to not only
maintain itself but to grow and expand. An initial factor-cost advantage or some other,
even transient, factor triggers the initial clustering process (or takes the cluster beyond the
critical size at which it starts to generate self-reinforcing growth), then the gains will be
sustained over time. But such a development may not take place spontaneously, because of
the coordination problems that arise in establishing some of the required infrastructure
and facilities (that may have a public or quasi-public good character).
Serious scholars emphasise the deeper implications of the NEG theories but are careful to
point to the limitations of both theory and empirics at present. Glaeser and Gottlieb (2009) in
their authoritative survey of the literature discuss the policy implications of models based
on agglomeration economies as follows:
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“Such agglomeration economies are externalities, and externalities often imply that
the unfettered market will not produce a social optimum. The presence of
agglomeration economies naturally leads to the possibility of multiple equilibria and,
therefore, suggests that small changes to initial conditions can significantly affect
subsequent urban growth (Krugman, 1991b). As such, a small push could create big
benefits,” (p. 1014).
The deeper significance of the importance of agglomeration economies is also highlighted by
another leading scholar in the field, Professor Gianmarco Ottaviano:
“In any case, …, the “breakdown of the competitive paradigm” has important
normative implications. The fact that we cannot explain the economic landscape
without assuming some sort of market imperfection (as spatial heterogeneity is not
enough) necessarily implies we cannot rely on the free market to deliver an efficient
geographical distribution of economic activities” (Ottaviano, 2009, p. 1128).
In principle, this points to a role for government in encouraging and facilitating suitable
clusters that have an intrinsic growth potential. Some have supported such policies, arguing
that they are not the same as old ‘industrial policy’, pointing to the success of coordinated
investment drives such as the Chinese Special Economic Zones. 21 The WDR 2009, however,
dismisses the implicit support that NEG models provide for the possibility that government
interventions may be desirable in a single, breathtakingly sweeping assertion: “Experience
suggests that incentives should not be provided for activities that depend on agglomeration
economies or international market access” (World Bank, p. 29). This statement may have
been motivated by the best of intentions - to avoid providing ammunition for those wishing
to support government interventions for vested interests in inefficient industries – but it is
certainly not a statement that can be supported on either theory or empirical evidence. Not
surprisingly, WDR 2009 does not offer any supporting research to back this claim. It is the
same kind of approach that leads to policy prescriptions that sound both strongly based in
theory and empirics but in fact are rooted in neither. An example is the following statement
on regional economic policies by proponents of the WDR 2009 approach: The most effective
policies will be those that perform the best in addressing barriers to economic density and

21

“.. Governments should promote cluster formation and upgrading and the build up of public or quasi-public
goods that have a significant impact on many linked businesses. This sort of role for government is a far cry
from industrial policy. In industrial policy, governments target “desirable” industries and intervene… In
contrast, the aim of cluster policy is to reinforce the development of all clusters. …Not all clusters will succeed,
of course, but market forces - not government decisions - should determine the outcomes…
“Government, working with the private sector, should reinforce and build on existing and emerging clusters
rather than attempt to create entirely new ones. Successful new industries and clusters often grow out of
established ones. ……….In fact most clusters form independently of government action - and sometimes in
spite of it. They form where a locational advantage exists.. To justify cluster development efforts, some seeds
of a cluster should have already passed a market test”. Porter (1998: p. 89).

188

Regional Disparities: Limitations in the Application of New Economic Geography

factor mobility.22 There is simply no indication that NEG models discuss in depth and detail
the positive and negative aspects of ‘economic density’: more density must be better!
Contrast this with the careful conclusions of Glaeser and Gottlieb (2009) on policy
implications of the body of theory and evidence on this issue: “While the literature may
have converged on the view that agglomeration exists, it is not clear what, if any, policy
implications come from that view” (p. 1014). They go on to stress the limitations imposed by
the inadequate understanding of the precise nature of agglomeration economies at present
and the need to assess the costs and benefits of any policy interventions in a holistic setting.
The reality is that at this stage of NEG research, neither the theory nor the evidence permits
us to answer the question of appropriate policy one way or the other in a definitive manner.
While the fear that any concession to interventionist policies may lead to abuses is
understandable, it is certainly not the way to win the argument over policy. As is well
understood by even an undergraduate economics student, while a market failure does not
necessarily imply that government intervention is justified (or specify a particular form of
intervention as best) as the costs of intervention should be compared with potential gains
from intervention, it does raise the possibility that government intervention may be
desirable. Formulating actual policy must then be based on serious and rigorous analysis of
the concrete situation and feasible options. Reducing complex theories to crude and
simplistic dogma does not produce good policy.
Unfortunately, there is a lot of this type of selective use of the NEG literature in the WDR
2009 and related analyses: models and evidence that support the specific set of policy
prescriptions are highlighted, others are conveniently ignored. It is little wonder that
geographers in particular have been scathing in their comments on WDR 2009. We quote
from a recent article (Rigg et al., 2009) in the journal of the Royal Society of Geography,
Transactions of the British Geographers:
“There may be examples drawn from around the world, but they are cherry picked and
exceptions to the rule are not explored. The Report asks complex questions and then
provides simple answers,” (p. 131).
“… in the Report’s final chapter 9, the world is subdivided into three types of
country, which are then boxed into three types of developing region. Type I are
countries in regions close to large world markets; Type II are countries in regions
with big neighbours far from world markets; while Type III are countries in regions
far from world markets and without a large neighbour. This means that within the
category Type II we have one of the world’s most connected countries (Singapore)
22

This is a position that was put forward by a World Bank team in a presentation in Sri Lanka in March 2009.
Obviously, they were quite unaware of the ‘congestion externalities’ in the NEG literature, which impose
higher economic costs with higher density.
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and one of the world’s least connected (the Lao PDR). This crude typology then leads
to a discussion of the ‘integration options’ for countries of each type” (p. 131).
They refer to the following boxed paragraph in the WDR 2009:
“To keep the Report focused, several important aspects of the spatial transformations
do not get the attention they would in a fuller study. The main aspects not
considered – except when emphasising or qualifying the most important messages –
are the social and environmental effects of a changing economic geography” (World
Bank 2009, p. 34; emphasis in original).
And Rigg et al. (2009) ask with much justification:
“….how can it be consistent for the flagship report of the World Bank, which has as
its strapline ‘Working for a world free of poverty’, to produce a report of 380 pages
that largely ignores the social and environmental origins and consequences of the
processes and policies that it addresses and promotes? What is all the more
remarkable is that the Report appears to be concerned with ‘point[ing] the way
towards a more inclusive development’, and yet evidently feels that inclusion can be
examined without spending too much time considering the social and environmental
aspects of inclusion” (p. 132).
They go on to argue that, “the Report’s exclusions, simplifications and erasures have a
profound influence on the message conveyed. The socio-political causes of regional
inequality are invisible, policy is treated as a problem only of design but not also of politics,
questions of justice are absent and the potential environmental impacts of advanced
agglomeration and large-scale infrastructure development are at best epi-phenomena” (p.
135).
These types of criticism should not be dismissed simply because they come from a group of
geographers; these are important and serious criticisms that should be confronted and
debated. Based on our own reading of the literature, we are inclined to ask if the World
Bank has ‘jumped the gun’ with NEG by ignoring the cautionary approach of the pioneers
and leading proponents of this body of theory and related empirical research.
The literature has certainly advanced in the decade since Fujita, Krugman and Venables
(1999). But has it advanced to the point where strong policy prescriptions of wide ranging
generality can be presented? Most recent academic reviews of the literature remain cautious.
This is partly because of the limitations of the theoretical models themselves but also
because of the relative paucity of rigorous empirical research. Redding (2009), for example,
concludes that: “While there is a substantial empirical literature showing that income and
production are correlated with market access in the way suggested by new economic
geography models, establishing causality and controlling for confounding factors are more
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challenging” (p. 11). It is not surprising that Venables (2008) – one of the three pioneers of
NEG – writes in 2008 in much the same vein as in 1999:
“This literature provides a basis for new and innovative thinking about policy, but a note of
caution is essential. Policy is difficult because there are multiple market failures. Even in the
simple world of theory, policy does not map continuously (and perhaps not even uniquely)
into outcomes, because there is rapid change and there may also be multiple equilibria. We
have seen …...the way in which comparative statics may depend in a delicate way on
characteristics of the economy. But the fact that policy is not straightforward is not
surprising to researchers on growth and development, and the lens of economic geography
provides some further insights for grappling with these problems” (p. 18).
This caution that is urged by Venables is certainly not in evidence in the strong and
sweeping policy prescriptions currently being advanced. However, we sincerely hope that
serious scholars will not be deterred from studying and using NEG models simply because
they have been distorted and misused: this has been the fate of much more distinguished
models and theories in the history of economics. We cannot help recalling that “fools rush in
where angels fear to tread’! Our advice to serious scholars who venture into this field is:
tread with caution!
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8
Liberalization of the Economy and its Impact with
Special Reference to the Eastern Province
M.S. Mookiah

1. Introduction
Sri Lanka after independence from colonial rule had experienced an unfavourable economic
situation except for a short period from 1948 to 1956. Thereafter, there were too many
obstacles and pitfalls that interfered with the development and progress of the country,
mostly with political unrest leading to an unsettled state of affairs due to the ethnic conflict
which is now, in 2009, to a great extent been suppressed by the military might of the state.
One language policy, a partial and incomplete implementation of land reform, uprising of
the Sinhala youth in the South, unsuccessful development plans, demand for regional
autonomy and claim for self-determination in the North and the East, ineffective nature of
the economy and the inappropriate education system to provide better employment
opportunities for the educated youth, the natural hazards such as tsunami that took place
during December 2004 etc., in addition to the international economic challenges including
weak commodity prices for primary products, fluctuating foreign exchange rates and
escalated prices for the imported food items, industrial and energy products and many other
factors contributed in a large way for the economy to remain weak.
In order to facilitate development, the government during the latter part of the 1970s opted
for the policy of a free market economy. The available evidence gives various views about
the outcome of the new strategy. This is a strategy adopted by the Eastern (Asian) Economic
Tigers who are also known as the Newly Industrialized Countries (NICs) and who achieved
great success in their policies of developing their economy. Many countries, not only the
Less Developed Countries (LDCs) but also some Developed Countries (DCs) of the world
during this period (1970s) believed that the liberalization of the economy will bring about
intended progress into their economy (Sengupta, 1994).
1.1 Regional Imbalance in Sri Lanka
Polarization of growth in the western parts of the country, the persistence of the coreperiphery dichotomy as well the gradual widening of the gap between the core and
periphery has exacerbated Sri Lanka’s current socio-economic and political problems. Unless
prompt action is taken to reduce imbalances, the impact of globalization and liberalization of
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the economy would accentuate polarization which would lead to civil protests that threaten
the social and political stability of the country – which we have experienced to a great extent
already during the last three decades (Wanasinghe, 2003).
There is also a widely accepted view that there are backward districts in Sri Lanka such as
Monaragala, Ratnapura, Hambantota, Nuwara Eliya, Mullaitivu, Kilinochchi, Mannar,
Vavuniya, Anuradapura, Polonnaruwa, Batticaloa, and Trincomalee, which are not
improved or developed, not only by the activities associated with the new policy of
liberalization of the economy, but even otherwise they were neglected by the ineffective
policies of the state relating to development in the past.
Some of the land development programmes launched in Anuradapura and Polonnaruwa
districts resulted in some progress in the urban centres of these districts such as
Anuradhapura and Polonnaruwa towns and also in some agricultural areas where irrigation
facilities were provided based on the tanks and Mahaweli river water.
1.2 Objectives
In Part I of this paper, it is proposed to see how far this new policy adopted by structural
adjustments in the existing economic structure of the country helped to achieve the intended
objectives and to see how effective it was throughout the country. Some schools of thoughts
are convinced that Sri Lanka would have boosted its economy to the levels of Singapore (at
least closer to its level) if not for the unfortunate ethnic conflict which has to be controlled by
the state. It is true that the ethnic conflict was a heavy burden on the economy for the last
three decades. Still the Human Resource Development policy which was designed during
and after the latter part of the 1950s and thereafter also has to be taken into account seriously
in assessing the outcome of the economic strategies adopted by the country from time to
time.
The study will also focus on the outcomes of the liberalization of trade and other economic
policies associated with the structural adjustments that have resulted in the improvement of
the quality of life of all the groups of the people in Sri Lanka, or it was polarized to certain
geographic areas or regions, pressure groups, and to a section of people who possess and
enjoy power.
In Part II of this study it is also proposed to analyze the performance and the process on
which the liberalized economic policy functioned during the last three decades in the west,
south and central parts of the country. Thereafter, in Part III of the paper, the background
socio-economic situation of the Eastern Province will be analyzed, and finally, it will make
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conclusions of the impact of the liberalized economy on the province. It is also aimed at
identifying the reasons for the good or poor performance of the economy of this region.
1.3 Methodology
This study is based on secondary and tertiary data such as published and unpublished
research papers, evaluation reports on individual projects, and annual reports of major
institutions (such as the Central Bank) which were prepared by academics and Government
institutions. At the same time, it is also important to make a note about the existing
constraints faced by this study in obtaining necessary information due to an inadequacy of
recent data especially for the Northern and Eastern Provinces.

PART I
2. Impact of the Liberalized Economy on the Country
2.1 Situation Prior to 1977
Prior to 1977, the authorities had attempted to address the development problems mainly by
adopting a central planning strategy. Accordingly, the national planning body was
empowered to take decisions on what to produce, how to produce and for whom to
produce. With the experience of the Soviet Union model and the successful stories of five
Year Plans of India, this type of planning became popular among many developing
countries. Such policies were pursued intensively in Sri Lanka by the left oriented regime
that was in power during 1970-77. State monopolies, import substitution, industrialization,
import and foreign exchange restrictions and price controls were the order of the day.
Private sector activities were curtailed and as a result, state-owned enterprises became
monopolies. Import substitution industries were protected by import controls and high
tariffs. The protective measures discouraged exports and fostered high-cost imported
substituting industries. As such, industries did not have any comparative advantages, the
export sector suffered and the trade deficit widened. As time went on, the state monopolies
became unsustainable due to low productivity, obsolete plant and machinery, low capacity
utilization, corruption and poor / mismanagement. Thus, by the mid–70s, it became
apparent that a major change in the policy strategy was needed to transform and revitalize
the stagnant economy. The United National Party (UNP) government came into office in
1977 and quickly introduced a vigorous economic policy package, in its first budget speech
“to transform the economy from an inward-looking regime to an outward-looking and
liberalized regime”. This was a major turning point in the economic evolution of Sri Lanka.
The reforms adopted in the post-liberalization period consisted of two sets of separate but
complementary policies, namely structural adjustments and stabilization policies.
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2.2 Structural Adjustments
The basic objective of structural adjustment policies is to put the economy on a steady
growth path in the long run. These policies have focused on the supply side of the economy.
They have been designed to shift the economy from an import substitution trade regime to
an export-led growth regime. Trade liberalization was a major component of the reforms
implemented in the initial phase. Quantitative restrictions on most imports were removed
while tariff rates were reduced and rationalized. A flexible exchange rate system was
introduced in 1977, replacing the fixed exchange regime. Since 2001, a floating exchange rate
system has been in operation. In the financial sector, the money market was liberalized and
interest rate ceilings were removed. Foreign Banks were allowed to set up branches in Sri
Lanka. Various incentives were given to commercial banks to operate foreign currency
banking units and to develop offshore banking services. Most of the price controls were
dismantled. Food subsidies were replaced with a system of food stamps to low income
groups. Incentives for agricultural production were rationalized.
Although the structural adjustments were initiated in 1977, the reform process was
disrupted in the 1980s by a chain of political and social shocks including the North-East war,
southern youth unrest and political uncertainties. Basically, these can be considered as noneconomic factors that hindered the adjustments. The second wave of adjustments began in
1989 and they focused on deeper reforms such as privatization, financial sector liberalization
and public sector restructuring. This process was disturbed again by the mid-1990s with the
change of government. Although the People’s Alliance government attempted to reactivate
the adjustment process in the second half of the 1990s by implementing selective reforms
including privatization and financial sector liberalization, it failed to do so due to the lack of
political commitment, political uncertainties, labour unrest, escalation of the North-East war
and macroeconomic imbalances. For example, the effective tariff rates have increased over
the years due to the imposition of various surcharges on imports, contrary to the reduction
of tariffs under liberalization.
2.3 Stabilization Policies
The objective of stabilization policies is to create a stable macroeconomic environment to
facilitate the growth process as envisaged in the structural reforms. These policies, which
deal with the demand side, presuppose inflation control, budgetary discipline and low
balance of payments deficits. Monetary and fiscal policies and exchange rate adjustments are
integral components of the stabilization policies. However, the stabilization policies were
not very successful in the post-liberalization period. High inflation and fairly large balance
of payments deficits persisted throughout the last three decades. Excessive monetary
expansion resulting from large budget deficits has become the root cause of high inflation in
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the post-liberalization regime. From time to time, attempts were made, without much
success, to address the problem by giving high priority to fiscal consolidation.
2.4 Performance of the Liberalization Policies
Sri Lanka has just completed three decades of economic liberalization. A basic and the most
important objective of the economic reforms have been to improve the living conditions of
the people by elevating the economy to a higher growth path through an export-led growth
strategy. It will be a salient exercise to find out whether this objective has been achieved by
this new policy adaptation during the thirty year period.

1978-2002

1978-1982

1983-1987

1988-1992

1993-1997

1998-2002

Agriculture
Manufacturing
Construction
Services
GDP

2.8
4.0
4.2
4.1
3.8

2.1
5.6
4.7
5.0
4.4

4.0
4.6
9.8
7.3
6.2

1.9
6.6
2.1
4.9
4.1

1.9
6.8
2.8
4.2
4.0

1.9
8.9
5.6
5.9
5.6

0.9
1.4
3.6
2.8
2.3

Note:

2003-2007

Sector

1960-1977

Table 1: Sri Lanka – GDP: Average Growth Rates - 1960-2007 (in %)

6.5
6.5
6.4
7.1
6.14

Figures calculated from Central Bank of Sri Lanka Annual Report, 2008.

Source: Colombage, 2003.
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It is agreed that the economy reacted positively to the initial economic reforms launched in
1977. The Gross Domestic Product (GDP) grew rapidly after 1978 and reached a peak (6.2
per cent) in 1982. But the escalation of the North-East war, youth unrest in the south, fiscal
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imbalances and high inflation restrained economic growth in the mid-1980s. The revival of
the structural reforms in 1989 helped the economy to recover in 1990 and average GDP
growth exceeded 5 per cent during 1993-97. Following a peak GDP growth rate in 1997, the
economy has been experiencing a set-back owing to a multitude of factors, including
macroeconomic

instability,

prolonged

North-East

conflict,

political

uncertainties,

infrastructure breakdowns and global recession. Thus, the economy is now on a downward
path; the average growth is only 2.3 per cent. The GDP recorded a negative growth rate of
1.4 per cent in 2001 for the first time since independence. A positive growth of around 2 per
cent was recorded in 2002 owing to an increase in the services sector output. However, after
2002 a positive trend leading to a level of 6 per cent was observed in the growth of the
country’s economy and yet the economy has not fully recovered from the slump as a
consequence of the large war expenditure, the increase of oil prices prior to 2009 in the
world market and many others.
Thus the economy has not followed a smooth growth path in the post-liberalization period.
In the short run, the year to year growth in GDP was highly volatile. In the long-run,
economic growth in the post-liberalization regime is not very different from the preliberalization regime. The GDP growth averaging 4.4 per cent a year in 1978-2002 is
marginally higher than the 3.8 per cent growth in 1960-77. In contrast, some Asian countries
have performed much better after liberalization. For instance, China achieved an average
GDP achieved 10 per cent per year during the two decades from 1980 to the year 2000
through a gradual process of market development and outward orientation. The economic
reforms of the 1990s have helped India to accelerate its GDP growth to 6 percent a year in
the last decade. Vietnam sustained a growth rate of 8 per cent per annum in the last decade
due to the bold reforms adopted since the late 1980s.
2.5 Outcome of the Policy Changes
When the policy makers encouraged the liberalization policy as a development strategy
their aim was to diversify the production structure by way of promoting export-oriented
industrialization and thereby reducing reliance on agriculture-based primary commodity
exports. Prior to the mid-70s new policy the country had heavily depended on subsistence
and plantation agriculture for more than a century. Subsistence agriculture centred on the
domestic market while the plantation sector acted as the major foreign exchange earner.
Around the early 70s at least 65 per cent of the earnings from exports were derived from the
export of three major plantation products such as tea, rubber and coconut. As the prices of
primary commodities produced by the plantation sector were generally depressed and
unstable in foreign markets, the economy was subject to enormous foreign exchange
pressures. Manufacturing industries that emerged in the 1960s failed to resurrect the sick
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economy, as they had concentrated on inefficient import substitution industries run by stateowned monopolies. There were shortcomings also in the state sector-dominated services
such as public utilities, energy, transport, trade and finance.
Under these circumstances if one wants to know whether the liberalization has helped the
country to transform the above unhealthy economy, he will be disappointed by his
observations. Export-oriented industries, mainly the garment industry, began to thrive
swiftly by the late 1970s after the launch of the liberalization policies and the establishment
of Free Trade Zones (FTZ). Here again one should not ignore the creation of the Multi-Fibre
Arrangement (MFA) which came to an end by December 2004. During the effective
operational period of the MFA, the garment industry was contributing to the island’s
economy to a reasonable amount and now after 2004 the industry is found to be declining.
However, the role of the garment industry is also to be questioned even during its good
days. Out of the total value of the export from this industry unlike in the plantation sector,
such as tea, a greater proportion of the amount received, has been paid back to the foreign
suppliers of raw materials such as cloths, threads, buttons etc., other garment manufacturing
accessories (packing materials), for the machineries (Zuki machines), transport and so on.
Finally, the real value added in the industry and the net financial gain by the industry to the
country has to be worked out and this arithmetic exercise will show that the final benefit to
the country is not the amount shown in the list of exports and the value gained from such
exports. It will be much less than publicized and claimed.
However, as a result of the establishment of the FTZ, the share of manufacturing exports in
total exports increased dramatically in the post-liberalization period. But the contribution of
the industrial sector to the overall output hardly increased even after the liberalization; this
sector still accounts for only around 17 per cent of GDP, compared with 12 per cent in 1977
(See Table 2 below).
Table 2: Sri Lanka - Composition of Gross Domestic Product 1977, 2001 and 2007 (in %)
Sector

1977

2001

2007

Agriculture

35

20

11.7

Manufacturing

12

17

23.0

Construction

07

07

6.9

Services

46

56

58.7

100

100

100.3

Total

Source: Central Bank of Sri Lanka, Annual Reports, 1977, 2001 and 2008.
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Figure 2: Sri Lanka – Composition of Gross Domestic Product 1977, 2001 and 2007 (in %)
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Agriculture is a broad term encompassing all aspects of crop cultivation, livestock farming,
fisheries, forestry and related activities. The share of agriculture declined significantly from
35 per cent in 1977 to 20 per cent in 2001 and 11.9 per cent in 2007 (Central Bank of Sri
Lanka, 2008). Low productivity, increased foreign competition, high production costs and
lack of commercial farming restrained growth in the agricultural sector.
During the period from 1977 to 2001, the share of the service sector has increased
remarkably from 46 to 56 per cent. This further increased to 58.7 per cent in 2007. This was
an outcome of the rapid increase experienced in the service activities relating to trade,
transportation, information and communication technology, banking and finance in the
post-liberalization period. As the economy grows, this kind of an expansion in the services
sector and a downward trend in agriculture are quite normal. But the excessive growth of
the services sector without an accompanying expansion in the production base of agriculture
or industry has weakened the capacity of the country to sustain a steady growth path.
Export-led industries have failed to stimulate the economy due to the lack of dynamism. In
contrast, experiences of East Asian countries, which achieved a ‘miraculous’ economic
growth in the last three decades, have proved the catalytic role of the export-led industries
in fostering growth (World Bank, 1993).
Inadequate product diversification has been the major reason for the slow or stagnation of
the growth realized in the industrial sector. Concentration on a limited range of labourintensive and low value added products were the major trends in the industrial sector. Out
of the total manufacturing output, wearing apparel and leather products accounted for 40
percent, food and beverages 22 percent and chemical, petroleum, rubber and plastic
products 18 percent. Other products are non-metallic mineral products, metal products and
paper products. In comparison, the manufacturing industries in East Asian countries
201

M.S. Mookiah

graduated from labour-intensive products like textiles and garments, which were dominant
in the 1960s, to capital-intensive and high value-added industries such as automobiles,
computers and televisions in the 1980s. These are considered as dynamic industrial products
whose trade is growing faster than the world average. Industrial products exports from Sri
Lanka are still confined to less dynamic products similar to that of the past. As a result of the
failure to engage in the production of dynamic mix products, it has retarded industrial
transformation and export growth in Sri Lanka.
The pattern of inadequate diversification in the industrial output is also reflected in the
export structure. Garments account for about 70 per cent of total industrial exports which in
turn also spends not less than 50 per cent of its export value in importing fabric, thread,
machineries for the industry, some packing materials and the cost of transport etc. Other
major industrial exports are similar less-sophisticated products like food and beverages,
footwear and chemical and rubber products. High-technology exports accounted for less
than 3 per cent of manufactured exports in 2000. In comparison, the share of such exports is
32 per cent in Thailand and 59 per cent in Malaysia. There are a few factors such as foreign
competition, high production costs, low productivity, inadequate technical progress,
unstable political situation, indiscipline and a highly unionized labour force which have led
to production declines and plant closures in Sri Lanka in recent times. The closure of
garment industries is also an outcome of the expiry of the Multi fibre Arrangement period
and the inefficiency of the industry to be competitive with international competitors in the
garment products. As the economy is heavily dependent of industrial exports, the set-back
in this sector has caused severe strains on GDP growth.
2.6 Inflation, Budget Deficits and Money Supply
During the post liberalization period rates of inflation, budget deficits and money supply
were not favourable to a country like Sri Lanka. The rate of inflation, which means the rate
of change of consumer prices, was high at 12 per cent a year during 1978-2007, compared
with 4 per cent during 1960 -1977 period. The actual inflation would have been even higher
in the post-1977 period if not for the administratively controlled prices of essential consumer
items such as wheat flour, bread, fuel, electricity and bus fares. As we all know, inflation is a
bitter one and not favourable for the stabilization of the economy. High inflation means high
cost of living. It has dampened the living standards of people, particularly the low-income
earners. A few recent studies have shown that real wages have deteriorated over the years
due to high inflation. Inflation has adversely affected production activities as well. In the
high inflationary situation, production costs like wages and raw material costs have tended
to increase, reducing the already low profitability of entrepreneurs. This has had depressing
effects on investment and production. Inflation has also discouraged savings, as it exerts
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dampening effects on real interest rates. Market interest rates rose exorbitantly in the postliberalization period, negatively affecting investment.

1978-1982

1983-1987

1988-1992

1993-1997

1998-2002

2003-*2007

Inflation
(annual % change)
Budget deficit
(% of GDP)

1978-2002

Sector

1960-1977

Table 3: Sri Lanka – Inflation and Budget Deficit 1960, 2002 and 2007

3.8

11.8

15.6

9.6

14.1

10.7

9.3

11.3

-6.5

-11.5

-16.8

-11.5

-11.3

-9.3

-9.7

7.9

Source: Colombage, 2003.

Figure 3: Sri Lanka – Inflation and Budget Deficit 1960, 2002 and 2007 (in %)

Inflation
Budget deficit

19
60

-1
97
19
7
78
-2
00
19
2
78
-1
98
19
2
83
-1
98
19
7
88
-1
99
19
2
93
-1
99
19
7
98
-2
00
20
2
03
-*2
00
7

20
15
10
5
0
-5
-10
-15
-20

Meanwhile, the high inflation has weakened the export competitiveness of the country
considerably, as its exports became more expensive, relative to the competing countries due
to rising production costs. With high inflation, it has always been difficult to maintain the
exchange rate at realistic levels so as to safeguard export competitiveness.

Unless the

exchange rate depreciates adequately to compensate for inflation, the export is threatened by
an appreciation of the real exchange rate. Therefore, the rupee has been allowed to
depreciate continuously through a flexible exchange rate mechanism, in the postliberalization period to sustain export competitiveness. The floating exchange rate system
that was introduced in 2001 to restore competitiveness did not help to resolve the problem
as the exchange rate depreciation has tended to promote domestic price escalation further.
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As the exports of the country have a high import content (as mentioned earlier with regard
to the garment industry), the rise in the costs of such inputs following the exchange rate
depreciation had an offsetting effect on export industries, particularly in the case of
garments. This vicious circle of rising prices, rising production costs, deterioration export
competitiveness and exchange rate depreciation, has haunted the economy after the
liberalization, and depressed the growth potential. During 1978-2002, the rupee depreciated
by 8 per cent a year against the US$, compared with the inflation rate of 12 per cent. Thus
the exchange rate depreciation was not sufficient to offset the inflationary effects on exports.
The resulting rupee appreciation has retarded export growth.
Many studies have shown that the high rate of inflation in the post-reform period was due
to factors such as the removal of price controls, high fiscal deficits, raising money supply,
reduction of subsidies, and rising import costs. All these factors contributed immensely for
the continuing high inflation rates. The money supply rose by 18 per cent during 1978-2022,
as against 4 per cent growth in GDP. Much of this money came from increased bank lending
to the government to finance its huge budget deficits, which averaged 12 per cent of GDP
during the period 1978 to 2007. The excessive availability of money raised demand for goods
and services and thereby induced inflation.
2.7 Foreign Balance of Payments
Since the expenditure was more than the earnings from abroad, the current account of the
balance of payments too have been a deficit after liberalization. The current account deficit
averaged 6 per cent of GDP during 1978 to 2002. A rapid increase in imports that resulted
from the greater openness outpaced the sluggish export growth. Unfavourable
developments like the fall in tourist earnings, and a rise in interest payments on foreign
borrowings have worsened the foreign exchange problem. The large sum of inward
remittances, received from overseas, to some extent eased this situation. However, the
exchange shortage remains a major obstacle to the growth of the country. Adequate foreign
exchange is necessary not only to import consumer goods but also capital goods and
intermediate goods, which are needed for production activities.
As the inflows of foreign direct investment (FDI) and portfolio investment in the share
market have been rather dismal, the country had to rely heavily on foreign borrowings to
finance its current account deficits. This (foreign debt) not only amounted to 50 per cent of
the GDP but also a heavy debt service burden on the economy of the country, leading to a
payment level of annual foreign debt service payments about 10 per cent of our total export
earnings. Experts agree that to some extent a current deficit is acceptable for a developing
country to absorb foreign investment, but the export sector should grow steadily to mitigate
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the adverse effects of widening external imbalances over time. With her slow export growth,
Sri Lanka has failed to deal with this problem adequately in the post-liberalization period.
2.8 Other Issues
In addition to the major shortcomings as identified above there are also a few other areas
which have not been favourable for the improvement of the economy after adopting a
liberalization policy in Sri Lanka during the last 3 decades. They can be summarized as
follows;
a) A major factor that determines economic growth is investment in physical
capital, which is also known as physical capital accumulation. Investment is
needed to acquire plant, machinery, equipment etc. for production of goods and
services. The average gross domestic investment as a ratio of GDP rose from 16
per cent in the pre-liberalization period of 1960-77 to 25 per cent in 1978-2002.
The increase could be largely attributed to increased foreign capital inflows in the
form of long-term foreign aid, foreign direct investment and share market
investments. Capital accumulation through domestic sources also improved
during the period due to the greater availability of investment avenues in the
capital market following the liberalization. But domestic investment has not been
sufficient to achieve a high growth path.
b) The welfare policies adopted by the successive governments since independence
have helped to develop a better human capital stock in Sri Lanka, in contrast to
many developing nations. The problem is that the country’s relative high literacy
levels have not been translated into a highly productive labour force. While
enrolment level is 100 per cent at primary level, secondary level goes down to 75
per cent. It is further reduced to 5 per cent at tertiary level. At the university
level, the enrolment ratio is as low as 2-3 percent. Expansion of education in
science and technology is crucial to take advantage of the current technological
revolution. In this regard, we have not made much progress. The gross tertiary
science enrolment ratio remains around 1.4 per cent for Sri Lanka, compared with
24.2 percent for Singapore, 23.2 per cent for South Korea and 9.8 per cent for
Hong Kong (UNDP, 2001). Inadequate skills development has remained a
bottleneck to economic growth.
c) Inadequate Technological progress is another shortcoming. The technological
revolution, particularly in the field of information and communication
technology (ICT), has changed the development paradigm dramatically in recent
decades. Technological transformation is occurring rapidly at present. For
example, the power of a computer chip doubles every 18-24 months without any
cost increase. The cost of one megabit of store fell from $5,257 in 1970 to $0.17 in
1999. These technological breakthroughs have helped countries to develop faster
and to uplift living conditions of the people. In Sri Lanka, usage of equipment
like computers and telephones have increased rapidly in recent years (Central
Bank of Sri Lanka, 1996/97). However, much technological progress does not
seem to have occurred in production activities. This is reflected in the Technology
Achievement Index (TAI) introduced by the UNDP (2001). The TAI value for Sri
Lanka is only 0.203, compared with 0.585 for Singapore, 0.455 for Hong Kong and
0.396 for Malaysia (Sengupta, 1994). During the last 3 decades, Sri Lanka has been
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confined to low value added, low-technology exports. The economy should have
shifted its exports to high technology, capital and knowledge-intensive products.
d) A country’s ability to improve its standard of living over time depends entirely
on its ability to raise its output per worker (Krugman, 1997). It is reported that
inadequate technical progress has prevented any significant improvement in
factor productivity in Sri Lanka. While the investment rate was maintained at 25
per cent of GDP during 1998-2002, the annual growth rate fell down to 2.3 per
cent. This is due to the deterioration of productivity. High performing East Asian
countries grew significantly faster than Sri Lanka because of the rapid growth of
capital stock as well as high Total Factor Productivity (TFP). The TFP in Sri Lanka
has improved following the economic reforms, but it remains far below that of
East Asian countries. Productivity growth emerging from the advancement of
science and technology has helped the advanced countries to drastically reduce
the time needed for economic development. For instance, UK took about 150
years to develop its industry whereas the US achieved it in about 100 years. Japan
and other East Asian countries took only about 30-40 years for industrial
progress. The question remains whether Sri Lanka can speed up the growth
process in such a short time or whether she would require 150 years or more, as
in the case of her own colonial master to achieve economic progress.
e) The economic reform in Sri Lanka was interrupted from time to time due to
unstable political, economic and social conditions. This stop-and-go nature of the
reform process is a major cause of the slow economic progress. Initial structural
reforms were disturbed in the early 1980s by persistent budget deficits, foreign
exchange imbalances and eruption of the North-East conflict. The escalation of
the North-East war and the youth unrest in the South destabilized the economy
in the second half of the 1980s (National Peace Council, 2001). The second wave
of reforms were again disrupted mainly due to political factors.
f) Inadequate infrastructure has also been a major impediment to attract FDI and
foster economic progress. The present drawbacks in infrastructure, including
dilapidated road and railway networks and power shortages, raise doubts
concerning the sustainability of a high growth path in the future.
g) The 25 year long North-East war has had a devastating impact on the economy.
The overall cost of the war since its inception has been recently estimated to be
US$ 20,000 billion which include the direct financial costs incurred for the war,
damages to physical assets and downturn of economic activity. For instance, it is
estimated that the GDP in 1998 would have been 13 per cent higher and the
growth rate would have been 8 percentage point higher if not for the war
(National Peace Council, 2001).

PART II
3. Performance of the Liberalized Economy on West, South and Central Parts
We have already looked at the overall consequences on the macroeconomic indicators by the
liberalized economic policy adopted by the Sri Lankan government during the last three
decades and can be of the view that the country as a whole has not changed much from its
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previous situation (prior to 1977) except for certain geographical areas such as Colombo
metropolitan areas and some other urban centres in the country.
3.1 Poverty in Sri Lanka
Poverty is generally measured in relation to the ability of a household to afford a minimum
set of consumption requirements, i.e., a lower poverty line is derived using the cost of a food
bundle that satisfies a food energy requirement. To this, 20 per cent is added – which is
assumed to be equal to the average non-food consumption of those who can just afford to
meet their food energy requirements - to arrive at the higher poverty line.
In Sri Lanka, the lower poverty line was estimated at Rs. 860 per person per month and the
higher poverty line at Rs. 1,032 per month. According to the “Framework for Poverty
Reduction” (Government of Sri Lanka, 2000) about one-fifth of the population (excluding the
North-Eastern Province) were below the lower poverty line during 1995-96 and one-third
below the higher poverty line. It furthermore appears that poverty levels fell sharply during
the 1970s and 1980s but that in the 1990s, poverty reduction slowed. Poverty is also
predominantly rural-plantation as nearly 80 per cent of the total population, and 90 per cent
of the country’s poor are reported to live in rural-plantation areas excluding the NorthEastern Province.
3.2 Development Situation in the Regions
The information given in Table 4 will show how much growth has been found among
various regions in the country. A great regional disparity could be observed between the
core (Colombo Metropolitan Region) and periphery regions of the country.
Table 4: Sri Lanka-Gross Regional Product per Capita, 1981–1991 (Constant 1993 SLR)
Region Core
Western Province
Periphery
Central Province
Southern Province
North Western Province
North Central Province
Uva Province
Sabaragamuwa Province
Eastern Province
Northern Province
Sri Lanka

1981
28,823

1991
44,710

13,001
14,124
18,066
19,202
20,097
17,142
22,856
20,119
20,661

16,551
20,039
20,802
18,177
16,849
18,238
23,474
12,635
25,617

Change (%)
55.1
27.3
41.9
15.1
- 5.3
- 16.2
6.4
2.7
- 37.1
24.0

Source: Guild and Richardson, 1995.
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Overall gross per capita product in Sri Lanka improved by 24 per cent, whereas in Eastern
Province during the 1980s it was the lowest (2.7 per cent) among the Provinces in the
country except for the Northern Province which experienced a grave negative growth of 37
per cent which was another region which experienced civil war in the country during this
period.
Table 5: Sri Lanka –Share of Provinces for GDP at Current Factor Cost Prices,
2001-2006 (%)
Region Core
Western Province
Periphery
Central Province
Southern Province
North Western Province
North Central Province
Uva Province
Sabaragamuwa Province
Eastern Province
Northern Province
Sri Lanka

2001
48.3

2006
50.1

9.4
9.7
10.7
3.7
4.6
6.4
5.0
2.4
100.0

8.8
9.3
9.3
4.1
4.6
6.2
4.7
2.9
100.0

Source: Central Bank of Sri Lanka, Economic and Social Statistics of Sri Lanka2008, (March 2008).

Notably Uva and Sabragamuwa Provinces which were not directly affected by the war too
experienced negative growth rates of 5.3 and 16.2 per cent respectively, which can be a
debating point that even without being affected by a war, a region can slow down or lose
development unless there is an effective national development policy. At the same time, the
Eastern province though it experienced a low growth rate of 2.7 per cent during the 1980-90
period, it has not totally lost its earlier economic status. Table 5 also explains the trends in
the GDP among regions which is a different scenario during the 2001 to 2006 period. Here
again, the Western Province dominates in contributing to the GDP.
It is a noticeable point that North Central and Uva Provinces continue to be low in their
contribution to the national GDP during the period 2001 -2006. This weaker situation is
further explained by the poor contribution of these regions from manufacturing activities to
the GDP as shown in Table 6 and Figure 6. While contribution of the Western Province was
around 70 per cent, regions in the periphery such as North Central, Uva and Sabaragamuwa
contributed less than 2 per cent each, while the so called war-torn regions such as Eastern
and Northern Provinces were well above these regions (see Table 6).
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Table 6: Sri Lanka –Regional Contribution to GDP by Manufacturing Sector
(in million SLR)
Region Core
Western Province
Periphery

Manufacture
60,043

Central Province
Southern Province
North Western Province
North Central Province
Uva Province
Sabaragamuwa Province
Eastern Province
Northern Province

7,109
3,893
2,380
792
1,165
970
2,111
4,516

(%)
72.4
8.6
4.7
2.9
1.0
1.4
1.2
2.5
5.4

Source: Wanasinghe, 2003.

The manufacturing sector in Sri Lanka is another indicator to show the trends in the
economy of the country during the 1980-90 period. The Western Province experienced a 72.4
per cent growth in Manufacturing, and all other regions were left to one digit growth rate in
the sector. Here again the Northern and Eastern Provinces have performed better than the
Uva and Sabragamuwa Provinces in this sector, which were not directly involved in the war.
This is a point that makes one to realize that the poor performance of the regions is not only
attributed to the war but there are also other factors in operation.
Therefore in order to understand the impacts made on the economy of the Eastern Province
by the new free trade policy adopted by Sri Lanka, it will be useful to look into the
background of the Province.

PART III
4. The Eastern Province of Sri Lanka
The Eastern Province is comprised of the three districts of Trincomalee, Batticaloa and
Ampara (see Appendix l).The Province covers an area of approximately 980,000 hectares or
9,985 square km, which is 15 per cent of the total land area of the country. The population of
the province in 2007 was 1,493,000, and it is multi-ethnic and distributed among three
districts as follows: Trincomalee: 354,420; Batticaloa: 508,731; and Ampara: 660,878 persons.
This is about 7.5 per cent of the total population of Sri Lanka. While a significant portion of
the population live in the townships of Trincomalee, Batticaloa, and Ampara, livelihood is
largely rural with around 75 per cent being engaged in agriculture and 10-15 per cent in
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fisheries. Of the 103 river basins found in Sri Lanka, nearly 40 occur in the Eastern region.
The length of coastline in the province is around one-fifth of the total coastline of the island.
4.1 Population
Population and its density among the three districts in the province differ from one another.
Yet in general, the density situation is comparatively lower than many provinces in the
country. The density in 1998 was considerably high in the Western (1,311), Southern (444),
Central (415) and Sabaragamuwa (359) Provinces. This was as low as 142 in the Eastern
Province. From these figures one could realize that the pressure on the land is quite less in
the Eastern Province and the opportunity for land based activities are comparatively high.
In addition, the lagoon and the bordering sea give more opportunity for fisheries and these
advantages have to be made use for the betterment and economic growth of the region.
Table 7 shows the nature of activities in the Eastern Province. According to the available
information, activity rate in the region among the districts are closer to each other. They are
not equal to many other war affected districts such as Mullaitivu (49.2 per cent), Vavuniya
(45.6 per cent) and Mannar (42.7 per cent). It was 40.7 per cent in Trincomalee, 39.1 per cent
in Batticaloa and 39.5 per cent in Ampara. However it was considerably low in Jaffna district
with only 33.8 per cent according to the Operational Information 1998 NEPC. The activity
rate among female workers in Eastern districts was recorded considerably low. It was 8.7 per
cent in Trincomalee, 8.8 per cent in Batticaloa and 11.3 per cent in Ampara district. This is to
a greater extent a cultural trait and also contributed by the backwardness in the social and
economic advancement of the population of the region.
4.2 Poverty
Due to the conflict, detailed and /or reliable data for the Eastern Province are not readily
available. It is estimated, that out of the 1.5 million living in the region about 25 per cent to
as many as 50 per cent may be classified as poor using the lower poverty line of 1995/96.
One important reason for the large number of poor people living in the region is that most of
the affluent people of the area would have migrated to other parts of the country or to other
countries as a precaution. However, it is obvious that impoverishment may be experienced
quite differently here than in other parts of the country. Dimensions such as disintegration
of social works, displacement, loss of life, insecurity and so on, have a profound effect on
people’s lives and their ability to earn a living, contributing to (further) impoverishment.
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4.3 Livelihood
The majority of the population in the Eastern Province earn their income from farming
(including food crops, cash crops and livestock farming), fishing and employment in the
commercial /industrial and service sectors. However, substantial numbers of families
depend partly or wholly on welfare assistance from the government through the Samurdhi
programme. Reliable and up-to-date information is not available for this study, but from
secondary sources the district-level information has been abstracted and constructed.
Table 7: Eastern Province – Livelihood – 2000 (by district)
Particulars
Economically active persons

Trincomalee

Batticaloa

Ampara

170,602
(48.4%)

302,466
(59.5%)

340,722
(51.5%)

25,646
(8.5%)

Agriculture and Livestock
Fisheries

8,963
(5.3%)

21,034
(7.0%)

Public Sector Services

10,603
(3.5%)

Commercial/Industrial Activities

14,167
(4.7%)

Casual Labour

36,302
(12%)

% of Families Receiving
Samurdhi Assistance

60

66

14,543
(4.3%)

57

Source: Department of National Planning, 1999; Operational Information – 1998 NEPC.

All three districts have been affected to a greater or lesser degree by the conflict during the
past 24 years. Irrigation schemes have broken down or have been destroyed and the area of
farming land has been reduced for security reasons or other war related reasons. It was also
reported that the lands owned by the people living outside the villages and in other
neighbourhoods were not allowed to be cultivated. The reasons were also connected to the
conflict, in addition to the reasons such as shortage of labour and the uncertainty of the
situation regarding free movement etc. One striking reason is that the cultivators have been
denied to continue their cultivation activities. Similarly, fishing too was restricted to certain
hours of the day and fishing waters have been curtailed for similar reasons. Data on the
extent of these restrictive measures could not be collected. Consequently, the impact of these
measures on the livelihood of the population could not be established.
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4.4 Manufacturing
Manufacturing activities in the region is minimal at present. According to the available
information, manufacturing contributed for about 28 per cent of the GDP of the Eastern
Province in 1981 and it is reduced to 05 per cent in 1991. Now it is rice mills, timber and
furniture industries, jewellery, food processing, and a few other activities that are found and
they are also not to the best of the potentials of the region.
It should be noted here that prior to 1977, especially during the period from 1960 to 1977,
handlooms, garments, and a few other industries thrived in Kathankudy - a Muslim
dominated urban centre in Batticaloa district. However, these import substitution industries,
after the liberalization of imports and the end of protectionism, lost their competitiveness
and importance and were reduced to a minimum. A few garment industries at the rate of
one for each AGA division was established throughout the country during the late 1990s,
and they now suffer after the expiry of the Multi Fibre Arrangement ended in 2004, which
provided quota facilities to export garment industrial products to the USA and European
Union member countries.
The most important factor responsible for the decline of the sector was the war.
Entrepreneurs were not encouraged by the multi-taxing system. They were subjected to
obtain approval from the state for obvious reasons. In addition, they are also supposed to
get approval from the armed groups operating in the area and pay regular taxes illegally
collected. Further to these reasons, the goods transport has become a costly affair due to the
road blocks and regular security (multi) checks along the highway. The goods to be taken to
Colombo or Kandy markets have to be loaded and reloaded before its destination several
times and this increased the transport cost by 200 to 250 per cent, which is more than the
cost incurred in other parts of the country. This increased the transport cost immensely of
the raw materials, machineries and other inputs necessary for the industries. As such, the
products of the province became uncompetitive to enter the free trading market territories.
4.5 Trade and Retailing
This is an area in which growth is found during the first decade after the 1980s. The
contribution of the Trade sector to the GDP of the region was 10 per cent in 1981 and it has
been increased to 23 per cent in 1990 according to the Department of National Planning
documents such as Operational Information -1998 – NEPC. This may be due to the fall of the
share of the manufacturing sector from 28 per cent in 1981 to 05 per cent in 1990. Most of the
Muslim community settlements in Batticaloa district such as Eravur, Kaththankudy,
Ottamavady and a few others have undergone a lot of changes with positive trends in
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trading activities, and as such, these urban settlements have resulted in a growth in trading
activities remarkably during this period.
Imported consumer goods flourish in the retail outlets, from food items, textiles, electronic
goods to fruits and many others freely after 2006 due to the development of the changed
political situation in the Province while there are more improvements to take place for total
free function of the market forces. The trends are also found in urban centres such as
Trincomalee and Ampara.
4.6 Bottlenecks - a Consequence of the War
On the other side, most areas in the province have been discouraged by various negative
incidents such as extortion, abduction, and extra illegitimate taxation by the armed groups
operating in the province. This is applicable to many other economic activities as well. In
addition, due to security reasons, the products of the region to be exported to other regions
of the country are also not encouraged. The products taken to outer areas from the Eastern
Province are subject to strict security checks when they are taken by trucks, because of
security considerations. Perishable commodities such as milk, fish, meat, vegetables and
fruits are vulnerable by this kind of time-consuming security checks. It is the same outcome
on the import of vegetables, fruits from Dambulla and Colombo (imported fruits from
overseas) and other perishable items when they are brought into the province. The executive
members of the Chamber of Commerce represented these complaints to both parties - the
government and the armed groups and no relief was granted during the time. However, the
political changes that have taken place during the last two to three years (2006-09) are
believed to be progressively improving the situation towards the growth of Trade and the
manufacturing sector. The actual and the full recovery of the situation may take at least a
few more years according to the information obtained from the Province.
Wholesalers and retailers alike were forced to pay some kind of taxes imposed by the armed
groups for most of the commodities they trade in. In addition, some essential fast and
regularly moving consumer items were traded by proxy agents of the armed groups with a
kind of monopoly which disturbed the free function of the market forces in the region. It
was also reported that real estate transactions too were subject to additional property /
capital gain / transfer tax payments to armed groups in addition to the normal state levies.
4.7 Attitudes towards Trade and Commerce in Batticaloa District
A general apathy against trading was observed as a social stigma or non-preferred
occupation among the Tamil community in the Batticaloa District during the past. This may
be considered as a major deciding factor on the participation rate in trade among
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communities in the province. Batticaloa District comparatively has a larger extent of land
area (smaller than Ampara District) of about 2,854 sq km and a population of 504,000 which
allow some people to own larger extents of land. Among the Tamils in the district, given
opportunity, they would prefer to do money lending as a preferred activity, rather than
trading in commodities. Farming communities prefer to undertake cultivation with pride.
This attitude/value has resulted in other communities and people from other districts to
take advantage and dominate in trading in the district. However, during the recent past
some changes were observed in the attitudes towards trade as an occupation in Batticaloa
district.
Further, people of the district still have a great preference for public sector employment,
while it is eroding in the major urban areas of the country due to the higher wages / salaries
in the private sector. However, it is only 3.8 per cent from public sector employment that
contributed to the GDP of the province (see Table 8).
4.8 Fishing Industry
The province has about 360 fishing villages and 52,000 fishermen. Out of the total catch of
the fish in Sri Lanka, about 57 per cent was from Eastern Province and about 60 per cent was
marketed in other provinces. However, the total catch of fish in the province has dropped
from 50,000 tons in 1991 to 30,400 in 1998. However, during the year 2004 fishing increased
to 58,390 tons out of the total catch of 286,370 tons in Sri Lanka. The increase was a result of
the peace that prevailed during the year. In 2005, the situation changed and escalation of
violence resulted in a drop in the fishing in the province to 27,950 tons out of the total
amount of 163,320 tons for the whole of Sri Lanka (Central Bank of Sri Lanka, (2008a). This
is mainly due to the security reasons and also the technological stagnation in the industry.
While the fishing hours were restricted, inputs to the industry such as nets, boat accessories
etc. have become very expensive that subsistence level fishermen could not afford them.
This is another sector which could have flourished due to the free trade economic policy of
the country. The fishermen in other parts of the country were able to improve their working
conditions due to the uncontrolled imports of inputs to the industry, whereas fishermen in
this part of the country underwent undue hardships due to the war and could not enjoy the
benefits of the new economic policy of the country.
4.9 Refugees and Internally Displaced Persons (IDP)
Fairly large numbers of refugees and IDPs can be found in all three districts. Some data were
obtained on the situation but this may not be complete and/or accurate. Depending on the
intensity of the conflict, people move from their homesteads to other areas within their
district as well as out of districts, and welfare centres were set up by the government to
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accommodate these families, but not enough to cater for all. Once the situation improves,
most people may return to their homes but this is not always possible at least for a few more
years.
4.10 Growth Indicators
The contribution of the Northern and Eastern Provinces to the National GDP ranged
between 18.9 and 20.8 per cent during the 1981-95 period, despite the unsettled situations.
Some reports indicate that it has come down to 8 per cent in 1990 and 4 per cent in 1997. The
sectoral contribution to the GDP of Eastern Province was as follows.
Table 8: Eastern Province – Gross Domestic Product by Sector – 1990
Activity

%

Agriculture

64.5

Manufacture

3.7

Trade

16.3

Transport

3.5

Construction

3.0

Government Services

3.8

Mining, Electricity and Gas, Banking,
Private Services etc.

5.2

Total

100.0

Source: Department of National Planning 1999, Operational
Information – 1998, NEPC.

Contribution by the agricultural sector to the provincial GDP was about 65 per cent in 1990
(Dept. of National Planning 1999). Trade (16 per cent) and agriculture dominate in the GDP
amounting to 80 per cent. The province is neither rich in mineral ores nor does it possess
large sources of industrial raw materials, but it is reasonably well endowed with various
physical and natural resources, making it essentially an agricultural zone. The resources
include agricultural lands, rainfall ranging between 900 and 150 mm annually, surface and
underground water, dense as well as more open natural forests, range lands and a large
population of meat cattle, buffaloes and goats. The available soil groups and the climatic
conditions support cultivation of quite a large number of species, including some subtropical and temperate crops. Contribution to the Agricultural sector by various activities is
distributed as follows:
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Table 9: Eastern Province - Contribution to Agriculture 1990
Activity
Paddy

%
75.0

High Land Crops

6.3

Firewood and Forestry

7.8

Livestock

4.0

Fisheries

3.5

Tobacco

0.8

Coconut and Toddy

0.8

Betel and Arecanut

0.8

Total

99.0

Source: Department of National Planning 1999, Operational
Information – 1998, NEPC.

Eastern Province was an important paddy growing region in Sri Lanka for a very long time.
Coconut cultivation too was an important activity prior to 1977 and this crop felt the adverse
effects of the cyclone in 1978 and the Tsunami in 2006. Coconut plantations were almost
completely wiped out. Cashew was produced in about 1,330 hectares in the Eastern
Province. The production of cashew in 1985 was about 1,642 metric tons. This is equal to 14
per cent of the cashew harvested in Sri Lanka. Out of the total cattle population of 1.7
million in Sri Lanka about 260,000 or about 15.25 per cent are raised in the Eastern Province.

5. Conclusion
The road to prosperity as anticipated through market reforms has not been a smooth one for
Sri Lanka. The social, political, ethnic, and economic upheavals that surfaced throughout the
post-liberalization period have jeopardized the adjustment path. The North-East war that
erupted about five years after the launching of the economic reforms has continued to be a
major hurdle for the last 25 years.
The Eastern Province has not been successful in the development of its economy by the
market reform policies adopted by the government. It was burdened by the war. The impact
of the war on the province is multi-faceted. The government security arrangements resulted
in several hardships for the economic activities for progress. Similarly, as mentioned earlier,
extortion, illegitimate taxes, and monopolistic business activities of the armed groups
hindered the smooth functions of the usual economic activities in the region. The outcome
of these impediments is that the country has failed to achieve socio-economic progress
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through economic reforms as originally envisaged, and it is severe in the areas directly
involved in the war.
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9
Prospects for Economic Revival in the
Eastern Province
G. Chris Rodrigo

1. Rehabilitating the Eastern Province
The economic revival of the Eastern Province (henceforth EP) is extraordinarily important
for more than a single reason. It is a recent “post-conflict” region in which a political balance
is being maintained with former rebels. In particular, the creation of sustainable
employment opportunities is critically important for consolidating the existing accord and
demonstrating capability to expeditiously implement a post-conflict development strategy.
The other pressing imperative is the accelerated development of backward, largely agrarian
regions, in line with the President's objectives. The EP is among the most depressed areas of
the country with living standards at around 60 per cent of the national average. In addition
to the insurgency which had ravaged the region for over 20 years, the coastal regions of the
EP were devastated by the 2004 Tsunami leading to thousands of people being displaced
from their homes and livelihoods.
A third reason for accelerating the development of the EP is to mobilize its resource-rich
economic potential for the development of the country as a whole. In a recent review of the
Eastern Province in Sri Lanka: State of the Economy 2008 published by the Institute of Policy
Studies (henceforth IPS-2008), the economic potential of the EP is summed up as described
in the following three paragraphs.
The EP has the longest beaches (over 400 km) of any province with many white sand
stretches suitable for tourism and other recreational activities; it also has valuable mineral
sand deposits, such as ilmenite and monazite; it has numerous lagoons and bays in addition
to its extensive coastal waters which can and has been utilized for aquaculture, coastal and
marine fishing. The EP has been one of the major fish producing regions of the country,
though output has fallen drastically in recent times.
In addition to the above, the EP has very fertile soil with superior agricultural productivity;
it remains the main paddy producing region despite the set-backs resulting from the civil
conflict and the Tsunami. The province also contains the Trincomalee harbour which has the
reputation of being one of the finest natural harbours in the world. Its tourist potential is
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enhanced by many wildlife and nature reserves and national parks located within the
province or in contiguous territory.
The EP has also been an attractive location for some industrial projects. Two major sugar
producing plants are located in the province at Kantalai and Hingurana, though currently
not operational. Major hydro-electric and irrigation projects are located at Gal Oya and
Maduru Oya, a paper factory at Valachchanai, a mineral sands project in Pulmodai and
cement and wheat processing facilities in the town of Trincomalee itself. IPS-2008 (Ch. 16),
states that the "Eastern Province showcases an example of lost economic potential due to a
long-drawn conflict."

2. The Eastern Province in the National Context
A broad picture of the Eastern Province is presented in this section and in the data shown in
Table 1. The three constituent districts of the EP, Amparai, Batticaloa and Trincomalee are
listed along with the total for the Eastern Province, the Western Province for comparison
and the country as a whole. Some cells at the bottom right corner are blank because districtwise economic data are not available in some cases, especially for the Trincomalee district.
The district data listed in the last three columns are taken from a special enumeration carried
out by the Department of Census and Statistics in 2007 for the EP and the Jaffna district. The
special survey was conducted as existing data, dating from a 2001 census, was inadequate.
Batticaloa has about the same land area as Trincomalee, if inland waters are excluded, but 55
per cent more people. The Batticaloa population is 3/4 Tamil and 1/4 Muslim with an
insignificant proportion of the Sinhala ethnic group which is a 74 per cent majority in the
country as a whole. In Trincomalee however, there is a significant Sinhala presence and the
Muslims constitute almost half the total.
Amparai has a much larger land area but nearly twice as many people as Trincomalee. The
three ethnic groups are also strongly represented with Muslims constituting the majority at
44 per cent. Its population density is close to that of Trincomalee. The population density is
somewhat higher in Batticaloa and the fraction of the 'urban population' listed in official
statistics is about the same at around 25 per cent.
Trincomalee and Batticaloa towns, distinct from their hinterland districts, are on a much
smaller scale than the major cities of Sri Lanka such as Colombo, Kandy and Galle. It should
also be noted that population density in the entire Eastern Province (156,000 people per
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square kilometre) is just about 50 per cent of the level in the country as a whole and an order
of magnitude smaller than Western Province around Colombo.
Table 1: Statistical Profile of the Eastern Province Compared to
Sri Lanka and the Western Province
PROVINCE/DISTRICT
Date: 2007
Population ('000)

Sri Lanka

Moors/Muslim %
Sinhala %

5,698

Eastern Amparai Batticaloa Trincomalee
District
District
Province District
1,461

611

516

334

18.1

40.4

18.3

74.0

28.7

7.1

37.6

44.0

25.0

45.4

74.0

20,010

Tamil %

Western
Province

21.6

37.5

0.5

25.4

People displaced by

conflict a

58

5

41

12

People displaced by

Tsunami a

29

18

7

4

62,705

3,593

9,361

4,222

2,610

2,529

Population densityb

319

1,586

156

145

198

132

Urban population %

15

30

23

19

25

26

100

50.1

4.7

-

-

-

Agriculture/GDP %

16

3

23

-

-

-

Industry/GDP %

27

32

27

-

-

-

Services/GDP %

56

65

50

-

-

-

100

176

60

-

-

-

6,463

8,235

4,919

4,754

5,211

-

26,286

34,282

20,811

20,676

21,032

-

Land area

(km2) b

GDP Share in per cent

Relative GDP/capita
Income/capita (Rs/m)
Household income (Rs/m)
Notes:

a – The Ministry of Nation Building estimates a higher total of around 100,000 internally displaced
persons for EP as a whole.
b – Land area and population density (thousands/square kilometre) is based on dry land area only
as in DCS estimates.

Source: Department of Census and Statistics; 2006/2007; regional data obtained from 2007 special surveys.

With its small population, the EP contributes just 4.7 per cent to national GDP, down from
4.9 per cent in 2002. When adjusted for population size to yield per capita contribution to
GDP, the EP generates economic value at just 60 per cent of the national average, whereas
the prosperous Western Province contributes at 174 per cent with an absolute contribution
of slightly over 50 per cent of national GDP. This under-performance is reflected in income
per capita and household income data which are significantly below the national averages.
While data is not available for Trincomalee district, it is probably close to the provincial
average as the dispersion across the districts is small. The contribution of industry to the
overall product, for both districts, is surprisingly as high as the national average.
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Table 2: Structure of Production in the Eastern Province Compared to the
Total for Sri Lanka; 2006
Sector / Province (for 2006)
(Values in billions of current rupees)
1. Agriculture, Forestry and Fishing
1.1 Agriculture
Coconut
Paddy
Other (tea, rubber, etc)
1.2 Forestry
1.3 Fishing
Industry
2. Mining and Quarrying
3. Manufacturing
3.1 Processing of agro-crops
3.2 Factory Industry
3.3 Small Industry
4. Electricity and Water
4.1 Electricity
4.2 Water
5. Construction
Services
GDP at factor cost prices
% of GDP Contribution
Per capita GDP at factor cost prices

Total for Eastern As per cent As per cent
Sri Lanka Province of EP GDP of SL total
409.0

26.8

22.9

6.6

329.9

21.0

17.9

6.4

22.6
49.4
258.0

0.4
12.6
8.0

0.4
10.8
6.8

1.8
25.5
3.1

41.0

1.7

1.5

4.3

38.0
672.4

4.0
32.0

3.4
27.3

10.6
4.8

53.9

2.0

1.7

3.7

345.9

21.4

18.3

6.2

52.7
264.9
28.3

0.0
20.9
0.5

0.0
17.8
0.4

0.0
7.9
1.9

46.7

2.1

1.8

4.6

40.6
6.1

2.0
0.2

1.7
0.1

4.9
2.6

225.9

6.4

5.5

2.8

1402.8
2484.2
100
126.3

58.4
117.2
4.7
75.4

49.8
100.0

4.2
4.7
59.7

Source: Adapted from Central Bank statistics for the Eastern Province.

Table 2 provides some detail on the economic structure of the Eastern Province compared to
the Sri Lankan aggregate. The EP is reputed to be an above average producer of paddy and
fish; this is borne out by the figures in the last column which show that it produces 25 per
cent of the national output of paddy (rice) and 10.6 per cent of the output of fish. Note that
since the EP GDP is 4.7 per cent of the total for Sri Lanka, any sector relative output greater
than this figure indicates a sort of provincial 'comparative advantage.' These proportions are
known to have been much higher in pre-conflict times. The province is also responsible for a
higher 8 per cent share of factory industry than what would be expected from its GDP share.

3. Industrial Activity in the Eastern Province
The extent of industrial activity and employment in Batticaloa and Trincomalee are shown
in Tables 3 for 2006 and 4 & 5 for 2003. The more detailed listings of Tables 4 & 5, extracted
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from the DCS 2004 survey of industries, are the most recent data available at this level of
disaggregation. The numbers of establishments and persons listed for 2006 in Table 3 are
much less than figures for 2003 in Tables 4 and 5; this is probably because the 2003 survey
included a number of small production units which have been excluded from the 2006
survey. Hence the 2006 survey can be taken to better reflect the larger, more organized
establishments.
Table 3: Industrial Activity Data for Batticaloa and
Trincomalee Districts for 2006
Industry characteristics in 2006
Amparai

No. units Persons

Mining & Quarrying

Value
addeda

Salaries
& wagesa

Value-added Average
per personb comp. b

43

280

33

24

120

87

Manufacturing

480

15657

8377

1752

535

112

Public utilities

8

92

299

18

3251

200

531

16029

8710

1794

543

112

13

91

6

5

68

57

Manufacturing

307

3491

2271

594

651

170

District total

320

3582

2278

599

636

167

Manufacturing

57

1202

399

149

332

124

Public utilities

5

145

224

41

1548

283

District total
Batticaloa
Mining & Quarrying

Trincomalee

District total
EASTERN PROVINCE
Note:

62

1347

624

190

463

141

913

20958

11611

2584

554

123

a – salaries and wages and value-added are in rupees million per year.
b – average compensation and value-added per person are in rupees thousands per year.

Source: Department of Census and Statistics: Survey of industries 2007.

Table 3 shows that over 76 per cent of industrial employment is located in Amparai and 17
per cent in Batticaloa, with Trincomalee accounting for just 6.4 per cent. The great majority
of jobs are in manufacturing. Average compensation levels depend on the sector; average
compensation in mining & quarrying which use low-skill workers is less than compensation
levels in manufacturing, especially in Batticaloa. Wages and value-added per person in all
manufacturing industry are low in Trincomalee compared to Batticaloa, indicating less skillintensive activities.

But Amparai has high value-added with low compensation levels.

Value added and compensation is highest in the public utilities sector in Amparai and
Trincomalee; there is no public sector category listed for Batticaloa.
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Table 4: Industrial Establishment Data for Batticaloa and
Trincomalee Districts for 2003
DCS Survey of Industries 2004; district-wise data
(2003 statistics)

Batticaloa

Trincomalee

Number
of units

Persons
engaged

Number
of units

Persons
engaged

Other mining and quarrying

87

332

39

619

Manufacture of food products and beverages

823

2,445

774

2079

Manufacture of tobacco products

7

21

6

43

Manufacture of textiles and yarn

27

209

10

55

Manufacture of apparel

207

1,375

195

1952

Manufacture of leather products

26

89

3

6

Manu. of wood and products of wood and cork

58

279

21

49

Publishing, printing and media reproduction

14

92

7

29

Manu. of basic chemical and chemical products

19

46

3

10

Manufacture of rubber and plastic products

10

37

0

0

Manufacture of non-metallic mineral products

261

953

131

607

Manufacture of fabricated metal products

132

409

128

276

Manufacture of furniture n.e.c.

341

777

194

459

Collection, purification and distribution of water

0

0

6

46

Other

6

452

8

22

Group Total

2018

7,516

1525

6252

Small units with less than 10 persons (per cent)

94.0

63.1

98.0

55.6

Medium & large units; 10 or more persons (per cent)

6.0

36.9

1.8

44.4

Source: Department of Census and Statistics.

Though dated, the 2003 listings of Tables 4 and 5 show that most production units (94 per
cent in Batticaloa, 98 per cent in Trincomalee, 96 per cent in Amparai) employ less than 10
persons per unit. The larger units account for the bulk of employees (37 per cent of persons
in 6 per cent of units in Batticaloa, 44 per cent in 1.8 per cent of units in Trincomalee and 36.5
per cent in 3.9 per cent of units in Amparai). The listings also show that the important
industries for employment creation are food products – the biggest by employment –
manufacture of apparel, non-metallic mineral products, fabricated metal products, furniture
and other wood products. The overall pattern is very similar for all three districts.
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Table 5: Industrial Establishment Data for Amparai District and the
Eastern Province for 2003
DCS Survey of Industries 2004; district-wise data
(2003 statistics)

Amparai
Number Persons
of units engaged

Eastern Province
Number
of units

Persons
engaged

Other mining and quarrying

119

749

245

1700

Manufacture of food products and beverages

1620

4266

3217

8790

Manufacture of tobacco products

31

147

44

211

Manufacture of textiles and yarn

51

353

88

617

Manufacture of apparel

388

3299

790

6626

Manufacture of leather products

6

30

35

125

Manu.of wood and products of wood and cork

133

596

212

924

Publishing, printing and media reproduction

31

85

52

206

Manu. of basic chemical and chemical products

18

58

40

114

Manufacture of rubber and plastic products

5

65

15

102

513

1767

905

3327

3

3

3

3

Manufacture of fabricated metal products

322

775

582

1460

Manufacture of machinery and equipment

10

37

10

37

Manufacture of furniture n.e.c.

584

1449

1119

2685

Collection, purification and distribution of water

13

228

19

274

Other

9

17

23

491

Group Total

3856

13924

7399

27692

Small units with less than 10 persons (in per cent)

96.1

63.5

96

61.7

Medium & large units; 10 or more persons (per cent)

3.9

36.5

4

38.3

Manufacture of non-metallic mineral products
Manufacture of basic metal

Source: Department of Census and Statistics.

4. Agriculture, Fishing and Other Activities
A number of agricultural crops are grown in the Eastern Province, but rice is the main crop.
There are currently efforts to induce farmers to grow higher value crops. This movement is
gathering strength. Production and average yield data for the Eastern Province and its three
districts are presented in Appendix A, for selected years from 1982 to 2008 by season. Rice
and most other crops are cultivated in two main seasons, Maha (ranging over Sept/Oct –
Mar/Apr) and Yala (ranging over Apr/May – Aug/Sep). The Maha crop is invariably larger
in quantity on account of higher rainfall in that season. Production data on other crops,
vegetables and fruits are given in Appendix B.
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A summary of the output data alone is given in Table 6. It is clear from Appendix A that
output is highly variable across seasons and years, much more so than yields. This is
because output depends to a large extent on the land area cultivated and that can change for
a number of reasons. Yields are more stable, but have been rising steadily over the years as
techniques are improved. In fact, DCS tables show that average yield for the country as a
whole has risen steadily from 1,588 Kg/hectare in 1952 to 4,195 in 2008. The Eastern
Province is the principal paddy producing region of the country, but this is because of the
high contribution of Amparai. Batticaloa and Trincomalee play only a small role.
Table 6: Paddy Production in the Eastern Province,
Batticaloa, Trincomalee and Amparai
Batticaloa

Trincomalee

Amparai

Eastern Province

Sri Lanka

Paddy production '000 MT
1982

81

99

258

437

2,159

2001

136

128

470

734

2,695

2004

164

119

503

786

2,628

2005

145

153

500

798

3,246

2006

181

127

531

839

3,342

20071

45

105

500

650

3,131

2008

117

131

583

830

3,875

As per cent of Sri Lanka total
1982

3.7

4.6

11.9

20.2

100

2001

5.0

4.8

17.4

27.2

100

2004

6.2

4.5

19.1

29.9

100

2005

4.5

4.7

15.4

24.6

100

2006

5.4

3.8

15.9

25.1

100

2007

1.4

3.4

16.0

20.7

100

2008

3.0

3.4

15.0

21.4

100

Source: Summarized from Appendix A; original data from Department of Census and Statistics.

Rice yields in Trincomalee and Amparai districts are at or above the national average, but
Amparai is consistently superior to Trincomalee, which in turn gives higher yields than
Batticaloa. This is partly because rice production is more capital intensive in Amparai.
A wide range of other crops, vegetables, grains and fruit, are produced in the EP. Production
data for 2007, taken from the Administration Report 2007 of the Department of Agriculture
1

The land area cultivated in the Eastern Province dropped by 35 per cent and 18 per cent, respectively, during
2006/07 Maha and 2007 Yala seasons, because of bad weather and security issues leading to displacement.
Heavy rains and floods that prevailed in October – December 2006 also damaged the crop in certain paddy
growing districts.
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(2008), is given in Appendix B. Detailed surveys of agriculture's changing role in the Sri
Lankan economy including existing and feasible agro-industries, development of highyielding varieties, agro-inputs and rural non-farm activities, are to be found in World Bank
(2003) and Nakamura et al. (1997).

All of this information is important for raising

agricultural output and productivity in the Eastern Province.
"Artisanal fishing," dominant in the 1950s with traditional rudimentary craft, methods and
fishing gear, still accounts for about 55 per cent of fishing craft by number. The remaining 45
per cent are modern fishing boats made of timber or fibre-reinforced plastic and fitted with
inboard or outboard motors. Also, fishing nets made with local vegetable fibres have now
been replaced by synthetics such as nylon or kuralon. These changes have been made
possible by a sustained extension effort launched by the Department of Fisheries, supported
by the FAO with technical and financial assistance. Marine fish production has risen from
50,000 MT (metric tonnes) in 1960 to 300,000 MT at present (Nevil, 2005).
Fish contributes about 70 per cent of the animal protein consumed in the country. Local
production itself accounts for 84 per cent of the total quantity of fish consumed. Fish also
contributes to between 1.5 – 2.5 per cent of total exports. Since it is an abundant natural
resource that can be exploited with relative ease by even less skilled fishermen, the
expansion of fisheries activities is naturally given a high priority in development plans for
the country and for the Eastern Province. Around 2004 - 2007, fishing provided
employment to about 650,000 people, 150,000 in direct fishing, 100,000 in ancillary service
activities and 400,000 in the fish trade (MFAR, 2007).
Table 7: Sri Lanka's National Fish Production by Main Categories
Marine Fishing

Other

Sri Lanka Fish
Production
in '000 MT

Coastal
Fishing

Deep Sea and
Off-shore

Total
Marine

Inland &
Aquaculture

2001

168

87

255

30

285

2002

176

99

275

28

303

2003

164

91

255

30

285

2004

154

99

253

33

286

2005

64

67

130

33

163

2006

121

95

216

35

251

2007

-

-

253

38

291

Total Fish
Production

Source: National Aquatic Resources Research & Development Agency http://www.nara.ac.lk
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The fishing sector is divided broadly into marine fishing and inland fishing which includes
aquaculture of high value fish such as prawns in freshwater and brackish water. Marine
fishing itself is separated into coastal fishing, which stays close to the shore and deep sea
and off-shore fishing in which vessels venture far out to sea for many days at the time. In
recent years marine fishing of all kinds in the East has been severely curtailed for security
reasons with fishermen being allowed out for just a few hours each day, mostly at times not
conducive for effective fishing. Because of this restriction marine fishing has declined
significantly from its high point in 2002.
The sharp drop in 2005 is very much a result of the damage caused to boats and fishing
communities by the December 2004 Tsunami. This was followed by the donation of
excessive numbers of boats by various international and domestic organizations in
uncoordinated relief efforts.
There has also been a growth of inland fishing in "brackish-water lagoons and estuaries,
mangrove swamps, mud flats and salt marshes, and freshwater-bodies such as reservoirs,
perennial tanks and seasonal tanks and villus." As a result, inland production has risen from
1,500 MT to about 40,000 MT by 1989 (Nevil, 2005). Inland landings appear to have
dwindled since then in 2007 they were back to 38,000 MT, with total fish production back
near its historic high of around 300,000 MT.
Tables 8 and 9 show the district-wise distribution of marine and inland fish production for
the EP and its districts. The data are not entirely reliable since different official websites cite
figures that are somewhat different. In general, however, the data are consistent over the
2004 – 2007 period and in any case the picture is qualitatively good enough. The Eastern
Province which used to account for nearly 30 per cent of national output now contributes
only about 10 per cent, a very sharp drop.
Table 8: Marine Fish Production in the Eastern Province and Constituent Districts
Batticaloa

Trincomalee

Amparai

Eastern Province

Sri Lanka

EP per cent
of SL total

Marine (coastal & deep sea) fish production; '000 MT
2001

28.0

14.8

32.1

74.9

254.9

29.4

2002

23.6

19.0

29.5

72.0

274.8

26.2

2003

16.6

15.0

21.4

53.1

254.7

20.8

2004

16.2

17.5

19.8

53.5

253.2

21.1

2005

7.7

6.8

7.9

22.4

130.4

17.2

2006

8.9

6.3

11.5

26.7

216.0

12.4

2007

15.0

7.1

4.7

26.7

253.0

10.6

Source: National Aquatic Resources Research & Development Agency http://www.nara.ac.lk

229

G. Chris Rodrigo

Table 9: Inland and Aquaculture Fish Production for Eastern Province and
Constituent Districts
Batticaloa Trincomalee

Amparai

Eastern
Province

Sri Lanka

EP per cent
of SL total

Inland and aquaculture fish production; '000 MT
1998

2.0

3.5

1.0

6.4

29.9

21.3

2000

3.6

3.9

1.3

8.8

36.7

23.9

2003

1.9

0.8

1.3

3.9

30.3

13.0

2004

2.8

0.7

1.4

4.9

33.2

14.8

2005

2.5

1.2

2.3

6.0

32.8

18.2

2006

2.8

1.2

2.5

6.5

35.3

18.5

Source: National Aquatic Resources Research & Development Agency http://www.nara.ac.lk

The potential for upgrading the productivity and output level of the Sri Lankan fishing
industry is seen clearly in Table 10. There, Thailand, a country that is not too far ahead of Sri
Lanka, is compared to it, as regards marine fish production. Both output and productivity
are an order of magnitude greater, i.e., by more than a factor of 10, in Thailand. The MFAR
(2007) report, from which this table is taken, has analysed the reasons for the shortfall; the
conclusion is that it is entirely feasible for Sri Lanka to reach Thai productivity levels.
Table 10: Features of the Fishing Industries in Sri Lanka and Thailand
Sri Lanka

Thailand

Total extent of the Continental shelf,
Territorial sea and EEZ

538,500 km

Marine fish Production (2003)

254,680 MT

Productivity

2

472 kg per km

437,767 km

2

2,620,000 MT
2

5,600 kg per km

People employed in Fishing

146,877

354,495

Productivity per person

1.73 MT

7.39 MT

2

Source: MFAR (2007).

Other economic activities that exist or existed are animal husbandry, tourism, port-related
services and various other services and the processing of rice and milk. But productivity has
fallen greatly in recent years.

5. Reviving the Eastern Province – Government Initiatives
There are major challenges involved in the rehabilitation of the Eastern Province. These are
being addressed by the Government with support from international organizations such as
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the World Bank, the ADB, UN bodies and other donors and international non-governmental
organizations (INGOs). Infrastructure projects have been funded to a large extent by the
ADB and World Bank. A list of 'special projects' being carried out with external agencies,
are posted on the Eastern Provincial Council website.2
The following actions date from year 2007. The Ministry of Nation Building (MNB) has been
responsible for planning, implementing and coordinating activities. Infrastructure
rebuilding is now well in hand but restoring economic activities and livelihoods will take
much longer.
5.1 Rebuilding the Physical and Social Infrastructures
•

Reconstruction of the physical infrastructure of roads, bridges, ports, water ways,
power, water supplies, railway lines and telecommunication facilities. Irrigation
channels that have been damaged are being repaired to improve water supply.

•

Re-establishing political order, stability and personal security for citizens and
officials, clearing landmines and other unexploded ordnance.

•

Establishing an administrative structure for regulating civil activity and
implementing development initiatives, re-settlement of IDPs (internally displaced
persons), building houses, and re-integrating refugees into the state administrative
system by issuing appropriate documents, duplicate birth, marriage and other
certificates, identity cards, deeds to property, etc.

5.2 Reviving the Economy

2

•

Providing emergency food, shelter and other assistance, with help from the World
Food Programme. Restoring shattered livelihoods for IDPs and other residents by
finding them land and occupations in farming and fishing.

•

Assisting farmers acquire knowledge about technical advances and skills for raising
farm output and productivity. Farmers are being educated in the use of higher
yielding rice varieties, alternative crops, better irrigation techniques, use of organic
fertilizer and trained in adding value to fruits, vegetables and cereals, better
production techniques such as deep ploughing using disc ploughs, the use of
combine harvesters for better harvesting of crops and higher yields. Bulldozers are
being used to level paddy lands, since uneven lands cannot be efficiently supplied
with irrigation water.

•

Restoring the school system, setting up and operating technical training institutes
and vocational and apprentice training operations for the acquisition of special skills.
These tasks are also well in hand.

•

Provision of new incentives for private investment in the EP. The BOI offers tax
holidays for projects in high priority industrial sectors, set up in the Eastern Province

See http://www.ep.gov.lk/EPSProjects.asp?Gid=PHome
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for investments beyond a certain minimum size. A Special Economic Zone under
BOI control will be set up in Trincomalee, consisting of six zones.3

3

•

The MNB plans to implement a housing programme for the fishermen and build
infrastructure facilities for fishing villages.

•

The Ministry of Vocational and Technical Training has 220 programmes at 44 centres
in the Eastern Province; the intake of trainees in 2007 was around 9000 students, with
ages ranging from 16 – 22 years. They were trained in electrical work, plumbing,
carpentry, motor mechanics, drafting and quantity surveying.

•

Value-addition in agriculture, fishing and animal husbandry is promoted to raise
direct producer incomes which are currently too low to sustain reasonable living
standards. Plans have been proposed to can fish, produce maldive fish, milk
products on a small scale, mill rice and convert maize into animal feed.

•

Problems associated with the transport of fruit and vegetables to national markets
will be taken up; sealed containers could be used to avoid inspection delays at road
and rail checkpoints. Problems with the supply and storage of seed onions will be
addressed.

•

Local milling facilities will be set up or expanded and rice processing techniques will
be improved by parboiling and de-stoning technology.

•

Regular wells and tube wells are being dug to address the lack of drinking water
supply to the western part of the region. Micro-irrigation will be introduced to make
the best use of scarce ground water for growing fruit and vegetables. Hard water
needs to be softened and water pumps that run on kerosene or electrical power
supplied.

•

Simple new eco-friendly technologies are needed to address production and other
needs; examples are micro-hydro and wind power generation and sand filters for
water.

•

New technologies are being tested such as the use of hard polythene covers for
control of micro-atmospheric conditions around crops, which can raise yields.

•

The MNB in Trincomalee is setting up training centres for the production of various
manufactured items, such as light-weight roof trusses for building construction.
There are plans to add value through agro-industrial ventures such as converting
cashew shells into resins and producing wine from various fruits. The MNB also
plans to re-start salt production, fish and fruit canning and the production of fruit
juice.

•

The Ministry of Agriculture in Trincomalee plans to stimulate the cultivation of
43,000 acres of abandoned land. Either seed paddy or land preparation will be
provided free of charge. But the district does not have enough tractors. The cost of
land preparation is Rs. 6000/acre here, much less than in Batticaloa or Amparai.

•

The production of hybrid maize for animal feed, currently the number two crop, will
be expanded since it generates 6 – 8 times the yield of the local variety. Fertilizer is a
problem since the hybrid maize variety needs a lot of it, but productivity is much
higher. They are promoting organic farming for rice, maize and vegetables and other
new crops.

•

Inland fisheries and marine fisheries will be developed. Crab and prawn farms can
be developed in lagoons.

Information extracted from a letter published in the Financial Times of July 13, 2008 by Prof. Lakshman R.
Watawala, former Chairman, Board of Investment of Sri Lanka.
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•

Livestock management is another problem; they need to step up milk collection and
processing by setting up processing plants and chilling centres; these are now being
opened up in a number of places. They plan to process milk, package it into cartons,
and make yogurt and ice cream. There is a growing demand for goat milk; a few
companies such as Cargills already market goat meat or mutton, but as yet there is
little publicity for goat milk which is increasingly popular abroad. The next step
would be rural industries such as weaving centres with innovative designs.

6. Interventions by Other Agencies in the Eastern Province
Non-governmental initiatives from around 2008 range from investments made by about 5
big private companies, interventions made by international development organizations and
NGOs and some private development oriented banks. These are listed below in the
indicated order. Note that this listing is specific to the EP or regions contiguous to the EP.
Activities of international organizations like the UNDP, UNIDO and USAID are aimed at
supporting and catalyzing private investments by farmers, farmer cooperatives and even
large companies. CIC and Hayleys, for example, work in concert with such agencies and
even with state agencies. CIC has recently embarked on a 51/49 joint venture with an
existing state dairy project to manage two dairy farms in the East.
The information summarized below is taken from various press reports supplemented by
interviews with key players in Sri Lanka.
Overview of economic activity in the eastern province
(i.e., excluding previously existing farmers, businesses and public agencies)
-

Various governmental agencies (already summarized in previous section)
- Physical infrastructure building and rehabilitation
- Administrative infrastructure reconstitution after war
- Social infrastructure rebuilding (health, education, housing, etc.)
- Livelihood support for displaced persons (IDPS)

-

-

New investments by large private companies (CIC, Hayleys, Cargills etc.)
-

Direct agro-production, including joint ventures with state entities

-

Technical assistance and purchases from ‘out-producers,’ i.e., small farmers

-

Introduction of new, more productive technologies to region

International development agencies
-

Assistance and funding for governmental agencies and private companies

-

Support and financing of farmers and cooperatives (e.g. technology upgrading)

-

Livelihood support for displaced persons
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-

-

Non-governmental organizations
-

Support and financing of farmers and cooperatives (e.g. technology upgrading)

-

Livelihood support for displaced persons

-

Some intervention in building technical and agricultural skills

Interventions by other agencies
-

Financing of new ventures and farmers by development banks

New private sector initiatives (major companies)
-

CIC Group (Agri-business division)

-

Hayleys (Agri-business division)

-

Cargills

-

Daya Group (with major textile and garment operation in EP)

-

Brandix

CIC: Joint venture launched with state-owned Mahaweli Livestock Enterprises
Started end of 2008; expected completion time span: 2 years
-

Muthuwella dairy farm (1200 acres; target:1500 milking buffaloes) in Welikanda

-

Siddhapura dairy farms (2800 acres; target: 1000 dairy cattle) at Punani

-

Rs. 550 million to establish one of the biggest dairies in Sri Lanka

-

Expect to produce 10,000 litres of milk per day from the two farms

-

Also working with ‘out-growers’ who will supply another 15,000 litres per day

-

Current number of out-growers (1000-1500) will be expanded to 2000 or 4000

-

Will provide dairy farmers good quality animals and extension services

-

Milk processing unit with a capacity of 25,000 litres of milk is being set up

-

Will also move into value-added products (yogurt, cheese, etc.) within 2 years

CIC: Banana export project – near Kantale river in Eastern Province
in partnership with leading Japanese fruit supplier
-

Rs. 500 million investment on 15,000 acres of land

-

Targeted markets: Europe, USA and the Middle East/Gulf states

-

Expect to net Rs. 5 billion in export earnings annually

-

Expected output 0.2 million tons of bananas and other fruit per year

Other planned CIC activities
-

Expect to expand its advanced soil testing and seed producing services to local and
foreign investors who would invest in the North and East

-
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-

Expect to move into other agro areas including paddy production: raise yields with
organic fertilizer, modern agriculture methods and better quality seed paddy

-

Expect to produce 2000 tons of compost fertilizer and 8000 tons of maize on dairy
farms

-

They want to demonstrate that agriculture can be highly profitable by the use of
state-of-the-art technology

Hayleys activities in the Eastern Province
-

Hayleys has maintained its presence in the EP through its wide extension network;
they train farmers in crop protection, fertilizer and machinery use and provide seed
paddy.

-

Their involvement has intensified since the beginning of 2009.

-

They grow seed paddy on 66Kha in Ampara, 40Kha in Batticaloa and 30Kha in
Trinco

-

Major supplier of agri-inputs, agri-machinery and technical knowledge

-

Also work with a large network of out-growers with buy-back arrangements,
especially for gherkins in the Trincomalee district

-

Now starting to extend this to around 650 hectares, in former conflict areas around
Batticaloa, Amparai and Bibile.

-

Hayleys is also working with out-growers to raise vegetables, especially gherkins,
jalapeno peppers, Spanish peppers – around 2,500 in the EP.

-

They plan to set up some model farms and negotiate buy-back arrangements with
other private producers with whom they plan to enter into a 50 – 50 investment
sharing deal.

-

They are training farmers in use of bio-technology developed tissue culture to
produce high yielding crops, such as banana, pineapple, strawberry and related
fruits.

-

Hayleys do tissue culture development – their biotechnology work – in Nanu Oya
from where they take it to EP. Banana and pineapple are targeted. They are
encouraging people to buy planting material. Provide handholding to farmers in EP.
Also help to find markets with big international firms like Dole. This is just starting
in EP, but it will take 4 -6 months to take hold.

-

They are using biotechnology for developing early generation seed potato.

Hayleys investments supported by UNDP and USAID
-

A pilot project, supported by USAID, on 50 hectares for producing gherkins, jalapeno
peppers and pineapple, has been completed successfully.
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-

They have been working with the UNDP to assist farmer cooperatives in various
ways, by setting up crop protection programmes, seed processing centres and
providing seed planting material, seed paddy processing machinery and high quality
planting material.

-

A Public-Private Partnership (PPP) with USAID is under way to introduce new crops
such as pickles, gherkins and pineapple to the Eastern farmers. Currently, 120
farmers are part of the programme with plans to increase the number to 400. Hayleys
will help the farmers gain access to global markets.

-

USAID is now investing around $5 million in Hayleys, CIC and other companies – to
promote production of seed paddy and high value vegetables, working mainly with
out-growers. 600 have already signed up.

-

PEER project $1 M USAID and $2 M Hayleys; they will go into Nucleus Farm in
Batticaloa district – to disseminate technological knowledge to farmers through a
demonstration farm on 40 hectares (100 acres).

-

CORE/USAID funded – a home garden project – with 400 women, individuals who
have been marginalized by the war. They have been organized and provided starter
packs to grow 6-7 vegetables to provide a food source with surplus sold in local
markets.

Cargills (Ceylon) Ltd
-

Cargills is planning to expand its retail presence and increase the amount of produce
it sources directly from farmers in the Eastern Province. In partnership with the
Ministry of Nation Building and the World Bank it will launch a Rs. 8000 million
project to develop agriculture and livestock sectors with a buy back arrangement.

-

Cargills is planning to focus on vegetables, rice, fruits, fish and milk, and to avoid
middlemen with a buy back arrangement for its own consumer outlets country-wide.

-

They are looking to recruit more farmers in the region to its supply chain network in
an attempt to eliminate middlemen.

-

As a consequence of this unique project, farmers are paid 20 per cent more than the
market price, and this minimum guaranteed price will help farmers plan their cash
flows. This will reduce the burden on them and encourage the confident application
of good agricultural practices like the use of fertilizer.

-

Cargills is looking to set up two outlets in the Eastern Province in Ampara and
Batticaloa districts. Farmers in the region have already been recruited to supply these
stores. The company has invested LKR40 million (USD0.37 million) for setting up
each outlet.
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Brandix Lanka Ltd (A major apparel manufacturer and exporter)
-

With a $100,000 grant from USAID, Brandix has established an apparel plant in
Punani, with additional investment of $ 500,000 of their own capital.

-

They trained 600 young people to operate their assembly line machines over a period
of eight weeks. Scientifically designed, the training program imparted skills to enable
sewing machine operators (SMOO) to handle garments machines. They were
afforded further on-job training and would receive qualifier certification at
completion of training, a given period of eight months.

-

Operators recruited were from three ethnic groups in the Eastern Province Sinhala,
Tamil, and Muslim. Some are ex-combatants.

Daya Apparel Exports (Pvt) Ltd
-

The Daya Group of Companies was established in 1992, in the Eastern Province.
They have a highly motivated, young work force of 3000, working in 33 lines of the
two factories located in the Ampara District.

-

They have ventured into several garment factories and marketing offices locally and
overseas. Anoma Fashions and Digamadulla Fashions which are sister firms of the
organization have already commenced operations in increasing production to meet
customer demands.

-

They supply the world’s leading buyers such as, Wal-Mart, Tesco, JCPenny, K-Mart,
American Eagle etc.

-

They have built two state of the art factories situated in the North Eastern Province.
The first provides employment to 1050 youth of the Ampara district while the 2nd
factory provides labour to 1950 people in the area. Currently, a total of 350,000
finished pieces are produced per month in the two factories.

International Development Agencies UNIDO
-

With Ministry of Industrial Development, UNIDO has undertaken several industrial
and agriculture projects in the East to support the people in the area.

-

Development projects have been launched such as skills development projects for
youth.

-

UNIDO has launched a sustainable livelihood program for farmers in the Eastern
Province to improve the living conditions of the farmer community.

-

They are in the process of pumping Rs. 150 million worth of funds for various
agriculture projects with the assistance of several foreign donor funding agencies.

-

They are distributing micro-irrigation and post-harvest agriculture machinery to
farmers and cooperatives in Trincomalee and Batticaloa districts at a cost of Rs. 30
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million. Phase one has just completed successfully. Phase two has been launched
with Japanese aid.
International Development Agencies: UNDP
-

Rehabilitation/resettlement support through building of 'livelihood infrastructure'
o

building water supplies including water wells for drinking and other household
use

o

building water supplies for irrigation and renovation of water tanks (reservoirs)

o

building cohesive communities

o

setting up shopping complexes (i.e., local markets)

o

establishing training centres for skill development

o

providing tractors to farmer organizations and vehicles for transport to
government departments

-

Promoting agricultural activity: seed paddy production, establishment of a seed
grading unit and an integrated farm and the provision of inputs, equipment and
tools.

-

Promoting fisheries activity: introduction of fish culture; construction of a multipurpose building for fishermen society union.

-

Livestock development: milk collection and marketing; promotion of poultry
farming and goat rearing and capacity development for Department of Animal
Production and Health; setting up of a dairy production and marketing unit.

-

Capacity building in community based organizations (CBOs).

-

Capacity building in government departments.

-

Housing development.

-

Social transformation (provision of strategic inputs to villages in various ways).

-

Micro-enterprise development (this activity has now been suspended).

-

Peace building between diverse stakeholder groups (promoting harmony and
cooperation between diverse communities).

International Development Agencies: World Bank
-

About 35 per cent of the World Bank’s community 'Re-awakening project,' scheduled
to run from 2005 to 2010 are to be spent in the Eastern Province.

-

Village rehabilitation and development which supports restoration of village assets;
grants are given to villages to set up a revolving fund with appropriate checks and
balances.

-

Restoration of five major irrigation schemes to improve water management capacity.

-

The mobilization of farmer organizations to provide agricultural services, develop
capacity and improve marketing and competitiveness of agriculture.
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-

Capacity building and implementation support is being provided for monitoring,
oversight and project management. Communities are given the responsibility to
plan, design and implement small-scale infrastructure and livelihood activities.

-

Inclusive “village development organizations” are established to plan, implement
and allocate funds for small-scale infrastructure and livelihoods.

International Development Agencies: Asian Development Bank
-

ADB projects are being implemented in 8 districts including Batticaloa and
Trincomalee, by state organizations with funding from ADB and other donors.

-

Safe pipe-borne water has been supplied to Batticaloa and Mutur (a sub-region of the
Trincomalee town area).

-

Fisheries development for near-shore fishing has been implemented with the
preparation of landing sites, etc. This is an industry that has stagnated for many
years.

-

Farming activities have been revived with provision of mini and micro-irrigation and
training farmers in their use; seeds were provided by the WFP. Loans are made to
enable farmers to purchase four-wheel tractors through Agrarian Services. These
loans are provided within 14 days of approval, the process is transparent and
sustainable since the loans are invariably paid back. Combine harvesters are also
being provided now, since wastage is minimal with the use of these machines.
Agrarian extension services are also provided.

-

Reconstruction has been implemented through the development of schools, health
networks, supply of furniture and sanitation systems, including the building of
toilets, provision of books, fisheries extension services, chilling plants and setting up
of farming networks.

-

Better housing is also being provided; local building contractors are chosen through
a transparent tender process.

International Non-governmental organizations
-

USAID and CORE project
o

Catalysing private investment with strategic financial support (see sections on
Hayleys and Brandix, above) to mitigate risk

o

Provision of skill development and technical training in cooperation with firms
(Brandix) and state agencies

o

Assisting technology upgrading/value addition in agricultural production and
marketing of produce to global value chains (through Hayleys exports)

o

Provision of livelihood sustenance support to socially vulnerable persons

o

Promoting dairy development in Vellaveli using consulting firm DAI
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-

Oxfam, Care and others
o

Assisting technology upgrading/value addition in agricultural production and
marketing of produce

o

Other livelihood rehabilitation support to farmers

Interventions by other agencies
-

-

-

Various credit agencies: Sanasa bank, Peoples bank, Kapruka and other banks
o

Provision of operating credit to small-scale business enterprises

o

Provision of credit for agriculture and livestock management

o

Financing of other entrepreneurial activity

o

Other microfinance

Local chambers of commerce in Batticaloa and Trincomalee
o

coordination of development activity

o

validation and facilitation of bank credit

National chambers of commerce
o

facilitating the entry of national firms into the Eastern Province through
sponsored visits, seminars and educational programmes

o
-

Promoting formulation of long-term industrial development strategies

Private voluntary organizations like Rotary – rebuilding of schools and teacher
training institutions and technical colleges

-

Tourist/hospitality industry in the Eastern Province
o

upgrading existing tourist facilities to meet international norms

o

new investments in high-class hotels

o

promotion of new value-added tourism

7. Conclusion
The programmes and plans presented in Sections 5 and 6 indicate that the Sri Lankan
Government, international organizations, various NGOs and some major private sector
organizations, are implementing a massive, sustained development effort in the Eastern
Province. There is clearly no shortfall in energy and resources that are being mobilized to
meet the challenge. But the challenge is a gargantuan one since it involves recovery from
decades of conflict in dauntingly unfavourable external economic conditions. Since most
efforts are decentralized, lack of coordination is not likely to pose any serious obstacles.
The three districts have been unevenly affected by the conflict and the Tsunami. The biggest
challenges are anticipated in Batticaloa and Trincomalee. There is currently an urgent need
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to revive as many economic activities as feasible to rapidly absorb the person-power
released from the ending of conflict. Priority needs to be given to those activities that were
successful in the past, such as fishing. Restoring the tourist industry will take longer.
A very promising prospect is the readiness, even eagerness, of two big agri-business firms to
expand operations in the Eastern Province. They are keen to access and deploy best-practice
technologies on a large scale. These include silo fabrication, grain drying, milk processing
and other food-processing technologies which could raise output, productivity and product
range significantly, while reducing spoilage. The efforts of such firms have a high
probability of success, because of the accumulated experience they bring to food processing,
marketing and export.
There is also a very extensive and successful food processing industry in Sri Lanka; many
small firms could be very easily induced to enter the Eastern Province, once the experience
of large firms such as CIC and Hayleys is digested. This industry adds about twice as much
value to domestic GDP as the garment industry and has exports growing at about 40 per
cent per year.
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Appendix A: Paddy Production and Yields for Eastern Province; Selected Years
Cultivation seasons: Maha: September/October – March/April
Yala season: April/May – August/September
Cultivation Season

Batticaloa

Trincomalee

Amparai

Eastern Province

Sri Lanka

Paddy production '000 MT
Maha 1981/2

53

67

154

275

1,365

Yala 1982

27

32

103

163

794

Total 1982

81

99

258

437

2,159

Maha 2000/1

97

77

224

397

1,613

Yala 2001

39

51

246

336

1,082

Total 2001

136

128

470

734

2,695

Maha 2003/4

113

90

249

452

1,670

Yala 2004

51

29

254

334

958

Total 2004

164

119

503

786

2,628

Maha 2004/5

94

90

243

427

2,013

Yala 2005

51

63

257

371

1,233

Total 2005

145

153

500

798

3,246

Maha2005/6

132

85

274

491

2,136

Yala 2006

49

42

257

348

1,206

Total 2006

181

127

531

839

3,342

38

63

244

345

1,973

Maha 2006/7
Yala 2007

7

42

256

305

1,158

Total 2007

45

105

500

650

3,131

Maha 2007/8

55

68

300

422

2,125

Yala 2008

62

63

283

408

1,750

Total 2008

117

131

583

830

3,875

Average yield Kg/net hectare
Maha 1981/2

2249

3171

3893

3150

Yala 1982

3662

4140

4520

3332

Maha 2000/1

2769

3735

4099

3,860

Yala 2001

3036

4383

4896

4,102

Maha 2003/4

2,815

3,985

4,655

4002

Yala 2004

3,501

4,268

4,771

4244

Maha 2004/5

2,360

3,927

4,291

3955

Yala 2005

3,451

4,464

4,766

3,976

Maha2005/6

3,207

3,965

4,576

4,070

Yala 2006

3,649

4,415

4,884

4,263

Maha 2006/7

2,891

4,261

4,934

4,299

Yala 2007

3,680

4,376

4,993

4,543

Maha 2007/8

3,661

4,381

4,864

4,181

Yala 2008

3,943

4,504

4,927

4,195

Source: Department of Census and Statistics and Central Bank.
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Appendix B: Other Agricultural Production in the Eastern Province for 2007
Aggregate data for 2007 includes: Maha 2006/2007 season +
Yala 2007 season (in metric tonnes)
Table B.1: Production of Other Field Crops in the Eastern Province in 2007
Other Field Crops
for 2007 in MT

Trincomalee
District

Batticaloa
District

Amparai
District

Eastern
Province

Chilli

211

1007

280

1497

Red onion

3902

1454

15

5371

Big Onion

290

0

1

291

Kurakkan

10

160

136

305

1181

3353

32168

36702

Green gram

91

82

213

386

Black gram

34

49

35

118

Cowpea

66

239

5179

5484

Groundnut

490

493

126

1109

Gingelly

9

29

4

41

Sorghum

0

1

1

2

Maize

Source: Department of Agriculture, Eastern Province.

Table B.2: Production of Vegetables in the Eastern Province in 2007
Vegetable Production
for 2007 in MT
Up-country Vegetable

Trincomalee
District

Batticaloa
District

Amparai
District

Eastern
Province

Beans

72

17

11

99

Capsicum

81

157

179

417

Tomato

691

482

193

1366

Cabbage

38

30

60

128

Carrot

23

0

20

43

Beet root

74

15

25

114

Raddish

297

0

60

357

Knolkhal

84

0

0

84

Long beans

1153

536

250

1938

Busitavo

792

678

539

2009

Okra

1474

1882

888

4244

Brinjal

1263

2989

1280

5532

Bitter gourd

919

1205

1220

3343

Low-country Vegetable
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Table B2……cont’d
Snake goured

937

1267

1200

3404

Pumpkin

835

138

2030

3002

Ash plantain

990

242

5280

6512

Luffa

694

621

1220

2535

Cucumber

117

68

729

914

Murunga

223

48

466

737

Leafy vegetable

37

784

698

1518

Manioc

3240

5195

2573

11007

Sweet potato

558

335

308

1201

Other yams

121

0

5

126

Source: Department of Agriculture, Eastern Province.

Table B3: Production of Fruits in the Eastern Province in 2007
Fruit Production
for 2007 in MT

Trincomalee
District

Batticaloa
District

Amparai
District

Eastern
Province

Banana

15010

5362

10480

30852

Lime & Lemon

1501

81

735

2317

Orange

209

51

254

514

Mango

6510

3200

1930

11640

Guava

666

100

120

886

Papaw

2370

95

2200

4665

Jak

907

526

872

2305

Pomegaranate

292

9

8

309

Grapes

35

7

0

42

Pineapple

123

43

360

526

Woodapple

0

0

630

630

Passion fruit

0

0

1380

1380

Source: Department of Agriculture, Eastern Province.
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Participatory Development: Rationale, Methodology and Limitations
W.D. Lakshman

1. Introduction
Market friendly or ‘neo-liberal’ economic policy, implemented on Washington Consensus
lines in Sri Lanka since the late 1970s until about 2005, has led to concentration of wealth,
opportunities and incomes in the hands of well-to-do classes, with the poor getting
relatively poorer. In absolute terms too, there was no clear tendency towards any observable
decline in poverty in the country till 2002/3.1 Different regimes in power during this period
have experimented with various micro-initiatives within basically market-oriented
structures, to address these issues, particularly the poverty and employment issues among
weak and vulnerable segments of the population. A common characteristic feature of many
of these micro-initiatives was their ‘participatory’ or ‘social mobilisation’ methodology.
This paper is about these participatory development or ‘social mobilisation’ projects
implemented for poverty reduction and employment generation purposes. The Paper
presents some valuable insights gained from an extensive empirical study, carried out in
1993-94, of the social mobilisation programme of the Swedish-funded Integrated Rural
Development Project (IRDP) in Matara District. Almost all development projects described
as 'participatory' or of ‘social mobilisation’ type would involve some participation of
beneficiary people in decision making and implementation.
‘Participatory’ or ‘social mobilisation’ methodology was widely used by non-governmental
as well as governmental organisations to formulate development projects intended to help
improve living conditions of people in poverty. This methodology is still being used
extensively in poverty alleviation including in the samurdhi programme. Large and extensive
pockets of poverty do still remain. How replicable are these participatory micro-initiatives if
the methodology is to be used extensively for poverty reduction? These have apparently
succeeded in restricted space, but would they be able to achieve similar results if extended to
large areas, rural and urban? There are also questions of long run sustainability of these
projects even in restricted areas of intervention. Some self-employment projects have been
successful but to what extent are they likely to be sustainable in a market economy?
1

Since the commencement, with some regularity, of making poverty incidence estimates until 2002 there was no
clear decline in poverty headcount ratio, with the ratio remaining around 25 per cent. As between 2002/3 and
2006/7 there was a clear decline of the ratio from …. to 15 percent.
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Evaluation studies as well as impressionistic evidence have shown that some good results
have been achieved by these participatory, self-employment based projects in terms of
awareness creation among persons involved and pulling them out of extreme forms of
poverty. These projects have often had objectives extending beyond mere poverty reduction.
How successful have they been in achieving such larger objectives? Some of these questions
will be addressed in this paper.
The focus of the paper is on the working of participatory projects within a neo-liberal policy
regime. Contradictions and incompatibilities between macro policies of liberalisation and
strategies depending heavily on modern large scale private enterprises, on the one hand,
and self-employment programmes promoting small or tiny business units based on
participatory methodology, on the other are examined in the paper. It also examines the
elements in which neo-liberal macro policies and participatory micro polices are mutually
reinforcing and complementary.

2. “Two-Legged” Development Policy
Economic results of market-oriented policies over the first decade or so of their operation
since the late 1970s were considered good. Yet there were developments from a number of
different angles leading to a growing public aversion to these policies. To the existing
ethnicity-related violent separatist movement in the North and the East of the country,
during 1986-89, a violent political protest movement was added in the regions of the country
unaffected by this separatist movement.
Towards the end of the 1980s, there was an evidently growing concern among government
circles about issues of increasing poverty, worsening conditions of malnutrition of
vulnerable sections of the population, increasing inequality in the distribution of incomes
and opportunities, growing regional inequality and worsening unemployment. High level
official committees were appointed to advise the government on required policies to
ameliorate these problems. The need to strengthen the existing ‘safety nets’ to protect the
poor and the vulnerable came to be widely discussed. About half the population were
receiving food stamps. Their real value had gradually eroded with rapid price inflation. The
government was not in a position to raise the nominal value of these stamps in the backdrop
of growing budget deficits.
The political environment had turned increasingly violent when the Presidential elections of
1988 and the Parliamentary elections of 1989 were held. These elections, particularly the
Presidential elections, were fought on an extensive social welfare and populist platform – a
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promise to alleviate poverty and related social conditions. The now well-known janasaviya
programme was offered to the electorate as the core of this extensive ‘social welfare’
programme. It was, however, not only a programme to transfer resources from the Treasury
to households but also a production-oriented programme of action, the production
orientation to come from associated self-employment activities.
During the first half of the 1990s, economic policy for development came to be described as
‘two-legged’. Of the ‘two legs’ one was stronger and dominant, and the other weaker and
rather subsidiary to the former. The dominant policy could be described as the
‘modernisation’ programme. It involved the vigorous adoption of the Washington
Consensus kind of policies of liberalization and globalisation. A Structural Adjustment
Facility (SAF: 1989-92) and an Extended Structural Adjustment Facility (ESAF: since 199294) obtained from the IMF provided the framework for these ‘modernisation’ policies.
Policy Framework Papers (PFP) were prepared in collaboration with Washington
institutions to guide government policy actions under these IMF programmes. There were
commitments on the part of the government to carry out the fiscal, budgetary, and monetary
measures and those related to trade and foreign exchange transactions commonly found in a
typical Washington Consensus package.
Various schemes intended to promote self-employment, micro enterprises etc., among which
the janasaviya programme held politically the key position, constituted the other leg or the
pillar of the ‘two-legged’ strategy noted above. This was rather weak, as already noted, and
appeared largely political in nature. The rationale for the “second leg” emanated from the
politically vital need to alleviate adverse social and political implications of the operation of
policies of the “first leg” and to respond to their apparent inability to eliminate
unemployment by creating formal sector job opportunities fast enough. Measures coming
under the second development leg was to keep at bay the people's agitational movements
against the short and medium term sacrifices they were called upon to make in the
pursuance of policies in the first leg.
After 1991, one observes a very interesting innovation in the application of this two-legged
strategy in the superimposition of the 200 Divisional garments factory programme. This
may be seen as something falling in an intermediate space between the modernisation
strategy and the poverty alleviation strategy. It was brought in because the second poverty
alleviation leg was not as effective as expected. It was not principally the market forces
which led to their establishment. Various special incentives from the government were of
great significance in this programme.
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Direct references to a two-legged strategy of development were dropped from official
documentation after 1995 but the idea perhaps remained. Names and images have changed.
Janasaviya became samurdhi. The number 200 was reduced to 50 in a subsequent divisional
garments factory programme. Various rural poverty alleviation programmes based on
participatory concepts and self-employment has been brought in.
A substantial difference is discernible in development policy after 2005. While keeping
within a basically market-oriented regime with generally liberal trade practices, significant
changes have been introduced into the market-oriented policy package of the preceding two
decades and a half. The policy of reducing the size and role of government in the market
economy has been abandoned. The state has come to be significantly involved in the
economy. Investment of public funds in infrastructure and other projects has gone up
substantially. Similarly, recurrent social expenditures like those in education and healthcare
services also were allowed to go up. Recruitment into various branches in the public service,
including professional cadres, has expanded. Privatisation of state owned enterprises has
been declared abandoned as an element in public policy. Having given up the neo-liberal
policy principle of “level playing fields” of the past, the government promotes domestic or
indigenous entrepreneurial activities through policies of protection, subsidisation and other
forms of public assistance.
Though not called such, there is an element of two-leggedness in overall development policy
even today. The key element in policies of the second leg type is also the government’s
major poverty alleviation safety net programme, namely the samurdhi programme. This
programme, like its predecessor the janasaviya, has a livelihood development component in
addition to the cash transfer component. The former component, again, depends mainly on
self-employment. In addition, there are several rural development programmes in different
names like gami diriya (village strength) involving participatory development projects. Thus,
principles and practices of participatory development (sometimes also called social
mobilisation) have continued to play a key role in governmental projects commenced as part
of the “second leg” type policies introduced by different governments in Sri Lanka in order
to address issues related to poverty alleviation, rural and regional development,
unemployment and underemployment – problems which “modernisation” policies of the
first leg type left behind unresolved among vulnerable groups in society.

3. Participatory or Social Mobilisation Approach to Development
In the sense in which these expressions are widely understood in South Asia, 'participatory'
or 'social mobilisation' approach to development has been developed as a response to the
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perceived failure of the dominant market-based model of development, focussing as it does,
on accumulation of physical capital. This approach to development had its origins in South
Asia in the 1960s and the 1970s. In the search for an alternative driving force for
accumulation, those who developed the participatory mode highlighted the importance of
people and their involvement in the alternative mode of accumulation they were looking for.
The process of mobilising people has been seen as the alternative to traditional process of
accumulation of physical capital.
In their conceptualisation, some ‘participatory development’ theorists and workers stress the
rhetoric of ‘de-linking’ from markets, and the need to stop the people being exploited by
market forces. They advocate a path of contradiction and conflict with markets. Others,
however, stress conciliation and peaceful co-existence. They would advocate gradual
bringing together of the socially mobilised people and their income-generating selfemployment activities with the formal business sector – linking the ‘socially mobilised’ small
producers with ‘big capital’. Their emphasis is on the conventional wisdom of ‘unity is
strength’. The significance of integrating women in the development process is highlighted
and indeed socially mobilised groups in Sri Lanka are found to be dominated by women.
The methodology is amenable to both rural and urban communities, but in Sri Lanka as well
as elsewhere in South Asia, social mobilisation has been seen, first and foremost, as a process
of organising rural communities and facilitating their development. An essential part of this
process is the formation of voluntary groups of poor people in a target village and the
establishment of group funds through their savings. Several are the activities carried out at
different levels in the implementation of a social mobilisation programme:
a. Identification of target villages: Usually villages with a high proportion of food
stamp holders, a high unemployment rate, a large concentration of people who
lack regular income sources and whose housing facilities are poor, are selected as
target villages.2
b. Target group identification: Priority is given to poor landless families without
regular employment, families who own or operate less than one acre of land,
women-headed or disadvantaged families, poor and physically handicapped
people.
c. Group formation: The appointed social mobiliser will first go round the village
and talk to the villagers in order to understand the social, economic and power
structure of the village, to identify the target group families, and to build up
friendly relationships with them. It is on this basis and through continuous
dialogue and discussion, that groups are formed, and in the initial stages at least,
maintained. Once the groups are formed, similar discussions with members of
2

A Guide to the SMP Implementation Procedures and Issues, Ministry of Policy Planning and Implementation,
Regional Development Division.
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the groups on their socio-economic problems would help the mobiliser to guide
the group members to identify, diagnose and find solutions to those problems.
d. Selection and training of social mobilisers: Social mobilisers are primary field
workers. Their main function is to create awareness within the target group and
to help them identify suitable income earning activities. These social mobilisers
are primarily from the village under consideration, or from a neighbouring
village, and they are trained to acquire leadership qualities, communication
skills, and most importantly to develop a sense of commitment.
e. Self-employment projects, credit support for those projects from the group fund
and from the community credit service: Members will be able to draw a loan
from the group savings fund for setting up a new income earning activity or to
expand an existing one. However, when the stage is reached when investment
needs are beyond the scope of the group savings fund, social mobilisers will
introduce group members to the facilities of the community credit service (CCS),
set up in 1989 with the assistance of the MIRDP, as a revolving loan fund,
complementary to the group savings fund.
The empirical evidence about SMP on which the observations in this paper are based on
comes from such a social mobilisation programme implemented in the early 1990s under the
auspices of the Integrated Rural Development Project (IRDP) in the Matara district. The
donor agency involved in this IRDP was the Swedish International Development Agency
(SIDA). Initiated in 1988, the social mobilisation activities were in operation in 233 villages at
the time of the survey in the early 1990s. The programme, it is claimed, generated numerous
benefits of a qualitative nature, such as the promotion of family solidarity, group
consciousness, and willingness to organise. It has helped in changing attitudes, enhancing
community spirit and co-operation. It has promoted saving and banking habits, and habits
of co-operation in social and cultural activities among the people concerned. For purposes of
the present study, the aspect of social mobilisation which we focus on with particular vigour
concerns the ‘plethora of self-employment activities’ (Lindahl, 1991, p.19) which it spawned.
Social mobilisation programmes, by organising voluntary groups among the rural poor and
by establishing group saving funds, have been able to motivate these people to undertake
income-generating activities for the betterment of their lives through individual effort
supported by collective action. A strong rationale has been developed in the recent past, in
favour of self-employment activities, and more generally small enterprises, within the
market-oriented economic development strategy in Sri Lanka (see next section). In this
general promotion of self-employment activities, the promotional aim is basically at
individuals. In social mobilisation programmes, the general methodology adopted is
dependent on groups, and in self-employment activities promoted in such programmes too,
groups play a pivotal role.
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4. Self-Employment and Micro and Small Enterprises: The Rationale and
Problems
From the early stages of the post-1977 market-oriented policies in Sri Lanka, for that matter
from even earlier times, there has been a widespread policy interest in the promotion of
small enterprises (small industry in particular) and self-employment activities. The rationale
for this can be located, in part, in certain weaknesses in macro policy in regard to its ability
to productively employ the huge backlog of the country's unemployed, and in part, in policy
implications emanating from certain successful experiences elsewhere in the world where
large and small were married into a coherent strategy of production growth and human
development.
The success of the policy of liberalisation of market forces and private enterprise would have
depended very significantly on the presence of a large class of entrepreneurs, particularly in
directly productive activities like industry, agriculture and fisheries, who would have been
active and dynamic in their accumulation practices in response to price signals, and would
have been capable of building up a vibrant production base and further strengthening it
over time.

This was a basic requirement if these policies were to produce rapid and

diversified growth and full employment. And in the framework of liberalized import trade
which was created, any class of entrepreneurs, to be successful, had to be competitive at the
international level.
In conditions of capitalist underdevelopment, domestic entrepreneurship remains
inadequately developed in terms of numbers and abilities. Big business, benefiting from
these policies, could not, by itself, resolve all economic problems in the country.

An

adequately wide training field for entrepreneurship was required and this training field was
sought in self-employment and small enterprise activities.

There are however, various

factors operating within a liberalised market economy, working against the build up of a
dynamic self-employment and small enterprise sector.

Special policies were therefore,

instituted to promote such activities, particularly in rural non-farm sectors - enterprise
development, technology up-grading, skill development, credit and other such programmes
(ILO-UNDP, 1991, pp. 25-32).
The heavy concentration of incomes and wealth at the top has combined with a low wage
economy at the bottom. Domestic demand was thus tipped in favour of goods and services
demanded by the rich classes which continued to be supplied via imports in spite of
systematic depreciation of the currency and the corresponding increase in their domestic
prices. Domestic market for profitable domestic production remained limited. In goods
production activities, the emphasis has come to be placed on exports. The bulk of the
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domestic entrepreneurial classes, not having acquired sufficient strength (which in many
countries was acquired through producing for the domestic market), was incapable of
capturing external markets on their own and as a result there developed a heavy
dependence on direct foreign investments. The low wage policy, currency depreciation and
special tax incentives intended to attract foreign investors were not of much help to those
small entrepreneurs who were basically catering for the domestic market. Spontaneously or
stimulated by various special entrepreneurship development programmes, large numbers
have ventured into self-employment and small enterprises. The proportion of those among
them who have reached sustainable profit levels, however, was insignificant numerically.
After a considerable period of neo-liberal policies, at the turn of the century, relatively large
was the proportion of population remaining unemployed/ underemployed and poor. The
policy emphasis on the second leg of the development strategy, which includes measures to
promote ‘self employment’, ‘informal sector growth’, ‘small enterprise (or small industry)
3

development’ and production oriented poor relief (in the janasaviya programme) thus
continued to occupy a significant position.
The bulk of small enterprises in the country are in trade and various personal service
activities. Most of them are remaining at the margin of existence. For small enterprises in
major direct production sectors of agriculture, fisheries and manufacturing, the overall
economic and business environment remains rather hostile despite policy emphasis on and
promotion of such establishments. The impressionistic evidence tempts one to make a few
propositions of a policy relevance, pertaining to some of the factors which create the above
hostile economic and business conditions for small enterprises. These propositions can then
be examined, as is done in later sections, against available aggregative and sample study
data.
(a) This is an area where barriers to entry are rather low. Often, due to inadequacy of
information, many prospective small investors are seen running into and
overcrowding certain limited areas of economic activity. Competition from
imports may be insignificant but as there is heavy competition within the small
sector itself, there is usually high mortality among these investors, resulting in
loss of hard earned capital and frustration for the investors.
(b) These small industries are also involved in predominantly local market-oriented
activities - there too, the low segments of that market. Because of a number of
reasons like the technological backwardness, absence of knowledge about
availability of foreign markets for their products, lack of any export marketing
experience and expertise and the absence of links with export traders, the export
markets are largely closed to them. Demand implications of the existing low

3

In the so called production oriented janasaviya, domestic demand, and domestic market-oriented production,
are strongly emphasized.
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wage policy is distinctly disadvantageous to these domestic market dependent
small enterprises.
(c) In Sri Lanka, the bulk of the small enterprises in directly productive sectors,
particularly those in small industry, are ‘independent’ units. Links they have
with large enterprises through subcontracting and other relationships are
extremely limited. Among themselves also, there is hardly any genuine cooperation.
All these factors make the progress in this sector rather slow. They are usually in conditions
of very low profitability. Thus, not being able to absorb surplus labour at any significant
rate themselves, they continue to fortify the conditions leading to the low wage equilibrium.
As shown above, the income generation side of social mobilisation depends on the
promotion of self-employment activities. Here, the self-employment instrument is used to
upgrade living conditions of the poorest of the rural poor who perhaps have almost no prior
experience in entrepreneurship at any level of operation.

5. Neo-liberal Policies and Social Mobilization: A Conceptualisation of
Relationships
The spread of social mobilisation interventions in Sri Lanka occurred mostly at the time
when market-oriented policies of liberalisation were being implemented at the macro level.
Being a package of intervention operating at the regional and micro levels, social
mobilisation exercises take policies of liberalisation at the macro level as given.
Conceptually one could see elements of both harmony and conflict between these macro
policies and social mobilisation type of micro level initiatives.
5.1 Social Mobilisation Programmes
Social mobilisation (SM) projects, developed over time through experimentation within
IRDPs and various independent participatory development initiatives, are based on the
factually correct observation that benefits of policies of liberalisation have failed to reach a
large section of the population. The SM rationale can be presented either in a weak version
or in a strong version. In the former, SM initiatives are seen as a temporary phenomenon to
be operated until markets take over. SM projects are viewed also as a mechanism to produce
some training for markets, to be useful when they take over later. The strong version on the
other hand, articulates SM as contradictory to markets.
Whatever the strength of the version, SM type of intervention is mounted on certain basic
postulates. The village is taken as the basic unit for purposes of analysis and intervention
and seen as full of conflicts and contradictions - between the rich (moneylenders, landlords,
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traders, bureaucrats etc. as the ‘exploiters’) and the poor (landless, down-trodden castes,
women etc. as the ‘exploited’). Another common postulate is that village life accommodates
community behaviour, involving practices of reciprocating mutual help in village life at
cultivation and harvesting times, festivities, calamities etc. While not disputing the
significance of private (individual or family) interest in human behaviour, principles of
participatory development go beyond the basic axiom of individualism.

Those living

remote from influences of ‘modernisation’ are seen as guided more by ‘family’ than by
‘individual’ interest. It also places its faith on ‘group behaviour’ more than on ‘individual
behaviour’. Rural societies almost everywhere tend to consider things in community terms in their day-to-day economic activities as well as in special occasions. There is evidence to
show that the gradual advent of ‘modernisation’ forces are changing these behavioural traits
but SMP believes that until rural communities reach a stage of self-reliance vis-a-vis the
onslaught of forces of modernisation, their traditional group-oriented behaviour must be
utilised to insulate them from the destructive influences of those forces. Hence the ‘group’
orientation of SM methodology.
If the rural poor were to emancipate from conditions of poverty, there should be
(temporarily in the weaker version of the theory and permanently in the stronger version) a
de-linking of the poor from the existing exploitative dependency on rich classes in the rural
society. It cannot be done without some other support mechanism to replace what the rich
have been doing in the traditional society. Hence the group concept: united, the poor will
have the strength to survive the hostilities that may be produced by attempts to de-link. The
community behaviour familiar to rural life would guide the group formation exercise.
However, the poor rural folk, left to themselves, will not, and cannot, join together and delink from the exploitative relationships on their own. Hence the 'change agent', 'catalyst',
'animator', or 'social mobiliser' introduced from outside. This committed and trained person
who, by convincing the poor that their plight is due to things which can be eliminated
through combined effort (awareness creation, concientisation), would be able to help them
to organise.
The above, more or less, is common to any 'participatory' or 'social mobilisation' rationale
and conceptualisation. There are however, differences in emphasis among different groups
advocating variations in the participatory approach to rural development. There are, for
example, varying positions regarding the role of outside assistance.

Some groups are

strongly opposed to any infusion of outside funds into participatory groups. Simply by
stopping the drain-out (out-flow) of village surplus through collective action, they would
argue, the rural poor can advance their conditions in a self-reliant manner. Infusion of funds
from outside will distort and corrupt this process. Even the outside animator's task is seen
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as transitory. There are other schools, such as the social mobilisation programme in the
Matara district, which clearly are prepared to infuse outside funds into village communities.
The Community Credit Service (CCS) is an example, whereby a revolving loan fund to
finance self-employment activities of target group members was set up with the assistance
from the MIRDP.
In respect of the attitude to market forces, the SMP theory, whether in its stronger version or
in its weaker version, has perspectives which are different from those of SAP theory. The
stronger version, speaking of de-linking, disengagement and participation as an end in itself,
appears to take quite a contradictory posture vis-a-vis market theory.

Yet the weaker

version attempts to use the opportunities created by markets and market forces for the
benefit of its target group - not through a process of disengagement but through one of
intervention. It believes that markets may provide opportunities for even the remote rural
communities, but the underlying assumptions in mainstream economic theory, required to
make market forces effective and efficient, are not obtained in communities which are
remotely located from influences of modernisation. In the present discussion, some of the
most important assumptions behind market theory are as follows:
(a) That there is easy flow of information among decision taking agents.
(b) That there are the necessary institutional structures to facilitate decision making
agents to correctly respond to market signals.
(c) That there is easy mobility of resources spatially as well as among jobs.
(d) That individual decision makers have relative autonomy to make their decisions.
These assumptions are not fully met even in the heart of a ‘modernisation’ process but their
lack is clearly more pronounced in remote areas of marginalisation.

This argues for

intervention, not merely through measures like protection from imports, subsidies and so
on, known to and practised by governments all along history, but through certain
unconventional methods like promotion of participation and awareness creation through
schemes like SMP. In the weaker versions of SMP, in particular, social mobilisation may be
seen as a transient phase to prepare the people for markets.
The participation schemes like SMP are based on the traditional moral that, what a single
individual cannot achieve, a group can with relative ease. This moral becomes significant for
the weak in a traditionally stratified rural set-up where inequality prevails in the existing
structure of power relationships. Since these relationships lead inevitably to concentration
of wealth, power and opportunities in the hands of a small rural elite, SMP theory views
that, up-grading of socio-economic conditions of the under-privileged requires taking the
latter type of people out of the traditional power relationships.
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themselves, are likely to enhance, rather than weaken, the hold of these elite groups on the
poor and the under-privileged. The intervention thought to be required in SMP theory is,
therefore, one of positive discrimination in favour of the disadvantaged groups through a
process of putting the latter together into a co-operative and collaborative mould, until they
acquire the strength to stand up on their own feet individually.
Yet, traditional societies do have various divisive factors operating even within the underprivileged sections of rural people, though, in terms of living conditions, they may share a
similar level of poverty. Hence, the need for the intervention of an outside agent - described
as social mobiliser, change agent, or animator in different contexts - in order to facilitate
group formation among these communities. The common objectives of these groups may
supervene traditional divisions. In SMP theory such organization of groups is seen as
having the objective of insulating the group concerned, during the period of intervention,
from sources of disadvantage. Again this argument can be taken to an extreme to point out
that such groups will be able to eliminate the existing exploitative forms of dependency
relationships. The last argument could be mounted by those seeing a permanent role for
SMP as an alternative system to capitalist market relationships, but whether SMP could
effectively play this role is not at all clear.
Once such groups are effectively formed, they are used to facilitate the improvement of
living conditions of group members through:
(a) Group action to build up hitherto non-existent infrastructural facilities like roads,
irrigation channels and so on or to improve the conditions of existing such
facilities, and
(b) Use of collective strength of groups to support various income-earning activities
to be initiated, generally individually by members belonging to groups, and may
be, occasionally, a number of individuals jointly.
The

general

SM

principles,

as

Amarasekera

(1991)

argues,

accept

individual

entrepreneurship as the vehicle to build up income earning activities in the form of selfemployment. The group's assistance to such individual ‘entrepreneurial’ action comes from
a number of directions. The group provides a regular forum for discussion of technical,
marketing and other production related problems faced by these small individual
‘entrepreneurs’. Such discussions would be a counter weight - though, may be, of dubious
4

potency - to problems created by the general inadequacy of information. The group, while
promoting the saving habit, and thereby building up group funds, would help its individual
members to take up income-earning production activities as these funds provide a

4

Basically because these are groups of perhaps equally ignorant poor people.
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mechanism to meet their small credit needs, at low interest costs and easy repayment
schedules. At times, when the self-employment activities concerned require amounts of
labour going beyond what the individual group member and her/his family can supply, the
other group members may come into assistance, in return for similar assistance in their own
production activities when required.
The SMP of Matara reviewed in this study operates within the framework of the Matara
IRDP, assisted by the Swedish International Development Agency (SIDA).

The active

involvement of SIDA in the programme, introduces another outside element into the above
SMP rationale.

In addition to the use of SIDA funds in maintaining the relevant

administrative structures, in paying the salaries of ‘social mobilizers’ and for such other
facilitating activities, they have been mobilized also to initiate and maintain a ‘Community
Credit' Service’ which, the above group members can use, under clearly laid down
conditions to meet credit needs beyond the capacity of their own small credit funds.
SMP has been successful in developing leadership and self-reliance among group members.
Group members have displayed a gradual acquisition of ability to perform tasks without the
aid of the social mobiliser.

Members have also contributed actively to planning and

implementation. Evidence also shows that savings habit has improved among members,
who received a number of social and economic benefits from the SMP. However, there are
problems that still remain unresolved. These are concerned with issues like replicability of
the exercise in new areas, sustainability of self-employment ventures started up and the
ability of the socially mobilised people to use these ventures to move up the social ladder.
5.2 Neo-liberalism and Social Mobilisation: Elements in Harmony
Social mobilisation programme, being a micro or meso level intervention, has to take, for all
intents and purposes, the general macro economic policy framework of ‘structural
adjustment’ as granted. Continuing to remain at the conceptual level, one could observe a
number of areas in which neo-liberal policies (NLP) and SM could become, under certain
defined conditions, two mutually supportive programmes. It will be particularly so if SM
were treated as a temporary phase.
Unless properly managed, the market-orientation of a socio-economic system has a tendency
towards concentration of benefits, opportunities, incomes and wealth - metropolitan
concentration spatially, and upper class concentration in terms of social strata.

In a

traditional society with the population concentrated in rural areas and there too, among the
poor strata, SAP type of policies, by further disadvantaging these communities, is likely to
lead to social and political unrest. The danger of such social and political unrest becomes
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imminent in a society like that of Sri Lanka, where the people, with relatively high literacy
rates and some political maturity, have had a long experience of involvement in various
movements of social protest. Programmes like social mobilisation, targeted at the rural
poor, can be expected to be able to keep potential protest movements at bay. They are,
therefore, likely to be complementary to SAPs, from a socio-political point of view in the
short and medium terms, until the market mechanism, hopefully, begins to reach out to all
sectors and regions of the country, including the remotest and the most disadvantaged.
Some factors have been identified in the foregoing section as hindering the penetration of
markets into the hinterland - information, institutions, factor mobility etc.. By eliminating or
reducing the potency of some of these factors, SMP may facilitate the eventual integration of
the hinterland within the ‘modernisation’ process.
There can also be friendly influences coming from SAPs towards social mobilisation. Social
mobilisation promotes market-oriented self-employment activities. The psychological
impact coming from macro-level SAPs on to the rural population, destructive as it is of the
traditional subsistence mentality among them, would be stimulating such self-employment
activities further. Work for monetary benefit would gain respectability in the thinking of
these people, promoting them to produce for the market on a profit motive. This is likely to
produce a favourable cultural conditioning of the people for the spread of capitalism, in
terms of not only entrepreneurial work but also wage-work.

Liberalisation creates

favourable conditions for self-employment work - ready availability of raw materials,
intermediate and investment goods required in the production process.

As market

exchanges and circulation of money spread, production for the market expands. The more
enterprising among the self-employed small industrialists might begin to view liberalised
market economy conditions as more conducive to business growth (say in areas like product
quality and designs, technology and marketing) than a protected and controlled
environment.
All these arguments concerning complementariness between SAPs and SMP assume the
latter to be a temporary phase in the evolution of social relationships in the rural hinterland.
The SMP intervention in social engineering, on this perspective, is viewed as a preparatory
phase - to prepare the target groups - to the necessarily destructive onslaught of markets.
This preparation, in the case of a very few, will be as small entrepreneurs, and in the case of
the bulk, as wage workers. If this perspective is accepted, then the SMP might try to
perform its task in one locality soon, so that it could move out to a different locality to play
the same role. This however, has not happened so far, for example, in MIRDP areas. Begun
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in 1989, inadequacy probably has been, the time the programme had to complete its tasks in
that locality.
This has also been due to inadequacy in the tempo of expansion of markets and in the power
of outreach of ‘modernisation’ forces, particularly in the rural hinterland of Matara, where
most of the SMP activities are located. Due to inadequacy of capital and other resources, the
influence of market forces in the rural hinterland remains negligible, as can be seen from,
among other things, the huge backlog of rural unemployment and underemployment and
poverty. In spite of more or less ‘forced’ setting up of modern factories in rural areas,
capitalist forces are likely to take quite a long while more to become dominant over the
society as a whole. Without the help of developments on the modernisation front, SMPs are
likely to remain useful interventions for quite some time more. If the capitalist expansion
slows down, SMPs may acquire even a longer lease of life.
5.3 NLP and SM: Contradictions
The SMP or other types of social intervention may have a continuing role to play in any
society, whatever is its level of development, as pockets of underdevelopment are likely to
remain. But concern must be expressed when any given locality where the process of
intervention has gone on for an extended period of time, continues to need it. Apart from
the inadequacies in the penetration force of markets, some conceptualisation of SMP, as
already noted, appear to assign it a more or less permanent role among the same community of
people. The concepts of ‘participation as an end in itself’, ‘insulation of groups against the
operation of market forces’, ‘removal of these groups from exploitative forms of dependency
relationships’ and ‘economic, social and political empowerment of these groups against
exploitation’ (Moore, 1991) appear to give SM an air of idealism and unrealism. If SMP is
treated as a mechanism to insulate the rural population permanently from the influence of
market forces, it would amount to an historical analysis of social phenomenon.

Such

perceptions appear to view the future position of the groups organised and developed in an
SMP, as likely to remain cut off from market relations which overwhelm the rest of society.
There is clearly an air of utopian socialism in this thinking. Viewed this way, social
mobilisation is given a role which, it appears, is totally incapable of performing - i.e., to
stand as a buffer against the on-going march of capitalist relations.
The discussion which follows therefore goes back to the perception of SMP as a temporary
phenomenon intended to prepare the target group to adjust to, and not to permanently
isolate them from, market forces. During the period of intervention, SMP attempts to bring
the target population to a level of living, higher than what it would have been, had they
been left entirely to market forces. While there will be some temporary isolation from
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undesirable impacts of market forces, the above improvement in living condition is sought
to be achieved through making use of markets and individual initiatives.
A major problem emanating from this way of conceptualizing SMP as a temporary
phenomenon, concerns that of defining the length of this ‘temporary phase’, in regard to a
particular group so mobilised. The experience so far appears to hint that it could extend into
decades, as the effectiveness and rapidity with which markets penetrate the rural hinterland
has been limited. Although a few decades are a very short time indeed of any social history,
such a time frame appears to be, in the political conditions of the country as well as the high
aspirations created in the minds of the people, not so short a period of time.
Whatever it may be, SAPs appear, in a number of respects, to be going against SMPs at the
operational level even in the latter's transitory role. Even if the transitory nature of its role is
accepted and strong versions of ‘isolationism’ advocated in SMP is ignored, there are areas
in which SAPs may operate contradictorily to SMP so far as self-employment activities are
concerned - the major arm of the latter in bringing its target group into the production
system.
Even with the support of a group of similarly placed individuals/families, SMP selfemployment activities are carried out by the poorest of the poor in the rural society. The
group may be able to somewhat isolate these people from the hostile influences coming from
the power relationships in rural society, although not so much from similar but more
powerful influences coming from markets. As noted above, the SMP ideology believes in
individual/family initiative for the operation of self-employment activities commenced by
group members. Prior to commencement of these activities, these individuals are most
likely to have been either casual labourers, if employed (or rather under-employed), or else
unemployed housewives and others. It is also likely that they expect from whatever selfemployment activities they initiate, only a little supplementary income. Except for a rare
and a negligible few whose hidden entrepreneurial abilities would have been aroused by the
SMP experiment, others therefore will continue, in spite of the SMP initiative, to remain in
marginalised conditions, until they (or their spouses) are absorbed into the mainstream
market system as regular employees of some enterprise.
The liberal policy environment itself has created hopes and aspirations in the minds of the
rural folk, particularly the youth and those with some education, about future opportunities
of their being absorbed into the economic mainstream. They have come increasingly to look
for formal sector rather than informal sector jobs. Many are also seen to be succeeding in
this hunt for modern sector jobs - e.g., in the service sector, private industries and
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plantations. While large numbers of males could find employment in the security forces and
private security agencies, garment factories have formed the main source of formal sector
jobs for the female job seekers. A large proportion of the ‘socially mobilised’, self-employed
persons may therefore be considering their self-employment activities as a means of
marking time, to avoid abject depths of poverty. In these circumstances, the mind-set of
these people may operate against bringing out the hidden entrepreneurial abilities of even
the few who are likely to be blessed with such abilities. The longer the formal market
system takes to absorb them, the longer will it take for them to get out of poverty in a real
sense. This means a lengthening of the transitory phase of SMP, as its withdrawal before
markets have taken over, would amount to putting these people back into abject poverty.
This raises questions of sustainability, particularly in the context of heavy donor dependence
of the whole programme.
Problems encountered by those who have taken up self-employment under SMP in respect
of their economic activities are numerous. While some of these problems would have
remained whatever the nature of the package of macro-economic policies, some can be
traced either directly or indirectly to SAPs at the macro level. The rural scene in Sri Lanka
has been subject to a slow and gradual process of transformation. This process accelerated
after the policy reforms of 1977. This was helped by the expansion of the outreach of
electronic media in the country.

This obviously is not something that can be directly

attributable to the policy change that is being discussed here though these policy reforms
have had indirectly a hand in it.

The spread of education, and foreign employment

opportunities have also been major factors in this rural transformation. The village has been
opened up to the rest of the world. This in turn, helped to rapidly change the socioeconomic situation in rural areas. These changes could be witnessed in all areas such as
production, exchange, consumption, savings, investments etc.
The pattern of consumption has changed drastically over the past fifteen years or so. At
present, people are highly dependent on the market for their day to day food requirements.
In the sphere of consumer durables, the change of consumption patterns has been dramatic.
Each village has, at least, a few television sets, motor bicycles, cassette recorders and many
radios, sewing machines and bicycles. Some people depend on loans to buy consumer
durables.

The tendency to purchase ‘luxury’ goods like television sets and electrical

appliances is high among target group members. The tendency is to imitate consumption
patterns familiar to the city folk. Preference towards imported consumer goods is widely
observed, thus reducing the market for domestically produced articles. In that type of
environment, it is quite natural that small scale producers in the SMP face serious problems
of marketing their produce. They have limited market links outside their villages and these
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too do not go beyond the surrounding small urban settlements. As long as they are satisfied
with a mere survival level of activity, they would not have the willingness or the drive to
extend their markets beyond village limits. In any case, the capacity to do so appears nonexistent.
Those who go for self-employment activities under SMP, are likely to be familiar with a very
limited range of activities that could be undertaken - mostly those they have been engaged
in for generations as their traditional occupations. Thus a number of SMP group members
are likely to start the same income-earning activity in the same village setting. Over-supply
conditions so created may necessitate expansion into markets outside the limited confines of
the village. If such attempts to sell beyond their immediate surroundings were to be made
by the more successful ones among these producers, they are likely to come up against easyto-handle competition coming from the same type of producers operating in the same
district, and the more crushing competition of imported goods and products of large
domestic producers.
The liberalized import policy acts as a double-edged weapon. It has adversely affected
certain local industries like handloom weaving and production of jaggery. Some domestic
industries shrank and some totally vanished from the local scene.

The other face of

liberalisation is that it boosted certain new types of domestically carried out industrial
activities - making of garments (e.g., baby clothes), bed sheets, pillow cases etc. by using cut
pieces of cloth obtained from export-oriented garments factories. Generally, the readier
availability of required materials under liberal import policies would be helpful to local
industry, small or big.
New policies place great stress on exports and there are many elements in the policy
package deliberately introduced to promote exports - depreciation of the currency, various
fiscal and other incentives for exports and so on. These elements of policy however, fail to
affect the type of small producers discussed here unless they were traditionally in some
export crop sector. Due to (a) the absence of marketing and other infrastructural facilities,
(b) smallness in the scale of operations and lack of facilities to expand, (c) technological
backwardness leading to poor product quality and so on, the rural hinterland failed to
benefit from export-oriented policies.
Liberalization appears to have promoted activities in the sphere of exchange rather than in
the sphere of production. Even under the SMP, a very large, if not the largest number of
self-employment activities are found in the sphere of exchange like retail trading (see also
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Atapattu and Amarasingle, 1991). Most of the success stories of self-employment under
SMP come from petty trading.
In a highly competitive environment, the bulk of the self-employed producers under the
SMP (about 95 per cent) are women. They are found to have neither the inclination nor the
time to raise their income generating activities beyond subsistence levels. At the same time,
the aspirations created by SAPs, among the people who have commenced these selfemployment ventures and their family members, would have the effect of creating
discriminatory attitudes against self-employment. Clearly the preferred options are in wage
employment in the urban modern sector.
Replicability of the SMP programmes in new village areas is thus adversely affected, and
there are questions of sustainability of the small scale self-employment activities. If these
activities are found to be incapable of pushing those engaged in them up the social ladder,
particularly when more fortunate people are seen to be advancing rapidly under the open
economy regime, then the whole SMP is likely to suffer from a loss of credibility.

6. SM as a Programme of Rural Entrepreneurship Development and
Accumulation through Self-Employment
As discussed earlier, the SMP's prime objective has been to upgrade the living conditions of
the poorest of the poor in affected areas through a multi-pronged approach: creation of
awareness among the target population of the potential for self-development through cooperative action, conscientization of the target groups about socio-cultural and economic
conditions responsible for their poverty and assistance for them to undertake selfemployment activities for an additional stream of income for the family. Focusing on its
modus operandi, the objectives of the programme can be seen as socio-cultural on the one
hand, and economic on the other. The socio-cultural objectives of the SMP, in themselves,
are admirable and commendable goals.

Yet the sustainability of the programme's

achievements on the socio-cultural front over time would appear to depend, as an important
precondition, on the success of the economic part of its objectives.

These economic

objectives are sought through basically the self-employment or own account work, which
the participants in the programme have been encouraged to undertake through the
intervention of the social mobilizer and the mechanism of group formation.
This self-employment component of the SMP can be viewed basically as the programme's
basic strategy for consumption enhancement or poverty alleviation of the target population.
Promotion of the saving habit among group members, credit facilities from group funds as
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well as from the Community Credit Fund and the encouragement of small scale own
account activities to produce for the market rather than for home consumption are the
principal mechanisms through which the SMP attempts to enhance consumption or to
alleviate poverty among its beneficiaries.
The SMP is sometimes viewed also as a strategy of rural accumulation or a programme of
capital investment within the rural economy and a catalyst of rural entrepreneurship
development. The above consumption enhancement or poverty alleviation component of
the SMP, by itself, however, is not adequate to make it a successful strategy of sustained
rural accumulation. If the SMP were to be viewed justifiably as a strategy of sustainable
rural accumulation, the self-employment activities require to move upwards to a more
advanced ‘small enterprise’ stage so that they will be able to create investible surpluses
which could in turn be used for further accumulation. It appears that the great bulk of those
who joined the groups mobilized under the programme have had little space to move up
from the poverty alleviation stage of the programme to the higher stage of entrepreneurship
development and accumulation, which the SMP, theoretically, has the promise of
transforming into.
The failure of the SMP, in large part, to become a strategy of rural accumulation and rural
entrepreneurship development, results from the very orientation of the programme, the
character of the social mobilizers and the nature of the programme's intended beneficiaries.
Although a certain emphasis is placed on the capacity of the programme to develop into one
of rural accumulation and rural entrepreneurship development, the SMP appears to have
been conceptualized predominantly as a transitory mechanism of easing off the burden of
living among the poorest of the rural poor and to help them to maintain tolerable living
conditions, until the markets take over and absorb the people concerned into remunerative
wage jobs or as owners of commercially profitable small enterprises.
The intended beneficiaries of the SMP, to repeat, are the poorest of the rural poor. As it
developed, it was predominantly the housewives without prior involvement in any incomeearning activities, with hardly any intentions of developing themselves into small
entrepreneurs who were attracted into the SMP. The bulk of self-employment activities
undertaken under the SMP were able merely to supplement the meagre family incomes,
leaving virtually nothing for re-investment. Their own resource base and meagre resources
made available to them through the credit facilities which the process of SMP gave rise to,
were not adequate to move them up to the second entrepreneurship and rural accumulation
stage of a successful self-employment programme.
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The social mobilizers playing the role of active agents of change, introduced into rural
society from outside have shown capability of organizing the villagers according to
principles of social mobilization. But they are found not to be adequately equipped to pull
any significant section of the self-employed out of the poverty alleviation stage and to
sustainably upgrade them to the higher stage of entrepreneurship development and capital
accumulation. Social mobilizers and their advice were not all that effective in influencing the
self-employment decisions of the relevant group members in the absence of other facilitating
circumstances - some encouragement from friends and relatives, family tradition, prior
knowledge and experience in some activity, availability of some resource base like at least
an unused piece of land and so on. It has already been noted that activities which could be
considered new are rarely found among the self-employment activities practiced by the
socially mobilized.

There is no evidence of innovative projects even on a tiny scale.

Duplication of identical or very similar projects is abundant.5 To persuade the rural folk to
undertake new types of occupations or even the old occupations on a more commercial
basis, does not appear to have been easy. In any case, it is doubtful whether the social
mobilizers have been equipped with the knowledge, skills and experience6 to be able to
advise the inexperienced rural folk adequately about income earning possibilities on a selfemployment basis, which could gradually be developed into productive small enterprises
capable of generating investible surpluses.
A point which is relevant in the present discussion of the SMP as a strategy of rural
accumulation is that only a small proportion of the sample was guided in their selfemployment decisions by the perceived profitability of the activity concerned as a strong
motivating factor.
It is difficult to hypothesize that the new economic policies of the post-1977 era have boosted
the development of a viable small entrepreneur class among the type of people covered by
the SMP. The rural economy failed to benefit from fast growth that occurred in certain
sectors of the economy during the last decade. On the contrary, numerous have been the
economic difficulties created by the abolition of food subsidies and price controls on
essential items for the rural poor.

There was an erosion of living standards due to

5

Investigators have observed that several families in the same village are engaged in the same activity (e.g., the
production of perishable consumer items like vegetables, breakfast food items, sweets and so on). Most of
these products have no markets extending beyond the village.

6

The knowledge, skills and experience required for the purpose would have to include the following elements:
awareness of the availability of economic opportunities suitable for members of the not so sophisticated rural
communities which can be appropriate in the spatial conditions and resource endowments of the areas
concerned, new economic opportunities opened up by economic policy reforms at the macro level, the social
mobilizer's own conviction of their feasibility and the ability to convince others on the subject, knowledge
about the suitability, strengths and weaknesses of target groups for those projects and competence in matters
pertaining to production technology, accounting systems, small enterprise management, and so on.
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inflationary pressures of the 1980s. Cottage industry, including the handloom textile sector,
initially collapsed due to competition from imports as well as from the products of domestic
modern industrial establishments. Policies of open economy have failed to compensate for
the job losses which resulted from these developments via a route of rapid growth of
modern sector industrial and other establishments. This, it appears, has prompted the rural
poor to look for additional sources of income, thus creating the conditions which favoured
the rapid expansion of the SMP and related self-employment activities. It does not appear to
be the case that this expansion was due to any extensive capitalist type of drive to making
profits for further accumulation.
Those who came under the influence of the SMP were looking for additional sources of
income to safeguard their fast eroding living standards due to economic changes that were
taking place in the country. They have been holders of food stamps and janasaviya benefits.
The real value of these state welfare benefits was declining due to inflation, forcing the
people concerned to look for other avenues of income. Thus the significance placed on ‘own
initiative’ as a motivating force behind their action to initiate some self-employment
activity.7
The role of extensive and expensive intervention effort made under the SMP appears to be
more socio-cultural than economic. As many as 55.2 per cent of the sample value group
membership as a mechanism facilitating social interaction and 52.8 per cent as facilitating
the participation in group activities. It gives the opportunity for members to discuss their
problems and to exchange ideas about their projects - a rather uncommon practice in the
rural economy. The concept of participatory development this encourages must be valued.
The socio-cultural transformation the SMP has been able to bring about among the villagers
who came under its influence, obviously produced an indirect economic impact supporting
the initiatives of the rural folk concerned to produce something for sale for the purpose of
consumption enhancement and poverty alleviation. Yet in its present stage of development,
the SMP does not have the necessary ingredients to catalyze a process of proper
entrepreneurship development and rural accumulation within the village community.
Any group of prospective entrepreneurs would expect from a properly designed small
‘enterprise’ promotion programme a number of services - provision of information,
technological assistance, skills development, marketing assistance, easy credit facilities and
so on. Although it is clear that the SMP was not intended to be such a small ‘enterprise’

7

This need not be interpreted as meaning own initiative in the hypothetical situation of the absence of the SMP.
The social mobilizer would have been a useful facilitating and motivating factor.
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promotion programme, the respondents to the survey questionnaire were inquired about
any benefits they receive from the SMP on these lines.
In regard to the promoted income earning activities, the primary role of SMP-related
institutions, including the groups formed under its auspices, is being perceived as the
provision of easy credit facilities emanating from the social mobilization process. For as
many as 72 per cent of respondents, credit facilities form part of the support rendered by
SMP-related institutions in their self-employment work. The advice and guidance given by
these institutions, particularly the social mobilizers, is considered as useful by 53 per cent of
them. Although 5 per cent of the respondents claim to have received some assistance from
their groups in selling their produce, none of the respondents have received any sales
facilities from the other SMP-related institutions.

These institutions are considered

significant in the area of skills development by only 8 per cent of the respondents.
Given the nature of the SMP as discussed earlier, the pattern of responses is understandable.
Once the decision to embark on a small income earning activity on one’s own account is
taken, the most pressing problem for these ‘poorest of the rural poor’ is to find necessary
funds for implementation, however small these required funds may be. At least part of
these small ‘capital’ requirements was provided by the group funds and the Community
Credit Scheme operating under the SMP. These activities involved producing things that
could be sold in the producers' own village or in the surrounding villages. So far as they are
in this consumption enhancement or poverty alleviation phase of self-employment, as it was
described earlier, they would be in no great need for marketing assistance. The SMP has yet
nothing very much to offer in this area if a large number of those who have taken to selfemployment are to be upgraded beyond this phase. In the context of numerous marketing
difficulties faced by small producers, this absence of any proper sales assistance mechanism
in the SMP programme is disturbing. Marketing or in fact, getting a reasonable price for
their produce, is a perennial problem for small producers, and the absence of a scheme to
assist in this area could be seen as a significant lacuna in the whole SMP led micro enterprise
programme. The provision of proper marketing facilities and market information must be a
vital factor in any programme of promotion of small scale ventures, particularly in the rural
economy.
The ‘group’ is the key organizational mechanism of the whole SMP. Members of the group
speak of it with a great enthusiasm. The major benefit they receive from being a member is
again the credit facility provided by the programme. Credit facilities offered, as already
mentioned, are obviously treated as very important by this strata of the society as the role of
formal sector institutions in the field of rural credit has been limited. One could argue that
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the three stage credit facility available under the SMP is not adequate at all to finance any
economic activity at a feasible and sustainable scale capable of producing investible
surpluses. The first loan entitlement of Rs. 1500 is quite inadequate to begin even a tiny
enterprise, though it could be useful in somewhat alleviating the burden of rural
indebtedness which is a major problem in the rural economy. This is why credit facility is
ranked as the most important benefit of group membership. The significance attributed to
facilities these groups provide for social interaction and group activities has already been
referred to. Social interaction facilities offered by groups are, in fact, a novel feature of the
programme.
The decision of the members of the groups formed to commence an economic activity on a
self-employment basis has obviously been facilitated by the relative ease of entry the
economic activity concerned. Most people believe they traditionally had the necessary skills
for the work they started. Or they were confident that the necessary skills could be obtained
on the job. A few participants thought that the activities they have undertaken do not
require any special kind of skills. Some formal training is considered important only in
weaving, sewing and related activities but even in this field the majority appear to believe
that the necessary training can be obtained on their own. The entry has thus been made into
most types of self-employment activity on the belief that they do not require prior training,
because they were traditionally known and practiced activities in village life. The persons
promoted by the SMP process to take up self-employment, did not apparently have any
intentions of doing these things differently from what they have been used to. As a natural
result, one does not observe any clear process of accumulation and modernization as a
general tendency among these self-employment ventures, though such a process could be
seen in the case of a few isolated cases in the sample.

7. Conclusions
SMP in general, and self-employment activities promoted under its auspices in particular,
have been guided by two distinct objectives: one primary and the other secondary. The
primary objective has been that of alleviating the poverty of the participants, and the
secondary objective, that of rural entrepreneurship development and accumulation.
As part of the pursuit of the primary objective, those who came under the programme have
been made to embark on self-employment to earn extra incomes for the family. The people
concerned have thus been able to rise above the depths of poverty which otherwise would
have been their lot in their village habitat. The SMP has been able to achieve a great deal in
regard to this objective. Any poverty alleviation programme, which searches mechanisms
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for the purpose going beyond mere hand-outs can learn a great deal from the SMP
methodology.
To the extent poverty and unemployment remain as problems in rural areas, selfemployment activities will undoubtedly continue. For agencies of outside intervention,
seeking alleviation of rural poverty, expansion of rural employment and increase in
consumption levels of the rural communities, the sphere of self-employment will therefore,
remain a major area of operations.

Such intervention programmes will exercise some

positive influence in achieving these objectives too. If the aim is on the other hand, to
achieve objectives of a higher level - e.g., promotion of rural entrepreneurship - then the
SMP type of programmes are likely to end up only with marginal success. It would be
doubtful whether even in the rare and insignificant instances of success, the intervention
programmes are of catalytic significance from a crucial point of view. Those who would
have developed into being successful small entrepreneurs, would have anyway emerged
with or without the external intervention. As a key officer in the country's administrative
and promotional establishment of small enterprise promotion argued: ‘... more than 75 per
cent of the technical, physical, professional and financial resources utilized for development
of entrepreneurs and self-employed persons have been wasted’ (Fernando, 1994). The key
issue here is that only to a little extent can ‘entrepreneurial characteristics’ be created, as
people are generally born with such characteristics.
The general characteristics of self-employment ventures associated with participatory
projects - poverty of the operators and their funds limitations, non-entrepreneurial
housewife bias of the groups formed, under-capitalization and the weak technological level
of the self-employment projects, lack of an adequately forceful business orientation, market
limitations and so on - make these domestic household activities carried out on own
account, basically for poverty alleviation. Except for a handful of units run by a few
relatively more enterprising persons, these self-employment activities are likely to remain a
stopgap mechanism until the operators are absorbed into the market economy in some
remunerative capacity.

If the programme were to perform effectively to achieve the

objective of development of entrepreneurship, then a different package of incentives and
organizational structures, earmarked for the more successful and the more enterprising ones
among them is clearly required.
Most self-employment activities in participatory programmes are highly labour-intensive,
badly under-capitalized household activities. There is some business orientation as the bulk
of the production activity undertaken by the great majority of the persons concerned is for
the market. Family consumption of output exists but at a relatively insignificant level.
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These activities can therefore be described as forms of business but this descriptive title
should be used cautiously. If they are described as forms of business, then they belong to
the lowest level in the continuum of business enterprises in the country, falling well below
even small enterprises as defined in Sri Lanka.
The bulk of those who have been ‘socially mobilized’ are women, mostly married women at
that. They are involved in the management of their self-employment activities by stretching
their working time, while performing what is expected of them as housewives and mothers.
Having been in poverty stricken conditions, they have been attracted into the SMP largely
by the thrift and credit component of the programme. Credit facilities made available, along
with the awareness creation exercise, can be seen as lying behind the success of the poverty
alleviation objective of the SMP. Those who came under the influence of the programme,
particularly the women, have been able to get the living standards of their families
upgraded through self-employment.

These self-employment activities are seen as a

temporary phase in the family life cycle, with the hope that the children would be able to
build up for themselves a better future in which they would be able to lead a dignified life not generally by improving upon the self-employment activity which their parents have
undertaken but through other avenues like formal sector employment.
In terms of the achievement of the secondary objective of making the social mobilization
process a mechanism for rural entrepreneurship development and rural accumulation, the
SMP's achievements are of much less significance. For these own account workers, except
for a negligible few, the path of progress from tiny self-employment business to enterprises
higher up in the enterprise ladder was extremely difficult and treacherous. With limited use
of machinery, equipment and tools, operating on under-utilized part-time labour, and
producing for an extremely small and not so dependable local market, the productivity
levels of these self-employment activities are low and surpluses they are able to generate
meagre. Constrained by lack of funds and various other problems, very little indeed is done
by the bulk of these tiny ‘businesses’ to modernize their activities.
Under these circumstances, self-employment, with or without the supportive mechanisms
like the SMP, will continue to remain ‘supplementary’ income sources for marginalized
rural folk.

To the extent poverty continues to characterize rural society, SMP type of

intervention will help in the proliferation of such self-employment activities as
supplementary avenues of income. But as a breeding ground for rural entrepreneurship and
accumulation, the self-employment field is likely to remain rather infertile. A negligible
proportion of the self-employed will build themselves up as rural entrepreneurs but it
would be very doubtful whether the underlying intervention programme - SMP or any other
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similar programme - is a sine qua non for the development of this few. They would have
come up anyway, with or without the programme.
The overwhelming bulk of such programme beneficiaries, barring the few successful ones
referred to, will continue to hover around poverty conditions, managing to obtain a
temporary respite from poverty stricken village community. The long-term solutions to the
problem of rural poverty, which the younger generations are demanding, lie partly in the
expansion of formal sector activities to rural areas creating jobs for those looking for them
and partly in helping the relatively more successful tiny business units to upgrade into
higher levels of enterprise, creating remunerative full-time employment for their owners as
well as others waiting to obtain wage jobs at remunerative wages.
Development processes, under whatever policy structures they take place, have a tendency
to be uneven in their impact on different social strata as well as on different regions in a
country.

The uneven pattern produced by a development process guided through

unbridled or largely unbridled market forces would tend to be particularly sharp. Structural
adjustment policies (SAPs), have produced a strongly uneven growth process in Sri Lanka
over the last decade and a half, despite various policy measures implemented to soften the
inequalities promoted by SAPs. So far as these policies continue to guide the country’s
macro-economic management and until the markets reach out effectively to rural areas, the
problems which were addressed through the SMP type of exercises - i.e., problems of
unemployment, under-employment and poverty - will continue to exist. In the existing
democratic political framework, these problems can neither be ignored nor left entirely to
market forces to be solved. Hence the continuing need for intervention.
Intervention required here are of two types.

One type would assume the operation,

fundamentally, of an SAP type of package but would try to ameliorate the effects of
problems like unemployment, under-employment and poverty which get exacerbated as a
result of market-oriented policies, by implementing schemes like the SMP. Such schemes,
however, would remain only marginally linked to the macro policy package, The other type
would involve certain modifications to the SAP package so that its capacity to address these
employment and poverty issues can be enhanced.

The study advocates certain such

modifications but these would not involve radical changes in the SAP package. It is believed
that for a small country like Sri Lanka, in the current global framework, a package which is
radically different from SAPs - e.g., a centrally planned heavily controlled system - would be
of doubtful effectiveness.
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The need for the former type of intervention emanates at least from two counts: (a) as a
mechanism, perhaps a temporary one, i.e., until the ‘markets take over’, to alleviate the
effects of unemployment, under-employment and poverty, and (b) to build up a numerically
large and qualitatively dynamic entrepreneurial class from among the more preponderent
segment of the total population living in rural areas. Assuming the existence of the broad
structural adjustment policy framework, two distinctive programmes of intervention are
required to achieve the above two objectives: one for poverty alleviation and consumption
enhancement, and the other for rural accumulation and for the promotion and the build up
of a rural entrepreneurial class.

The first type of programme may revolve round the

promotion of self-employment or own account activities, based on individual, family or
household initiative. The other would be a package of measures to promote small and
medium scale enterprises. The insignificant few who would achieve gradual progress from
the self-employment to the small enterprise stage, under the first programme, might be
facilitated to graduate from that programme to the second. But to try to achieve both
objectives from one self-employment promotion programme is likely to lead to
disappointment to both promoters and beneficiaries. If the rural poor, brought into a selfemployment programme through participatory or any other devices, are indiscriminately
given the expectation that through that mechanism, they could move up to become small
enterprises, then it is most likely to end up in extensive discontent and frustration among
the target groups concerned. The limited resources available for both poverty alleviation
and entrepreneurship development could hopefully be more optimally used by having, as
suggested, two clearly defined programmes rather than one in which two objectives, which
are not necessarily related, are sought. This need for two programmes rather than one,
arises clearly from the difference between the needs of those seeking poverty alleviation and
those seeking to build up a niche for themselves in the country’s hierarchy of business
enterprises.
These two programmes require to maintain proper links, on the one hand, with the macroeconomic policies in place which are taken for granted, and on the other hand, with one
another. The programmes ought to be formulated and implemented in such a way as to suit
the macro policy postures, without advocating any de-linking with markets and with
national level developments. The maintenance of links with what happens at the macro
level would enable the programme managers to ensure that the programme participants
would duly benefit from opportunities and facilities opened up by macro policy positions as
well as their ill-effects minimized. Close links between the two programmes should be
maintained as the need arises. Some of these transfers would be from the lower level selfemployment promotion programme to the higher level programme of small enterprise
promotion. This would be in respect of the more promising entrepreneurial type in the
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former

programme.

Sometimes,

when

persons

without

proper

entrepreneurial

characteristics have, by mistake, been brought under the higher level programme they may
have to be transferred into the more appropriate lower level programme.
Both programmes need to be implemented in an integrated framework, as the problems of
self-employment and small enterprise sectors are interrelated and mutually reinforcing as
the preceding analysis attempted to show. Having identified the pressing problems in the
two sectors, the programme concerned with each, would attempt to meet the identified
problems in an integrated package of promotional measures. In such packages, the selfemployment programme’s focus might be on finance and marketing, with other aspects
occupying a secondary importance. The small enterprise programme might, however, place
significance on a number of higher level functional areas while not ignoring finance and
marketing: production technology, accounting practices for small business, management
training, labour training and so on (for more details on the latter seek Lakshman et al., 1994).
It is quite possible for self-employment and small enterprise promotional schemes to operate
within a prototype SAP. Economic activities at such scales of operation can also succeed in a
SAP environment, with no modification.

Such self-employment and small enterprise

promotional schemes are, however, more likely to succeed if suitable modifications are
introduced into the basic SAP package on a selective basis.
Liberalization of markets has a tendency to help larger and more organized business groups,
more than the small self-employed persons or small enterprises. The former have better and
more effective sources of information to guide their production patterns, greater and easier
access to capital, more improved and efficient marketing channels, better access to
competent human resources and so on, than the latter. Moreover, various fiscal incentives
and other subsidies provided by the state to promote production growth are likely to
operate to the greater benefit of such larger business units. Though ‘neutrality’ in incentives
and ‘level playing fields’ are stressed by those advocating SAPs for developing countries,
incentive structures never become neutral and evenly prepared ‘playing fields’ are never
available. Incentives and rules of the game are almost always working to the greater benefit
of larger and more organized enterprises, which are better equipped with information about
available facilities and with more efficient mechanisms, including the ‘necessary
connections’, to derive the benefits from those facilities. The incentives provided, in theory,
may be neutral, but the differences in the access to information and the nature of
mechanisms available, lead to differences in their incidence among entities of different size
and different types of organization.
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In a society which is uneven on numerous counts, economic, social, cultural etc., the
disadvantages faced by small actors in the economy require to be counteracted at least to
some extent. In order to do this, certain marginal modifications in the prototype of a SAP
package can be advocated, even if the basic strategy inherent in it is admitted as desirable.
These modifications on the face of it may appear to unduly favour the small, but what they
will achieve in fact would be to offset, to some extent, the disadvantages they suffer disadvantages which have their origins in factors not directly related to macro economic
policy. For large agri-businesses, for example, which can adjust their production patterns to
market conditions, can buy their required inputs in bulk and therefore at low cost, and have
ample sources of capital, the elimination of subsidies on production inputs might not cause
insurmountable problems, but such action would put small farmers in self-employment in
enormous difficulties, particularly as the institutional factors and matters pertaining to
information flows work to their disadvantage.

Similarly, high interest rates produce

obviously deleterious effects on all types of enterprises but particularly strong are the
disabilities such a policy imposes on tiny self-employment activities and small enterprises,
which lack resources to counter the effects of high cost credit and face credit availability
problems on top of problems of its high cost.
The primary basis on which SAP packages are designed is the strong belief in the efficacy of
impersonal market forces to promote static as well as dynamic efficiency in resource
allocation patterns.

The market reforms underlying a SAP package include, most

importantly, the reduction of government intervention to eliminate price distortions. The
problems caused by generalized action to achieve this objective are due to the fact that any
real economic system is saddled with inequality and unevenness which emanate from nonmarket factors. And the factors creating these elements of inequality and unevenness are
also not adequately market-responsive. Furthermore, in respect of the bulk of the society in
a developing country like Sri Lanka, the institutional infrastructure required for efficient
operation of market forces is not adequately developed.
Under these circumstances, selectivity in the use of market reforms, based on carefully
worked out policy stances and not on whims and fancies of politicians in power and the
bureaucracy - appears to be called for, in order to enhance the capability of the weaker and
poorer segments of the society to positively respond to a strategy of liberalization of market
forces.
The question is often raised as to whether the SMP type of social engineering experiment can
be replicated in the rest of the countryside, so as to cover a wider segment of the rural poor.
The question requires to be analyzed on the basis of a clear understanding of the objectives
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sought from such a replication of the programme in other rural areas. The point raised
above concerning the duality of objectives of the SMP will therefore have direct relevance to
a discussion of the question of programme replicability, the two objectives being that of
poverty alleviation and of promoting rural entrepreneurship and accumulation.
Any process of development will be characterized by a degree of unevenness.

The

unevenness is likely to be sharper under a market-oriented policy regime, than under a
system where the strength of the market mechanism is tempered by state intervention with
the objective of achieving greater evenness in the pattern of development. In this process of
uneven development, the rural sector in general, and the more remote parts of it in
particular, are likely to encompass a major share of the disadvantaged segment of the
economy. In so far as poverty prevails in the system, it is likely to be concentrated in such
rural areas. The existing policy regime, if it so wishes, can ignore this characteristic of rural
poverty until the market influences penetrate the outlying rural areas and solve the problem
of poverty concentration there. In a political democracy this is unlikely to be a seriously
considered alternative. Even if domestic socio-political imperatives do not force the policy
regime to make necessary interventions to correct the imbalance, the prevailing world
opinion would. So far as rural poverty exists, different policy interventions - top-down as
well as bottom-up, non-participatory as well as participatory - are likely to be welcome as
measures to alleviate the poverty problem.
A major issue related to the above, is the problem of unemployment and underemployment. The relationship between the poverty and employment issues can be either a
causal relationship, or one of mere association. The rural sector has been found to be
disproportionately affected by this employment problem too. Unfulfilled job search over
extended periods of time can be socially devastating. If not for anything else, at least for
purposes of maintaining social peace, solutions to this problem must be found expeditiously
without waiting till the markets find appropriate solutions to it. The expansion of formal
sector job opportunities has not been all that rapid anywhere. Self-employment will thus be
depended upon to find at least marginally remunerative work opportunities to the
unemployed. The unemployment problem may then take the form of under-employment.
It is no doubt a half solution, but it will at least prevent large hordes of people completely
idling away their time. Such self-employment activities no doubt would be largely for the
disgruntled - who are about to lose hope in their search for income earning opportunities.
The young entrants into the job market may not be attracted into self-employment sector as
a first best option. Yet the availability of the sector, and the ease of entry into it, is going to
attract the government as well as well-meaning NGOs into the sector to find jobs for large
numbers of the unemployed.
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Endogenous Money and Monetary Policy
S.S. Colombage

1. Introduction
It is indeed a great privilege and a pleasure for me to contribute to this Festschrift in Honour
of Professor Buddhadasa Hewavitharana who taught Economics to several generations of
students, including myself, in the scenic surroundings at Peradeniya. As most of his
students, and I among them remember him as a tough but an outstanding teacher who
conducted his lectures without referring to any notes in the lecture hall. He taught us Money
and Banking as well as Applied Economics. As undergraduate students, we were amazed by
his unique ability to explain rigorous economic theories at ease. A good example may be his
vivid illustration of the theory of money creation by banks. In his lectures, we learned how a
country’s Central Bank controls money creation by using various monetary policy tools. I
am going to focus on this particular aspect in this Paper in the light of the recent monetary
theories and empirical evidence. I hope this piece of work will be a tribute to Professor
Hewavitharana in some small way.
The underlying assumption of this standard thesis is that the money supply is something
that is not influenced by economic activities, and therefore, the Central Bank is the sole
authority over its control.

However, this has become a major controversial issue in

monetary economics over time. In the light of this debate, I will make an attempt in this
study to ascertain the validity of the standard monetary policy tools based on the money
multiplier for Sri Lanka.
Following the Quantity Theory of Money1 the neo-classical monetary theorists assert that a
country’s money supply is exogenously determined by the Central Bank. Accordingly, the
money supply is the product of the monetary base (sum of currency in circulation and
reserves of commercial banks) and the money multiplier. As the money multiplier is
assumed to remain exogenous and stable, it is argued that the Central Bank has the capacity
1

The Quantity Theory of Money, which is over 500 years old, states that changes in nominal money lead to
equivalent changes in the price level (and money wages), but have no effect on output and employment.
Based on this theory, Chicago’s Milton Friedman and his followers developed modern Monetarism. The
Monetarists challenged the Keynesian approach to macroeconomics (which advocated fiscal policy to
overcome the problems of economic setbacks and unemployment during the Great Depression), and
emphasized the importance of monetary policy in macroeconomic stabilization. The essence of Monetarism is
that monetary magnitudes exert powerful influences in the economy, and that control of these magnitudes is
an effective means of affecting the macroeconomic behaviour.
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to control the money supply either by changing the monetary base or by using open market
operations. The Central Bank can also influence the money supply through the multiplier by
changing the statutory reserve requirements (SRR) of commercial banks. In this framework,
the success of monetary policy largely depends on the assumption with regard to the
exogeneity of the monetary base and the multiplier. An exogenous money supply and a
stable money demand function are the key components of the Monetarists’ model that
asserts the effectiveness of monetary policy. In contrast, the Post-Keynesian economists
argue that both the monetary base and multiplier are influenced by economic activity, and
therefore, they cannot be treated as exogenous variables. As a consequence, they assert that
the Central Bank’s capacity to influence the money supply by traditional monetary policy
tools is somewhat limited.
There is growing empirical evidence from several developed and developing countries to
support the thesis of endogeneity of money supply. In the case of Sri Lanka, however,
attention has not been paid to examine the exogenous or endogenous nature of the money
supply. Lack of such assessment is a major void in understanding the effectiveness of
monetary policy. The objective of this Paper is to fill this lacuna. In the light of the ongoing
debate on the endogeneity of money supply, this study makes an attempt to ascertain the
validity of the standard monetary policy tools for Sri Lanka.
The concept of exogeneity of money is generally used to indicate that the Central Bank has
control over the quantity of money through its control of commercial bank reserves (Wray,
1992a). Theoretically, money supply is considered exogenous if changes in money supply
cause the changes in the endogenous variables such as the price level, interest rates and real
output, but not the other way round (Wray, 1992a, b). In this regard, it is important to
distinguish between strong and weak endogeneity. Strong exogeneity of money supply
implies that there is no feedback from endogenous variables to money supply. On the
contrary, weak endogeneity means that endogenous variables influence the money supply.
The money supply is strongly exogenous when the Central Bank sets its final targets
independent of endogenous variables. On the other hand, money supply becomes weakly
endogenous when the Central Bank sets its targets based on the values of the endogenous
variables.
The purpose of this study is to investigate whether the money supply process in Sri Lanka is
exogenous or endogenous. Section 2 presents an overview of the monetary policy
framework in Sri Lanka. Section 3 of the Paper will discuss the money multiplier approach.
The theoretical approaches on the endogenous nature of the money supply will be reviewed
in Section 4. Section 5 describes the econometric methodology and data. The empirical
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results of the study will be presented in Section 6. This will be followed by concluding
remarks and policy implications in Section 7.

2. The Monetary Policy Framework in Sri Lanka
The monetary policy has undergone considerable transformation in the post-liberalization
period in Sri Lanka. It would be appropriate to delineate this period into two phases for
analytical convenience: 1977-1989 and 1990 to date. In the first phase, as a part of a broader
package of structural reforms, the government initiated several financial sector reforms
including deregulation of the financial sector, institutional reforms and removal of interest
rate ceilings and credit controls. Meanwhile, the government implemented several gigantic
development projects which led to expand the fiscal deficits, and in turn, sacrificing the
stabilization goals of monetary policy. Thus, an attempt to strike a balance between
stabilization and growth objectives was evident during 1977-1989. Although the structural
adjustments were initiated in 1977, the reform process was disrupted in the 1980s by a chain
of political and social upheavals including the North East conflict, Southern youth unrest
and political calamities.
The second wave of economic reforms began in 1989, and they focussed on deeper reforms
relating to financial sector liberalization, privatization and public sector restructuring. In the
meantime, economic stability became the prime objective of monetary policy since the 1980s
as it was recognized as a prerequisite to achieve economic growth. Accordingly, the Central
Bank of Sri Lanka (CBSL) has been pursuing price stability as the prime objective in its
monetary policy agenda.2 Monetary policy gradually shifted from direct controls to marketbased policy instruments. Earlier, the CBSL had relied heavily on direct monetary controls
such as fixed interest rates, credit ceilings and credit rationing.

Statutory Reserve

Requirements (SRR) had also been used as a major monetary policy instrument. At present
the CBSL has been increasingly relying on market-based indirect monetary instruments,
particularly Open Market Operations (OMO), for monetary management purposes.
The CBSL influences the money supply through its monetary base which consists of net
domestic assets and net foreign assets. It uses the repurchase (Repo) and Reverse repurchase
(Reverse-Repo) rates to convey policy signals to the market. The Repo rate, which is the rate
2

In terms of the Monetary Law (Amendment) Act, No. 32 of 2002, the core objective of the CBSL was
designated as achieving (a) economic and price stability, and (b) financial system stability, with a view to
encouraging and promoting the development of the productive resources of the country. Prior to this
amendment, the Bank had to fulfill multiple objectives relating to the stabilization of domestic monetary
values, preservisg the stability of the exchange rate, the promotion of a high level of production, employment
and real income, and the encouragement and promotion of the full development of the productive resources
of the country.
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offered by the CBSL to commercial banks for temporary investments in government
securities, acts as a floor rate for the call market. An increase in this rate encourages banks to
purchase securities, thus leading to a reduction in the monetary base and the money supply,
and vice-versa. The Reverse-Repo rate, which is the rate charged by the CBSL for temporary
lending to commercial banks in exchange for government securities, acts as a ceiling rate for
the call market. An increase in this rate discourages banks to borrow from the CBSL, and
thereby prevents a rise in the monetary base and money supply, and vice-versa. Meanwhile,
the CBSL influences market interest rates through its repo and reverse-repo windows. In the
current monetary policy framework, the Central Bank uses monetary aggregates such as
broad money supply (M2) as intermediate targets.
As a major policy reform, the CBSL has shifted from a system of ‘passive’ OMO to a system
of more active OMO since March 2003 so as to facilitate monetary policy operations. The
system operates within an explicit monetary targeting framework. Such targeting has
become crucial in the context of the floating of the rupee as the exchange rate no longer
serves as a nominal anchor for monetary policy. In this framework, the final target of
economic and price stability is to be achieved through an intermediate target of the broad
money supply which, in turn is linked to a time path of operating targets on the monetary
base or reserve money. The CBSL conducts OMO to ensure achieving the reserve money
targets while maintaining inter-bank overnight interest rates within a narrow range. The
main features of the system include (a) an interest rate corridor within the repo and reverserepo rates, (b) daily auction of either repo or reverse repo to maintain the inter-bank rate
stable within the corridor, (c) standing facilities, and (d) outright buying or selling of
Treasury bills/bonds at the discretion of the CBSL to either inject or absorb long-term
liquidity.
In the above framework, the effectiveness of monetary policy largely depends on the
stability of the money multiplier and the controllability of the monetary base. The Central
Bank can control the money supply as long as these two factors are exogenous as assumed in
the orthodox theory. However, if they are endogenous as argued by the Neo-Keynesians, the
Central Bank’s ability to control the money supply by OMO tends to diminish. Adequate
attention is not given to this policy issue in the empirical studies pertaining to money supply
and monetary policy in Sri Lanka. As mentioned earlier, the objective of this study is to fill
this lacuna by assessing the effectiveness of monetary policy in Sri Lanka by using the
money multiplier framework.

284

Endogenous Money and Monetary Policy

3. The Money Multiplier Approach
Let us begin with a simple money multiplier model used in the orthodox monetary policy.
The broad money supply (M) consists of currency held by the public (C) plus demand
deposits, and time and savings deposits held by the public (D):
M=C+D

(3.1)

In the traditional money multiplier model, the money supply (M) is considered as a multiple
of the monetary base (B) as follows:
M = m(.)B

(3.2)

On the asset side, monetary base (B) is equal to net foreign assets (NFA) and net domestic
assets (NDA) of the central bank:3
B = NFA + NDA

(3.3)

On the liabilities side, the monetary base consists of currency held by the public (C) and
reserves of commercial banks (R). These are, of course, the liabilities of the Central Bank’s
balance sheet.
B=C+R

(3.4)

Dividing equations (3.1) and (3.4) by D,
M/D = (C + D) / D = C/D + 1

(3.5)

B/D = (C + R) / D = C/D + R/D

(3.6)

Now, we can derive the money multiplier (M) as follows:
m = M/B = (C/D + 1) / (C/D + R/D)

(3.7)

where, C/D = currency-deposit ratio, and
R/D = reserve-deposit ratio
In equation (3.7), the numerator is always larger than the denominator. Therefore, a
proportionate increase of the numerator arising from a change in C/D is smaller than that of
the denominator. This implies that a rise in C/D will cause a decline in the multiplier, m.
As the money multiplier is assumed to be stable, the Central Bank can regulate the money
supply by changing the monetary base. This is normally done by means of changing its net
domestic assets through open market operations, i.e., by buying or selling government
3

Based on this relationship, the IMF monetary model, also known as the Polak model developed by Jacques J.
Polak of the International Monetary Fund (IMF) in 1950, provides a framework for sterilizing the effects of
foreign reserve fluctuations on the money supply. In a situation where NFA rises due to reserve inflows, the
Central Bank should nullify its positive impact on the monetary base and money supply by reducing NDA
through sales of government securities, and vice-versa. This action is called monetary sterilization.
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securities such as Treasury Bills. The stability of the multiplier depends on the stability of
the two behavioural variables, namely, currency-deposit ratio (=C/D) and reserve-deposit
ratio (R/D). The currency-deposit ratio is dependent on the non-bank public’s decision on
how much of its wealth should be held in the form of currency.

As the national wealth

rises, the currency-deposit ratio declines. Another factor that determines the currencydeposit ratio is the expected returns on deposits. As the currency holdings do not yield any
interest, an increase in interest rates for deposits encourages people to convert their currency
into bank deposits resulting in a decline in the currency-deposit ratio.
The other behavioural variable affecting the money multiplier is commercial banks’ desire to
hold reserves. Commercial banks’ reserves consist of required reserves (RR) and excess
reserves (ER). Required reserves are mandatory as they are stipulated by the Central Bank
under the Statutory Reserve Requirements (SRR). Commercial banks usually keep excess
reserves over and above SRR to meet any unexpected demand for cash payments. It is
costly for commercial banks to keep excess reserves as they do not earn any interest. Banks
have the option to borrow from each other at market interest rate or from the Central Bank
at a discount rate in a contingency situation.

The market interest rate reflects the

opportunity cost of holding excess reserves while the discount rate reflects the cost of
borrowing reserves. As the difference between the discount rate and market interest rate
widens, commercial banks are inclined to keep more and more excess reserves. An increase
in market interest rates leads to a decline in excess reserves.
As shown in Table 1, an increasing trend in the broad money multiplier is evident in the
aftermath of the economic liberalization in 1977. The multiplier rose from 2.27 in 1977 to a
peak level of 3.35 by 1982. Since then it remained rather low reflecting the loss of economic
growth momentum due to factors such as macroeconomic instability, escalating ethnic
conflict and disruption of financial liberalization. The broad money multiplier began to rise
again since the second half of 1990s increasing from 3.44 in 1997 to 4.78 by 2008. This partly
reflects the widespread use of bank deposits through the introduction of technology-based
facilities such as Automated Teller Machines (ATM), electronic fund transfers, electronic
remittances and credit card facilities.
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Table 1: Monetary Survey, 1970 - 2008
Money
Multipliers

Values in Rs. Million
Quasi
money
(=Time &
savings
deposits)

Broad
money
supply
M2

Monetary
Base
(=Reserve
money)

Currency/
deposit
ratio, %

Currency

Demand
deposits

Narrow
money
supply
M1

1970
1971
1972
1973
1974

935
1,115
1,202
1,437
1,539

1,032
1,034
1,279
1,341
1,406

1,967
2,149
2,481
2,778
2,946

1,148
1,286
1,493
1,376
1,623

3,115
3,435
3,974
4,154
4,569

1,324
1,495
1,773
2,158
2,256

42.9
48.1
43.4
52.9
50.8

1.49
1.44
1.40
1.29
1.31

2.35
2.30
2.24
1.92
2.03

1975
1976
1977
1978
1979
1980

1,610
2,081
2,792
3,016
3,774
4,181

1,478
2,085
2,574
2,921
3,895
5,247

3,088
4,166
5,366
5,936
7,669
9,428

1,689
2,155
3,351
4,955
7,388
10,432

4,777
6,321
8,717
10,891
15,057
19,860

2,144
2,700
3,840
4,262
5,299
6,286

50.8
49.1
47.1
38.3
33.4
26.7

1.44
1.54
1.40
1.39
1.45
1.50

2.23
2.34
2.27
2.56
2.84
3.16

1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992

4,823
5,988
7,200
8,561
9,816
11,570
13,495
18,487
19,650
22,120
24,852
27,281

5,202
5,772
7,548
8,263
8,946
9,609
11,588
13,892
15,688
17,477
21,748
22,776

10,024
11,760
14,748
16,824
18,761
21,179
25,083
32,379
35,338
39,597
46,600
50,057

14,422
18,750
22,509
26,604
29,648
29,681
33,252
35,567
41,096
50,949
63,975
79,742

24,447
30,510
37,257
43,427
48,409
50,860
58,335
67,946
76,434
90,546
110,575
129,799

7,505
9,119
11,642
13,710
16,895
18,031
19,273
25,564
26,791
31,579
40,056
44,858

24.6
24.4
24.0
24.6
25.4
29.4
30.1
37.4
34.6
32.3
29.0
26.6

1.34
1.29
1.27
1.23
1.11
1.17
1.30
1.27
1.32
1.25
1.16
1.12

3.26
3.35
3.20
3.17
2.87
2.82
3.03
2.66
2.85
2.87
2.76
2.89

1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

32,133
38,906
42,198
42,565
45,679
51,767
58,481
62,646
65,536
75,292
85,601
99,669

27,222
31,555
33,019
35,638
40,172
44,502
50,074
55,831
56,674
64,069
76,034
88,784

59,355
70,461
75,217
78,203
85,852
96,269
108,555
118,477
122,210
139,361
161,635
188,453

100,781
121,209
153,319
174,998
202,406
219,906
249,522
286,192
328,516
371,033
419,411
499,511

160,136
191,670
228,536
253,201
288,258
316,174
358,076
404,669
450,726
510,395
580,747
687,964

56,468
68,055
78,586
85,509
83,736
92,866
100,444
105,163
112,522
126,411
141,447
170,967

25.1
25.5
22.6
20.2
18.8
19.6
19.5
18.3
17.0
17.3
17.3
16.9

1.05
1.04
0.96
0.91
1.03
1.04
1.08
1.13
1.09
1.10
1.14
1.10

2.84
2.82
2.91
2.96
3.44
3.40
3.56
3.85
4.01
4.04
4.11
4.02

2005
2006
2007

114,070
135,019
147,183

116,632
124,666
119,409

230,702
259,685
266,592

592,230
733,580
881,150

822,931
993,264
1,147,742

197,932
239,863
264,419

16.1
15.7
14.7

1.17
1.08
1.01

4.16
4.14
4.34

2008

155,023

122,300

277,323

1,004,871

1,282,194

268,425

13.8

1.03

4.78

M1

M2

Source: Central Bank of Sri Lanka, Annual Report 2008.
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As shown in Figure 1, the increase in the multiplier since the 1990s is also a reflection of the
decline in both the currency-reserve ratio and currency-deposit ratio. The currency-reserve
ratio declined as a result of the gradual reduction of the SRR from 15 per cent in 1996 to 12
per cent in 1997, to 11 per cent in 1999, and to 10 per cent in 2001. Since then it had
remained at 10 percent until the Central Bank reduced it to 9.25 per cent in October 2008 and
to 7.75 per cent in November 2008. The SRR was reduced in 2008 in order to ease the
liquidity shortage in the market arising from the low level of liquid dollar balances in
international financial markets due to the global financial crisis and the higher demand for
domestic funds. Apart from the reduction in SRR, a decline in the ratio of currency to
deposits held by the public also led to the upward trend in the money multiplier over the
decades. The currency/deposit ratio declined from 32 per cent in 1990 to 20 per cent in 2000
and to 14 per cent in 2008. This is mainly due to the variations in households’ portfolio
choice in favour of deposits and other monetary assets vis-a-vis currency. This shift could be
attributed to various factors including the spread of banking network, financial innovations
and attractive returns of bank deposits.
Figure 1: Money Multiplier, Currency/Deposit Ratio and
Reserve/Deposit Ratio, 1990-2008
.35
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The stability of the money multiplier depends on the choice of asset-liability portfolios of the
public and commercial banks. The liberalization of the financial sector in many developing
countries including Sri Lanka in recent decades has broadened the opportunities available to
both the public and the banks to choose their portfolios. Abolition of credit and interest
ceilings was a major component of the financial sector reforms. This brought about a rise in
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interest rates leading to a decline in currency-reserve ratio. The banking sector also reduced
its excess reserve in view of higher market interest rates. Thus, financial liberalization
influences the behaviour of both the public and the banks. As market interest rates are
flexible, both the banks and economic agents are free to choose their asset-liabilities
portfolios according to market-determined rate of returns and relative risks. Consequently,
the behavioural relationships behind the money multiplier can no longer be considered
constant. All of them are bound to change, as they respond to changes in income, wealth and
interest rate. Thus, the money multiplier is no longer exogenously determined.
Table 2: Statutory Reserve Ratios for Demand, Time and
Savings Deposits of Commercial Banks
Effective Date

Percent

16/09/1988

15.00

11/01/1991

13.00

24/01/1992

14.00

09/04/1992

13.00

29/01/1993

13.50

16/04/1993

14.00

21/05/1993

15.00

17/01/1997

14.00

28/03/1997

12.00

20/08/1997

11.00

08/04/2000

11.00

19/10/2001

10.00

17/10/2008

9.25

28/11/2008

7.75

Source: Central Bank of Sri Lanka, Annual Report 2008.

As shown in Table 3, the money multiplier appears more unstable during the postliberalization period owing to the factors mentioned above.

The mean value of the

multiplier rose from 2.08 in 1950-1976 to 3.26 in 1977-2007. The coefficient of variation of the
multiplier rose from 0.07 in 1950-1976 to 0.17 in 1977-2007 reflecting a higher degree of
instability in the multiplier in the post-liberalization period. It is important to examine how
the unstable behaviour of the multiplier affects the conduct of monetary policy. This is the
major focus of this study.
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Table 3: Broad Money Multiplier
Measurement

1950-1976

1977-2007

1977-1990

1991-2007

Minimum

1.7700

2.2700

2.2700

2.7600

Maximum

2.3500

4.3400

3.3500

4.3400

Mean

2.0770

3.2632

2.9221

3.5441

Standard Deviation

0.1506

0.5608

0.2983

0.5760

Coefficient of Variation

0.0725

0.1719

0.1021

0.1625

Source: Author’s estimates.

4. Theoretical Approaches on the Endogenous Nature of the Money Supply
In responding to the quantity theory analysis of inflation, which was popular at that time,
Davidson and Weintraub (1973) drew attention to the endogenous nature of the money
creation process. Subsequently, Chick (1986), Dow (1993), Howells (1995), Kaldor (1982,
1985), Lavoie (1984), Niggle (1991), Pollin (1991), Wray (1990) and several others
substantiated this argument. Basil Moore has become the greatest proponent of this view.
Table 4 summarizes the empirical hypotheses derived from the theoretical views on the
endogeneity of money supply discussed in the following sections.
Table 4: Empirical Hypotheses on the Nature of the Money Supply
Accommodationist view
(Moore, 1989b)

Structuralist view
(Palley, 1994)

Liquidity preference
view
(Howells and Hussein,
1998)

M ===> B
C ===> M
Y ===> M

C <===> B
C <===> m
Y <===> M

C <===> M

Definition of variables:
M= Broad money supply; B = Monetary base; m = Money multiplier; C = Total bank credit;
Y = Money income (nominal GDP).

4.1 The Accommodationist View
Kaldor (1982), Kaldor and Trevithick (1981), and Moore (1988, 1989a, 1989b) are the main
proponents of the accommodationist view. The Central Bank, as the lender of last resort, is
always required to provide reserves to commercial banks on demand through its discount
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window so as to ensure adequate liquidity in the financial system. Banks determine their
lending rates based on a mark-up over the cost of borrowing from the discount window.
This implies that banks are price setters. As the banks are able to supply the entire amount
of credit demanded by the market by resorting to the discount window, they are quantity
takers. Hence, the loan supply schedule of commercial banks is horizontal. Thus, according
to accommodationists, loans lead to make deposits. Therefore, deposits, which are a part of
the money supply, are endogenously determined. This contrasts with the monetarists’ view
that the money supply is a multiple of the monetary base, and thus, the money supply is
exogenous.
If reserves are fully accommodated by the Central Bank and the loan supply schedule of
commercial banks is horizontal, then the accommodationist view predicts uni-directional
causality from the money supply to base money, and uni-directional causality from total
bank credit to money supply. Although not explicitly stated, the accommodationist
approach also implies that there is uni-directional causality from money income to money
supply.
4.2 The Structuralist View
Structuralists argue that full accommodation as suggested by accommodationists is
somewhat unrealistic. Davidson (1988), Dow (1996), Goodhart (1989), Palley (1994) and
Pollin (1991) are the key proponents of this approach. The structuralist approach suggests
that the accommodation depends on the monetary policy stance of the Central Bank and
asset and liability management of banks. The Central Banks have the power to impose
significant limits on reserve availability through open-market operations. The structuralists
point out that the marginal cost of borrowing from the discount window rises as the amount
of borrowing increases. Thus, the money supply curve is upward sloping. According to
them, banks take action to overcome the reserve constraints imposed by the Central Bank in
the long-run by effective liability management, and thereby promoting innovation of
banking services and financial instruments. Such innovations lead to provide more liquid
assets, and thus, the money supply schedule eventually becomes horizontal.
The structuralist hypothesis can be considered as a combined model of monetarist and
accommodationist approaches. The monetarist part of the model reflects causality from
credit to the monetary base, whereas the accommodationist part of the model implies
causality from the monetary base to credit. The monetarist part of the model also entails
causality from the money multiplier to credit.
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4.3 The Liquidity Preference View
The major works of this view include Arestis and Howells (1996), Howells (1995, 1997),
Goodhart (1989), Kaldor and Trevithick (1981), Palley (1991, 1994) and Pollin (1991). The
proponents of this approach fully accept the accommodationists’ core argument on
endogeneity of the money supply. But they question the assumption made by the
accommodationists that money can never be in ‘excess’ supply, and hence that there is no
independent money demand function that plays its traditional role. According to the
liquidity preference view, there is a problem of reconciliation of the decisions to borrow
with the decisions to hold increased deposits. The changes in relative interest rates play a
crucial role in the reconciliation. The empirical hypothesis of the liquidity preference view
predicts causality credit to money supply.

5. The Econometric Methodology and Data
Taking into account the stationarity properties of the data, we conduct the empirical tests of
this study in three stages. Firstly, we will establish whether the variables used in the tests are
stationary or free from unit roots. Time series data on most of the macroeconomic variables
tend to be non-stationary in levels. A time series, Z is said to be non-integrated of order d
(contains unit roots), if it becomes stationary after being differenced d times, denoted by Z –
I(d). Non-stationarity of the variable may result in spurious regression results. Therefore, it
is necessary to test whether the variables are stationary. For this purpose, we use a Unit Root
Test known as the Augmented Dickey-Fuller (ADF) Test. The following equation is
estimated for each variable for the ADF test:
m

∆Yt = α + β Yt −1 + ρ t + ∑ δ ∆Yt −1 + ε t

(5.1)

i =0

where, ∆ is the first-difference operator, t is the time trend, ε is the stationary random error,
and m is the maximum lag length. Non-stationary time series are differenced d times in this
study to make them stationary.
Secondly, we need to ascertain whether the variables under consideration are cointegrated.4
Although individual time series that contain stochastic trends are non-stationary in their
4

Cointegration was introduced by Clive Granger (1981). He has done extensive work within non-stationary
variables, which caused problems to commonly used econometric methods. Among these problems was
spurious correlation. The principle of cointegration is simply that even though variables behave wildly
individually (are non-stationary) there may be relations between them that they behave nicely (they are
stationary). It took a while before the importance of cointegration was widely recognized. The major
breakthrough was the publications of two papers by Engle and Granger (1987) and Johansen (1988) where the
latter manages to nest the concept into the vector autoregressive (VAR) model. Many aspects of the theory
have been developed since then, as they arose from economic hypotheses of interest; several of these can be
found in Johansen (1996).
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levels, it is possible that stochastic trends are common across the series leading to stationary
combinations of the levels. This means that although two variables will follow random
walks, a linear combination of these variables will be stationary. As a result, their residuals
will be stationary indicating a long-run relationship between the two variables. This is
known as cointegration. Information about this long-run relationship between two variables
may be lost as a result of differencing the variables to make them stationary.
Thirdly, we will use an error correction term in the system to capture the long-run
relationship, if the series are cointegrated. This procedure involves the estimation of a Vector
Error-Correction Model (VECM) in order to obtain the Likelihood Ratios (LR). According to
the Granger representation theorem (Engle and Granger, 1987), if Xt and Yt are cointegrated,
then there exists an error correction representation as follows:
k

k

i =1

j =1

∆X t = α 1 Z t −1 + ∑ β i ∆ X t −i + ∑ θ j ∆Yt − j + v1t
k

k

i =1

h =1

(5.2)

∆Yt = α 2 Z t −1 + ∑ δ i ∆Yt −i + ∑ φ j ∆X t − j + v 2 t
The symbol Z t −1 represents the error correction term lagged by one period.

(5.3)
k

is the optimal

lag lengths obtained from Akaike Information Criterion. The series X t and Yt are
cointegrated when at least one of the coefficients α1 or α 2 is not zero. In that case, two series

will display long-run relationship. If α 1 ≠ 0 and α 2 = 0, then the series Yt will Granger cause

X t in the long-run. The opposite will occur if α 2 ≠ 0 and α1 = 0. If both α1 and α 2 are nonzero, then there exists a bi-directional causality between the two series, which will adjust to
one another in the long-run. If both α1 and α 2 are zero, then there is no causality between
the two series.
We have used monthly data of the relevant variables for the period from January 1990 to
December 2007 in the empirical analysis. These data were extracted from the Annual
Reports of the Central Bank of Sri Lanka. The definitions of the variables are given below:
M2

=

Broad money supply = Narrow money supply + Time and savings deposits

MB

=

Monetary base

MUL =

Money multiplier

ADV =

Total amount of loans and advances disbursed by commercial banks

Y

Total export earnings (As monthly GDP data are not available for the
country, export earnings in rupee terms were used as a proxy for nominal
income to reflect economic activity)

=

In log terms,
LM2

=

Log M2
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LMB =
LMUL =
LAD =
LY
=

Log MB
Log MUL
Log ADV
Log Y

First differences of the above variables in logs are denoted as DLM2, DLMB, DLMUL,
DLADV and DLY, respectively.

6. Empirical Results
Let us first test the null hypothesis that each series is stationary, using the Augmented
Dickey-Fuller (ADF) unit root test. The results are shown in Table 5. The computed ADF
statistic with respect to the levels of all variables is lower than the critical values indicating
that the series are non-stationary. When the series are first differenced, all variables became
stationary as shown in Figure 2.
Table 5: Augmented Dickey-Fuller Unit Root Tests
Levels
Variable

1st Differences

With
Intercept

With
Intercept
& Trend

With
Intercept

With
Intercept
& Trend

LM2

-1.0977

-2.0501

-8.1204

-8.1676

LMB

-0.8716

-1.7907

-15.9194

-15.9016

LMUL

-0.4382

-2.6160

-16.6042

-16.5712

LADV

0.5652

-0.8257

-15.5051

-15.4880

-1.1585

-4.8011

-11.4422

-11.5025

1% level

-3.4615

-4.0024

-3.4615

-4.0024

5% level

-2.8751

-3.4314

-2.8751

-3.4314

10% level

-2.5741

-3.1394

-2.5741

-3.1394

LY
Critical Values
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Figure 2: Levels and First Differences of Variables (in logs)
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Having tested the series for unit roots, let us now consider whether they are cointegrated to
see and ascertain whether they have a long-term relationship. For this purpose, we have
applied the Johansen cointegration procedures. In carrying out these tests, we assumed that
there is no deterministic trend in the data. The results in Table 6 indicate that we can reject
the null hypothesis that the series are not cointegrated. There exist at most 1 cointegrating
vector based on the trace test, and at most 2 cointegrating vectors based on Eigenvalue. This
implies that there is long run relationship between money supply, monetary base, money
multiplier, commercial bank advances and nominal income. Therefore, we should not ignore
the long-run convergence in our computations, as explained earlier.
Table 6: Unrestricted Cointegration Rank Test (Trace and Maximum Eigne Value)

Hypothesized
No. of CE(s)

Eigen
Value

Trace
Statistic

0.05
Critical
Value

Prob.**

Hypothesized
No. of CE(s)

Eigen
Value

Max-Eigen
Statistic

0.05
Critical
Value

Prob.**

None *

0.218508 99.83566

69.81889

0.0000 None *

0.218508

52.02216

33.87687

0.0001

At most 1

0.142877 47.81349

47.85613

0.0505 At most 1 *

0.142877

32.53077

27.58434

0.0106

At most 2

0.047718 15.28273

29.79707

0.7615 At most 2

0.047718

10.31673

21.13162

0.7144

At most 3

0.022254 4.965998

15.49471

0.8124 At most 3

0.022254

4.74869

14.2646

0.7732

At most 4

0.001029 0.217312

3.841466

0.6411 At most 4

0.001029

0.21731

3.841466

0.6411

Note: Trace test indicates 1 cointegrating eqn(s) at the 0.05 level.
* denotes rejection of the hypothesis at the 0.05 level.
**MacKinnon-Haug-Michelis (1999) p-values.
Max-eigenvalue test indicates 2 cointegrating eqn(s) at the 0.05 level.

As shown in Table 7 the optimal lag lengths for the VECM model derived from different
criteria were inconclusive. Therefore, we decided to use 6 lags for the Vector Error
Correction Model for the variables LY, LM2, LADV, LMB and LMUL. The model was
estimated by using monthly data for the period, January 1990 – December 2007.
Table 8 shows the error correction coefficients for the endogenous variables derived from
the error correction model. The coefficient for D(LM2) has the expected sign and significant
at 5 per cent level. However, the size of the error correction term is rather low implying that
about 1.5 per cent of the adjustment towards long-run equilibrium takes place in one month.
The coefficient with respect to D(LADV) which is also significant at the 5 per cent level
indicates about 2.3 per cent adjustment in one month. As regards D(LMUL), the coefficient is
significant at the 10 per cent level and indicates 3.8 adjustment in one month. The coefficient
for D(LMB) is not significant. The coefficient for D(LY) is significant at the 1 per cent level
and the monthly adjustment towards long-run equilibrium is as high as 61 per cent.
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Table 7: Tests for Lag Length Selection
Lag

LogL

LR

FPE

AIC

SC

HQ

0

2714.121

NA

1.76E-18

-26.69085

-26.60924

-26.65783

1

2817.187

200.0403

8.16E-19

-27.45997

-26.97034*

-27.26189

2

2868.999

98.00806

6.27E-19

-27.72413

-26.82646

-27.36097*

3

2889.750

38.23160

6.55E-19

-27.68227

-26.37657

-27.15404

4

2927.159

67.07770

5.81E-19

-27.80452

-26.09079

-27.11122

5

2971.620

77.53245

4.81E-19

-27.99625

-25.87449

-27.13787

6

2998.481

45.51802

4.75E-19

-28.01459

-25.48480

-26.99114

7

3019.558

34.67852

4.97E-19

-27.97594

-25.03812

-26.78741

8

3055.052

56.65097

4.52E-19

-28.07933

-24.73348

-26.72573

9

3088.318

51.45605

4.22E-19

-28.16077

-24.40689

-26.64210

10

3108.021

29.50625

4.51E-19

-28.10858

-23.94667

-26.42484

11

3144.800

53.26586

4.09E-19*

-28.22463

-23.65469

-26.37582

12

3171.746

37.69739*

4.10E-19

-28.24380*

-23.26583

-26.22991

Notes:

* indicates lag order selected by the criterion.
LR: sequential modified LR test statistic (each test at 5% level).
FPE: Final prediction error.
AIC: Akaike information criterion.
SC: Schwarz information criterion.
HQ: Hannan-Quinn information criterion.

Table 8: Error Correction Coefficients
Estimate

D(LY)

D(LM2)

D(LADV)

D(LMB)

D(LMUL)

Error correction coefficient

-0.61295

-0.01513

-0.02317

0.02197

-0.03831

Standard errors

-0.10430

-0.00770

-0.01180

-0.02206

-0.02031

[-5.87659]

[-1.96355]

[-1.96311]

[ 0.99569]

[-1.88586]

t-statistics

The Granger causality test results are presented in Table 9. The nominal income Granger
caused the broad money supply at 1 per cent significance level implying the endogeneity of
money supply. The nominal income also Granger caused the monetary base at 1 per cent
significance level. The bank advances which Granger caused the monetary base at 1 per cent
significance level have a profound influence on the money supply. These results prove the
Post-Keynesians’ notion that loans create deposits, and in turn the money supply. The broad
money supply Granger caused the monetary base at 10 per cent significance level. This is in
contrast to the uni-directional causality from the monetary base to the money supply as
postulated in the orthodox theory.
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Table 9: VEC Granger Causality/Block Exogeneity Wald Tests
Sample: 1990M01 2007M12
Included observations: 208
Dependent variable: D(DLY)
Excluded

Chi-sq

df

Prob.

D(DLM2)

16.98729

6

0.0093

D(DLADV)

20.56159

6

0.0022

D(DLMB)

18.91586

6

0.0043

D(DLMUL)
All

18.29600

6

0.0055

148.18760

24

0.0000

Chi-sq

df

Prob.

59.89132

6

0.0000

7.39780

6

0.2856

16.09586

6

0.0132

+Dependent variable: D(DLM2)
Excluded
D(DLY)
D(DLADV)
D(DLMB)
D(DLMUL)

16.77008

6

0.0102

106.14230

24

0.0000

Chi-sq

df

Prob.

D(DLY)

4.24014

6

0.6442

D(DLM2)

7.03203

6

0.3179

D(DLMB)

6.86066

6

0.3339

All
Dependent variable: D(DLADV)
Excluded

D(DLMUL)

6.99219

6

0.3216

28.72218

24

0.2308

Chi-sq

df

Prob.

D(DLY)

18.12671

6

0.0059

D(DLM2)

10.95973

6

0.0896

D(DLADV)

16.85215

6

0.0098

All
Dependent variable: D(DLMB)
Excluded

D(DLMUL)

12.29946

6

0.0556

All

69.13651

24

0.0000

Chi-sq

df

Prob.

5.78753

6

0.4474

Dependent variable: D(DLMUL)
Excluded
D(DLY)
D(DLM2)

12.62811

6

0.0493

D(DLADV)

16.56314

6

0.0110

D(DLMB)

12.71706

6

0.0478

All

54.51864

24

0.0004

As shown in Figure 3 the Granger causality tests show interactions among all the three
variables in the money supply identity, in contrast to the orthodox uni-directional causality
from the money multiplier and monetary base to the money supply.

298

Endogenous Money and Monetary Policy

Figure 3: Causality Relationships in Money Supply
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The impulse response functions and variance decomposition of our model too show that the
money supply is endogenous, as explained below:
•

Impact of the money supply on the monetary base: Our empirical results prove the
accommodationist contention that the money supply influences the monetary base.
As shown in Figure 4, one standard deviation shock in money supply induces the
monetary base in the first 12 months with fluctuations, and this is followed by a
sustained increase in the monetary base. This is also evident in the variance
decomposition shown in Table 10. A shock in the money supply, which accounts for
15.6 per cent variation in the monetary base in the first month, gradually increases
accounting for 46.5 variation in the monetary base by the 24th month.
Figure 4: Response of LMB to Cholesky One S.D. LM2 Innovation
Figure 6.3
Response of LMB to Cholesky
One S.D. LM2 Innovation
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Impact of bank credit on the monetary base: The results also support the
structuralists’ argument that the monetary base is also influenced by bank credit. As
shown in Figure 5, one standard deviation shock in bank advances has a positive
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effect on the monetary base up to about 3 months, and it dampens by the 6th month.
Thereafter, the monetary base reflects a sustained increase. As shown in Table 10,
bank advances accounts for 0.03 per cent variation of the monetary base in 1st month,
and it gradually rises accounting for 7.5 per cent variation in the 24th month.
Figure 5: Response of LMB to Cholesky One S.D. LADV Innovation
Figure 6.4
Response of LMB to Cholesky
One S.D. LADV Innovation
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Impact of bank credit on the money multiplier: As shown in Figure 6, one standard
deviation shock in bank credit has a positive impact on the money multiplier up to
about 3 months, and it dampens afterwards. This shows that the banking system
takes action to accommodate an increase in demand for bank credit. A reason for the
dampening effect in the subsequent months would be the upward adjustment of the
monetary base by the banking system to accommodate the increased credit demand
as discussed earlier. Table 10 shows that a shock in bank credit accounts for 0.03
percent variation of the money multiplier in the 1st month, and its impact rises
gradually to account for 8.3 per cent of the variation by the 24th month.

•

Impact of nominal income on the money supply: In the orthodox theory money
supply is treated as an exogenous variable meaning that it influences endogenous
variables the real output, prices and interest rates, but not the other way round. In
contrast, both accommodationists and structuralists argue that the nominal GDP
does influence the money supply. This is proved by our results as shown in Figure 7.
The money supply responds positively to a one standard deviation shock in nominal
GDP in the first few months. Table 10 shows that nominal GDP accounts for about
2.8 per cent variation of the money supply in the first month, and it rises to 6.1 per
cent in the 6th month.
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Figure 6: Response of LMUL to Cholesky One S.D. LADV Innovation
Figure 6.5
Response of LMUL to Cholesky
One S.D. LADV Innovation
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Figure 7: Response of LM2 to Cholesky One S.D. LY Innovation
Figure 6.6
Response of LM2 to Cholesky
One S.D. LY Innovation
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Figure 8: Response of LADV to Cholesky One S.D. LM2 Innovation
Figure 6.7
Response of LADV to Cholesky
One S.D. LM2 Innovation
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Table 10: Variance Decomposition
Variance Decomposition of LY:
Period
S.E.
LY
1 0.133213 100.00000
3 0.145048
85.76362
6 0.159591
71.18132
9
0.16882
64.28118
12 0.172018
63.77043
15 0.174265
63.75523
18 0.175182
63.18633
21 0.176568
62.29167

LM2
0.00000
8.59562
18.73943
18.82864
18.58206
18.29676
18.12130
18.20996

LADV
0.00000
0.71712
2.37184
4.71699
5.21224
5.26851
5.22952
5.23782

LMB
0.00000
3.70695
5.01698
4.55732
4.61244
4.62635
4.62355
4.59816

LMUL
0.00000
1.21669
2.69043
7.61587
7.82283
8.05315
8.83930
9.66239

19.03575

5.15261

4.54292

9.99456

Variance Decomposition of LM2:
Period
S.E.
LY
LM2
1 0.009839
2.84989
97.15012
3 0.016987
3.37291
92.74187
6 0.026358
6.13318
88.59328
9 0.030677
4.97595
89.44875
12 0.035461
4.54105
90.72021
15 0.042362
3.30330
92.80739
18 0.048979
2.51995
93.68584
21 0.054515
2.40268
93.81542

LADV
0.00000
0.28506
0.96160
1.74157
1.73459
1.52299
1.65620
1.87437

LMB
0.00000
0.74616
0.45707
0.44438
0.43595
0.39977
0.38332
0.40298

LMUL
0.00000
2.85399
3.85487
3.38935
2.56821
1.96656
1.75469
1.50455

1.93496

0.44452

1.26904

LADV
98.46567
97.85235
96.89199
95.08439
92.30680
88.74275
85.70433
82.97422

LMB
0.00000
0.14331
0.25359
0.16244
0.13231
0.14246
0.16031
0.19078

LMUL
0.00000
0.26714
0.25287
0.36948
0.47888
0.54404
0.51362
0.52877

80.34245

0.22808

0.55982

LADV
0.03307
1.26650
2.84893
4.32083
5.89182
6.37789
6.68367
7.13585

LMB
83.31930
70.81714
54.96003
49.90889
49.08293
47.35570
44.49085
42.45287

LMUL
0.00000
0.87262
4.06185
4.44838
3.97671
3.45673
3.13327
2.94091

7.51276

41.13565

2.69239

24

0.178564

61.27415

24 0.060065
2.53034
93.82114
Variance Decomposition of LADV:
Period
S.E.
LY
LM2
1 0.015075
1.12360
0.41073
3 0.024898
0.99867
0.73854
6 0.038033
0.68546
1.91610
9 0.051075
2.25380
2.12989
12 0.062208
3.94971
3.13231
15 0.073074
4.93501
5.63574
18 0.083428
5.49491
8.12683
21 0.093505
6.28818
10.01806
24 0.103204
7.08730
11.78235
Variance Decomposition of LMB:
Period
S.E.
LY
LM2
1 0.028175
1.02349
15.62414
3 0.035353
2.57455
24.46919
6 0.049433
6.01145
32.11775
9 0.059471
5.65502
35.66689
12 0.067003
4.63044
36.41810
15 0.075311
3.69111
39.11857
18
0.08431
3.05335
42.63886
21 0.092725
2.55952
44.91085
24
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Table 10: Variance Decomposition (Cont’d)
Variance Decomposition of LMUL:
Period
S.E.
LY
LM2
1 0.025944 0.19808
0.33810
3 0.030852 0.72675
0.89694
6 0.038899 2.18497
1.64578
9
0.04587 4.46711
3.69070
12 0.051215 4.93834
3.25306
15 0.055874 4.31438
2.80468
18 0.060265 4.12608
2.97080
21 0.064657 4.17848
3.33600
24

•

0.068628

4.04354

3.37106

LADV
0.03011
2.49957
3.23016
4.12307
5.90655
6.80003
7.24616
7.74409

LMB
99.30461
95.73453
90.78962
84.95146
83.17772
83.64916
83.43275
82.50873

LMUL
0.12910
0.14222
2.14946
2.76766
2.72433
2.43176
2.22420
2.23270

8.33250

82.08799

2.16491

Impact of money supply on bank credit: According to the Liquidity Preference
view, money supply influences the total amount of bank credit. This contrasts with
the traditional multiplier framework which implies that bank credit is a determinant
of the money supply. However, the Liquidity Preference School accepts the latter
argument as well, believing in bi-directional causality between the two variables. As
shown in Figure 8, one standard deviation shock in bank money supply causes a
sustained increase in bank credit. Various decomposition shown in Table 10 indicates
that money supply accounts for 0.41 per cent of the variation in bank advances in the
first month, and it rises accounting for 11.8 per cent of the variation in the 24th month.

7. Conclusion
As in the case of most countries, the monetary policy implemented in Sri Lanka is largely
based on the money multiplier approach which has its roots in the IMF monetary model,
also known as the Polak model. Given the stable money multiplier, this model prescribes
that the Central Bank can control the money supply by changing the domestic asset
component of the monetary base through open market operations. Effectiveness of this
monetary policy partly depends on the stability of the money multiplier, which is
determined by the currency-deposit ratio and reserve-deposit ratio. In Section 3 of this
Paper, we observed that both ratios have fallen in Sri Lanka during the last two decades due
to various factors such as shifts in asset-liability portfolios of the general public and
commercial banks, and the diminishing significance of the SRR as a policy instrument. The
downward trend in the two ratios has resulted in a phenomenal increase in the money
multiplier since mid-1990s in Sri Lanka. These trends tend to raise doubts with regard to the
assumption of exogeneity of the money supply. Such empirical evidences support the
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money endogeneity argument put forward by different schools of thought, as discussed in
Section 4.
In order to test the endogeneity hypothesis, we applied several econometric methods
including unit root tests, cointegration techniques, Granger causality and Vector Error
correction model. These were explained in Section 4 of the paper. As shown in our empirical
results presented in Section 5, there is clear evidence to prove the endogenous nature of the
money supply and its associated components.
The Granger causality test results show that the nominal income Granger caused the broad
money supply, and the nominal income also Granger caused the monetary base. The bank
advances which Granger caused the monetary base have a profound influence on the money
supply. The broad money supply Granger caused the monetary base. These results validate
the Post-Keynesians’ notion that loans create deposits, and in turn the money supply. at 10
per cent significance level.
The impulse response functions and variance decomposition based on the VECM estimates
substantiate the above findings. Specifically, they show that the monetary base is not
independent as it is influenced by the money supply and bank credit. The money multiplier
which was thought to be exogenous is affected by bank credit. The money supply, which
was thought to be determined by the central bank, responds to bank credit and nominal
GDP. Thus, the empirical evidence proves that the money supply as well as its determining
factors – the monetary base and the money multiplier – respond to economic activity
negating the Central Bank’s power to control them.
The above findings contrast with strong exogeneity of the money supply or uni-directional
causality from the money supply to endogenous variables such as nominal income, prices
and interest rates as postulated in the orthodox model. In view of the endogeneity of the
money supply, the effectiveness of the current monetary policy framework adopted by the
Central Bank of Sri Lanka, which is based on the orthodox model, seems to have become
somewhat limited. These findings point to the need to review and re-formulate the
monetary policy framework, taking into account the emerging trends in the financial sector.
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Behaviour and Determinants of Aggregate Price Level
during the Post-1977 Period
Danny Atapattu

1. Introduction
Maintaining price stability is one of the major objectives in macroeconomic management.
When it is not maintained, the resulting outcome of inflation or deflation has a series of
adverse effects on the economy, leading to economic, social and political instability in a
country. An amendment effected to the Monetary Law Act in 2002 requires the Central Bank
of Sri Lanka to pursue economic and price stability as one of the two core objectives of the
Bank. Price stability has such high priority within economic policy because as a part of the
financial framework for a country’s economic activity, it ensures stable and predictable
conditions which, in turn, have a positive impact on economic activity and the employment
rate. By contrast, a continued increase in the price level entails a series of unfavourable
effects on private households and businesses, and consequently, on the economic and social
cohesion of a country. This Paper is concerned with the investigation of the trends of
aggregate price level and the identification of factors responsible for the movements of price
level during the post-1977 period in Sri Lanka.
During his illustrious career as a university academic and an economic policy advisor, Prof.
Hewavitharana has also displayed his special interest in issues pertaining to the
measurement of the cost of living in Sri Lanka and the weaknesses of the official price index
used for this purpose. In 1990, he was appointed Chairman of the Advisory Committee to
study the existing consumers’ price index and its changes by the Friedrich-Ebert-Stiftung.
Their main task was to critically analyse the Colombo Consumers’ Price Index and evaluate
its accuracy in reflecting retail price changes in accordance with local patterns of
consumption. Therefore, the choice of the subject of the present paper is my tribute to an
inspiring teacher and a sharp intellect of our time. This Paper firstly reviews the theoretical
approaches that have been developed to explain the determination of aggregate price level
and inflationary process in an economy. Secondly, it examines the trends of aggregate price
level in Sri Lanka after 1977 and then goes on to consider possible explanatory factors of
aggregate price behaviour in Sri Lanka during the period under study. The last Section
provides a summary and conclusions.

Danny Atapattu

2. Theoretical Framework
The behaviour of aggregate price level is one of the most widely investigated areas in
economics in terms of both theory and empirical studies. A substantial amount of literature
has appeared on analyzing the sources of inflationary pressures, the nature of the
inflationary process, and the proper policy prescriptions for the control of inflation. The
theories widely held to explain the process of inflation in advanced economies are based on
either one or both of two major types of causation in price increases. One is the pull of
excessive demand in relation to the supply available. The excess aggregate monetary
demand causes prices of goods and services to be bid up. The other is the upward push of
factor costs by economic groups of market power (Bronfenbrenner and Holzman, 1963;
Johnson, 1969).
The concept of demand inflation was the major explanation of inflation in developed
countries until after the Second World War when the emphasis shifted from demand to
supply theories of inflation. The demand inflation approach has two alternative versions: the
quantity theory of money version and the Keynesian version. The quantity theorists
emphasize an excessive expansion of the supply of money as the core of the inflationary
process. They assume that there is a stable demand function for money. On this basis, they
argue that any increase in the nominal stock of money, other things being unchanged, will
lead to an increase in the general level of prices in order to maintain the stable ratio between
real balances and real income.
The Keynesian version of demand inflation is based on the effective demand model of
income

determination,

combined

with

expenditure-income-expenditure

sequence.

According to this version, the excess of aggregate demand over full employment output
causes the level of money prices to rise. So that, in conditions of full employment, the
equality between savings and investment is achieved by the adjustments in the level of
money income, or more especially the level of money prices, instead of the level of output or
employment. In this approach the influence of the quantity of money has not been omitted,
but in contrast to the quantity theory version, the money supply affects the aggregate
demand in more indirect manner.
The cost-push or supply theories of inflation are also further applications of the Keynesian
model to explain the inflationary process in developed economies. Some apparatus of the
Keynesian model – the assumption that money wages are an exogenous variable of the
income-expenditure-income sequence -

are fundamental to the cost-push approach

(Johnson, 1961). The absence of a theory on the determination of money wage rate in the
Keynesian model allowed subsequent writers to suggest into different theories on money
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wage determination in the Keynesian model. The cost-push theory postulates that the prices
are pushed up as a result of a struggle among the pressure groups in the economy for shares
in the national income. Organized labour and oligopolistic firms are often singled out for
attention as important pressure groups, although it may be possible that higher costs result
from external factors such as rising import prices. The proponents of the cost-push theory
state that wage rate and product prices are not strictly market-determined, rather they are
set by administrative action.
The traditional theories of inflation have failed to give proper consideration to the effect of
external factors upon an individual country’s overall price level. The international aspects
did not enter the traditional models of inflation for the simple reason that they were based
on closed economies. However, a number of new developments in the theory of inflation
have appeared in recent literature with the acceleration of inflation in both developed and
developing countries towards the end of 1960s. Important among them are the monetary
approach to balance of payments and the Scandinavian version of the structural hypothesis.
These theories focus on international dependence of small economies and world inflation as
important factors generating inflationary pressures in the domestic economy (Swaboda,
1972; Branson and Myhrman, 1976).
Until the mid-1950s, the theoretical approaches suggested to explain the behaviour of
aggregate price level were mainly based on the conditions prevailing in developed
economies. No distinction was drawn between the process of inflation in developed and that
of less developed economies. It was in the second half of the 1950s that some economists,
particularly those of Latin American countries, began to express their reservations about the
applicability of demand and supply theories of inflation to developing economies. These
economists who later came to be known as the ‘stucturalists’, maintain that there are certain
peculiarities in the inflationary process in developing countries, and therefore, the policy
prescriptions derived from the traditional approaches are not desirable for such situations
(Sunkel, 1959; Paus, 1991; Nag and Samanta, 1994). In order to comprehend the factors
explaining the behaviour of aggregate price level in third world countries, it is therefore,
imperative to construct a framework which should not only be a hybrid of the above
theories of inflation but, more importantly, the analysis must be undertaken at a much more
disaggregated sectoral level.

3. Trends of Aggregate Price Level
The direction and magnitude of the changes in the aggregate price level of Sri Lanka can be
gauged from three indicators: the Colombo Consumers’ Price Index (CCPI), the Wholesale
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Price Index (WPI) and the implicit GDP deflator (GDPD). The CCPI which is best described
as a retail price index, has been the official measure of inflation in Sri Lanka since 1953. The
older version of the CCPI having a base year as far back as 1952 was computed in
accordance with the household consumption of the working class households within the
Colombo Municipal area, as per the family budget survey of 1949/1950. As a general
measure of inflation, the consumer price index should measure price increases experienced
by the average Sri Lankan households. Due to various deficiencies, this index has undergone
a steady erosion of credibility as a true measure of inflation in Sri Lanka. Consequently, a
new CCPI was constructed with a base year of 2002 and it has become the official index of
measuring inflation in Sri Lanka with effect from December 2007.
As an attempt to construct a more realistic measure of general price movements, the Central
Bank of Sri Lanka has constructed a Wholesale Price Index (WPI) from 1974 onwards. This
index, however, measures prices at the primary marketing level rather than at the retail
level. The commodity coverage of the WPI is wider than that of the CCPI. It includes, in
addition to consumer goods, intermediate and investment goods. However, the failure to
revise the weights used in the compilation of the WPI, weakens its reliability as an indicator
of underlying inflationary pressures since there have undoubtedly been considerable
changes in the patterns of production and trade since 1974. The WPI, in practice, resembles
a producer price index since it actually measures producer prices rather than the wholesale
prices. It is generally not used for deflating output in the national accounts, nor is it seen as
an important inflation indicator or widely used for cost of living and inflation adjustments
in contracts. Nevertheless, according to Nicholas, the commodity coverage of the index, the
prices it uses, and the weights it assigns to different categories of commodities, make it as
compared to the CCPI, a more accurate and sensitive reflector of underlying inflationary
pressures emanating from a build-up of demand pressures, supply rigidities, international
price movements etc. (Nicholas, 1990, p. 6).
The commodity coverage of the GDP deflator is the widest of the three indices. It includes
all goods and services of domestic origin, and conceptually, it is the best indicator of
aggregate price movements in the economy. However, unlike the CCPI and the WPI, GDP
deflator does not directly reflect changes in import prices. Furthermore, since the CCPI is
used in estimating GDP aggregates, it is doubtful as to what extent the GDP deflator can be
treated as an independent price indicator.
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Table 1: Movements in Aggregate Price Level in Sri Lanka, 1976 – 2008
CCPI

WPI

GDPD

Year

Index
1952=100

Change
%

Index
1974=100

Change
%

Index
1996=100

1976

200.7

1.2

111.9

8.2

10.8

5.9

1977

203.2

1.2

135.5

21.1

12.8

18.8

1978

227.8

12.1

156.7

15.6

13.8

7.8

1979

252.3

10.8

171.6

9.5

16.0

15.8

1980

318.2

26.1

229.5

33.7

18.9

18.1

1981

375.4

18.0

268.5

17.0

22.8

20.6

1982

416.1

10.8

283.3

5.5

25.1

9.9

1983

474.2

14.0

354.1

25.0

28.7

14.6

1984

553.1

16.6

444.7

25.6

33.6

17.1

1985

561.2

1.5

377.1

- 15.2

33.9

0.9

1986

606.0

8.0

366.0

- 2.9

35.9

5.8

1987

652.8

7.7

414.9

13.4

38.4

7.0

1988

744.1

14.0

488.7

17.8

42.8

11.5

1989

830.2

11.6

532.9

9.0

46.9

9.6

1990

1008.6

21.5

651.1

22.2

56.3

20.0

1991

1131.5

12.2

710.8

9.2

62.5

11.0

1992

1260.4

11.4

773.0

8.8

68.8

10.0

1993

1408.4

11.7

831.8

7.6

75.3

9.5

1994

1527.4

8.4

873.4

5.0

82.3

9.3

1995

1644.6

7.7

950.3

8.8

89.2

8.4

1996

1906.7

15.9

1145.1

20.5

100.0

12.1

1997

2089.1

9.6

1224.3

6.9

108.6

8.6

1998

2284.9

9.4

1298.7

6.1

117.8

8.4

1999

2392.1

4.7

1295.3

- 0.3

123.1

4.4

2000

2539.8

6.2

1317.2

1.7

131.3

6.7

2001

2899.4

14.2

1471.2

11.7

147.6

12.4

2002

3176.4

9.6

1629.0

10.7

160.0

8.4

2003

3377.0

6.3

1679.1

3.1

168.2

5.1

2004

3632.8

7.6

1889.0

12.5

183.0

8.8

2005

4055.5

11.6

2105.9

11.5

202.1

10.4

2006

4610.8

13.7

2351.5

11.7

224.9

11.3

2007

5416.1

17.5

2924.4

24.4

256.4

14.0

2008

6404.2a

18.2

3653.6

24.9

298.3

16.3

Note:

a

Change
%

Index value for 2008 is the average value of the index for the first 4 months of 2008.

Source: Central Bank of Sri Lanka, Annual Reports.
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Table 1 presents the three indices that are available for measuring aggregate price level and
its changes during the period 1976 – 2008. Sri Lanka has been a low-inflation country as it
has experienced price stability during the first three decades after independence. The
aggregate price level in Sri Lanka remained more or less stable throughout 1950s and till the
latter part of 1960s. The average annual change in the Colombo Consumers’ Price Index
(CCPI) was less than 1 per cent during this period. There had been a moderate increase in
the CCPI of around 6 per cent per annum between 1966 and 1976. As compared with
moderate price increases that prevailed during the pre-1977 period, the post-1977 period has
been characterized by double-digit inflation. The relatively very low inflation rate prevailed
in the period prior to 1977 is attributable to the existence of domestic price controls,
relatively stable exchange rates and widespread subsidies both on production and
consumption. Inflationary pressures had been suppressed by price controls and rationing.
Suppression of the increases in aggregate price level was a salient feature of the controlled
economy that emerged after the late 1950s and continued till 1977.
The index value of CCPI has increased from 203.2 in 1977 to 6404.2 by the middle of 2008,
which averages to 193.8 index points per year or at an average annual inflation rate of 11.6
per cent. This average annual increase in the rate of inflation during this period of three
decades has varied significantly in different time periods. For example, the period 1978-1984
was a period of high inflation where the recorded average annual inflation rate was 15.5 per
cent. During the periods from 1985 to 1987 and from 1994 to 2004, high inflation rate had
reduced to a single digit number as an average of 5 per cent per annum and 9.0 per cent per
annum respectively. However, it increased to a double digit number after 2004. The average
annual rate of inflation during this period was 15.2 per cent, far exceeding the inflation rates
observed in other countries in the region (see Table 2).
Table 2: Average Annual Rate of Inflation in Selected Countries, 1980 – 2007
Country
Sri Lanka

1980 – 1990

1990 - 2000

2000 - 2007

11.1

9.1

10.0

Bangladesh

9.6

3.9

4.3

India

7.9

7.7

4.4

Pakistan

6.7

9.7

6.5

Philippines

14.9

8.2

5.1

Thailand

3.4

3.9

2.9

Malaysia

1.6

3.6

4.8

Source: World Development Report (various years).
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Although the annual average rate of change of the CCPI, the GDPD and the WPI have
registered a broadly similar trend over the entire period 1977–2008, the WPI has displayed
somewhat divergent trends within different sub-periods. As shown in Table 3, the annual
average rate of change in WPI during the period 1977-1984 was 19.1 per cent as compared to
the corresponding changes in CCPI and GDPD of 13.7 per cent and 15.3 per cent
respectively. For the period 1985-87, while CCPI and GDPD increased respectively by
moderate rates of 5.7 per cent and 4.6 per cent per annum, the WPI registered a decline of 1.6
per cent per annum. These variations are primarily due to the basic differences in the nature
of the indices. Therefore, adequate caution needs to be taken when interpreting the
behaviour of aggregate price level in Sri Lanka using different price indices.
Table 3: Behaviour of Main Price Indicators during Sub-Periods
(Average Annual Percentage Change)
Time Period

CCPI

GDPD

WPI

1977 – 1984

13.7

15.3

19.1

1985 - 1987

5.7

4.6

- 1.6

1988 - 2008

11.7

10.0

11.1

1977 - 2008

11.3

11.0

11.9

Source: Table 1.

Figure 1 shows a plot of changes in aggregate price level in Sri Lanka as measured by the
three main price indices during the period 1977 – 2008.
Figure 1: Behaviour of Aggregate Price Level in Sri Lanka, 19777-2008
Figure 1: Behaviour of Aggregate Price Level in Sri Lanka, 1977-2008
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According to Figure 1, in most of the years during this period, the three price indices have
changed by similar magnitudes and towards same directions with the exception of a few
years such as 1978, 1985-86, 2007-08. The changes in WPI are more volatile as compared to
those associated with CCPI and GDPD. This greater volatility is almost entirely because the
WPI assigns a heavier weight to changes in the prices of internationally traded commodities
comprising of both exports and imports.
Table 4: Movements of the Sub-Commodity Group Indices of the CCPI 1977-2008
(Index value 100 = 1952)
Food
Year
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008*

Index
203.3
237.5
263.3
339.7
399.6
450.4
506.3
598.0
598.4
641.4
697.0
802.9
884.6
1090.9
1220.3
1366.0
1519.4
1654.1
1768.1
2107.6
2336.9
2592.1
2695.4
2815.8
3244.7
3589.9
3798.4
4096.2
4590.6
5198.7
6143.3
7416.8

%
change
0.59
16.82
10.86
29.02
17.63
12.71
12.41
18.11
0.07
7.19
8.67
15.06
10.30
23.32
11.86
11.94
11.23
8.87
6.89
19.20
10.88
10.92
3.99
4.47
15.23
10.64
5.81
7.84
12.07
13.25
18.17
20.73

Clothing
%
Index
change
223.8
5.72
226.2
1.07
231.2
2.21
239.9
3.76
257.8
7.46
273.8
6.21
291.1
6.32
307.5
5.63
324.2
5.43
374.5
15.52
400.9
7.05
419.8
4.71
490.0
16.72
610.2
24.53
678.4
11.18
723.6
6.66
782.7
8.17
795.7
1.66
803.9
1.03
821.8
2.23
844.0
2.70
852.3
0.98
863.6
1.29
872.9
1.11
909.6
4.20
950.5
4.50
974.4
2.51
984.0
0.99
1026.7
4.34
1067.2
3.94
1115.7
4.54
1182.0
5.94

Fuel and Light
%
Index
change
257.5
-2.90
262.1
1.79
328.5
25.33
563.9
71.66
767.9
36.18
816.4
6.32
1087.6
33.22
1282.7
17.94
1332.1
3.85
1347.6
1.16
1358.7
0.82
1335.1
12.98
1718.9
11.97
1934.2
12.53
2252.2
16.44
2334.3
3.65
2730.0
16.95
3131.6
14.71
3322.4
6.09
3591.6
8.10
3752.8
4.49
3872.8
3.20
3929.7
1.47
4660.9
18.61
5328.9
14.33
5795.8
8.76
6674.6
15.16
7315.3
9.60
8303.0
13.50
10641.8
28.17
13338.6
25.34
15241.0
14.26

Miscellaneous
%
Index
change
208.4
2.26
224.8
7.87
252.4
12.28
293.8
16.40
345.7
17.67
377.1
9.08
433.7
15.01
496.9
14.57
524.4
5.53
599.7
14.36
650.7
8.50
742.6
14.12
860.1
15.82
1021.0
18.71
1146.0
12.24
1318.7
15.07
1490.4
13.02
1578.7
5.92
1800.6
14.06
1994.7
10.78
2157.8
8.18
2319.9
7..51
2558.1
10.27
2802.4
9.55
3131.1
11.73
3327.9
6.29
3497.5
5.10
3726.4
6.54
4098.4
9.98
4482.7
9.38
4978.3
11.06
5492.6
10.33

Note: * Index values for 2008 are the average monthly value of the first four months of 2008.
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4. Behaviour of the Colombo Consumers’ Price Index
The Colombo Consumers’ Price Index which is widely used to measure the aggregate price
level in the country comprises of five commodity sub-groups, namely, food, clothing, fuel
and light, rent and miscellaneous. The weights assigned to each sub group are 61.9 per cent,
9.4 per cent, 4.3 per cent, 5.7 per cent and 18.7 per cent respectively.
Table 4 presents the index values and the rate of change in commodity sub-groups
comprising of CCPI for the period 1977-2008. The index value for the food sub-group
increased from 203.3 in 1977 to 6143.3 in 2007, which averages to 191.6 index points per
annum. The average annual change in food price index was 12.1 per cent for the period
1977-2008.Average annual change in fuel and light sub-group was 14.2 per cent and the
corresponding rates for clothing and miscellaneous groups were 5.6 per cent and 10.9 per
cent respectively (see Table 4). However, the index value of the rental component of the
CCPI remained frozen throughout the period and therefore, the index did not reflect the
actual movements of house rents in the economy during the period under study. Figure 2
displays the plotted movements of the changes in price levels in commodity sub-groups in
the CCPI during this period. With the exception of price changes in fuel and light sub-group,
price variations in other sub-categories have been in line with those of the changes in overall
CCPI. Rates of change in fuel and light prices have shown some aggressive movements
largely due to the sharp increases in global prices.
Figure 2: Colombo Consumers’ Price Index and its Commodity Sub-Groups 1977-2008

Figure 2: Colombo Consumers' Price Index and Its Commodity Sub-Groups
1977-2008
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Although the annual average increase in fuel and light price level was much greater than
that of food prices, its contribution to the rise in the overall price level was relatively small.
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Food price which carries the largest weight on the CCPI, has been the key factor determining
the magnitude and direction of the aggregate price level. This is confirmed by the regression
results presented in Table 5.
Table 5: Relationship between Percentage Change in CCPI and its Components
Regression Results, 1977 – 2008
Model 1
Dependent Variable: Annual Percentage in CCPI
Variable

Constant

Food

Fuel

Clothing

Time

Coefficient value

- 93.99

0.74

0.07

0.13

0.05

t-statistic

- 3.07

26.35

5.91

4.84

3.11

Adjusted

R2

= 0.98

DW – statistic = 1.88

Food = % in food price;
Time = time trend

F – statistic = 385.0

Fuel = % in fuel price;

Clothing = % in price of clothing;

Model 2
Dependent Variable: Annual Percentage Change in CCPI
Variable

Constant

Food

Fuel

CCPI -1

Coefficient value

1.42

0.77

0.05

0.02

t-statistic

3.16

24.08

3.45

0.65

Adjusted R2 = 0.98

DW – statistic = 1.98

F – statistic = 392.32

As compared with the coefficient values of non-food variables such as fuel and clothing, the
food price variable has a higher coefficient value in both models presented in Table 5. This
implies that change in the prices of food items has a significant impact on the aggregate
price level in Sri Lanka.

5. The Factors Determining Aggregate Price Level
Disaggregated sectoral analysis will be more useful in explaining the aggregate price
behaviour in Sri Lanka. The factors responsible for the post-1977 aggregate price behaviour
in Sri Lanka can be broadly classified into two categories, viz., internal factors and external
factors. Both internal and external factors have demand-side and supply-side elements.
Among the internal factors, the supply shocks in the domestic food production sector and
changes in administrative prices appear to have played a significant role in determining the
movements of the aggregate price level in Sri Lanka during the last three decades. Variations
in import prices and nominal exchange rates are the important external factors affecting
aggregate price level in the country. Most of the analysts on Sri Lankan inflation in recent
decades argue that cost push factors are more crucial than demand pull factors in generating
inflationary pressures (IMF, 1992; Nicholas, 2008).
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Domestic supply which is very sensitive to weather conditions is an important variable
determining food prices in Sri Lanka. As shown in Table 4, there have been a number of
years registering sharp increase in food prices during the post-1977 period. Most of these
price increases are associated with crop failures due to adverse weather conditions such as
severe droughts or heavy rains. For example, between 1988 and 1990 food prices rose by an
annual average of nearly 17 per cent and between 1996 and1998, it rose by an annual
average of 14 per cent. In both occasions, supply limitations due to adverse weather
conditions were amongst a number of other factors that contributed to the sharp increase in
food prices. It is important to note, however, that the poor harvest of paddy, the main staple
crop during this period, was not fully reflected in the aggregate price level and the
individual prices due to the maintenance of large buffer stocks and the importation of
cheaper food.
One of the internal factors responsible for the escalation of aggregate price level, is the
increase in administered prices. The impact of changes in administered prices by the
government from time to time are well pronounced in the movements of aggregate price
level after 1977. Following a period of poor economic performance during 1970-77, the
government of Sri Lanka initiated a new economic policy in 1977 that sought to gradually
increase the role of markets by relaxing the regulations on private sector activity. Under
these reforms, government began the process of reducing the wide array of subsidies and
began moving from administered prices that governed a wide range of commodities to
market prices. The food subsidy and free ration of rice which was available to the entire
population with the exception of a small income tax–paying segment, was restructured. The
restructuring of the food subsidy on an income criterion led the way to phase out food
subsidies as income increased. Several other subsidies such as those on public transport,
fertilizer and petroleum products were removed or adjusted progressively over this period.
The change in subsidies for basic items like rice, wheat flour, bread and sugar and a pricing
policy based on the full cost of the commodity resulted in higher prices of all these
commodities. Elimination of food subsidies and upward revision of administered prices had
a major impact on the aggregate price level. Due to the high weight of items like wheat flour
and bread in the CCPI, it has been found to be over-sensitive to changes in administered
prices.
Among the external factors determining aggregate price level in Sri Lanka, import prices
and exchange rate depreciation are more significant. With the liberalization of the economy
after 1977, its vulnerability to external factors increased drastically. Even in the absence of
domestic inflationary forces, small open economies are particularly susceptible to the
inflationary pressures prevailing in other countries. The international inflationary pressures
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can be transmitted directly through an increase in the price of imports and exports. Sri
Lanka depends heavily on imports to meet her essential consumer and capital goods
requirements. The share of imports in Gross Domestic Product was 34 per cent in 2008.There
is a relatively high import content in food, manufacturing and construction sectors of the
economy. Furthermore, most of the imports are non-competitive goods such as wheat flour,
fertilizer, petroleum, machinery and equipment etc. for which the demand is relatively
inelastic with respect to price. Under the circumstances, it is inevitable that the domestic
price level is affected either directly through an increase in the price of imported consumer
goods, or indirectly through increasing the cost of manufacturing goods. The share of
imported items in the consumer basket accounts to around 25 per cent having a high
vulnerability of rising international market prices on domestic inflation.
The depreciation of the external value of the rupee has been a significant factor that
contributed to the rising cost of imports in addition to an independent increase in global
prices. Prior to 1977, Sri Lanka had a fixed exchange rate regime which was subjected to
periodical devaluations, supported by a system of exchange controls. Since November 1977,
the country has adopted a system of managed floating exchange rates which allow for
market forces to play a substantial role in the determination of exchange rates. In 2001, the
Central Bank of Sri Lanka took a major step towards liberalizing the foreign exchange
market by allowing the commercial banks to determine the exchange rate (independent
float). During this period, the rupee has depreciated continuously against the major
currencies in the world, partly reflecting the widening gap in the current account of the
balance of payments. The US dollar rate at the end of 2008 was Rs. 113.14 as compared to
Rs. 40.24 in 1990 and Rs. 15.51 in 1978. The nominal effective exchange rate index which
stood at 100 in 1996 fell to 58.55 in 2008. It has been observed that one per cent depreciation
of the exchange rate against US dollar contributes to around 0.3 per cent increase in
domestic inflation (Central Bank of Sri Lanka, 2008).
The movements of percentage change in import price index and the percentage change in
GDP deflator are plotted in Figure 3. The impact of import prices is not directly felt on the
aggregate price level due to prevalence of administered prices. However, the movements of
administered prices often mirrored those in import prices (Nicholas, 1990).
A recent study by IMF concludes that import prices explain more variation in administered
prices than in consumer prices, possibly reflecting that the Sri Lankan authorities adjust
administered prices more in line with changes in import prices in general (Duma, 2008).
According to this study, external shocks comprising of exchange rate, oil price and import

318

Behaviour and Determinants of Aggregate Price Level during the Post-1977 Period

price shocks, explain about 28 per cent of the variation in core inflation that Sri Lanka
experienced between 2003 and 2007.
Figure 3: Behaviour of GDP Deflator and Import prices in Sri Lanka, 1977-2008
Figure 3: Behaviour of GDP Deflator and Import Prices in Sri Lanka, 1977-2008
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Regressing annual change in aggregate price level as represented by GDP deflator against
percentage change in import prices and broad money supply, has given the results shown in
Table 6. The results suggest that there is a strong relationship between aggregate price level
and the import prices. The parameter estimate for import prices is significant at 1 per cent
level. Contrary to the orthodox perception, the results further reveal that there has been no
impact from the change in money supply to the change in GDP deflator during this period.
Table 6: Relationship between Percentage Change in GDP Deflator and Changes in
Import Prices and Broad Money Supply Regression Results, 1977 – 2008
Dependent Variable: Annual Percentage Change in GDP Deflator
Variable
Coefficient value

Constant

Pm

M2

Year

% change in GDPD -1

797.44

0.23

0.00

- 0.40

0.65

1.61

7.32

3.56

- 1.60

8.56

t-statistic
Adjusted R2 = 0.99

DW – statistic = 1.59

F – statistic = 14502.38

The orthodox view that there is a strong relationship between change in money stock and
change in price level is based on the premise that the velocity of money is relatively stable.
When the velocity of money is stable, any expansion in money stock would result in an
excess demand for money balances which generates pressure on aggregate price level to rise.
The investigation of the behaviour of income velocity of money in Sri Lanka during this
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period does not confirm the traditional view that the velocity of circulation of money is
relatively stable.
Figure 4: Change in Income of Circulation of Narrow Money and Board Money.
Annual Percentage Change, 1978 - 2008
Figure 4: Change in Income Veocity of Circulation of Narrow Money and Broad Money.
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Annual percentage changes in income velocity of narrow money and broad money between
1978 and 2008 are plotted in Figure 4 which does not support the view that velocity is
relatively stable. It is also interesting to observe that average annual variation of income
velocity of narrow money and broad money during this period has been almost at the same
magnitude and has taken the values of 7.59 per cent and 7.53 per cent respectively.

6. Summary and Conclusion
Sri Lanka was a low-inflation country before 1977.During the three decades beginning from
1978, Sri Lanka had recorded on average, an annual inflation rate of slightly over 11 per cent.
The liberal economic policies accompanied with the structural adjustment programme
introduced after 1977, resulting in inflationary pressures becoming of particular concern in
macroeconomic management of the country. Colombo Consumers’ Price Index and the GDP
deflator are the most widely used indicators of aggregate price level in Sri Lanka. The
applicability of the theoretical approaches developed in advanced countries has certain
limitations in the context of developing countries with open economies.
The main causes of inflation in Sri Lanka appear to have been various cost-push factors
such as supply stocks pertaining to the domestic food production sector, the administered
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prices associated with the regulatory role of the government, rising import prices and the
depreciation of the nominal exchange rates.
Food prices play a dominant role in determining the behaviour of CCPI. Food prices account
for more than 70 per cent of the variation in the CCPI. Food prices reflect the combined
effect of changes in both import prices and administered prices. This study does not confirm
the importance of monetary expansion in generating inflationary pressures in the economy.
However, further statistical tests based on a large number observations are necessary to
arrive at a more conclusive result on this matter.
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Towards a More Growth Oriented Fiscal Policy
Martin Brownbridge and Sudharshan Canagarajah

1. Introduction
Sri Lanka has made impressive progress in many areas of social and economic development
over the last two decades, especially in human capital development, but two facets of its
performance have been disappointing. Real GDP growth has averaged about 5 per cent per
annum since the start of the 1990s (Table 1), which is much slower than the growth rates
achieved by the faster growing developing countries in this period. Also, Sri Lanka’s growth
has not been broad based; inequality as measured by the Gini co-efficient is high (0.46 for
spending units and 0.5 for income receivers)1 and has not been reduced since the 1980s. This
is partly because agricultural growth, averaging less than 2 per cent per annum since 1990,
lagged well behind that of other sectors of the economy. As a consequence, poverty
reduction has been slow: 22.7 per cent of the population lived below the poverty line in 2002
compared to 26.1 per cent in 1990/91. Therefore a key long-term challenge facing economic
policy makers in Sri Lanka is to accelerate GDP growth rates in a manner which is both
sustainable and equitable, to raise living standards and eradicate poverty.
The contention of this chapter is that fiscal policy could make a more positive contribution to
economic growth in Sri Lanka. Although many aspects of public policy have supported
economic growth since the late 1970s when major reforms to liberalize domestic and
international trade and financial markets and to open up the economy to foreign investment
were implemented, fiscal policy over a long period has been less conducive to economic
dynamism. This is because of persistently large fiscal deficits, negative public savings and
budgetary allocations which have been skewed in favour of unproductive expenditures. Key
fiscal policy objectives should include reducing the fiscal deficit and thereby, over time, the
magnitude of public debt and expanding public investment, especially in rural areas, and
other public goods and services which can complement private sector investment. Achieving
these two objectives – to reduce the fiscal deficit and expand productive public expenditures
- will require the creation of fiscal space.

1

Data from the Central Bank of Sri Lanka.
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Fiscal space is a concept used to analyze the opportunities available to mobilize or free up
budgetary resources to meet fiscal policy priorities without undermining macroeconomic
stability or public debt sustainability (Heller, 2005). Fiscal space can be created through four
channels (referred to as the fiscal diamond): (i) higher domestic revenues; (ii) higher grants
from external donors; (iii) higher public borrowing; and (iv) an improvement in the
efficiency of public expenditures. For Sri Lanka, higher public borrowing is not optimal
because public debt is already too high, while it is unlikely that external donors will increase
their grant aid significantly. Therefore, to create fiscal space, it is necessary to focus on
raising tax revenues through a broadening of the tax base and improving the efficiency of
public expenditure by reducing non-productive public expenditures, especially public
administration expenditures and transfers to public agencies and para-statals.
The organization of the rest of this chapter is as follows. Section 2 briefly examines what
economic theory and empirical evidence tells us about the links between fiscal policy and
economic growth. Section 3 reviews the main trends and characteristics of fiscal policy in Sri
Lanka since the start of the 1990s. Section 4 discusses the reforms to fiscal policy which could
support pro-poor growth.

2. Theoretical and Empirical Evidence of the Impact of Fiscal Policies on Growth
Fiscal policy can affect economic growth through its impact on aggregate demand or
aggregate supply. The demand side effects are pertinent if the economy is operating at less
than full capacity, in which case a fiscal expansion might boost growth, although the effects
will generally be relatively short-lived, as they will subside once the output gap has been
closed. Moreover, empirical research indicates that fiscal multipliers are small or even
negative when domestic financial markets are poorly developed and, therefore, less capable
of absorbing increases in government debt without crowding out private sector borrowers.
Gupta et al. (2002) estimated fiscal multipliers for 39 low income countries and found that
multipliers are often negative, although this is also influenced by the composition of the
change in the deficit. For those countries with low fiscal deficits (below 2.5 per cent of GDP),
Gupta et al. found evidence for more conventional Keynesian effects of fiscal policy, with
positive fiscal multipliers.
For fiscal policy to achieve a sustained impact on growth, it is necessary for it to boost
aggregate supply. In endogenous growth models, the effects of fiscal policy on the economic
growth rate depends upon the specific nature of expenditures and taxes, as well as deficit
financing, and is sensitive to the assumptions regarding the production structure in the
model. Endogenous growth models often involve an aggregate production function of the
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form shown below in which output (Y) is a function of private fixed capital (K), public
capital such as infrastructure (PK), human capital (H) and the supply of labour (L).
Y = f(K, PK, H*L)
Fiscal policy can effect long-term growth through public expenditures on public
infrastructure (or by providing incentives for the private sector to build this infrastructure),
public expenditure on other public goods which complement private investment but which
because of externalities cannot be provided optimally by the market (agricultural research
and extension services are possible examples of such public goods), or through public
expenditures which enhance human capital, such as education, vocational training and
health services. Fiscal policies can also affect the supply of private fixed capital, through tax
policies, through the impact of government borrowing on the cost or availability of capital to
the private sector or through other channels which affect incentives to invest, such as the
impact of fiscal policy on macroeconomic stability and private sector expectations of future
macroeconomic stability. These growth models imply that many types of public
expenditures, especially public consumption expenditures which do not enhance human
capital formation and transfer payments, will have no positive effects on long-term growth,
although there may be other desirable social objectives associated with these expenditures.
The level and composition of taxes can also affect growth. Income taxes can depress growth
in endogenous growth models because of their impact on incentives to invest or work (if
labour supply is price elastic). Trade taxes, such as import tariffs, may also have a negative
effect on growth if they reduce incentives to export and import, because international trade
often provides an engine of growth in developing countries. If the social rate of return to
private investment exceeds the private return, which could be the case because of learning
by doing with spillovers, a fiscal policy which gives incentives to private investment, for
example, through a lower corporate tax rate, will raise the rate of economic growth, but tax
incentives are not warranted if the private rate of return to investment equals the social rate
of return (Barro and Sala-i-Martin, 1992). Large fiscal deficits are likely to have a negative
impact on growth, especially in countries with shallow domestic financial markets, because
of the crowding out of private sector borrowing, the adverse impact on macroeconomic
stability, the raising of country risk premiums for accessing international capital markets,
and more generally, on private sector confidence in economic management.
The magnitude, and sometimes the sign, of the growth impact of different components of
fiscal policy in specific countries is essentially an empirical question. Empirical research has
focussed on econometric estimates of growth equations in which one or more fiscal variables
are included among the regressors. Gemmel (2001) reviews these studies and stresses that
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the conclusions should be treated with caution as many studies are methodologically weak
and the results are not very robust, especially those pertaining to low income countries.
Some of the econometric studies find a positive relationship between public investment and
growth and an insignificant or even negative relationship between public consumption and
growth. The most robust result is the negative relationship between fiscal deficits and
growth. Some researchers have found that the specific type of public investment matters for
growth: for example, Easterly and Rebelo (1993) found that while the impact of public
investment as a whole has an insignificant effect on growth, the impact of public investment
in transport and communication is significant. Bose, Haque and Osborn (2003), found that
government capital expenditure, but not current expenditure, is positively and significantly
correlated with economic growth in a panel of 30 developing countries.
Hermes and Lensink (2001) focus on one of the key channels through which fiscal policy can
affect economic growth, its effects on private investment, using econometric estimates of
private investment in less developed countries which include fiscal variables as regressors.
They find that the relationship between some categories of public expenditure and private
investment is non-linear. Public investment only has a positive effect on private investment
once it has passed a minimum level, which implies that there are positive economies of scale
to public investment.

3. Fiscal Policy in Sri Lanka
The main features of fiscal policy in Sri Lanka differ quite markedly from those which
economic theory and empirical evidence suggest, discussed in Section 2, should characterize
a growth oriented fiscal policy. Over the last two decades, fiscal policy in Sri Lanka has been
characterized by large fiscal deficits, low levels of public investment and a large share of
economically unproductive expenditure in total government spending. Rates of private
investment and savings have been strong in Sri Lanka over the last two decades, averaging
21 per cent and 23 per cent of GDP respectively, but public investment has been very low,
averaging only 3.5 per cent of GDP and public savings have been negative, averaging about
minus 2.5 per cent of GDP (Table 1). Overall investment and savings rates in Sri Lanka have
been relatively modest, at around 25 per cent and 21 per cent of GDP, which is much lower
than the investment and savings rates achieved by the faster growing economies in the
world, which have typically exceeded 30 per cent of GDP. Hence it is very likely that the
poor savings performance of the public sector has depressed overall savings, and given that
the economy does not have unlimited access to capital on international markets, this will
also have constrained domestic investment.
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Table 2 shows the main fiscal aggregates, expressed as percentages of GDP in three year
averages, over 1990-2007. The stylized facts of fiscal performance are straightforward. The
fiscal deficit before grants (which is what must be financed from domestic or foreign net
borrowing or asset sales) averaged 8 per cent of GDP over this period and shows no
significant downward trend. Three quarters of the fiscal deficit was financed from domestic
borrowing with the remaining quarter financed from external financing which was mainly
from concessional sources. Sri Lanka has also incurred primary fiscal deficits (revenues and
grants minus non-interest expenditures), which averaged 2 per cent of GDP during 19902007.
Table 1: Real GDP Growth, Savings and Investment Ratios: 1990-2007
1990-92 1993-95 1996-98 1999-2001 2002-04 2005-07 1990-99 2000-07
Real GDP growth (%)

5.0

6.0

4.9

2.9

5.1

6.5

5.2

4.9

23.1

26.1

24.6

25.8

23.3

27.6

24.9

25.3

ow Public

3.8

3.6

3.3

3.2

2.7

4.6

3.5

3.5

ow Private

19.3

22.5

21.3

22.6

20.5

22.9

21.4

21.8

16.6

19.6

21.3

21.8

20.9

21.9

19.9

21.3

ow Public

-1.5

-2.1

-2.8

-3.1

-3.8

-1.4

-2.1

-3.0

ow Private

18.1

21.8

24.1

24.9

24.7

23.4

22.0

24.3

Per cent of GDP
Gross Fixed Investment

Gross National Savings

Sources:

Real GDP growth: World Bank (2004) and IMF (2007).
Investment: Central Bank of Sri Lanka.
Savings: World Bank EDSS.

Domestic revenue mobilization was poor. Domestic revenues have fallen from around 20
per cent of GDP in the first half of the 1990s to only about 16 percent of GDP in the mid2000s. Indirect taxes fell from around 15 per cent of GDP in the first half of the 1990s to just
under 12 per cent in the mid-2000s, while direct taxes have remained at around 2.5 per cent
of GDP since the early 1990s. The failure of direct taxes to display any buoyancy is
particularly disappointing because these taxes (taxes on the income of employees and
companies) should be income elastic in an economy enjoying relatively strong growth, and
especially in an economy where growth has been led by the industrial and urban service
sectors, which are more readily captured in the tax net.
The main reason why direct taxes have not been buoyant is the ubiquitous granting of fiscal
concessions such as long-term tax holidays to companies. Fiscal concessions have also
undermined indirect tax collections, because the beneficiaries of these concessions have also
been exempted from customs and excise duties. They were originally introduced for
companies manufacturing for export in the Free Trade Zones, but since the 1990s have been
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extended to a wider range of companies. In 2000, corporate income tax paid in Sri Lanka
amounted to only 1.3 per cent of GDP, which was much less than most other fast growing
Asian countries, despite Sri Lanka having one of the highest nominal rates of corporate
income tax (35 per cent) in the region. Fiscal concessions were estimated to have cost 0.4 per
cent of GDP in lost corporate income tax revenue and 0.5 per cent of GDP in lost customs
duty revenue in the early 2000s (IMF, 2004: p. 24). Direct taxes were also low because civil
servants were exempt from having to pay personal income tax.
Table 2: Fiscal Data 1990-2007: Per cent of GDP
1990-92

1993-95

1996-98

22.6

21.2

19.1

17.5

15.8

16.9

Total Revenue

20.6

19.7

18.3

17.1

15.4

15.8

Tax Revenue

18.4

17.4

15.8

14.7

13.2

14.2

Direct Tax

2.5

2.6

2.4

2.4

2.1

2.6

Indent Tax

15.9

14.8

13.4

12.3

11.1

11.6

Non Tax Revenue

2.2

2.3

2.4

2.3

2.1

1.7

2.0

1.5

0.8

0.5

0.4

1.1

Total Expenditure

30.5

29.4

27.1

26.5

23.5

23.9

Current Expenditure

22.0

21.8

21.1

20.2

19.1

18.0

Wages and Salaries

4.9

5.2

5.1

5.4

5.2

5.9

Interest

6.2

6.1

6.0

6.0

6.6

5.0

Purchase of goods and services

4.6

4.7

4.7

4.4

2.8

2.4

Transfer

6.4

5.8

5.3

4.3

4.5

4.8

8.5

7.6

6.0

6.3

4.4

5.8

Capital Investment

3.5

3.4

2.9

2.7

1.9

3.2

Capital Transfers

2.8

2.7

2.1

2.5

2.0

2.4

Net Lending

2.3

1.5

1.0

1.1

0.5

0.2

Deficit After Grants

-7.9

-8.3

-8.0

-8.9

-7.7

-7.0

Deficit Before Grants

-9.9

-9.7

-8.8

-9.4

-8.1

-8.0

Primary Deficit

-1.7

-2.2

-2.0

-3.0

-1.1

-1.9

Financing

7.9

8.3

8.0

8.9

7.7

7.0

Net External Financing

3.5

2.4

1.1

0.4

1.4

2.1

Net Domestic Borrowing

4.1

5.5

5.6

8.3

5.9

4.9

Privatisation Receipts

0.3

0.4

1.2

0.2

0.3

0.0

Revenue and Grants

Grants

Capital and Net Lending

Source: Central Bank of Sri Lanka.
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Indirect taxes have fallen as a percentage of GDP because of reforms to liberalize trade
reduced customs tariff rates and this has not been offset by higher consumption taxes.
Although a VAT was introduced in 2002, replacing two separate sales taxes, VAT collection
was undermined by widespread exemptions which have narrowed its tax base: for example
value added in the wholesale and retail trade is not subject to VAT. Collection of both direct
and indirect taxes has also been impeded by weaknesses in revenue administration.
The decline in domestic revenues and, to a lesser extent donor grants, has forced a
retrenchment of total government expenditure, from around 30 per cent of GDP in the first
half of the 1990s to about 24 per cent of GDP in the mid-2000s. Both current expenditures
and capital expenditures and net lending have been cut as a percentage of GDP, but within
current expenditures, wages and salaries have actually increased as a percentage of GDP, by
about one percentage point, while there has been sharp cuts in spending on goods and
services and transfers.
Interest payments were also high, averaging 6 per cent of GDP, because of the high levels of
public debt. In the mid-2000s, two thirds of current expenditure was accounted for by the
government’s wage bill and its interest costs.
More than half of the government budget for capital expenditures and net lending was
allocated to capital transfers or net lending, mainly to public enterprises and other public
institutions,2 hence direct government spending on capital projects averaged less than 3 per
cent of GDP and declined over the period until the mid-2000s, when it recovered to some
extent. The low levels of government investment had adverse consequences for the
economy, especially the rural economy where growth has lagged that of urban areas. A lack
of maintenance has led to the deterioration of the road network, with only 10 per cent of the
paved road network in good condition, while poor transport links are reported as the single
most important constraint to the growth of rural firms. (World Bank, 2004: pp. 15-16).
Sri Lanka’s public debt ratios are very high because it has incurred high fiscal deficits over a
prolonged period. Public debt averaged around 100 per cent of GDP during the 1990s and
2000s (Table 3) and although it declined in the mid-2000s (to 86 per cent of GDP in 2007) this
is mainly because of an acceleration of nominal GDP growth (due to higher inflation) rather
than a reduction in the growth rate of public debt.3

2

The recipients of the largest current and/or capital transfers from the budget were the Mahaweli Authority,
the Ceylon Electricity Board, the Transport Board, the Water Supply and Drainage Board and the Road
Development Authority.

3

Nominal GDP growth averaged 20 per cent during 2005-07 compared to an average of 15 per cent during 19902007.
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Table 3: Public, Domestic and External Debt as Percentage of GDP: 1990-2007
1990-92

1993-95

1996-98

1999-2001

2002-04

2005-07

Public Debt

96.8

95.8

90.0

98.4

102.0

88.4

Domestic

40.8

43.1

45.2

53.6

56.0

50.0

External

56.0

52.7

44.8

44.8

46.0

38.4

Source: Central Bank of Sri Lanka.

The fiscal deficit was predominantly financed from domestic borrowing, as noted above,
and hence the share of domestic debt in total debt has risen while that of external debt has
fallen. However, some of the domestic debt, amounting to about 6 per cent of GDP, is now
denominated in foreign currency (to attract savings from remittances by Sri Lankan migrant
workers which is deposited as foreign currency deposits in local banks), and hence the fall in
the share of external debt overestimates the extent to which the exchange rate risk of public
debt has been reduced. Three quarters of domestic debt is held by the non-bank sector, with
the two non-bank institutions, the National Savings Bank and the Employees’ Provident
Fund, accounting for more than half of all non-bank holdings of government debt. These
two non-bank financial institutions are both publicly owned and have in effect been used to
provide cheap finance for the fiscal deficit, because real interest rates on government
securities have frequently been very low or negative.
The Sri Lankan Parliament enacted the Fiscal (Responsibility) Management Act (FRMA) in
January 2003. The FRMA stipulates ceilings on budget deficits and public debt, along with
requirements for greater transparency and reporting of budgets, and has similarities with
legislation passed in several other countries which set out formal rules for fiscal policy.
Fiscal responsibility Acts are intended to act as an agent of constraint on governments which
would otherwise, mainly for political reasons, incur fiscal deficits and levels of public debt
which would be sub-optimally high and would risk undermining fiscal sustainability. To the
extent that formal budget rules are effective and credible (i.e., the private sector believes that
the government will comply with them), they can also reduce the cost of government
borrowing because they lower the perceived risk of fiscal policies becoming unsustainable,
and hence the risk premium on government debt.
The FRMA stipulates a ceiling of 5 per cent of GDP for the fiscal deficit, to be achieved by
2006 and maintained thereafter, and a ceiling of 85 per cent of GDP for the stock of public
debt to be achieved by 2006 and 60 per cent of GDP to be achieved by 2013. The 2006 targets
were not achieved; the fiscal deficit was 7.3 per cent of GDP and public debt 93 percent of
GDP in 2006. The Government claimed that the fiscal targets were unrealistic and could only
be achieved after 2008 (Government of Sri Lanka, 2008). However, without a radical shift in
fiscal policy, to raise more revenue and/or cut expenditure, it is difficult to envisage how the
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fiscal targets will be achieved in the medium term, especially as the impact on the domestic
economy of the global economic crisis is likely to have adverse fiscal consequences. Formal
budget rules of the type set out in the FRMA are largely pointless unless government has a
very strong commitment to complying with them because there is no effective mechanism
for enforcing compliance.

4. Priorities for Fiscal Policy Reform
This Section outlines the priorities for fiscal policy reform if fiscal policy is to make a
stronger contribution to sustainable pro-poor growth. A pro-poor growth strategy requires
both an acceleration in the rate of GDP growth, to levels closer to those of the fastest
growing developing economies of the world, and a more equitable distribution of growth to
encompass the rural areas. For fiscal policy to contribute to these objectives, it will be
necessary both to reduce the fiscal deficit and to increase public spending on key
infrastructure and public goods and services to alleviate binding constraints to growth,
particularly in rural areas where most poor people live. Cutting the fiscal deficit while
shifting the allocation of public spending towards productive investment will also boost
public savings. To create the fiscal space needed to expand growth-promoting expenditures
while at the same time cutting the fiscal deficit will require revenue mobilization to be
strengthened and the share of economically unproductive expenditures in the budget to be
reduced substantially.
4.1 Cutting the Fiscal Deficit
Cutting the fiscal deficit should be a priority for two reasons: Firstly, the size of the fiscal
deficit, which has averaged 8 per cent of GDP over the last two decades, impedes more
rapid economic growth because it pre-empts resources which could be used to finance
private investment. Secondly, the fiscal deficit and the associated large public debt raises the
long-term risk of macroeconomic instability and vulnerability to a fiscal crisis, which also
deters private investment.
Freeing up Investable Resources for the Private Sector
External financing of the fiscal deficit, mostly from concessional sources, has averaged just
under 2 per cent of GDP. There are constraints on the extent to which Sri Lanka could access
more external financing from concessional sources or could mobilize commercial finance
from international markets. Hence unless the fiscal deficit is cut, government’s domestic
borrowing requirement will remain large. Domestic financing of the fiscal deficit has
averaged about 6 per cent of GDP, of which about three quarters has been met from the nonbank sector and the remaining quarter from the Central Bank and commercial banks. While
government borrowing from the non-bank sector does not affect monetary growth, it
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nevertheless pre-empts resources which could be used by the private sector. If government
were to scale back its borrowing from the non-bank sector, non-bank financial institutions
which mobilize long-term savings would instead have to seek alternative assets in the
private sector, which would increase the volume, and reduce the cost of long-term finance
for private investment. Long-term interest rates should therefore fall. Hence a reduction in
government domestic borrowing should stimulate an increase in private investment.
Reducing government borrowing from the banking sector will also generate important
benefits because it will allow the Central Bank to reign in the growth of money supply, and
thereby dampen inflationary pressures, without crowding out private sector borrowing
from commercial banks.
Cutting the fiscal deficit will also raise public savings, unless all of the cut in the deficit is
brought about by a reduction in public investment. In turn, higher public saving should
raise gross national savings, unless the increased public savings is offset by a fall in private
savings. Although the theory of Ricardian equivalence indicates that private agents sector
could reduce their savings in response to higher public savings, because of the impact of the
latter on the permanent disposable income of the private sector, the conditions necessary for
Ricardian equivalence to apply in full – notably unconstrained access to credit markets by
private consumers - are unlikely to prevail in Sri Lanka.4
Public Debt Sustainability
Cutting the fiscal deficit is necessary to ensure the long-term sustainability of public debt. By
international standards, public debt in Sri Lanka, at just under 90 per cent of GDP, is very
high. Although the public debt is currently financeable, in part because a large share of it
(about 45 per cent) consists of concessional long-term external debt, which significantly
reduces the effective interest burden, its long term sustainability will be undermined if real

4

Changes in public saving affect private saving through their impact on the private sector’s expectations of its
permanent income. The theory of Ricardian equivalence implies that any change in public saving will be offset
by an equal and opposite change in private savings, leaving domestic or national savings unchanged, although
the relevance of this depends on strict assumptions such as the absence of liquidity constraints on private
consumption. If Ricardian equivalence were to hold in full, raising public savings would be ineffective as a tool
for boosting domestic or national savings; hence several efforts have been made by researchers to test this
theory empirically in developing countries, and in particular to estimate the offset coefficient, i.e., by how
much private saving falls in response to an increase in public saving. Most of these studies find that only
partial Ricardian equivalence effects operate in developing countries (e.g. Corbo and Schmidt-Hebbel, 1991;
Elbadawi and Mwega, 2000; Lopez, Schmidt-Hebbel and Servén, 2000). The impact on domestic saving of a
change in public saving also depends on whether the latter is permanent or temporary: permanent changes
affect the consumption behaviour of all consumers, whereas temporary changes affect the behaviour of only
liquidity constrained consumers. A temporary expenditure cut is more effective than a temporary tax increase
in raising national saving because consumers do not change their savings behaviour in response to a
temporary expenditure cut, whereas unconstrained consumers will reduce savings in response to a temporary
tax increase.
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interest rates rise and/or there is a significant real depreciation of the exchange rate, unless
there is an improvement in the primary fiscal balance.
The long-term dynamics of public debt depends on the magnitude of the primary balance
and the differential between the average interest rate paid on debt and the nominal GDP
growth rate, as shown below, where d denotes total government debt, r denotes the average
nominal interest rate on the debt, γe denotes the nominal depreciation of the exchange rate
multiplied by the share of debt denominated in foreign currency in total debt, g denotes the
nominal growth rate and pb denotes the primary fiscal balance, and where debt and the
primary balance are both percentages of GDP. If the nominal interest rate exceeds the
nominal growth rate, the government must accumulate primary surpluses to prevent the
size of government debt growing ever larger.
∆dt = d t -1 ((rt + γet) -gt)/(1+gt) - pbt
Sri Lanka is currently able to incur modest primary fiscal deficits without increasing the size
of the overall debt because its average interest rate is less than the nominal growth rate. This
is because the large share of concessional debt in total debt and the low and often negative
real interest rates on domestic debt have held down the average real interest rate. However,
unless the deficit is reduced, the interest rate differential (average interest rate and the GDP
growth rate) is likely to narrow and could eventually become positive. This is because, with
concessional debt only funding about one quarter of the fiscal deficit, its share in total
government debt will fall through time. Secondly, domestic real interest rates will have to
rise if inflation is to be brought back under control. If real interest rates on government debt
become positive, the current level of the primary deficit, of around 2 per cent of GDP, will
have to be reduced to bring down government debt as a share of GDP.
The threat to fiscal sustainability posed by size of the fiscal deficit and public debt is
exacerbated by the lack of flexibility in the budget. The budget lacks flexibility because a
large share of expenditures consists of effectively non-discretionary items: wages and
salaries, interest payments and pensions. Consequently a shock to revenues, for example
caused by a slowdown in growth of the tax base, would leave government with only limited
space to adjust without expanding the fiscal deficit further, while any further increase in
government’s domestic borrowing requirement would be likely to raise borrowing costs and
thereby further exacerbate pressure on the budget.
A further adverse consequence of the large fiscal deficit and public debt burden is that
government has little scope to operate a counter cyclical fiscal policy to smoothen volatility
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in aggregate demand arising from fluctuations in external or domestic private sector
demand. An expansionary fiscal policy to offset an exogenous contraction in demand is
likely to be counter-productive because of the impact this will have on domestic interest
rates, directly because of government’s increased borrowing requirement and, indirectly
through private sector perceptions of fiscal sustainability and hence on risk premiums
charged by external lenders.
To summarize, a sustained and substantial cut in the fiscal deficit would generate the
following boost for long-term economic growth. First, it would raise public savings and,
thereby, national savings which would allow higher rates of investment to be financed from
domestic resources. The mechanism through which this would be brought about is likely to
be through the domestic financial market. A lower fiscal deficit would allow government to
cut its domestic borrowing requirement, which in turn would encourage domestic banks
and institutional investors to re-allocate their asset portfolios towards private sector
investment. The reduction in government domestic borrowing will also reduce interest rates,
thereby helping to stimulate demand for private investment. Secondly, reducing the fiscal
deficit is a prerequisite for reducing the burden of public sector debt to levels which are
sustainable in the long run. The current level of debt, which is close to 100 per cent of GDP,
is far above the level which would be regarded as sustainable in developing countries.
Thirdly, cutting the fiscal deficit, and through time, the level of public debt, will reduce
domestic and external market perceptions of fiscal and economic risk in Sri Lanka, thereby
reducing country risk premiums and enhancing the economy’s access to external capital.
Fourthly, cutting the fiscal deficit and the level of public debt will restore some flexibility to
use fiscal policy as a counter-cyclical tool of macroeconomic management, thereby allowing
it to make a greater contribution to macroeconomic stabilization.
4.2 Tax Policy Reform
Domestic revenue mobilisation can be strengthened by raising tax rates, broadening the tax
base or by improving tax administration. Because the rates on most major tax handles in Sri
Lanka are already close to, or higher than, international norms, the scope for raising tax rates
is limited without creating distortions to resource allocation or inducing greater efforts at tax
evasion. Broadening the tax base offers more realistic opportunities for raising revenue and
could do so without exacerbating tax induced distortions to resource allocation: indeed by
reducing discrepancies in the tax treatment of different activities it could alleviate tax
induced distortions to resource allocation.
Sri Lankan tax policy has narrowed the tax base because of the plethora of fiscal concessions
which exempt or reduce the liability of the beneficiaries of these concessions to pay
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corporate income tax, customs duties and VAT. As in many Asian developing countries,
incentives have been granted to companies to promote private (often foreign) investment.
However, there is little international evidence, from either econometric studies or investor
surveys, that fiscal incentives are effective at promoting private investment in a cost effective
manner (Zee, Stotsky and Ley, 2002).
While corporate income tax holidays can raise the after-tax rate of return to investors, the
expected after-tax return is only one among many factors which influence investment
decisions, especially in a risky investment environment. Corporate income tax holidays
cannot make an unviable project profitable, because they confer no benefit on a project
which earns no profits. The underlying factors which determine the viability of an
investment, such as the expected demand for the output of a project, the cost and availability
of labour and infrastructure, access to markets and economic and political stability, have a
greater influence on investment decisions than the inducement of fiscal incentives. Import
duty exemptions can affect pre-tax private rates of return, but this provides the greatest
benefit to businesses which rely heavily on imported inputs and which create little value
added in the domestic economy, often with only minimal capital investment.
Fiscal incentives are costly in terms of lost revenue, because many companies benefit from
them which would otherwise still have undertaken investments and paid taxes and because
they are often abused. In addition, the administration of selective tax incentives exacerbates
the administrative burden on the tax authorities. Once a scheme of discretionary incentives
has been put in place, abuse is very difficult to control because of the incentives this creates
for the potential beneficiaries to bribe politicians and public officials. Instead of offering tax
holidays and duty exemptions on a selective basis to investors, a more effective way to
stimulate investment is to include accelerated depreciation allowances and capital
allowances in the income tax code. Accelerated depreciation and capital allowances are
directly targeted on the activity which governments want to stimulate: capital investment.
They are less costly in terms of revenue foregone, because the depreciation allowance only
applies to new capital investments and they are easier to administer for tax administrations
(Morisset and Pirnia, 2001).
4.3 Rationalizing Expenditures
The Sri Lanka budget includes a large share of economically unproductive expenditure
which needs to be reduced in order to create fiscal space for more productive and growthoriented expenditures and to reduce the fiscal deficit. However, rationalizing expenditures
will be difficult because of the very large share of the budget which comprises wages and
salaries, pension payments, interest payments and defence expenditures: interest and

335

Martin Brownbridge and Sudharshan Canagarajah

pension expenditures are statutory items which cannot be cut while reducing wages and
salaries and defence expenditures will face strong political opposition.
The expenditure cuts needed to reduce domestic borrowing should be focused mainly on
current expenditure, because public investment is already low (although some individual
public investment projects could be cut as discussed below). Hence it is essential that
government should further rationalize public administration and the public sector. Sri Lanka
has one of the largest public sectors compared to many other countries (see Table 4 below).
Sri Lanka should focus on creating an efficient, motivated and results oriented public sector.
Table 4: Civil Service Staffing in South Asian Countries: Employees per 100 population
Central
Government
Employees

Non-central
Government
Employees

Total Civilian
Government

India

0.4

0.4

1.2

Bangladesh

0.4

Pakistan

0.4

0.6

1.5

Sri Lanka

2.3

1.6

3.9

Country

0.6

Source: World Bank (2004).

The linkage between public sector reform and the elimination of the overall budget deficit is
straightforward. Shortcomings in the devolution process, numerous and overlaying
ministries and political patronage have contributed to an excessive number of public
employees. Sri Lanka has one of the largest bureaucracies in the region, with a ratio of 3.9
civil servants per 100 people. Between 1990 and 2001, public sector employment grew at 3.6
per cent annually, outpacing the growth in the population and the labour force. Devolution
has led to an expansion of central government’s administrative structure without
corresponding savings. The functions of many of the central government development
ministries overlap substantially with those of the Provincial Council governments. Central
government’s regional development ministries are not co-terminous with the boundaries of
Provincial Councils. Autonomous government agencies – regulatory bodies, research
institutions, and service delivery organizations - have been growing fast. There is evidence
of unnecessary balkanization among statutory boards, such as Coconut Cultivation Board,
Coconut Development Authority and the Coconut Research Institute. Central government
transfers to public institutions increased by 300 per cent during 1998-2002. At the ministry
level, the Ministries of Samurdhi and Ministry of Social Welfare is a good example of
duplication.
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In order to address these problems, government needs strong political commitment in order
to reduce overstaffing and the wage bill, the excessive salary compression which is not
conducive to incentives for high level civil servants, administrative fragmentation,
duplication, wastage and outdated processes and procedures.
In addition to rationalizing public administration expenditures, the government should
eliminate the budgetary burden of supporting loss-making state owned enterprises (SOEs)
through corporatization and/or privatization. The fiscal burden of SOEs, which is
manifested through budgetary subsidies and tax exemptions is high, and their service
delivery is poor. Direct subsidies from the budget to SOEs alone absorb 3 per cent of GDP
annually, which is greater than the entire education budget. The privatization of public
enterprises can provide additional fiscal space. The Ceylon Electricity Board and the Ceylon
Petroleum Corporation are both causes of major concern due their incurring continuing
quasi-fiscal deficits. Other public enterprises which could be privatized to create fiscal space
and improve efficiency are the Sri Lankan Railways, the Sri Lankan Transport Board, the
Mahaweli Authority and the state owned banks (Sarvananthan, 2008).
Government investment expenditure is relatively low for a developing country, at around 3
per cent of GDP in 2005-07, and should not be reduced further, but within the capital budget
there is scope for improving allocative efficiency by better project selection. The government
has embarked on or is planning several major projects whose social rates of return are
tenuous, such as the proposed second international airport.
A possible alternative to government funding infrastructure projects is to develop these
projects as public private partnerships (PPPs) whereby private investors will provide the
bulk or all of the finance and assume many of the risks involved in the project. PPPs can be a
useful tool for providing infrastructure services more efficiently because they transfer
certain types of risk, such as the risk of construction cost overruns, to the private sector
which has stronger incentives to control the risk. However they are not costless to
governments. If the infrastructure produces services which have the nature of a “public
good” and which therefore are not sold directly to the public, government must purchase
the service from the private investors, and hence will incur expenditures of a contractual
nature over the long-term.5 Although there may be short-term budget savings because the
private sector rather than the government funds the capital investment, these will be

5

An example of this type of PPP is a prison, which is built by the private sector and then leased to the
government under a long-term contract. Often the private sector will provide complementary services, such as
maintenance and in some cases also operates the facility, in return for fees paid by government.
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partially or fully offset by higher future costs to government arising from the user fees it
pays to the private investors.
PPPs are complex to design optimally and they can entail major fiscal risks for governments,
even if the services produced by the infrastructure are sold to the private sector rather than
government, as in the case of electricity or toll roads. Fiscal risks arise if governments
provide loan guarantees for loans contracted by the private investors (to reduce their costs of
finance) or minimum revenue guarantees to the private investors. The rationale for
government providing revenue guarantees is that the infrastructure project involves large
macroeconomic or political risks which the private investors themselves cannot control.
However, governments which are anxious to meet public demand for infrastructure services
might be tempted to provide over-generous guarantees in order to attract private
investment, which then translate into claims on the budget in future years if the demand for
services is lower than projected or if it proves politically untenable to increase user tariffs to
levels sufficiently high to ensure that the project can earn the minimum revenue. Mody
(2000) reviews the performance of PPP projects in infrastructure in East Asia and other
developing countries. He points out that over-optimistic demand projections and
construction cost overruns have characterized many transport network PPP projects
throughout the world, and that PPP projects with implicit or explicit government guarantees
have led to significant fiscal costs for governments.

5. Conclusions
While Sri Lanka has made good progress in many areas of socio-economic development, the
contention of this Chapter is that more could have been achieved with better fiscal policy. In
many respects fiscal policy reform has lagged behind other areas of policy reform in Sri
Lanka. Fiscal policy could make a stronger contribution to economic growth.
The priority for fiscal policy should be to cut the large fiscal deficit and to re-allocate public
expenditures towards infrastructure and other essential public services which can
complement private sector production, especially in the rural areas. Cutting the fiscal deficit
is necessary to free up domestic financial resources for higher levels of private investment
and to reduce public debt to levels which are sustainable over the long-term.
Creating the fiscal space to meet these fiscal policy priorities will be very challenging. The
only feasible sources of fiscal space are to mobilize more domestic revenues and to cut
unproductive

public

expenditures,

including

the

excessive

public

administration

expenditures and subsidies to loss-making public enterprises. Tax policy reform is a
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prerequisite to higher revenue mobilization. The priorities should be to broaden the tax base
by eliminating the plethora of fiscal concessions and exemptions which have been offered to
investors.

References
Barro, Robert J. and Xavier Sala-I-Martin (1992), “Public Finance in Models of Economic
Growth”, The Review of Economic Studies Vol. 59, No. 4, pp. 645-661.
Bose, N., M.E. Haque and D. Osborn (2003), “Public expenditure and economic growth: A
disaggregated analysis for developing countries”, Working Paper, University of
Manchester.
Corbo, Vittorio and Klaus Schmidt-Hebbel (1991), “Public Policies and Saving in
Developing Countries”, Journal of Development Economics 36 (1991): pp. 89-115.
Easterly, William R. and Sergio T. Rebelo (1993), Fiscal Policy and Economic Growth: An
Empirical Investigation”, Journal of Monetary Economics, Vol. 32, No. 3, pp. 417-58.
Elbadawi, Ibrahim A. and Francis M. Mwega (2000), “Can Africa’s Savings Collapse be
Reversed?”, The World Bank Economic Review, Vol. 14, No. 3, pp. 415-43.
Gemmel, Norman (2001), “Fiscal Policy in a Growth Framework”, in Tony Addison and
Alan Roe (2004) (eds.), Fiscal Policy for Development: Poverty, Reconstruction and
Growth, Palgrave Macmillan, pp. 149-176.
Government of Sri Lanka (2008), “Fiscal Management Report”, Colombo.
Gupta, Sanjeev, Benedict Clements, Emanuele Baldacci and Carlos Mulas-Granados
(2002), “Expenditure Composition, Fiscal Adjustment and Growth in Low-Income
Countries”, Working Paper WP/02/77, International Monetary Fund.
Heller, Peter (2005), “Understanding Fiscal Space”, Discussion Paper 05/4, International
Monetary Fund.
Hermes, Neil and Robert Lensink (2004), “Fiscal Policy and Private Investment in Less
Developed Countries” in Tony Addison and Alan Roe (2004) (eds.), Fiscal Policy for
Development: Poverty, Reconstruction and Growth, Palgrave Macmillan, pp. 177-198.
International Monetary Fund (2004), “Selected Issues and Statistical Appendix”, IMF
Country Report 04/69.
Lopez, J. Humberto, K. Schmidt-Hebbel and Luis Servén (2000), “How Effective is Fiscal
Policy in Raising National Saving”, The Review of Economics and Statistics, Vol. 82, No.
2, pp. 226-238.
Mody, Asoka (2000), “Contingent Liabilities in Infrastructure: Lessons of the East Asian
Crisis”, mimeo.
Morisset, Jacques and Neda Pirnia (2001), “How Tax Policies Affect Foreign Investment: a
review”, in Using Tax Incentives to Compete for Foreign Investment: Are they worth the
costs? Eds., Louis T. Wells Jr, Nancy J. Allen, Jacques Morisset and Neda Pirnia,
Foreign Investment Advisory Service Occasional Paper 15, pp. 69-103.
Sarvananthan, Muttukrishna (2008), “An Exploration into Mahindanomics”, mimeo.
World Bank (2004), Sri Lanka Development Policy Review, Report No. 29396-LK.
339

Martin Brownbridge and Sudharshan Canagarajah

Zee, H.H., J.G. Stotsky and E. Ley (2002), “Tax Incentives for Business Investment: A Primer
for Policymakers in Developing Countries”, World Development, Vol. 30, No. 9, pp.
1497-1516.

340

14
Post-Reform Public Finance Management: Problems and Prospects
J.M. Ananda Jayawickrama

1. Introduction
The financial stress of the public sector is one of the major economic concerns in both
developed and developing countries. Over the last three decades, there has been a tendency
for large fiscal deficits to appear, resulting in a high accumulation of government debt. It is
argued that in the absence of the Ricardian equivalence theorem,1 fiscal deficits have large
impact on the macroeconomy. Fiscal deficits also cause inter-generational burdens since
most of the excess expenditures are financed by issuing debt which increases the tax
liabilities of future generations. The advocacy of the government budgetary policies has
varied with different economic ideologies. Before Keynesian economics, fiscal policy was
mainly governed by the principle of fiscal responsibility rule proposed by Adam Smith.
From Adam Smith’s point of view, no difference was found between budgetary accounts of
a family and of the government. Therefore, policy makers were advised to maintain
government revenue and spending accounts in balance. The government should not spend
without imposing taxes and shift the present fiscal burdens to future generations by bond
financing deficits. The general policy rule was to run a balanced budget or budget surpluses.
Deficits were tolerated only in extraordinary times such as unexpected wars or recessions.
Surpluses attained in normal periods should be sizeable to cushion unanticipated deficits
(Buchanan and Wagner, 2000).
Keynesianism which revolutionized economics in the 1930s had a profound influence on the
conduct of fiscal policy. Keynes proposed that budgetary conduct of the government is
totally different from that of individuals/firms. A policy that is folly in the conduct of a
family budget may be prudence in the conduct of the budget of a nation (Buchanan and
Wagnar, 2000). In Keynesian economics, a key role is assigned to the government budget as
it was used to achieve important macroeconomic objectives such as economic stabilization at
the full employment level, allocation of resources and distribution of income. Large deficits,
and thereby the accumulation of debt, can be tolerated if excess expenditures enhance the

1

The Ricardian equivalence theorem states that only the quantity of government expenditure, not the division
of financing expenditure between taxes and bonds, affects the economy. If individuals foresee that their future
tax liabilities are exactly equal to the return from bond holding, the policy does not affect the individuals’
wealth, consumption and investment (see Romer, 2006: p. 568). The Ricardian equivalence theorem was
originally proposed by David Ricardo and later elaborated by Robert Barro (Barro, 1974). See Seater (1993) for
an extensive survey of literature.
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production capacity and help stabilize the economy. In addition, Keynesianism pointed out
that deficits do not matter if they are financed by debts within the nation (Feldstein, 1995).
These views resulted in recurrent and large budget deficits as policy makers were no longer
obliged to balance the budget.
However, this unbalanced budget rule has often led policy makers to make seemingly
irresponsible spending decisions and this paved the way for various rent-seeking activities
(Feldstein, 1995). Continuous deficits also involve a departure from the optimal policy of tax
smoothing. Under the tax smoothing hypothesis, fiscal policies are chosen optimally to
minimize the present value of distortion costs of taxation (Barro, 1979; Romer, 2006: p. 573).
The implication is that large deficits require the expected future tax rate to be higher than
the current tax rate if the inter-temporal budget constraint of the government is valid.
Feldstein (1995) noted that deficits are not benign as they create a massive deadweight loss
to the economy. Given the consequences of large and recurrent fiscal deficits, the recent
trend has been to narrow down the gap between government spending and revenue. In
many countries, fiscal deficits have fallen sharply in 1990s (Auerbach, 2003; Adam and
Bevan, 2005). One reason for the tightening fiscal policy was the rapid accumulation of debt
in the past (Bohn, 1998). Another reason, particularly in developed countries, was the
rejection of the Keynesian view that deficits are benign. Because of its contemporaneous
effects and inter-generational burdens, many prefer to reduce (or eliminate) fiscal deficits
(Feldstein, 1995). On the other hand, declining fiscal deficits in many developing countries
are a result of public finance management reforms introduced by international funding
agencies, in particular the IMF and the World Bank.
The aim of the present Paper is to examine the post-reform public finance management of
Sri Lanka. The Paper is organized as follows: Section 2 of the paper discusses some concepts
of public finance management. A brief discussion on policy changes, in particular policy
changes related to government finance, is given in Section 3. Section 4 includes a lengthy
discussion of public finance management of Sri Lanka by focusing on fiscal discipline,
expenditure rationalization, deficit and debt management and institutional changes. Section
5 of the paper concludes and provides policy implications.

2. Public Finance Management: Some Concepts
Though the ideological changes in the 20th century in resolving economic crises, such as the
Great Depression, led states to have a big role in the economy, state-oriented polices failed to
address many contemporary economic issues. As a result, the economic role and the
efficiency of the government were seriously questioned in the latter part of the 20th century.
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Associated economic and institutional deficiencies of the state-led economic mechanism and
pro-market ideological changes in the 1970s and 1980s favoured public sector reforms. These
reforms were characterized by preference for a minimal government with rationalization of
government spending, and low fiscal deficits and debt ratio. The reform process was further
pressurized by multilateral donor conditions (Samaratunge and Bennington, 2002).
Public finance management is concerned with the management of public funds through an
efficient and responsible budget process. The budgetary process of a government can be
divided into various stages: long-term and medium-term planning, budget call, annual
budget formulation by the executive, passage in the legislature, budget implementation and
oversight. All these stages are crucial for a smooth and effective allocation of limited
resources among different alternatives. Because taxation often creates an excessive burden to
the economy, government’s spending policies must be designed to allocate these valuable
resources effectively and productively. Since current spending has repercussions not only
for the present generation but also for future generations, allocation of resources on
productivity enhancement is important while mismanagement of public funds, burdens
future generations as well.
The government should have a long-term planning on the budget process, clearly stating the
outcomes of the present policy. Given the dynamic nature of modern economies,
governments resort to the use of medium-term planning rather than long-term planning in
the preparation of the budget. The executive should adhere to these long-/medium-term
objectives of the fiscal policy in the formulation of the budget. In the stage of budget call, the
interests of bureaucracy play a vital role. The efficient use of public funds and the progress
of public finance management reforms depend, to some extent, on the willingness of
bureaucrats to support such programmes. The progress of a public finance management
reform process requires the ability of the civil service and the institutional structure to carry
out such programmes. In particular, since many public finance management reforms restrict
government’s activities, public servants may be opposed to or could follow a lethargic
approach towards policy reforms. The legislature has the primary responsibility of better
management of public finance and direction of the fiscal policy and should be cautions on
whether the budget proposed by the executive is consistent with the stated long-/mediumterm objectives of the fiscal policy. A passive passage of the budget in the legislature does
not induce the government to choose the best alternative and would lead to misuse and/or
under-utilization of public resources. Another important requirement for an efficient budget
process is the availability of well-established monitoring institutions and well-defined rules
and regulations. Further, there are issues such as the ownership of reforms, capability of
undertaking reforms, sequencing of different reforms, accountability and transparency of
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reforms (Samaratunge and Bennington, 2002). Donors also play an important role in the
public finance management reform process. Though it is not very successful always, donors
can potentially influence governments by threatening to cancel disbursements of foreign aid
and to refrain from future funding.

3. Major Economic Reforms in Sri Lanka Since 1977
Economic performance of Sri Lanka during the pre-1977 period indicated trends towards
improving social welfare. These welfare-oriented, state-led economic policies did not
provide enough incentives for high economic growth (Rodrigo, 2000). Governments
favoured the expansion of the public sector while containing private sector activity. The
pace of capital accumulation was retarded with low investment commitment. In response to
high unemployment and low productivity growth, governments aimed at sustaining
people's consumption levels through various direct and indirect subsidies. In consequence,
budget deficits increased over the years.
The right-wing government elected in 1977 undertook major changes in macroeconomic
policies in the direction of liberalizing the economy and emphasized the role of the market
mechanism. Under the policy changes, economic growth was accorded priority over the
redistributive aspects. The shift in economic policy focus was from a state-led, social-welfare
policy to a market-led, growth-oriented one. The new economic policy implementation was
integrated with a public sector reform process as well. The economic liberalization process
started in 1978 was later supported by structural adjustment policy packages associated with
the IMF and the World Bank conditionality arrangements. These structural adjustment
policy packages targeted reforms in demand-management policies as well as supply-side
policies.2 Demand-management policies intended to contain the growth of aggregate
demand relative to production and operated through fiscal and monetary policies. The main
policy variables were: interest rates, volume and flow of credit, public expenditure and
taxation. The supply-side measures targeted the improvement of the efficiency of
investment (both public and private), the reduction/ elimination of price distortions,
reduction/removal of tariff and other barriers on trade, improving the efficiency of public
enterprises through privatization and restructuring, and mobilizing savings in the economy,
especially by reducing fiscal deficits. On the other hand, exchange rate policies have both
demand-side and supply-side elements such as expenditure reducing/switching,

2

The structural adjustment policies were associated with two phases of liberalization, namely the 1977-88
period and the post-1988 period. The two phases differ in terms of some details of policies adopted and the
speed of their implementation.
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stimulating the supply of tradables by improving international competitiveness of exports,
and profitability of import substitution.
In the first phase of liberalization policies, less attention was paid on public finance policy
reforms, though the government gradually limited its economic role. Reforms of
international trade policies, however, affected public finance markedly with the fall of
revenue from taxes and other levies on international trade. The second phase of
liberalization was more involved, directly and indirectly, with public finance management
reforms. Many fiscal reforms such as reduction in the maximum corporate tax rate and
elimination of special tax allowances, relaxation/elimination of price subsidies for basic
commodities, further refinement of target population of poverty alleviation programmes,
deficit reduction by pruning the size of the public sector, reduction of state-employment
through the implementation of an early retirement scheme, privatization of public
enterprises, were undertaken during the second phase of economic liberalization.

4. Post-Reform Public Finance Management
Economic policy reforms introduced since 1977 have had a marked impact on several
aspects of the public finance of Sri Lanka. Many components of government spending have
been rationalized with a view to low fiscal deficits. Debt management is also an important
aspect of public finance management. Fiscal discipline which is defined as the government
commitment to the initial budget estimates, is another requirement for a better management
of public funds. Further, improvement of the institutional framework of preparing and
monitoring the budget is also a vital aspect of public finance management reforms.
4.1 Fiscal Discipline
Under fiscal discipline, the expenditure and revenue responsibilities of the government are
examined as both expenditure and revenue collection responsibilities imply the
government’s commitment for a better management of public funds. Fiscal discipline can be
approximately gauged by a measure that shows how actual expenditure and revenue depart
from their budget estimates. This measure, ‘variations to estimate’, is a better indicator of
fiscal discipline as consistent and large deviations from estimates question the credibility of
the budget. The failure to adhere to the estimated or proposed budget implies the presence
of irresponsible decision-making which violates the expenditure commitments approved by
the legislature. As given in Financial Regulations (FR) of Sri Lanka (FR 65(1)), annual
estimates of expenditure approved by the Parliament must be regarded as ‘hard and fast
limits’ of expenditure on the purpose. According to FR 40, the cost estimates on any function
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or programme cannot be increased without the prior authority under FR 72. Though these
regulations are in place, government spending and revenue show marked variations from
their estimates over the years. Figure 1 shows that until the year 2003, estimated and actual
values of government spending varied largely, mostly the actual figure exceeding estimates
by large margins. These consistent variations to estimates have a significant positive impact
on the budget deficit and deficit financing and question the credibility of the budget.
4.1.1 Effect of Political Regime
Table 1 gives the variations to budget estimates by presidential regimes. Because the
President appoints himself/herself or his/her confidant as the Minister of Finance, the
executive has the full control of the government budget (see FR 124(1)). Further, as the
government and the executive are from the same political party, except for the period from
December 2001 to March 2004, budget decisions taken by the executive have been approved
by the legislature without serious changes. In this section, we analyze variations to budget
estimates over four presidential regimes: J.R. Jayawardene regime (1978-88), R. Premadasa D.B. Wijetunga regimes (1989-94), Chandrika Kumaratunga regime (1995-2005) and
Mahinda Rajapakse regime (2006 – present). The period of a presidential regime is defined
in terms of the influence on the next budget (proposals and in-year performance) soon after
a presidential election though the actual office-term starts within a certain fiscal year. For
example, the Rajapakse regime is taken to be from 2006 onwards even though the official
term started in December 2005.
Table 1: Fiscal Responsibility by Political Regime (per cent of GDP, period average)
Presidential
Regime
JRJ Regime
1978-1988
RP-DBW
Regime
1989-1994
CBK Regime
1995-2005
MR Regime
2006-2007**
Notes:

Item
Estimate
Actual
Variation*
Estimate
Actual
Variation*
Estimate
Actual
Variation*
Estimate
Actual
Variation*

Government Expenditure
Total
Recurrent
Capital
34.38
36.55
2.17
29.59
35.44
5.85
32.25
34.15
1.90
35.47
34.30
-1.17

19.70
20.30
0.60
19.93
21.94
2.01
19.01
19.74
0.73
16.83
17.76
0.94

14.68
16.25
1.57
9.66
13.50
3.84
13.24
14.41
1.17
18.64
16.53
-2.11

Government
Revenue
20.99
21.01
0.02
20.68
20.02
-0.66
18.42
17.14
-1.28
16.62
16.03
-0.59

* variation = actual - estimate. **2007 actual data are provisional.

Source: Author’s calculations based on Annual Reports of Central Bank of Sri Lanka.
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Table 1 gives the period average GDP shares of government spending, divided mainly into
recurrent and capital expenditure, and revenue. The estimated figures of spending and
revenue are from budget accounts for each year. In order to compare actual and estimated
figures, both are presented as a per cent of actual GDP (market value). However, removal of
the scale effect of estimated figures, especially revenue, by actual GDP may not be quite
correct as estimates are related to the projected GDP. Because of the relationship between
budget variables and GDP, variations to estimates would be large if the projected GDP
deviates markedly from the actual. Therefore, scaling-out of estimates by actual GDP leads
to downward (upward) bias during unanticipated growth (recession) years. On the other
hand, scaling-out of budget estimates by the projected GDP and actual budget figures by
actual GDP makes them less comparable as both the numerator and the denominator change
at the same time. The use of actual GDP to scale-out both estimates and actual figures
however solves this problem.
Figure 1: Difference between Actual and Estimated Budget Figures
(a) Government spending

(b) Recurrent spending
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During the Jayawardene administration (1978-88), the total actual spending exceeded its
estimates by about 2.2 per cent of GDP on average. The government has spent about 1.6 per
cent of GDP on capital expenditure and about 0.6 per cent of GDP on recurrent expenditure
in excess of the budget allocations. This excess spending shows the government’s failure to
comply with original budget estimates. Most of this excess spending was on capital
spending. However, the government has well maintained its revenue discipline throughout
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the regime period. During the period of the Premadasa-Wijetunga regime, the fiscal
responsibility of the government had deteriorated significantly. Actual spending had
exceeded the estimated spending by about 6 per cent of GDP. Of this, about 4 per cent were
on capital expenditure and 2 per cent were on recurrent spending. To top it all off, the
government failed to collect the estimated revenue. Actual revenue fell short of estimates by
about 0.7 per cent of GDP. Further, the revenue ratio has dropped from 21 per cent during
the previous regime to 20 per cent during the period. This fall in revenue ratio was,
however, mainly attributed to the loss of tax revenue due to trade liberalization measures
(see Jayawickrama, 2008a). During the period, excess spending and low revenue collection
than estimates in combination have increased the fiscal deficit by an additional 7 per cent of
GDP.
The government has exceeded the estimated expenditure by about 2 per cent of GDP during
the period of the Kumaratunga administration. Compared to earlier regimes, especially to
the Premadasa-Wijetunga regime, the Kumaratunga administration showed some improved
responsibility in the management of public funds, though actual spending still exceeded
budget estimates. Despite some improvement in the management of public spending, the
government failed significantly in revenue collection. Government’s revenue fell short of
estimates by about 1.3 per cent of GDP, on average. Further, both actual and estimated
revenue ratios fell sharply (to about 17 per cent) during the period. Coupled with excess
spending, low revenue collection had a significant positive impact on deficits. Fiscal deficits
were higher than the estimates by nearly 3.3 per cent of GDP. This continuous increase in the
deficit due to weak fiscal discipline was instrumental for a further deterioration in the
government budget. At this point, it is interesting to see whether the ‘cohabitation
government’, in which the President and the Prime Minister cum Cabinet (with the majority
in the legislature) are from different parties and which lasted during December 2001 to
March 2004, had a different impact on the fiscal discipline. During the fiscal years of 2002
and 2003, the government had contained actual spending below the estimated level (see
Figure 1). The GDP share of actual spending fell short of estimates by 1.75 percentage points.
This was brought about by a 0.18 decrease in recurrent expenditure and a 1.57 decrease in
capital expenditure. Despite the greater discipline in handling public funds, the cohabitation
government also failed in revenue collection responsibility, as actual revenue fell short of
estimates by about 1.27 percentage points of GDP.
Over the last two years of the Rajapakse administration (2006-07), the government has
managed to sustain its aggregate spending below the budget estimates. Though the
government spending was estimated to be about 35.5 per cent of GDP, actual spending
stood at only about 34.3 per cent of GDP. Low spending relative to estimates by 1.2 per cent
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of GDP had a negative impact on the final fiscal deficit. Despite the improved responsibility
in overall spending, recurrent spending is still higher than budget estimates. As given in
Table 1, the government has increased its recurrent spending in excess of estimates by about
1 per cent of GDP, while decreasing its capital expenditure below estimates by 2.1 per cent
of GDP. One would suspect whether the government is in a process of allocating more funds
on capital expenditure vote in budget proposals, and transforming some of the money from
capital to recurrent expenditure later in the financial year. However, the transfer of money
from the capital vote to the recurrent vote is a violation of financial regulations of the
government (see FR 65(4)(ii)). So far, the Rajapakse administration has also failed to collect
the estimated revenue. Actual revenues were short of the estimates by about 0.6 per cent of
GDP. Though the gap between actual and estimated revenue has been narrowed down in
recent years, the GDP share of government revenue has fallen further to about 16 per cent
(see Table 1). In comparison to the 1978-94 period average, the recent fall in the revenue ratio
was about 4 per cent of GDP. It seems that the deterioration in revenue collection continues
to be a serious issue in public finance management of Sri Lanka. The issue is twofold: first,
the government has failed to increase its revenue in line with economic growth, and second,
the government has consistently failed to collect the estimated revenue in the budget
proposals.3
4.1.2 Effect of Fiscal Management (Responsibility) Act
From Figure 1, it is evident that the fiscal discipline in terms of expenditure management has
improved since 2003. Actual and estimated government spending were, by and large, the
same in 2003 and 2004. There were no significant variations to estimates afterwards as well.
The narrowing gap between estimated and actual values in recent years is also evident in the
revenue front as well (see Figure 4). The improved fiscal responsibility implied by the less
variations to estimates could be a result of policy measures taken in 2002. In January 2003,
the government passed a Fiscal Management (Responsibility) Act (FMRA) with the aim of
containing the overall budget deficit to 5 per cent of GDP and the debt ratio to 85 per cent of
GDP by 2006.4 The government introduced the FMRA with a view of promoting fiscal
prudence and fiscal discipline by improving transparency and accountability in fiscal
management. The Act required the government to report on the progress of the budget
semi-annually and immediately prior to an election. Though the progress in achieving
targets on macro-fiscal indicators has been slowed down by the need to provide relief

3

Sri Lanka’s revenue projection behaviour is quite different from that of the government of Singapore. As
Abeysinghe and Jayawickrama (2008) noted, the government of Singapore consistently under-forecasts its
GDP and thus its revenue in the budget proposals. As expenditure does not deviate from the predicted levels,
actual budget deficit will be lower than the estimated one at the end the fiscal year.

4

Further, the FMRA requires the government to limit its loan guarantees to about 4.5 per cent of GDP. Under
the Act, the government is obliged to outline its strategies to achieve these targets on an annual basis.
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assistance to drought-stricken households and subsidies to cushion the effect of higher
international oil prices (ADB, 2004), the Act has improved the transparency of the fiscal
policy (IMF, 2005).
Table 2 gives the estimated and actual values of government spending before and after the
2003 FMRA. Between 1978 and 2002, total actual government spending was higher than the
estimates by 3.23 percentage points of GDP, of which recurrent spending accounted for one
per cent and capital spending accounted for 2.2 per cent. Thus, before 2003, the government
has spent more than the estimates given in the budget proposals. Since the implementation
of the FMRA, governments have taken measures to improve fiscal discipline by narrowing
the gap between actual and estimated spending (see Figure 1). The actual government
spending fell short of the estimated figure by 0.67 per cent of GDP (see Table 2). The
improved spending discipline can be observed both in recurrent as well as capital spending
votes. In 2003 and 2004, actual recurrent expenditure did not deviate from its estimated
value significantly. A similar pattern was observed in capital expenditure as well. This
implies an improvement in the fiscal responsibility of the government. Nevertheless,
recurrent spending again exceeded estimates while capital spending markedly fell short of
estimates in recent years.
Table 2: Fiscal Responsibility by Pre- and Post- Fiscal Management Act of 2003
(Per cent of GDP, period average)

Expenditure
Component / Revenue

Before Fiscal Management
(Responsibility) Act
1978-2002

After Fiscal Management
(Responsibility) Act
2003-2007**

Estimate

Actual

Variation*

Estimate

Actual

Variation*

Total expenditure

32.28

35.51

3.23

34.92

34.25

-0.67

Recurrent expenditure

19.74

20.73

0.99

17.13

17.90

0.77

Capital expenditure

12.54

14.78

2.24

17.79

16.35

-1.44

Total Revenue

20.35

19.77

-0.58

16.43

15.52

-0.91

Note:

* variation = actual - estimate.**2007 actual figure is provisional data.

Source: Author’s calculations based on Annual Reports of Central Bank of Sri Lanka.

It seems that the FMRA has not contributed to improve the revenue discipline of the
government. During the period 1978-2002, the government was unable to raise expected tax
revenue. Actual revenue was less than estimates by about 0.6 per cent of GDP. In fact, the
gap has widened from 2003 to 2007 implying further deterioration in the revenue collection
discipline. Together with a decreasing GDP share of government revenue, this tendency led
to question the performance and the credibility of the revenue collection authorities. If the
government had maintained a better fiscal discipline (in terms of less variation to estimates
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and constant/increasing revenue share) over the last three decades, fiscal deficits would be
low and therefore pressure on the budget would not be high at present. Institutional
improvements since 2004 have, however, contributed to narrow-down the gap between
estimated and actual revenues (see Figure 4). It is evident that government revenue share of
GDP has started to increase slowly since 2005 which is attributed to a better coordination
and management of the revenue collection process (Ministry of Finance and Planning, 2008).
Also, additional measures have been taken to improve the budget estimates, combining
them with an effective budget planning process. On the revenue side, measures were taken
to improve the accuracy of forecasts and to enhance the efficiency of revenue collection
through the use of better techniques and improved human resources. In 2004, the actual
revenue of the government was about 91.5 per cent of the original budget estimates. It has
been improved to 98.6 per cent recently. On the other hand, the government has recently
improved the estimation method of expenditure and introduced a ceiling framework for
each head of expenditure to enhance the accuracy of the budget.
4.2 Expenditure Rationalization
The rationalization of public expenditure was an important aspect of structural adjustment
policy packages and subsequent policy changes. Given the facilitating role of the
government in the market economy policy framework, reforms were partially directed at
reducing the extent of the state intervention in the economy. Further, the government
intended to divert a significant part of resources from non-productive sectors to productive
sectors through the expenditure rationalization (Alailima, 2000).
4.2.1 Recurrent and Capital Expenditure
At the onset of structural adjustment policy changes, recurrent expenditure stood over 75
per cent of total government spending and accounted for more than 25 per cent of GDP.
With the implementation of market-friendly economic policies, the government has reduced
its recurrent expenditure sharply in early 1980s (see Figure 1). Though the recurrent
expenditure has fallen from about 24 per cent of GDP in 1978 to about 18 per cent in 1984, it
registered an increasing trend thereafter to reach an average of 22 per cent in late 1990s. The
share has fallen to around 20 per cent by 2002 and fluctuated around 18 per cent thereafter.
The GDP share of recurrent expenditure has varied over time with respect to policy regimes.
It is also evident from Figure 1 that the government’s recurrent spending share was
relatively high immediately or soon after a major election.
Capital expenditure, on the other hand, was above 16.25 per cent of GDP during the
Jayawardene administration. Especially during the first term of the administration (1978-82),
capital expenditure increased rapidly due primarily to massive irrigation, industrial and
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infrastructure development projects (Lakshman and Samarathunga, 2000; Alailima, 2000).
With the completion of most of these projects, the GDP share of capital expenditure fell
below 15 per cent. The share continued to fall during the Premadasa-Wijetunga regime and
reached an average of 13 per cent. High recurrent expenditure during the period might have
affected the volume of capital spending. During the first-term of the Kumaratunga
administration (1995-99), the GDP share of capital spending fell further to about 12.6 per
cent while the recurrent expenditure share remained high (about 20.5 per cent). Capital
expenditure has recovered to about 16 per cent of GDP during the second term of the
Kumaratunga administration (2000-05) with the help of a high capital spending episode
(about 17.3 per cent of GDP) during the cohabitation government (2002-03). In recent years,
the capital expenditure of the government has increased slightly to about 16.5 per cent of
GDP.
Figure 2: Capital Spending and Debt Repayments
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Source: Based on Central Bank of Sri Lanka data.

However, this high capital expenditure in recent years does not necessarily imply increased
public investment. As shown in Figure 2, the recent increase in capital expenditure is mostly
due to high debt repayments. Over the last six to seven years, debt repayment has increased
rapidly from around 5 per cent to about 10 per cent of GDP. Net of debt repayments, the
government has spent only about 6-7 per cent of GDP on public investment in recent years.
In comparison to the early 1980s public investments, this was a drop of about 10 percentage
points of GDP. Though the declining trend in recurrent expenditure is necessary for a better
management of public finance, the decline in public investment spending is a bona fide
concern given the poor infrastructural and institutional framework of the country. Figure 2
also shows that recent movements in capital expenditure closely follow the movements in
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debt repayments. It implies that the accumulation of debt in the past adversely affects the
public investment projects at present.
4.2.2 Transfers to Public Enterprises
Financial discipline imposed on public enterprises was another dimension of expenditure
rationalization. Transfers to loss-making public enterprises are identified as a major source
of fiscal imbalance in Sri Lanka. The government elected in 1977 had initially channelled a
large sum of resources to modernize the operational activities of public enterprises (see
Figure 3a). In 1980, the government had spent more than 10 per cent of GDP as capital
transfers to public enterprises while allocating only one per cent of GDP as recurrent
transfers. Transfers to public enterprises were the single largest expenditure component of
the government until 1987. As these transfers did not help much in improving the efficiency
of public enterprises and were a major source of fiscal imbalance, reforms were envisaged
for their gradual withdrawal. A large scale withdrawal of such transfers was observed since
1987. With the progress of the structural adjustment policy packages, the government took
initiatives to transfer the ownership/management of public enterprises to the private sector.
In 1989, with the second phase of policy reforms, the government accepted a proposal to
privatize all loss-making public enterprises.
With the progress of the privatization process, government’s transfers to public enterprises
fell significantly during the later part of the 1980s. In the year 1989, transfers to public
enterprises accounted for only about 1.2 per cent (of which 0.8 per cent were recurrent and
0.4 per cent were capital) of GDP. The share has remained almost unchanged until mid1990s. In the first fiscal year of the Kumaratunga administration, which came to power with
an intention to refine the market economic policies (to give a ‘human face’ to the market
economy) it has increased financing the loss-making public enterprises, mostly covering
their recurrent expenditure. Government transfers to public enterprises as a per cent of GDP
increased from 1.17 in 1994 to 2.32 per cent in 1995. Recurrent transfers increased from 0.45
per cent to 1.35 per cent while capital transfers increased only from 0.73 per cent to 0.97 per
cent of GDP. The policy deviation, however, did not last long and the government resorted
to the policy of privatization of public enterprises soon in 1997. As a result, in the late 1990s
transfers to public enterprises accounted for only about one per cent of GDP. While capital
transfers continue to fall, recurrent spending on public enterprises has experienced a slightly
increasing trend since 2000. By 2005, the government has divested 92 public enterprises
generating a capital receipt of Rs. 77,378 million. However, the privatization process has
made no progress since 2006 due to a policy decision taken by the Rajapakse administration
against it. The Ministry of Finance and Planning in its Annual Report, however, states that
public enterprises continue to be a strain on the government budget. The operational loss of
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major non-viable public enterprises was about Rs. 9,100 million in 2005, and it has increased
to about Rs. 11,800 million in 2006. The loss as a per cent of GDP was about 0.4 per cent
(Ministry of Finance and Planning, 2008). These losses of public enterprises have a
significant upward pressure on the fiscal deficit and the borrowing requirement of the
government.
Figure 3: GDP Shares of Government Expenditure Components
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4.2.3 Transfers to Households
The rationalization of public expenditure also entailed a departure from the policy of high
transfers to households which continued since Independence. These transfers mainly
include spending on food and poverty alleviation programmes, government’s pension
liabilities, fertilizer subsidy, and other subsidies such as fuel price subsidy, subsidies for
imported food items such as wheat, price subsidy for electricity and the provision of school
meals and uniforms.
One important aspect of policy changes introduced in late 1970s was the restriction of safety
net programmes for a target population. Replacing the universal rice subsidy and other
household subsidies, a food stamp scheme was introduced in 1978. As shown in Figure 3(b),
spending on food subsidies fell sharply with the introduction of the food stamp programme.
With further streamlining of the food stamp programme, the government was able to reduce
spending on it to about 2 per cent of GDP in mid-1980s. In the context of free market
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economic policies, poverty alleviation is treated as a residual element which was initially
expected to solve from the trickle-down approach. However, with the gradual unfolding of
structural adjustment policy programmes and the market economy’s failure to trickle-down
growth dividends, poverty alleviation has become a major welfare programme. The
introduction of the Janasaviya programme by President Premadasa in 1989 was an
important milestone of the poverty alleviation programmes in Sri Lanka. The Janasaviya
programme was intended to provide relief measures to less privileged low-income groups
(Alailima, 2000). It was not a programme that just transferred public funds to the poor, but
had elements of consumption, savings and empowerment of the poor, especially women in
poverty stricken families. In late 1980s, government spending on poverty alleviation was
slightly over 2 per cent of GDP but showed large fluctuations due mainly to disruptions in
the economy. Rationalization of welfare expenditures under the second round of structural
reforms included a re-structuring of the Janasaviya programme with further screening of
beneficiaries. As a result, the government was able to decrease spending on poverty
alleviation since 1991. In 1995, the Samurdhi programme was implemented with further
streamlining of beneficiaries and extent of the relief assistance. It helped lowering spending
on poverty alleviation from 1.74 per cent of GDP in 1994 to 1.04 per cent of GDP in 1995. The
share has further declined to about 0.3 per cent in recent years. The decrease could also be a
result of the declining poverty level of the economy.5
Another important recurrent expenditure component is spending on pension payments. The
payment of pensions is a liability of the government and earns much attention with many
recent retirements from the public service. Pension payment could be a serious concern in
public finance management with the phenomenon of an ageing population. The
introduction of early retirement scheme to solve overstaffing in the public sector has also
created an upward pressure on pension liabilities. In early 1980s, pension payments
accounted for only about one per cent of GDP. As a result of the early retirements from the
public service due to the privatization programme, pension payments increased over 2 per
cent of GDP in 1990s. Recent increases in pension salaries also contributed to the increase in
pension payments. However, pension payments as a per cent of GDP remains almost
constant over time. Though this is not a serious concern in normal times, it would create a
huge impact on the budget deficit in recessionary years where the government revenue
would be lower than the normal. In its medium-term budget framework, the government
also raises concerns over the future pension liabilities. Because of the growing number of
pensioners, pension payments are expected to double from 2005 to 2011 inflicting an
additional pressure on the budget (Ministry of Finance and Planning, 2008).
5

The percentage of households below the poverty line fell from 22 in 1990 to 19 in 2002. The total per capita
poverty ratio has declined from 26 per cent in 1990 to about 22 per cent in 2002 (Department of Census and
Statistics, 1992 and 2002).
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Fertilizer subsidy is another controversial transfer payment. Though the objective of the
provision of the fertilizer subsidy is to increase agricultural production, one may argue that
governments opt for it with a view of winning the rural electorate. In the post-reform policy
era, the fertilizer subsidy was introduced in 1982 fulfilling an election promise. During the
period of 1982-88, the government has spent 0.48 per cent of GDP to provide the fertilizer
subsidy. Though it was abandoned in 1990, the subsidy again came into the fore in the 1994
General Election. It was reintroduced in 1995 and continues up until now. During 1995-2005,
the government has spent about 0.15 per cent of GDP to provide the subsidy each year.
However, the share has increased to about 0.37 per cent of GDP during the last three years
(2006-08), (see Figure 3(b)). The price subsidy on fertilizer given to paddy farmers’ is
absolutely large as the government sells a 50kg bag of fertilizer for Rs. 350 at an average loss
of Rs. 3,850 (Ministry of Finance and Planning, 2008b).
Table 3: Expenditure as a Per Cent of GDP (Period average)
Expenditure
Component

1978-1982

1983-1988

1989-1994

1995-1999

Civil servants’
salary and wages

4.34

3.68

3.79

3.17

3.29

3.72

Defence**

0.63

1.99

3.03

5.36

4.13

3.98

Other civil
administration

1.59

2.50

2.53

1.41

1.39

0.95

Interest payments

3.81

5.18

6.04

5.87

6.20

5.23

Transfers to
households

5.22

3.60

4.77

4.05

3.59

3.30

Transfers to public
enterprises

9.37

8.30

1.65

1.44

1.15

1.17

Acquisition of fixed
assets

6.68

4.61

3.70

3.03

2.42

3.82

Note:

2000-2005 2006-2008*

*2007 figures are provisional. 2008 figures are estimated values. ** includes salary and wages
of military and cost of military hardware.

Source: Central Bank of Sri Lanka, Annual Reports.

Over the years, the government of Sri Lanka has transferred a large sum of money in terms
of price subsidies, cost of living allowances, provision of school uniforms and midday meals,
etc. Price subsidies were mainly given to imported goods such as wheat and petroleum
products, and electricity. One of the major subsidies given was on petroleum products. To
contain the domestic price levels low, the government subsidized petroleum prices despite
the rising international prices. The government also offered a subsidy on wheat and wheat
flour. These subsidies accounted for about 1.4 per cent of GDP in 1990. The share has
gradually reduced to about 0.58 per cent in 2003. In 2003, the government has introduced a
formula based pricing mechanism to rationalize the pricing of petroleum products. The
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policy aimed at passing any benefit or cost arising from international price changes to
consumers. However, this pricing mechanism was abandoned in favour of fuel subsidies in
2004. The policy has increased the spending on these subsidies to over 1.6 per cent of GDP in
2004 and 2005. In July 2006, the government however eliminated the subsidy given to fuel
distributing companies and allowed them to adjust domestic fuel prices in line with
international prices. Further, subsidies given to imported wheat and wheat flour were also
withdrawn in favour of the domestic agriculture. The removal of these price subsidies has
resulted in a 63 per cent drop of household transfer payments between 2005 (1.6 per cent of
GDP) and 2008 (0.6 per cent of GDP).
4.2.4 Civil Service Pay
In 1987, an administrative reforms committee reported that the country’s public sector had
been significantly overstaffed and recommended a cumulative cadre reduction of 20 per cent
over a period of 18 months (Rodrigo, 2000). The reduction of public sector employment was
supported by an early retirement scheme implemented under the structural adjustment
policy packages. Around 40,000 public employees voluntarily retired from service under
these concessionary retirement packages (Alailima, 2000). In addition to early retirement
schemes, a programme of cadre rationalization was also launched, especially in late 1980s.
As a result, the share of public sector employment of total employment fell from 23 per cent
in 1991 to 13 per cent in 2005 (Department of Census and Statistics, 2007). Though the public
sector employment share has fallen significantly, the public service wage bill was reduced
only slightly over the years. During 1978-82, the government’s wage bill, less of salaries of
the military, was 4.3 per cent of GDP on average. The share has gradually fallen to about 3.3
per cent by 2005.

The decline was deemed to be result of the privatization of public

enterprises and cadre rationalization in the public sector. Due mainly to about 110,000 new
recruitments to the public service (apart from 22,145 new recruitments to the armed forces)
since 2005, the public sector employment share has increased to about 14 per cent by 2007
(Central Bank of Sri Lanka, 2007). During 2006-08, the government wage bill increased by
nearly 0.5 per cent of GDP. The discontinuity of the privatization process and pay hikes
offered for public employees in 2006 were major sources of the recent increase in the public
sector wage bill.
4.2.5 Spending on Civil Administration
Government spending on civil administration other than civil service pay, has fallen sharply
since mid-1990s. During the Kumaratunga administration, these spendings were reduced to
1.4 per cent of GDP from 2.5 per cent of the previous regime. The rationalization of civil
administration spending was achieved through various measures introduced to restrain
recurrent expenditure of government institutions. During the Kumaratunga administration,
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government offices and institutions were required to slash their recurrent budget by 5 per
cent per annum. Further, as the government has transferred many of its civil administration
responsibilities to provincial governments with fiscal decentralization initiatives, the GDP
share of government spending on civil administration other than civil service pay, has been
lessened. The share has further decreased to about one per cent of GDP from 2006 to 2008.
4.2.6 Defence and Interest Payment Spending
Defence spending and interest payments have become obligatory spending of the
government of Sri Lanka. At present, Sri Lanka spends about 4 per cent of its GDP on the
civil war. If the government would be able to slash the war budget by about 2 per cent of
GDP, it will help improve the budget significantly. However, with no progression in the
negotiation front between the government and the LTTE for a peaceful solution to the civil
war, rationalization of defence spending would not be immediately possible, even though
war spending is an utter waste of resources.
Rising interest payments is also a major concern in the public finance management of Sri
Lanka. During the period of 1978-82, the government’s interest bill was about 4 per cent of
GDP. It has increased gradually to about 6 per cent in subsequent years. Between 2001 and
2003, the GDP share of interest payments remained high as 7 per cent. Due mainly to interest
payments, waivers and debt moratorium offered soon after the tsunami disaster, the interest
payment spending has fallen slightly. However, as a result of increased borrowing from
commercial sources, interest payments are again in an increasing trend in recent years. As
shown in Figure 3(c) and Table 3, about 84 per cent of the interest cost that the government
has paid over the last 30 years was on domestic debt. Interest payment on domestic debt as a
percentage of GDP has increased from 3 per cent in 1980 to about 7 per cent in 2002. The
share has fallen since then and reached about 4 per cent in 2007. Interest payments on
foreign debt, on the other hand, experienced a slight increase until 1989 (from 0.6 per cent of
GDP in 1980 to about 1.3 per cent of GDP in 1989), and then registered a gradual decline.
Because of increased overseas commercial borrowings in recent years6, interest payments on
foreign debt will be relatively high in the near future. As given in Table 4, the average real
interest rate on domestic debt are more than 10 per cent during the period 1980-2007.
Compared to the low interest rate paid on foreign debt (about 2 per cent), domestic debt is
highly costly to the government. Given the increased borrowings from domestic sources and
non-concessionary foreign sources in recent years, reducing interest payments in the near
future would be a difficult task for the government.

6

From 1992 to 2005, non-concessionary foreign loans were about 3 per cent of total foreign debt. However, the
share has increased rapidly in recent years to 7.12 per cent in 2006 and to 16.72 per cent in 2007.
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4.3 Fiscal Deficit and Debt Management
The main objective of any public finance management policy reform is to contain fiscal
deficits to a target level. Often, fiscal deficit and debt ratios (percentage shares of GDP) are
treated as good indicators of management of public finances. If the government consistently
runs large budget deficits inclusive of interest payments and finances them issuing debt,
such a policy leads to a continuous accumulation of debt, making future public finance
management hard. In an overlapping-generations model with an infinite horizon, making
the future generations to pay tax liabilities, the government may finance deficits by issuing
debt at one period and roll it over forever (Shell, 1971; Romer, 2006: p. 563). For the
feasibility of this kind of ‘Ponzi scheme’, the real rate of interest on public debt should be
less than the growth rate of the economy. If governments issue debt only to repay the
principal and interest cost of initial debt, the debt stock grows at the rate of real interest. If
the real interest rate is less than the output growth rate, a deficit policy yields a consistently
falling debt ratio implying no fear of continuing the policy. If the real rate of interest and
growth rate are equal, the debt ratio is constant. If the deficit policy holds the debt ratio
constant at a reasonably low level, again the policy does not make serious concerns.
Nevertheless, if the real rate of interest is higher than the economic growth rate, the debt
ratio increases over time and creates serious concerns over the long-run feasibility of the
policy.
Figure 4 compares the country’s economic growth rate with the average real interest rate
paid on public debt. The average real interest rate is computed dividing total real interest
payments by total stock of real debt. It is clear that the economic growth rate of Sri Lanka
was most of the time below the real rate of interest paid on public debt. Over the last 30
years, the government has run a primary deficit of 3 per cent of GDP on average. Coupled
with a positive real interest rate net of growth rate (0.77 per cent), a primary deficit resulted
in a rapid accumulation of debt and a high debt ratio. Despite the reported high economic
growth rate than the real interest rate paid on debt, the debt ratio increased from 68 per cent
in 1979 to 81 per cent in 1982 due to large primary deficits. During the period 1983-2005, the
real rate of interest was higher than the growth rate of the economy. Growth of debt due to
high interest rate and consistent primary deficits resulted in a high debt ratio reaching 102
per cent of GDP during the second term of the Kumaratunga administration. The situation
implied a serious erosion of government solvency and questioned the feasibility of the fiscal
policy. During the last two years, the government was, however, able to contain the growth
of the debt ratio (below 90 per cent) due mainly to high economic growth rate in excess of
the real rate of interest paid on debt and lower primary deficits.
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Figure 4: Growth and Real Interest Rate Differentials
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In this section, we use different definitions of fiscal deficits to identify issues in the
management of fiscal policy. The first definition used is the overall fiscal deficit: the
difference between total expenditure and total revenue of the government. (This is same as
the definition given in Table 94 on Summary of Government Fiscal Operations of the Annual
Report of the Central Bank of Sri Lanka, 2007). Government revenue includes tax and non-tax
revenue, privatization proceeds and grants. Government expenditure includes recurrent and
capital spending and operations in advance accounts. The second definition used is the net
cash deficit. To obtain the net cash deficit, debt amortization payment, a part of capital
expenditure, is subtracted from the overall budget deficit.7
As depicted in Figure 5, the overall budget deficit of Sri Lanka is consistently large. As a
share of GDP, it varied from 7 per cent to 24 per cent over the last 30 years. The overall
budget deficit of the government has dropped gradually from its high figures in 1980s to
about 10-15 per cent of GDP until 1999. It has however, increased to about 15-20 per cent of
GDP recently. The net cash deficit closely follows the overall budget deficit in the early years
of the sample because of relatively low debt repayments. But with rapidly rising debt
repayments (as a percentage of GDP) the gap between overall deficit and the net cash deficit
has widened since mid-1980s. Over the past few years, the net cash deficit observed less
fluctuation and showed signs of stabilizing around 8 per cent of GDP. In recent years, the
GDP share of debt repayments has increased rapidly, causing severe burdens to public
finances. This could be mainly due to the short-term debt financing of budget deficits. Given
the low maturity profile of debt, debt repayments have increased rapidly over the past few
years. The share of domestic short term debt has increased rapidly from 40 per cent in 1992

7

In many cases, the government quoted the net cash deficit as the overall budget deficit (see Annual Reports of
the Central Bank and the Ministry of Finance and Planning of Sri Lanka).
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to about 80 per cent in 2007.8 On the other hand, Sri Lanka’s foreign borrowings were
mostly on concessionary-terms (with a wider grace period, a long maturity period and low
interest rates) negotiated under bilateral or multilateral frameworks. During 1992-2005,
because of the heavy dependence on concessionary foreign loans, non-concessionary foreign
borrowings accounted for only about 3 per cent of total foreign debts. However, heavy
government borrowings from foreign commercial markets over the last two years increased
the share of foreign non-concessionary loans to about 17 per cent of total foreign debt.
Increased short-term domestic and non-concessionary foreign borrowings would have a
significant positive impact on the country’s future interest payments and debt repayments.
Table 4: Economic Growth Rate, Real Rate of Interest and
Government Debt (period averages)
Item

1980-1982

1983-1988

Economic
growth rate

7.21

4.46

5.01

4.90

5.18

7.23

5.30

Real interest
rate paid on
total public
debt

5.52

5.90

6.24

6.39

6.17

5.87

6.07

Real interest
rate paid on
domestic debt

8.01

10.30

11.86

11.13

10.01

8.63

10.35

Real interest
rate paid on
foreign debt

2.30

2.64

1.98

1.75

1.36

1.54

1.95

78.07

85.25

98.53

91.86

101.80

89.40

92.35

Debt ratio
(Debt as a per
cent of GDP)
Note:

1989-1994

1995-1999

2000-2005 2006-2007* 1980-2007

*2007 figures are based on provisional figures.

Source: Author’s calculations.

In theory, a fiscal policy is sustainable or can be continued into the future when it is
expected to generate sufficient net revenues to repay the principal and interest expenses of
debt. In other words, a fiscal policy is said to be unsustainable when the government will
forever finance its interest payments and debt repayments by issuing new debts. Given the
undesirable nature of Ponzi games,9 present deficits should be off-set by surpluses in the
future. That is, the government should run surpluses at least in primary accounts in which
interest payments and debt repayments are not included. A zero primary deficit (/surplus)
8

Of Sri Lanka’s total public debt, about 57 per cent is domestic debt and 43 per cent foreign debt (see
Jayawickrama, 2008a).

9

Ponzi schemes are infeasible in a dynamically efficient economy where the real rate of interest is higher than
the growth rate of output.
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implies that current government revenue is sufficient to cover up expenditure but the
government has to borrow to repay debt principal and interest costs. A primary surplus that
is large enough to pay debt principal and interest costs is desirable as it makes the
borrowing requirement less extensive. A primary deficit, on the other hand, is undesirable
as borrowing is necessary to repay debt principal and interest costs and to cover a certain
amount of present spending.
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Table 5: Deficits and Debt Service as a per cent of GDP (period averages)
Item
1. Overall fiscal deficit
2. Debt repayments

1978-1982

1983-1988

1989-1994

1995-1999

2000-2005

-18.90

-15.22

2006-2008*

-13.86

-11.95

-17.61

-17.27

2.32

3.48

4.58

4.54

9.10

9.77

2.1 Domestic

1.60

1.93

2.99

2.97

7.38

7.73

2.2 Foreign

0.72

1.55

1.59

1.57

1.62

2.04

3.81

5.18

6.04

5.87

6.20

5.23

3.1 Domestic

3.43

4.01

4.95

5.05

5.59

4.57

3.2 Foreign

0.78

1.17

1.09

0.82

0.61

0.66

4. Net cash deficit (1-2)

-16.57

-11.72

-9.28

-7.40

-8.48

-7.51

5. Primary deficit (1-2-3)

-12.75

-6.78

-3.24

-1.54

-2.27

-2.23

6.15

8.42

10.62

10.41

15.33

15.05

6.1 Domestic debt service ratio

4.67

5.70

7.93

8.02

12.97

12.27

6.2 Foreign debt service ratio

1.48

2.72

2.69

2.39

2.36

2.78

3. Interest payments

6. Debt service ratio (2+3)

Note:

2007 figures are provisional. 2008 figures are estimated values.

Source: Author’s calculations.
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From 1978 to 2004, the primary deficit has fluctuated largely over time. The fluctuations in
the primary deficit closely followed fluctuations in the net cash deficit and the overall
budget deficit. From Figure 5, it is clear that these fluctuations were closely linked to the
years of general and presidential elections. In the eve of and soon after a major election,
fiscal deficits were significantly high. During the first term of the Jayawardene
administration, the primary deficit averaged about 13 per cent of GDP. It fell to about 7 per
cent of GDP during the next six years. The primary deficit as a per cent of GDP averaged
about 3 per cent during the Premadasa-Wijetunga regime. Since then, it has stabilized
around 2 per cent. Though the extent of it is falling over the years, the consistent primary
deficit implies that the government has been stuck in a borrowing cycle.
4.4 Institutional Framework and Issues
Many issues in public finance management of Sri Lanka have been attributed to various
institutional, policymaking and implementation deficiencies. There are issues from the
estimation of budget to the monitoring of activities undertaken. Firstly, bureaucratic and
political constraints are major barriers in implementing public finance reforms and good
fiscal practices. Secondly, the lack of better institutional and legal framework and material
and human resources stood against the better management of public finances. Thirdly, the
lack of government commitment for fiscal discipline because of political reasons ended up
with large budget deficits. These issues together make the management of long-term public
finances a serious issue. Though there were many claims on the misuse of public funds and
the lack of proper monitoring, less attention was given for the improvement of institutional
facilities. As discussed in Section 4.1, the variation of actual spending and revenues from
budget estimates would imply both the inaccuracy of estimates and the lack of fiscal
discipline. The fall of tax revenue, especially income tax revenue, as a per cent of GDP raised
serious concerns over the ability and the credibility of the revenue collection authorities.
Further, there are issues on the government’s commitment for the rectification of
malpractices and misuse of public funds.
4.4.1 Monitoring of Public Finance
According to financial regulations of the government, the Minister of Finance is charged
with raising and collection of revenue and with the general oversight of all the financial
operations of the government. The chief accounting officer (Treasury Secretary) with the
assistance of other relevant officers is responsible to the Minister of Finance for the
government accounts (see FR 124(1)). Apart from the Finance Minister’s and his officers’
oversight, the presence of independent monitoring institutions is a requirement for better
management of public finance. Though their degree of independence from the government
is rather vague, the Auditor-General’s Department, Parliamentary Select Committees on
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Public Accounts (COPA), Parliamentary Select Committees on Public Enterprises (COPE)
and the Committee to Investigate Allegations of Bribery and Corruption are important
monitoring institutions on public accounts and the public service of Sri Lanka.
The primary responsibility of the financial audit of the government organizations and stateowned enterprises lies with the Auditor General. As given in FR 154(6), the Auditor General
shall report to the Parliament on the performance and accountability of programmes undertaken, within ten months after the financial year or if she/he deems necessary. For a better
and impartial functioning of the Auditor General’s Office, it should be independent from the
government and the budget making process. However, the Auditor General is appointed by
the executive with the concurrence of the Constitutional Council. Further, funds for the
Auditor General’s Office are allocated by the executive and approved by the legislature.
Therefore, it seems that the audit process of public finances is not purely independent from
the budget making process. Another major problem of audits is the presence of considerable
time lag between the end of the financial year and the preparation of accounts and their
audit. The Auditor General has failed to submit audit reports within ten months after the
financial year as stated in FR 154(6). The latest audit report published by the Auditor
General is on public accounts of the year 2006. The Auditor General attributes the delay of
audit reports to the following reasons: non-rendition of accounts in time by some
institutions, delay in attending to audit queries, non-availability of adequate information on
submitted reports, and human resource limitations in the Audit Department (Auditor
General, 2006).
The outcomes of the audits are further examined by the COPA in the case of government
ministries and departments, and the COPE in the case of state-owned enterprises. These
committees decide on any further action to be taken on reported malpractices. In its latest
report, the COPE has revealed that several public enterprises incurred losses due to weak
supervision from the top, lack of professionalism in handling public institutions and funds,
less focus on profitability, corruption and ignorance in the management. It is also revealed
that some of the decisions of fund use had been taken without Cabinet approval (COPE
Report, 2008). The government’s commitment to assure the independency of the COPE and
the COPA has been seriously questioned with the appointment of two cabinet ministers to
chair these committees recently. On the other hand, the Committee on Bribery and
Corruption takes action against the misuse of public funds and misconduct of public
servants on an individual basis. Though the committee has filed some cases before the
courts, efforts taken have not been so effective in eliminating or remarkably reducing
malpractices and misuse of public funds. Since its establishment in 1994, the Bribery and
Corruption Committee has lodged only a few allegations with even fewer records of
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prosecution (Transparency International, 2004). In general, the monitoring process of public
funds, general public service and public enterprises in Sri Lanka are severely hampered as
the institutions established for the purpose are fragmented, understaffed and inadequately
perform their duties. Another issue with monitoring of public funds is the poor law
enforcement against the cases of misuse of public resources and funds. Even if a monetary
compensation is imposed, failure to suspend or remove accused officers/politicians from
their posts remains as a serious barrier in the prevention of malpractices and misuse of
public funds.
4.4.2 Improving Facilities
The ADB has recently provided assistance to help strengthen public finances in Sri Lanka
through an assistance package of US$ 70 million. The project named Fiscal Management
Reform Programme (FMRP) was started in 2004 following the FMRA of 2003. The main
objectives of the FMRP project were to improve tax administration, budget procedures,
expenditure management, and to strengthen fiscal discipline and coordination (ADB, 2004;
2008). The project mainly aimed at improving the performance of Treasury departments
responsible for the budget process by upgrading their facilities and improving human
resources. Under the project, the government expected to enhance the coordination between
private sector stakeholders (such as chambers of commerce, other institutions and
individuals) and budget departments. In particular, an improved coordination is necessary
in the preparation of budget estimates and long-term/medium-term macroeconomic
framework and for the transparency of the budget.
Revenue management is also an important aspect of public finance management. As already
noted, the fall in government revenue with respect to GDP is a serious issue in public
finance of Sri Lanka. In particular, the income taxation has failed to show the buoyancy
despite a moderate growth of the economy (see Jayawickrama, 2008b). Though the fall in the
tax-GDP ratio between 1978 and 1982 was attributed to revenue loss due to trade
liberalization measures, the fall since early 1990s was not, however, well-explained. But its
responsibility was often laid to deficiencies in the tax structure such as tax avoidance, tax
fraud, tax exemptions and inefficiency in revenue collection. If the government had been
able to maintain its revenue at around 20 per cent of GDP as was in early 1980s, a significant
part of the fiscal stress presently being experienced would have been avoided. According to
ADB (2004), a decline in an already narrow tax base combined with a rather generous
system of tax exemptions and difficulties in tax collection due to institutional constraints
have resulted in a significant decline in tax yields.
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Under the FMRP, a sub-project of US $ 45 million was undertaken to strengthen the revenue
collection process and the administration of departments of Inland Revenue, Customs and
Excise. The project enhanced the coordination of these three revenue collection authorities
and improved the revenue collection through the automation of the revenue administration.
The project involved with the rationalization of tax holidays, improvement of the
monitoring process of tax collection and tax procedures by appointing a tax ombudsman,
and development of human resources and technology used in the revenue collection
process. The government has revised tax exemption policies offered for BOI industries,
streamlining them in favour of investment and depreciation allowances. Withdrawal of tax
exemptions offered for BOI industries expands the corporate income tax base and tax
revenue. In 2004, the corporate income tax accounted for only about 0.8 per cent of GDP. The
share has increased significantly to about 1.56 per cent in the year 2007. The government
expects to raise the share to 1.85 per cent in 2008 (Budget Speech, 2008). On the other hand,
deficiencies in the enforcement of the Government’s Revenue Act led many individuals to
avoid the tax net. Recently, the government showed its commitments in enforcing the
Revenue Act with a view to strengthening revenue collection. These measures include
broadening of tax bases and tax brackets and preventing tax avoidance. According to the
2008 Budget Speech, more than 79,000 new tax files have been opened since 2006. With these
changes, individual income tax is expected to rise to about 1.25 per cent of GDP in 2008 from
0.45 per cent in 2007. The government has attributed recent improvement in the
performance of revenue collection to the changes made under the FMRP project (Ministry of
Finance and Planning, 2007).

5. Conclusions and Policy Implications
One serious problem in the public finance management of Sri Lanka is the lack of fiscal
discipline. Over the years the government has spent more than the estimates approved for
the financial year. Nevertheless, the government was able to maintain its actual spending
within the estimated limits in recent years. The Fiscal Management (Responsibility) Act of
2003 and subsequent institutional changes have contributed to the recent improvement. But,
government’s recurrent spending still exceeds the estimates while capital spending falls
below the estimates. Further, the government has failed to collect revenues as estimated in
the budget proposals. Both inefficiency in the revenue collection process and faults in
budget forecasts, individually or together, may contribute to the low revenue collection.
Though several measures have been taken to improve the revenue discipline, actual revenue
still falls below the budget estimates. High expenditure and low revenue collection relative
to estimates together makes budget deficits wider, affecting the medium-term budget
framework of the government.
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Though the policy priority was given to a small government while promoting the market
mechanism, the GDP share of government spending has decreased very slightly over the last
30 years. The failure to reduce the size of the government markedly questions the
effectiveness of the public finance reform policies. Though the government succeeded in
reducing certain spending components, the emergence of some new obligatory spending
such as defence, interest payments and pension payments has slowed down the decrease in
overall spending. Expenditure rationalization policies helped reduce the spending share on
programmes such as transfers to households and public enterprises and eased the pressure
on budget deficits to a certain extent. Though further rationalization of households’ transfers
is possible with the declining poverty level, the present government’s policies against
privatization would halt the rationalization of spending on public enterprises. In fact, such
spending may be high in the near future as the government vows to revive public
enterprises. High and growing civil service pay and pension payments also raise concerns
over the fiscal policy management. Though it is a relief for small scale farmers, the fertilizer
subsidy has also become a burden to the government. However, governments may not opt
to depart from the fertilizer subsidy policy given its strong implications on the rural
electorate.
Escalating interest payments and debt repayments have positive impact on current as well
future fiscal deficits due to the crowding-out effects. Though many eye defence spending as
another means of containing high deficits, prospects for low defence spending are dim
under the present situation where the government pushes for a military solution to the civil
war. The elimination of price subsidies on certain imported items such as fuel and wheat
would however greatly help improve the budget in the future. Though the government was
recently able to expand income tax revenue to a certain extent, prospects for high revenue
generation are also not quite impressive due to the narrow tax base and issues in the tax
administration.
Because of high spending policies and low expansion of revenue, large deficits are eminent
in the budget. Though its size has been fallen recently, the continuation of primary deficit
has become a serious concern as it results in an overheating of the economy due to low
productivity growth (because of low investment) and high aggregate demand (because of
high government purchases). Recently observed high short-term and non-concessionary
borrowings would aggravate macroeconomic issues of the country. In one aspect, the policy
of short-term debt financing of deficits is desirable as it reduces the tax burden on future
generations. Shifting the burden of deficits from future generations to the current generation
would help achieve better management of public finances as the current generation would
favour low spending policies if burdens of such policies outweigh their benefits.
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Another major concern in public finance management of Sri Lanka is the weak monitoring
mechanism of government accounts. Monitoring institutions do not operate at their full
potential due to various deficiencies/limitations, such as the lack of human resources and
facilities. The lack of government commitment for the implementation of recommendations
given by the monitoring institutions is another issue. The government has failed to take
prompt action against the cases of malpractices and to suspend or remove accused
officers/politicians from their posts. Nonetheless, there were significant improvements in
the budget making process in recent years. The government is obliged to contain budget
deficits and the debt ratio to target levels. The use of medium-term macroeconomic
framework in preparing budget estimates and regular reporting of budget outcomes have
improved the accuracy and transparency of the budget. Measures have also been taken to
enhance the revenue collection discipline of the government. For the ease of the fiscal stress
in the long-run, the government should further strengthen these improvements in the public
finance management to generate consistent surpluses in the primary balance.
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Fiscal Policy Issues in the Post-Reform Economy
Macro Fiscal Perspectives
P.B. Jayasundera

1. Introduction
It is a widely recognized fact that fiscal policy can catalyze economic development. This
catalytic role depends on country specific economic conditions, political economy
considerations, administrative capabilities, external conditions and a series of other factors.
In a situation of sluggish economic development, fiscal policy can be more stimulus-oriented
through fuelling aggregate spending whereas in an inflationary environment, it could be
more stabilization focused.

If economic conditions are not conducive for equitable

development, it could be more distribution and welfare oriented. In a more stable socioeconomic environment, the catalytic role of fiscal policy could be passive, in a manner that
facilitates activities of the government through appropriate revenue, expenditure and
financing policies.
In the context of Sri Lanka, fiscal policy focus in the immediate post-reform phase was to
stimulate the economy through liberalization and a large public investment commitment.
However, this was short-lived as the economy was confronted with large external and
internal imbalances that compelled a shift of the fiscal policy focus towards economic
stabilization. The economy having being severely affected by terrorism from the early 1980s,
fiscal policy had to face an additional challenge consequent to a weakening revenue base
and escalating claims for public spending on account of

national security. In this

background, economic reforms consisting of trade and payments, liberalization,
deregulation of the finance and investment regime and privatization of state enterprises
have been persuaded with a fiscal policy emphasis on economic stabilization, since the early
1980s. This trend witnessed a shift since 2005 when the new President introduced ‘Mahinda
Chinthana’ – An Alternative Policy Strategy, which was formulated considering ill-effects of
the liberal trade regime on the domestic economy, increased resistance to privatization and
public sector reforms, problems in lagging regions, widening regional disparities and the
sluggish performance in agriculture and the rural economy. Reflecting a bigger role by the
state, fiscal policy was assigned the responsibilities of development through enhanced
public investments in infrastructure and the lagging regions.
In retrospect, large fiscal imbalances and their impact on public debt appear to have been
major policy challenges during the post-reform economy in Sri Lanka. Effectiveness of fiscal
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policy intervention in the management of short-term disturbances has increasingly
weakened in the presence of a rising debt/GDP ratio. Accommodation of a costly tax
incentive regime, under-performing state enterprises and inability to raise adequate revenue
from domestic sources to compensate revenue losses from trade based taxes have seriously
hampered the realization of revenue objectives.

The trends in government expenditure

revealed a bias towards current expenditure, impacting not only public investments but also
causing under-funding of non-wage operational and maintenance expenditure as well as
expenditure relating to quality improvements in the service delivery. This trend has been
influenced by rising interest rates, wages and pension costs and the high level of security
expenditure consequent to the effects of terrorism that Sri Lanka has experienced. The link
between public debt and development is another important aspect in the conduct of fiscal
policy. Servicing as well as management of debt requires the creation of a prudent level of
debt as well as a strong economic growth. To the extent that such debt and its servicing
involve foreign currency, economic growth should stem from exports, to be able to manage
the Balance of Payments. Similarly, since fiscal cost of debt servicing depends on variations
in the exchange and interest rates, Government revenue growth needs to be buoyant to
ensure an orderly management of the budget, while adhering with the underlying policy
thrust. The post economic reform debt financing strategy seems to have raised many
challenges concerning these issues as well.
This Paper will address some of the major fiscal policy issues faced by the post-reform Sri
Lankan economy, by examining macroeconomic as well as revenue, expenditure and
financing policy concerns. Following the Introduction in Section 1, Section 2 of the Paper
begins with an overview of the post-reform economy and associated policy developments.
This is followed by Section 3 with a detailed analysis of fiscal developments intended to
address different facets of revenue, expenditure, financing and debt policy issues, while also
examining as to why deficits have remained high.

Section 4 will summarize some stylized

facts of post-reform economies to examine the extent to which the Sri Lankan experience is
similar to other post-reform economies. Contemporary challenges focusing the underlying
fiscal framework in ‘Mahinda Chinthana’ – A Ten Year Development Horizon Framework, its
policy directions and concerns, will be covered in Section 5. The final Section 6 will provide
concluding reflections.

2. An Overview of the Post-Reform Economy
Three decades of economic reforms that commenced in Sri Lanka in 1977 have brought
about many tangible achievements. Although reforms proceeded in a ‘stop-go-fashion’ and
were conducted in an environment affected by prolonged terrorist activities that
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considerably discounted the benefits of reforms, if one takes a look at the totality of
economic reforms witnessed over the last three decades, the change has been decisive and
conducive to create a buoyant economy. Industrial policy marked a unique shift. Prior to
commencement of reforms, heavy industries were essentially a state monopoly and other
industries were either subject to strict licensing requirements or reserved for SMEs. The
liberalization of the trade and payments system, privatization of state-owned enterprises
and deregulation of the investment regime have gone a long way towards freeing the
economy from state controls. Import licensing requirements have been completely
abolished. The highest tariff rate has come down from 500 per cent to 28 per cent while the
average tariff rate has declined to 4.1 per cent in 2007. The fixed exchange rate regime that
prevailed prior to 1977 has gone through a phase of a managed float for nearly two decades
and graduated to a floating regime with limited intervention since 2001. The foreign
investment regime is liberal, and as is the case in other developing Asian economies, the
Central Bank of Sri Lanka has shifted towards market based policy instruments such as
exchange and interest rates to conduct monetary policy, in addition to promoting
deregulation in the banking and financial sectors. Market based debt instruments were
introduced from the mid-1990s as part of financial and debt market reforms.
Fiscal and taxation policies were re-oriented to support the emerging liberal economy. The
trade and tariff system was reformed and was streamlined on the recommendations of
Presidential Tariff Commissions (1985 and 1995) and the taxation system was re-designed in
line with the recommendations of the Taxation Commission (1990). The phased removal of
export taxes and reduction of customs tariff made a marked structural change in the tax
system. With the reduction in tariff protection, revenue objectives were addressed through
excise taxation that was introduced in the late 1980s to treat domestic goods on par with
imports. Turnover tax system was translated into a value added form of taxation by 1998.
Consequently, taxation of domestic goods and services increased from 5.9 per cent of GDP
in 1978 to 10 per cent of GDP in 2007,. while reliance on trade taxes for government revenue
declined from 15.3 per cent to around 2 per cent. Fiscal reforms also focused administrative
reforms in the early 1980s and once again in the 1990s through the appointment of the
Salaries and Cadre Commission, to address issues relating to public sector cost effectiveness
and efficiency. Income based reforms in welfare expenditure, provisioning of cash grants in
place of commodity price subsidies that were popularly practiced prior to 1977, expansion of
micro financing schemes and rural infrastructure and livelihood development initiatives
were notable directional changes in poverty alleviation during the post-reform period. The
country’s traditional bias towards the expansion of free education and health facilities as
well as public investments in infrastructure was reflected in the fiscal policy although there
was a heavy trade-off in favour of welfare and social development at the cost of public
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investment.

Reform initiatives in recent years included the introduction of the Fiscal

(Management) Responsibility Act and a Medium Term Budget Framework - institutional
reforms and human resource development initiatives aimed at improving fiscal
management.
Through these reforms the overall investment increased from an average of 15.6 per cent of
GDP in the pre-reform period to 25 per cent of GDP in the post-reform period and the
economy was transformed into a diversified one from being a predominantly primary
commodity exporting country. The agricultural sector which accounted for 30 per cent of
GDP has reduced its relative importance by dropping to below 15 per cent by 2007. A
notable feature of this transformation is the expansion in the service sector and its
contribution to GDP to a near 60 per cent in 2007 from around 40 percent in the 1970s, while
the industrial sector including manufacturing and construction remained at pre-reform level
at around 30 per cent. The average share of exports and imports in GDP rose from 43
percent in the pre-reform period to 63 per cent during the post-reform period, reflecting an
increased trade integration. Underpinning this transformation was the deepening of private
sector

participation

in

telecommunications,

construction,

banking

and

insurance,

manufacturing, trade, tourism, plantations and transportation. Increased participation of
the private sector is also visible in power generation, petroleum and gas, port and aviation
services, education, health, housing and property development.
This overall structural transformation generated a 5 per cent annual average growth in GDP
despite the adverse impact of terrorism for nearly 25 years, natural disasters and external
economic shocks.1 This compares with a growth of 3.5 per cent during the two decades
prior to reforms.2 The per capita income which was below US$ 300 in 1978 increased to US$
2,014 in 2008. This increase of the per capita income at an annual average rate of 3.6 percent
in comparison to 1.3 per cent prior to reforms, has helped to bring down unemployment and
1

Economy suffered setbacks from severe droughts in 1981, 1988, 2001, the civil riots in 1983 and escalation of
terrorist activities thereafter, Southern insurgency during 1987-89, Tsunami disaster in 2004 and oil price shock
in 2006-08. The combined impact of the escalation of Northern terrorism, drought and Southern insurgency
during 1987-89 depressed the economic growth to an average of 2.2 per cent from an average growth of 5 per
cent during the previous 5 years. In 2001 the Central Bank estimated the negative effect on real sector output
growth from slow down in the World economy, terrorist activities in Sri Lanka as well as in the US, and
drought in 2001 at 6.4 per cent while impact on inflation was 4.1 per cent. Loss in earnings from exports and
tourism was US$ 1.2 billion. The impact of fiscal outcome was an increase of deficit by 1.2 per cent of GDP.
The 2004 Tsunami cost nearly 35,000 lives and displaced 500,000 persons. About 150,000 livelihoods were lost
in fisheries, tourism, SMEs and trade. Reconstruction cost was estimated at US$ 2.2 billion and the process was
expected over 3-5 years. The 2006-08 oil price shock raised the country’s import cost of oil to US$ 3 billion in
2008 from around US$ 800 million in 2006 and inflation to around 28 per cent reflecting difficult domestic price
adjustments.

2

In early 1970s, Sri Lanka was confronted with the first global oil price shock, global food crisis and 1971
insurgency which depressed economic growth to 0.2 per cent. During the entire period of 1971-1976, the
average annual GDP growth was 2.7 per cent. The corresponding rate of growth in per capita income was 1.1
per cent.
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poverty. The unemployment rate which was around 25 per cent prior to reforms, declined
to 5 per cent and the proportion of the poor in the total population declined from 40 per cent
to around 15 per cent. Further, the country has sustained progress in basic education, health
as well as in welfare. Primary school enrolment exceeded 97 percent, both in the case of
girls and boys, and the literacy rate of young people aged 15-24 is 97 per cent in the case of
males and 98 per cent relating to females. The primary school completion rate reached 100
per cent. Maternal mortality rate reduced to 43 per 100,000 live births. The society has
reached a stage in which 98 per cent of births are taking place in hospitals, reflecting
advancements achieved by providing island wide access of such facilities to the poor. The
synergetic packaging of education, health and social services, and their expansion islandwide coupled with the post-reform development process have been conducive to sustain
improvements in basic needs as shown in Table 1, in spite of many adverse factors such as
widespread terrorist incidents and external shocks.
Table 1: Selected Socio-Economic Development Indicators
1973

1978

Population Growth (%)

1.8

1.8

Unemployment rate (%)

1996

2003

2007

1.8

1.2

1.3

1.1

18.3

14.8

15.5

11.3

8.3

6.0

-

0.2

2.8

2.6

12.5

20.0

67.1

72.1

74.2

75.4

72.4

73.4

7.7

6.6

6.0

7.0

5.9

5.8

Infant mortality per 1,000 live birth

46.0

37.0

23.0

17.0

13.3

11.4

Literacy rate (%)

80.8

86.2

91.8

91.8

92.5

93.0

No Schooling (%)

22.9

14.9

11.8

8.6

7.9

7.2

Use of Thatched Roof Housing (%) of
households

35.1

31.1

25.0

10.5

5.6

4.2

Availability of electricity (%) for households

8.0

13.1

26.5

56.8

74.9

80.0

Availability of Telephone per 100 persons

0.3

0.7

1.4

4.5

25.5

51.3

21.0

21.8

22.6

31.0

31.9

32.0

-

-

19.6

50.6

70.8

77.0

Income share of highest 20%

45.89

54.09

56.74 52.96

55.17

-

Income share of lowest 20%

4.97

3.76

3.54

4.04

3.64

-

Per Capital Income (US$)

230

201

416

795

981

1609

Foreign employment as a % total labour
force
Life Expectancy at birth (years)
Death Rate per 1,000

Availability of Pipe borne water
Availability of Television (%) of households

Source:

1986

Economic and Social Statistics of Sri Lanka 2008.
Central Bank of Sri Lanka Annual Report (various Issues)

However, fiscal and macroeconomic outcomes have not been commensurate with the
structural shift and associated progress in the economy. Annual average inflation rate has
exceeded 10 per cent in a majority period of the post-reform era. Fiscal imbalances have been
persistent. Although the annual budget deficit has been reduced from about 15 per cent of
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GDP to around 8 per cent, current expenditure has continued to pre-empt government
revenue, thereby narrowing the space to accommodate much needed public investments.
Despite phasing out a wide range of welfare expenditure based on consumer subsidies that
reduced such expenditure from about 4.6 per cent to around 1 per cent and privatizing a
large number of state enterprises, there has been an expansion in public sector employment
and costly privileges such as unfunded pension systems. Successive budget deficits together
with financial market deregulation have also pushed the cost of interest on debt to around 6
per cent of GDP.
The over-reliance on a long term tax holiday regime to promote investment has created the
operation of a parallel tax regime which has contributed towards the erosion of the taxation
base. Further, trade liberalization has contributed towards weakening effective tax handles
and led to a decline in revenue. Designing of a revenue buoyant, low tax regime that is
consistent with the emerging economic transformation from a primary commodity export
economy to a predominantly service and industrial economy in which modern
infrastructure could be provided to improve the investment climate of the country, seems to
have been overlooked in the conduct of fiscal policy. The non-tax revenue sources have not
been geared to augment government revenue through profits and dividends, despite the
government having continued to enjoy the full ownership of a large number of profitable
strategic enterprises in which successive budgets have made heavy investments.
Concessional foreign aid which backed up initial public investments on irrigation and
hydropower generation has declined from about 10 per cent of GDP in the period 1978 - 80
to about 5 per cent in the period 1992-94. Consequent to the inability to arrest declining
Government revenue from 25.6 per cent of GDP in 1978 to around 15 percent by 2003 in the
face of stubbornly high current expenditure at around 20 per cent of GDP, deficit reduction
relied on pruning public investment from 12 per cent of GDP in 1978 to below 5 per cent by
2003, under-funding non-wage operational and maintenance expenditure.
The corresponding vulnerabilities on external accounts have also been a major concern. As
indicated in Table 2, most parts of the post-reform economy characterized high inflation,
high fiscal imbalances and associated instability in the Balance of Payments. Reflecting the
saving-investment gap which was influenced by fiscal operations, the current account
movements in the Balance of Payments imposed strains on the build-up of external reserves
particularly during the first 10 years of the post-reform economy. Persistent domestic and
external imbalances have kept the country on a high interest rate regime on the one hand
and continued to depreciate the exchange rate on the other. On the face of it, depreciation
was seen favourable to promote exports. However in the context of high interest rates and
associated domestic finance costs, inflationary pressures and absence of modern
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infrastructure, the expected improvements in exports and the domestic economy appear to
have been negated by the corresponding increase in the cost of intermediate and capital
goods imports, the overall cost of production as well as fiscal cost of debt servicing.
Although the export sector which contracted to an average of 15 per cent of GDP during the
period 1970 – 77, bounced back and increased to 26 per cent of GDP during the post-reform
period; imports in relation to GDP averaged at around 37 per cent contributing to a trade
deficit of around 11 per cent of GDP in contrast to 2.3 per cent prior to reforms. The steady
level of the imports/GDP ratio during the post-reform period reflected the inelastic nature
of imports consisting largely of intermediate and capital goods, and hence any exchange rate
adjustments were an additional cost to the domestic economy.
Table 2: Macroeconomic Imbalances
1978

1980

1984 1988

1992

1994

1998

Inflation (%)

7.8

18.1

17.1

11.5

10.0

9.3

Per Capita Income Growth (%)

6.4

3.9

3.8

1.3

3.0

4.2

National Savings/GDP (%)

15.5

14.0

22.2

14.2

17.9

Domestic Savings/ GDP (%)

15.4

11.2

19.9

12.0

Private Savings/GDP (%)

12.4

10.1

13.8

3.0

1.1

6.1

20.2

33.8

Private (%)

7.4

Public (%)

12.8

Government Savings/GDP (%)
Investment/GDP (%)

BOP current A/C Deficit/GDP (%)
Budget Deficit/GDP (%)
Money (M2b) growth (%)
External Assets/US$ mn.

2001

2003

2007

8.4

8.4

8.8

14.0

3.4

-3.0

4.7

5.7

19.1

23.4

20.3

21.5

23.3

15.0

15.2

19.1

15.8

16.0

17.6

14.0

15.9

18.2

21.5

18.8

19.8

19.5

-2.0

-0.9

-2.9

-2.4

-3.0

-3.8

-2.0

25.8

22.8

24.3

27.0

25.1

22.0

22.1

27.9

15.8

13.1

10.3

16.9

20.0

18.4

16.1

17.3

21.5

18.0

12.7

12.5

7.3

7.0

6.7

5.9

4.8

6.4

-3.4 -16.4

-0.9

-5.6

-5.7

-7.3

-1.4

-1.4

-0.4

-4.2

-9.0 -15.7

-8.0

-10.5

-9.2

-10.8

-7.7

-7.7

16.6

17.4

19.7

9.7

11.4

15.3

16.6

482.2 375.9 720.8 576.0 1439.9

-14.1 -23.1
24.9

31.8

16.5

2874.4

2907.0

2238.0

3.1

4.9

7.2

5.9

4.5

Average Exchange Rate (Rs/us$)

15.61 16.53 25.44 31.81

43.83

49.42

64.59

89.36

3 months Treasury Bill yield (%)

9.00 13.00 14.00 18.86

17.67

18.73

12.01

12.92

Months of Imports

1.7

2.2

4.5

3218.0 4956.4
5.8

5.3

96.52 110.62
7.35

21.3

Source: Compiled from Central Bank of Sri Lanka Annual Reports (various issues).

Although there have been a sustained increase in overseas transfers, from about 2.9 per cent
of GDP in 1978 to around 7 per cent in 2007, the total exports of goods, services and transfer
income in relation to GDP has not been able to maintain a steady growth. As a result, the
current account deficit remained at an average of 5.3 per cent compared to 2.5 per cent, thus
extending pressure on external financing needs. Given an already high debt-to-GDP ratio of
around 80 per cent which is moderately lower compared to 104 percent in 2004, the rise in
foreign debt servicing, declining trend in concessional foreign financing, depreciation of the
exchange rate and high interest rate policies have made fiscal adjustments more difficult,
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besides a high import and export to GDP ratio of about 55 per cent providing little support
(less than 2 per cent of GDP) to Government revenue since trade taxes have been phased
out.
Table 3: External Trade and Finance Impact on Fiscal Policy
(Figures in percentage)

Item
Export/GDP

1978 1980 1984

1988

1992

1994 1998 2001 2003 2007

30.9

26.5

22.9

21.2

25.4 27.4 30.4 30.6

27.2 23.9

Industrial Export/GDP

4.6

8.1

8.3

10.2

18.0 20.5 22.6 23.6

21.1 18.3

Foreign Transfer/GDP

2.9

6.8

7.5

7.6

Export of Goods, Services
and Transfer/GDP

43.5

40.8

36.5

35.7

37.9 41.0 43.3 45.3

42.1 37.8

Import/GDP

37.7

51.0

31.9

32.1

36.1 40.7 37.4 37.9

35.3 34.9

Intermediate & Investment
Goods/GDP

21.1

34.6

23.3

23.6

28.2 32.3 29.1 30.8

28.2 29.4

Foreign Debt
Service/Exports

6.2

6.2

8.3

17.2

11.8

8.3

8.3

8.8

12.3 19.2

Foreign Debt Service/GDP

1.9

1.6

1.9

3.7

3.0

2.3

2.5

2.7

3.3

4.6

Export duty/GDP

11.1

5.6

3.9

0.8

0.2

-

-

-

-

-

Import Duty/GDP

4.2

4.4

4.1

4.8

4.9

3.9

2.8

1.9

1.9

2.0

Foreign Aid/GDP

10.4

10.1

6.9

8.5

5.5

4.8

3.5

3.4

3.8

2.9

5.4

5.8

5.7

6.4

6.6

7.1

Source: Compiled from the Central Bank of Sri Lanka Annual Reports (various issues).

3. Post-Reform Fiscal Policy Concerns
Sri Lanka’s fiscal experience in the post-reform period characterized diverse facets. First,
ever since Sri Lanka entered into a phase of economic liberalization in 1977 and subsequent
reforms through deregulation and privatization over almost three decades, it has been
confronted with large fiscal deficits affecting macro-economic fundamentals. As evident in
Table 4, the early phase of liberalization which was accompanied by a very large public
investment program, was confronted with budget deficits as high as 15 - 20 per cent of GDP
for a period of 5 - 7 years, followed by another 5 - 7 year period with somewhat lower
deficits in the range of 10 - 15 per cent of GDP, but associated with declining public
investments and rising government dis-savings, a direction which was not conducive to
maintain the tempo of future development.
Although deficits have gradually declined from around 20 per cent in the mid-80s to less
than 10 per cent in the 90s and to around 8 per cent in recent times, they still remain high in
terms of fundamental macro-economic norms, while also reflecting several other structural
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weaknesses. Current expenditure has remained in excess of revenue since the mid-1980s,
with the revenue deficit varying in the range of 2-3 per cent of GDP, underscoring weakened
revenue efforts due to the erosion in both tax and non-tax revenue sources, while at the
same time taking periodic pressures on the already high operational expenditure owing to
ballooning public services and associated liabilities.
Table 4: Summary of Government Fiscal Operations (Figures are as percentage of GDP)
Item

1978

1980

1984 1988

1992

1994

1998 2001 2003 2007

25.6

19.9

21.0

18.8

20.1

19.0

17.2

16.7 15.2 15.8

23.8

18.8

18.4

16.2

18.0

17.2

14.5

14.6 12.7 14.2

Income Taxes

2.6

3.1

3.4

2.1

2.6

2.6

2.0

2.5

2.2

3.0

Taxes on Goods & Services

5.9

5.1

6.6

7.5

9.0

9.8

8.9

10.3

8.7

9.2

Taxes on External Trade

15.3

10.0

8.1

5.6

5.1

3.9

2.8

1.9

1.9

2.0

1.8

1.1

2.5

2.6

2.1

1.8

2.7

2.0

2.5

1.6

39.6

43.0

29.5

34.5

28.2

29.5

25.2

27.3 23.4 23.5

23.1

19.3

15.2

20.8

21.1

21.9

19.6

21.3 18.8 17.4

Salaries of Public Services

4.8

4.4

3.2

4.0

3.7

3.2

3.0

3.4

3.0

3.7

Other goods and services

2.5

2.3

1.7

3.2

2.5

1.6

1.6

1.8

1.5

0.7

Pensions

1.1

0.9

1.3

1.9

1.9

2.3

1.9

1.9

1.7

1.9

National Security Expenditure

0.8

1.0

0.8

2.0

3.1

4.6

5.0

4.9

3.5

3.8

Interest on Public Debt

3.2

3.4

4.1

5.7

6.1

6.6

5.6

6.7

6.9

5.1

Welfare Expenditure

6.1

3.4

0.0

0.9

1.8

1.7

0.9

1.9

1.3

1.2

Transfers to Public Enterprises

2.5

2.4

1.1

0.7

0.3

0.5

0.3

0.3

0.3

0.3

12.1

18.0

12.8

12.6

7.3

7.0

6.7

5.9

4.8

6.4

2.5

0.7

5.8

-2.0

-1.0

-3.0

-2.4

-4.7 -3.6 -1.6

-14.0

-23.1

-8.5

-15.7

-8.1

-10.5

-9.2

-10.6 -8.2 -7.7

Foreign Grants

1.5

3.9

2.0

3.0

1.9

1.4

0.7

0.4

0.4

0.9

Net Foreign loans

7.7

5.3

4.0

3.2

1.7

2.0

1.0

1.0

2.4

2.8

Domestic Financing

Government Revenue
Tax Revenue

Non Tax Revenue
Government Expenditure
Current Expenditure

Public Investments
Current Account Surplus/Deficit
Overall Budget Deficit

4.7

13.9

2.5

9.5

3.7

6.5

7.0

8.8

4.4

4.1

Non Bank Borrowings

3.0

2.7

3.2

4.2

5.0

6.4

5.2

5.3

5.5

3.1

Bank Financing

1.2

10.6

-1.3

4.6

-0.5

0.2

1.9

3.4

-1.1

0.4

Privatization

0.0

0.0

0.0

0.0

0.7

0.5

0.4

0.6

0.6

0.0

Total Public Debt

72.5

77.2

64.9 101.0

95.4

95.1

90.8

103. 102.
85.8
2
3

Foreign

34.2

33.5

33.1

56.6

55.4

52.1

45.3

45.2 46.3 37.9

Domestic

38.4

43.7

31.8

44.4

40.0

43.0

45.5

58.0 56.0 47.9

Source: Compiled from Annual Reports (various issues) 1980-2002, Central Bank of Sri Lanka.

This has hampered the country’s overall domestic savings effort which showed only a
modest growth from 11 per cent of GDP in 1980 to 18 percent of GDP in 2007, despite
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private savings rising from 10 per cent to 20 per cent, reflecting the negative impact of
government dis-savings. The impact of the budget deficit on macroeconomic conditions, to
a great extent depends on the mode of financing of the deficit itself. Prior to 1990, foreign
loans and grants financed nearly 50 per cent of the government budget deficit. However,
financing from the banking system has also been dominant during most of the time till the
early 1980s. As the deficit declined over time, foreign financing also declined, however
accounting for over 40 per cent of the deficit most of the time. Throughout the post-reform
period, the government has increasingly tapped non-inflationary domestic sources of
financing. Non-bank sources that averaged at around 3 per cent of GDP, accounting for 20
per cent of the budget deficit increased to over 5 per cent accounting for 55 percent of the
deficit. Liberalization of domestic interest rates and the removal of ceilings on lending by
banks in the early 1990s caused an increase in the cost of domestic financing. This is clearly
reflected in the rapid rise in interest costs of domestic debt servicing in the budget. The
overall financing strategy has posed several problems. First, the budget deficit was not
compatible to maintain low inflation and private sector credit demand. This could have
been avoided if the current account generated a surplus, or was operated at least at a break
even level. Second, the budget is still vulnerable to exchange rate variations, and hence
raises the debt servicing cost. Third, the cost of domestic finance is likely to remain high
until domestic financing is reduced to below 2.5 per cent of GDP. Besides the danger of
tampering with the monetary policy, there is little room for a substantial contribution to
budget financing from increased monetization of the deficit.
Fiscal imbalances together with a sub-optimum economic growth raised public debt in
relation to GDP from 72.5 per cent in 1978 to 109 per cent 1989 and 105 per cent in 2002
before declining to 85.8 per cent in 2007, reflecting a rising level of debt as well as high
interest costs associated with large budget deficits and inflation. These factors contributed
to raise the interest cost in the budget from 3.2 per cent of GDP in 1978 to over 6.5 per cent in
the mid-1990s and to 5.1 per cent in 2007. Although Sri Lanka does not have large
commercial debt in its debt portfolio and is blessed with low-cost concessional borrowings
with a longer term maturity structure, the burden of foreign debt-servicing has increased
from 4.4 per cent of export of goods, services and foreign transfers in 1978 to 12.2 per cent in
2007.

However, the increase in export of goods and services and foreign transfers in

relation to GDP has not been strong and remain vulnerable to external economic conditions.
Further, the overall debt service payments in the budget have become an increased burden
on fiscal management. Interest expenditure on public debt has accounted for 38.4 per cent of
government revenue in 2007 in comparison with 12.5 per cent in 1978, underscoring the
impact of financial sector liberalization, rising debt and falling government revenue. The
total debt service payment in relation to government revenue has increased from 23.2 per
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cent in 1978 to 117 per cent in 2007, reflecting increased resource constraints and adding
further complexities to fiscal management. The gross financing needs which consist of the
budget deficit, debt repayment and short-term debt in relation to GDP, have grown from
25.2 per cent in 1978 to 31.3 per cent in 2007.
Table 5: Debt Implications on Fiscal Management
1978
Total Debt/GDP (%)
Foreign debt/GDP (%)
Domestic debt/GDP (%)
Gross Financing Needs/GDP

(%)1

1980

1984

1988

1992

1994

1998

2002

2007

72.5

77.2

64.9

101

95.4

95.1

90.8

105.5

85.8

34.2

33.5

33.1

56.6

55.4

52.1

45.3

45.5

37.9

38.4

43.7

31.8

44.4

40.0

43.0

45.5

59.9

47.9

35.9

31.3

25.2

42.6

21.1

41.9

37.3

33.2

31.1

Debt Service/Government Revenue (%)

23.2

28.5

28.4

54.0

61.0

57.8

65.6

Interest payment/government revenue (%)

12.5

17.2

19.8

30.2

30.4

37.2

31.4

44.4

32.3

5.9

5.7

6.0

10.2

12.2

11.0

11.3

18.0

18.5

Export/GDP (%)

30.9

26.5

22.9

21.2

25.4

27.4

30.4

30.6

23.9

Export of goods, services & current
transfer/GDP (%)

43.5

40.8

36.5

35.7

37.9

41.0

43.3

46.3

37.8

External Debt service ratio (%)2

6.2

6.2

8.3

17.2

11.8

8.3

8.3

10.6

10.0

External Debt service ratio(%)3

4.4

4.0

5.2

10.2

7.9

5.5

5.8

7.0

6.3

Debt Service/GDP (%)

Notes:

108.4 117.1

1 Budget

Deficit plus Debt Repayments plus Short Term Debt is considered financing needs.
of goods and services.
3 Export of goods, services and transfer income.
2 Export

Source: Compiled from the Central Bank of Sri Lanka Annual Reports (various issues).

These indicators show that a considerable volume of refinancing has to take place in
government fiscal operations. Refinancing arrangements for foreign debt servicing are
complex and involve high risks, to an extent that the exposure by lending agencies depends
on market conditions and associated political and economic risks. Although domestic debt
servicing may be easier and more predictable than foreign debt refinancing, the process
denies the scope for using such funds for much needed infrastructure development, longterm investments and debt/equity market development unless such refinancing is done
with a lower budget deficit to reduce the cost of interest.
Second, the liberalization process and subsequent reforms towards shifting away from trade
taxes to domestic taxation to create an export friendly tax regime was not revenue positive.
Some key initiatives of trade reforms included phasing out prohibitive tariff on imports
from 1985, eliminating export taxes by 1990, obtaining membership in the World Trade
Organization (WTO) in 1995, adopting free trade arrangements with India in 1998 and
Pakistan in 2004 and implementing the South Asian Free Trade Agreement in 2006.
Consequently, the importance of trade taxes for government revenue decreased as revenue
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from such taxes to GDP declined from around 15 per cent in 1977 to around 2 percent by
2007. This erosion demanded an increase in income as well as tax on goods and services by
13 per cent of GDP, if the Government was to compensate for the revenue loss and maintain
the revenue/GDP ratio at the 1978 level. However, income tax to GDP remaining at 2.5 per
cent and domestic indirect tax generating around 9 per cent of GDP as against 6 per cent in
1978, demonstrate that domestic taxes have not compensated the reduction in trade-oriented
taxes to be able to sustain the revenue neutrality of trade liberalization. In fact, trade
reforms appear to have made the post-reform fiscal performance vulnerable to inelastic
domestic taxes and non-tax revenue. Further, the challenges in administering income and
consumption taxes appear to have been enormous considering the nature of economic
activities, compared to better tax handles provided by trade taxes.
Table 6: Revenue Structure
(as percentage of GDP)
1978

1980

1984

1988

1992

1994

1998

2001

2003

2007

25.6

19.9

21.0

18.8

20.1

19.0

17.2

16.6

15.2

15.8

23.8

18.8

18.4

16.2

18.0

17.2

14.5

14.6

12.7

14.2

Income Tax

2.6

3.1

3.4

2.1

2.6

2.6

2.0

2.5

2.2

3.0

Domestic Consumption tax

5.9

5.1

6.6

7.5

9.0

9.8

8.9

9.8

8.7

9.2

2.7

2.3

5.0

5.6

5.7

5.6

1.6

0.1

0

0

0

0

0

0

0

0

2.3

3.2

5.3

5.2

Total Revenue
Tax

Turnover Tax
GST – VAT
Defence Levy
Excise Tax
Taxes on External Trade

0

0

0

0

0.9

1.7

2.1

3.3

0

0

3.2

2.8

1.6

2.0

2.4

2.5

3.0

3.2

2.8

2.7

15.3

10.0

8.1

5.6

5.1

3.9

2.8

1.9

1.9

2.0

Import Duties

4.2

4.4

4.1

4.8

4.9

3.9

2.8

1.9

1.9

1.6

Export duties

11.1

5.6

3.9

0.8

0.2

0

0

0

0

0

1.8

1.1

2.5

2.6

2.1

1.1

2.7

2.0

2.5

1.6

Profit and Dividend

0.3

0.2

0.4

0.3

0.2

0.2

0.3

0.3

0.3

0.3

Interest

0.1

0.2

0.7

0.5

0.8

0.8

0.8

0.5

0.4

0.4

Fees & Charges

0.4

0.3

0.3

0.5

0.5

0.2

0.3

0.4

0.6

0.4

Social Security

0.1

0.1

0.1

0.2

0.1

0.1

0.3

0.3

0.2

0.2

Non Tax revenue

Source: Compiled from Ministry of Finance & Planning-Government Budget Estimates (various issues) and
Central Bank Annual Reports (various issues).

As shown in Table 6, non-tax revenue performance has also not contributed to augment
government revenue. The major non-tax revenue components such as profits and dividends
from state enterprises, interest in relation to on-lending to state enterprises, credit to
government employees, administration fees and charges on various services provided by the
government and social security contribution recovered by the government in lieu of pension
payments to dependents of government employees, indicate that revenue performance has
381

P.B. Jayasundera

been dismal. Despite large investments by way of both equity and debt capital infusions to
state enterprises, revenue from profits, dividends and interest in relation to GDP has been
on a downward trend. In addition to this, transfers to loss-making enterprises have also
remained at around 0.5 per cent of GDP in spite of privatization of several such enterprises
in the plantations and manufacturing sectors. The performance of non-tax revenue raises
the question as to whether the government has been able to receive a return on investment
in state enterprises during the post-reform period.3 Similarly, the cost recovery issues
relating to fee levying services provided by the government and the adequacy of the social
security contributions to support liabilities of superannuation benefits are also concerns.
In this background, there has been deterioration in the revenue effort which was in excess of
25 per cent prior to liberalization to around 15 per cent in recent times. The inverse relation
between economic growth and taxation is a concern particularly since the country has
graduated to a per capita income level of around US$ 2,014 in 2008 from US$ 300 in 1978,
together with the expansion in service and industrial sectors, reduction in unemployment
and poverty and rise in middle and upper income households.
Although the modelling of the overall tax system has been influenced by the Taxation
Commission of 1990 and subsequent fiscal reforms initiatives that focused four mainstreams
of taxes, namely, income tax, VAT, customs tariff and a revenue specific excise taxation,
several extra tax instruments have crept into the system from time to time in order to
address revenue needs as persistent demands for concessions from main-stream taxes have
remained the ‘order of the day’.4
As shown in Table 7, throughout the post-77 liberalization regime the taxation strategy has
remained to be heavily influenced by a culture of tax concessions, tax holidays and relief for
investment and consumer protection instead of promoting a broad based taxation strategy
consisting of minimum exemptions and low rates of taxes which make tax compliance and
tax administration easy in addition to better revenue performance.

3

Bank of Ceylon and the Peoples Bank (the two large commercial banks), National Savings Bank, Regional
Development Banks, State Mortgage and Investment Bank, Ceylon Electricity Board, Ceylon Petroleum
Corporation, Water Supply & Drainage Board, Sri Lanka Ports Authority, Airport and Aviation Authority, Sri
Lanka Transport Board, Sri Lanka Railways and Sri Lanka Postal are the largest commercial entities owned by
the state. The profits and dividends from all these enterprises have not accounted for even 0.5 per cent of
GDP per annum.

4

At present, in addition to four main taxes, namely Income Tax, VAT, Customs Tariff and Excise, several other
taxes such as Social Responsibility Levy, Economic Service Charge, Rural Infrastructural Development Levy,
Ports and Airports Levy, Bank Debit Tax, Cellular Mobile Phone Levy, Stamp duty and Special Commodity
Levy have also been introduced to protect government revenue because of the provisioning for a wider range
of tax concessions and exemptions. Income tax system is also complex. In the context of low yield, weak tax
handles and administrative deficiencies, the system demands comprehensive reforms.
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Table 7: Expansion of Tax Concessions 1977 – 2005
Year

Tax Withdrawals/ New Concessions

Tax GDP
Ratio (%)

1978

Provision of long-term tax holidays (10-20 years with provision for extensions) for
foreign investments and setting up of industries in tax free export processing zones
under the GCEC law.

24.2

1979

Exemption of public sector employees from income tax and reduction in export taxes.

19.7

1982-4

Implementation of the recommendations of the first Presidential Tariff Commission of
14.8 - 19.5*
1980 and phasing out Customs duties.

1986-7

Abolition of Estate Duty and Gift Tax. Implementation of the recommendations of the
second Presidential Tariff Commission of 1985 and a further reduction in Customs
duties.

17.4 - 17.8

1989-91

Expansion of BOI incentives and separate Customs arrangements to BOI industries to
promote the apparel industry in backward areas.

18.9 – 18.3

1992

Abolition of Wealth Tax and Exports Duty on tea, rubber and coconut. Commencement
of the phased reduction of Stamp Duty on Letters of Credit, Turnover Tax on banking
and financial instruments and government debt instruments.

18.0

1993-4

Implementation of the recommendations of the third Presidential Tariff Commission of
1992. The tariff structure which had rates ranging from 10 – 500 % and more than 19
tariff bands was reduced to 13 bands in 1990 and 4 bands in 1991.

17.2

1995

Increase of the tax free threshold for income taxation and the introduction of a three
band tariff structure with 10, 20 and 30 per cent rate bands.

17.8

1996

Exemption of share market transactions and unit trust transactions from Turnover Tax,
exemption of machinery and equipment for gem and jewellery from income tax,
provision of 10 – 20 year tax holidays for large scale projects and exemption of project
specific imports from other taxes, 5 year tax holiday for investment in advanced
technology and increasing the tax free threshold to Rs. 100,000/-.

17.0

1997

Investment tax allowance to set off 75 per cent of investments against 50 per cent of
assessable income, duty free imports of machinery and equipment for existing
companies, increase of the tax threshold to Rs. 144,000/- and tax slabs.

16.0

1998

Duty free status granted to the textile and apparel Industry. Exemption of gold, gem and
jewellery industry from Income Tax. Tax incentives for thrust industries and software,
reduction in the Income Tax rate to 15 per cent for agriculture, fisheries and livestock.

14.5

1999

Tax holidays for large scale housing projects, duty free concessions for importation of
buses and permission to deduct capital expenditure on transportation from income tax,
reduction of income tax to 15 per cent, duty free imports of machinery and equipment
for the construction industry and the removal of stamp duty on debt instruments.

15.0

2001

Removal of stamp duty and Turnover Tax on banking transactions.

14.6

2002 -04

One year depreciation for investments in information technology and reduced rate of
taxation for housing and Tax Amnesty. Increase in tax free threshold for income tax.

12.7 – 13.5

2005-07

Exempt of agriculture for a period of 5 years, Tax exemption for Arts, agricultural
processing, exports of fruits, vegetable, handloom, duty concession for printing and
packaging material, constructions equipment, VAT concessions for buses, social
housing, local film industry, jewellery, leather, shipping industry.

13.7- 14.6

Source: Compiled from Budget Speeches (Various Issues). In 1984 a higher revenue GDP ratio was recorded
due to impact of higher tea prices, which resulted in increased revenue from exports.

Hence, the existing tax structure is complex (expansion of multiplicity of taxes and existence
of parallel tax regimes, prevalence of a wide range of exemptions - a BOI and a non-BOI tax
regime), has a very narrow base and is incapable of generating buoyant revenue for the
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government.

These characteristics point at built-in inefficiencies and the instability of the

tax system. The salient features highlighted above in respect of post-reform revenue
performance can be viewed in the context of some international experience. As evident in
Table 8, although Sri Lanka moved towards being a lower middle income country by 2004,
the revenue/GDP ratio was in the range of 15 - 16 per cent in comparison to the 22 per cent
benchmark ratio that corresponds with such per capita income status. This underperformance is reflected largely in non-tax revenue, and income tax in addition to a sharp
fall in trade tax revenue to below 2 per cent of GDP in comparison to the benchmark ratio of
3.6 per cent in the case of a lower middle income country.
Table 8: Tax Behaviour (Average of 2000-01)
GDP
Per capita
US$

Revenue /
GDP

Tax/GDP

Non
tax/GDP

Income

VAT

Excise

Trade

614

18.0

14.9

3.1

3.9

3.5

2.0

3.7

Lower middle
income

1,642

22.0

16.0

6.1

3.9

4.9

2.1

3.6

Upper middle
income

4,142

25.6

21.0

4.6

5.3

5.3

2.4

2.5

High income

21,387

32.8

27.5

5.3

8.9

6.7

2.8

1.3

Country Status
Low income

Sources: IMF, Government Finance Statistics; International Finance Statistics.

These international experiences tend to suggest that trade liberalization through tariff
reductions has been implemented faster as against introducing alternative revenue sources
capable of being handled through the tax system. It also points out that non-tax revenue
growth is inadequate to maintain a revenue effort compatible with a lower middle income
country. Sri Lanka’s income tax/GDP ratio of 2 - 2.5 per cent compared to 3.9 per cent
which is compatible with the present day per capita income of the country, raises the
question as to whether the tax base is adequate or even justifiable.
Third, despite a marked shift from an inward looking trade policy regime and a
predominantly state-owned economy that prevailed almost for 2 decades till 1977, to an
outward looking, market-oriented, private sector driven economy, Sri Lanka’s fiscal policy
supported an extensive public service through the expansion of universal free education
and health services, various welfare-oriented public delivery programs and liberally
targeted island wide poor relief initiatives supported through a broad administrative
mechanism. The total expenditure for the provision of education, health, general public
services and welfare activities through various public delivery programs accounted for 7.2
per cent of GDP in 2004 compared to 6.6 per cent in 1970. With the adoption of a devolved
system of administration in terms of the 13th Amendment to the Constitution introduced in
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1988, operations of the government at provincial level also expanded significantly in
addition to the Central Government itself remaining to be engaged in provincial and rural
level activities. However, the collection of devolved revenue remained below 1 per cent of
GDP while devolved expenditure accounted for 2.3 per cent of GDP, largely reflecting
current outlays. As devolved revenue has been stagnant, provincial budgets depended
heavily on transfers from the national budget, as shown below:
Table 9: Summary of a Provincial Budget
(% GDP)

1995

2000

2005

2007

Revenue

0.7

0.6

0.7

0.7

Tax

0.5

0.4

0.5

0.6

Non Tax

0.2

0.2

0.2

0.1

3.1

3.0

3.0

3.4

2.4

1.7

1.9

2.2

Expenditure
Personal Emoluments
Non-Wage Expenditure

0.5

0.5

0.5

0.6

Capital Expenditure

0.2

0.7

0.6

0.6

Government Transfers

2.4

2.5

2.4

2.5

Sources: Compiled from Annual Report of Central Bank of Sri Lanka (Various issues).

The inherent large public sector is a combined outcome of the historical legacy of having an
island wide free public service delivery system, coupled with the parallel expansion
experienced with devolved administration.
Consequent to the expansion of the public services at all levels, the consolidated budget has
to manage a large payroll accounting for 1/3 of the total expenditure to cater to around
500,000 public servants. As reflected in Table 1, the wage cost of the public service has
remained in excess of 3.5 per cent of GDP while its total recurrent cost has been in excess of
4.5 per cent of GDP. Due to the fiscal stress experienced in the post-reform period, quality
improvements in the public service through both human resources development and
technological capacity building caused major casualties to public expenditure management.
Provision for training and IT facilities remained negligible in the national budget despite the
fact that over 4.5 per cent of GDP was spent merely to pay salaries and meet operational
expenses.
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Table 10: Selected Indicators of Public Services
Health Services
Total health expenditure/GDP (%)
Hospitals
Doctors
Nurses
Attendants
Midwives
Public Health Inspectors
General Education
Total education expenditure/GDP (%)
Government schools
Students (mn)
Teachers
Civil Administration
Employees (Provisional)
Total Civil Administration
Expenditure/GDP (%)
Total Pension cost/GDP (%)

1975

1980

1990

2000

2007

1.37
345
2,113
5,685
NA
NA
NA

1.18
380
2,055
6,834
4,525
3,350
913

1.40
352
2,440
8,957
5,707
4,958
886

2.12
585
8,205
14,931
7,309
7,394
1,486

1.94
619
11,442
22,088
7,129
7,590
1,662

2.66
8,622
2.560
104,043

2.77
9,117
3.389
141,185

2.97
9,864
4.232
184,822

2.45
9,976
4.13
194,723

2.61
9,678
4.098
219,358

200,004
2.7

209,628
3.2

245,029
4.3

285,267
2.5

247,074
2.0

1.1

1.1

1.4

1.7

1.9

Source: Compiled from Annual Reports (various issues) Central Bank of Sri Lanka.

This scenario further compounded consequent to there being non-contributory retirement
benefits to public servants which are even adjusted periodically, causing a considerable
financial burden on fiscal management. The cost of such expenditure increased from a mere
1 per cent of GDP in 1978 to 2 per cent in 2008. The downside risk of having a pensionable
public service has been recognized as early as 1971, even well before the economic reform
process commenced in 1977. The Budget Speech 1971-72, articulated the potential fiscal
problem of the superannuation scheme available for public servants as follows ‘The time has
now come for us to consider seriously whether the country can afford a pension scheme of the type we
have today, in the face of rising expenditures on the public service as a whole, the large number of
employees coming into the government’s permanent establishment, the continuous demand for higher
wages and increasing benefits for public servants and the difficulties imposed in additional tax burden
on a large mass of the people who are not so favourably placed as public servants, in order to finance
the ever increasing recurrent expenditures on the public service ………… I, accordingly propose that
all new appointments to the permanent establishment of the government which are made on or after
1st January 1972 should either be on the basis of a contributory pension scheme or of the provident
fund………….

Although the proposal which I have just made will not have any impact on the

pension bill of the government for a very long time, I am firmly of the view that unless such decision
is taken immediately, we shall drift into a position when some day the country will be faced with a
pensions bill for public servants which it simply cannot afford.5 This reform initiative of the 1970s
which could have brought about far-reaching positive implications, as well as such
5

Budget Speech 1970-71 by the Hon Dr. N.M. Perera, M.P. Ministry of Finance October 25, 1970.
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subsequent attempts made during the post-reform period have failed due to political
resistance.
Fourth, the historical bias towards ‘welfarism’ in public policy, reflected in the administered
price mechanism used for the provision of petroleum, transport, electricity, water, credit
facilities, fertilizer etc., often contributed to fiscal losses in financial institutions. Apart from
economic distortions resulting from such policies, provision of important services such as
transport, electricity, water, irrigation and highways also suffered heavily due to inadequate
investments. Although through various reform initiatives the private sector has been
promoted to engage in many activities which were previously handled only by the State, the
transaction cost to the private sector continued to remain a bottleneck due to inadequate
infrastructure essential for private investments. The division of labour between the two
sectors therefore remains at a sub-optimum level, making the performance of both sectors
inefficient and costly, which has a bearing on the conduct of fiscal policy.
The delayed response to external shocks made fiscal policy vulnerable to unbudgeted public
spending or revenue losses. Although Sri Lanka has relied on importation of oil and a wide
range of food items for domestic use, successive governments have been reluctant to adjust
domestic prices due to their bias towards short-term consumer welfare. This historical
behaviour, in addition to causing fiscal and quasi-fiscal losses in the form of subsidies and
write-offs or alternatively in the form of revenue losses through compensatory tax
reductions, has deprived many opportunities for the country to exploit its potential in the
real economy. One classic example was the heavy reliance on the importation of wheat and
distribution of flour at subsidized prices for local consumption, which was managed
through various external grants and aid schemes in the early stages and subsequently
through government funding arrangements.
Being the end result, Sri Lanka’s wheat flour consumption increased fivefold within a 20
year period up to 2005, which also acted as a deterrent to local rice production due to the
heavy bias in relative prices towards imports. As shown in Table 11, the continued
expansion in food imports such as sugar, dairy products, fish, potatoes, onions etc., instead
of promoting local production, was due to inconsistencies in the trade and tariff policy as
well as due to the subsidy policy followed by successive governments. The data in Table 11
demonstrate that there is considerable scope for local production which however requires a
stronger policy strategy addressing issues such as availability of quality seeds, extension
services, technology, remunerative producer prices and a predictable agricultural tariff
policy for investment in agriculture. Another example is the shift towards fuel based power
generation despite the country enjoying a vast potential to exploit low cost hydropower or
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alternative energy sources such as coal and solar. Consequently, Sri Lanka as of now relies
on fuel for 60 per cent of its electricity generation, costing a heavy burden to the country.
The cost of imports of petroleum products increased from US$ 246 million (11 per cent of
imports) in 1988 to U$ 3,368 million (24 per cent of imports) in 2008, partly reflecting
increased reliance on fuel based power generation. Adjustments to petroleum product
prices and resulting adjustments to transport fares are other areas that have shown a lagging
response, causing large fiscal subsidies or losses in state enterprises and denial of local
production opportunities during most parts of the reform period.
Table 11: Food and Petroleum Imports
(US$ mn)

1978

1980

1985

1990

1995

2000

2005

2008

Rice

44.1

53.4

40.1

43.9

91.0

4.0

16.0

48.0

Flour

140.4

110.4

7.6

34.5

-

1.0

32.0

1.0

Wheat grain

8.7

34.8

101.8

94.6

198.0

127.0

141.0

330.0

Sugar

39.7

110.4

73.1

129.0

145.0

141.0

132.0

185.0

Milk powder

26.9

32.5

27.7

59.0

109.0

118.0

133.0

250.0

8.3

17.9

27.8

43.4

67.0

69.0

70.0

140.0

Other food
products

41.6

51.0

41.3

79.9

172.0

227.0

229.0

449.5

Petroleum

153.9

186.9

404.5

358.7

387.0

901.0

1,665.0

3,368.0

TOTAL

309.7

410.4

319.4

484.3

1,169.0

687.0

753.0

4,771.5

Fish

Source: Compiled from Annual Reports (Various Issues) Central Bank of Sri Lanka.

Fifth, the influence of multilateral lending agencies such as the Asian Development Bank
(ADB), the World Bank and the International Monetary Fund (IMF), in policy formulation
was also a noticeable feature in the post-reform phase in Sri Lanka.

There has been

increased reliance on these agencies for financing the Balance of Payments and the budget.
As shown in Table 10, several deregulation initiatives have been implemented as part of
policy based lending conditionalties.

What is notable is that there have been several

slippages while implementing such policy actions, partly due to political resistance and
partly due to difficulties in implementation attributable to weak program designing and
sequencing, as well as rigidities associated with such lending agencies. As highlighted
earlier, measures towards trade liberalization have been intensified to satisfy program
conditionalities without assessing revenue implications on the national budget or having
identified alternative revenue sources which are consistent with underlying economic
reforms. As mentioned earlier, revenue reduction during the post-reform phase associated
with tariff reductions has been destabilizing.
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It can also be observed that through hurried trade reforms the domestic economy has been
exposed to a liberal trade regime without recognizing adverse implications of high interest
rate policies, rigid labour laws and welfare implications on firm level adjustments towards
globally competitive conditions. Export promotion has relied largely on trade liberalization,
exchange rate depreciation, the use of quota protection etc. and less on addressing structural
weaknesses affecting competitiveness and extending direct support for market penetration,
product development, and the like. The privatization program has been often pushed
forward to satisfy program conditionalities associated with lending, without allowing
sufficient space for developing the necessary regulatory arrangements. Financial sector
deregulation has surpassed fiscal reforms.

This has resulted in high interest rate and

exchange rate burden on the fiscal resources. Deficit reduction has been managed through
unrealistic reductions in public investment, undermining the complementary role of public
investment with business deregulation.
During the entire business deregulation period, public investment has systematically
declined to less than 5 per cent of GDP by 2004. Almost all programs shown in Table 12
below, failed to adhere with targets resulting in eventual terminations with tranches of
approved facilities even having being cancelled.
The experience of reform-based lending programs reflected that such policies should be
designed having regard to the critical relationship between country specific conditions and
ownership, if they are to be effective when implemented. Development assistance can
provide critical support for reforms, only if there is a degree of flexibility when sequencing
events and specifying conditions so that policies can be fashioned to suit local conditions
without compromising the core objectives of economic reforms. Ownership of policies
means that they should be ‘home-grown’ and not ‘donor-driven’. Whether such an approach
could be adopted is yet to be seen, given the bureaucracy and generalized development
ideology of multilateral financial agencies on the one hand and political realities on the
other, which are often contradictory.
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Table 12: Policy Based Multilateral Lending
Lending Facility

Period

Underlying Deregulation Initiatives

International Monetary Fund (IMF)
Structural Adjustment Facility
(SAF)
Enhanced Structural
Adjustment Facility (ESAF)

1988-91 Trade liberalization, privatization of selected SOEs, closure of selected
Government agencies
1991-95 Implementation of the value added tax, privatization, and reduction of
import duties, deregulation of the foreign exchange market,
restructuring state banks
Standby Arrangement
2002 Floatation of the exchange rate, Implementation of a pricing formula for
petroleum products, further privatization
2003 Restructuring of electricity, liberalization of the petroleum industry,
Poverty Reduction and
establishment of a Revenue Authority, Peoples' Bank restructuring,
Growth Facility (PRGF) and
Extended Fund Facility (EFF)
Labour market reforms including time bound dispute settlement rules,
Agreeing on a formula for redundancy compensation
World Bank

Economic Restructuring
Credit (ERC)
Public Manufacturing
Enterprises Adjustments
Credit (PMEAC)
Legal and Judicial Reforms

Mahaweli Restructuring
Central Bank Strengthening
Land Titling and Related
Services
Economic Reform Technical
Assistance
Poverty Reduction Strategy
Credit

1990

Restructuring SOEs

1990

Privatization of large state owned manufacturing enterprises

2000-04 Modernizing the legislative framework, improving regulatory functions
under the Companies Act, capacity building for dispute resolution
services
1998 Transforming the existing SOE to a River Basin Management Agency to
manage water and land resources
2001 Capacity building in financial sector policy and regulatory environment
2001
2003

Promotion of the land market and the reforms in legislation relating to
land title
Capacity building

2003

Factor market reforms, Welfare reforms, Public service reforms
Asian Development Bank

Agricultural Program Loan I
and II

Financial Sector Reform Loan

1989-94 Deregulation of the fertilizer sector including privatization of state
owned fertilizer companies, privatization of the management of state
plantation, closure of Paddy Marketing Board, phasing out export
taxation, privatization of livestock feed manufacturing
1990-93 Deregulation of the Government Debt market, introduction of long-term
T Bonds, removal of taxes on financial instruments, privatization of the
National Development Bank

Plantation Reform I and II

1995

Private Sector Development
Program I and II
SME Sector Development

2000

Privatization of Plantation companies and assistance to private
investment in privatized plantation companies
Privatization of selected enterprises and deregulation

2001

Investment loans, business service support facility

Source: Compiled from Staff Reports and Country Reports, IMF, World Bank and ADB and Central Bank
Annual Reports.
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Sixth, the country’s engagement in countering terrorism and containing vulnerabilities of the
economy to such threats became an added burden on the government budget in the postreform period. The expansion of manpower requirements as well as other facilities of the
security forces and the provision of security to the general public and to protect public
property, have considerably increased the annual expenditure on national security. The
expenditure in relation to national security has increased from about 1.5 per cent of GDP in
the early 80s to near 6 per cent in the late 90s and has moderated at around 4 per cent of
GDP, in recent times.

The investment climate which was gloomy mainly due to targeted

terrorist attacks on key economic and commercial centres weakened the potential of the Sri
Lankan economy in a significant manner, particularly in the fisheries and tourism sectors
and the service economy.6 The consequent loss of investment opportunities is obviously
substantial. Attraction of investment in response to the incentive structure laid out through
economic reforms became a formidable challenge. Concessions and compensation that had
to be extended to victims of terrorism and displaced persons, on account of damaged assets
and properties, and the loss of government revenue due to the slow-down experienced in
areas such as tourism and related services were hidden fiscal costs during this period.
Studies undertaken by the Central Bank of Sri Lanka as well as the Institute of Policy Studies
have estimated the cost of terrorism on Sri Lanka’s economy during this period, to be
around 1-1.5 per cent denial of economic growth each year. The compound impact of this
for a 25 year period, itself reflects the enormous fiscal and economic burden that policy
makers have been compelled to manage.
Figure 1: Trade-off in Resource Allocation in the Budget

6

Terrorist attacks damaged the Central Bank building, the petroleum refinery, the airport, central Colombo,
hotels, banks and administrative infrastructure, railways and bus stations, power transmission lines and
distribution centres, costing the government to rebuild such facilities. Economic and social cost of over 25 years
terrorism may be difficult to quantify although several studies have attempted to analyze the cost to the real
economy, investment climate, tourism and finance.
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The above analysis shows that the post-reform fiscal policy involved a conflicting trade-off
in the allocation of fiscal resources among human resource and social development, public
investment, poverty reduction and income generating activities, and also for national
security. As shown in Figure I, these conflicting objectives had to be addressed against the
compelling pressure to keep the budget deficit in line with rising resource constraints.
Maintenance of a large public service, demand for high security expenditure and
persistently high cost of debt in the backdrop of a weakened revenue growth, resulted in a
marked decline in public investment and the quality of public service delivery. Provision of
employment and payment of salaries overtook the importance of training and skillsdevelopment expenditure of public servants. There has been a significant reduction in
welfare expenditure as well. However, uncompromised commitment for expenditure on
education and health which in turn has enabled the country to make fair progress in human
resource development, is a noteworthy feature.

4. Stylized Facts
Empirical evidence pertaining to post-economic reform countries provide some useful
insights to understand difficult policy issues that Sri Lanka has been confronted with
relating to fiscal policy performance during the post-reform period. From a macroeconomic
perspective a central insight from empirical research on developing countries is that low
budget deficits and low levels of public debt are conducive for economic growth than high
budget deficits and a high level of public debt. Such a fiscal policy stance is also considered
appropriate to reduce poverty and improve social development as it prevents rising debt
servicing to levels that crowd out spending on human development and essential public
services and inflation which hurts the poor and the workforce than the rich and asset
owners.

Of course, how low the budget deficit could be depends on many factors, but

largely relates to the level of debt. As the level of debt rises, the scope of a high deficit that
could make a positive contribution reduces.

Research relating to industrial countries

demonstrates that reducing the budget deficit when the level of public debt is high and
unsustainable can accelerate growth as it reduces government borrowings which push down
interest rates and thereby catalyze private investments and consumption.
Although there is no evidence sufficient to show that such fiscal policy has the same growth
dynamics

in

developing

economies,

the

expansion

in

fiscal

deficits

could

be

counterproductive for macroeconomic stability and sustained growth when economies are
confronted with other constraints such as non-availability of quality infrastructure, human
resources and an effective public service delivery mechanism.

With regard to the

composition of fiscal policy, deficit reduction based on expenditure savings from current
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programs such as untargeted subsidies, enterprise losses etc. tend to be more effective than
adjustments based on curtailing public investment. However, in reality most adjustment
programs tend to compress investment and productive expenditure. Furthermore, when a
country accumulates high debt , the financing requirements of the budget is inclined to be
confronted with further difficulties as the existing deficit, debt service payments and shortterm debt tend to pre-empt all other priorities of fiscal policy.
In the area of taxation, available studies show that post-reform economies face formidable
challenges in improving tax systems. Although domestic tax revenue has increased due to
the introduction of VAT and excise taxes, it is not easy to show a distinct efficiency gain
from the introduction of such taxes since ensuring the proper functioning of its refund
mechanism is a difficult task in developing countries. Most of the post-reform developing
countries have also faced fiscal difficulties consequent to trade liberalization as trade tax
revenue has decreased. However, trade tax revenue is negligible in high income countries
and hence fiscal reforms in such countries have been less vulnerable to the impact of trade
liberalization.

With regard to corporate tax revenue, reform experiences in developed

countries highlight reducing tax rates and broadening the tax base, whereas in developing
economies it has been very often rate neutral and base reducing. The erosion of trade tax
and corporate tax revenue has jeopardized convenient tax handles on the one hand and
created problems in being able to replace such revenue losses through alternative revenue
sources, on the other. Conflict and terrorism affected countries have commonly witnessed a
weakened revenue base and extraordinary expenditure needs. These studies also show
evidence of sizable economic gains in terms of economic growth, macroeconomic

stability

and generation of tax revenue in countries fortunate enough to end conflicts and capable of
combating terrorism.
The empirical relationship between public spending and development outcome is weak due
to the fact that public spending potentially crowds out private expenditure. Although public
investment is positively related to economic growth, this positive relationship is bound to
break down when higher public investment leads to fiscal deficits since such a situation will
not have a salutary effect on growth. Experience in most developing countries shows that a
high debt service crowd out public investment and its effects become stronger when debt
service absorb a greater share of the GDP.

Results of studies undertaken to examine the

question as to whether increased government expenditure on education and health improve
education and health standards indicate that an increase in overall expenditure on education
has a positive impact on educational attainment while increased health expenditure has an
impact on the reduction in infant and child mortality rates.
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Sri Lanka’s post-reform fiscal challenges are in many respects similar to empirical findings
of other post-reform developing countries. The salient findings among these include:
a. Premature financial deregulation and opening up of the economy often
contribute to high financing costs and low revenue from trade and income taxes.
b. Crowding out public investment due to high debt servicing costs, poorly
programmed recurrent expenditure such as losses of state enterprises, fiscal
losses stemming from lags in price adjustments to external shocks and expansion
in public services take place when revenue is inadequate to support such
expenditure.
c. Persistent deficit outcomes are common in terrorism affected countries due to
weakened revenue and extraordinary expenditure needs.
d. A low budget deficit and a low level of public debt are conducive for economic
growth than a high budget deficit and a high level of debt.
e. Deficit reduction programs based on compressing current expenditure such as
enterprise losses tend to be more effective than adjustments based on curtailing
public investment and expenditure on health and education.

5. Contemporary Challenges – ‘Mahinda Chinthana’ – an Alternative
Development Strategy
Inherent complexities associated with economic reforms in a democracy became increasingly
visible by 2003-04. The privatization process and phasing out state managed activities and
reforms in the bureaucracy and state revenue agencies faced strong resistance. There was an
overriding perception that reforms were donor driven and not country owned.

Trade

liberalization that lacked national standards and sufficient regulatory safeguards was
perceived as a policy strategy that facilitated the promotion of substandard imports while
also threatening domestic industries and agriculture. Such reactions were also associated
with the weak performance in agriculture and the rural economy and the growth in the
national income was associated with income and regional inequalities.
The growing gap between the Western Province and the rest of the country has been a
notable failure in the post-reform development process in view of the fact that poor
infrastructure, particularly roads and transport, kept regional townships somewhat distant
from the Western Province.

Services and industrial activities supported by better

infrastructure have been concentrated largely in the Western Province. The annual average
growth in the agricultural sector in which nearly 70 per cent of the population engage,
decelerated from an average of 4.3 per cent during 1976 -1985 to 1.9 per cent during 19862004, whereas manufacturing and services which are predominantly Western Province
based maintained an annual growth of over 6 per cent.
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The provincial share of GDP in the Western Province increased from 40 per cent in 1990 to
51 per cent in 2004 while the shares of all other provinces recorded a decline. Over 50 per
cent of the national GDP was shared by 29 per cent of country’s population who live in the
Western Province, while 26 per cent of the GDP concentrated among 33 per cent of the
population living in lagging provinces.

Hence, while people in the Western Province

enjoyed a per capita income of US$ 1,600 - well above the national average of US$ 1,030 in
2004, people in other provinces enjoyed a per capita income below US$ 400 – almost
parallel to the level that prevailed prior to the pre-reform stage of development. Although
the Poverty Headcount Rate of the country declined from 26.1 per cent in 1990/91 to 22.7
per cent in 2002, only a few districts recorded a Poverty Headcount Rate below the national
ratio, indicating a much higher poverty incidence in most parts of the country.

GINI

coefficient remained adverse throughout the post-reform period by recording a value in the
range of 0.43 – 0.44 in comparison with 0.33 in the pre-reform period.
In this backdrop, the re-engineering of an alternative policy strategy was undertaken in
Mahinda Chinthana – 10 Year Development Horizon – A Development Framework for 2006 – 2016.
While preserving the policy thrust of an outward looking, market oriented economic
strategy, there was a strong emphasis placed on the political conviction that unless lagging
regions are connected through a sufficiently developed road network, electricity and
telecommunication coverage, marketing infrastructure, irrigation and water supply and
supported by education and health facilities, market friendly liberal policies will not be
conducive for a sustainable development in the country7.

Increased government

commitment for development of agriculture and the lagging regions and the economic
stimulus extended through public investment in national infrastructure projects, indicated a
shift from past policies. The trade and industrial policy as well as the taxation policy have
been modified to provide necessary incentives to revitalize agriculture and domestic value
adding industries.
In addition to the removal of consumer subsidies on imported items such as wheat flour,
this policy explicitly provided tariff and other incentives for domestic import substitution in
food, dairy products, sugar etc. Hitherto followed privatization process and phasing out
state activities have been replaced by a policy aimed at empowering the management of
state enterprises and strengthening the public service delivery mechanism, in recognition of
the belief that the state has an active role to play in the development process. Since even the
existing public service suffer from skills deficiencies and knowledge shortages particularly
in technical, managerial and professional categories consequent to a recruitment freeze

7

World Development Report – 2009, Reshaping Economic Geography recognizes that getting the benefits of
both economic concentration and social convergence require policy actions aimed at economic integration.

395

P.B. Jayasundera

carried out during the post-reform period, further hindered by anomalies in the pay
structure due to ad hoc salary revisions, the implementation of a new pay structure while
managing related complexities, and also proceeding with new recruitments especially to
categories noted above, have become crucial to strengthen the public service.
Table 13: Revised Medium Term Macro Fiscal Framework
2005
GDP at Market prices (Rs. bn)

2006

2007

2008*

2009*

2010*

2,453

2,924

3,548

4,176

4,903

5,772

6.4

7.7

6.7

7.5

8.2

8.5

Inflation-GDP deflator (%)

10.1

10.3

12.9

9.5

8.5

7.0

Total Investment/GDP (%)

23.4

28.7

29.5

31.0

32.5

33.0

Private Investment/GDP (%)

17.3

22.6

22.3

23.0

24.2

24.7

Public Investment/GDP (%)

6.1

6.0

7.2

8.0

8.3

8.3

Domestic Savings/GDP (%)

17.9

17.1

17.2

18.7

21.2

22.4

National Savings/GDP (%)

23.3

23.4

23.7

26.1

28.6

29.9

Exports (US$ million)

6,347

6,883

7,570

8,351

9,189

10,108

Imports (US$ million)

8,863

10,253

11,485

12,813

13,879

15,043

338

257

182

246

278

314

GDP Growth (%)

Services (US$ million) (net)
Worker remittances

(US$ million)

1,968

2,326

2,726

3,137

3,492

3,885

Current Account

(US$ million)

-650

-1,334

-1,357

-1,477

-1,552

-1,585

Current Account Deficit/GDP (%)

-2.7

-4.9

-4.3

-4.1

-3.8

-3.4

Overall Balance

(US$ million)

502

204

450

301

349

403

Gross Official Reserves (US$ million)

2,735

2,837

3,282

3,510

3,762

4,129

Revenue/GDP (%)

15.5

16.3

17.1

18.0

18.5

19.0

Expenditure/GDP (%)

23.8

23.7

23.4

24.0

24.0

23.9

Revenue (Deficit/Surplus)/GDP (%)

-2.6

-2.4

-0.7

0.8

1.7

2.3

Overall Budget Deficit/GDP (%)

-8.4

7.3

6.3

6.0

5.5

4.9

Government Debt/GDP (%)

90.6

93.0

90.0

88.0

85.0

82.0

Broad Money Supply Growth (%)

19.1

17.8

19.0

16.5

16.0

15.0

Growth in Credit to Private Sector (%)

26.3

24.0

22.0

19.1

17.0

15.3

Source: Fiscal Management Reports (2007- 2008), Ministry of Finance and Planning.

As shown in Table 13, this 10 year development strategy has been incorporated into a
medium term macroeconomic framework where the fiscal strategy envisages a gradual
increase in public investment to around 8 per cent, almost double the level that prevailed
during the period 2002-2003. Financing this level of investment has been worked out on the
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basis that the revenue account is converted to a surplus position to keep domestic and
foreign borrowings consistent with a fiscal deficit of around 5 per cent, and debt is reduced
to below 80 per cent by 2010. It is based on a GDP growth rate of over 6 per cent supported
by a stable Balance of Payments, private sector development and also stable monetary
conditions.8 In addition to exports, the medium term framework has also placed emphasis
on overseas remittances which are expected to rise from about 30 per cent of exports of
goods to near 40 per cent by 2010, reflecting the policy thrust towards a ‘skills and
knowledge’ economy. Projected increases in private investments, the provisioning for
growth in credit to the private sector and the expansion in external trade based on a market
friendly policy framework, reflect that this new strategy also recognizes the importance of
the role of the private sector in the economy.
The underlying fiscal strategy although is not a paradigm shift, assigns a bigger role to the
public sector in comparison to the role of the public sector prior to 2005, particularly during
the 2002-2004 period. This policy strategy places a heavy thrust on efficiency gains through
public sector management particularly in state enterprises, as privatization is considered
unfavourable. In this context, the chemistry of resource use between the private and public
sectors, is expected to change. To the extent that the government assumes an active role in
the process of development and privatization is no longer a revenue source, it has to raise
taxes and other revenue sources and also share resources available from market sources to
finance government expenditure. The important feature, besides the changing role of fiscal
policy, however has been the commitment to reduce fiscal imbalances to maintain stability
in the economy as reflected in the underlying fiscal contour in the medium term macro
framework. The explicit policy scenario therefore is not an expansionary fiscal policy, as the
reduction of the budget deficit while accommodating enhanced public investment is
possible only to an extent that the increase in public investment is less than savings
generated in the revenue account. Hence, contrary to the past practice of curtailing capital
expenditure to contain the budget deficit, fiscal adjustments relied on raising government
revenue and curtailing current expenditure to create the required fiscal space necessary to
support development expenditure.
Fiscal reforms aimed at generating a buoyant revenue growth included reduction of tax
concessions, addition of new areas for taxation, closure of tax loopholes, strengthening the
withholding tax mechanism and increasing selected tax rates with regard to VAT, Excise,

8

Regaining Sri Lanka - A more ambitious development strategy followed in 2002-2004 placing thrust on the
private sector and rapid reforms in public enterprises, revenue administration, financial system and public
services targeted an annual growth rate of 10 per cent.
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income and trade based taxes.9 Taxation reform efforts also concentrated on building
administrative capacity in revenue departments and providing incentives to promote tax
compliance, as institutional building is considered vital for the success of reforms in the
medium term. State enterprises have been expected to contribute to the budget through
enhanced profits and dividend transfers and by reducing reliance on budget support.
A series of expenditure control measures including cadre management, monitoring and
control of public sector salaries through the Salaries & Cadre Commission, imprest controls,
hard budget ceilings on public enterprises, adoption of a flexible administered price
mechanism and a single account control system for Treasury operations have been
introduced to moderate the growth in current expenditure. Domestic fuel price adjustments
by almost 100 per cent, removal of the wheat flour subsidy and revision of bus and railway
fares and electricity tariff, have been some of the major reforms relating to public
expenditure management during 2006-2008, as shown below.10
Table 14: Price Revisions of Public Enterprises

Petrol Rs./Lt.
Diesel Rs. /Lt.
Kerosene Oil Rs./Lt.
Bus fare (%) increase
Railway fare (%) increase
Electricity fare unit price

2005
80.00
50.00
30.50
13.80
30
7.72

2006
92.00
60.00
48.50
13.80
-8.93

2007
117.00
75.00
68.00
17.60
-10.52

2008-July 2008- Dec.
157.00
122.00
110.00
70.00
80.00
50.00
17.50
7.5
70
-9
10.60
13.22

Source: Compiled from information available in the National Budget Department, Ministry of
Finance & Planning.

9

Economic Service Charge was made applicable to companies enjoying exemptions and tax holidays.
Restrictions were imposed on deductible expenses for income taxes. Income tax rates for companies with a
taxable income in excess of Rs. 5 million was raised from 30 to 35 per cent; Maximum income tax rate on
personal income was raised from 30 to 35 per cent, Cellular mobile phone levy was increased from 2.5 to 10
per cent and extended to cordless land phones as well.
Port and Airport Levy was raised from 1.5 per cent to 3 percent in 2007. The Social Responsibility Levy was
increased from 0.25 per cent to 1.5 per cent. A levy was introduced on the telecast of teledramas and films.
Stamp duty was re-introduced. A Cess was scaled up on non-essential imports. A Regional Infrastructure
Development Levy was imposed on motor vehicles and increased according to vehicle capacity. VAT on
financial services was increased from 15 to 20 per cent and mark up on CIF was raised from 7 to 10 per cent.
VAT refunds were restricted. Excise duty on cigarettes and liquor was raised and mark up at the point of
import was raised from 5 per cent to 15 per cent.
For specific details see Annual Reports 2006 and 2007, Ministry of Finance and Planning ,Sri Lanka and Fiscal
Management Report 2008, Ministry of Finance and Planning , Sri Lanka and Annual Report 2007, Central Bank
of Sri Lanka.

10

The international crude oil price increased from US$ 29.46/bbl in 2003 to US$ 147/bbl by August 2008 which
raised the country’s import cost of petroleum products from US$ 838 mn (12.6 per cent of imports) in 2003 to
US$ 3,368 mn (24 per cent of imports) in 2008.
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Although domestic price adjustments in power generation, water supply, and transportation
and food items witnessed a one-off cost push impact on the economy consequent to the
global oil price hike and food crisis, they have improved prospects for import substitution in
energy and food production, and given a certain stimulus to economic growth as well as
stability in the Balance of Payments. Further to the scope as shown in Table 11, prospects
for investments in food and energy security have further improved as import cost of food
and energy has increased from about US$ 1,500 million in 2005 to US$ 4,500 million in 2008.
Reflecting the catalytic role of fiscal policy, public investment has been raised in excess of 6
per cent of GDP from 4.7 per cent in 2004 through foreign assistance and also through
domestic borrowings to address long overdue infrastructure bottlenecks in the economy11.
Consequently, the country has been placed on a construction phase involving many large
public investment projects including the construction of hydro and coal power plants,
expansion of port facilities, an accelerated highway network and irrigation and water supply
projects island wide12. Large infrastructure investments have also been approached through
bilateral and capital market channels to speed up the productivity of public investment
strategies13. A critical component has been the investments in rural areas to provide access
through increased availability of telecommunications, electricity, water supply and road
facilities. In the development of rural infrastructure, the government has increased reliance
on community participation, not only to reduce the cost of such investments but also to
create a greater community ownership pertaining to such investments.
On the positive side, the economy has sustained an average growth of 6.1 per cent of GDP
during 2005 -2008. The per capita income which reached US$ 1,030 level in 2004 has reached
US$ 2,014 in 2008 and unemployment has declined to 5 per cent. This pace of economic
growth together with a lower budget deficit has been favourable to decline public
debt/GDP to around 81 per cent in 2008 from 103 per cent in 2003.

11

The power generation plan was behind schedule by 15 years and electricity supply was largely fuel based.
Port expansion was 10 years behind. Road network has not improved since 1990. Drinking water facilities
have been limited to few hours in Provincial townships. No major irrigation project has taken off the ground
since 1990.

12

Almost all large investment projects; Puttalam Coal Power Project (US$ 455 mn), Upper Kotmale Hydro Power
Project(US$ 300 mn) Hambantota Port Project (US$ 460 mn), Colombo South Port (US$ 300 mn), National
Roads, Bridges & Flyovers (US$ 1,830 mn) Moragahakanda (US$ 300mn) and Umaoya Irrigation Project
(US$450mn) have been supported by foreign financing arrangements.

13

Kerawlapitiya Power Project (US$ 300 mn) was implemented outside the budget with a government
guarantee. The South Port Terminal Development is expected to be done on a Private Public Partnership basis
given its heavy investment commitment. Trincomalee Coal Power Project (US$ 500 mn) is expected to be
developed as a joint venture.
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The underlying pro-poor growth approach also seems to have worked better. The
population living below the poverty line as revealed in the Poverty Headcount Index has
declined from 22.7 per cent in 2002 to 15.2 per cent in 2007. Investment in education and
health has increased from 2.4 per cent of GDP and 1.6 per cent of GDP respectively to 2.8 per
cent and 2.0 per cent respectively in 2008, with emphasis on development of provincial
facilities, Information Technology, English and skills based education. Indicators relating to
access and quality of education also show progress. Enrolment rate as well as completion
rate in basic and secondary education has increased, besides an increased number of
students pursuing secondary and higher education in skills and technical programs.14
Expenditure on rural infrastructure development has increased from 1.1 per cent of GDP to
2.2 per cent of GDP in 2008 contributing to improve the rural road network, electricity and
water supply. Access to electricity, telephones and water has increased significantly in 20042008. Improving agriculture is another milestone in the real economy which helped to
reduce poverty and enhance development in lagging regions. Despite the dampening impact
of the drop in tea and rubber output in 2007, agriculture achieved a relatively high growth
blessed by remunerative producer prices and government subsidies on agricultural input
and credit. Provincial disparities have narrowed, underscoring the revival in agriculture and
infrastructure development. The share of GDP in the Western Province declined from 51.4
per cent in 2004 to 48.4 per cent in 2007, while shares of all other provinces showed
improvements with the exception of the Central Province.15
However, a close comparison of the fiscal outcome with the medium term fiscal framework
suggests that the means chosen for fiscal adjustments have been inadequate to realize fiscal
objectives. In the wake of rising global food and energy prices during 2007-2008, tax
concessions on essential commodities and petroleum products have been expanded to
moderate cost-push inflation stemming from administrative price adjustments as shown in
Table 14. 16

14

The establishment of the University of Vocational Technology (UNIVOTEC) in 2008 is a major reform in the
field of tertiary education which aims at providing increased opportunities for accredited skills development.

15

Provincial Share GDP
Year
2004
2005

16

WP
51.4
48.4

SP
8.9
10.5

SabP
6.4
6.5

CP
9.2
8.9

UP
4.3
4.5

EP
4.9
5.0

NWP
9.5
9.6

NCP
3.6
3.9

NP
2.9
2.9

Inflation as measured by the New Colombo Consumer Price Index increased from 10 per cent in 2006 to 15.8
per cent in 2007 and 22.6 per cent in 2008.

400

Fiscal Policy Issues in the Post Reform Economy

The revenue loss resulting from compensatory tax reductions has been around 0.3 per cent
of GDP in 2006, 0.7 per cent in 2007 and 1.0 per cent in 2008.17 This reflects the extent to
which adjustments have been compromised for consumer welfare which is obviously
prejudicial to long-term growth. The traditional revenue sources such as excise tax on liquor
and tobacco reflected an inelastic growth in response to the contraction in the tax base due to
government policy towards discouraging such consumption.
Table 15: A Summary of Government Fiscal Operations
(Figures are as percentage of GDP)
Item
Government Revenue
Tax Revenue
Income Taxes
Taxes on Goods & Services
Taxes on External Trade
Non Tax Revenue
Profit and Dividend
Fees and Charges
Social Security
Government Expenditure
Current Expenditure
Salaries of Public Services*
Other goods and services*
Pensions
National Security Expenditure
Interest on Public Debt
Welfare Expenditure
Transfers to Public Enterprises
Public Investments
Current Account Surplus/Deficit
Overall Budget Deficit
Foreign Grants
Net Foreign loans
Domestic Financing
Non Bank Borrowings
Bank Financing
Privatization
Note:

* Include

2003

2004

2005

2006

2007

2008

15.2
12.7
2.5
8.7
1.9
2.2
0.3
0.6
0.2
23.4
18.8
3.0
1.5
1.7
3.5
6.9
1.3
0.3
4.8
-3.6
-8.2
0.4
2.4
4.4
5.5
-1.1
0.6

14.9
13.5
2.0
9.5
2.0
1.4
0.2
0.4
0.2
22.8
18.6
3.1
1.3
1.7
3.5
5.7
2.3
0.4
4.7
-3.7
-7.9
0.4
1.8
5.6
3.3
2.1
0.1

15.5
13.7
2.1
9.6
2.0
1.7
0.2
0.6
0.2
23.8
18.1
3.7
0.9
1.9
3.3
4.9
2.2
0.4
6.1
-2.6
-8.4
1.3
1.9
5.1
3.8
1.1
0

16.3
14.6
2.7
9.8
2.0
1.7
0.3
0.4
0.2
24.3
18.6
3.9
1.1
2.0
3.6
5.1
1.6
0.6
6.0
-2.4
-8.0
1.0
1.4
5.6
2.9
2.7
0

15.8
14.2
3.0
9.2
2.0
1.6
0.2
0.5
0.2
23.5
16.9
3.7
0.7
1.9
3.8
5.1
1.2
0.3
6.4
-1.6
-7.7
0.9
2.8
4.1
3.1
0.4
0

14.9
13.3
2.9
8.1
2.3
1.6
0.2
0.5
0.2
22.6
16.9
3.2
1.1
1.7
3.9
4.8
1.3
0.3
6.0
-2.0
-7.7
0.7
0.1
7.1
2.6
4.4
0

Provincial Councils

Source: Compiled from Annual Reports (various issues) 1980-2002, Central Bank of Sri Lanka.

17

VAT and Excise on diesel, kerosene, LP gas were eliminated and VAT on petrol was reduced to 5 percent from
15 percent. VAT and customs duties on selected essential food imports were also waived. Some of the taxes
have been re-introduced since November 2008 to take advantage of low commodity prices.
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The performance in non-tax revenue, particularly profits and dividends from state
enterprises has not reflected expected improvements and efficiency gains from state-owned
management. In fact, revenue from profit and dividends has been stagnant at 0.2 per cent of
GDP. Intensified action in the fight against terrorism affected the performance of revenue
generating sectors such as tourism, and pressure on expenditure towards 2007 /2008 was a
strain on fiscal adjustments. In this background, government seems to have lost its tempo to
sustain revenue efforts in 2008, at the level sustained since 2004, as evident in Table 15.
Despite the pressure on recurrent expenditure due to additional demand for security related
expenditure and expanded public services, government has been able to contain current
expenditure at 16.9 per cent of GDP in 2008 compared to 18.6 per cent in 2004. Adjustments
in the public enterprise pricing strategy, removal of consumer subsidies, compression of
non-wage operational expenditure and effective salary and cadre management policies seem
to have helped to moderate recurrent expenditure. In spite of the thrust placed on effective
public sector management, it appears that the government has so far not been able to curtail
continuing operational losses of state enterprises that continue to rely on budget support.
Although the interest cost has continued to remain high at an average of 5 per cent of GDP,
the overall declining trend has been consistent with the decline in public debt/GDP from
103 per cent in 2003 to 81 per cent in 2008.
The fiscal adjustments in revenue and recurrent expenditure have contributed to reduce
Government dis-savings from 3.7 per cent of GDP in 2004 to 2 percent in 2008, even though
the planned objective has been to virtually break even in 2007 and achieve a surplus of 2 per
cent in 2008.

This is largely due to compromises in taxation in favour of short-term

consumer welfare and inadequate measures taken to re-engineer the management of state
enterprises18. The less than planned fiscal adjustments in the revenue account seem to have
affected several key variables. First, reversing the downward trend in public investment has
taken place only to the extent that it increased from 4.7 per cent in 2004 to 6 per cent in 2008,
but well below the target of 8 per cent. It appears that this sub-optimal performance has in
turn caused under-utilization of foreign aid and domestically funded capital expenditure

18

Appointment of competent based Board of Directors, guaranteeing commercial freedom in respect of finance,
procurement, pricing and human resource management, strengthening regulatory supervision to ensure
management of enterprises comply with regulatory requirements, modification of generalized governance
framework to suit the business model of each strategic enterprise, professionalizing oversight and
administrative responsibilities, re-organization based on present day management methods, greater tripartite
relationship between the government, management and trade unions and implementation of outcome based
contracts between the Treasury and enterprises regarding profits, dividends and budget support seem to be
areas that cannot be overlooked in ownership neutral reforms in public enterprises. The potential of state
enterprises to contribute to government revenue could be estimated as high as 2 per cent of GDP considering
the return on investment of similar enterprises in the private sector.
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programs due to limitations in domestic resources.19 Considering problems associated with
inadequate public investment in the past resulting in having to tolerate a nearly 20 per cent
transmission loss in relation to the power distribution, around a 40 per cent loss on account
of

unaccounted water in relation to national water supplies, inadequate funding for

maintenance of roads and the irrigation system on top of the availability of less than
required quality of physical infrastructure, it is obvious that compression of public
investment is not conducive to sustain competitiveness in the real economy.
Second, a shortfall in revenue by 1-2 per cent of GDP, explains as to why a more than
planned budget deficit came about and also as to why less than planned public investments
have been made, while also revealing the reason for higher domestic borrowings in 2007 and
2008. Although exceptionally high domestic borrowings, particularly from the banking
system, could be seen in 2008 largely due to the impact of the global financial crisis which
reversed some of the financial inflows, it is also partly attributable to the shortfall in
government revenue in 2008.20 Third, is the downside risks of having to face a moneyfuelled inflation despite benefits of declining food and oil prices from September 2008.
Although domestic price inflation has moderated significantly in the second half of 2008 in
the backdrop of emerging global economic weaknesses, the Balance of Payments
vulnerabilities are likely to affect the mode of deficit financing of the budget. These
considerations underscore the fact that fiscal success will depend largely on the
government’s ability to sustain a strong revenue growth.
Nevertheless, given the performance of the last 3 years and in the face of the global
economic downturn, the medium term fiscal outlook seems to suggest that public
investment beyond 6 per cent of GDP over the next two years may not be prudent unless the
government is capable of raising revenue beyond 17 per cent of GDP while containing
current expenditure at around 15 per cent.

Similarly, it does not appear to be prudent to

allow public investment to fall below 6 per cent in the process of a fiscal retrenchment. A
revenue surplus of about 1 – 2 per cent of GDP together with public investment of around 6
– 7 per cent of GDP is conducive to contain the budget deficit at around 5 per cent which
seem fundable through a balanced mix of foreign and domestic financing. Therefore, the
required scale of current account surplus necessitates strong revenue and expenditure
19

The under-performance in foreign aid and capital expenditure is a multifaceted problem besides fiscal stress
affecting the flow of counterpart funds. Complex and time-consuming procedures followed by lending
agencies, donor preference for consultants, dual management system by donors as well as spending agencies,
bureaucratic delay in procurements, legal disputes, costly land acquisition, cost escalation, project
management deficiencies are some common causes for under- performance in capital expenditure in Sri Lanka.

20

2008 outcome is largely affected by the impact of global financial crisis which has resulted in a non-renewal of
foreign investments in government bonds. Although this had reduced government foreign debt, it has raised
domestic borrowings, particularly from the banking system, making the fiscal policy more expansionary than
anticipated.
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management strategies, besides the likely moderation of national security expenditure at
around 3 per cent of GDP over the medium term.
As observed in this paper, it appears that the removal of tax holidays and concessions,
simplification of various taxes, adoption of a low tax regime and reforms in state enterprises
to increase non-tax revenue, could provide scope to sustain a revenue/GDP ratio of about 17
per cent. Similarly, the urgent need for cost effective reforms in the public services while
also taking into account procedural and system inefficiencies as well as a ‘need and skills
based’ cadre management, cannot be overlooked if serious fiscal adjustment are to be
contemplated. The long overdue reforms towards formulating an affordable social security
system appears to be another area that needs attention in public expenditure management
considering the fiscal risks associated with an unfunded pension system connected with the
growing mismatch between the retirement age and life expectancy.

Table 16: Trade, Finance and Macroeconomic Imbalances
(Figures in percentage)

Item

2003

2004

2005

2006

2007

2008

Economic Growth (%)

6.0

5.4

6.2

7.7

6.8

6.0

Per Capita Income Growth (%)

4.7

4.4

5.2

6.6

5.7

5.0

Per Capita Income (US$)

981

1,062

1,241

1,421

1,634

2,014

Inflation (%) (GDP deflator)

5.1

8.8

10.4

11.3

14.0

16.3

National Savings/GDP (%)

21.5

22.0

23.8

22.3

23.3

18.2

Domestic Savings/GDP (%)

16.0

16.4

17.9

17.0

17.6

14.1

Private Savings/GDP (%)

19.8

19.0

21.1

19.1

19.5

15.1

Government Savings/GDP (%)

-3.8

-3.2

-3.2

-2.2

-2.0

-1.0

20.0

25.3

26.8

28.0

28.7

27.5

Private (%)

15.2

18.0

17.3

18.8

18.3

18.2

Public (%)

4.8

4.7

6.1

6.0

6.4

6.5

Investment/GDP (%)

Total Public Debt

102.3

102.3

90.6

88.7

85.8

81.1

Foreign

56.0

54.7

51.6

50.3

47.9

32.8

Domestic

46.3

47.6

39

38.4

37.9

48.3

Export/GDP

27.2

27.9

26.0

24.4

23.9

20.7

Industrial Export/GDP

21.4

21.9

21.3

19.3

18.3

15.4

Foreign Transfer/GDP

6.6

6.7

7.5

7.1

7.1

7.4

Export of Goods, Services and Transfer/GDP

42.1

42.7

39.9

38.4

37.8

33.5

Import/GDP

35.3

38.7

36.3

36.3

34.9

35.3

Intermediate & Investment Goods/GDP

27.9

31.5

30.1

29.7

29.2

29.6

Foreign Debt Service/Exports

9.3

8.0

4.4

8.8

10.0

14.7

Foreign Debt Service/Exports G&S transfer

6.0

5.3

2.9

5.6

6.3

9.1

Gross Financial needs

36.5

30.7

27.1

27.5

29.3

29.2

Foreign Aid/GDP

4.2

3.8

4.1

4.0

2.9

2.2

Source: Compiled from the Central Bank of Sri Lanka Annual Report (various issues).

404

Fiscal Policy Issues in the Post Reform Economy

Table 16 indicates signs of macroeconomic vulnerabilities over the medium term which
warrants policy revisions. The rate of inflation has accelerated although there is an element
of cost-push inflation due to administrative price adjustments and external shocks. The
saving and investment gap has widened. Exports in relation to GDP have declined from
27.9 per cent in 2004 to 20.7 per cent in 2008 indicating that the GDP growth has been less
export-oriented. Although imports may decline over the next 2 years in the context of the
global economic outlook and improved prospects for import substitution in food and
energy, the import/GDP ratio has remained above 35 percent throughout the post-2003
period. While external debt has declined, debt service indicators have moved in the upward
direction. The decline in gross financing needs, reflects the benefits of reducing the budget
deficit and national debt. However, further progress demands a greater reduction in shortterm debt as well as debt servicing cost, both domestic and foreign, to be able to reduce
gross financing needs.
As Sri Lanka’s trade and financial system is highly integrated with the global economy,
mitigating fiscal vulnerabilities would require a policy that is biased towards promoting
foreign inflows in addition to containing the fiscal deficit, so that the saving-investment gap
could be matched with a viable external balance. In this background, it is necessary to push
for a strong export growth focusing competitiveness and new markets as well as increased
inflows from overseas employment through an enhanced skills development drive to
stabilize the exchange and inflation rates so that fiscal cost of debt servicing could be
reduced. This point further reinforces the argument that creation of a strong surplus in the
revenue account of the budget that will protect public investment without having to resort
to excessive domestic borrowings and inflationary financing is conducive for the stability of
both the fiscal account and the external account.

Concluding Reflections
Sri Lanka has made progress towards re-shaping the post-reform economy to address
emerging socio-economic realities and has graduated as a middle income country.
However, persistent deficits stemming from large imbalances in revenue account seem to
have been the root cause for compressed public investment in infrastructure development in
the country, in the post-reform economy. This Paper has argued that even the financing of a
relatively unchanged budget deficit may face risks in the present context. Foreign financing
is likely to be stable with prospects for increased assistance for the development of terrorist
affected areas. However, as the country has graduated to middle income status, the scope
for long-term concessional funding is limited. Monetary financing does not appear to be a
palatable option, given the inflationary implications of such financing. Further, increased
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reliance on the domestic financial market is likely to inflate the interest cost of debt. The
revenue effort as reflected in revenue/GDP ratio appears to be grossly inadequate
considering the level of development achieved between 1978 and 2008. This Paper also
suggests that an increase in government current expenditure would crowd out investment,
so that it will have a negative impact on the long-term growth.

The post-2005 policy

strategy has attempted to phase out dis-savings in the revenue account and reverse the
downward trend in public investment although the realized level of savings in the revenue
account and public investment still reflect sub-optimal outcomes in terms of the medium
term framework. However, being able to contain the fiscal deficit to below 8 per cent, while
accommodating high national security expenditure and public investments, reflect a
considerable adjustment effort during the last 3 years, amidst an unfavourable external
environment.
This study suggests that the fundamental balancing role of savings and investments
provides the basic framework to define the role of fiscal policy in a small open economy like
Sri Lanka. Experience suggests that countries should be capable of mobilizing and utilizing
their resources to the fullest extent and with a highest possible level of efficiency to promote
growth and welfare`. The first and the most important factor is the balancing of the Budget.
As far as current expenditure is concerned, there is little doubt that government must raise
adequate revenue to be able to meet its current expenditure. Fiscal policy which endeavours
to finance public investment needs to promote the generation of revenue well in excess of
current expenditure. Financing any excess over and above such surplus can be done only
through large scale savings by the society. Therefore, the challenge for the post - Mahinda
Chinthana phase of development is to implement effective reforms in taxation, state
enterprises and in public expenditure management, so that fiscal retrenchment will not fall
on public investments, similar to the experience of the pre-2005 reform phase.
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The Value Added Tax System: Ideal Instrument for a
Market Economy but Ill-suited to Administrative Capacity
D.D.M. Waidyasekera

1. Introduction
Taxes are broadly classified into two types, direct taxes and indirect taxes. More technically,
they are categorized as:
(a) taxes on income and capital,
(b) taxes on international trade, and
(c) taxes on domestic goods and services
The direct taxes consist generally of taxes and levies such as income tax, wealth tax, gifts tax,
stamp duty, estate duty, inheritance tax etc. Taxes on international trade consist of duties
and levies such as Customs duties, i.e., export duties, import duties, and cesses. The taxes
on domestic goods and services consist of such taxes and duties as Excise duties, turnover
taxes, sales taxes and value added taxes. Apart from these three broad categories there are
also a number of miscellaneous taxes and levies charged for various specific purposes such
as in Sri Lanka, the Betting and Gaming Levy, Debit Tax, Ports & Airport Development Levy
(PAL), the Social Responsibility Levy (SRL) among others.
In developed countries, taxes on profits and income usually represent a high percentage of
total revenue while the reverse holds true for developing countries.

In Sri Lanka for

example, taxes on income account for only about 19 per cent of total government revenue or
3 per cent of GDP. Thus, the bulk of the government tax revenue comes largely from the
other taxes on consumption, particularly from those on domestic goods and services like the
VAT (33 per cent) and Excise duties (17 per cent) (Central Bank, Annual Report 2007).
Sales taxes are categorized into three main classes:
1. the single stage taxes at the retail, wholesale or manufacturing level;
2. multi-stage turnover taxes;
3. the value added taxes
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They all have their relative advantages and disadvantages. However, the rise of the Value
Added Tax (VAT) has been an unparalleled tax phenomenon and more than 120 countries in
the world have adopted a VAT system in some form or other.
This Paper attempts to examine the reasons for the rise of the value added tax system, its
advantages and disadvantages, merits and demerits in relation to other forms of sales
taxation and an evaluation of its performance particularly in relation to Sri Lanka. The
paper is divided into 6 Sections. Section 2 describes the historical rise and spread of the
VAT system internationally. Section 3 examines the nature and characteristics of a VAT
system. Section 4 analyses the advantages and merits of a Value Added system in relation to
other forms of sales taxation. Section 5 examines some of the defects and problems of the
VAT system while Section 6 attempts to briefly evaluate the performance of the VAT in Sri
Lanka, including the administrative and other problems the system has encountered.
Section 7 has some concluding remarks.

2. The Rise and Spread of the Value Added Tax System
The rise and rapid spread of the Value Added tax system is one of those rare phenomena in
the history of fiscal policy and taxation. It was first proposed in Germany in 1919 followed in
1921 by the US as a substitute for corporate income tax. It was in France however, that the
VAT system was pioneered and implemented at a national level in 1955 and the real growth
in the acceptance of the value added tax was its adoption by the European Economic
Community in 1957. It then rapidly spread across all continents including the developing
countries.
The Latin American countries followed with Brazil paving the way in 1965. In Africa it is
used largely in the Francophile countries like Senegal and Ivory Coast, Morocco and Tunisia
apart from Uganda and Tanzania. In Asia, South Korea was the first to adopt it and later
countries like Taiwan, Philippines and Indonesia. India has recently adopted a VAT in a
majority of the states though a VAT national system is scheduled to come into effect only by
2010. New Zealand adopted it in 1986, while Australia after much debate has adopted it
very recently in July 2000. Among the major countries only the US has not adopted it yet
although much discussion and debate has taken place on the issue.
In Sri Lanka its adoption was recommended by several IMF Missions as well as the Taxation
Commission Report of 1990. It was introduced in 1996 under the Goods and Services Tax
Act, No.34 of 1996 which came into force in April 1998.
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The GST and the National Security Levy (NSL) were then amalgamated in 1 August 2002
and termed the VAT which came into effect under the VAT Act, No.14 of 2002.

3. Nature and Characteristics of a VAT System
A Value Added tax is a tax on the value that is added to goods and services by enterprises at
each stage of production and distribution. The value added is the difference between the
sales and purchases of intermediate products and goods for resale of a producer during an
accounting period.
It constitutes a method of taxing final consumer spending in the economy by instalments or
in stages. The basic principle of the VAT system is that it is intended to tax only the final
consumer. Consequently, the taxable amount serving as a basis for the VAT to be collected
by the tax authorities cannot exceed the consideration actually paid by the final consumer.
Sine the tax is levied on the value added at each stage and not on gross turnover, it ensures
that each input that goes into a final product is taxed once and only once and not
cumulatively.
Value added can be looked at from the additive side (wages plus profits) or from the
subtractive side (output minus inputs). There are basically three types of value added tax
which can be distinguished. They are:
1. Gross product type – This type of VAT does not allow for any deduction of
capital goods on either current or depreciating basis. This method is not used by
any country.
2. Income type – This method permits the deduction of annual depreciation as an
input tax deduction on capital goods. However, the original cost of investment is
not deducted and hence is subject to tax. Very few cases are known of this
method being used.
3. Consumption type – This method allows the deduction of all purchases including
capital goods and services and is the one generally used in most countries.
VAT is charged on every taxable supply of goods or services made by a person who is
required to account and pay the VAT in respect of all taxable supplies made by him in
carrying on a taxable activity.
In respect of international trade two principles are applied.
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1. Destination principle under which only domestic consumption is taxed. Hence,
imports are taxed and not exports.
2. Origin principle under which exports are taxed but not imports. The domestic
production becomes the tax base under this principle.
Generally, international practice uses the destination principle. Though theoretically all
consumption is supposed to be taxed, in practice due to various social, political and
administrative reasons, the tax base excludes certain goods and consequently becomes
narrowed. This is achieved in two ways: (1) by means of exemptions, and (2) by means of a
zero rate.
In the cases of exempted goods and services there is no VAT payable at all. However, in the
case of zero rating, the seller is entitled to claim a refund of the VAT element in all inputs
and services used in the production of zero rated goods.
VAT rates are either a single rate or multiple rates. A single rate system does not create any
economic distortions but due to equity reasons most countries adopt a multiple rate system.
Such rates are divided into (i) standard rate, (ii) reduced rates, (iii) higher rates.
The international trend is towards a single rate with minimal exemptions and with excises
used in order to impose higher tax on some luxury goods.

4. Merits and Advantages of a VAT System
The main reason why a VAT system has spread so rapidly throughout the fiscal and taxation
systems in the world is due to its theoretical and practical advantages. There is no doubt that
theoretically, a Value Added system of taxation is a more sophisticated and effective system
than any other form of sales taxation. There are three main reasons for this.
They pertain to the areas of revenue, neutrality and efficiency.
4.1 Revenue
The VAT provides a buoyant revenue base typically yielding more than initial estimates.
Broadly speaking, the VAT contributes from 12 per cent to 30 per cent of revenue in most
countries, representing about 5-10 per cent of gross national product. In OECD countries it
was found that every 1 percentage point of VAT yields 0.4 per cent of GDP in revenue.
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This reliable revenue creates a valuable alternative tax source, especially in countries having
a limited tax base or relying on other volatile revenue from primary commodities.
4.2 Neutrality
The greatest virtue of VAT lies in its neutrality, that is, non-interference with the choices or
decisions of economic agents in the matter of location of business as well as business
organization. Under a VAT the liability does not depend on the number of times a product
is traded before it reaches the final consumer, or how much of the value is added at what
stage in the production–distribution process.
There is thus no incentive for firms to integrate vertically or shun specialization. VAT
encourages horizontal integration and discourages vertical integration of businesses. It also
encourages specialization with different firms specializing in different stages of production,
thereby leading to economies of scale. Under VAT the allocation of resources is left to be
decided by the free play of market forces and competition and not driven by tax
considerations.
A VAT system achieves neutralities between propensities to save and consume and
minimizes distortions in resource allocation. It is an ideal instrument to help achieve a
higher incremental saving ratio and thereby a higher rate of growth. In relation to the
turnover tax, the VAT above all, eliminates the cascading effect and permits lower and fewer
rates.
4.3 Efficiency
The VAT has often replaced inefficient, distortionary and badly administered taxes. It
encourages the keeping of proper records and accounting by businesses and professionals.
It is a transparent tax and this helps to make out the total incidence of tax on a product easily
as the tax charged by the last seller turns out to be the burden that the product bears.
Further, because it is based simply on transactions and not on a base that requires
complicated definition, it has the merit of certainty and is relatively easy to understand.
When levied on a broad base and applied to all sales in business there is little room for
differing interpretations. Another important merit of the VAT system is that it has an inbuilt
self-enforcement and self-policing system which feature facilitates administration and helps
prevent evasion. The cross-check of invoices is the most important anti-evasion feature of
VAT. Such cross-check of invoices is certainly an advantage when the enterprises believe
that the tax administration has the capacity to realize a comprehensive cross-checking audit.
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Its self-policing nature implies that the underpayment of VAT on the part of the seller
automatically implies the need for the buyer to pay a greater amount of VAT.
Considering all these factors, there is no doubt that on a theoretical basis the value added
system of taxation is an ideal fiscal instrument for a market oriented economy.

5. Defects of the VAT
In spite of all these several advantages however, not everything is in favour of VAT as it has
several weaknesses and defects. Some of these defects and weaknesses are inherent in the
VAT system itself, such as its design, base, coverage and rates. Others are associated with
practical and administrative problems and still others with the context in which VAT was
implemented, its timing and effectiveness and its relationship with budgetary goals and
medium-term strategy of governments.
5.1 Regressivity
VAT is a consumption tax and like all consumption taxes is essentially regressive in
character. In order to reduce or minimize this regressivity it may be necessary to adopt a
system of exemptions and/or low or multiple rates. Such exemptions include not only items
of mass consumption but could extend to such areas as agriculture, banking and insurance,
government services, user services and non-profit organizations. In some countries like
New Zealand and Singapore the base is very broad with few exemptions but the rate is
relatively low being 12.5 per cent in New Zealand and 7 per cent in Singapore. Most
countries however, adopt a broad range of exemptions with multiple rates of tax. This
affects both the base, coverage and simplicity of the VAT system.
5.2 Special Cases
There are also the cases of taxing “merit goods”, difficult to tax goods and services such as
second hand goods, exports and imports, small enterprises and businesses, fringe benefits
etc.
As far as financial services are concerned, most countries exempt this source because it is
extremely difficult to identify on conventional invoice credits, the value added on each such
provided by financial institutions.

Only a few countries like Israel and Sri Lanka tax

financial services but adopt the additive principle in computing value added.
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Such problems as mentioned above have generally been sought to be overcome by a system
of exemptions, zero rating and differential rates, leading to an erosion of the tax base, low
coverage and the consequent necessity for higher rates. Adopted to reduce the regressivity
of the VAT, they have created economic distortions, increased cost of compliance and
created administrative problems.
5.3 Compliance Costs
VAT is a complicated system for both taxpayers and administrators. There are complex
procedural obligations for registered taxpayers, such as registration, keeping of records,
issue of tax invoices, calculating of output tax etc. A VAT system requires elaborate bookkeeping procedures. This means that far-reaching demands on business accounting have to
be made since the taxpayers’ records must show clearly not only total sales and sales tax
payable but also his purchases and tax paid. Multiple rates and exemptions complicate the
keeping of records still further.
5.4 Administrative Problems
In spite of its transparency, self-checking and self-policing system, the VAT, like all other
taxes, is not easy to administer. VAT is not a tax that administers itself, in the end VAT
requires the same degree of administrative control activity that is needed for other types of
indirect taxes. These include among others such elements as –
•

a carefully managed public education programme for businesses and traders

•

an efficient inspection system of trades and business records

•

a proper system of invoice verification for granting of input credit and refunds

•

a high ratio of compliance and payments

•

a reliable system of information exchange with other relevant agencies.

While the VAT system is advantageous to businesses particularly such as to exporters, the
hotel sector, construction, leasing and services where there are high input levels, without a
proper and efficient administrative mechanism, the end result leaves much to be desired.
Hence, some countries which introduced VAT without adequate preparation and the
necessary prerequisites had to remove it and re-introduce it later, such as Vietnam, Granada,
Ghana and Malta.
5.5 Fraud and Evasion
Finally, it should also be noted that a VAT system contains features that may encourage
fraud and evasion. These generally involve false claims for excessive credits and deductions
through the use of counterfeit invoices. Several methods of evasion have become popular.
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False invoices especially for exports are widespread. In the countries where refunds are
made easily, evasion concentrates either in staying outside the tax altogether or increasing
tax credits. Where refunds are more difficult, evasion concentrates on off-setting output tax.
The recent VAT frauds in Germany in 2005 and in Sri Lanka 2002-2004 are cases in point.

6. The Experience of VAT in Sri Lanka
6.1 History
In the early days, consumption taxes in Sri Lanka consisted mainly only of Customs duties
i.e., export and import duties and the excises.

In 1963, Business Turnover (BTT) was

introduced by the Finance Act, No.11 of 1963 and implemented from 1.1.1964.

It was

intended to make up for the fall in import duty revenue. It was a multi-stage tax levied on
gross receipts with a broad coverage including manufacturing, wholesale and retail trade,
and services.
In 1981, in order to remedy the discriminatory impact of taxing local production only and to
reduce to some extent, its cascading effect, the BTT was revised by the Turnover Tax Act,
No.69 of 1981. This covered corresponding imports and was in effect, a partial VAT, in that
input credit was allowed at point of import and for manufactures.
With several IMF Missions and the Taxation Commission of 1990 recommending the
transformation of the Turnover Tax to a Value Added Tax system, the GST Act, No. 34 of
1996 introduced a value added system to Sri Lanka. It was a consumption type VAT with
full credit for all inputs including capital goods, levied on an invoice basis and based on the
distribution principle. There was a single rate of tax of 12.5 per cent applicable to all goods
and services, except exports which were zero rated. It was originally scheduled to be
implemented by 1 October 1995 but due to a number of practical problems of
implementation there was a debate as to whether it should be postponed or not.1 It was in
fact, postponed for over 2 years and implemented only from 1.4.1998.
In order to recoup the inadequate revenue from the GST due to various factors like a large
list of exemptions and a less than neutral rate (which was estimated to be more in the region
of 19 per cent rather than 12.5 per cent), another tax called the National Security Levy under
the NSL Act, No. 52 of 1991 was introduced, which was a turnover tax levied on gross sales.
These two levies were amalgamated in August 2002 and termed a VAT under the VAT Act,
No.14 of 2002.
1

See Waidyasekera, D.D.M. “Should the Goods and Services Tax be Postponed or Not”, Daily News, Friday
August 18, 1995.

416

The Value Added Tax System: Ideal Instrument for Market Economy

The experience of VAT in Sri Lanka is a story of mixed results. On the whole however, its
performance has fallen short of expectations with a whole host of problems cropping up to
mar its fiscal performance. The reasons for this are many and include the context in which it
was introduced, the design, base and rates, inadequate preparatory measures and an
inadequate and ill-equipped administrative machinery. Attempts at rectifying them with illplanned ad hoc measures led to more complications and has led to a debate whether it
should be entirely scrapped and reverted back to the turnover tax system.
6.2 Revenue
In terms of revenue the VAT has not shown much improvement over the GST or the
turnover tax. The turnover tax had been a regular and reliable source of income without
much complexity or need for manipulation. The VAT has not shown such regularity and
has been characterized by volatility and the need for complex manipulation to prevent
revenue erosion in the form of input credit and refunds.
Table 1: Revenue – Turnover Tax, GST/VAT 1991-2007 (Rs. Million)
Year

Turnover % Share of Tax
Tax Amount
Revenue

% GDP

GST / VAT
Amount

1991
1992
1993
1994
1995
1996
1997
1998*
1999
2000
2001
2002
2003
2004
2005
2006
2007
Note:

21,430
24,095
29,663
32,300
36,429
37,631
43,492
16,166
-

31.5
31.6
34.9
32.6
30.8
28.9
30.6
10.9
-

5.7
5.6
5.9
5.5
5.4
4.8
4.9
1.6
-

23,177
35,540
43,893
45,900
66,692
97,230
120,382
138,660
164,555
187,452

% Share of
Tax Revenue
15.7
21.4
24.1
22.3
30.1
42.0
42.8
41.2
38.4
36.8

% GDP

2.3
3.2
3.5
3.3
4.2
5.5
5.9
5.9
5.6
5.2

* 1998 – GST introduced from 1.4.1998.

Source: Compiled from Central Bank of Sri Lanka, Annual Reports, various years.
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Table 1 shows the relative performance of the turnover tax, GST and VAT between 1991 to
2007. The turnover tax has shown a steady revenue source of about 30 per cent of tax
revenue or around 5 per cent of GDP throughout, while GST/VAT has fluctuated from 22
per cent to 42 per cent of the tax revenue or from 3 per cent of GDP to 5.6 per cent of GDP
and that, in spite of various manipulations in base and rates in order to improve
performance.

Sector-wise, the major portion of the VAT is collected on imports (56%)

followed by the non-manufacturing sector (30%) and the manufacturing sector (13%).
The VAT has considerably fallen short of the estimates. Table 2 shows the VAT estimates
and actual collection from 2003 to 2007.
Table 2: Estimates and Actual VAT Collection (Rs. Million)
Year

Estimate

Actual Collection

2003

120

97

2004

124

120

2005

142

138

2006

174

164

2007

202

187

Source: Central Bank of Sri Lanka, Annual Report, various years.

6.3 Nature of the Sri Lanka VAT System
The VAT introduced by Act No.14 of 2002 is a consumption tax based in terms of the
charging section 2,
“(a) at the time of such supply, on every taxable supply of goods and services made
in a taxable period by a registered person in the course of carrying on or
carrying out of a taxable activity by such person in Sri Lanka;
(b) in the importation of goods into Sri Lanka by any person.”
Terms such as time of supply, taxable activity, taxable period, registered person etc. are all
defined in the Act as well as other relevant matters such as returns, methods of collection,
appeals, refunds etc.
It is a comprehensive consumption tax with full credit given for all inputs including capital
goods, based on the destination principle, where only imports are taxed and exports zero
rated, and levied on the invoice method with input tax credit and refunds.
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There are however certain characteristics in the Sri Lankan VAT system both in its design
and scope which are notable and which have been factors that have led to the difficulties it
has faced. These include the following:
6.3.1 Exemptions
Unlike in countries like New Zealand, Singapore, Canada, etc., where the base of the tax is
very broad with few exemptions, in Sri Lanka under the First Schedule of the VAT Act a
large number of goods and commodities as well as services have been exempted from the
tax. These include items of mass consumption as well as items considered as incentives for
several sectors of social and economic development. This has considerably narrowed the
base and scope of VAT, retained the cascading effect on such goods and led to the necessity
to impose higher rates.
6.3.2 Zero Rating
Zero rating is a mechanism adopted in a VAT system to relieve such goods and services
from the incidence of VAT. A supplier of such zero-rated supplies can reclaim all the input
taxes he paid on his purchases. Section 7 of the Act includes not only exports which are
normally so internationally in a destination principled VAT, but also includes a host of
services connected to exports, property outside Sri Lanka and certain services consumed
outside Sri Lanka.

Further, it has incorporated a key clause called “international

transportation (including trans-shipment) of goods or passengers” specified by Gazette
Notification whose interpretation is in fact, very wide. All these zero rated items led to a
large refund element and has adversely affected net revenue collection.
6.3.3 Rates
When the VAT system was first introduced in 1998 in the form of a GST it was characterized
by a single uniform rate of 12.5 per cent. A single rate is the best both from a compliance
cost and administrative point of view. Multiple rates distort both producer and consumer
choices and complicates the system. The VAT rates in Sri Lanka have been subject to ad hoc
changes from time to time. While the VAT Act, No. 14 of 2002 had originally two positive
rates of 10 and 20 per cent, it was soon unified into a single rate of 15 per cent from January
2004. There was again a modification of rates whereby from 19.11.2004 there was a basic rate
of 5 per cent, a luxury rate of 18 per cent and a standard rate of 15 per cent. The current
structure consists of a multiple rate system where apart from the zero rate, there is a
standard rate of 15 per cent, a lower rate of 5 per cent and a luxury rate of 20 per cent.
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6.3.4 Financial Services
Due to the difficulties of computing value added in the case of financial services such as
banking and insurance, most countries exclude financial services from VAT. Such problems
include disentangling the costs of intermediation, the sensitivity of the sector to fine
margins, the likelihood of encouraging offshore provision of financial services and the
important role finance plays in the operation of a modern economy.
In Sri Lanka, financial services were exempted from both the GST and VAT till 31.12.2002,
but, from 1 January 2003 VAT on financial services was introduced by Chapter IIIA of the
VAT Act. The method followed is the additive method of profits plus wages, under which
there is no deduction for input taxes paid. Though the government explicitly indicated that
financial institutions are not supposed to pass the tax on to the consumers, it is highly
unlikely that banks and financial institutions refrain from increasing their finance charges
and passing this liability on to the customers.
6.3.5 Wholesale and Retail Trade
One of the notable characteristics in the design of the Sri Lanka VAT and one of the main
reasons for its poor revenue performance has been the exclusion of the domestic wholesale
and retail trading sector from the VAT system. Under Section 3 of the VAT Act, No.14 of
2002 the tax shall not be charged on the wholesale or retail supply of goods. Such supplies
are liable to tax only to the Provincial Councils as turnover tax under item 36.1 of List 1 of
the Ninth Schedule of the Thirteenth Amendment.
The wholesale and retail sector (including import, export and domestic trade) comprise
about 22 per cent of Sri Lanka’s GDP of which the domestic trade is about 10.2 per cent
(Central Bank, Annual Report 2007).
Discounting for base leakages and administrative problems, it is estimated that probably
about 6 per cent of GDP escapes VAT due to the exclusion of the wholesale and retail sector.
Legally, the 13th Amendment does not prohibit the government from charging VAT on the
trading sector since VAT is not a turnover tax. The most efficient solution to this problem is
probably to extend the VAT to the wholesale and retail sector as well and implement a
revenue sharing arrangement between the Central Government and the Provincial Councils.
6.3.6 Coverage
The relatively high registration threshold of Rs. 500,000 a quarter, or Rs.1.8 million a year,
the wide array of exemptions and partial exemptions, the relatively wide range of zero
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rating as well as weak administration has tended not only to narrow the tax base but lower
the effective coverage as well. The total number of registered VAT payers in 2006 was
25,808, with a compliance rate of about 60 per cent. This compares unfavourably with the
Turnover Tax which as at 31.12.1997 had 45,498 registered files with a compliance rate of
over 80 per cent (IRD Administration Report 1997). Recourse to such measures as Voluntary
Registration under Section 12 of the VAT Act, schemes such as “Optional VAT” introduced
from 1.1.2007 and other administrative measures have been taken to enlarge the coverage.
However, the major portion of the domestic VAT (other than at import point) is paid by only
a relatively few taxpayers. In such circumstances, whether merely increasing the number of
VAT registered payers is worthwhile, is a moot point.

7. Administration
Finally, apart from its design and base, an efficient and effective administrative machinery is
the most important factor for the successful implementation of a VAT system. VAT type of
taxes are not easy to administer and the much vaunted self-checking and self-policing
feature of the VAT has been found to be wanting in the Sri Lankan experience.
7.1 Basic Requirements for VAT Administration
Some of the basic requirements for the successful administration of a VAT are as follows:
1. Existence of an appropriate taxpayer identification number (TIN).
2. A simple VAT return.
3. An effective taxpayer assistance programme.
4. A reliable computerized system providing accurate and timely information.
5. An effective system of audit, supervision, monitoring and control.
6. A coordinated information system for cross-checking information, invoices, etc.,
in the VAT return with information from other sources to detect under-reporting
or fraud.
7. A sound and effectively applied penalty system.
8. An even a more difficult job, to change the mentality of the tax officials and to
motivate them to enforce the law accurately rather than to seek personal gains.
In most of these issues the experience of Sri Lanka’s VAT administration system has, in
practice, been found to be wanting. Vigorous attempts have since been made to rectify the
shortcomings and streamline the VAT administration in terms of adequate human
resources, development of skills and training, an extended computerization and EDP
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system, a more coordinated system of information exchange, more intensive audit and
invoice checking methods, and taxpayer assistance among others.
Some of the other areas where both legislative and administrative reform methods have
been taken pertain to:
1. Rules relating to restriction of input credit,
i.

where no input credit is available on goods supplied at 5 per cent rate.

ii. restriction of input credit to 85 per cent of output tax (other than in certain
supplies).
2. Dates relating to receipt of tax invoices claiming input credit.
3. Introduction of VAT withholding by government agencies from 1.1.2007 termed
a VAT (Advance Tax).
4. Increasing the mark-up on the CIF value for charging VAT at customs point to 10
per cent.
5. Introduction of the Scheme of “Optional VAT” from 1.1.2007.
6. Streamlining Regulations relating to refunds such as the establishment of a VAT
Refund Fund and the system of releasing funds based on a Bank Guarantee from
the exporter.
7. Streamlining of appeal procedures and arrears collection.
7.2 Refunds
Unlike in other taxes, refunds of input taxes paid constitutes a key feature and forms part of
the core elements of the VAT system. Refunds may arise in two ways:
•

refunds arising from input tax paid in excess of output tax.

•

refunds arising from over-payment.

Due to the relatively large base of the zero rate supplies and the existence of multiple rates,
the refund element in the Sri Lanka VAT system is very considerable. For instance, in 2005,
of the overall gross VAT collection (including manufacturing, non-manufacturing and
imports) of Rs.154,199 million, Rs.12,321 million or 7.9 per cent was paid back as refunds,
while in 2006 of the gross VAT collection of Rs.175,247 million, Rs.11,176 million or 6.3 per
cent were refunds made. Sectorally, if one takes the manufacturing sector which is the core
sector of the VAT, the refund element comes to over 33 per cent. For example, in 2006 the
gross collection of the manufacturing sector was Rs.33,389 million of which Rs.11,171 million
or 33 per cent was paid back as refunds (Inland Revenue Annual Performance Reports 2005
and 2006). The refunds arose largely in the areas of exports, tea factories, garments, hotels,
leasing and construction sectors. Delayed refunds cause liquidity problems for businesses,
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and hence the law provides that refunds have to be made within 30 days, after which
interest is due.
7.3 VAT Frauds
Refunds are invariably linked to evasion and frauds, and even in the European Union the
VAT refund mechanism has always been open to fraud. The VAT fraud in August 2005 in
Germany amounting to 17.6 million Euros or 11 per cent of Germany’s annual VAT revenue,
is what is known as “VAT carousel fraud”, also known as missing trader intra-Community
fraud.
The VAT fraud in Sri Lanka which operated between 2002 to 2004 amounted to over Rs.3.5
billion, making it the largest tax fraud in South Asia, and was based on fraudulent invoices
of companies some of whom were non-existent. Weak administration, lack of a fool-proof
audit system and verification of invoices, lack of co-ordination of information, apart from
corrupt officials are among some of the reasons for the fraud.
Another factor that contributed to Sri Lanka’s VAT fraud was the lax fiscal climate following
the grant of regular tax amnesties that has characterized Sri Lanka’s fiscal policy. Eleven
amnesties have been granted since 1964. The last such one granted in 2003 under the Inland
Revenue (Special Provisions) Act, No. 10 of 2003 was not so much an amnesty as an
exoneration of offences in no less than 26 Acts and Ordinances including income tax, VAT,
Customs, Exchange Control, etc. This helped to encourage racketeers to engage in more
fraud such as the VAT fraud in the expectation of being exonerated under that or
subsequent amnesties.
Both legal action and a Commission of Inquiry have been launched to investigate further
aspects of this fraud.

8. Conclusion
There is no doubt that a Value Added system of taxation in terms of revenue yield,
sophistication, equity, efficiency and above all neutrality, is a more superior form of sales
taxation, and the trend is for more and more countries to adopt this system in some form or
other. It is well suited to a developed, industrialized country with a free market economy
and a well designed VAT in terms of base and rates, universal and uniform coverage and an
efficient administrative mechanism constitutes an important fiscal instrument in a market
economy.
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However, in spite of its many advantages the VAT is also characterized by a number of
weaknesses. Being essentially regressive like all sales taxes, it requires adjustments to base
and rates, treatment of small businesses, and special areas etc., thereby leading to an erosion
of its base and the consequent necessity for higher rates. The VAT also leads to increased
compliance costs and administrative problems involving invoice verification, input credit,
refunds and fraud.
The introduction of a VAT system therefore involves manifold decisions including the
timing of its introduction and creating the required conditions for its successful
implementation. The performance of the VAT in Sri Lanka has produced mixed results, and
overall, has fallen short of expectations. Several attempts have been made and measures
taken to rectify these weaknesses and deficiencies both in its design as well as the
administrative mechanism. These are expected to improve the performance of the VAT in
Sri Lanka in future and bring it up to its expected potential.
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Appendix
VAT Rates in Selected Countries
Country

Standard Rate %

Other Rates

Argentina

21

10.5, 27

Australia (GST)

10

-

Bangladesh

15

10 – 350

Belgium

21

6, 12

17-18

7, 12, 25

5

-

Chile

19

-

China

17

13

Brazil
Canada (GST)

Denmark

25

-

France

19.6

2.1, 5.5

Ghana

12.5

-

10

15, 20, 25, 35

Indonesia
Israel

15.5

-

Italy

20

4, 10

Kenya

16

-

12.5

-

Norway

25

8, 14

Philippines

12

-

Russia

18

10

7

-

14

-

New Zealand (GST)

Singapore (GST)
South Africa
South Korea

10

-

Sri Lanka

15

5, 20

Sweden

25

6, 12

Thailand

7

-

U.K.
Vietnam
Zambia

17.5

5

10

5, 20

17.5

-

Source: International VAT Monitor March/April 2008.
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