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1. Policy Perspectives

As 2004 began, the news on the economic 
front was promising. Besides the resumption 
of GDP growth at an annual rate of 5.9 per 
cent in 2003, inflation and interest rates were 
low, and improvements were recorded in 
both the current account and foreign 
exchange reserves. The recovery was fuelled 
by improved consumer spending, a relative 
boom in the tourism sector and significantly 
improved inflows of foreign capital. 
Politically, however, the country was in the 
m idst of yet another period of destabi I ization 
with the dissolution of Parliament and the 
resulting fresh elections in April 2004. The 
improvements on the macroeconomic front 
and a two-year ceasefire failed to persuade 
the electorate to return the incumbent United 
National Front (UNF) to office. 'Peace' 
appeared to have receded as the most critical 
factor for voters after a period of relative calm 
to be overtaken by the 'economy'. Support 
for the incumbent government may have 
shrunk on two counts: a perceived failure to 
translate the truce swiftly into economic 
benefits for rural Sri Lanka, and the 
perception that the government was 
conceding too much in forging ahead with 
its peace initiative.

The prospects for the Sri Lankan economy 
can at best be guarded optimism. Despite a 
continued robust growth of 5.7 per cent in 
the first half of 2004, indications are that 
the Sri Lankan economy is likely to 
experience a slowdown in growth in 2004. 
Growth in the 2nd quarter of 2004 was lower 
than the growth recorded in the 
corresponding quarter of 2003 and in the 
first quarter of 2004. Forecast of 6 per cent 
growth for the year has been revised 
downward to a projected 5.0-5.5 per cent. 
The slowdown in economic activities in the 

run up to elections and disruption to 
administrative functioning as a new 
government settles into office - and the 
interval in presenting its policy framework 
- clearly can be expected to instil a period 
of uncertainty that has a knock-on effect on 
economic activity.

Some degree of uncertainty with regard to 
the future direction of economic policy also 
emerged more visibly with the entry of the 
janatha Vimukthi Peramuna (JVP), not 
merely as representatives in Parliament, but 
as partners in government under the United 
Peoples Freedom Alliance (UPFA). Even as 
the threat of sinking back into populism and/ 
or anti-market leftist nationalism was 
predictably exaggerated, nonetheless at 
election time, politicians are apt to espouse 
populist measures even though there may 
be a 'broad consensus' across political 
parties in favour of reform. As such, the 
explicit mention of the concept of a 'mixed' 
economy that emerged in the UPFA election 
manifesto was sufficient to generate a debate 
on the future direction of economic policy 
viz., a 'closed/mixed/open' model of 
development. While it could well be argued 
that Sri Lanka has more or less been a 'mixed' 
economy - with public services and 
moderate redistribution bolted on - a 
qualitative change in the degree of state 
involvement in economic activity can spell 
the direction of policy more accurately.

In this context, the government's economic 
policy framework 'Creating Our Future, 
Building Our Nation' has signalled that its 
approach would differ from that of the 
previous policy framework of 'Regaining Sri 
Lanka' in tone and focus with a stronger 
emphasis on the rural economy, agriculture,
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and Small and Medium Enterprises (SMEs) 
as vehicles for generating a vision of growth 
with equity'. The policy direction, not unlike 
that of the Common Minimum Programme 
(CMP) of the new Indian government, 
appears to be an attempt to allay a growing 
sense of disenchantment amongst a section 
of the population of the country's 
progressive move towards an increasingly 
liberal economy - fiscal and monetary 
discipline, opening up to foreign trade and 
investment, and large-scale privatization and 
deregulation - in the past two decades.

Be it the slogans of 'Regaining Sri Lanka' or 
'India Shining', the promise of high 
economic growth was not sufficient to 
convince the electorate that pro-market 
policies were benefiting and changing the 
lives of the vast majority of the population. 
On the contrary, the perception appears to 
have been that they were changing the lives 
of only a small urban section. The UNF 
government's concentration on securing 
macroeconomic stability allowed little 
leeway to provide relief measures to the 
masses by way of wage increases or 
recruitment to the public sector, subsidies 
to the farming community or subsidies 
against movements in international 
commodity prices. 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 to 
the rural economy.

Arguably, resuscitating economic growth and 
restoring macroeconomic stability were 
primary concerns in the aftermath of the 
downturn in 2001. The centrepiece of such 
policies, fiscal discipline, is sometimes 
necessary to avert an emerging economic 
crisis. In pursuing a programme weighted 
in the direction of macroeconomic goals, 
the government perhaps failed to effectively 
convey the message that prudent 

macroeconomic policies serve, or are 
capable of serving, the interests of the poor 
directly, and not merely by promoting 
growth. The alternative to steady control of 
government borrowing is usually high 
inflation and inflation is likely to hurt the 
poor most as it causes a proportionately 
bigger drain on the incomes of the poor than 
on the incomes of the rich.

Economic growth is a necessary condition 
to alleviate poverty where every fraction of 
a percentage point of extra growth enhances 
the possibility of faster improvements in 
welfare for the country: without growth, all 
other poverty alleviation efforts fall short. 
However, the socio-economic conditions of 
a country may require that greater care has 
to be taken in ensuring that the benefits of 
higher growth - in terms of jobs, income, 
and access to education and health - are 
made available to the population at large, 
in recognition that growth alone is not 
always a sufficient condition for poverty 
alleviation. As was stated in last year's State 
of the Economy report: "...strategies for rapid 
economic growth... should also be 
complemented with other support measures 
and economic reforms that are applicable 
to improving the capacity of the poor to 
access economic opportunities. Without 
such efforts and policies, economic growth 
can exacerbate income differentials and have 
little impact on the poor". More generally 
perhaps, the election is serving as a reminder 
that the needs of the poor and rural voters 
must be balanced in the reform process if it 
is to enjoy broad support.

As the government prepares to turn its policy 
framework into a medium-term work 
programme, its ambitious economic 
manifesto - economic growth of 6-8 per 
cent, assistance for agricultural development 
and rural industries — may be blocked by 
hard economic reality, in particular a fiscal 
deficit likely to remain in the region of 8
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per cent of GDP. To achieve its medium
term growth targets, the government will 
have to tread a fine balance between ensuring 
macroeconomic stability and the 
sustainability of policies that can, overtime, 
deliver on the promise of growth with 
equity. The economy is constrained by the 
continuing fragile state of government 
finances and in the absence of a budget 
statement until November 2004, the content 
of fiscal policy remains somewhat unclear. 
While the fiscal deficit declined progressively 
to 8 per cent of GDP in 2003 - albeit above 
the forecast target of 7.5 per cent - the 
anticipated further reduction to 6.8 per cent 
in 2004 has been discounted. Although the 
UNF government stated that it would desist 
from sprinkling tax cuts and spending 
promises, it too granted relief measures in 
the run up to elections in the form of pay 
increases to certain public sector employees, 
reduction of import duties and VAT on some 
essential food items, etc., notwithstanding 
the Fiscal Management (Responsibility) Act 
(FMRA) enacted in 2002. The revised UNF 
fiscal target of 7.3 percent of GDP was once 
more subject to a further upward revision of 
8 per cent by the UPFA on the strength of 
immediate commitments to raise the 
fertilizer subsidy, absorb 27,000 unemployed 
graduates into the public sector and maintain 
subsidies to alleviate cost of living pressures.

The continuing fragile state of public finances 
reflects deficiencies in tax collection and 
spending priorities. It pre-empts public 
investment, limiting government spending 
on infrastructure, education and health. 
Almost all the revenue goes on interest 
payments, public service wages and 
pensions, defence and subsidies. While there 
are no longer many vigourous defenders of 
large budget deficits, the welfare state 
remains popular - not just with narrow 
sections of the electorate, but with a solid 
majority of voters. Populist subsidies have 
more beneficiaries and therefore more votes, 

but they weaken the state of finances and 
largely bypass the needy. Recruitment to the 
public sector in the absence of 
rationalization, enforcing a system that both 
subsidizes agricultural inputs through a 
fertilizer subsidy and procures rice at above 
market prices, can impose an unsustainable 
burden on the government budget. The fuel 
subsidy alone is estimated to cost the 
government an additional Rs. 8 billion in 
2004. While it is maintained that the bulk 
of the fuel subsidy is to be funded by monies 
set aside for a voluntary retirement scheme 
for the public service, it delays much needed 
structural reform. Plans to rationalize 
300,000 jobs in the state sector by 2006 - 
notwithstanding a generous severance 
package that was expected to cost the 
government Rs. 8 billion as up front payment 
for the staggered compensation package - 
appears to have been set aside. It is hard to 
see how fiscal adjustment on the expenditure 
side can be made unless the government of 
the day is willing to pursue what are likely 
to be highly unpopular measures.

The answer must partly lie on the revenue 
side, not only to tackle the deficit but also 
to support additional public spending 
without destabilizing the economy. 
According to IMF estimates, government 
revenue amounts to an average of 27 per cent 
of GDP in emerging economies, well above 
the ratio prevalent in Sri Lanka (15.7 per cent 
of GDP in 2003). While Sri Lanka 
progressively liberalized its tax system, it 
failed to neutralize the revenue implications 
by broadening the tax base. Rather, it went 
in the opposite direction by granting 
exemptions and concessions, particularly for 
companies operating under the Board of 
Investment. Sri Lanka's share of corporate 
tax at 0.9 per cent of total tax revenue is 
estimated to be even lower than that of 
Bangladesh, a country with a much less 
developed industrial base. But reform of the 
tax regime and of tax administration is no
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easier than any other structural change and 
unlikely to generate returns in the short-term.

One-off efforts such as the granting of tax 
amnesties can run into controversy where 
evidence of benefits is inconclusive. While 
governments have routinely offered tax 
amnesties even in the past (10 since 1964), 
the provisions under the Inland Revenue 
(Special Provisions) Act No. 10 of 2003 was 
unprecedented in the blanket package of 
amnesties - including income tax, exchange 
control, excise and customs duties - 
exonerating offences under 26 Acts. While 
the government sought to plug accumulated 
tax arrears of Rs. 50 billion in 2001 and 
increase the tax base (with declarations of 
51,760), the amnesty has come under 
criticism for a significant revenue loss to the 
Treasury. Blanket tax amnesties may not only 
have an adverse effect on the morale of 
officers concerned with the relevant 
departments, but also confers an unfair 
advantage on tax evaders at the expense of 
those who do file returns. Perhaps of greatest 
concern is the likely adverse impact on the 
country's 'tax culture'. The first budget, to 
be delivered in November 2004, gives the 
incumbent government the opportunity to 
begin the serious tax administrative reforms 
- a tax system less riddled with discretion 
based exemptions and a broader tax base - 
it has promised.

The unhealthy state of public finances is 
manifest in a public debt that now stands at 
over 105 per cent of GDP. An IMF study on 
public debt carried out in 2003 finds that 
emerging economies have an average public 
debt of 71 percent of GDP, well below the 
current debt ratio for Sri Lanka. There are 
some good reasons for a government to 
borrow. If the money is used to finance better 
infrastructure, education or health, it can 
boost a country's growth rate. On the other 
hand, excessive public debt can push up 
interest rates, crowd out private investment 

or limit the scope for a fiscal stimulus when 
an economy stumbles. As Sri Lanka enters a 
relative low inflation regime, its policy 
towards debt management becomes all the 
more critical. Low inflation and interest rates 
may mean that debt-service payments are 
lower in the short term: but their burden is 
higher in the long term, as the real value of 
the debt is being eroded more slowly.

The critical challenge for the government 
will be to ensure that in implementing its 
policy programme - that may call for 
additional expenditure in the face of 
shortfalls in revenue — macroeconomic 
stability is maintained. The problems faced 
are all the more acute in view of 
unfavourable developments in the global 
economy: high international oil prices, 
upturn in interest rates and inflation. In the 
absence of either expenditure cuts or revenue 
increases, bond financing the deficit may 
become impossible without an interest rate 
rise (or else switching to monetization of 
the deficit, but with serious implications for 
inflation and the exchange rate). In July 2004, 
the economy was experiencing an upward 
movement in Treasury bill rates to over 8 
per cent for the first time in a year. For the 
moment, however, the government has 
dampened pressure on the domestic market 
by resorting largely to foreign borrowing. For 
example, the government opted for US$ 
144.7 million worth of Sri Lanka 
Development Bonds (SLDBs) in June 2004, 
a further US$ 50 million in August 2004 
and an additional US$ 55 million in 
September 2004. However, this holds risks 
in view of higher interest rates in 
international capital markets while any 
depreciation of the currency will increase 
the rupee burden on service obligations.

The progressive decline in inflationary 
pressure has bottomed out with the rate of 
inflation signalling an increase from May 
2004. In the current environment of
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sustained high oil prices - with attendant 
increases in transport and electricity prices 
- adjustments to movements in international 
price trends are unlikely to lead to a mere 
one-off increase in the price level. Of equal 
concern on the inflation front will be the 
depreciation of the rupee as pressure mounts 
from the current account of the balance of 
payments (BOP) both from high import 
expenditures and delay in remittances from 
exporters, as well as less than anticipated 
inflows of foreign capital. A depreciating 
currency will continue to impact on prices 
and build inflationary expectations. Any 
deterioration of Sri Lanka's fiscal position 
will only fuel such expectations.

If fiscal policy is not to constrain growth - 
pushing up interest rates and choking the 
economy - and leave the economy 
vulnerable if hit by a big macroeconomic 
shock, the broader economic policy 
programme of the government cannot be 
hostage to populist demands. Populist 
policies that sound good - protectionist trade 
and investment policies, social protection 
policies that cannot be funded without 
generating inflationary deficits, labour laws 
that overly benefit those already employed 
while reducing opportunities and income for 
unemployed workers, support for demands 
of public sector unions that in effect cripple 
the capacity of the state to deliver social 
services - in practice increase inequality and 
retard development. Incremental government 
hand-outs in the name of industrial policy 
can aggravate low productivity and lack of 
competitiveness. And once investments are 
sunk in activities that are profitable only 
because of subsidies and tariffs, any attempt 
to remove those concessions are strongly 
resisted. The challenge for the government 
will be to implement an economic policy 
programme that satisfies coalition partners 
without sacrificing policy goals.

Politicians are apt to become more pragmatic 
in office. While the pace of reforms may 
slow - as in privatization/deregulation - the 
direction is unlikely to change. To its critics, 
the case against the reform process itself 
offers many examples. The privatization 
programme in Sri Lanka has been 
controversial. In some instances, sales were 
badly handled: either tainted by corruption, 
or by private monopolies, or because 
regulation has been poor. Increased coverage 
and quality may also have come at a price: 
as subsidies were withdrawn, prices often 
rose. In response, the newly established 
Strategic Enterprise Management Agency 
(SEMA) is to focus on making state owned 
enterprises commercially viable, rather than 
on outright divestiture. Reform has 
nonetheless brought faster growth, 
particularly in those parts of the economy 
that have opened up most to competition, 
and have been the least shackled by 
government. The most obvious example 
perhaps is the telecom industry. The 
government is convinced of the need to 
concentrate on agriculture and rural 
infrastructure. That, however, is itself an 
argument for accelerated reform.

The government has the added benefit of 
fashioning a reform programme for a 'strong 
national economy'. A reform strategy is likely 
to be more acceptable and sustainable in 
political and economic terms if perceived 
to be pursued out of a recognition of 
national self interest: and perhaps overcome 
a recurring perception of yielding to the 
dictates of donors and international financial 
institutions. However, to enable a country 
to not only shape such a strategy but also to 
ensure its effective implementation requires 
a highly skilled technocracy. Macroeconomic 
stability and reform efforts are bound to be 
periodically derailed without a strong and 
efficient technocracy. This has been a 
recurring problem in Sri Lanka with 
governments establishing their own 
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coordinating bodies to improve 
implementation - most recently, the 
National Economic Development Council 
(NEDC) - but institution-building is also 
highly vulnerable to political discontinuities, 
undoing years of efforts aimed at building 
competent teams or modernizing the 
organizational culture of a public agency.

Attention must of necessity be focused on 
the need to revamp and strengthen public 
sector institutions if they are not to be the 
black hole of economic reforms. Revamping 
public institutions, however, requires a long
term commitment and the capacity to tackle 
difficult political challenges. Public 
institutions are often easy prey to vested 
interests: for example, politically inspired 
lending and costly loan write-offs have 
dogged the operations of the two state-owned 
banks. A cumulative result is a weakening 
of the competency of the technocracy, 
compounded by overt politicization of the 
public service. It is hard to imagine 
principled objection to greater accountability 
of bureaucrats and politicians where 
governments are seen to attach low priority 
to police corruption. If the intention is to 
implement a credible medium to long-term 
programme, the state will have to reform 
itself. The focus of reforms has to centre on 
improving the performance of public 
institutions, especially those in charge of 
providing education and health to the poor. 
Further recruitment to the public service - 
adding to the 785,000 public sector cadre 
in government institutions alone - in the 
absence of a policy to rationalize employees 
will make it more difficult to improve on 
performance, for example, by offering better 
pay to those already in service. The state 
also needs credibility to withdraw protection 
from the economically privileged. These 
include organized labour, whose members, 
once employed, face little risk of being made 
redundant; or big industry, which wants 
protection from foreign competition until 

the government makes it easier to rationalize 
the workforce and enacts other reforms. The 
private sector also has a responsible role to 
play: for example, through the provision of 
training for educated youth, thereby easing 
the burden on the State to provide 
employment.

The structural impediments towards 
generating efficient public and private sector 
participation in the Sri Lanka economy have 
been eased but not removed. Improving 
income distribution and employment 
opportunities in the rural economy is more 
likely to succeed if the poor in turn are 
helped to gain assets such as education and 
property titles, through land reform and 
micro credit programmes. Alongside 
structural reforms, developing the 
institutional capacity for reforms — the so 
called 'second generation' reforms — remains 
in flux. While institutions set up in the 
transport sector (e.g., Railway Authority) 
have been reversed, the role and function of 
others (e.g., Public Utilities Commission) 
remains to be clarified. The report focuses 
on these and other critical policy issues in 
the ensuing chapters.

Central to the issue of helping the poor to 
gain access to assets, regenerating agricultural 
production and strengthening property rights 
is that of land market reforms. Under the 
current fragmented land holdings, 
consolidating small plots into sensibly sized 
agricultural holdings is all but impossible. 
So is using land as collateral. State monopoly 
over the ownership orallocation of land has 
tended to weaken property rights rather than 
strengthen them. There is also the problem 
of the absence of a single authority dealing 
with the land market. Secure property rights 
cannot be established overnight because 
governments do not have the expertise to 
enforce them, except perhaps among small 
enclaves of their better off citizens. In order 
to meet the objectives of both equity and 
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efficiency, the furthering of property rights 
and thereby tenure security will be of critical 
importance.

Inequality in an economy may itself weaken 
the poverty-reducing effect of growth where 
savings and investment become the preserve 
of a small rich elite. In growing recognition 
that the adoption of free-market policies, and 
the process of globalization itself, was not 
addressing widening social disparities 
(within and amongst nations), the United 
Nations Millennium Summit adopted a set 
of time-bound targets known as Millennium 
Development Goals (MDGs). The focus is 
explicitly on combating poverty, hunger, 
illiteracy, disease, gender inequality and 
environment degradation. While Sri Lanka 
has an impressive record on social indicators 
due to past policies, the country faces 
formidable challenges in improving on these 
indicators, particularly in areas of 
consumption poverty and in combating 
certain diseases. Policy challenges and 
options faced by the country in order to meet 
the MDG goals highlights the need to localize 
MDG indicators to make them more 
relevant for Sri Lanka while paying particular 
attention to improve them at Provincial/ 
District levels.

Countries around the world are wrestling 
with ways to combine natural resource use 
with other national objectives such as 
growth, poverty reduction, revenue 
generation and environmental protection. 
However, such efforts are often complicated 
by the political context in which patronage 
networks gain from natural resource 
exploitation and hence resist progressive 
environmental reforms. The report highlights 
key developments in five major resources - 
water, forests, protected areas, fisheries and 
sand mining - identifies areas where 
consensus on policy and implementation is 
being arrived at, while highlighting 
continuing differences with adverse 

consequences for the economy, the poor and 
the environment. The chapter concludes that 
there are means of delivering environmental 
results that reduce poverty and promote 
economic development. However, this will 
require innovative coalitions to drive change, 
drawing on progressive elements among the 
poor themselves, civil society, politicians, 
the civil service, the private sector and 
donors.

Public policy supporting education and 
health is largely framed around the idea of 
access and has received varying levels of 
policymaker support in Sri Lanka where 
public funding has been synonymous with 
free supply and access to both. However, 
given the rising demand for such services, 
strategies for reforming the management, 
financing and delivery of education and 
health are becoming issues of increasing 
policy relevance. Social sectors are 
notoriously difficult for governments to 
reform. Their influence over different 
institutions can vary quite significantly. Even 
in countries like Sri Lanka where such sectors 
are financed primarily by the state, they are 
often not passive objects of reform but key 
actors in the reform process. The report 
highlights key issues in relation to a national 
education policy. The discussion highlights 
the lack of a consistent policy on education 
and perhaps even more worryingly, the lack 
of an agenda for effective implementation 
in the past.

Given the threat to fiscal solvency from 
unaffordable public pension commitments, 
social security benefit schemes have emerged 
as a critical policy issue in the backdrop of 
an ageing population. The pay-as-you-go 
(PAYG) type of system taxes the income of 
workers and transfers it to pensioners. Private 
pensions, unlike public PAYG systems, are 
backed by funds or assets. While Sri Lanka 
has initiated reforms to shift away from 
PAYG towards funding, pension policies
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require a radical change in their architecture 
in the context of a large informal sector in 
the country. The report looks in some detail 
at issues related to the establishment of 
social security benefit schemes in the country 
given that although considerable progress has 
been made in extending access to social 
security, only 25 per cent of the work force 
has been reached so far.

The collapse of the ministerial meeting of 
the World Trade Organization (WTO) in 
2003 has impeded global trade talks and 
made their conclusion increasingly difficult 
and uncertain. More countries may now 
divert their negotiating energies into bilateral 
and regional Free Trade Agreements (FTAs). 
While Sri Lanka also appears set to engage 
more aggressively in negotiating FTAs, it also 
appears in practice to be somewhat hesitant 
in embracing the notion of Tree' trade, if 
liberalization commitments are incomplete, 
with implementation open-ended, and 
important sectors often largely excluded, the 
proliferation of such deals will not mean 
much since a lot of the negotiating capital 
will have been taken off the table. Sri Lanka 
is pursuing the possibility of entering into 
an FTA with the US, primarily in the hope 
of leveraging some relief for its garments 
industry. The report assesses the trade-offs 
from such an FTA and also examines the 
threat to the local garments industry from 
China in a quota-free environment. For the 
most part, the report finds that FTAs alone 
will not be enough to modernize the country 
or guarantee prosperity. They may spur trade, 
but trade can only do so much. Failure to 
deal with the problems - in infrastructure, 
education, tax base, corruption - will prevent 
Sri Lankan and foreign investors alike from 
exploiting the openings which freer trade will 
afford.

A promising aspect of the global trade agenda 
launched at Doha was the agreement to 
revisit the rules about when countries may 

slap on temporary protection against 
imports. The WTO allows several types of 
protection: safeguards against import surges, 
countervailing duties against subsidized 
goods, and duties against foreign products 
deemed to have been dumped on local 
markets. While these rules have long been 
misused as a cover for protectionism, they 
nonetheless have a role in safeguarding firms 
against supposedly unfair competition. As 
these types of trade remedies proliferate 
across the global trading system, the report 
also examines the case for enacting anti
dumping legislation in Sri Lanka.

Pro-market economists adhere to the line of 
thought that competition is an indispensable 
spur to efficiency and innovation, and hence 
to higher living standards and faster 
economic growth. There is far less agreement 
over the character and extent of the 
government intervention that is required to 
make sure competition thrives. While a pro- 
competitive regulatory stance in 
telecommunications, finance, transport, 
energy, etc. is highly desirable, it is also 
important to ensure that new regulations will 
not impose an additional burden. Instituting 
safeguards through prudential regulations in 
the absence of the ability and capacity to 
supervise and enforce the regulations will 
also be ineffective. In this context, the report 
assesses in some detail issues related to the 
introduction of impact assessment of 
creating an appropriate regulatory framework, 
implications of mergers and monopolies 
legislation on foreign direct investment and 
the potential impact of deregulating air 
transport services by introducing an open 
skies policy in Sri Lanka.

Entrepreneurs in developing countries - 
particularly the small and medium scale 
industrialists - may lack sufficient incentives 
to invest in new industries. It has been 
widely argued that in order to create a greater 
incentive to experiment in new industries
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and approaches, there may sometimes be a 
case for governments to protect companies 
in infant industries from unfettered 
competition. This does not necessarily mean 
tariffs, which protect all domestic companies 
to the same extent; rather, it implies finding 
ways to help innovators against domestic 
limitations. The problem always has been 
that it is harder to implement in practice 
than it looks in theory. Preferential credit, 
for example, may promote industrial 
diversification, but governments often fail 
to weed out failed industrial experiments, 
instead keeping them alive alongside thriving 
ones. Ultimately, devising industrial policy 
may be a matter of trial and error. The report 
looks at the role and relevance of establishing 
a Small and Medium Scale Authority (SMEA) 
in Sri Lanka and international best practices 
adopted in promoting the SME sector.

As highlighted in the rest of the report, there 
are many areas where Sri Lanka has to 
institute much needed reforms. Criticisms 
of the reform process itself should not be 
lightly dismissed. It would be naive to 
assume that democracies can forever thrive 
if a proportion of the population continues 
to be frustrated by reforms perceived to 
benefit only a small minority. This will also 
mean building a constituency of support: 
such support is vital, and its absence can, 
on occasion, cause well meant programmes 
to be voted out in the face of opposition. 
For now, the pace of the reform process and 
the ability to sustain a reasonable growth 
momentum will hinge on retaining a 
measure of political stability in the near 
future. It can be validly argued that a large 
part of the blame for the country's 
underperformance on the economic front 
must be borne by the political system. The 
way Sri Lanka's democracy has evolved has 
undoubtedly complicated policymaking. 
Cohabitation and the threat of dissolution 
of Parliament may tend to put governments 
into cautious, electioneering mode for much 

of their time in office. Governments not 
assured of serving their term are likely to 
become more cautious in seeking to 
implement 'unpopular' reforms when faced 
with a choice between political survival and 
economic reform. Worse, electoral volatility 
is likely to heighten disaffection with the 
political process and erode public 
confidence in government. To a great extent, 
a government's reputation depends on the 
cohesion of the country over which it 
presides. In the run up to the elections, the 
fissures in Sri Lankan society cracked wide 
open, exposing rising religious and socio
cultural divisions. If a nation is divided by 
race, religion, and cultural assumptions, then 
these disputes will lead to a crisis of 
legitimacy, making it harder for governments 
to avoid alienating one faction or another. 
The ability to work together will be most 
critical in taking the peace process forward: 
the UPFA will have to muster the widest 
possible consensus to transform the ceasefire 
into a permanent and durable peace 
acceptable to all communities.

That Sri Lanka has entered a critical phase in 
determining the direction of its economic 
reforms is not in doubt. What will change 
Sri Lanka in the nearer term is the handling 
of this most arduous phase, particularly on 
the political front. On the economic front, 
without further structural reforms, the 
recovery stands on shaky foundations. The 
surge in the stock market where the All Share 
Price Index (ASPI) broke the record for the 
previous highest level in July 2004 is 
indicative that corporate earnings remain 
strong and that private sector confidence 
remains positive. For much of the urban 
middle classes, the resurgence in economic 
activity is improving their prospects. The 
challenge is both to make Sri Lanka as a 
whole richer faster, and to find better ways 
of distributing the benefits of more rapid 
growth. The next few years may offer Sri 
Lanka the best chance yet to tackle it. If
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rightly managed, it could provide a virtuous 
circle of private sector investment, rapid 
economic growth and liberalizing reform. 
That in turn might allow a reshaping of the 
government's budget, and of its role in the 
economy: as less of an employer, subsidizer 
and borrower, and more of a provider of the 
infrastructure, health care and education. 
Despite the obvious drawbacks of the current 

political system, the principles of democracy 
it embodies does offer the hope that a party 
might aim over the heads of sectoral-interest 
groups to the aspirations of all Sri Lankans 
for a better life. The most important 
ingredient may also be the most elusive: 
political stability that will ensure a measure 
of policy continuity.
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2. Macroeconomic Performance

2.1 Introduction
The Sri Lankan economy continued to move 
progressively on the path to recovery in 2003. 
The growth performance of all major sectors 
— agriculture, industry and services - 
improved relative to the previous year. 
However, the average growth rate during the 
period 2002-03 has not yet reached a level 
high enough to recoup fully what was lost 
from the severe downturn experienced in
2001. Nevertheless, 2003 represents a 
turning point given considerable 
improvement in the country's 
macroeconomic position: improvements 
were recorded in the Balance of Payments 
(BOP), inflation eased and market interest 
rates fell to historically low levels, while 
stock market indicators also improved 
substantially. One area of concern was public 
finance where large imbalances continued 
to persist despite attempts at improving fiscal 
management. However, in general a climate 
favourable to investment was maintained. 
There was also a modest improvement in 
real income helping to maintain adequate 
levels of demand in the market.

The positive developments in economic 
performance during 2002-03 may be 
attributed to several external and domestic 
factors. The maintenance of the ceasefire 
agreement between the government and 
Liberation Tigers of Tamil Eelam (LTTE) and 
the prospect of achieving a durable peace 
through a political settlement was perhaps 
the most critical. Normal weather conditions 
in most parts of the country contributed to a 
record paddy harvest and a satisfactory 
growth in food production in general. The 
domestic policies that focussed on fiscal and 
monetary management helped to improve 

confidence among the business community 
and to attract pledges of support from the 
international donor community. A 
favourable outlook in the world economy 
enabled Sri Lanka to improve its export 
performance and tourism earnings.

Despite this turnaround in the economy, 
certain policy weaknesses persisted: 
continuing problems in the power and 
transport sectors, disruption to services in 
the public sector as a result of industrial 
action, and failure to combat perceived 
corruption and waste. In addition, there was 
disenchantment that the benefits of an 
economic recovery were not being passed 
on to the poorer sections of the population 
- in the face of what appeared to be a failure 
to convey government policy on such issues 
as privatization and public expenditure 
controls - and growing dissatisfaction about 
the conduct of peace negotiations. Thus, 
heightened political instability from 
November 2003, culminating in General 
Elections in April 2004 and a change of 
government, is likely to slow down 
economic activity in the country. Even though 
no precise estimates are available of the cost 
to economic recovery, it can be expected to 
be quite considerable.

2.2 Output Growth
The annual growth rate of GDP during 2003 
has been estimated at 5.9 per cent while 
forecasts for growth in 2004 range between 
5.0-5.5 per cent. Thus, by the end of 2004, 
the average for the 3-year period 2002-04 
would still not have reached 5.5 per cent: 
the trend rate observed during the 1990s.

11



State of the Economy 2004

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

Table 2.1
Average Growth Rates and Contributions to

Increase in GDP (2002-03)
Major Sector/Sub-Sector Average Growth Rate (%) Contribution (%)
Agriculture 2.0 8.0
Industry 3.2 1 7.7
Services 6.9 74.3

Trade 6.4 27.5
Telecommunications 21.9 15.4
Banking 16.5 1 1 .8

GDP 4.9 100.0

The recovery during 2002-03 has been led 
by the services sector - in particular, the 
sub-sectors of telecommunications, trade 
and financial services. The services sector 
as a whole contributed over 74 per cent to 
the increase in GDP during the two-year 
period. In contrast, the commodity 
producing sectors - agriculture and industry 
- have failed to show adequate dynamism 
(Table 2.1). Within the agriculture sector, 
the tree crops sector recorded negative growth 
while paddy and other agriculture recorded 
a growth of 6.2 and 2.3 per cent during 2002 
and 2003, respectively. In the case of 
manufacturing, the growth rates have not 
been particularly impressive, having been 
pulled down by the poor performance of the 
tree crops processing sub-sector in particular. 
However, both factory industry and small 
industry started to show greater dynamism 
during 2003 and into the first quarter of 
2004.

The Table 2.2 shows selected indicators of 
production in agriculture and industry during 
the period 1 999-2003. The data suggests that 
the poor performance of the tree crops sector 
was mainly influenced by a shortfall in 
coconut production relative to a peak 
production level in the year 2000. This has 
in turn affected the tree crops processing sub
sector adversely. However, assisted by 
favourable weather, all major crops other 
than tea have achieved improved production 
levels in 2003. While this trend has 
continued strongly in the first five months 
of 2004, agricultural output in the second 
half of the year is likely to be adversely 
affected with the onset of adverse weather 
conditions in many parts of the country.

The positive performance of the services 
sector which grew at a rate more than twice 
that of the industrial sector was possibly 
influenced by demand-side factors. The sub

Noles: a. At 1990 constant prices in Rs. billion.
Source: Central Bank of Sri Lanka, Annual Report, various issues.

Table 2.2
Selected Indicators of Production in Agriculture and Industry

Sector/Sub-Sector 1999 2000 2001 2002 2003
Tea (mn. kg.) 283.7 305.8 295.1 310.0 303.3

Rubber (mn. kg.) 96.6 87.6 86.2 91.7 91.9

Coconut (mn. nuts) 2828 3096 2769 2392 2562

Paddy (metric tons) 2857 2860 2695 2859 3071

Value of industrial production' 191.8 213.0 204.6 210.5 220.0
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sectors that indicated greater dynamism - 
telecommunications, banking and trade - are 
likely to grow faster than the rest of the 
economy in times of high growth. In the Sri 
Lankan context, their performance was not 
necessarily associated with high growth in 
the rest of the economy. More likely it was 
linked to adjustments to increased demand, 
including pent up demand, from both the 
business and household sectors during a time 
when growth and income expectations had 
risen. This may in turn have been influenced 
by brightened prospects of achieving a lasting 
peace in the country.

2.3 Employment and Unemployment
The pattern of employment growth closely 
reflected that of output growth. Thus, 
employment growth turned negative in 2001, 
leading to an increase in the rate of 
unemployment to 8.8 per cent in 2002. With 
the turnaround in the economy in 2003, the 
rate of unemployment declined marginally 
to 8.4 per cent.1 Since the prevailing labour 
laws generally protect jobs in the formal 
sector, it is usually the jobs in the informal 
sector that bear the major burden of 
adjustment during times of economic 
downturn. The jobs that are so affected 
include those in certain agricultural 
activities, handicrafts, petty trading, personal 
services and transport, etc. There has also 
been a change in the sectoral shares of the 
employed population in favour of services 
and away from agriculture and industry.2

A comparison of the growth trends of Sri 
Lanka's labour force, employment and GDP 

suggests that the existing level of 
unemployment is linked to low rates of 
overall economic growth. Thus, during the 
period 2000-03 when the average rate of 
growth of the economy fell to 2.7 per cent, 
the unemployment rate increased from 7.6 
to 8.4 per cent.3 However, the existing level 
of unemployment cannot be attributed solely 
to low rates of economic growth. In Sri 
Lanka, the characteristics of the unemployed 
population and the nature of job 
opportunities available suggest that there may 
also be a mismatch between the type of job 
sought and that offered in the market. For 
example, concentration of output growth in 
the services sector - telecommunications, 
trade and finance - implies increasing 
demand for relatively skilled labour. Skill 
development to cater to demand in the 
growth sectors of the economy (requiring an 
effective education sector) will have as much 
an impact on addressing issues of 
unemployed as economic growth itself.

It is also important to note that an annual 
migration of more than 200,000 Sri Lankans 
seeking foreign employment has helped to 
ease the unemployment situation. If such 
outward migration comes to an end for any 
reason, higher internal growth rates will be 
necessary to keep down unemployment. 
There are two important factors to note in 
this connection. Firstly, all those who chose 
to migrate may neither be the unemployed 
nor new entrants to the labour force. 
Secondly, it can be surmised that the 
availability of foreign employment 
opportunities have an effect on the labour

A further significant factor in increasing the overall rate of unemployment may have been the inclusion of the Eastern Province in the 2003 
survey. The increase has been due solely to a higher rate of female unemployment in the Province while its inclusion has not made a 
difference to the overall rate of male unemployment.

The apparent decline in the share of industry is probably a temporary aberration caused by the economic downturn in 2001 and 
imperfections in data (the inclusion of the Eastern Province with its relatively underdeveloped industrial sector in the Quarterly Labour 
Force Survey can bring the estimated average ratio down).

Taking a more stable period (1996-2000) when the growth rate of GDP was 5.2 per cent, it is found that the average rates of growth of the 
labour force and employment were 2.5 percent and 3.5 per cent, respectively (the implicit output elasticity of employment would be 0.67, 
which shows how economic growth rate and employment generation are linked). Accordingly, under normal circumstances, there would 
have been an annual addition to the labour force of about 153,000 and new jobs created of about 195,000. It suggests that maintaining 
an average growth rate of just over 5 per cent allows new entrants to the labour force to be absorbed and clear some of the backlog.
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Table 2.3
Trends in the Labour Force, Employment and Unemployment

2000 2003 2000-03
Average Growth Rates (%)

Percentage Share

’000s 2000 2003
Labour Force 6827 7654 1.7
Employment 6310 7013 1.6 100.0 100.0

By main sector
Agriculture 2274 2447 n.a. 36.0 34.9
Industry 1491 1501 n.a. 23.6 21 .4
Services 2545 3065 n.a. 40.3 43.7

Unemployment6 517 641 4.0 7.6a 8.5a

Notes: a. Numbers shown are not strictly comparable given that figures for 2000 exclude the Eastern 
Province whereas it is included in 2003. There has also been a reclassification of industry 
categories in the meantime. The growth rates shown here are those calculated excluding the 
Eastern Province.

b. The unemployment rate (unemployed number as a percentage of the labour force).
Source: Department of Census and Statistics, Quarterly Labour Force Survey, various issues.

participation rates, particularly on female 
participation rates. No quantitative estimates 
are available on these two aspects, but as 
far as the unemployment rate is concerned, 
the two factors work in opposite directions.

2.4 Investment and Savings
The poor economic performance in 2001 
disrupted the rising trend in investment and 
savings ratios to bring about a sharp decline 
in both. In 2003, the ratios staged a slight 
recovery but remained below the respective 
medium-term averages. Thus, fixed capital 
formation was at 22.2 per cent of GDP and 
domestic savings at 15.7 per cent of GDP 
(Table 2.4). Since the share of public 
investment has been declining relative to 
GDP more recently due primarily to budget 
constraints, private investment increasingly 
determines the overall investment 
performance in the country. Its share in total 
fixed capital formation in 2003 was about 
90 per cent.4 The major part of this 
investment went into building and other 

construction (59 per cent) and plant, 
machinery and transport equipment (37 per 
cent). Over the last 3 years, the larger share 
of public investment has gone into 
education, health, public administration and 
defence.

Foreign direct investment (FDI) is still 
insignificant in value compared to domestic 
investment. In 2003, the flow of FDI 
increased in absolute terms, conforming to 
the same general pattern as most other 
economic variables. Project approvals by the 
Board of Investment (BOI) increased from 
297 in 2002 to 418 in 2003. The number of 
BOI projects in commercial operation was 
1464, providing employment to 431,000 
and bringing in approximately Rs. 337 
billion as gross foreign exchange earnings.

The domestic savings ratio recorded an 
improvement in 2003 after a sharp dip in 
2001-02. Even though there is no simple 
explanation for its behaviour during any

However, private investment in the present context includes investment undertaken by public corporations financed, among others, from 
capital transfers from the government. Therefore, many of the major infrastructure investment projects in power, water supply, transport and 
communications also are placed in this category.
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Notes: a. Gross domestic fixed capital formation.
b. Annual increase in the Colombo Consumers' Price Index.
c. Average Weekly Deposit Rate (AWDR) compiled by the CBSL.

Source: Central Bank of Sri Lanka, Annual Report, and Weekly Economic Indicators, 
various issues.

Table 2.4
Selected Indicators of Investment and Savings

1999 2000 2001 2002 2003
As a % of GDP
GDFCFa 27.3 28.0 22.0 21.0 22.2
Private investment 24.0 24.7 19.0 19.1 19.9
Public investment 3.2 3.3 3.0 2.0 2.3
FDI 1.1 1.0 0.5 1.1 0.9

Domestic savings 19.5 17.4 15.8 14.5 15.7
National savings 23.5 21.5 20.3 19.5 21.3

Inflation rate (%)b 4.7 6.2 14.2 9.6 6.3
Average deposit interest rates (%)c 9.1 9.9 10.8 7.5 5.3

given period, it is reasonable to assume that 
in addition to the overall growth performance 
of the economy, several factors such as the 
surplus/deficit in the current account of the 
government, the level of business profits, 
export earnings and taxation can impact on 
it. The financial savings of the private sector 
which account for about one-third of 
domestic savings would also be influenced 
by changes in real interest rates.

During the last decade, the current account 
of the government has mostly been in deficit 
so that government fiscal operations 
contributed to depress savings in the 
economy. The data in Table 2.4 provides 
some evidence of the link between domestic 
savings and real interest rates. It shows that 
during 2001-02 when the inflation rate 
exceeded the interest (deposit) rate, there was 
a significant drop in savings ratios. In 2003, 
an improvement in the real interest rate was 
associated with an increase in the savings 
ratios. The monetary authorities have taken 
note of this relationship and made 
appropriate adjustments to policy rates on 
interest whenever the market failed to make 
adequate correction.

2.5 Fiscal Policy and Public Debt
The health of public finances in Sri Lanka is 
far from satisfactory. The cumulative impact 
of large defence expenditures over a long 
period and slippages in the implementation 
of reforms, both in revenue and expenditure 
areas have been key reasons. The difficulties 
in maintaining a reasonable balance between 
revenue and expenditure were exacerbated 
in 2001-02. The overall deficit in 2003 at 8 
per cent of GDP was higher than the budget 
target by 0.5 percentage points, even though 
it was an improvement over the deficit in
2002. The current account has been 
continually in deficit during the last 15 years, 
prompting borrowing from the domestic 
market to meet even regular payments such 
as salaries and pensions, contractual services 
and interest on public debt. As a result, there 
has been a large build up of public debt 
which now exceeds GDP.

2.5.1 Revenue and Expenditure
Data for 2003 indicates that total revenue 
of the government stood at 15.7 per cent of 
GDP. Tax revenue, at 13.2 percent of GDP 
is far from adequate in relation to the 
expenditure commitments of the government
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Notes: a. Budget 2004 estimates.
Source: Central Bank of Sri Lanka, Annual Report, various issues; Ministry of Finance, Budget Speech 2004.

Table 2.5
Selected Indicators of Public Finance

As a % of GDP 1999 2001 2002 2003 2004a
Revenue 17.7 16.7 16.5 15.7 16.4
Current expenditure 18.7 21.6 20.9 19.0 17.6
Capital expenditure and net lending 6.5 5.9 4.6 4.7 5.5
Total expenditure 25.2 27.5 25.4 23.7 23.2
Current a/c balance -1.0 -4.9 -4.4 -3.3 -1.3
Overall balance -7.5 -10.8 -8.9 -8.0 -6.8

Domestic borrowing 6.8 8.8 8.0 4.5 3.2
Foreign financing
(grants + concessionary loans) 0.7 1.4 0.6 2.9 3.0
Total public debt 95.0 103.2 105.5 105.9 94.9

amounting to 24 per cent of GDP. Over 
time, particularly during the period 1992- 
2003, the revenue/G DP ratio has undergone 
a significant decline. This decline has also 
been associated with a notable change in 
the composition of the tax system.

Sri Lanka has always relied heavily on indirect 
taxes for its revenue, the current share of 
indirect taxes being 83 per cent. The 
evolution of the government revenue 
structure more recently has been 
characterized by the following:

• tax revenue has been increasing at a rate 
lower than that of G DP at current prices. 
Thus, the observed tax buoyancy during 
1996-2000 was about 0.67. The 
inclusion of non-tax revenue increases 
this ratio to 0.74;

• the relative contribution of taxes on 
foreign trade (customs duties on exports 
and imports) has declined significantly 
overtime: however, the contribution of 
other classes of tax, namely taxes on 
domestic goods and services and direct 
taxes have not increased to compensate 
for this decline;

• the tax base has remained rather narrow 
so that the required average rate has 
remained high. This is true of both direct 
and indirect taxes. This perhaps explains 

why the tax buoyancy is low. Large 
sectors of the economy have been 
exempted from various production and 
sales based taxes on social welfare 
considerations. Many individuals and 
institutions avoid payment of taxes due 
to weaknesses in tax laws and tax 
administration. Furthermore, there are 
many tax concessions, tax holidays and 
amnesties granted as incentives for 
investment; and,

• recent reforms in the indirect tax system, 
particularly the replacement of the 
business turnover tax by the value added 
tax (VAT) has not given the expected 
additional buoyancy. Unless tax 
collection under VAT shows signs of 
improvement, it will raise questions of 
whether the reality has been one of 
replacing one set of distortions by a 
different set of distortions.

Government expenditure has recorded a 
decline in relation to GDP during 2002-03. 
There has been no escalation of defence 
expenditures while capital expenditure has 
been maintained at a somewhat modest 
level. In 2003 in particular, the government 
benefited from lower interest rates in the 
market and was able to reduce its financial 
allocations for interest on government debt. 
The lower public sector borrowing 
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requirement and a number of steps taken 
earlier to restructure public debt also 
contributed to a lower interest bill (still the 
largest single expenditure item in the current 
account). A similar reduction of expenditure 
on the salaries and wages bill relative to the 
GDP was possible through measures such 
as a moratorium on new recruitments and 
avoiding/postponing general salary and 
pension increases.

However, it is clear that such policy 
measures are inadequate to address the 
fundamental problem of excessive public 
expenditure. Rationalizing public 
expenditure is not only a matter of allocation 
of funds or reacting to situations as they arise. 
It must necessarily involve forward looking 
institutional reforms aimed at reducing waste 
and leakages due to corruption in the entire 
system, and must result in an improvement 
of the overall quality of expenditure and 
productivity. Such issues have continued to 
receive inadequate attention in fiscal policy 
management.

Inadequacies in policies and implementation 
in both revenue and expenditure areas 
perhaps explain why imbalances in the 
government budget have persisted despite 
fiscal consolidation remaining an important 
component of Sri Lanka's medium to longer- 
term economic policy. The current account 
and overall deficits have continued to 
fluctuate around unsustainable levels instead 
of shifting to a steady declining trend. Given 
that the performance in 2003 has fallen short 
of the budget forecast, and with an 
anticipated upward revision of the deficit 
target in 2004, the target deficit reduction 
to 5 per cent of GDP by 2006 under the 
Fiscal Management (Responsibility) Act 
(FMRA) appears to have receded further.

In the pre-election budgetary position report 
under the FMRA, the Ministry of Finance 
stated that certain circumstances affecting 

government expenditure and revenue had 
changed and decisions taken subsequently 
have resulted in a net increase in expenditure 
and a reduction in revenue. This meant that 
the estimated overall deficit in the budget 
and thus, the domestic borrowing 
requirement had already increased before the 
elections in April 2004. Furthermore, due 
to political uncertainties associated with 
elections and other reasons, the economic 
growth forecast for 2004 has since been 
revised downwards to 5.0-5.5 per cent 
instead of the 6 per cent assumed in setting 
budget targets. Following the election, the 
new government also made a number of 
decisions affecting the expenditure side of 
the budget. These included new recruitments 
to the public service and restoration of 
fertilizer subsidies. Other major decisions 
taken to cushion the users of petroleum 
products against increases in world prices 
of crude oil and the proposed involvement 
of the government in purchasing agricultural 
products will eventually translate into large 
consumer subsidies to be financed from the 
budget. Unless such decisions are matched 
by additional revenue generating measures, 
the overall impact on the budget in 2004 
will be sizeable. Taking all these 
developments into account, the overall 
budget deficit and the domestic borrowing 
requirement can be expected to increase.

2.5.2 Public Debt
Large deficits and low levels of concessionary 
foreign financing must necessarily result in 
high levels of domestic borrowings. During 
1999-2003, the domestic borrowing/GDP 
ratio averaged 7.5 per cent where a 
considerable share (more than three-quarters) 
was non-bank borrowings. The latter are 
essentially the savings of the private sector 
which are thus diverted from potential 
investment activities. The use of domestic 
borrowing to finance the budget deficit also 
has the disadvantage that the resulting debt 
burden is higher than what would have
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Source: IMF (2002), International Financial Statistics.

Table 2.6
Fiscal Deficit and Public Debt: Comparison with Selected Asian Countries

Country/Year Fiscal Deficit Public Debt
As a percentage of GDP

India (2000) 5.2 52.5
Malaysia (1999) 3.1 37.3
Pakistan (2000) 5.5 52.7
South Korea (1997) 1.3 10.4
Thailand (2000) 2.2 22.3
Sri Lanka (2000) 9.5 96.9

arisen had the same amount been mobilized 
as concessionary foreign funding. This 
explains why the public debt itself has risen 
to unsustainable levels during the recent 
period.

During 1992-2002, the average growth rate 
of Sri Lanka's public debt was about 13 per 
cent and was slightly higher than the growth 
rate of GDP at current prices. This means 
that there was a gradual increase in the debt/ 
GDP ratio which eventually crossed the 100 
per cent mark for the first time in 2001. A 
level of public debt of this magnitude appears 
high by comparative standards (Table 2.6).

An inevitable consequence of high public 
debt is a heavy debt service obligation. A 
part of this obligation, the burden of interest 

payments has already been discussed. The 
other component - amortization — is a part 
of capital expenditure of the government. 
Under more favourable conditions, such 
expenditure is met out of savings in the 
current account. But at present, there are no 
such savings and, therefore, all amortization 
payments have to be met out of further 
borrowings (usually in the domestic market). 
This is clearly unsustainable and points to 
the need for greater prudence in fiscal 
management.

It may be observed that while the total public 
debt exceeds GDP, the debt service 
payments have overtaken total government 
revenue in 2002 and continued to grow at a 
rate higher than that of revenue (Table 2.7). 
In fact, by the end of 2003, the debt service 

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

Table 2.7
Sri Lanka's Public Debt Indicators

Rs. bn. 2000 2001 2002 2003
Domestic debt 676.7 816.0 948.4 1020.0
Foreign debt 542.0 636.7 722.0 843.9
Total debt 1218.7 1452.7 1670.3 1863.8

Amortization payments 104.5 84.8 167.8 219.5
Interest payments 71.2 94.3 1 16.5 125.1
Total debt service 175.7 179.1 284.3 344.6

Debt/G DP ratio (%) 96.9 103.2 105.5 105.9
Debt service/govt. revenue (%) 83.1 76.4 108.5 1 24.6
Debt service/CDP (%) 14.0 12.7 18.0 19.6
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payments absorbed nearly 125 per cent of 
all revenue. This is clearly unsustainable and 
is symptomatic of a serious problem.

2.6 Inflation and Monetary 
Developments
All price indices show that inflationary 
pressures have eased since 2001 with the 
Colombo Consumers' Price Index (CCPI) 
increasing by only about 6 per cent in 2003 
(Table 2.8). The moderation of inflation rates 
has been the result of both supply and 
demand factors. Among the supply factors 
were the maintenance of satisfactory levels 
of food production, free availability of 
imported and locally produced consumer 
goods in all parts of the country due to the 
prevailing peaceful atmosphere. There were 
no large increases in taxation on mass 
consumer goods, the exchange rate was 
relatively stable and the cost of credit was 
low. On the demand side, fiscal and 
monetary policies were conducted in a 
manner that prevented excessive growth in 
demand. However, rising international oil 
prices and a depreciating rupee begun to 
exert upward pressure on the inflation rate 
from May 2004 with the forecast rate for 
the year revised upwards to 7 per cent, about 
1-2 percentage points higher than initially 
projected for 2004.

Thus, the growth of monetary aggregates, 
Broad Money (M2) and Narrow Money (M,) 

has generally been in line with the growth 
of GDP at current prices. During 2002-03, 
the growth of domestic credit - the most 
important component of monetary 
aggregates - was largely determined by 
increases in credit to the private sector. Net 
credit to the government actually declined 
by Rs. 8.5 billion and Rs. 9.8 billion 
respectively, and credit to public 
corporations increased only by small 
margins. However, during the first five 
months of 2004 this trend appears to have 
changed with the government and public 
corporations increasing their borrowings 
from the banking system by as much as Rs.
1 8 billion and Rs. 4.4 billion, respectively. 
This resulted in a 1 7 per cent expansion in 
domestic credit (annualized basis). During 
the same period, changes in external banking 
assets and other net liabilities were such that 
the broad money supply also increased by 
1 5 per cent - a rate higher than what was 
observed during the previous two years.

The Central Bank has also stated that the 
main objectives of monetary policy are to 
maintain adequate liquidity in the market 
to support the country's economic recovery 
while keeping inflation under control. In 
March 2003, the Bank moved to a more 
active system of Open Market Operations 
(OMO) under which the Bank decides on 
the quantum of liquidity to be supplied or 
withdrawn, but interest rates would be left 
to be determined largely by the market.

Notes: a. Twelve-months ending August 2004.
b. Twelve-months ending July 2004.

Source: Central Bank of Sri Lanka, Annual Report, and Monthly Economic Indicators, various issues.

Table 2.8
Inflation Trends: Selected Indicators

Indicator 2000 2001
(Perc

2002 
entage ir

2003 
icrease)

2004

Colombo Consumers' Price Index 6.2 14.2 9.5 6.3 4.9a
Sri Lanka Consumers' Price Index 1.5 12.0 10.2 2.6 2.3b
Colombo District Consumers' Price Index 3.6 10.4 6.8 2.1 1,4b
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___________________________ Interest Rates Movements

Notes: All rates other than those for 2004 are for the end of the respective year.
a. As at end July 2004.

Source: Central Bank of Sri Lanka, Annual Report, and Monthly Economic Indicators, various issues.

Table 2.9

Percentage 1999 2000 2001 2002 2003 2004a

3-month treasury bill rate 1 1.64 17.72 12.87 8.67 7.30 8.10
Overnight repo rate 9.25 17.00 12.00 9.75 7.00 7.00
Reverse repo rate 13.48 20.00 14.00 1 1.75 8.50 8.50
AWDR (Average Weighted 
Deposit Rate) 9.08 9.89 10.78 7.47 5.27 4.95
AWPLR (Average Weighted 
Prime Lending Rate) 15.16 21.46 14.25 12.1 7 8.95 9.77
Overnight SLIBOR 1 1.50 25.91 12.65 10.39 7.59 8.00

However, it will use its policy rates to 
indicate the desired direction of change.

Almost all interest rates have been declining 
in the period after 2001 (Table 2.9). 
However, this trend has not continued into 
2004, one exception being deposit interest 
rates which continued to fall despite the 
presence of excess liquidity in the money 
market. The Central Bank has not adjusted 
its policy rates (up to September 2004) in 
relation to the Repo and Reverse Repo Rates, 
the previous adjustments being in a 
downward direction and made in 2002 on 
two occasions.

The change from a high to a moderate 
interest rate regime is a significant 
development in Sri Lanka's economic 
management. It may signal higher investment 
levels in the future, given the right 
conditions. The Colombo Stock Exchange 
(CSE) has already benefited from lower 
interest rates and shown increased activity 
in the recent months. The downward 
movement of interest rates has been 
attributed to several factors such as a change 
in inflationary expectations, changes of rates 
in international markets and a declining local 
public sector borrowing requirement. 
However, as already observed, it is 

questionable whether the last factor will 
continue to be valid in 2004 given anticipated 
increases in government expenditure 
commitments.

2.7 Share Market Developments
Like most other economic activities, the 
operations of the CSE have been undergoing 
a period of revival after experiencing a near 
collapse in September 2001. Both price 
indices — the All Share Price Index (ASPI) 
and the Milanka Price Index (MPI) — 
indicated a general upward movement, 
interrupted only temporarily on two 
occasions (Figure 2.1). The ASPI reached an 
all time high of 1423.5 in October 2003 
marking a gain of about 1 020 points over 
the value in September 2001. Among the 
factors that caused the temporary declines 
were some policy measures announced in 
the Budget 2003 such as the extension of 
VAT to financial institutions and 
developments in the international market 
such as the invasion of Iraq by the US.

The positive trends in the CSM were also 
associated with increased turnover and 
improved net inflows of foreign portfolio 
investment. These developments reflected 
both improvements in economic 
performance in the country in general, as
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well as a number of events having a direct 
bearing on share market activity. These 
included the following:

• increase in new listings, particularly 
during 2002;

• improved business performance leading 
to higher profits in a number of major 
listed companies;

• transaction involving the 12 per cent 
stake in Sri Lanka Telecom equity in 
November 2002 as a part of its divestiture 
programme. This was the largest offer in 
terms of value ever made in the CSE;

• transaction involving the divestiture of 
Sri Lanka Insurance Corporation in April 
2003;

• generous tax amnesties to the business 
sector announced by the government in 
2003; and,

• changes in monetary policies that led to 
low interest rates in the money market.

The CSE underwent some volatility in view 
of a climate of political uncertainty from 
November 2003. However, on 23 July 2004, 
the ASPI broke the previous record to reach 

1440.56 points while the CSE recouped lost 
ground in terms of market capitalization. The 
rebound was tied in largely to strong 
corporate earnings as well as the emerging 
possibility of increased political stability in 
the aftermath of Provincial Council elections 
on 10 July 2004. The sensitive and more 
active MPI is, however, yet to surpass its all 
time high of 2584.2 points achieved on 31 
October 2003.

2.8 The External Sector
Sri Lanka's BOP showed considerable 
resilience in the aftermath of the economic 
downturn in 2001. Thus, even though 
imports and exports of merchandise as well 
as tourism earnings declined sharply and the 
flow of private remittances stagnated 
initially, considerable improvements had 
been recorded by the end of 2003. The 
current account deficit reached a historically 
low level of 0.6 per cent of GDP in 2003 
and trade data for the first quarter of 2004 
indicate a fairly promising growth in 
earnings from exports of goods and services 
as well as private transfers (Table 2.10). In

Figure 2.1 
Colombo Stock Exchange Movements of Share Price Indices 

(Sept. 2001-June 2004)

Source: Central Bank of Sri Lanka, Annual Report, various issues; Colombo Stock Exchange.
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Table 2.10
BOP: Selected Flows

1999 2000 2001 2002 2003 2004 
First Half

Percentage growth

Exports 3.9 19.8 -12.8 -2.4 9.2 9.6
Imports 1.5 22.4 -18.4 2.2 9.2 21.3
Services receipts 5.9 -1.5 42.2 -6.4 1 1.0 n.a.

Tourism earnings 19.1 -8.0 -15.5 16.4 30.6 4.0
Private transfers (net) 
(Asa % of GDP)

4.6 9.8 1.0 1 1.5 9.8 1 8.1a

Trade deficit 8.7 10.7 7.2 8.5 8.4
Current account deficit 3.6 6.4 1.4 1.4 0.6
FDI 1.1 1.0 0.5 1.1 0.9

Note: a: January- March 2004.

Source: Central Bank of Sri Lanka, Annual Report, and Monthly Economic Indicators, various issues.

2003, Sri Lanka's exports and imports of 
merchandise grew roughly at the same rate. 
The services receipts recorded a higher 
growth supported by a substantial recovery 
of tourism. The first quarter data for 2004 
show a sharp acceleration of both exports 
and imports, with imports recording a higher 
rate than exports (particularly in view of high 
oil prices). All indications are that Sri Lanka 
will be heading for a significant deficit on 
the trade account if high oil prices persist 
for a sustained period of time.

Industrial exports constitute 75 per cent of 
total exports of which nearly 65 per cent are 
textiles and apparel (T&A). Earnings from 
garments grew at an annual average rate in 
excess of 11 per cent during 1995-2000. 
While earnings rebounded to a rate of 7.8 
per cent in 2003, the outlook for the industry 
remains mixed in view of the phase-out of 
quotas at the end of 2004. In terms of 
imports, about 57 per cent constitutes 
intermediate goods and 20 per cent 
investment goods, and these have been the 
main sectors to register growth in 2003. In 
particular, recovery of investment goods 
imports in 2003, continuing into the first 
quarter of 2004 suggests that investment 
outlays may increase in 2004 as long as the 

country continues to offer a suitable policy 
environment. If proposed plans for donor 
funded reconstruction work in the North and 
East are to be implemented, growth of 
investment goods imports will increase even 
further.

Earnings from services now exceed one-fifth 
of all export (goods and services) earnings. 
These include earning from tourism and port 
services. In 2003, a sharp increase in tourist 
arrivals and an increase port services led to 
a satisfactory increase in receipts on the 
services account. These contributed greatly 
to bridging the relatively large trade deficit 
of 8.4 per cent of GDP. Private inward 
transfers, consisting mainly of remittances 
sent by Sri Lankans working abroad, have 
also regained their momentum and increased 
by 9.8 per cent, strengthening the external 
payments position further in 2003. 
Consequently, even though the trade deficit 
was relatively large to start with, the deficit 
on the current account narrowed to less than 
1 per cent of GDP. Inflows on the capital 
account also improved, mainly as a result 
of a higher level of borrowings by the 
government on concessionary terms. Inflows 
to the government budget consisted of US$ 
800 million of concessionary loans, US$ 82
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million of grant assistance and US$ 108 
million of commercial borrowings. Out of 
the concessionary loan disbursements, about 
70 per cent were project loans made 
available by major donors such as Japan, 
the ADB and World Bank. The balance 
represented programme loans from the ADB 
and the World Bank. Total concessionary 
financing in 2003 was equivalent to 4.8 per 
cent of GDP. Inflows to the capital account 
were offset to some extent by an outflow 
resulting from capital account transactions 
by the private sector where repayments 
exceeded borrowings. The inflow of FDI 
including privatization proceeds amounted 
to about US$ 200 million in 2003, 
marginally higher than the US$ 185 million 
recorded in the previous year.

The overall balance, which had been 
improving over 2001-02 reached US$ 502 
million in 2003 - the second highest surplus 
ever achieved. This was supplemented by 
the releases of funds from the IMF under its 

PRGF and EFF programmes, helping to build 
up a relatively healthy level of external 
reserves. The gross official reserves at end 
2003 amounted to USS 2329 million, 
equivalent to 4.2 months of imports. A part 
of the increase in reserves in 2003 was due 
to the purchase of US$ 375 million by the 
Central Bank from the commercial banks - 
an intervention undertaken for the purpose 
of absorbing excess liquidity and 
maintaining the stability of the exchange 
rate. The first half of 2004 has seen a 
depletion of gross official reserves of nearly 
11 per cent to US$ 2104 million (equivalent 
to 3.5 months of imports).

2.8.1 External Debt
Sri Lanka's medium and long-term external 
debt (disbursed) was US$ 10,644 million at 
end 2003. This represents 58.5 per cent of 
GDP, an increase of 1.5 percentage points 
from the corresponding ratio in 2002. 
Government debt accounts for the largest 
share of medium and long-term debt.

Notes: a. Sum of medium and long-term debt and short-term debt.
b. Covers all debt servicing including debt owed to the IMF. Denominator is exports of goods and 

services.
c. As at August 25, 2004.

Source: Central Bank of Sri Lanka, Annual Report, and Monthly Economic Indicators, various issues.

Table 2.11
External Debt, Debt Servicing and Exchange Rate

2000 2001 2002 2003 2004

Medium & long-term debt Rs. bn 676.0 730.2 844.7 969.8
External debt of the govt. 559.5 634.2 722.0 843.9

Short-term debt 46.0 49.6 58.1 59.8
Banking sector ext. liabilities 86.1 104.2 96.8 101.1
Total external debta 722.1 779.9 902.8 1029.7
Ext Debt/GDP % 57.5 55.4 57.0 58.5

Debt service payments Rs. bn 74.5 72.6 74.7 72.7
Amortization 49.4 49.9 54.0 50.6
Interest 25.1 22.7 20.7 22.1

Debt service ratiob % 15.1 13.2 13.1 11.5

Exchange rates: SLRs/unit of foreign currency

US dollar 80.06 93.16 96.72 96.74 102.54c
Euro 74.32 82.27 101.38 121.60 124.01c
Yen 0.6973 0.7091 0.8164 0.9044 0.9295c
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However, a considerable share of government 
debt (85 percent) consists of concessionary 
borrowings. This perhaps explains why the 
overall debt service ratio remains at a 
manageable level. As against this, it is 
important to note that the large stock of 
debt, carrying repayment obligations in 
different currencies involves a high foreign 
exchange risk. It is estimated that more than 
50 per cent of the increase in liabilities 
denominated in US dollars in 2003 was due 
to the sharp depreciation of the dollar against 
other major currencies. In addition, the 
depreciation of the rupee against world 
currencies also adds on a substantial amount 
to the rupee value of the debt stock every 
year. This suggests the obvious need to 
exercise prudence in borrowing from foreign 
sources even when the terms are 
concessionary.

2.8.2 Exchange Rate Movements
During the 2003, the rupee/dollar rate saw 
a somewhat uncharacteristic movement. 
Instead of a more typical gradual 
depreciation in nominal terms, the value of 
the rupee fluctuated, depreciating at a 
decreasing rate and then appreciating rather 
sharply during July-November until the 
Central Bank intervened in the market. The 
intervention had the effect of containing the 
appreciation so that by end 2003, the rupee/ 
dollar rate was only .01 per cent higher than 
at the beginning of the year. This contrasts 
sharply with the trend in 2001-02 when the 
rupee depreciated in nominal terms by 14.1 
and 3.7 percent, respectively. However, the 
rupee continued to depreciate against other 
major currencies during the year (Table 
2.11). Thus, the appreciation of the rupee 
against the dollar was largely the result of 
cross-currency movements in international 
currency markets rather than a strengthening 
of the rupee arising from developments in 
the domestic economy. According to Central 
Bank estimates, the Nominal Effective

Exchange Rate (NEER) against a basket of 5 
major currencies depreciated by about 5 per 
cent in 2003. Meanwhile, the Real Effective 
Exchange Rate (REER) against the same basket 
of currencies depreciated by about 2.8 per 
cent, ensuring that the impact on the 
competitiveness of Sri Lanka's exports has 
been positive.

During the first seven months of 2004, the 
rupee continued to depreciate against all 
major currencies, depreciating by 6.4 per 
cent against the dollar, 8.3 per cent against 
sterling and 2.3 per cent against the euro. 
Increased demand for foreign currency dollars 
due to political uncertainty and the 
consequent preference on the part of exporters 
to keep foreign earnings abroad for longer 
periods and postponement of decisions on 
capital inflows have been key reasons. A 
deterioration on the current account position 
as import expenditures surge relative to 
export earnings is likely to bring continued 
pressure on the rupee in coming months.

The overall economic performance in 2003 
represented a promising recovery from the 
severe downturn of 2001. Many positive 
developments were recorded — moderation 
of inflation and interest rates, reduction in 
the current account deficit in the BOP and 
maintenance of a satisfactory level of external 
reserves. The domestic policy environment 
has been generally favourable to economic 
growth and stability, even though a number 
of essential reforms are outstanding. One of 
the weak areas appears to be public finances. 
The fiscal consolidation process has not 
progressed as planned although some 
improvements have been made. Revenue 
performance has been unsatisfactory and 
waste and inefficiency has continued to 
characterize public expenditure. This has 
resulted in large imbalances leading to 
unsustainable levels of public debt which

2.9 Conclusion
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in turn has restricted the allocation of public 
funds for the development of essential 
infrastructure, particularly in the social 
sectors. The only way to exit the vicious 
circle of indebtedness and diversion of 
resources away from development 

expenditure is to implement bold 
institutional reforms in the public sector. It 
is equally important to avoid misconceived 
policies that may have popular appeal in 
the short-term but will make the reform 
process harder in the future.
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3. International Environment

3.1 Introduction

The world economy has witnessed a gradual 
strengthening in thefirst half of 2004: global 
trade has risen, financial markets have been 
buoyant, industrial production has increased, 
and investment growth has been positive in 
almost all regions. In part, the more 
favourable outlook may have been caused 
by one-off factors, such as a surge in 
consumption in the US due to the impact of 
tax cuts and the rebound from the slowdown 
related to the SARS epidemic in Asia. Global 
growth in 2004 is forecast at 4.6 per cent, 
up from a rate of 3.9 per cent achieved in
2003. A recovery is underway in most 
regions. However, the fastest growth is to 
be found in emerging Asia, particularly 
China, and also in the US. Growth in the 
Euro area is weaker, where domestic demand 
with respect to both consumption and 
investment is still relatively poor. Domestic 
demand has picked up in emerging Asia, 
where the regional current account surplus 
remains large, with exports supported by 
depreciating exchange rates.

This chapter will focus on developments in 
the international economy and their 
implications for Sri Lanka. It looks at the 
growth performance of developing and 
developed countries, and emerging trends 
in commodity and financial markets. It then 
turns to developments in international trade, 
particularly in view of the stalled process of 
multilateral negotiations under the World 
Trade Organization (WTO) since its 
Ministerial Conference in Cancun in 
September 2003. Finally, the chapter assesses 
the implications of these developments on 
the Sri Lankan economy.

3.2 Trends in the Global Economy
3.2.1 Output Growth
The pace and nature of the recovery in 
individual countries has varied considerably. 
This reflects differing degrees of policy 
stimulus: exchange rate developments; 
openness and ability to benefit from 
improving global trade, especially in 
information technology (IT) related trade. 
The recovery is again expected to be strongest 
in the US, with GDP growth estimated at
4.6 per cent in 2004, accompanied by strong 
productivity growth. With the impact of past 
fiscal and monetary stimulus waning during 
2004, much will depend on continuing 
investment growth, and a sustained 
improvements in the outlook for 
employment. There is the possibility of a 
gradual increase in interest rates that will 
significantly affect household spending. In 
fact, interest rates were increased in the US 
by a quarter point to 1.25 per cent at end 
June 2004, the first increase in four years.

In the Euro area, the recovery remains 
subdued. There are signs of a pick-up in fixed 
investments, but household consumption 
remains weak. There could be a gradual 
strengthening in domestic demand. However, 
much will depend on external demand, the 
traditional engine of European recoveries. 
The pick-up in global trade has boosted 
exports despite a strong euro. Growth is 
projected to increase to 1.75 per cent in 2004 
but the strength of the recovery is uncertain. 
Across countries in the Euro area, growth 
divergences reflect mainly differences in 
domestic demand, weakest in Germany, and 
strongest in Greece, Ireland and Spain.
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2002 2003 2004- 2005a
Economic growth (%)

Notes: a. Projections.
b. Newly industrialized Asian economies.
c. Goods and services.

Table 3.1
Selected Indicators of Global Economic Conditions

World 3.0 3.9 4.6 4.4
Advanced countries 1.7 2.1 3.5 3.1
US 2.2 3.1 4.6 3.9
Euro area 0.9 0.4 1.7 2.3
UK 1.7 2.3 2.5 2.5
Japan -0.3 2.7 3.4 1.9
NIAEsb 5.1 3.0 5.3 5.0
Developing Asia 6.4 7.8 7.4 7.0
Africa 3.5 4.1 4.2 5.4
Western hemisphere -0.1 1.7 3.9 3.7
Growth in trade volume (%)
World tradec 3.1 4.5 6.8 6.6
Advanced Export 1.9 2.7 6.3 6.1

Import 2.3 3.5 5.7 5.4
Developing Export 6.5 8.7 8.1 8.7

Import 6.2 8.9 10.2 9.4
Inflation rate (%)
Advanced countries 1.5 1.8 1.7 1.7
Developing countries 6.0 6.1 5.7 5.0
Interest rates (%)
US 1.9 1.2 1.3 3.5
EU 3.3 2.3 2.1 2.6
Japan 0.1 0.1 0.1 0.4

Source: IMF, World Economic Outlook, April 2004.

Germany, the Euro zone's largest economy 
is expected to achieve growth of just 1.6 
percent in 2004. In the UK, macroeconomic 
indicators remain strong, and the main risk 
to the outlook is the possibility of an abrupt 
correction to its housing market. In contrast 
to Germany, a healthy growth rate of 3.5 
per cent is forecast for the UK economy in
2004.

In Japan, the recovery has been better than 
anticipated. GDP growth in 2003 is 
estimated at 2.7 per cent (0.7 percentage 
points higher than projected). On the strength 
of its recovery, forecasts for 2004 have been 
revised upwards to 3.4 per cent. The recovery 
has been driven by exports, particularly to 
Asia, improved private investment, corporate 
profits, and a recovery in equity markets. 
The key question is whether this recovery 

can be sustained. However, there are 
encouraging signs that Japan's underlying 
economic problems are being addressed in 
areas such as corporate sector performance, 
banking sector, and easing of deflationary 
pressures. The key downside risk is a further 
sharp appreciation of the yen. An acceleration 
of structural reforms of the financial and 
corporate sector is the key to sustainable 
growth in Japan.

In emerging markets and developing 
countries, there has been a spurt in economic 
activity with GDP growth projections revised 
upwards in most major regions. The growth 
momentum has been particularly marked in 
emerging Asia where GDP growth is projected 
at 7.2 per cent 2004, the highest level since 
the 1997/98 financial crises. Emerging Asia 
is increasingly becoming the engine for world
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growth. The region's strong growth 
performance during 2002-03 has been in the 
face of a weak global environment. The sharp 
rise in intra-regional trade suggests that the 
region as a whole is becoming less 
dependent on the rest of the world, and more 
of an autonomous engine of growth.

China has led the way with rapid increases 
in investment and exports, and has played a 
key role in the rise of intra-regional trade. 
China is now the third largest importer and 
the fourth largest trading nation in the world. 
India has also exceeded expectations, 
assisted by favourable weather and low 
domestic interest rates. The country is still 
basically dependent on agriculture to drive 
growth but has, nevertheless, diversified the 
economic base to include a more varied 
industrial and services sectors. Most other 
East Asian and South East Asian countries 
have also performed well, aided by the 
buoyancy in the Chinese economy. Vietnam 
has emerged as a rising star with the highest 
growth rate in the ASEAN group.

In Latin America, GDP growth remained 
weak in 2003 but is expected to consolidate 
in 2004. Domestic demand is showing signs 
of recovery while higher commodity prices 
and the global recovery would no doubt assist 
the growth momentum. The recovery was 
led initially by external demand, as exports 
responded to the substantial exchange rate 
depreciations in the region. Despite the 
improvement in economic conditions, 
unemployment in the region remains high, 
with wide income inequalities, and pervasive 
poverty. This has led to an increase in social 
tensions in a number of countries in the 
region.

Many countries of Sub-Saharan Africa - 
where extreme poverty is actually estimated 
to have increased in recent years and nearly 
a half the population is living below the 
poverty line ~ appears to have strengthened 

their macroeconomic policy frameworks in 
recent years. Inflation has declined, external 
debt burdens eased, and steps taken to 
improve governance in line with the global 
recovery, higher commodity prices, and more 
favourable weather conditions in these 
countries. These policies appear to have paid 
off to some extent with improved growth 
projection of 4.3 per cent for the region in 
2004.

3.2.2 Commodity Markets and 
Inflation
As the pace of global economic activity 
picked up, and the US dollar depreciated 
against other major currencies, there was an 
increase in commodity prices in both energy 
and non-energy products. The overall index 
of primary commodity prices increased by 
about 20 per cent in US dollar terms, and 
by over 13 per cent in SDR terms in the 
second half of 2003 and early 2004.

The most significant development in 
commodity markets was the rise in oil prices. 
Crude oil prices rose steadily during the 
second half of 2003 and early 2004. The 
main factors accounting for this were the 
increase in oil consumption (particularly in 
China), the depreciation of the US dollar 
against other major currencies, and the 
increased political tension in the oil rich 
West Asian countries due to terrorist threats. 
Spot prices of oil rose from US$ 26.5 a barrel 
in September 2003 to a record US$ 47 in 
August 2004. High oil prices could be the 
principal risk to the global economic 
recovery.

Inflation remains subdued, with very few 
exceptions. Consumer price inflation in 
advanced countries averaged 1.8 per cent in 
2003, notwithstanding rising commodity 
prices. Inflation is expected to remain 
moderate in 2004 due to continued excess 
capacity, less pressure on wages due to 
relatively high unemployment in many of
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the major industrialized economies, and 
limited pricing power in the face of strong 
domestic and global competition. Inflation 
in other emerging markets and developing 
countries is in the single digit in every major 
region. Concerns about deflation have 
moderated reflecting growing confidence that 
the recovery will be sustained. In emerging 
Asia, inflation is still low, but edging 
upwards. In China, concerns about falling 
prices have given way to worries about 
overheating, and the rise of inflationary 
pressures.

3.2.3 Financial Markets and Capital 
Flows

At present, financial markets face a benign 
outlook as low interest rates encourage a 
recovery in the global economy, and 
company earnings. There is, however, 
growing concern that interest rates which 
have been at an unusually low level could 
soon reverse and spiral to disturbing levels 
for the global economy, particularly in view 
of higher US interest rates announced in end- 
June 2004. The large US current account 
deficit leaves the economy exposed to a more 
pronounced decline if capital inflows into 
the US dwindle. As long as there is a growth 
differential between the US and other 
countries, the current account deficit of the 
US needs to be financed by inflows and at 
present much of that is originating from 
emerging Asian economies.

Fresh terrorist attacks on the lines of the 
Madrid attack of March 2004 could affect 
consumer confidence. The risk appetite of 
investors could be curbed substantially. Low 
interest rates also increased the risk of causing 
another stock market 'bubble' with 
valuations beyond those justified by 
fundamentals. Over priced shares could be 
hard hit once interest rates rise. Overall, 
however, many market indicators suggest that 
the current benign financial conditions in 
mature and emerging markets will likely 

continue for the time being. The rebound in 
capital flows to some of the larger countries 
was encouraging. The increase in net private 
flows, most of which went to China, Brazil, 
Indonesia and Mexico is the major factor in 
an overall increase in net capital flows to 
developing countries from all sources, public 
and private, to US$ 228 billion in 2003 from 
USS 190 billion in 2002.

While overall private flows to developing 
countries increased in 2003, foreign direct 
investment (FDI) declined for the second 
consecutive year, dropping to US$ 135 
billion, down 24 per cent from its peak of 
US$ 1 75 billion in 2001. China and India, 
however, were the exceptions. China's 
receipts of FDI rose from US$ 40 billion in 
2000 to USS 52 billion in 2002. FDI flows 
to India increased from US$ 2.3 billion to 
US$ 3.5 billion during the same period.

A significant and growing new source of 
capital for developing countries is 
remittances from migrants working abroad 
which reached US$ 93 billion in 2003, up 
20 per cent from 2001. They are now the 
second most important financial flow to 
developing countries after FDI, and represent 
almost double the flows of official aid. Net 
Official Development Assistance (ODA) 
rose by only US$ 6 billion to USS 58 billion 
in 2003.

3.2.4 International Trade
According to the WTO, global trade 
expanded by a higher than expected 4.5 per 
cent in 2003. This was the second 
consecutive year of growth after the slump 
of 2001. Trade flows, however, remain 
below an average level of 6.7 per cent 
achieved during the 1990s. A weak dollar 
and buoyant activity in China helped global 
trade to grow in 2003.

World merchandise exports rose by 16 per 
cent in 2003, and services exports by 12 per
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Box 3.1 
UNCTAD XI: 'Policy Space'

UNCTAD held its 11th Ministerial Session in June 2004 in Brazil. Such Ministerial Conferences 
are held every* four years. UNCTAD Xi's most important achievement was the inclusion in the 
Declaration - called the ’Sao Paulo Consensus' - on the need for developing countries to have 
'policy space' which has been increasingly eroded by trade agreements and loan conditions. It 
was the first time that a multilateral conference involving North and South recognized this con
cept and it will be useful for developing country negotiators in future negotiations - be it multilat
eral, regional or bilateral. This issue had been debated over eight months in meetings of the 
Preparatory Committee in Geneva without any conclusion. Finally, at Sao Paulo, agreement was 
reached.

The relevant paragraph in the Sao Paulo Consensus reads as follows:

"The increasing interdependence of national economies in a globalizing world and the emer
gence of rule-based regimes for international economic relations have meant that the space for 
national economic policy, i.e., the scope for domestic policies, especially in the areas of trade, 
investment and industrial development, is now often framed by international disciplines, com
mitments and global market considerations. It is for each government to evaluate the trade-off 
between the benefits of accepting international rules and commitments and the constraints 
posed by the loss of policy space. It is particularly important for developing countries, bearing in 
mind development goals and objectives, that all countries take into account the need for appro
priate balance between national policy space and international disciplines and commitments."

'Policy space' is circumscribed by trade agreements and loan conditions. It is an extremely 
difficult area for a single country to handle on its own. Hence, it was the consensus of the Group 
of 77, of which Sri Lanka is a member, to obtain an international commitment at the UN. This they 
were able to do at UNCTAD XI, after many months of wrangling. Now it is up to negotiators to 
utilize this international commitment to the best advantage at future negotiations.

cent, the highest annual increase in nominal 
terms. China's imports alone grew 40 per 
cent in dollar terms and its exports by 35 
per cent which are unprecedented levels of 
expansion according to the WTO. Other 
Asian economies were the most dynamic in 
2003, expanding their merchandise exports 
and imports by 10-12 per cent, or more than 
twice as fast as the world level.

The WTO estimates that growth in global 
trade could return to the 1990s level in 2004 
with a forecast increase of 7.5 per cent on 
the underlying assumption of global GDP 
of 3.7 per cent. In the event that global 
growth exceeds this, as projections appear 
to forecast, then global trade may even rise 

faster. However, it has warned that 
projections were risky because of the 
possibility of slower than expected import 
growth in the US and a faltering recovery in 
Western Europe. The unpredictable price of 
oil was also a factor to be taken account of.

3.3 Post Cancun Stalemate
The multilateral trading system has been in 
a state of hibernation over the stalled and 
acrimonious discussions in Cancun in 
September 2003 at the WTO Ministerial 
Conference. The WTO General Council was 
to meet in mid-December 2003 to continue 
working on the outstanding issues. The 
Senior Officials did meet in December 2003, 
but there w as no progress to report. Despite
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attempts by the US, EU and the WTO 
Secretariat to kick-start negotiations, the main 
sticking point as before was the discussions 
on agriculture. At the spring meeting of the 
IMF/World Bank in Washington in April 
2004, the British Chancellor of the Exchequer 
reserved his harshest criticism for the EU and 
its Common Agricultural Policy (CAP) as 
an example of wasteful trade distorting 
subsidies. The comments reflected widely 
voiced concerns that the US, Europe and 
some other rich nations were pressing 
developing countries to lower trade barriers 
while maintaining lavish subsidies 
amounting to more than US$ 300 billion to 
protect their own farmers.

As regards the Singapore issues - investment, 
competition, trade facilitation, and 
transparency in government procurement - 
which caused the collapse of the Cancun 
Conference, 45 developing countries in mid
December 2003 tabled a formal paper in the 
WTO calling for three of the Singapore issues 
to be dropped from the WTO agenda. They 
indicated a willingness to continue studying 
the implications of only trade facilitation, 
without a commitment to start negotiations 
on it. At the March 2004 meeting of the 
WTO General Council, it appeared that the 
Chairman and the WTO Secretariat were 
making fresh attempts to get negotiations 
started on trade facilitation and government 
procurement.

A significant development in June 2004 was 
a ruling by a WTO Disputes Settlement Panel 
that the subsidies given by the US to its 
25,000 cotton farmers were unfair and 
illegal. Brazil had complained that the US 
subsidies kept world cotton prices low and 
gave its producers an advantage. Brazil argued 
that the US paid its cotton farmers almost 
USS 4 billion in cotton subsidies during 
2001-02 for a crop worth USS 3 billion. In 
fact, in Cancun in September 2003, cotton 
was included as an explicit item in the 

agenda at the request of four West African 
countries - Benin, Burkina Faso, Chad and 
Mali - who complained of US trade 
distorting subsidies, but received no redress 
at Cancun. The significance of the WTO 
Dispute Panel's findings is that it was the 
first time a country's domestic farm 
subsidies had been challenged in the WTO, 
and it could be the forerunner of more such 
cases.

After four days of informal talks in April 
2004 in Geneva of the 147 WTO members, 
it was reported that there was no convergence 
of views, and the feasibility of re-launching 
the global trade negotiations in July 2004 
appeared dim. However, after months of 
deadlock and against all expectations, the 
147 member WTO General Council reached 
agreement in Geneva on 3151 July 2004 on a 
'framework' to resume the Doha Round of 
trade negotiations. While the agreement 
certainly saved the Doha Round from almost 
certain collapse after the failure in Cancun 
in September 2003, and has been hailed as 
'historic' and a 'milestone', a closer look 
induces only cautious optimism. The major 
breakthrough was the commitment to 
eliminate export subsidies on agriculture. 
The EU accepted this, but on condition that 
the US in parallel breaks down its system of 
export credits or loans to farmers. The 
elimination of export subsidies to State 
Trading Enterprises such as the Wheat Boards 
in Canada and Australia were also agreed 
on. However, the timeframe for these actions 
have yet to be agreed. Rich countries also 
agreed to 'substantial reductions' in trade 
distorting domestic subsidies. Higher rates 
of tariffs will be subject to deeper cuts, 
although there will be 'sensitive' products 
which can benefit from more protection 
(such as rice in Japan). There is provision 
for special treatment for developing countries 
where Sri Lanka too was among a group of 
countries pressing for such treatment for 
'special products' as well as for a 'special
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Box 3.2 
UNCTAD XI: South-South Cooperation

Another significant achievement at UNCTAD XI was the political impetus from leaders of the 
developing countries for increased South-South trade. The Brazilian leaders spoke of a new 
geography of international trade', the argument being that the South is steadily moving away 
from the periphery of the world economy and trade. The South's share of world trade now 
stands at 30 per cent compared with 20 per cent in the mid-1980s. The share of manufactures 
in developing country exports has grown from 20 per cent of total exports in 1980 to nearly 70 
per cent by 2000. South-South trade in the 1990s grew at 10 per cent per annum as against the 
growth of world trade by 5 per cent in the same period. The call was for greater South-South 
cooperation and for the revitalization of the GSTP (Global System of Trade Preferences) as the 
best vehicle to create and increase such trade.

The GSTP was established in 1989 and was an inter-regional arrangement for the exchange of 
trade preferences among developing countries of Asia, Africa and Latin America. The GSTP 
was not to replace North-South trade but to complement it. The number of developing country 
participants is 44, of whom 12 were from Asia, including Sri Lanka. The present membership of 
the Group of 77 and China is 132, and the intention is to increase the GSTP participants by 
another 40 countries. A third round of negotiations under the GSTP was launched at UNCTAD 
XI in Sao Paulo and already South Africa and China have indicated that they would participate 
in the negotiations. It is likely that the GSTP may finally take off with the enthusiasm being 

displayed by developing country leaders.

safeguard mechanism' to be used at times 
of import surges. While both were agreed 
to, similar undertakings on agriculture given 
in the past have been breached.

Outside of agriculture, much less of 
substance was agreed on. Rich countries were 
demanding that developing countries, such 
as Brazil and India, remove/reduce barriers 
to industrial imports in exchange for 
concessions on agricultural subsidies. 
However, the commitment agreed on was 
to make deeper cuts on higher tariffs. Of the 
so called 'Singapore issues' only trade 
facilitation - such as simplifying customs 
procedures - remains. The other three issues 
- investment, competition and government 
procurement - have been dropped, at least 
for the time being.

The agreement contains a new time schedule 
with the deadline for concluding the Doha 
Round extended beyond 1st January 2005. 
While a new date was not announced, it is 

expected to take another 2-3 years. The next 
WTO Ministerial Conference is to be held 
in Hong Kong in December 2005 with 
recommendations on Special and Differential 
(S&D) treatment to be made by July 2005, 
and revised market opening offers in services 
by May 2005.

The collapse of the Cancun talks and the 
months of deadlock thereafter in multilateral 
negotiations accelerated the exponential 
growth of regional and bilateral free trade 
agreements. Over 1 70 regional and bilateral 
agreements are currently in force, an 
additional 70 are estimated to be in 
operation, but not yet notified to the WTO. 
In the five decades of the GATT system, only 
124 regional trade agreements were notified. 
The rest were negotiated after the WTO was 
set up in 1995. Some argue that RTAs distort 
trade and fragment the world trading system. 
However, even staunch defenders of 
multilateralism such as Japan, the US and 
Singapore has joined the RTA bandwagon.
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China and India are negotiating an RTA with 
ASEAN and with some individual countries 
of ASEAN. India has concluded similar 
agreements with countries in South Asia. 
Australia, New Zealand and South Korea are 
also moving in the same direction.

3.4 Implications for Sri Lanka
Sri Lanka, with its dependence on a few 
commodities, and with a limited number 
of markets is susceptible to developments 
in the world economy. Garments and tea 
together account for 63 per cent of exports 
while the US and EU together account for 
93 per cent of garments exports. Sri Lanka's 
external sector recorded an improved 
performance in 2003 following on from its 
recovery in the previous year in line with 
developments in the world economy, 
particularly in the US. In 2003, exports 
earnings grew by 9 per cent relative to a 
decline of 2 per cent in 2002, benefiting 
both from a volume increase (3.5 per cent) 
and a price increase (5.5 per cent). The 
recovery was broad based, with industrial 
exports growing faster than agricultural 
exports. Import expenditure also expanded 
by 9 per cent in 2003 compared with a 
growth of only 2 per cent growth 2002, 
reflecting the impact of the recovery in the 
domestic economy. In 2003, international 
prices moved in favour of Sri Lanka, 
improving the terms of trade by 7.4 percent 
compared with 4.6 per cent in 2002.

In the services account, the recovery in the 
global economy, the outbreak of SARS in 
competing destinations, and the ceasefire in 
Sri Lanka were reflected in increased tourist 
arrivals. Tourist earnings at US$ 313.6 
million rose by 30 per cent, while tourist 
arrivals increased by 27 per cent (at a record 
high of over 500,000). Most tourist arrivals 
were from Western Europe, but India is 
becoming an increasingly important source 
of tourist arrivals. Remittances by migrant 

workers also saw an increase of 10 per cent 
over the previous year to US$ 1,414 million. 
This was largely due to an increase in the 
number of migrant workers and higher 
transfers caused by political uncertainties in 
the West Asian countries. Remittances are 
the largest single net foreign exchange earner 
for Sri Lanka and were sufficient to cover 92 
per cent of the trade deficit in 2003.

On the capital account, foreign investment 
flows to Sri Lanka which increased in the 
previous year, stabilized in 2003. This was 
helped by the ongoing ceasefire and further 
liberalization of the enabling environment. 
The foreign exchange component of the 
realized investments amounted to US$ 171 
million in 2003 as against US$ 181 million 
in 2002. Total foreign ownership is 
permitted in many areas of the economy, 
and only a few areas are limited or restricted 
to foreigners. The FTA with India, though it 
does not specifically cover investments, has 
boosted Indian investments in the country 
(possible benefits of a trade-investment 
nexus). India is now the third largest investor 
in Sri Lanka.

Global GDP growth is expected to maintain 
its momentum in 2004 providing the 
opportunity for continued high demand for 
local exports, an increase in tourist arrivals, 
and of private remittances and foreign 
investment flows. Despite the expected 
increase in the trade deficit, particularly due 
to increases in domestic investment demand, 
food imports and high oil prices, the current 
account deficit is expected to remain at 
around 2 per cent of GDP, reflecting the 
benefits of high inflows from the services 
account and transfers. However, the 
downside risks are a prolonged conflict in 
West Asia, which could affect trade - West 
Asia is a major market for Sri Lankan teas - 
and remittances from Sri Lankan workers 
living there. The other disturbing possibility 
is that oil prices which have been at record
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levels could continue at fairly high levels 
and seriously affect global growth prospects. 
This would have a dampening effect on the 
Sri Lankan economy as well.

The phasing out of textile quotas under the 
Multi Fibre Arrangement (MFA) at the end 
of 2004 could have a negative impact on Sri 
Lanka. Developed importing countries appear 
to be implementing the Agreement on 
Textile and Clothing (ATC) in principle but 
not in the spirit of the agreement. At the 
end of the 3rd phase of integration, at least 
51 per cent of products have been integrated 
as per the ATC and quotas on these (if any) 
have been eliminated. However, ATC 
commitments have been met without 
dismantling most of the existing quotas. To 
date, Canada has eliminated only 76 out of 
368 quotas, the EU 91 (outof 303) and the 
US 103 (out of 93 7). Thus, there wi 11 be an 
abrupt change on 1” January 2005 that will 
pose a major challenge to Sri Lanka's 
garments industry. It is possible that the larger 
companies which have introduced new 
technology and marketing strategies would 
be better able to withstand global 
challenges. But there are a large number of 
small and medium sized companies which 
may face problems. While Sri Lanka had 
aggressively pursued the possibility of 
negotiating an FTA with the US keeping the 
T&A industry in mind, the likelihood of such 
an agreement materializing in the near future 
appears to have receded. Nevertheless, the 
rationale and thrust of Sri Lanka's trade policy 
with regard to FTAs has not undergone a 
notable change and requires some analysis 
in light of more recent developments.

3.4.1 Sri Lanka and FTAs
Sri Lanka's position on regional and bilateral 
FTAs continues to be a contentious issue. 
While some see the virtue of FTAs as a 
panacea for the country's commercial ills, 
others have argued for a more selective and 
prioritized approach. The argument primarily 

is that FTAs would be beneficial only if the 
trade volume with the country/region is fairly 
large and the proposed FTA intends to ensure 
an adequate coverage of goods that involves 
actively traded commodities. Nevertheless, 
with the increasing trend towards bilateral/ 
regional FTAs globally that confer a 
discriminatory advantage to the participating 
members, a case can be made for similar 
participation by Sri Lanka as long as there is 
a justifiable rationale.

Sri Lanka currently has an FTA with India, 
and regional/sub-regional preferential 
agreements under the Bangkok Agreement 
(BA), and the South Asian Preferential Trade 
Agreement (SAPTA). Sri Lanka's FTA with 
India can be defended on both economic 
and political grounds. India is a significant 
economic partner for Sri Lanka with a large 
domestic market and the potential to be the 
next economic power-house along with 
China. After a slow start, trade under the 
FTA with India has picked up in the past 
two years, although the expansion has come 
primarily from a handful of commodities. 
This included in particular, a significant 
expansion of copper, flouting rules of origin 
(ROO) requirements in some instances that 
led to a ban of some copper exports in 2002. 
Nevertheless, the bilateral trade turnover 
crossed the billion dollar mark for the first 
time in 2002, and India is now the single 
largest supplier to the Sri Lankan market. 
Both countries also agreed to widen the 
ambit of the FTA to go beyond trade in goods 
to include services and investments under a 
Comprehensive Economic Partnership 
Agreement (CEPA). Such an agreement was 
to have been finalized by March 2004, but 
discussions have been delayed due to 
elections and subsequent change of 
governments in both countries.

Besides the FTA with India, Sri Lanka's other 
major thrust in bilateralism was focused on 
a possible FTA with the US, primarily as a
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means of offering some relief to the garments 
industry by way of preferential access to the 
US market in view of the phase-out of quotas 
on 1s'January 2005. Discussions with the 
US under the Trade and Investment 
Framework Agreement (TIFA) signed in 2002 
continued into 2003 and Sri Lanka was 
seeking to use the TIFA as an opportunity to 
push its case for an FTA. Despite possible 
benefits for the garments industry - 
notwithstanding potential requirements on 
US fabric sourcing and ROO - such an FTA 
would have set substantial parameters for 
thedirection of broader economic policy in 
Sri Lanka. Trade for the sake of merchandise 
exports to Sri Lanka is an unlikely motive 
for any interest on the part of the US. Rather, 
it would be seen more as a policy goal of 
potentially stimulating further economic 
reform in the South Asian region. The US is 
increasingly fashioning agreements that 
include key contents such as opening 
government procurement, liberalizing trade 
in services, protecting intellectual property, 
and securing national treatment for US 
foreign investment. In addition, they also 
contain commitments on labour and 
environmental issues, necessary to secure 
congressional approval.

For Sri Lanka, the gains would have been 
manifest primarily in the garments sector and 
in enhancing the country's attraction to 
foreign investors. In policy terms, if the broad 
thrust of government economic policy was 
in any event moving towards accelerated 
further liberalization of trade in goods, 
services and investment, an FTA with the 
US offered a useful policy tool to link the 
reform agenda. Additionally, it would have 
offered the government some flexibility in 
selling its reform package by offering 'gains' 
from such an FTA as a potential trade-off to 
its domestic constituency. The delay in 
moving forward on the FTA as a result of 
the policy vacuum in the run upto elections 
in Sri Lanka may mean that any such future 

deal is postponed indefinitely as attention 
in the US administrative system turns to face 
Presidential elections in November 2004. 
The benefits or otherwise to the garments 
industry of a post-2005 FTA - given the 
potential time lost in restarting the process 
- remains questionable.

It was primarily in this broad context that 
Sri Lanka also proposed to enter into an 
Economic Partnership Agreement (EPA) with 
Singapore, not unlike the one proposed with 
India (India in fact is already ahead of Sri 
Lanka in negotiating an EPA with Singapore). 
Singapore is the ASEAN country with which 
Sri Lanka has the closest links - in trade, 
investment and tourism - and perhaps the 
best possible 'window to ASEAN' for Sri 
Lanka. Singapore is the third largest source 
of imports for Sri Lanka, is also a large 
investor, and accounts for the largest number 
of tourist arrivals from ASEAN countries. It 
was likely that negotiations would go beyond 
trade in goods (since Singapore maintains 
low or no import duties) with both countries 
engaging in attempts to negotiate preferential 
access to each other's markets in the services 
sector (Sri Lanka is particularly interested in 
movement of natural persons). In the absence 
of progress on an FTA with the US, whether 
opening up Sri Lanka's trade, services and 
investment sector to Singapore on a 
preferential basis is desirable in policy terms 
will depend on what Sri Lanka in turn is 
able to access preferentially in the Singapore 
market. It could also be viewed as 
complementing incremental liberalization of 
services and investment, if so desired by 
policy makers.

Regional agreements to which Sri Lanka is a 
signatory have offered almost no gains in 
the past and appear to offer prospects of I ittle 
benefit even in the future. Intra-regional 
trade under the BA (dati ng back to 19 75 and 
consisting of Bangladesh, India, South Korea, 
Laos and Sri Lanka) has not been significant 
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in anyway so far. However, the entry of 
China in 2000 may be the stimulus which 
the BA needs. It is proposed that the Asia- 
Pacific Trade Agreement (APTA) wi 11 replace 
the BA when it is signed in July 2004. Other 
countries may now join APTA and 
concessions exchanged may be more 
meaningful. Since the establishment of 
SAPTA in 1995, most studies indicate little 
or no growth in intra-regional trade volume 
despite four rounds of negotiations. Some 
of the tariff concessions for Sri Lanka 
duplicate preferences granted under the BA 
and the Indo-Lanka FTA. After much delay, 
the framework treaty on the South Asian Free 
Trade Agreement (SAFTA) was signed in 
January 2004 at the SAARC Summit in 
Islamabad to convert SAPTA to SAFTA. 
While negotiations are underway on sensitive 
lists, rules of origin, and compensating 
revenue loss, etc. to allow implementation 
of SAFTA to begin on Is'January 2006, the 
likely benefits to Sri Lanka remain doubtful. 
This is primarily because the time-frame 
envisioned for tariff reduction under SAFTA 
will see it becoming fully operational for 
non-LDC member countries only by 201 3 
(and 2016 for LDC countries), by which 
time, Sri Lanka's FTA with India will be fully 
operational (2008). Similarly, the re-start of 
negotiations on the much delayed FTA with 
Pakistan - the framework agreement of which 
was signed in August 2002 - also anticipates 
a similar period of implementation. The 
main objective for any agreement is to 
recapture the Pakistan market for Sri Lankan 
tea, lost to lower priced CTC teas from 
Kenya.' Thus, having accessed the key 
markets in the region by way of bilateral 
agreements, the SAFTA process may prove 
an academic exercise for Sri Lanka unless 
negotiations go beyond bilateral 
commitments, freeing trade on substantially 
more generous terms.

BIMSTEC (Bangladesh, India, Myanmar, Sri 
Lanka, Thailand Economic Cooperation) 
since its establishment in 1997 focused 
primarily on sectoral cooperation in its early 
years. More recently, BIMSTEC decided to 
draft a framework agreement for an FTA 
which was signed in February 2004. The 
agreement proposes to cover trade i n goods, 
services, investments, and other areas of 
cooperation. Negotiations on trade in goods 
are set to conclude in December 2005, and 
on services and investments by 2007. 
BIMSTEC had its first Summit Meeting in 
July 2004 at which Nepal and Bhutan were 
admitted as members and the grouping was 
renamed the Bay of Bengal Initiative for 
Multi-Sectoral Technical and Economic 
Cooperation. IORARC (Indian Ocean Rim 
Association for Regional Cooperation) 
embraced the concept of 'open regionalism' 
as its operational framework. Open 
regionalism does not bind any countries to 
any commitments but rather is based on 
voluntary action. Sri Lanka currently holds 
the chair of IORARC. While IORARC has 
put forward a proposal fora preferential trade 
agreement, progress has not been promising 
given the disparate membership of the 
grouping. Many of the countries, particularly 
the more developed economies have 
expressed reservations about going down this 
path. While work on the proposal is 
progressing amongst some member states, 
the likelihood of it being adopted by 
consensus appears remote at the moment.

3.5 Conclusion
The outlook for global economic growth in 
2004 looks promising. In turn, this should 
assist the Sri Lankan economy to sustain its 
own growth momentum if the domestic 
policy environment is supportive. However, 
several downside risks are emerging: 
continued high international oil prices, rising 

Tea has alw been a major consideration in pursuing an FTA with Egypt. Sri Lanka which had the major share of the Egyptian tea market 15 
years ago has lost out to Kenya. Kenya has duty free access to the Egyptian market under a preferential trade agreement among countries of 
Eastern and Southern Africa (COMESA) while Sri Lankan exporters are levied a duty of 30 per cent.
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global interest rates and inflation. Such 
unfavourable developments, if they persist, 
will make domestic macroeconomic 
management more difficult and pose 
additional burdens on the government.

On the multilateral arena, Sri Lanka's 
position on the issues stalling the revival of 
WTO negotiations - agricultural subsidies 
and the 'Singapore issues' - has not received 
much policy discussion, or any indication 
whether the country's position has changed 
since Cancun in view of a new government 

in place. As in many other parts of the 
world, the focus of trade policy has been on 
pushing ahead with regional/bilateral deals 
to gain preferential access to markets. While 
such efforts continue, it would also be 
prudent to place Sri Lanka's trade policy in 
the context of a more medium to longer- 
term policy framework regarding 
liberalization of trade in goods, services and 
investment. This will enable the country offer 
a coherent overall policy framework within 
which trade policy is pursued.
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4. Land Policy in Sri Lanka

4.1 Introduction

Land has not only been a means of generating 
livelihood but also a form of accumulating 
and transferring wealth from generation to 
generation, particularly in the case of agrarian 
societies. Sri Lanka has a land area of 6.55 
million ha with an expanding population 
exerting considerable pressure on land over 
the years. Current per capita availability of 
land is 0.29 ha. With a projected population 
of 25 million by 2030, the per capita extent 
of land will be reduced to 0.22 ha. Declining 
per capita arable land can be expected to 
generate added pressure on agricultural land 
and force more people to move out of 
agriculture. This in turn would create 
demand for more off-farm activities which 
the current rate of urban and industrial 
expansion cannot cope with.

According to the data available, nearly 82 
percent of the land in Sri Lanka is controlled 
by the State with the balance being held 
privately. The problem of landlessness is 
acute with over 27 per cent of peasants 
deemed to be landless. This situation has 
been a contributory factor in the high level 
of encroachment on State lands and the rapid 
decrease in forest cover. Restrictions imposed 
on alienated State lands seem to have 
resulted in poor marketability and low 
efficiency in the use of these lands. The high 
cost and market distortions associated with 
boundary disputes resulting from clouded 
titles have also prevented the optimal use of 
land in Sri Lanka. In addition to this, 
environmentalists claim that the 
mismanagement and overuse of land has 
degraded it and the sustainability of land as 

a resource is in question. These and other 
issues are explored in this chapter. Section 
4.2 highlights the problems with regard to 
land availability. Section 4.3 describes 
change in land utilization overtime, while 
Section 4.4 examines the overall policy 
framework currently governing land in Sri 
Lanka. Section 4.5 discusses land markets, 
followed by an assessment of the effects of 
the co-existence of markets and government- 
led intervention policies in Section 4.6. 
Section 4.7 offers a summary and a number 
of policy implications.'

4.2 Land Availability
There is a severe and growing scarcity of land 
in Sri Lanka with a low land to man ratio. In 
addition to this, an expanding population 
(though relatively low at present at 1.3 per 
cent per annum) has irreversibly changed the 
characteristics of land in Sri Lanka: natural 
forest cover which stood at 90 per cent a 
century ago (when the land/man ratio was 2 
ha per capita) is currently around 20 percent 
and falling, owing to an annual deforestation 
rate of 1.6 per cent.

The distribution of population in Sri Lanka 
exerts significant pressure on rural areas 
which now consists of 77 per cent of the 
population. When seen in combination with 
the urban biased development of the 
economy, the natural environment is strained 
by the dependency of the rural sector to eke 
out a living from the land. However, this 
situation is constantly changing with an 
increasing component of the population

Due to the poor availability of more recent data, there are many instances where the analysis has had to rely on data from the Agricultural 
Census of 1982 Newer data has been used wherever possible.
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Source: Jinadasa, M. (2000), "Recent Trends in Land Values In and Around Colombo", People's Bank, 
Economic Review, September/October 2000.

Table 4.1
Land Prices per Perch

Area 1987 1987 1999 1999 Min. Avg. Max. Avg.
Min. Max. Min. Max. Increase per Increase per

Year(%) Year(%)
Nugegoda 10,000 45,000 300,000 1,250,000 250 231
Nawala 12,000 25,000 250,000 800,000 173 266
Ratmalana 8,600 30,000 150,000 850,000 145 236
Dehiwela 8,600 35,000 200,000 800,000 193 190
Battaramulla 5,000 15,000 250,000 1,000,000 416 555
Maharagama 7,200 30,000 200,000 850,000 231 236
Kiribathgoda 5,000 18,000 100,000 800,000 166 370
Kotte 10,000 30,000 250,000 1,000,000 208 277
Colombo 30,000 300,000 750,000 3,500,000 208 97

moving to and around urban areas in search 
of employment. This unplanned and largely 
unaccommodated shift in population (the 
process of urbanization) has led to the rapid 
conversion of agricultural land to urban and 
suburban uses. The urban areas themselves 
reached saturation years ago (the core of 
Colombo) and thereby fuelled the rapid 
process of development in surrounding rural 
areas, which now constitute the so called 
suburban areas. This process has brought 
about an expansion of urban and suburban 
areas at a very high rate of 512 per cent 
between 1983 and 1994. Table 4.1 shows 
the extent of the pressure (in terms of price 
escalation) placed on such lands.

Irrespective of the actual use of land, such 
an unchecked and largely unmonitored trend 
in urbanization will undoubtedly precipitate 
a crisis where the pace of economic

development is slowed by the burden of 
escalating land prices, both.urban and rural. 
With respect to the need to bring about 
sustained economic growth, the priorities 
of the country should be identified so that 
allocation of land could be carried out in 
an efficient and equitable manner. The 
problem arises then of the availability of 
land, not just in terms of its 
presentallocation and inequity, but in terms 
of the future needs of the country.

Agricultural land comprises land under 
paddy, permanent crops and other 
temporary crops. Built-up land includes 
residential (including hotels), industrial, 
commercial, institutional, administrative, 
transportation, power plants and urban open 
spaces. However, such a breakdown of land 
is misleading with regard to the means by 
which it should be allocated. Table 4.2 
shows one way by which the land allocation

Source: Department of Census and Statistics (1997), Agricultural Statistics; Central Bank of Sri Lanka (2003), 
A Provisional Estimation of Regional Economic Activity in Sri Lanka (1996- 2000).

Table 4.2
Contribution to GDP by Various Types of Land

Type of Land Area (Hec.) Percentage Contribution to 
GDP(%)

Agricultural land 1,598,090 24.36 21

Built-up land 22,460 0.34 79
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could be made in future, that is according 
to the current contribution to GDP.

Land can be easily categorized under three 
broad headings, namely; urban (and 
suburban), rural and plantation. The 
properties of the urban and rural segments 
conform to standard definitions, with the 
plantation sector being a hybrid of the two. 
This is true in view of the fact that 
plantations were set up specifically for the 
cultivation of particular crops (tea, rubber 
and coconut), two of which are for export, 
and thereby does not appear on the natural 
progression from rural to urban. Nor can this 
category be pinned down to the pure effects 
of the commercialization of agriculture, 
particularly in the case of Sri Lanka. Due to 
the unique factors that govern land and its 
use in the plantation sector, it will not be 
directly analyzed, but policy implications 
can be drawn from the issues discussed for 
both rural and urban lands.

Based on the information presented in Table 
4.3, the only land that can be easily made 
available to the private sector is that in the 
hands of the Land Reform Commission 

(LRC) approximating 6 per cent of total land. 
Of particular interest in this regard is that 
this extent of land - if used for purposes 
that come under the broad category of 'built- 
up' land - is 1 7 times the amount of land 
currently used for such purposes. If this land 
alone is opened up to the private sector for 
development, it would appear to be 
sufficient to meet a significant proportion 
of the needs of the country. Therefore, the 
issue of land availability in Sri Lanka is more 
of an issue of land policy and not one of 
land markets.

4.3 Changes in Land Utilization
Land use pattern has been changing over the 
years due to both natural and man-made 
causes. The latter applies specifically to the 
allocation of land as a resource for production 
and consumption. Such allocations are made 
through market transactions, State 
interventions and traditional social factors. 
Competitive markets - operating under well 
defined and legally binding ownership and 
user rights system — allocates land in the 
most efficient manner. However, in Sri 
Lanka, allocation of land among uses as well

Table 4.3
Land Distribution between the State and Private Sector in Sri Lanka (1982)

Category Area(Mn ha) % Share
Total area 6.57 1 00
State owned land 5.50 84

of which
Large inland waters 1.20 1 8
Forests and forest reserves 2.18 33
Agricultural land 1.72 27

of which
Leases under LDO 0.82 1 3
Under LRC 0.41 06
Tree crops plantations 0.25 04
Under Mahaweli project 0.14 02
Swarnaboohmi grants 0.10 02
Other 0.40 02

Privately owned land 1.07 1 6

Source: Department of Census and Statistics (1982), Agricultural Census.
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Source: Department of Irrigation (1990), Land Use in Sri Lanka.

Table 4.4
Land Use in Different Sectors in Sri Lanka (1990)

Land Use Distribution (%)
Urban area 0.3
Forest and forest plantations 32.9
Scrub, grass land and swamp 7.5
Paddy irrigated and bunded rice 11.6
Homestead gardens 14.9
Chena or rain fed crops 18.8
Major plantation crops 11.9
Minor export crops & other plantations 1.8
Unused 0.3

as users has been greatly influenced by State 
intervention in land markets. As a result, 
more than 80 per cent of total land area falls 
under some form of State control, and private 
ownership with freehold titles has been 
limited to less than 20 per cent. Such State 
imposed restrictions have reduced the value 
of those lands significantly when compared 
to privately held lands.

Sri Lanka adopts a three-fold classification 
in the use of land as rural, suburban/urban 
and plantation sectors. In the rural areas, 
agricultural land use is more prominent with 
crop lands and households. These are more 
close to forests, natural reserves and waste 
lands and use of common property is 
widespread. User rights and ownership rights 
are mostly informal but currently more 
systematic. Land market and land transfer 
activities are taking place giving rise to 
comparatively more formal land rights. In 
the suburban/urban sector, non-agricultural 
land use is more prominent. These comprise 
households, commercial and industrial 
holdings that are generally distant to the 
natural reserves and with little common 
property. Well developed land user rights 
and ownership rights and a well functioning 
formal land market can be seen in urban 
areas. The plantation sector is actually 
characterized by rural land use pattern and 
urban property rights.

A marked difference in land use can be seen 
between the two major agro-ecological 
zones, i.e., dry and wet zone, basically as a 
result of the uneven population distribution. 
Availability of infrastructure and other 
facilities and the climatic conditions 
prevailing in these areas have also 
contributed to the difference in land use in 
the two zones. The wet zone, which 
constitutes one-third of the land area contains 
two-thirds of the population, has a distinct 
pattern of land use compared to the dry zone 
with a low population density. Wet zone 
lands are largely private owned, highly 
fragmented and with greater title disputes. 
Concentration of population in the dry zone 
is centred around land settlements under 
State established major irrigation systems 
and in most of the other areas, the population 
is sparsely distributed. The size of the land 
holdings is comparatively large. Intermediate 
zones do exist but with a moderate 
population density.

Land in Sri Lanka is used for a variety of 
purposes including agriculture, forestry and 
wild life conservation, human settlements, 
industry and infrastructure, etc. The balance 
remains unutilized. At present, little more 
than one-third of the land area of the country 
is under agricultural uses while another one- 
third is under forest and wild life 
conservation. The balance is used for all other
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uses including urban areas and for 
infrastructure. This could be clearly seen 
from the land balance sheet shown in Table 
4.4.

The increase in population, urban expansion, 
variations in the demand for local agricultural 
products, development projects initiated by 
the public and the private sectors, and the 
economic policies followed by the 
government have led to many changes in the 
pattern of land use within the country. Land 
use change within the period of 1983-1994 
is shown in Table 4.5.

4.3.1 Forest Land Use
Forest lands are being constantly turned over 
to other uses as a result of the growing 
demand from other economic activities. The 
forest cover which was 90 per cent during 
the early 1900s has declined to less than 20 
per cent at present - much less than the world 
average of 30 per cent - due mainly to 
clearing of land for agricultural and 
residential purposes. Encroachment, 
clearance of forests for timber (especially the 
teak plantations in the North-East areas), and 
other illegal clearances of forests have 
worsened the situation.

4.3.2 Agricultural Land Use
The agricultural sector of Sri Lanka comprises 
two sub-sectors classified according to the 
degree of commercialization. The plantation 
sector is commercially oriented and 
predominantly medium to large scale in 
operation. The non-plantation or domestic 
agriculture sector (also known as the small 
holding sector) with paddy, other field crops, 
fruits and vegetables is semi subsistence 
oriented and consists of the majority of the 
rural small farms.

The extent of paddy lands within the wet 
zone has declined considerably during the 
recent past due to low productivity and 
demand for lands from other agricultural and 
non-agricultural uses. However, the net 
extent under paddy has continued to 
increase, mainly within the dry zone due to 
the establishment of settlement schemes 
with irrigation facilities. The extent under 
tea has declined remarkably over the last two 
decades, owing to the abandonment of tea 
cultivation in economically unviable areas 
in the mid country. Low profits from 
traditional rubber plantations and the 
demand for land from other agricultural and 
non-agricultural uses have contributed to the 
steady decline in the extent under rubber for 
the last two decades. Even though coconut

Source: Silva, P. (2001), 'Land Use Changes in Sri Lanka', Centre for National Physical Planning (CNPP).

Table 4.5 
_______________Changes in Land Use in Sri Lanka (1983-1994)
Land Use Nature of Change Change in Extent (ha) Percentage

Change
Dense forest 4 175,238 10
Paddy Wet zone 4 13,421 8

Dry zone 43,036 8
Tea Estates 4* 33,596 24
Rubber 4< 9,649 6
Coconut Scattered trees 22,192 93

Excluding 5,599 1
scattered trees

Homesteads 100,202 8
Urban areas ± 462,295 512
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plantations were converted to other uses, 
both within the coconut triangle and outside 
during the recent past, the area under 
coconut has increased significantly due to 
new plantations and the increase in the 
number of scattered trees on homesteads. 
The conversion of coconut lands into non- 
agricultural uses is likely to slow down in 
the future because of the legislation that is 
to be introduced to regulate the 
fragmentation of coconut land.

4.3.3 Increase in Homesteads
The extent under homesteads has also 
increased parallel to the rapid increase in 
the population in the country. In the 
Colombo Metropolitan Region (CMR) in 
1996, the largest land use of 129,010 ha (of 
a total land area of 369,420 ha) was 
identified as homesteads and this has limited 
the availability of land for other uses. Despite 
the increase in the total area under 
homesteads, the average size of the 
homestead has declined, particularly in 
urbanized areas. In the Colombo District, 
the average extent is 12 to 15 perches per 
homestead.

4.3.4 Change in Urban Land Use
The open and liberalized economic policy 
that came into effect in the late 1970s has 
accelerated the 'normal' rural-urban 
migration and investment activities in urban 
areas. In 1994, the urban extent was 551,023 
ha and constituted approximately 20 per cent 
of the total population, while the urban 
population stood at 4.6 million in 2001. 
The population density is much higher in 
urban areas. In the Greater Colombo area 
population density is 5,650 persons per 
square km and the projected density in 2010 
is 10,800 persons per square km, whereas 
the island average was 299 persons per square 
km in 2001. Sri Lanka is identified as one of 
the most densely populated countries in 
South and East Asia. The increasing demand 

for urban land for residential, commercial 
and industrial activities has contributed to 
high land prices and the conversion of 
agricultural lands to non-agricultural uses 
over the last two decades.

In addition to the demand for land, low 
productivity of privately owned small 
agricultural holdings, high replanting cost 
of rubber and coconut cultivations, lower 
land values in the peripheral areas compared 
to heavily built up areas and the low 
commuting cost to the city have contributed 
to rapid conversion of agricultural land into 
non-agricultural uses in the CMR. By 2010, 
the population is projected to increase to 
6.4 million in the CMR and demand for land 
for residential uses will increase even more. 
Demand for industrial land by both local 
and foreign investors too is likely to increase 
in the future within the CMR.

The present rate of urban expansion is not 
sufficient to accommodate the increasing 
population and increasing demand. 
Increasingly, urban expansion is more 
towards semi-urbanized and rural areas 
(Table 4.6). Unutilization or under 
utilization of prime urban land is one of the 
major problems identified in urban land use. 
This problem has become worse in the city 
of Colombo where large areas are occupied 
by squatters. Despite the fact that this issue 
has to be given serious thought, there is no 
systematic programme to clear and release 
these lands for development purposes. The

Table 4.6
Potential for Immediate Development 

within the CMR
Area Extent

(ha)
Urbanized area 10,175
Semi-urbanized areas 32,460
Rural areas 86,450
Total CMR area for development 1 29,085

Source: Urban Development Authority (1998), 
Colombo Metropolitan Region Structural 
Plan.
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other serious problem is the conversion of 
residences into commercial establishments. 
Even though the Urban Development 
Authority (UDA) has introduced zoning 
regulations, due to loopholes in existing 
laws and regulations and ineffective 
enforcement of them, all forms of 
commercial activities starting from single 
person operations to shopping malls are 
constructed in prime residential areas 
resulting in traffic congestion, pollution and 
many such problems.

Utilization of the low lying areas and 
environmentally sensitive wetlands for 
commercial, industrial and residential uses 
is another severe problem. Unauthorized 
filling of marshy lands and land acquired 
for flood detention has caused many 
difficulties in terms of storm water disposal. 
Besides the difficulties in discharging storm 
water in highly urbanized areas, growing 
concern of sewage and waste disposal and 
coastal erosion are the other resultant 
problems of the unplanned urban land use. 
Urban sprawl and 'ribbon' development 
along major highways, unplanned 
fragmentation of land and sand mining are 
some contributory factors to this situation.

4.4 Policy Framework
Land policies in Sri Lanka have evolved and 
changed along with changes of government. 
At present, the administration and 
management of land in Sri Lanka is handled 
by more than 39 operational laws and nearly 
60 institutions. Government intervention in 
land started with the Crown Lands 
(Encroachment) Ordinance which was 
introduced in 1840 by the British under 
which more than 90 per cent of the land of 
the country fell under the government. Most 
of these lands were sold to European 
entrepreneurs to establish a system of 
plantation agriculture and a system of land 
tenure unknown to the natives. The Waste 
Lands Ordinance was introduced in 1897 

with the aim of preventing encroachment of 
crown waste lands by villagers and alienation 
of lands to the Europeans. This law also 
weighed heavily against the peasantry and 
further consolidated peasant land under the 
crown.

Landlessness and agrarian poverty began to 
surface due to the above enactments. In order 
to circumvent this, the Land Commission 
was established in 1927. The commission 
enacted the Land Development Ordinance 
(LDO) in 1935 with a definite policy for the 
alienation of land to landless peasants. Dry 
zone resettlement or the dry zone 
colonization programme is the most 
prominent among the land alienation 
programmes under LDO. Starting from the 
mid 1930s, the programme continued to the 
mid 1980s along with the implementation 
of the Accelerated Mahaweli Development 
Programme. The Village Expansion Schemes 
established in the wet zone under LDO 
basically provided lands for home gardens 
as these lands were not economically viable 
for agricultural production. Issuing grants for 
lands alienated under LDO commenced in 
1982 and by the end of 2002, 324,203 
Swarnabhoomi and 672,955 Jayabhoomi 
grants had been issued. These grants are 
subject to the condition that transfers require 
prior permission. Fragmentation and sub
division is prohibited by the title registration.

The Land Acquisition Act was enacted in 
1950 making provision for the acquisition 
of lands and servitudes for public purposes. 
This provided an additional instrument of 
strength to the State in acquiring privately 
owned land for public purposes whenever it 
was deemed necessary. The State Land 
Ordinance was enacted in 1947 with the 
objective of the disposition of State lands 
for different uses. At present, the Land 
Commissioner's Department (LCD) makes 
State land available under this ordinance for 
different purposes such as agriculture, 
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residential, industrial, commercial, etc., by 
way of grants, or long term leases (for 30, 
50 or 99 years).

With the objective of increasing the security 
of tenure of tenant cultivators of paddy and 
to regulate the rent paid to landlords, the 
Paddy Lands Act No.1 of 1953 was enacted. 
The Paddy Lands Act No.1 of 1958 
introduced the socialist concept of 
ownership for land use for the first time with 
the main objective of increasing productivity 
by enhancing tenure security and creating 
active organizations called 'cultivation 
committees'.

Under the Land Reform Laws of 1972 and 
1975, private ownership of lands was 
subjected to a ceiling and large extents of 
plantations were nationalized. Under this, 
land under private companies in plantation 
agriculture were nationalized and vested with 
two State companies, Janatha Estate 
Development Board (JEDB) and State 
Plantations Corporation (SPC), but more 
recently the plantation estates managed by 
the State were handed over to the private 
sector. The LCD releases these lands for 
various purposes under the Land Grants 
(Special Provision) Act of 1979. At present, 
the LRC has imposed a land ceiling of 25 
acres on paddy land, 50 acres on highland 
and both together to add up 50 acres, but 
the enforcement of the ceiling is 
unnoticeable.

In 1979, a Land Use Policy Planning Division 
was established within the Ministry of Lands 
and Land Development with the objective 
of formulating a national land use policy. 
However, it made little progress due to 
insufficient technical capacity. In the same 
year, the Agrarian Services Act of 1979 was 
enacted aimed at securing tenure of tenant 
cultivators of agricultural land, particularly 
of paddy lands. At the same time, it provided 
for improving the productivity of such lands.

This was considered a more realistic 
approach in solving the problems of the 
paddy sector as it emphasized the legal 
recognition of farmer organizations and gave 
them the authority to manage water issues 
collect operation and maintenance dues from 
cultivators, and prosecute defaulters if the 
necessity arose.

Registration of Title Act No.21 of 1998 was 
introduced in order to provide for the 
investigation and registration of titles to land 
parcels as the unclear title to land has been 
identified as the most important limiting 
factor to optimum use of land. The Ministry 
of Lands, with the assistance of the World 
Bank has initiated a project with the objective 
of issuing secured titles for 22,000 land 
parcels. The anticipated benefits to both 
public and State of the registration of title 
include the certainty of ownership, security 
of tenure, reduction of land disputes, 
stimulation of land market, security for 
credit, management of State lands, and 
facilitation of reforms. The World Bank even 
proposed in the 'Land Ownership Bill' to 
give freehold titles to alienated State lands: 
the argument being that it would promote a 
free land market, encourage improvements 
to land and productivity under full 
ownership. Opponents to the proposal 
argued that it would generate adverse effects 
creating a large population of landless 
destitute or paupers: the argument being that 
by removing restrictions, the sale of land 
will be encouraged due to poverty, 
indebtedness and other emergencies.

The most recent policy on land is the 
Agrarian Development Act No. 46 of 2000. 
It has identified the necessity of setting out 
a national policy in relation to the rights of 
tenant cultivators. It also imposes restrictions 
on using agricultural land for non-agricultural 
purposes in order to ensure maximum 
utilization of agricultural land for 
agricultural production.
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Source: Silva, P. (2001), ’Land Use Changes in Sri Lanka’, Centre for National Physical Planning (CNPP).

Table 4.7
Extent of Land Controlled by Various Authorities

Land Managers Extent Controlled (as a % of the total land)
Forest Department 29.9
Department of Wild Life Conservation 12.5
Mahaweli Authority 5.3
Plantation Companies 3.9
Southern Area Development Authority 9.3
Coast Conservation Department 0.7
Urban Development Authority 10.5

Existing legislation for land seems to have a 
number of serious shortcomings and 
deficiencies. The inability to meet present 
day needs of land development, restrictions 
on effective land market functions, 
difficulties in enforcement of laws enacted, 
and fragmented and scattered distribution 
of functions among several agencies are some 
of them. Even though the Ministry of Lands 
is the key regulating body for land in Sri 
Lanka, a number of ministries, line 
departments, and statutory bodies are 
presently dealing with land matters (Table 
4.7). The existence of a large number of 
agencies sharing responsibility for various 
aspects of land resource management not 
only leads to an overlapping of authority but 
also to contradictory decisions and policies. 
The problem is aggravated by the lack of 
adequate cross linkages and coordination 
between the different agencies. Lack of 
transparency and inadequate public 
awareness of the procedures adopted by 
different institutions, high transaction cost 
attached to land transactions, inefficiency, 
lack of accessibility and inadequate technical 
capacity are the other drawbacks of the 
present administrative system.

4.5 Land Markets

4.5.1 Allocation and Transfer of Land 
Among Users and Uses
Mobility of a resource among uses and users 
is of paramount importance for achieving 

efficiency of its utilization. Land, if seen 
purely as an economic resource, should be 
utilized accordingly. However, in the case 
of land, equity plays an equally important 
role since poverty may arise from an unequal 
distribution of holdings just as much from a 
lack of access to new technology, irrigation, 
fertilizers, etc.

Allocation of land in Sri Lanka has mostly 
taken the form of redistributive measures 
enacted by the government at various times. 
Such redistributive measures have been tied 
closely to particular restrictions which 
generally leave the beneficiaries with no 
option of selling the land. This situation is 
seen to have many disadvantages in 
adherence to the market as a means of 
allocative efficiency. As such, there is much 
that needs to be taken into account with the 
analysis of developing markets for land in 
Sri Lanka. Imperfections in most (if not all) 
supporting markets, especially credit, can 
lead to a worsening of inequity with the 
development of sales markets. An increase 
in inequity in such a situation results from 
both the lack of availability of non-farm 
employment and distress sales. The latter 
relates primarily to lack of access to credit 
(and savings) of the original occupants of 
the land. As for non-farm employment, there 
is much concern that opportunities are 
limited in Sri Lanka. The timing of the 
development of land sales market is, 
therefore, of particular importance.
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Table 4.8
Degree of Prevalence of Different Means of Allocation and Transfer of Land

Rural
Market Regulatory Traditional / Informal

Among uses 4

Urban
Among users
Among uses
Among users 4s 4*

Notes: 4s High prevalence
4* Low prevalence
<=> Moderate prevalence

— Non-existent

Such problems, however, are largely 
concentrated in rural areas of the country in 
contrast to which land sales markets are 
highly developed in the urban and suburban 
sectors and are operating with a greater 
degree of independence from government 
intervention. Within this context, the 
allocation and transfer of land can be seen 
to take place through three different avenues, 
namely through market forces, regulatory 
interventions and informally. The relative 
prevalence of each of these different means 
of allocation in Sri Lanka is represented in 
Table 4.8 for both the rural and urban sectors.

For Sri Lanka, allocation and transfer of land 
in the urban sector takes place almost 
exclusively through formal markets. 
Government intervention, however, does 
have an effect on the allocation of land 
between uses through various legislative 
measures enacted in the hope of addressing 
issues of public interest. Some of the more 
recent developments in this regard have been 
related to the control of indiscriminate 
conversion of agricultural land to non- 
agricultural uses. The allocation and transfer 
of land in the rural sector is more complex 
with a mix of the three different means being 

Table 4.9
Characteristics of Various Private Land Rights

Land Right Characteristics
Ownership Rights User Rights

Formal Inherited or purchased or government 
transfers with title deeds - mainly urban 
and plantation.

Largely legal time bound 
agreements such as lease 
holdings - mainly urban.

Surveyed and mapped. Long-term lease of environment 
land such as in colonization 
schemes - mainly rural.

Informal Traditionally inherited, largely unsurveyed 
and without legal documents - mainly 
rural.

Traditional land sharing, 
theoretically legally binding 
such as ande, thattumaru and 
kattimaru - totally rural.

Other 'rights'

Access to common property - both rural and urban

Illegal use of public land - squatting on urban public land; encroached forests 
for agricultural purposes; informal 'sharing' of common property land such as 
for free grazing.
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prevalent. Various government restrictions 
on the development of formal land sales 
markets in this sector have fuelled the 
reliance on informal means of allocation and 
transfer of land.

4.5.2 Property Rights, Tenure Security 
and Land Rental Markets
Property rights broadly cover the rights of an 
owner of private property, which includes 
both the right to use the asset in a manner 
deemed appropriate and/or to dispose it. 
Property rights relating to land takes shape 
in a similar manner through both the user 
and ownership rights aspects. Especially in 
the case of land, property rights can also 
take on a different dimension depending on 
whether the rights are formal (i.e., legally 
enforceable) or informal (traditional). 
Therefore, the issue of property rights is at 
the core of developing land markets. Table
4.9 briefly outlines the characteristics of 
various private land rights.

Following from the relative stage of 
development of land markets in different 
sectors, the underlying type of property rights 
existing in these sectors is given in Table
4.10 for Sri Lanka. However, it must be noted 
that this system of property rights did not 
evolve in Sri Lanka, but rather, is the outcome 
of what was imposed on the country during 

colonial periods and the ensuing intervention 
by the State. Well established property rights 
is the norm in urban and plantation sectors 
for both ownership and user rights. In both 
these sectors, the existence of formal property 
rights stems from the fact that these sectors 
were 'set up' for commercial reasons and it 
was only through formal property rights - 
with long-term tenure security - that the 
optimal level of investment was likely to 
take place. Formal property rights in both 
these instances take the form of government 
endorsed (legally enforceable) ownership and 
user rights. While there are some informal 
property rights playing a part in the user rights 
in these sectors, it is either minimal or 
diminishing.

The key advantage of formal, as compared 
with informal, property rights is that those 
holding formal rights can call on the power 
of the State to enforce their rights. Formal 
title is not available to the rural sector in Sri 
Lanka where informal agreements (mainly 
verbal) are the order of the day. While there 
are many arguments for not granting complete 
freehold titles, there is a need for formalizing 
titles granted under various redistributive 
programmes. Due to the absence of formal 
titles, the owners are both reluctant to rent 
out land and to invest in it, a result of the 
poor tenure security associated with unclear

Notes: 4* High prevalence
4* Low prevalence
<=>Moderate prevalence
— Non-existent

Table 4.10
Degree of Prevalence of Different Forms of Property Rights in Sri Lanka

Type of the Right Sector
Rural Urban Plantation

Ownership right 
Formal 4/
Informal * -- —

User rights
Formal 4* *
Informal ± 4* *
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Source: Department of Census and Statistics (1982), Agricultural Census.

Table 4.11 
Number of Operators and Area in Acres by the Type of Land Owned (1982)

Category Number % Area in Acres %

Not owning land 200,740 11.1 0 0.0
Owning home gardens only 694,760 38.5 416,650 14.2
Owning home gardens and other land 561,130 31.1 1,625,450 55.3
Owning other land only 346,400 19.2 899,410 30.6
Unspecified 310 0.0 -
Total 1,803,340 100.0 2,941,510 100.0

ownership or user rights. In the current 
situation, the rural sector is forced to take 
part in a number of informal arrangements 
such as thattumaru and kattimaru (both 
forms of joint cultivation) and also ande 
cropping (share cropping). Such arrangements 
are usually biased in favour of the landowner 
(as in ande cultivation) and subject to the 
vagaries of individuals involved (as in joint 
cultivation).

Because land comprises a large share of the 
asset portfolio of the poor, having secure 
property rights to land can greatly increase 
the net wealth of poor people. Within this 
context Table 4.11 depicts a very troubling 
situation in Sri Lanka. The Table indicates 
that 1 1 per cent of farm operators are 
landless, with another 38.5 per cent owning 
home gardens only. Thus, nearly half of the 
smallholder agricultural population in the 
country is not in control of enough land to 

enable them to produce a marketable 
surplus.

Table 4.1 2 depicts the distribution of land 
by size for owner operators. This shows that 
the smallholdings sector in Sri Lanka is 
characterized by farmers operating non
economic and micro-holdings. When data 
in Tables 4.11 and 4.12 are considered 
together, they bring to light the current 
position of the smallholdings sector which 
is subject to the dual problems of 
landlessness and non-economic holdings. 
Given the Sri Lankan context of poor credit 
markets in combination with the problems 
of landlessness and non-economic holdings, 
the best way forward is an encouragement 
of land rental markets. Since nearly 50 per 
cent of cultivators are not owners of the land 
they farm, there is much scope for its 
development.

Source: Department of Census and Statistics (1982), Agriculture Census.

Table 4.12
Distribution of Operators Owning Land by Size Class and Area Owned

Category Number % Area Owned % Average Size

Less than 1 acre 686,460 42.8 277,030 9.4 0.40
1 to <2 acres 336,880 21.0 400,530 13.6 1.19
2 to <4 acres 354,690 22.1 866,180 29.4 2.44
4 to < 7 acres 156,270 9.8 701,670 23.9 4.49
7 to <10 acres 36,400 2.3 260,940 8.9 7.17
10 acres and above 31,900 2.0 435,160 14.8 13.64
Total 1,602,600 100.0 2,941,510 100.0 1.84
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Government interventions in the land rental 
markets tend to limit access to land by the 
landless and poor in rural areas by 
discouraging renting out by landlords - the 
Paddy Lands Act of 1958 actually led to the 
eviction of 43,000 tenants. Rather than trying 
to control the tenant-owner contract, it is 
more beneficial for the tenants if institutions 
can credibly commit to lease contracts, 
giving the lessee secure, transferable, long
term lease rights that will permit the 
realization of most, if not all, of the 
investment benefits associated with higher 
levels of tenure security. Rental markets can 
bring the operational distribution of holdings 
closer to the optimum. It can also enhance 
productivity and equity by facilitating low 
cost transfers of land to more productive 
producers and permitting participation in the 
non-formal economy, thereby allowing 
consumption smoothing in response to 
shocks and accumulation of experience and 
capital. Rental markets can also be seen to 
provide an agricultural ladder whereby 
landless households lacking capital can start 
as renters or share tenants and build up 

knowledge and savings, and eventually 
become smallholders.

4.5.3 Sales Markets
Sales market for land in urban and plantation 
sectors are well developed laying the 
foundation for efficient land allocation. 
However, it is not so in the case of the rural 
sector where informal tenancy is the key 
mode of land allocation. As such, transfer 
of land use rights through rental markets can 
go a long way toward improving productivity 
and welfare in the rural sector. At the same 
time, the ability to transfer ownership of 
land will be required to use land as collateral 
in credit markets, and thus to provide the 
basis for low-cost operation of financial 
markets. This advantage comes at the cost 
that sales markets will be more affected than 
rental markets by imperfections in credit 
markets as well as by other distortions, such 
as subsidies to agriculture.

Ample historical evidence also shows that 
in risky environments where small 
landowners do not have access to credit 

Box 4.1 
Informal Arrangements in Crop Cultivation in Sri Lanka

Thattumaru is a system of rotational cultivation which has as its main purpose the prevention 
of further physical subdivision of the operational unit in paddy, whilst allowing a family 
member to retain a tenuous linkage with family land. Cultivation rights are adjusted among 
several owners to meet the scarcity of land by way of working economical units for a particular 
year or season. However, the periodicity of rotation can vary from once in five or even seven 
years. Thus, the cultivator may be forced to rely on membership to several thattumaru 
rotations simultaneously to ensure some access to land for cultivation.

Kattimaru, though similar in principle to that of thattumaru, goes one step further to guarantee 
that several joint owners can cultivate some parcel of land at any time. Here the cultivators 
simultaneously rotate a number of parcels amongst themselves, which can vary in both size 
and quality from year to year.

The main drawback of both these forms of rotational cultivation is that there is minimal 
incentive to maintain or improve the land. Given this nature of joint cultivation, land is 
frequently rented out on a share cropping basis (ande share tenancy). Within this system, 
there is a wide range of share-cropping agreements ranging from fixed share to equal sharing 
as well as differential sharing of both inputs and product.
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markets, distress sales of land by the poor 
can occur, with consequent negative equity 
and efficiency impacts. High transaction costs 
associated with land sales, which are often 
further increased by government 
intervention, can result in the segmentation 
of such markets whereby certain strata deal 
only with each other or sales remain entirely 
informal.

4.6 Co-existence of Traditional Markets 
and Intervention Policies
Land in Sri Lanka has been subject to heavy 
government intervention. This, in 
combination with traditional property rights 
and informal markets has precipitated the 
current characteristics of land allocation, use 
and transactions. This can best be understood 
by examining various parameters of land use, 
allocation and transactions.

4.6.1 Efficiency
Efficiency of land use in the country has been 
adversely affected by both market forces and 
policies including institutions and the 
organizational set-up. There is sufficient 
evidence to suggest that a distorted or 
malfunctioning land market prevailing 
throughout the country has failed to allocate 
land to its most productive use. 
Macroeconomic distortions, especially in 
inflation and interest rates, have increased 
land prices beyond the productive value that 
can be reached by the majority of people. In 
this situation, instead of gaining land assets, 
most of the poor are losing it. The market 
too has not been a reliable mechanism to 
transfer the land to the most efficient user.

In the case of agricultural land, poor farmers 
who lack savings or other forms of assets 
but still having the potential for production 
are unable to compete in the market. They 
end up buying below optimal size of 
holdings which are economically nonviable 
or they remain landless. The Agricultural 

Census of 1982 indicates that about 11 per 
cent of farm operators are landless and nearly 
40 per cent own home gardens only. Also, 
that about 50 per cent of smallholder 
agricultural producers are not in control of 
sufficient land that enables them to produce 
a marketable surplus. In the smallholding 
sector, about 90 per cent of holdings are 
less than 0.8 ha (2 acres) thus limiting the 
use of advanced technology. The inability 
of poor farmers to compete in the land sales 
market due to lack of wealth and bargaining 
power has led to unfavourable terms of 
contracts, ultimately resulting in unprofitable 
or inefficient operations.

Restrictions on the land sales market 
imposed by the State have made the land 
supply curve vertical, driving land prices up 
and restricting access to land. In particular, 
restrictions imposed on alienated State lands 
by the LDO and the SLO have prevented 
participation in the land market. Even though 
these laws are enforced for the betterment 
of people in social terms, it is argued that 
they are major constraints on efficiency. The 
land ownership ceiling enforced by the LRC 
in 1972 also has had a similar impact as it 
limited the supply of land. Similarly, State 
intervention in the land rental market has 
worsened the situation of tenants by leading 
land owners to evict tenants and resort to 
the use of wage labours. Even though the 
Paddy Lands Act and the Agricultural 
Productivity Law were aimed at improving 
the welfare of the tenants, they seem to have 
contributed more to poverty among the 
landless. Despite the fact that there is a high 
demand for land, much of the productive 
lands lie idle due to this reason. Another 
shortcoming in land policy of the country is 
its failure to identify a land use plan to put 
land to its most productive use, i.e., 
occupying high value urban areas which can 
be used for commercial uses.
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4.6.2 Equity
The effect of policies on equity in land 
distribution is high compared to the effect 
of market forces in Sri Lanka. The inability 
of the poor to compete in the land market 
because of their lack of assets, savings and 
power has resulted in landlessness or the 
operation of inadequate extents. Even those 
with small plots of land tend to sell in case 
of emergencies (distress sales). Given their 
inability to bargain in the formal markets, 
attempts to sell land in the informal market 
can make them poorer. This unequal 
distribution of land has limited the access 
to assets and economic opportunities of a 
large part of the population.

During the period of British rule, land was 
an asset largely beyond the reach of the poor. 
With the enactment of the SLO and the LDO, 
landless peasants were able to acquire land, 
and so far, over 2 million families have 
benefited under various land alienation 
programmes. Even though one motive behind 
the introduction of land reform in 1972 was 
egalitarianism, so far less than one-fourth of 
it (mostly marginal land) has been 
redistributed. Encroachment regularization 
is also done on the basis of providing land 
for the landless, but the rich and influential 
groups have succeeded in gaining control of 
such lands at the expense of the poor. 
Removing squatters and releasing such land 
to urban development has not been an easy 
task. The government has not laid down any 
proper rules on this, whereas it is a necessity 
as the squatters should be compensated in a 
proper manner to facilitate easy relocation 
and avoid conflict.

4.6.3 Inter-temporal Efficiency and 
Conservation
Sustainability is the area paid the least 
attention by both market and regulatory 
mechanisms. As the market is more 
frequently concerned with transferring land 
to the most efficient user, it has little or no 
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concern regarding sustainability. On the 
other hand, marginal land is continuously 
encroached by the squatters who do not have 
the incentives or resources to manage it in a 
sustainable way. Lack of a systematic plan 
to make use of unutilized State land has 
contributed significantly to this problem.

Many of the policies enacted such as the 
Soil Conservation Act of 1951, Coastal 
Conservation Act of 1981, and Forest 
Ordinance of 1907 have aimed at 
conservation of land but are not properly 
enforced. A new 'Land Use Policy' is to be 
introduced by the government to prevent 
further degradation of land due to over-use 
and mismanagement.

4.6.4 Illegal Utilization of Land
Encroachment or illegal utilization of land 
has been the only means of accessing lands 
for the poor and socially excluded who lack 
property rights to produce for subsistence 
and this is likely to continue as long as the 
problem of landlessness remains unsolved. 
Illegal use of State land for cultivation (i.e., 
chena cultivation) has been an important 
component of the rural economy and any 
control measures would have had adverse 
political and economic consequences. Even 
in the settlement schemes, adjoining forest 
lands are being continuously encroached by 
beneficiaries as inadequate attention is paid 
towards the employment generation outside 
of agriculture. By 1 979, more than 400,000 
ha of State land (6 per cent of total land 
area) had been encroached by nearly 600,000 
encroachers. Even though the government has 
enacted laws from time to time, it has been 
a total failure due to inadequate enforcement 
and penalties. In addition to the absence of 
a clear policy on encroachment, the periodic 
regularization of encroachment has worsened 
the situation. As a result, more 
environmentally fragile areas have been 
encroached during the recent past. At 
present, the government has decided to
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regularize lands which were encroached and 
enjoyed prior to July 1995. In 2002, 1402 
allotments were regularized under this 
programme.

In the urban sector, occupation of prime 
lands by squatters has not been handled 
properly so far and this has led to a greater 
problem in releasing these high value lands 
to urban use. The Sahaspura housing scheme 
initiated by Real Estate Exchange and 
Development Company Limited (REEL) has 
served to address this problem to some 
extent, but it is not operational now.

4.6.5 Externalities
In the land market, only private costs and 
benefits are taken into consideration but not 
the social benefits or costs. Particularly in 
the land rental market, terms of contracts 
are entered into without paying attention to 
negative externalities, both spatial and inter
temporal. When they offer no incentives for 
reduction of them by way of maintaining or 
upgrading the quality of land, it is often 
degraded.

Even though there are enough policies to 
prevent such externalities, inadequate 
enforcement of policies and penalties has 
caused serious problems owing to the 
mismanagement of land. The Soil 
Conservation Act of 1951 was enacted to 
address this serious issue of land 
degradation. It was introduced under the 
governance of the Department of Agricu Iture 
but with inadequate technical capacity to 
enforce it, there have been no significant 
improvements.

4.6.6 Fragmentation/Consolidation
The absence of a well-functioning land 
market that would have facilitated size 
adjustment has led to a distribution of land 
which has resulted in low productivity. Lack 
of any means of financing and high land 
values have kept poor people out of the 

market since they cannot afford larger parcels 
of land. On the other hand, large land owners 
when faced with management difficulties, 
sell their unproductive small parcels. 
Irrespective of the size, transaction cost 
being more or less the same discourages the 
sale of small land parcels. Inheritance rules 
often call for equal division of land between 
heirs, which has led to fragmentation. These 
fragmented lands have less demand because 
highly productive technology cannot be used. 
Also it reduces access to the credit market. 
In Urban areas of the country, rapid 
fragmentation of land has become a serious 
problem due to high land value and lack of 
regulations.

Consolidation of land has reduced over the 
years due to the growth of population and 
low emergence of off-farm income avenues 
in rural areas. The Land Reform initiative of 
1972 attempted to prevent the consolidation 
of land and increase output by improving, 
intensifying and diversifying the land. Large 
farms are blessed with high collateral value, 
less risk and ability to adopt advanced 
technology if properly managed. In Sri Lanka, 
large farms of 7 acres or more with the 
potential for market oriented agriculture 
accounts for 5 per cent of the agricultural 
land. There are some large farms that are 
inefficiently managed, but held for political 
power or prestige by the owners.

4.6.7 Transaction Cost
High transaction cost in the land market 
impedes its functioning on both the demand 
and supply sides and this is totally due to 
administrative failure. One major objective 
in the current project on title registration is 
to reduce the cost attached to land 
transactions.

4.6.8 Disputes and Social Conflicts
As in most other Asian countries, in Sri Lanka 
land has a sentimental value attached to it 
and ownership of it is considered a social
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prestige. As a result, land has led to many 
conflicts and disputes. In the year 2000, 62 
per cent of murders are reportedly due to 
land ownership disputes. At present, there 
are more than 19,000 court cases concerning 
land ownership and nearly 22,000 partition 
cases. A considerable amount of these are 
older than 30 years, so thousands of acres of 
land, even with deeds, are not used 
efficiently. In 2002, in inter provincial 
irrigation and settlement projects, 5067 cases 
were inquired into and 4154 disputes were 
settled by the LCD. Lack of a clear or an 
absolute title due to the failures in the present 
deed registration system and deficiencies in 
the present land administration system as a 
whole have contributed to this situation. The 
government has already initiated the 
registration of a title programme in order to 
resolve such problems. Nevertheless, there 
are other social conflicts attached to land. 
Some groups deliberately distort the land 
market for their own interests. Land prices 
may be pushed up purposely with the aim 
of ensuring a particular nationality occupies 
that area.

4.6.9 Property Rights

Property rights are purely policy based and 
in Sri Lanka no marked development in 
property rights can be seen during the recent 
past. Insecure property rights have become 
an impediment for the efficient use of land. 
Secure property rights to land decreases credit 
constraints and increases collateral value, 
decreases the risk and fear of expropriation, 
increases access to inputs and advanced 
technology, increases transferability and 
transactions and provides incentives for 
investments.

As in other South Asian countries, Sri Lankan 
agriculture also has a considerable array of 
customary rights enjoyed by the peasants for 
years. The State also has enacted laws from 
time to time, especially to ensure tenure 
security. However, most people are not 

enjoying strong property rights owing to 
shortcomings in the legal system and 
institutional framework.

4.7 Summary and Policy Implications
Redistributive land reform in Sri Lanka has 
taken many shapes over the last century. 
While the original purpose of these stemmed 
from equity concerns, more recent 
interventions belie an inclination towards a 
greater emphasis on efficiency 
considerations. As discussed, concerns of 
both equity and efficiency are direct 
outcomes of government intervention and 
its coexistence with traditional and modern 
forms of land rights.

The majority of the problems relating to land 
have arisen from shortcomings in the present 
land regulation system. There are:
• multiple institutions with overlapping and 

ill-defined mandates have failed to manage 
the country's land resource effectively; 
and,

• government intervention has been both 
poorly orchestrated and poorly monitored 
post-implementation.

Therefore, it is of great importance to address 
the following:
• clearly define the scope of authority of each 

agency;
• ensure sufficiently strong linkages between 

the agencies involved;
• place them under a single governing and 

monitoring body; and,
• provide them with the required technical 

know-how and other incentives to perform 
their duties effectively.

Outdated legislation and institutions are in 
dire need of restructuring due to the 
insufficient flexibility incorporated into 
each, which has stunted both the institutions 
and their expected outcomes. In view of the 
fact that management of land permeates most 
governing bodies in some way or the other, 
it is important to rationalize the current
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system. An efficient and transparent 
administrative system capable of enforcing 
laws and penalties effectively is a prerequisite 
for any positive intervention in land.

So far, land use planning in the country has 
been done in an ad-hoc manner through the 
introduction of different agencies from time 
to time. The National Land Use Policy 
Planning Division has developed a national 
land use policy, and implementation of such 
a policy is an immediate necessity. Within 
this umbrella, it is critical to establish and 
maintain a Land Information System (LIS) 
which would facilitate land development 
and management. At present, many 
institutions are involved in land surveying, 
mapping and collecting data on land use and 
other issues. These are progressing at different 
paces and phases due to the lack of 
coordination between the institutions with 
the result being marginal interrelatedness. 
This restricts use of this valuable data in land 
use planning.

Apart from the necessity of improving the 
regulatory system, the furthering of property 
rights and thereby tenure security is of vital 
importance to meet the objectives of both 
equity and efficiency. In Sri Lanka, it is the 
lack of formal property rights and the rigidity 
of some formal rights in practice that has 
contributed the most towards the 
substandard development of the agriculture 
sector. Clouded property rights have been 
linked to the following:
• environmentally unsustainable methods 

of cultivation (chena cultivation);
• overexploitation of scarce resources 

(process of desertification);
• low investment; and,
• decreased household welfare.

Therefore, there is a significant need for the 
development of tenure security through the 
infusion of stronger property rights in the 

agriculture sector. While the development 
of perfectly competitive land sales markets 
can create a proper environment (in terms 
of long-term secure property rights) for 
optimal land allocation, such a system relies 
heavily on the supporting institutional 
framework. A failure of any of the other 
supportive markets, such as credit markets, 
would significantly compromise the 
effectiveness of a land sales market. Such a 
distortion would further generate inequity 
and may not lead to any noticeable efficiency 
gains, which brings forth the central policy 
recommendation of this chapter.

The development of the land sales market 
in rural areas should be put on hold until 
there is a proper analysis of the micro-finance 
needs of the rural people. Micro-finance 
institutions should then be restructured if 
needed. Efforts should also be directed to 
ensure that economic growth generates 
employment opportunities. In such an 
environment, there may be a greater 
availability of off-farm employment. This is 
undoubtedly a lengthy process and one that 
should be staged to ensure that equity 
concerns are not relegated by expected 
efficiency gains. At this juncture, cognizance 
must be taken of the fact that efficiency and 
equity considerations can be addressed 
through the furthering of tenure security 
under the umbrella of State ownership.

The intermediary development process 
should, therefore, aim specially at 
strengthening tenure security for the smooth 
functioning of rental markets. By creating 
the context of long-term tenure security, 
particularly through long-term leases of State 
owned land, the right incentives will be 
created to encourage investment in land and 
adoption of modern technology. Since the 
improvement of both efficiency and equity 
is possible through the functioning of rental 
markets, the utilization of this avenue of 
strengthening property rights must be 
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prioritized over the current orthodoxy of 
furthering land sales markets. To fully realize 
the benefits that can accrue from rental 
markets, the State needs to ensure that tenure 
security is high enough to facilitate long
term rental contracts. This can be achieved 
through the issuance of written land use 
contracts, thereby giving tenure security to 
the land holder, in combination with the 
removal of specific restrictions governing 
rental markets such as the laying down of 
input and output share percentages, etc. By 
removing distortions in the rental markets 
at the time of granting secure tenure but not 
freehold titles, the development of the 
agricultural ladder will also be initiated, 
which has been seen to play a significant 
role in poverty reduction across the globe.

Apart from these core development 
requirements, that of better governing 
institutions and better tenure security, there 
are also many other areas that need to be 
given sufficient attention.
• An issue that needs immediate attention 

is that of fragmentation which has 
worsened considerably during the last 
two decades. Insufficient monitoring of 
the situation as well as poor enforcement 
of the relevant legislation has 
compounded the problem. Having 
resulted in large tracts of paddy land 
being unutilized in the wet zone, the 
seriousness of this issue is only now 
coming to light. In such cases, the 
solution may be best sought through the 
encouragement of the leasing out of 
these fragments, thereby consolidating 
the land without actually transferring 
ownership. The sale of fragmented land 
will be the most suitable option in the 
future. However, at this time such 
measures must not be encouraged since 
the mechanisms to further prevent 
fragmentation are not in place and, 
therefore, could simply worsen inequity 
if fragments were sold at times of 
distress.

• With regard to the more recent 
phenomenon of land being purchased 
by foreigners, there is an urgent need 
fora serious evaluation of the situation. 
Such purchases are currently 
concentrated in coastal areas (potentially 
having future environmental impacts) 
but could also spread to urban areas 
which could lead to further escalation 
of prices which are already very high. 
Both scenarios raise various problems 
related to equity through the 
marginalization of those unable to 
compete with the prices offered by 
foreigners.

• Strict enforcement of the zoning 
regulation introduced by the UDA is 
important for the prevention of further 
misuse of land. Policies should 
accommodate the easy transfer of 
marginally productive agriculture land 
to urban and suburban uses. New areas 
with the potential for immediate 
development to accommodate the 
growing demand for urban land should 
be identified through a systematic study. 
In this regard, special emphasis should 
be placed on the encouragement of 
vertical expansion (i.e., multi-storey 
buildings). With the escalation of prices 
of land in urban areas, there should be 
the adoption of planned urban expansion 
instead of the current unplanned and 
unchecked growth.

• Environmental concerns must also be 
placed on par with development ones 
so as to move towards the achievement 
of sustainable development. All land 
use practices which lead to degradation 
of land should be immediately 
countered and incentive created for the 
abandonment of such uses. The coastal 
belt of the country should be protected 
and areas likely to be threatened should 
be kept out of commercial activities. 
Human interference should be prohibited 
in environmentally sensitive areas such 
as low lying areas important in storm 
water control, coastal natural habitats 
and natural features of exceptional value,
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areas of natural beauty, streams, road 
and rail road reservations, natural and 
manmade water courses and water 
bodies.
Private sector investment and 
participation in land development 
should be encouraged by measures such 
as long term lease of land in economic 

units with adequate social and 
environmental safeguards.
Encouraging the participation of local 
communities and beneficiaries in any 
land use planning process should also 
play a vital role. This will increase their 
commitment, thereby improving the 
possibility of achieving equitable, 
efficient and sustainable outcomes.
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5. National Education Policy: A Review

5.1 Introduction

The delivery of education at all levels within 
a society takes place in the context of 
continuing changes that keep occurring in 
that society and its economy. Sri Lanka has 
not been an exception to this normative rule. 
Thus, policies and strategies concerning 
education in Sri Lanka need continuous 
review and modification to match the 
changing demands in its environment. This 
process becomes a responsibility of the 
government - given the reality that the 
government has, particularly in the past four 
decades, assumed an almost total 
responsibility for the delivery of education 
at all levels. These include the primary, 
secondary and tertiary levels.1

The available evidence does not reveal that 
any consistent exercise was undertaken 
during the past four decades: either to 
conduct a comprehensive review or to arrive 
at an internally consistent agenda for change 
and modification. While it is true that there 
have been ad hoc attempts at reform on 
specific issues, most such attempts have 
been reactive to individual crises, focusing 
on a particular aspect of the delivery of one 
or other of the levels of education. More 
often than not, the implementation of even 
these limited reforms has, after some initial 
enthusiasm, tended to lose momentum. It 
has also not been uncommon for individual 
changes and reforms to have had negative 
consequences that were not foreseen at the 

time of their introduction. This has been 
due mainly to the absence of analysis of 
likely horizontal and vertical linkages at the 
time of their formulation. In addition, it may 
also have been the result of rapid and 
unforeseen changes in the delivery 
environment.

The reappraisal and modification that is 
required extends to all aspects of the delivery 
of education at the three levels. Primarily, 
these include the content of education, 
modes of its delivery, management of such 
delivery, enhancing the level of equity of 
access to all, and approach to its financing. 
Each of these has relevance in any 
reappraisal exercise. It is, therefore, 
counterproductive to treat them in isolation 
at different times in distinct exercises. They 
need to be addressed at each exercise, 
irrespective of the specific issue that triggered 
the particular exercise. In short, each exercise 
at reappraisal needs to be comprehensive, 
in that every aspect is appraised in relation 
to the others, yielding agendas of 
modifications that are internally consistent.

A second issue related to policy reform is 
that of effective implementation. Given the 
character of the education management 
system that exists at present,2 it is inevitable 
that unless detailed monitoring of 
implementation and assessment of impact 
are clearly laid down and are adhered to,

There has been a recent surge in private provision of education at all three levels mentioned. The scope of this paper is limited to the issues 
concerning public provision of education.

The current education management system starts at the level of the Ministry of Education, extending in the case of primary and secondary 

eve Lk rou^h ministries at the level of the Provinces, District, Zonal and individual school levels. In the case of tertiary education, it extends 
rou&1 fr* University Grants Commission to the Universities and through the Tertiary Vocational Education Commission (and its counterparts) 

to individual institutions.
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slippages in implementation will occur. 
This has not been a strong point in past 
reform efforts. Thus, processes and 
institutions that support reforms need to be 
set up. It is within the context set out in the 
above discussion that the chapter assesses 
several aspects of education that need to be 
addressed in any future reform agenda.

5.2 Content of Education
It is the content of education provided at 
the secondary and tertiary levels that impacts 
directly on the ability of the products of 
these two levels to effectively respond to 
the demands of the economy and 
employment market. Nevertheless, given 
that primary education provides the 
participants of the secondary level the 
content, the process of formation at this level 
also becomes important v/s-d-v/s the 
economy and its employment market.

It is quite clear that, at present, there is a 
serious gap between the demands for skills 
and aptitudes of the economy and its 
employment market and those that are 
acquired by students passing through 
educational institutions at different levels. 
This mismatch has two negative outcomes. 
The first is that considerable numbers of 
students who exit the educational system 
at these levels remain unemployed and 
under-employed. This has resulted in the 
emergence of increasing social 
dissatisfaction, leading to heightened levels 
of social instability. The second is the 
inadequacy of a workforce with the aptitudes 
and skills that are in demand. This keeps 
prospective investors, both domestic and 
foreign, particularly in production and 
service activities in modern sectors3 from 
making investments that would contribute 
to the growth of the country's economy. 1

The policy-making bodies in education are 
yet to recognize the need to be responsive 
to the demands of the economy through the 
provision of skills, competencies and 
attitudes. If this is not recognized, not only 
will economic modernization and 
development be retarded, there would also 
be increasing pockets of unemployed on 
whose irrelevant education considerable 
volumes of scarce public financial resources 
would have been invested. This lack of 
recognition stems from two reasons. One is 
the failure to recognize the nature of the 
nexus that has come into being between the 
economy and the education sector. Policy 
makers in the education sector continue to 
view the sector as having its own unique 
existence without a direct relationship with 
what happens outside. A second reason is 
the failure on their part to recognize that Sri 
Lanka exists within an increasingly 
competitive global economy with each of 
its constituents waiting to take advantage of 
openings that arise.

Thus, the starting point for reforming of 
education must be the issue of the relevance 
of the content of education - at all its levels 
- to the changing demands of the economy. 
In doing so, reformers must recognize that 
the demands of the economy continue to 
change more frequently than in the past in 
line with changes in the global economy. 
Thus, future structures and processes must 
provide for a continuing review of the 
content of education at all levels in relation 
to the demands of the economy. This means 
introducing changes as required, and 
backstopping necessary content changes with 
changes in teacher resources, facilities and 
finances.

5.3 Instruments of Delivery
Changes in content can only be delivered 
with concurrent changes in instruments of

1 These would include the services, manufacturing, and modernized agriculture sectors.
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delivery. The changes relate both to the 
human resources that serve as direct 
instruments of delivery as well as to the 
physical infrastructure and facilities that 
underpin such delivery.

Teachers - whether at primary, secondary 
or tertiary levels - constitute the most critical 
of these instruments of delivery. This, 
however, is perhaps one instrument that has 
yet to receive appropriate attention. This is 
seen by the fact that only 50,775 of the 
191,322 teachers in public sector primary 
and secondary schools possess a degree from 
a university and another 114,180 have 
undergone training in a College of Education 
or an equivalent. This constitutes 85 per 
cent of the total number of teachers. Whilst 
this represents an increase over time, a gap 
of 1 5 per cent is considerable.4

While the information and knowledge base 
of teachers at their time of entry into the 
profession is critical, of equal importance 
is the continued upgrading of such 
knowledge as well as enhancement of their 
aptitude forteaching. This is relevant at all 
three levels of the education system and 
requires that all those who are engaged in 
teaching be appropriately trained for the 
purpose and should be encouraged to 
upgrade their knowledge base. The available 
evidence does not point to adequate 
measures being in place for continued 
upgrading of teaching skills subsequent to 
induction. This is an area where future 
reform exercises should lay heavier stress.

Equally important are changes required to 
provide facilities to match demands in regard 
to the content of knowledge, information 
and skills, which constitute the continuing 

changes in the content of education. These 
include the upgrading of library facilities, 
laboratory facilities as well as information 
technology (IT) facilities. These, whilst 
being generally recognized as being 
necessary, receive a low priority when 
allocating expenditure resources of the 
government. For the most part, the provision 
of such facilities is set aside until support 
from external sources such as donors become 
available.

5.4 Management of Delivery
The structures that underpin delivery are the 
actual institutions that provide the interface 
between the recipients of education and 
those who undertake the delivery. In the case 
of primary and secondary education these 
would be the schools. In the case of tertiary 
education they would be the universities, 
technical and similar institutions.

The experience to date points clearly to the 
fact that the level of autonomy available to 
such institutions is a key determinant of their 
effectiveness in delivery in a context of rapid 
change. Their ability to respond to the 
changing needs of the student population, 
arising from changes in the demand 
environment, depends on the degree to 
which the individual institutions can bring 
about changes to their structures, systems 
and processes as well as to the utilization 
of their financial5 and human resources. 
Previous reform episodes have tended to 
avoid addressing this issue with the outcome 
that changes in curriculum content, in the 
retooling of teachers, in the provision of 
infrastructure, and in the redeployment of 
resources that have accompanied such 
reforms, have failed to achieve the intended 
results.

The reality concerning this current gap is seen to be even more serious in that it is the urban schools and schools in the metropolitan districts 
that are able to attract the majority of the graduate and trained teachers while schools in remote locations fail to do so.
This applies to both investment (capital) resources as well as recurrent expenditure resources.
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The conferring of management autonomy to 
the delivery institutions goes against the 
grain of bureaucratic structures that have 
developed in the education sector over the 
years. These bureaucratic structures have 
gained even greater strength through their 
changeover to becoming instruments of 
political partisanship and repositories of 
personal advancement. Thus, attempting 
changes to them provokes high resistance. 
The chain of command that has grown from 
the ministry to the level of the school, the 
establishment of institutions such as the 
University Grants Commission (UGC) and 
a range of 'authorities' and 'commissions' 
that exercise oversight over technical 
institutes, have all evolved as impediments 
to permitting any genuine autonomy to the 
delivery institutions. Any future reform 
exercise, if it were to be successful, would 
need to address this major problem.

A future reform exercise would also need to 
address the issue of redefining the role of 
the ministry charged with responsibility for 
education. Two key changes would be 
necessary in any future reform exercise. One 
would be to limit its mandate to policy 
issues related to education at its different 
levels and their management. A second 
would be to focus its attention directly on 
the formulation of education policies and 
the monitoring and evaluation of their 
implementation and impact.6 The latter also 
would involve the rationalization of the 
structures and staffing of the ministry. It then 
follows that the relationships between the 
ministry and ministries and related 
institutions at the level of the Provincial 
governments should be redefined. Currently 
the relationships are ill defined and, as they 
have evolved, run contrary to the spirit of 
the Thirteenth Amendment to the 
Constitution that provided the base for a 
devolved political system.

5.5 Equity of Access
The wide disparities that exist in regard to 
the quality of education - both at the primary 
and secondary levels - that could be accessed 
by students in the more developed areas of 
the country and the remoter areas are well 
known. The existence of these disparities is 
also a major cause of social unrest. The 
reason for such social unrest is that the 
quality of primary and secondary education 
constitutes a key determinant of access to 
preferred employment, as well as to tertiary 
education in fields that lead to such 
preferred employment.

It is clear that the origin of the disparities 
lies in the historical inequalities that existed 
in the initial decades. There has been no 
serious and consistent programme dedicated 
to the identification of causes and the 
progressive removal of such historical 
disparities. The incremental approach to 
funding that is based on previous allocations 
merely served to perpetuate the differences. 
A second reason for the continued existence 
of disparities is the inability of schools in 
remote areas to attract teachers of experience 
and quality. The prevalent system of 
appointment of teachers to a transferable 
pool instead of to specific schools has led 
to the practice of the more experienced of 
them gravitating to schools in areas with 
better facilities. Thus, a comprehensive 
review of the current systems of recruitment 
and deployment of teachers should figure 
in the next reform exercise.

A third area to be reviewed is that of the 
use of investment resources made available 
for the modernization of school facilities 
and equipment. It is important that the 
Ministry of Education prepares a 
comprehensive status report of facilities that 
are available to individual schools and to

6 This implies that the ministry should not be involved in micro management of any educational institution whether designated as 'national 
schools', 'universities' or 'technical institutes'.
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formulate a time-phased programme for 
upgrading such facilities, starting with those 
that are most deprived. Such a programme 
should be available to different deprived 
areas and be tabled in Parliament and in 
the Provincial Councils. Periodic reports of 
progress in the redressing of deprivations 
should also be similarly tabled, providing 
the public with direct information.

5.6 Approaches to Financing
5.6.1 Adequacy of Funds
Historically, public expenditure on primary 
and secondary education in Sri Lanka has 
focused on financing inputs to the supply 
of education. These inputs comprise both 
investment inputs (such as expenditure on 
buildings, furniture, equipment, etc.) as well 
as recurrent inputs (such as expenditure on 
teachers and other staff, consumable 
supplies, provision of school uniforms, 
meals and text books). Over the years, 
expenditure on both investment resources 
and recurrent inputs were borne almost 
entirely by the government at its different 
levels.

Given the above context, it is evident that 
the impact and quality of the outcomes of 
primary and secondary education is directly 
related to the available amount of public 
expenditure overtime, the purposes of such 
expenditure, as well as its spatial 
distribution across the country. In 2002, Sri 
Lanka spent Rs. 44,568 million of public 
funds on the provision of education.7 This 
represents 2.4 percent of GDP and 9.2 per 
cent of total government expenditure. 
Expenditure on education over the past 
decade has fluctuated around 3 per cent of 
GDP amounting to less than the average for 
Asia (3.5 per cent of GDP). The amount 
spent on education as a percent of the 

government budget also remains low 
compared to other Asian countries (14 per 
cent of GDP) and for developing countries 
(1 5 per cent of GDP). Even more alarmingly, 
the education share of government 
expenditure has come down from an average 
of 1 0 per cent in the 1 990s to about 8 per 
cent at present.

While funds available for education 
expenditure has remained low and declining 
over the years, the need for educational 
resources has increased over time. Almost 
all proposed reforms in upgrading the 
content of education, improving the quality 
of modes of delivery, and enhancing the 
equity of education requires substantial 
levels of continual additional funds. 
Availability of funds at present is grossly 
inadequate to finance the needs of the sector: 
about 75 per cent of recurrent expenditure 
available for education is spent on teachers' 
salaries. Welfare items, such as school 
textbooks, uniforms and school meals also 
account for a major share of the educational 
expenditure, leaving less than 5 per cent of 
recurrent expenditure for educational inputs 
that enhance the quality of education (such 
as teaching, laboratory, and library 
materials).

5.6.2 Distribution of Funds
A serious impediment to the rationalization 
of the provision of financial support for 
education is the continued practice of 
funding inputs for the delivery of education 
through allocations from the annual budget 
of the government. This practice has led to 
several negative fallouts.

• The provision of funding for each year 
has taken the easy road of following 
historical trends rather than making the

This includes foreign aid on education which accounted for about 30 per cent of public expenditure on education.
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more difficult process of critically 
evaluating the changing requirements for 
the delivery of quality and service as 
required each year.

• The funds so provided are earmarked for 
pre-set items of expenditure making it 
impossible for the management of the 
delivery institutions to flexibly use the 
financial resources for new priority 
needs which then go unfulfilled.

• Being based on historical precedents, 
the annual allocations invariably tend 
to fall short of the actual requirements.

5.6.3 Policy Implications
Given the shortcomings identified above, it 
is important that the next reform exercise 
address the following critical issues in order 
to achieve a more rational provision of 
public financial resources for education.

• Action should be taken to develop 
schedules of 'unit costs' for the 
provision of education at each of the 
three levels. In the case of primary and 
secondary levels, the significant 
difference in costs  as amongst different 
Provinces, Districts and Divisions 
should be built into the computation 
of 'unit costs'. In the case of the tertiary 
level, the unit costs of different courses 
of study should be computed separately.

8

• The computation of unit costs should 
be a regular periodic exercise carried out 
at intervals of every three years.

• The delivery institutions - schools, 
universities and technical institutes - 
should be provided with financial 
resources for each year based on these 
unit costs.

• The delivery institutions should treat the 
total amount of unit costs received by 
them each year as a common pool that 
could be used on a flexible basis. In 
the interests of transparency, each 
institution should be required to submit 
itself to financial and management 
audits. The results of such audits should 
then be made available to the source of 
funding, the local governance 
institutions of the area as well as to the 
general public of the area.

• Misuse of funds by the management of 
the institutions should draw heavy 
penalties, both as civil offences as well 
as criminal offences.

The programme of reforms suggested above 
should be regarded as a first step towards 
identifying and allocating the resource needs 
of individual institutions.9

After the new system of basing financial 
resource provision has become fully 
operational, it would be timely to consider 
the best means of financing the resource gaps 
of the sector. As noted earlier, thus far, the 
main means of education finance has been 
the government. In view of the declining 
trends in government expenditure on 
education in the past and the increasing 
demands on government funds from other 
sectors, it is unlikely that public expenditure 
on education will increase substantially in 
the near future. At the same time, rapid 
changes in technology are increasing the 
resource demands of the education sector. 
In view of these realities it is vital to explore 
the possibility of other sources of education 
finance in order to up-keep the quantity and

8 For example, the costs of attracting qualified teachers to areas that are deprived of basic infrastructure facilities would result in cost differences.

9 Recent amendments to the procedures involved in the procurement and delivery of educational quality inputs to schools are a step towards 
improving the availability of quality inputs at the school levels, based on actual need rather than on historical allocation of resources. 
However, these amendments account for less than 1 per cent of recurrent expenditure. There needs to be complementary improvements 
in the provision of other educational inputs - such as qualified teachers and capital infrastructure - for these revisions to be effective in 

improving the quality of education.
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quality of public education provided in the 
country.

Experience from other sectors and other 
countries show that well thought out fund 
raising projects are able to tap resources 
from community-based organizations, the 
private sector and individual sponsors for 
socially beneficial causes such as education. 
Moreover, schools could also be given the 
authority to engage in fund raising activities, 
for financing specific educational inputs, 
such as libraries and computer laboratories. 
Lastly, students themselves can be made to 
contribute towards their education, based 
on ability. Priority in the investment of 
government funds should be on levels and 
areas of education that yield the greatest 
positive externalities to society - such as 
primary education - and on institutions that 
are less able to generate their own funds for 
various socio-economic reasons. However, 
it is recognized that rationalizing education 
finance as suggested should happen in the 
medium to longer-term, and be planned 
after careful study and extensive public 
mobilization.

5.7 Formulation and Implementation of 
Reform Agendas
An urgent need exists in the education sector 
for a comprehensive reform exercise that has 
been lacking for over five decades. There 
have, no doubt, been periodic episodes 
where suggestions have been made and 
accepted as general recommendations. What 

has been lacking are agendas for effective 
implementation. It has been a common 
experience for proposals to be accepted and 
announced with much fanfare, and, 
thereafter, to remain unimplemented or 
forgotten after a time.

A major reason for this state of affairs is the 
degree of vested interests that exist at all 
levels and institutions in the on-going 
education delivery system that view any 
reform exercise in terms of the impact on 
their conveniences, privileges and benefits.

The teachers have their own interests; the 
bureaucracy, at the different levels, has its 
own interests; not to be outdone, 
politicians, as could be expected, have their 
own interests. What is common to all these 
group interests is their aversion to changes 
in the existing systems, structures and 
processes that would affect the benefits and 
privileges that they currently enjoy. Reforms, 
or suggestions for reforms, evoke heavy 
resistance — more often than not linked to 
emotive factors. Given the unity that the 
different groups of vested interests have been 
able to forge in offering such resistance, and 
given the large numbers that would be 
involved in such resistance, it is, perhaps, 
no surprise that policy makers tend to shy 
away from reforms and changes. Unless 
policy makers overcome this fear of possible 
resistance, the education sector will 
continue to remain in its current malaise.

64



6. Social Security Benefit Schemes in Sri Lanka

6.1 Introduction

According to the International Labour 
Organization (ILO), the principle, practice 
or programme of public provision (through 
social insurance or assistance) for the 
economic security and social welfare of an 
individual or family is referred to as social 
security in a broad sense. Conceptually, 
social security comes in various forms: old- 
age benefit schemes, survivor benefit 
schemes, workmen's compensation, sickness 
and health benefits, family benefits and other 
forms of social assistance benefits. An 
assessment of social security needs requires 
an examination of the current status of 
population coverage with reference to social 
security, including adequacy of benefits, 
identification of key gaps and barriers to 
extend coverage. This chapter will address 
such issues in relation to pension schemes 
in Sri Lanka.

6.2 Social Security: The Sri Lankan 
Context
Access to an adequate source of income in 
retirement and old age has been recognized 
as having significant implications for future 
levels of income and standards of living in 
Sri Lanka. In the coming decades, an 
increasing proportion of the population will 
be aged over 70 years of which the most 
part will be women who will have outlived 
their spouses. An important feature unique 
to Sri Lanka is the rapidity of the anticipated 
ageing process. The proportion of the aged 
who are 60 years and over is expected to 
double from the present 10 per cent to 20 
percent by 2020 and it will rise further to a 
staggering 30 per cent by 2040. This rapid 
rate of increase would represent the fastest 

pace of ageing ever experienced in the world. 
Such developments will undoubtedly add 
greater urgency to the debate on social 
security provision and priorities for 
government intervention.

Despite more than a century of gradual 
incremental expansion, the country has only 
been able to ensure 18 per cent coverage of 
the national population, or 28 per cent of 
its working-age population, in one or other 
formal old age income security schemes. The 
rest of the working age population 
(predominately informal sector workers and 
those outside the labour force) is not covered 
by any formal retirement savings schemes. 
Most of these schemes will not provide 
sufficient benefits to keep their members out 
of poverty. There is currently no universal 
State pension available to the elderly in Sri 
Lanka.

Traditional social practices of supporting the 
elderly through extended family system have 
played a significant role in looking after the 
elderly. Even at present, most of the elderly 
people are looked after through such 
traditional systems. Thus, the relatively 
limited proportion of population covered 
through income security schemes does not 
necessarily imply that the rest of the 
population is left to be destitute. They do 
have some form of old age security from 
family or from society. Nevertheless, in the 
light of rapid ageing and the emerging nuclear 
family context, this traditional family care 
for the elderly may not function in the future. 
That makes the necessity of looking for 
alternative measures - possibly through the
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establishment of formal income security 
arrangements to make the elderly self 
sufficient - a key policy priority.

6.2.1 Origin and Development of 
Policies
Sri Lanka has a creditable record in expanding 
availability and access to social security for 
its people. Most Sri Lankans generally do 
have security in the areas of food and 
nutrition, health and housing. In the area of 
health, recent findings confirm that Sri 
Lanka's tax-funded health care system 
already provides a high degree of risk 
protection at a level substantially better than 
most comparable Asian developing 
countries. Of the various dimensions of 
social security coverage, the largest gaps 
remain in unemployment insurance and old 
age income security.

The formal pension system in Sri Lanka has 
its origin in the colonial government 
formulated Pension Minute in 1901. This 
became law under the Public and Judicial 
Officers Ordinance No. 2 of 1947 by which 
Sri Lanka adopted the first non-contributory 
pension scheme for public sector employees. 
The Public Sector Pension Scheme (PSPS) 
operates for permanent employees in the 
public sector on a mandatory basis. The 
benefits of the scheme are calculated on the 
final salary and on the years of service. The 
Widow's and Orphan's Pension Scheme 
(W&OP), supplementary to the PSPS, 
provides social security for the spouse and 
children of the employee.

The PSPS was closed to new entrants in 2002 
and a contributory pension scheme has been 
introduced instead, in line with government 
policy to reduce government expenditure. 
This is an extension of the original or existing 
PSPS with some revisions in the provision 
of benefits and newly introduced 
contributory mechanism. Entitlement to the 
new scheme is almost the same as the 
66 

existing PSPS. For example, the employee 
should contribute to the pension scheme for 
a minimum period of 10 years if s/he is a 
public officer or a provincial public officer, 
who joined the public service after 1st January 
2002. The payment of pension again depends 
on the period of contribution to the pension 
scheme. It is still too early to comment on 
the coverage and government expenditure on 
this new scheme.

The Public Service Provident Fund (PSPF) is 
a mandatory contributory provident fund 
which covers public sector employees who 
are not enrolled in the PSPS. The PSPF was 
established in 1 942 under the provisions of 
the Public Service Provident Fund Act No. 
18. Provisions of the scheme were only 
extended to monthly paid non-pensionable 
public sector workers till the end of year 
2002. From V'January 2003, the coverage 
has also been extended to daily paid public 
sector workers. Currently, the total number 
of PSPF accounts exceeds 1 25,000, but the 
number of active accounts is only about 
60,000.

In 1958, with the introduction of the 
Employees' Provident Fund (EPF), Sri Lanka 
began another mandated provident fund for 
private sector employees while the 
Employees' Trust Fund (ETF), which is also 
a provident fund, was introduced in 1981. 
It is mandatory for all formal employments 
other than those in government, local 
government and local authorities. Thus, the 
EPF benefits workers in the formal private 
sector and public corporations. Allowance 
is made for private sector firms listed in 
the stock exchange and government 
corporations to manage their own provident 
fund schemes if they so wish. The EPF which 
has a coverage of almost one-third of the 
total labour force is currently the largest old 
age income security arrangement in Sri 
Lanka. In 2002, there were 9.3 million 
estimated accounts of which only 1.98
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million were active. The Central Bank of 
Sri Lanka (CBSL) being the principal 
custodian and investment manager of the 
EPF on behalf of the government, a 
substantial proportion of the EPF (95 per 
cent) has been invested in government paper 
(possibly with a long-term rate of return 
below market rates).

The Approved Provident Funds (APFs) are 
funds set up in specific firms and are 
confined to the employees of that particular 
institution. The rules pertaining to APFs are 
specific to those institutions and may offer 
members more flexibility than the EPF in 
saving and withdrawing benefits. The APFs 
set up by certain employers with the 
approval of the Commissioner of Labour are 
permitted to opt-out and run their own 
schemes. There are currently about 200 APFs 
set up in different firms and institutions, 
though some are not functioning. The 
minimum contribution to the scheme (both 
employer and employee) is equivalent to 
that of the EPF and there is a flexibility to 
use different contribution rates greater than 
that of the EPF. The average APFs account 
balances were higher than the average EPF 
balance, reflecting higher average income 
and contributions of APF members.

The involvement of the Sri Lankan 
government in pension provision has further 
expanded recently to the informal sector with 
the establishment of the Farmers', Fishermen' 
and Self-Employed pension schemes. The 
Farmers' Pensions Scheme is a voluntary 
scheme run by the Agriculture and Agrarian 
Insurance Board (AAIB) of Sri Lanka. By 
2002, total enrolment to the scheme 
amounted to over 657,000 members. The 
scheme targets farmers who are Sri Lankan 
citizens, both male and female, and whose 
main source of subsistence is agriculture. 
There are certain limitations on the target 
group: cultivable land owned by a farmer or 
by his/her family should not exceed 10 acres 

in extent; lands cultivated, including those 
cultivated by the spouse (both highland and 
paddy land) does not exceed 10 acres; 
farmers who cultivate tea, rubber and 
coconut should not own more than 2 acres 
of cultivated land; in the case of a mixed 
crop cultivator, s/he should be an owner of 
less than 3 acres of cultivated land; and, 
only those between ages of 18 and 59 years 
are eligible. Nobody is eligible, even if the 
above criteria are met, if s/he is already a 
contributor of any of the existing formal 
income security schemes.

The Fishermen's Pension Scheme is also 
voluntary and run by the AAIB with similar 
rules and criteria as that of the Farmers' 
Pension Scheme. The scheme is open for all 
fishermen between the ages of 18 and 59 
years, regardless of gender. This applies for 
all fishermen who do fishing or fish farming 
in the sea, lagoon or inland waters. Being a 
member of another formal scheme 
disqualifies eligibility to join the scheme. 
The scheme has enrolled about 48,000 
members, of whom less than 40,000 are 
active members. A 10-30 per cent default 
rate is also applicable to this scheme as with 
the Farmers' Pension Scheme. The Self- 
employed Persons Pension Scheme is run by 
the Social Security Board of Sri Lanka. This 
is also a voluntary scheme whereby only 
certain categories of workers are deemed 
eligible to join with an age limit of between 
18 and 59 years. Current enrolment is around 
75,000 members, but less than 60,000 are 
considered to be active contributors to the 
scheme.

In addition to these formal and informal old- 
age income security provisions, there are 
some other arrangements to strengthen social 
security in the country, one of which is 
survivor benefit schemes designed for 
widows and orphans. There are also some 
family benefit schemes that are mainly 
intended to provide tools for poverty
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alleviation and social security. The 
'Janasaviya' and 'Samurdhi' programmes 
have mostly focused on this aspect. Some 
attempts have been made by private sector 
providers too to contribute to social security 
provision in the country. They appear mainly 
in the form of long-term savings or insurance 
schemes with a given maturity period. By 
design, these schemes are voluntary. 
Examples of such schemes include the 
'Silverline' long-term investment plan 
introduced by the Hatton National Bank and 
the 'Yashtiya' pension insurance policy put 
up by the Sri Lanka Insurance Corporation. 
Under the 'Silverline' scheme, for example, 
a customer is expected to make regular 
deposits for a continuous period of 7 years 
or deposit a lump sum, after which s/he will 
be entitled to a regular income or opt for a 
lump sum at the end of the maturity period. 
Regular deposits can be made in multiples 
of Rs. 100 with a minimum monthly deposit 
of Rs. 1000. A criticism against the scheme 
is that such a monthly amount would be 
beyond the reach of many.

Such private sector contributory schemes are 
designed for profit and, therefore, cannot be 
expected to generously provide social 

security in case the customer fails to continue 
contributions until maturity. On the other 
hand, Sri Lanka still does not have developed 
banking habits and a level of per capita 
income that will encourage investment on 
long-term income security. The usefulness 
of such schemes is, therefore, somewhat 
limited. However, the potential role of the 
private sector in social security provision 
should not be underestimated. There is little 
likelihood that the government can provide 
old age income security for the entire old 
age population in view of the increasing need 
for social security. The majority may have 
to depend on self-financing and privately 
managed schemes. Thus, private sector 
participation is vital and should indeed be 
promoted.

6.3 Income Profile of the Elderly in Sri 
Lanka
As evident from Figure 6.1, income from 
employment declines with ageing of the 
individual. For men, employment income 
remains a significantly large share of total 
income, while for women it accounts for a 
lesser share. For example, the share of 
income from employment to total income 
of women in the 60-64 age group is 23 per

Figure 6.1
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Source: Central Bank of Sri Lanka, Consumer Finance Survey 1996/97.

Figure 6.2
Sources of Income (75-79 Age)

cent compared with a 50 per cent share for 
men. The share of income from employment 
of women in the 80-99 age group represents 
only about one-tenth of that of men. This 
implies that employment income provides 
a better source of income security for elderly 
men than it does for women. The rest of the 
income comes from transfers including 
pensions.

Figure 6.2 shows various income sources of 
men and women in the 75-79 age group. 
The data indicate the inadequacy of current 
income security coverage for the elderly and 
confirms gender bias in coverage: the data 
suggest that income from old age income 
security arrangements only accounts for 16 
per cent for men and 36 per cent for women. 
It must be noted that while these systems 
do not comprehensively cover the entire 
population, they provide higher coverage 
compared to that of comparable South Asian 
countries such as India and Bangladesh.

6.4 Evaluation of Current Schemes
6.4.1 Coverage of Existing Schemes
The eligibility for all the schemes, formal 
and informal, is by definition employment 

based, which excludes those outside the 
labour force. Seventy-two per cent of the 
working age population is not covered by 
any of the formal income security schemes 
and they can be categorized into three groups 
as follows:

i) those who are eligible but do not 
participate due to evasion and weak 
enforcement, lack of knowledge or 
interest, or lack of ability to pay;

ii) those who do work for remuneration 
but are not eligible to join as no proper 
social security scheme is developed 
(e.g., migrant workers); and,

i i i) those who do not have cash incomes 
by any means (e.g., house-workers 
who are engaged in non-remunerative 
productive activities, family workers 
engaged in non-paying employment, 
or the unemployed).

Of those covered, a large proportion is 
located in the top two quintiles of Sri Lanka's 
income distribution, suggesting that Sri 
Lanka's retirement system has so far failed 
to meet the needs of the poor. Over 5 
million people are not eligible for any of 
the existing schemes at all. They consist of 
2.8 million house workers, 1.0 million
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Figure 6.3
Population Coverage of the Country

Source: Rannan-Eliya, R., et al., "Diagnostic Report on Social Security Situation in Sri Lanka", 
IPS and ILO (forthcoming).

migrant workers, 0.5 million students and 
0.7-1.0 million of working age who are either 
unemployed or unpaid workers.

Employees' Provident Fund (EPF): The EPF 
covers the employee workforce in both the 
public (corporations) and private sectors. It 
has reached at least 65 per cent of its targeted 
population. The remaining workforce that 
is eligible but not covered likely consists of 
irregular or casual workers (often employers 
have been able to evade enrolment of these 
casual or irregular employees). However, 
there is no reliable estimate of the extent to 
which the evasion and non-payment of 
contributions occurs. Even though evasion 
is explicit, there is no national survey which 
adequately covers this aspect. Of those who 
are covered, only 30 per cent are women 
confirming the gender bias in social security 
provisions in Sri Lanka.

Public Service Pension Scheme (PSPS): The 
PSPS currently covers nearly 800,000 public 
servants and 120,000 retired persons. The 
coverage of those eligible is 100 per cent as 
it is a mandatory condition of public 

service. The coverage is equivalent to 10.7 
per cent of the labour force. Of those who 
are covered, 64 per cent are male.

Farmers' and Fishermen's Pension Schemes: 
The Farmers' pension scheme has enrolled 
over 675,000 members of which nearly 
500,000 can be considered as active 
contributors as there is a significant default 
rate of 10-30 per cent. An analysis of labour 
force data suggests it covers 65 per cent of 
the eligible farming population. Of those 
enrolled, only 33 per cent were women 
reflecting to some extent the gender 
composition of the farming population. 
Approximately 48,000 members were 
enrolled in the Fishermen's pension scheme 
by 2002. This represented 79 per cent 
coverage in the fishermen community of 
61,000. This indicates a better coverage 
compared to the Farmers' pension scheme.

Self-employed Persons Pension Scheme: Out 
of an estimated 2 million self-employed 
population, the scheme has enrolled 64,319 
people as of the mid-2002. Fifty per cent of 
this population was working in the
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community, social and personal services 
sectors. Another 20-22 per cent was from 
the trade and commerce sector. Only a 
relatively small share of those enrolled was 
working in agricultural/fishing, transport, 
building and construction, and 
manufacturing sectors. Analysis of labour 
force data shows that 12.1 per cent of the 
self-employed workforce is aged over 59 
years. This implies that there is a significant 
share of the self-employed population who 
might have become contributors to the 
scheme but were not eligible by reason of 
age. Even though the male participation in 
the national self-employed work force 
accounts for 83 per cent, the gender division 
of the enrollees in the scheme is almost 
equally balanced. The geographical coverage 
is seen to be skewed towards more developed 
regions and the relative coverage is much 
higher in Western and Central Provinces. The 
data also indicate a coverage rate of 9.2 per 
cent of those who are eligible to contribute 
to the scheme.

It is estimated that Sri Lanka's working age 
population is around 12 million, excluding 

the Northern and the Eastern Provinces. 
Nearly a half of the working age population 
is not eligible for any type of formal old age 
income security schemes. Of those who are 
eligible, 3.5 million had enrolled, 
representing a coverage of 36 per cent of the 
working age population. The effective 
coverage would be even less given the higher 
default rates among those enrolled in all 
schemes. Therefore, only approximately 2.8- 
3.0 million of those enrolled are actively 
contributing to any one of the schemes.

Given the employment based nature of old 
age income security schemes, a large 
proportion of those without coverage are 
likely to be outside the labour force. An 
analysis of labour force data shows that about 
90 per cent of those not eligible were outside 
the labour force and that the vast majority 
of those were housewives or regular house 
workers. Non-enrolment is probably due to 
relative income status of the workers. A large 
proportion of this category was identified to 
be farmers and private sector workers. 
Farming incomes are not stable and subject 
to huge variations relative to other

Source: Derived from data available from the Department of Census and Statistics (2000), Labour Force 
Survey.
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Figure 6.5
EPF (Hypothesized) Monthly Annuity and Poverty Line

Source: EPF Annual Accounts (2002/03) and Department of Census and Statistics.

occupations. The reason for high non
coverage in the private sector is the high 
incidence of evasion of enrolment by the 

employers.

6.4.2 Adequacy of Retirement Income 

The numerical coverage of the population 
in social security provision is only one 
dimension of sufficiency. The level of 
benefits of those schemes is equally 
important. Most of the existing schemes in 
Sri Lanka do not provide sufficient income 
security for members due to insufficient 
nominal contributions backed by low levels 
of income, insufficient years of contributions 
and the absence of a proper indexation of 
benefits to wages or inflation.

Employees' Provident Fund: By design, the 
EPF aims to provide its members with a lump- 
sum of their savings accrued during his or 
her working career at the age of 55 or at 
retirement. Therefore, EPF beneficiaries do 
not enjoy any kind of regular or periodic 
pension. There are also no options for 
members to re-invest their savings in an 

annuity. This necessarily affects the effective 
investment of the fund after the withdrawal. 
Most individuals would prefer to have a 
long-term periodic income rather than 
receiving a lump-sum. But under the present 
situation, even if there is a possibility of 
converting the final balance to an actuarially 
fair annuity payment, a worker would only 
receive a benefit equivalent to a pension of 
40-45 per cent of his average lifetime wage. 
This would be even worse in the case in the 
event that the worker could not continue to 
work every year. Women tend to terminate 
their work temporarily or to withdraw from 
the labour force for reasons of child-rearing. 
In this instance, the EPF provides less old- 
age income protection for women in practice 
even though women are in greater need of 
social security in their retirement given their 
longer life expectancy than men.

A simple analysis on annuitizing the EPF 
balance shows that if the current EPF is 
providing monthly annuities for members 
rather than a lump-sum, the monthly income 
would not adequately meet the needs of 
those pensioners (Figure 6.5).1 Calculating 

’ Sec Technical Note 1 of Rannan-Eliya, R., et al., (1998) 'Ageing and Pensions', Health Policy Programme Occasional Paper 05, Institute 
of Policy Studies.
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monthly pension payments from the EPF 
fund would require a detailed actuarial 
analysis to match the annuity to the 
underlying assets.

In this example, a 20 per cent monthly 
contribution to the fund, an average working 
career of 20 years and a 10 per cent annual 
nominal interest rate are assumed. It clearly 
shows that even if the EPF were to provide 
members with no-cost monthly annuities, 
the members would still be below the 
national poverty line.2 The low level of the 
replacement rate is due to the short period 
and lower rate of contributions in contrast 
to the increasing expected years in retirement 
of those beneficiaries. Even a member who 
enrolls in the EPF at the age of 18 years can 
only contribute for a maximum of 37 years 
under the retirement age of 55. But he still 
has 15 years in retirement given the average 
life expectancy of 70 years. This becomes 
even worse in the case of women. The 
average retirement age for women is 50 years. 
So, a woman would only make contributions 
for 32 years, starting from the age of 18, 
assuming that she does not terminate her 
employment for any given reason. But the 
average life expectancy of women outweighs 
that of men. It is expected that women 
would live another 25 years3 after retirement. 
Therefore, the passivity ratio4 for women is 
higher than that of men. In this situation, 
women are again likely to be adversely 
affected in terms of adequacy of retirement 
benefits.

The inadequacy of retirement income security 
is geared by two factors as noted above, the 
period of contribution and the rate of 
contribution. Other factors that lead to 

inadequacy of retirement benefits of the EPF 
are as follows:

i) the mobility of workers between jobs 
from those that are covered by the EPF 
to those that are not covered- and

ii) lack of options to transfer accumulated 
benefits or to merge existing old-age 
income security schemes.

Because of these reasons, those who are 
shifting their employment frequently would 
be affected.

Public Service Pension Scheme (PSPS): 
Retirement income under the PSPS is based 
on final salary and years of service of the 
worker. Adequacy issues are mainly related 
to the manner in which the PSPS finances 
replacement benefits to its members. Being 
a pay-as-you-go type scheme, the PSPS has 
to depend on government tax income for 
benefit repayments. It is therefore more 
sensitive to government tax policies. In 
comparison to public pension schemes in 
other countries, Sri Lanka has more generous 
retirement replacement rates for its public 
servants. The maximum possible unreduced 
pension that a public servant in Sri Lanka is 
entitled to is 90 per cent of the final salary 
on completion of 30 years of service. In the 
UK by contrast, a public sector worker on 
completion of 30 years in service would only 
be entitled to 50 per cent of his final drawn 
salary. Comparatively speaking, a public 
servant in Sri Lanka is entitled to a pension 
of 40 per cent of his final salary even with 
just 10 years of service in the public sector. 
Most other countries calculate the pension 
payment using an average salary of the last 
5-7 years of the employee. Basing the 
pension formula on a multi-year average

2 The official National Poverty Line (NPL) has been calculated by the Department of Census and Statistics only for 1995/96 and 2002 using 
Household Income and Expenditure Survey data during the period. The NPL for the rest of the period is calculated in an ad-hoc manner 

using the prevailing inflation rate.

3 According to the UNDP Human Development Report of 2003, female life expectancy at birth was 75.5 in 2001.

4 Ratio of the number of months spent in retirement to the number of months spent in employment.
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income would tend to reduce the pension 
payment given that there are continuous 
annual increments to the salary of public 
sector workers. So, taking the final drawn 
salary of the worker, public service pensioners 
in Sri Lanka would be earning a higher 
pension than what it would be if it was 
calculated on the 5-7 years average salary of 
the worker. But the generosity of the PSPS 
in the pension formula is offset by the 
comparatively lower salaries in the public 
sector.

Despite the so-called generosity of the PSPS, 
some deterioration of the pension payment 
is expected in real terms. This is due to the 
non-indexation of pension benefits to 
inflation or to wage growth. Non-indexation 
to inflation rate obviously reduces the 
purchasing power of the elderly and hence 
the standards of living. In the same way, 
non-indexation of pension to the wage rate 
of those currently in the same position as 
which the pensioner held reduces the 
standard of living of the pensioner. An 
attempt has recently been made to partially 
meet the indexation gap by increasing 
pension payments of those who retired prior 
to 1996 by having their pensions indexed to 
their salary scale as of end December 1999. 
This is an issue of ethical consideration as it 
tends to create a generation gap between the 
younger population and pensioners. It would 
also be misleading to only note the 
comparative high replacement levels of the 
PSPS. Public servants in Sri Lanka are paid 
much less than the norm internationally. A 
high replacement rate only compensates 
partially, but not sufficiently, for lower 
salaries.

Contributory Pension Scheme for Public 
Servants: As this is a new pension scheme, 
it does not have detailed information with 
regard to adequacy of benefits. But in 
comparative terms, it appears not to be 
providing benefits for the pensioners as the 

existing PSPS does. The pension payment 
under the contributory scheme depends on 
the last three year average salary and the years 
of service. For 32 years of contributory 
period, it would only provide 70 per cent of 
the last three year average salary. For 
contributory periods less than 32 years, 1 
percent is deducted for each 6 months period 
or part thereof. If it is more than 32 years, 1 
percent increase of the pension payment is 
added for each 6 month period or part 
thereof.

It is important to note two things relative to 
the existing pension scheme regarding the 
issue of income adequacy in old age: the 
percentage of pension payment and the base 
of pension calculation (average monthly 
salary of the last three year period). 
Obviously, a 70 per cent pension payment 
in the contributory scheme compared to 90 
per cent in the existing PSPS is less. Under 
the contributory scheme, employees should 
stay in the public service for 32 years to get 
that 70 per cent whereas under the existing 
scheme, they have to stay for only 30 years 
to get 90 per cent, regardless of the base of 
the pension calculation. In the new scheme, 
the pension payment is deducted by 1 per 
cent for every 6 months reduction in the years 
of service. The same kind of a reduction in 
the pension payment is applicable to PSPS 
too. But in the PSPS, a public service 
pensioner who has 10 years of service can 
still earn 40 per cent ofhis last drawn salary 
whereas it would reduce up to 30 per cent 
or even less for a pensioner under the new 
scheme.

The three year average salary pension base 
in the new scheme is not expected to be as 
generous as the base in the existing scheme 
(the last drawn salary) given that the former 
is considered to be lower than the last drawn 
salary (in view of annual salary increments). 
Thus, the new contributory scheme can be 
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treated as providing lower pension benefits 
than the existing PSPS.

Farmers', Fishermen's and Self Employed 
Persons' Pension Schemes: The functioning 
of all three schemes is conceptually the 
same. Thus, the major deficiencies can be 
treated in a similar manner. Adequacy of 
retirement income in old age is the major 
challenge in the informal sector income 
security schemes. This is again due to the 
fact that the amount of pension is not 
inflation indexed. Even if these schemes are 
funded by the contributions of members, a 
fixed retirement benefit is defined at the time 
of the enrolment. Because there is no 
sufficient indexation for prices, the 
retirement benefits of the members are likely 
to be eroded over time.

Table 6.1 shows the present value of the 
pre-determined pension benefit of a member 
of the Farmers' Pension Scheme when he 
begins to receive pension payments at the 
age of 60. Taking the prevailing rate of 
inflation into consideration, two scenarios 
were developed: a 5 per cent inflation rate 
and a 10 per cent inflation rate. Under both 
scenarios, the present value of the pension 
is being eroded. This is more explicit in the 
younger age groups. The situation would be 
much worse with the ageing of the aged 

population (increasing the share of the oldest 
population).

6.4.3 Fiscal Implications

The most fiscally sensitive current 
arrangement is the PSPS. By design, the PSPS 
is financed from government tax revenue. 
The fiscal cost on the PSPS has been 
increasing steadily in the last decade, 
growing at about the same rate as GDP. In 
2002, the cost of funding the PSPS was Rs. 
31,123 million. This was almost 2 percent 
of GDP and 9.4 per cent of current 
expenditure. In 2003, it was estimated that 
the cost of PSPS would rise to Rs. 33,553 
million which accounted for 1.9 per cent of 
the GDP in that year (Table 6.2). In 2002, 
over 56 per cent of total government transfers 
to households consisted of public pension 
payments.

By definition, voluntary schemes are 
financed through member contributions. 
Nevertheless, there are some attempts made 
to calculate the implicit cost to the 
government incurred by these voluntary 
schemes as there is a significant proportion 
of government subsidy implicit in them. But 
because the participation is significantly low 
in these schemes, the cost of these schemes 
to the government is not visible. As can be 
seen in Table 6.2, pension payments have 
already imposed a heavy burden on the fiscal

Source: Author's calculations by using Agricultural and Agrarian Insurance Board (AAIB) documentation.

Table 6.1
Calculation of Present Value of the Farmers' and Fishermen's Pension Benefits

Age at Defined Monthly PV at the Age of 60 (Rs.)
Enrolment Pension (Rs.) Inflation = 5% Inflation = 10%

18 4,167 536.8 76.1
20 3,500 497.2 77.3
25 2,500 453.2 89.0
30 1,669 386.2 95.7
35 1,333 393.6 123.0
40 1,250 471.1 185.8
45 1,167 561.4 279.4
50 1,083 664.9 417.5

55-59 1,000 867.9 765.0
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Notes: a. Before grants and privatization, 
b. Estimated figures.

Table 6.2
Cost of the Public Service Pension Scheme

1996 1997 1998 1999 2000 2001 2002 2003b
Pension expenses 
(Rs. mn.)

15,465 17,916 19,477 19,056 21,602 26,493 31,123 33,553

Asa % of GDP 2.0 2.0 1.9 1.7 1.7 1.9 2.0 1.9
As a % of current 
expenditure

9.0 9.7 9.8 9.2 8.5 8.7 9.4 9.7

As % of budget deficit1 21.4 25.6 20.9 22.9 17.4 17.4 22.1 24.0

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

operations of the government. As the 
voluntary schemes are reaching maturity, the 
problem of financing would become more 
acute and, therefore, the financial 
sustainability of old-age income security 
provision would become a major issue. This 
needs to be considered by policy makers.

6.4.4 Investment Performance
Employees' Provident Fund: When 
discussing the investment aspect of social 
security schemes, the key area of focus is 
the EPF as it is the largest social security 
fund in Sri Lanka. Interest payable on EPF 
member balances should be financed from 
the investment return of a particular year, 
setting aside the administrative expenses, 

government taxes, and other expenses. 
Income tax liability of the EPF is 10 per cent 
of the gross income. In 2002, gross interest 
income of the EPF was Rs. 34,227 million 
of which Rs. 3,327 million was deducted 
for income tax. There is no tax paid on 
capital gains on investments in Treasury bills 
and bonds, and shares. The income of this 
type amounted Rs. 1,944 million in 2002. 
The net income after working expenses was 
Rs. 32,511 million. After adding another Rs. 
377 million to the net income as the balance 
of the previous year income and expenditure 
account, Rs. 32,888 million was available 
for distribution to members. In total, over 
96 per cent of this was credited to member 
accounts as interest payments, given that the

Source: EPF Annual Accounts data and author's calculations.

Figure 6.6
Real and Cumulative Real Rate of Return on EPF
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EPF is running with considerably low 
administrative expenses and other 
allocations. All such expenses do not exceed 
2-3 per cent of available net income after 
taxes.

Even though the EPF was trying to maintain 
a positive real rate of return by giving the 
members an interest rate above that of the 
inflation rate, it has been subjected to 
significant criticisms with regard to its 
investment performance, with rates of return 
claimed to be below market rates and so 
leading to lower returns on member balances 
in real terms. In the decade of the 1960s, 
the real rate of return on member balances 
averaged 1.0-2.5 per cent. The cumulative 
real rate of return has shown a continuous 
decline since the mid-1960s to the mid- 
1980s. From then onwards, it has again 
shown a positive trend up to the present 
(Figure 6.6). These low rates of return can 
be explained by the investment strategy 
applied to the EPF funds. Historically, over 
96 per cent of the fund has been invested in 
rupee loans, Treasury bonds and Treasury 
bills at interest rates below the market rate. 
Although the EPF is permitted to invest in 
private financial market instruments, this 
has been limited to about 0.5 per cent of 
the total asset portfolio of the EPF. This has 
contributed to the low real rates of return 
on member balances in previous decades.

Approved Private Provident Funds: An 
analysis done by the World Bank in 2000 
on 'Superannuation Benefit Programmes in 
Sri Lanka' suggests that the net investment 
returns earned by the majority of APFs were 
even below the returns earned by the EPF. 
This may be due to higher administrative 
expenses incurred by APFs than that of the 
EPF.

Informal Sector Old-age Income Security 
Schemes: Informal sector funds are operating 
at a higher cost compared to the EPF. This is 

mainly due to the lesser coverage of these 
schemes. This has resulted in higher 
transaction costs associated with day-to-day 
administration. Even though preliminary 
analysis suggested that these schemes do 
confer positive real rates of return to 
members, it has not been so as expected.

6.5 Social Security Provision for 
Migrant Workers
Migrant workers account for more than 10 
per cent of the national workforce, more than 
1 7 per cent of national savings and more 
than 20 per cent of foreign exchange 
earnings. The majority of the migrant workers 
are women and considered to be low skilled. 
It is obvious that they may earn relatively 
higher amounts than if they had remained 
in Sri Lanka given the high rate of prevailing 
unemployment rates and low labour force 
participation of women. In spite of the 
contribution they make to the economy, 
migrant workers are poorly treated in terms 
of social security provision. Even though the 
2002 budget made provisions for a new 
pension scheme for migrant workers, it is 
still a failure due to various reasons. This is 
mainly because Sri Lanka cannot look for a 
contributory scheme for migrant workers 
since their remuneration and terms of 
employment are not subjected to domestic 
laws and regulations. It would again be 
unrealistic to introduce mandatory 
contributions because such additions would 
probably raise the price of their labour and 
thus cause a reduction in demand from 
overseas. The low-level of political priority 
given to the migrant workers is also said to 
be a reason for the lack of arrangements of 
social security provision forthem.

In social security provision, migrant workers 
have three major needs: income security for 
old-age; coverage of a death and disability 
insurance or emergency repatriation; and 
health care. To cater to the first, there should 
be a mechanism to translate their savings
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during periods of foreign employment into 
an old-age income security. But currently 
there is no such arrangement provided by 
the government. As the foreign employees 
are earning comparatively higher 
remunerations than domestic workers, the 
solution should not require subsidy transfers 
from the government. However, given the 
fact that most existing formal schemes have 
some drawbacks to them, the government 
would be forced to bear the risk even in the 
case of migrant workers.

The Sri Lanka Bureau of Foreign Employment 
is to some extent providing insurance to 
cover death and disability and emergency 
repatriation through its own scheme. 
However, the benefits provided by this 
scheme are considered to be insufficient. 
Provision for health care of migrant workers 
needs attention from an inter-government 
perspective given that financing and cost of 
health care vary across borders. Inter
government negotiations would be more 
productive in arriving at an agreement where 
both the host country's and Sri Lanka's needs 
are met.

6.6 Conclusion and Policy Implications
Even though Sri Lanka has made considerable 
progress in extending access to social security 
to its people, only 25 per cent of the 
workforce has been reached so far. There is 
a great need to further strengthen the 
provision of social security in terms of 
coverage and income adequacy of the old. 
There are possible short-term and long-term 
recommendations for developing better 
provision of social security.

The short-term recommendations are as 
follows:

• priority should be given to public 
preference when developing reforms for 
social security provision;
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• income security arrangements should be 
designed for those who are not covered 
by any of the existing schemes;

• more research is needed to evaluate the 
current situation and potential for 
strengthening traditional social practices 
of caring for the elderly;

• establish a National Pension Agency 
with the aim of developing a national 
pension policy and to implement plans;

• undertake a review of the desirability, 
feasibility and implications of 
introducing a unique social security 
number for all citizens; and,

• assess the feasibility of transferring the 
responsibility of management of 
farmers, fishermen and self-employed 
workers pension funds from relevant 
authorities to the EPF so as to ensure 
better returns and reduce overall 
administrative expenses.

The Long-term recommendations are as 
follows:

• the above short-term steps should be 
aimed at developing a long-term 
universal social security plan for all Sri 
Lankans;

• encourage and support deserving private 
sector schemes with appropriate 
policies, incentives and institutional 
arrangements; and,

• design a system to ensure proper 
inflation-indexation for pension 
benefits.

Social security is a political issue because it 
affects welfare. Sustained market reform 
requires political as well as social stability. 
Countries like Japan, Korea, Taiwan, Hong 
Kong, Singapore, Malaysia, etc., have 
managed their social security provisions with 
redistributive elements to ensure social 
support for a market economy. From a policy 
perspective, this is a critical area that needs 
to be addressed given the anticipated rapid 
ageing of the population in Sri Lanka with 
its economic, fiscal and social implications.



7. Achieving MDGs in Sri Lanka: Current Status, Trends and Challenges

7.1 Introduction

At the United Nations Millennium Summit 
held in September 2000, all 189 UN 
member States including Sri Lanka agreed to 
a set of time-bound and measurable 
development goals and targets to reduce 
human poverty by year 201 5. These targets 
known as the 'Millennium Development 
Coals' (MDGs) focus on combating poverty, 
hunger, illiteracy, disease, gender inequality 
and environment degradation. In addition, 
the initiative involves developing a global 
partnership to improve the flow of Official 
Development Assistance (ODA) and 
technical assistance to developing countries, 
and provide improved access to global 
markets.

The MDGs take into account the multi
dimensional nature of poverty and attempt 
to reduce poverty by addressing its many 
aspects, particularly by adopting a 'rights 
based approach'. The Poverty Reduction 
Strategy Paper (PRSP) approach of the World 
Bank/IMF, on the other hand, adopts an 
'efficiency based approach' and focuses 
more on the economic dimension. In other 
words, the emphasis of PRSP is on 
accelerated economic growth and private 
sector-led development. However, the 
poverty alleviation strategy of a country 
should not focus only on the economic 
dimension, but also on human and social 
dimensions of poverty. Therefore, a 
convergence in these two approaches (PRSP 
and MDGs) is expected to provide a better 
framework for poverty reduction.

Recognizing the importance of MDGs, Sri 
Lanka has incorporated MDGs into its 
national development framework. The 
Monitoring and Progress Review Division 
(MPRD)1 functions as the executing agency 
of the MDG project in Sri Lanka. It holds 
the responsibility for monitoring and 
evaluating the progress of MDGs at national 
and sub-national levels, to promote 
campaign and awareness creation on MDGs, 
and coordinate with a wide range of partners 
and stakeholders to develop actions and 
programmes to address areas of concern in 
order that Sri Lanka reaches its MDG targets. 
However, as the MDG project in Sri Lanka 
was initiated in 2003, only partial progress 
has been made so far in terms of data 
collection, monitoring and evaluation or 
programme development. Therefore, data 
and information on the status of MDGs in 
Sri Lanka still remains somewhat limited. 
Nevertheless, using available information, 
the rest of the discussion will attempt to 
provide an overview of the progress and 
challenges in meeting MDGs in Sri Lanka 
by 2015.

7.2 MDGs: Goals, Targets and 
Indicators
The MDGs comprise of eight development 
goals aimed at eradicating extreme poverty 
and hunger, improving education, promoting 
gender equality, reducing mortality rates, 
combating diseases (e.g., HIV, malaria and 
tuberculosis), promoting environmental 
sustainability and promoting global

’ Prior to the change of government in April 2004, the MPRD was under the Ministry of Policy Development and Implementation. 
Since then, this division has been brought under the Presidential Secretariat.
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partnerships for development. Each of these 
goals includes one or more targets which 
are time-bound and quantifiable. There are 
eight development goals and 18 targets that 
together form the MDGs (Box 7.1). 
Moreover, 48 international indicators have 
been identified to measure the progress of 
these goals/ targets. However, these 
international indicators may not be suited 
to the local conditions of each country and 
hence should be localized to better suit the 
country's situation.

The focus of discussion will be limited to 
the first seven MDGs given that the eighth 
goal aims at developing partnerships between 
developed and developing countries with the 
objective of improving the flow of ODA and 
technical assistance to developing countries, 
etc. It is widely recognized that achieving 
the eighth goal is critically important as it 
would assist developing countries in meeting 
the first seven goals. However, it can be 
excluded from the current discussion as the 
eighth MDG is considerably different from

Box 7.1 
MDGs and Targets

of

Target

Target

Coal 8: Develop a global partnership for development

Target

Target 13*

Target 14*

.Target 15 *

Target 16*

Target 17*
Coal 5: Improve maternal health

Target 18*

of 

toMillennium 
Development 

Goals

Coal 4: Reduce child mortality

Target 5 * Reduce by two-thirds, between 
1990 and 2015, the under-five 
mortality rate.

Coal & Combat HIV/A1DS, malaria, and other diseases

Target 7 * Have halted by 2015 and begun to reverse the 
spread of HIV/AIDS.

Target 8 * Have halted by 2015 and begun to reverse the 
incidence of malaria and other major diseases.

Coal 1: Eradicate extreme poverty and hunger

Target 1 * Halve, between 1990 and 2015, the 
proportion of people whose income 
is less than $1 a day.

Target 2 * Halve, between 1990 and 2015, the 
proportion of people who suffer from 
hunger.

Target 6* Reduce by three-quarters, between 1990 
________arcf 2015, the maternal mortality ratio.

Goal 3: Promote gender equality 
and empower women

Target 4 *Eliminate gender 
disparity in primary 
and secondary edu
cation,preferably by 
2005, and at all 
levels of education 
no later than 2015.

Goal 2: Achieve universal primary 
education

Target 3* Ensure that, by 2015, 
children everywhere, 
boys and girls alike, 
will be able to 
complete a full course 
of primary schooling.

Develop further an open, rule-based, 
predictable, non-di sen minatory trading and 
financial system.
Address the special needs of the least 
developed countries.
Address special needs of land locked 
countries and small island developing 
countries.
Deal comprehensively with the debt 
problems of developing countries through 
national and international measures.
Develop and implement strategies for decent 
and productive work for youth.
Provide access to affordable essential drugs 
in developing countries.
Make available the benefits of new 
technologies, especially information and 
communications.

Goal 7: Ensure environmental sustainability

9* Integrate the principles of sustainable 
development into country policies and 
programmes and reverse the loss 
environmental resources.

10* Halve, by 2015, the proportion 
people without sustainable access 
safe drinking water.

11* Have achieved, by 2020, a significant 
improvement in the lives of at least 
100 million slum dwellers.

Target

Source: United Nations Development Programme (2003), Human Development Report.
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the first seven and its targets (12-18) are set 
mainly for developed countries.

7.3 Goal 1: Eradicating Extreme Poverty 
and Hunger

7.3.1 Poverty
The MDGs call for halving the proportion 
of people living on less than US$ 1 a day by 
2015. Using this international indicator, only 
about 6.6 per cent of Sri Lanka's population 
is identified as extreme poor. However, 
raising the benchmark to US$ 2 a day raises 
the estimate to as much as 45.4 per cent of 
the population.2 The large disparity between 
the two figures indicates the high proportion 
of the population who are vulnerable to 
transitory (short-term) poverty.

Despite advantages of international 
comparability, the US$ 1 day and US$ 2 day 
poverty lines do not provide an accurate 

picture of the incidence of poverty in Sri 
Lanka. Using the Official Poverty Line for 
Sri Lanka,3 the Household Income and 
Expenditure Survey suggests that 
approximately 22.7 per cent of the 
population can be identified as poor in 2002 
There are also wide disparities in poverty 
levels to be found across provinces (and 
districts). Uva and Sabaragamuwa Provinces 
have relatively higher incidence of poverty 
(37.2 and 33.6 per cent, respectively) while 
the Western Province records the lowest 
incidence of poverty (10.8 per cent) in 2002. 
Moreover, poverty incidence is highest in 
the estate sector (30 per cent) followed by 
the rural sector (24.7 per cent) and urban 
sector (7.9 percent).

Higher incidence of poverty in regions like 
Uva and Sabaragamuva is a result of many 
factors such as poor infrastructure facilities, 
weak urban-rural transport linkages and poor

Area Incidence of poverty (%)
Survey period

Notes: a. The Poverty Headcount ratio is a measurement of the incidence of poverty - i.e., the percentage 
of people who are below the poverty line.

Table 7.1
Poverty Headcount Ratio3 by Sector and Province 
(Based on the Official Poverty Line for Sri Lanka)

2002 1995/96 1990/91
Sector

Urban 7.9 14.0 16.3
Rural 24.7 30.9 29.4
Estate 30.0 38.4 20.5

Province
Western 10.8 16.2 19.1
Central 25.1 36.2 30.7
Southern 27.8 32.6 30.2
North Western 27.3 27.7 25.7
North Central 21.5 24.7 24.3
Uva 37.2 46.7 31.9
Sabaragamuwa 33.6 41.7 31.0

Sri Lanka 22.7 28.8 26.1

Source: Department of Census and Statistics (2002), Household Income and Expenditure Survey.

2 Figures are for the most recent year for which data are available (1990-2001).

1 The Official Poverty Line (OPL) for Sri Lanka was introduced in June 2004. According to the OPL, households whose real per capita monthly 
total consumption expenditure is below Rs. 1423 in 2002 are considered poor. The poverty line for 2002 has been adjusted by using the 
Colombo Consumer Price Index (CCPI) to obtain poverty lines for 1995/96 and 1990/91.
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access to health facilities, safe water and 
sanitation. For example, Uva and 
Sabaragamuva Provinces have the lowest 
percentage of households with access to 
electricity (on ly about 25 per cent) wh ich is 
less than half the national average.

The figures indicate a slight decline in 
poverty incidence at the aggregate level from
26.1 in 1990/91 to 22.7 in 2002." The fall 
in poverty is somewhat significant both in 
the urban and rural sectors. Particularly in 
the urban sector, the percentage of poor has 
more than halved during the last decade. 
Improved infrastructure facilities, industrial 
and commercial activities in urban areas have 
largely contributed to this progress. On the 
contrary, the estate sector recorded an 
increase in poverty levels from 20.5 per cent 
in 1990/91 to 30 per cent in 2002 (in 1995/ 
96, the incidence of poverty went further up 
to 38.4 per cent). In addition, sector-wise 
figures show that Western, Central, Southern 
and North Central Provinces have 
experienced a fall in poverty levels in 2002, 
as compared to the 1990/91 levels. However, 
in Uva and Sabaragamuwa Provinces, poverty 
levels have increased significantly during the 
last decade.

Despite the fall in poverty at the aggregate 
level during the last decade, income 
distribution has not made any improvement. 
In 2002, the poorest 10 per cent of 
households received 1.7 per cent of total 
household income while the richest 10 per 
cent received about 38.6 per cent. Moreover, 
the income share received by the poorest 10 
per cent has become smaller, while that of 
the top 10 per cent has improved during the 
1990/91-2002 period.

7.3.2 Hunger and Child Malnutrition
Three anthropometric measures are used to 
ascertain the nutritional status among 

children: height for age (used to measure 
the extent of stunting), weight for height (for 
wasting) and weight for age (underweight). 
During 1993-2000, the prevalence of 
stunting and underweight among children 
below the age of five decreased significantly. 
For example, the percentage of stunted 
children fell from 23.8 per cent in 1993 to 
13.5 percent in 2000, while the percentage 
of underweight children came down from 
37.7 per cent to 29.4 per cent over the same 
period. Moreover, the percentage of wasted 
children also declined marginally from 15.5 
per cent in 1993 to 14 per cent in 2000. 
Despite this progress, the nutritional status 
of children in Sri Lanka is far from 
satisfactory; more than one in four children 
between 3-59 months are estimated to be 
underweight, while one in every seven or 
eight children are stunted or wasted.

Figure 7.1 indicates significant disparities 
across sectors. Stunting is highest in the 
estate sector (33.8 per cent) and it is almost 
four times as much as that in Colombo and 
other urban areas. Moreover, 44 per cent of 
children in the estate sector were found to 
be underweight in 2000, followed by 30 per 
cent in the rural sector and 21 per cent in 
other urban areas. In regard to wasting, the 
highest proportion is recorded from the rural 
sector.

The high level of child malnutrition 
prevailing in some sectors of the country, 
particularly in the estate sector is of great 
concern. There are number of factors 
contributing to child malnutrition. These 
include lack of access to adequate food, 
clean water and safe sanitation, poor housing 
conditions, poor caring and feeding practices 
and maternal under-nutrition. Moreover, 
estimates from the Demographic and Health 
Survey conducted in 2000 indicate a high 
correlation in Sri Lanka between child

• The increase in poverty in 1995/96 is largely due to the severe drought that prevailed during this period.
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Source: Department of Census and Statistics (2000), Demographic and Health Survey.

Figure 7.1

malnutrition and the mother's level of 
education. For example, for mothers with 
no schooling to Advanced Level or above, 
the percentage of underweight children varies 
from 48 per cent to 13 per cent, respectively.

7.4 Goal 2: Achieving Universal 
Primary Education
The objective of the second MDG is to 
ensure that by 201 5 all children - boys and 
girls alike - be able to complete their primary 
education. Sri Lanka has already achieved 
near universality in primary education. The 
net primary enrolment ratio for 2001 is 
approximately 97 per cent. Moreover, the 
net primary enrolment ratio for girls (as a 
percentage of boys) was 100 per cent in 2001, 
indicating gender equality in education at 
primary levels. The MDGs stress, however, 
that mere improvement in primary 
enrolment ratio is not sufficient. It is also 
important to ensure that those children who 
do enrol are retained and complete the full 
course of primary education. In the case of 
Sri Lanka, primary completion ratios are 

relatively high - only about 3 per cent of 
children were reported as having dropped 
out before reaching grade 5 (in 1995-1999). 
Sri Lanka's significant achievement in terms 
of education indicators compared to many 
other developing countries is a result of the 
universal free education policy initiated in 
the 1940s with the objective of providing 
education facilities free of charge from 
primary to the university level. Moreover, 
the free school uniform programme, mid
day meal programme, provision of free 
school text books and subsidized transport 
facilities to school children have contributed 
to achieving such high levels in education 
indicators.

Sri Lanka's present progress indicates that 
the country is on the right track to achieve 
the second of the MDG goals by 2015. 
However, there are number of challenges in 
the education area that need to be addressed. 
There are a large number of small schools 
located in remote rural areas with poor 
infrastructure facilities (buildings, electricity,
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water, etc.) and fewer (and poorly trained) 
teachers.5 Long distances to schools, lack 
of libraries and facilities to study subjects 
like the English language, science and 
mathematics, also adversely affect the 
quality of schooling available in some areas. 
Therefore, improving schooling facilities in 
rural areas and enhancing the quality of 
education provided by these schools is 
essential to further improve the enrolment 
ratios and reduce school drop-out rates which 
in turn will help to achieve the MDG goal 
with respect to universal primary education 
by 2015.

However, the government needs to look 
beyond meeting this MDG target. In Sri 
Lanka, enrolment ratios at the secondary and 
tertiary levels are much lower than that at 
the primary level. For example, secondary 
enrolment ratio (gross) was found to be about 
75 per cent in 1996 while the combined 
enrolment ratio for all levels (gross) was 
approximately 66 per cent in 1997. 
Moreover, despite some progress in 
achieving the numbers, the quality of 

education in Sri Lanka remains low, 
particularly at secondary and tertiary levels. 
The curricula used in State universities are 
outmoded and the subjects/ programmes 
offered are supply-driven and have little 
market demand. For example, it is estimated 
that the percentage of students involved in 
the areas of science, mathematics and 
engineering accounted for less that 30 per 
cent of those in tertiary education in 1 994- 
97. Thus, policies and reforms are needed 
to address these issues of poor quality of 
education, low enrolment ratios at secondary 
and tertiary levels, and poor schooling 
facilities in rural areas.

7.5 Goal 3: Promoting Gender Equality

The education policies of successive 
governments in Sri Lanka have helped to 
reduce gender disparity with regard to many 
educational indicators (Table 7.2). Sri 
Lanka's progress in achieving gender equality 
in education is remarkably higher compared 
to many South Asian countries. As indicated, 
adult literacy rate for females is 95 per cent 
of that for males while youth literacy rates 

Source: UNDP (2003), Human Development Report.

Table 7.2
Gender Related Education 1 ndicators

Education Related Indices

Adult literary rate
Female (% age 15 and above) 2001 89.3
Female (as a % of male rate) 2001 95.0

Youth literacy rate 
Female (% age 15-24) 2001 96.8
Female (as a % of male rate) 2001 100.0

Net Primary enrolment ratio 
Female (%) 2000-01 97.0
Female (as a 7o of male rate) 2000-01 100.0

Combined primary, secondary and tertiary gross 
enrolment ratio

Female (%) 2000-01 64.0
Female (as a % of male rate) 2000-01 102.0

Ratio of girls to boys 
In primary education 
In secondary education

2000-01
0.94
1.03

It is estimated that out of a total of 10,000 schools, over 5,000 are 'small schools' situated in remote rural areas.
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for females is as high as that for males. 
Moreover, female enrolment ratio (as a 
percentage of male enrolment) at primary 
level is 100 per cent while the combined 
ratio for all educational levels for females is 
102 per cent. This implies higher enrolment 
for female students compared to males at 
secondary and tertiary levels. In addition, 
the girls to boys ratio of 1.03 at secondary 
levels reflects higher numbers of female 
students compared to male students.

Despite the gender equality in terms of 
education indicators, the progress in many 
other areas is relatively low. For example, 
female economic activity rate (age 15 and 
above) was about 55 per cent of that for 
males in 1999. In addition, only about 5 
per cent of the seats in Parliament are held 
by women in Sri Lanka.

7.6 Goal 4: Reducing Child Mortality
TheMDG target is to reduce infant and child 
mortality rates by two thirds between 1990 
and 201 5. This is an important indicator that 
reflects the state of public health, nutrition, 

environment, and the general socio
economic conditions of a country. Trends 
in mortality rates for Sri Lanka show a 
dramatic decline in the latter half of the 20,h 
century. However, from the mid-1980s 
onwards, mortality rates have settled down 
to a somewhat slower rate of decline. Trends 
in infant mortality rates (IMR) and Maternal 
Mortality rates (MMR) for the period 1950- 
2001 are shown in Figure 7.2.

During the last decade, IMRs have gradually 
come down from 19.3 in 1990 to 11.2 by 
2002, while under-five Child Mortality Rates 
(CMRs) have recorded a marginal decline 
from 22.2 in 1991 to 21.8 in 1997. In some 
provinces like the North Western, Southern 
and Western, IMRs have almost halved 
during the last decade. Despite these 
achievements, some areas in the country have 
not made much progress in bringing down 
IMRs and CMRs. For example, the North 
Central (17.1) and Central (14.4) Provinces 
have relatively higher rates of infant 
mortality. In addition, higher CMRs have 
been recorded from Uva (45.2) and Northern

Source: Department of Health Services (2001), Annual Health Bulletin.

Figure 7.2
Trends in Infant and Maternal Mortality Rates (1950-2001)
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Note: Years for which data are given were selected based on the availability of data.
Source: Register General's Department, Child and Maternal Mortality in Sri Lanka, various issues.

Table 7.3
Trends in Infant, Child and Maternal Mortality Rates by Province

Province Infant Mortality Rate 
(per 1,000 live births)

Under-Five Child 
Mortality Rate 

(per 1,000 live births)

Maternal Mortality 
Ratio

(per 100,000 live births)

1991 1997 2002 1991 1994 1997 1991 1994 1996
Western 20.7 16.2 11.5 24.4 21.9 19.3 17.8 11.0 6.3
Central 24.9 21.2 14.4 31.3 27.0 25.0 81.4 30.0 34.4
Southern 15.1 15.6 8.1 18.5 19.9 18.4 28.9 22.4 16.7
Northern 8.5 14.8 7.3 11.5 16.8 31.8 37.9 38.2 58.2
Eastern 9.3 5.8 8.8 15.5 11.9 8.5 70.2 33.7 65.8
North Western 19.2 12.6 9.2 23.7 18.4 15.4 41.4 10.0 8.3
North Central 16.6 21.0 17.1 20.8 28.7 26.5 44.3 25.0 19.6
Uva 11.9 34.5 12.1 17.3 14.3 45.2 37.8 20.2 37.0
Sabaragamuwa 19.8 18.6 12.0 24.1 23.1 22.4 52.0 1 7.4 15.2
Sri Lanka 17.7 17.2 11.2 22.2 20.7 21.8 42.3 20.8 23.5

(31.8) Provinces in 1997 (Table 7.3). The 
estate sector has reported the highest rates 
of mortality (both infant and child) in Sri 
Lanka.

There are number of key factors that influence 
infant and child mortality in Sri Lanka. These 
include living environment and accessibility 
to primary health care, various diseases and 
infections, and educational attainment of the 
mother. In addition, Demographic and 
Health Survey findings indicate that children 
born to mothers aged below 20 years and 
above 35 years are at a higher risk of dying 
in the early months. For example, mortality 
rates among children born to mothers in these 
age categories are over 20 (per 1,000 live 
births). Moreover, the survey also found 
higher mortality rates (24.8 and 27.6 
respectively for IMR and CMR) among 
children with birth order four or above.

Additionally, percentage of infants covered 
by immunization is another important 
indicator of child health. In Sri Lanka, the 
coverage for BCG vaccine is almost universal 

(99.3 per cent in 2001). In the case of DPT 
and measles, the coverage is 97.6 and 90.1 
per cent for 2001. However, as in the case 
of mortality rates, the progress in the estate 
sector is relatively lower in terms of 
immunization coverage.

7.7 Goal 5: Improving Maternal Health 

Sri Lanka has brought down its MMR by 
nearly twenty five times over the last five 
decades.  However, the declining trend in 
MMR has stalled in recent years (Figure 7.2). 
During the last decade, the MMR has fallen 
from 42.3 (per 1 00,000 live births) in 1 991 
to 23.5 in 1996. In particular, the Western 
and North Western Provinces have notably 
reduced their MMRs (Table 7.3). By contrast, 
the Northern and Eastern Provinces have 
recorded the highest MMRs - more than 
twice as high as the national average.

6

Despite the lags in some areas, Sri Lanka's 
present progress with regard to MMR is 
appreciable and is comparable to that of 
OECD countries.7 However, the feasibility 
of reducing it further by three-quarters

MMR in 1950 was about 550 (per100,000 live births) while that in 1996 was 23.5 (per 100,000 live births).

The MMR for OECD countries was 25 (per 100,000 live births) in 1995 while for South Asia it was 427.
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between 1990 to 2015 to meet the MDG 
target is somewhat doubtful as the MMR 
for Sri Lanka has come down and stabilized 
at around 20 (per 100,000 live births) since 
the mid-1990s. Nevertheless, immediate 
actions are needed to improve maternal 
health care facilities to bring down the 
MMRs in those areas where the rates are 
significantly higher.

7.8 Goal 6: Combat HIV/AIDS, Malaria 
and Other Diseases

7.8.1 HIV/AIDS

As per the official rates, prevalence of HIV/ 
AIDS in Sri Lanka is relatively low. HIV 
infection was first reported in Sri Lanka in 
1987. By the end of 2001, a cumulative 
number of 405 HIV infected cases (of which 
132 were diagnosed as having AIDS) were 
reported to the National STD/AIDS Control 
Programme (NSACP).8 Figure 7.3 presents 
the number of HIV/AIDS cases and deaths 
caused from AIDS between 1987 and 2001.

Achieving MDGs in Sri Lanka: Current Status, Trends and Challenges

In 1990, there were 9 HIV/AIDS cases and 2 
deaths from AIDS. These figures had 
increased up to 60 HIV/AIDS cases and 10 
deaths from AIDS by 2001.

Statistics reveal that of the 405 HIV cases 
reported by 2001, approximately 82 per cent 
were in the age group of 1 5-49 years, with 
the majority in the 30-34 age group (21 per 
cent) followed by the 35-39 age group (19 
per cent). The male to female ratio of HIV 
cases was 1.7:1 in 2001 (Figure 7.3). 
Moreover, 63 per cent of the HIV infected 
individuals were from the Western Province, 
while Central, North East and North Western 
Provinces also accounted for 7.4 per cent, 
6.5 per cent and 7.8 per cent, respectively 
of the cases reported.

The reported data indicate an increasing 
trend in HIV infection in Sri Lanka. This 
implies that Sri Lanka is a low prevalence, 
but high risk country for HIV infection. 
Factors such as low contraceptive use,

Figure 7.3
HIV/AIDS Cases and Deaths (1987-2001)

 HIV/AIDS + Male  HIV/AIDS + Female —•— Deaths from AIDS

Source: Department of Health Services (2001 )z Annual Health Bulletin.

“ In addition, 42 non-nationals have been reported as HIV-positive in Sri Lanka since 1986.
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Source: Department of Health Services (2001), Annual Health Bulletin.

Figure 7.4
Age and Sex Distribution of HIV Positive Reported Cases (1987-2001)

prostitution, and high migration pose serious 
challenges. Poor awareness on diseases like 
HIV/AIDS among the young age groups, and 
low levels of education also contribute to 
the high risk of HIV infection in Sri Lanka.

7.8.2 Malaria
Malaria is a major public health problem 
and socio-economic burden on Sri Lanka. 
The number of new malaria cases varies 
greatly from year to year, seemingly in a 

cyclical pattern. For example, there were 10 
times as many infected in 1992 as in 2002 
(400,000 compared to 40,000). However, 
there was a decreasing trend in malaria 
infected cases reported during the last few 
years.

Prevalence of malaria varies largely across 
provinces. During the last couple of years, 
the majority of malaria cases have been 
reported from the Northern and Eastern

Table 7.4
Percentage of Malaria Cases Reported by Province (1995-2001)

Source: Department of Health Services (2001), Annual Health Bulletin.

Province Percentage
1995 1999 2000 2001

Western 2.2 0.7 1.1 1.2
Central 7.5 1.7 1.1 1.1
Southern 8.9 2.1 2.7 1.3
North Eastern 31.0 58.4 50.3 66.3
North Western 9.3 6.4 10.7 10.6
North Central 23.2 8.1 8.2 7.3
Uva 12.3 17.6 22.2 7.1
Sabaragamuwa 5.6 5.1 3.6 5.1
Total 100.0 100.0 100.0 100.0
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Provinces. For example, in 2001, these 
provinces accounted for about two-thirds of 
total malaria cases in the country (Table 7.4). 
Moreover, 51 of the 53 deaths due to malaria 
that were reported to the Anti-Malaria 
Campaign in 2001 were from the Northern 
and Eastern Provinces. North Western, North 
Central and Uva Provinces also accounted 
for substantial share of malaria cases during 
the last decade. The main reasons for the 
prevalence of malaria in many of these areas 
were practical difficulties encountered in 
case detection and treatment of patients, as 
well as in carrying out malaria control 
operations due to the ethnic conflict in the 
North and East.

7.8.3 Tuberculosis

Tuberculosis (TB) is another major public 
health challenge in Sri Lanka with around 
6500-8000 new cases being detected 
annually. Incidence of TB (per 100,000 
persons) declined gradually from the 1970s 
to the mid-1980s as a result of various TB 
control measures. However, since the mid-

Achieving MDGs in Sri Lanka: Current Status. Trends and Challenges

1990s progress has been reversed to some 
extent and the incidence of TB has increased 
to about 45 (per 100,000 persons) by 2001 
from 31 in 1995.

During 2001, the total number of deaths 
notified among TB cases was 376 with 
Colombo recording the highest number. 
Moreover, the incidence of TB was found to 
be highest among the 55-64 and 65-74 year 
age groups and was about 99 and 96 (per 
100,000 persons) respectively in 2001. By 
contrast, the under-14 age group had the 
lowest incidence of TB at 7.4 in 2001. This 
reflects the impact of successful BCG 
vaccination programme carried out over past 
few decades.

In summary, Sri Lanka's current status in 
combating diseases reveals that despite lags 
in some areas the country has brought down 
its i ncidence of malaria over the last decades. 
Moreover, Sri Lanka has made significant 
progress in reducing the incidence ofTB over 
the last couple of decades. The marginally 
rising trend since the mid-1990s is expected

Figure 7.5
Tuberculosis New Cases Detected (1990-2001)

Source: Department of Health Services (2001), Annual Health Bulletin.
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to reverse in the future as a result of the 
successful BCG vaccination programme. In 
the case of HIV/AIDS, despite its low 
prevalence, there has been an increasing 
trend in HIV/AIDS infected cases during the 
1990s. This emphasizes the need for 
programmes/ actions to create awareness on 
HIV/AIDS and various preventive measures, 
particularly among the youth.

7.9 Goal 7: Ensuring Environmental 
Sustainability
Table 7.5 summarizes environmental 
sustainability indicators for the period 1990- 
2001. The figures show that the national 
protected area (as a percentage of total land 
area) has increased by 0.2 per cent during 
1995-2001. However, the share of forest area 
has decreased by more than 5 per cent, from 
35.4 percent in 1990to 30 percent in 2001, 

indicating rapid deforestation during the last 
decade.9 Moreover, the increasing trend in 
carbon dioxide emission during 1990-2001, 
is another issue of growing concern.

Sri Lanka has achieved substantial progress 
in terms of both access to improved water 
sources and sanitation facilities. The 
percentage of households with access to safe 
water has increased considerably from 66 
per cent in 1990 to 77 per cent in 2001. 
However, data from the Demography and 
Health Survey indicate large disparities in 
terms of access to safe water sources across 
sectors (Table 7.6). For example, the estate 
sector records the lowest percentage of 
population with access to safe water - 
approximately one-fourth of the percentage 
for Colombo metro and other urban areas.

Source: UNDP, Human Development Report, various issues.

Table 7.5
Environmental Sustainability Indicators (1990-2001)

1990 1995 2001
Forest area (% of total land area) 35.4 - 30.0
National protected areas (% of total land area) - 13.3 13.5

CO2 emission (metric tons per capita) 0.2 0.3 0.5

Access to improved water sources (% of population) 68.0 - 77.0
Access to improved sanitation (% of population) 85.0 - 94.0

Notes: Safe sources defined to include protected wells, tube wells and main water line. 

Source: Department of Census and Statistics (2000), Demography and Health Survey.

Table 7.6
Percentage of Households with Access to Safe 

Drinking Water and Sanitation Facilities by Sector (2000)
Sector Safe Sources Percentage with Latrine 

Facilities
Colombo metro 99.4 99.8
Other urban 95.6 95.2
Rural 74.6 95.0
Estate 24.8 72.3
All Sector 75.4 ___________________ 93.9___________

* The data given differ from national level sources.
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Table 7.7
Millennium Development Goals in South Asian Countries

MDGs in South Asian Countries
1. Eradication of extreme poverty

• Proportion of population below $1 a day (%)' : 1990-2001c
• Proportion of population below $2 a day (%) b: 1990-2001°
• Share of poorest 20% in national income or consumption (%): 1990-2001°
• Children under weight for age (% under age 5): 1995-2001°

2. Achieving universal primary education
• Net primary enrolment ratio (%): 1998-2001°
• School drop out rate (classes 1-5) (%): 1999-2000°
• Youth literacy rate (% age 15-24): 2003

3. Promoting gender equality and empowering women
• Ratio of girls to boys: 1998-2000°

- In primary education
- In secondary education

• Ratio of literate female to males (age 15-24): 2001
• Seats held in Parliament by women as a % of total: 2003

4. Reducing child mortality
• Under-five mortality rate (per 1000 live births): 2001
• Infant mortality rate (per 1000 live births): 2001
• One-year-old fully immunized against measles (%): 2001

5. Improving maternal health
• Maternal mortality ratio (per 100,000 live births): 2000

6. Combat HIV/AIDS, malaria and other diseases
• Number of children orphaned by HIV/AIDS: 2001
• Incidence of tuberculosis (per 100,000 people): 2001
• Malaria related mortality rate (per 100,000 people): 2000
• Tuberculosis related mortality rate (per 100,000 people): 2001

7. Ensuring environmental sustainability
• Land area covered by forests (%): 2000
• Access to an improved water source (%): 2000

- Urban
- Rural

• Access to an improved sanitation (%): 2000
8. Develop a global partnership for development

• Youth unemployment rate (% of total labour force ages 15-24): 2001
• Fixed line and mobile telephones (per 100 people): 2001
• Personal computers (per 100 people): 2001

Notes:

Source:

Achieving
 M

D
G

s
 in

 Sri Lanka: C
urrent Status, Trends

 and C
hallenges

Sri Lanka India Pakistan Bangladesh Nepal Bhutan Maldives

6.6 34.7 13.4 36 37.7
45.4 79.9 65.6 82.8 82.5 - -
8.0 8.1 8.8 9.0 7.6 - -
29 47 38 48 48 19 30

97.0 66.3 88.9 72.4 99.0
2.6 39.6 29.4 29.4 8.3 3.0 -

97.2 74.8 59.6 50.3 61.6 - 99.2

0.94 0.77 0.55 0.96 0.79 0.86 0.95
1.03 0.66 0.63 0.99 0.69 0.81 1.05
1.00 0.82 0.60 0.71 0.57 - 1.00

4 9 22 2 6 9 6

19 93 109 77 91 93 77
17 67 84 51 66 67 58

99 56 54 ’ 76 71 56 99

23.5 540 500 380 740 420 110

2,000 25,000 2,100 13,000 - -

58.4 184.0 174.5 241.7 207.6 136.5 58.1

9 3 4 1 8 5 3

11 42 45 56 28 24 4

30 21.6 3.1 10.2 27.3 64.2 3.3

98 95 95 99 94 86 100

70 79 87 97 87 60 100

97 61 95 71 73 65 100

24 13 11 - - -

8.0 0.6 0.8 0.2 0.3 0.4 2.9

0.9 0.6 0.4 0.2 0.4 1.0 2.2

* Poverty line is equivalent to $1.08 (1993 PPP US$); b Poverty line is equivalent to $2.15 (1993 PPP US$);
° Data refer to the most recent year available during the period specified.
UNDP, Human Development Report, various issues; United Nations Statistics Division, (2004): http://millenniumindicators.un.org/uns

http://millenniumindicators.un.org/uns
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The percentage of households with access 
to safe sanitation has increased from 85 per 
cent in 1990 to 94 per cent in 2001. 
However, in the estate sector, approximately 
28 per cent of households do not have access 
to sanitation facilities. On the contrary, in 
both the urban and rural sectors, less than 5 
per cent of households live without access 
to improved sanitation facilities.

7.10 MDGs in Sri Lanka: A Comparison 
with South Asian Countries
Sri Lanka's progress in achieving MDGs 
compared to its South Asian neighbours is 
commendable. With regard to literacy, 
school enrolment and gender equality in 
education, Sri Lanka is well ahead of the 
majority of SAARC countries (Table 7.7).10 
In addition, its mortality rates - infant, 
under-five as well as maternal - are much 
lower compared to all other countries in the 
region. Using the US$ 1 a day and US$ 2 a 
day poverty lines, the incidence of poverty 
in Sri Lanka is relatively lower compared to 
other South Asian countries. Such progress 
in terms of health and educational indicators 
reflects the country's high achievement in 
human development resulting from various 
government sponsored welfare programmes.

Nevertheless, Sri Lanka has not fared well in 
disease control with regard to malaria. For 
instance, it had the highest rate for malaria 
related mortality (9 per 100,000 persons) in 
the region in 2000. Moreover, Sri Lanka's 
progress in female representation in the 
legislature - the number of seats held by 
females in Parliament - is relatively lower 
than other South Asian countries.

7.11 Issuesand Challenges
The present status and trends as discussed 
shows that Sri Lanka has achieved significant 
progress in terms of many MDGs during the 

Maldives has also fared well in terms of education indicators.

last couple of decades. Moreover, with 
respect to most indicators, Sri Lanka's 
performance in comparison to other South 
Asian countries is impressive. This is a result 
of various welfare policies carried out by 
successive governments in the post 
independent era, including the universal 
provision of free education and health 
facilities, targeted subsidy programmes, 
broad-based family planning services, etc. 
Data at the aggregate level shows that Sri 
Lanka is 'on track' to meet most MDGs by 
2015. For example, Sri Lanka has made 
substantial progress with regard to reducing 
child malnutrition and mortality rates, 
achieving universal primary education, and 
improving access to safe water and sanitation 
over the last decades. Furthermore, the third 
goal on eliminating gender disparity in 
education has already been achieved in Sri 
Lanka. However, there is considerable room 
for further improvement in the areas of 
reducing poverty and controlling diseases like 
malaria and TB.

There are number of issues and challenges 
that need to be addressed in meeting these 
development goals in Sri Lanka by 2015.

• Despite the performance at the national 
level, considerable disparities exist at 
sub-national levels. For example, sector
wise data indicates that the estate sector 
has the highest rates of child malnutrition 
and poverty and mortality, and the lowest 
ratios of school enrolment. In addition, 
only less than one-fourth of the estate 
population has access to safe water, as 
against three-fourths on national average. 
Moreover, Sabaragamuva and Uva 
Provinces have recorded the highest 
incidence of consumption poverty, while 
the Northern and Eastern Provinces have 
accounted for nearly two-thirds of total 
malaria cases reported in 2001. These 
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findings imply the importance of analysis 
at sub-national levels to identify regional 
disparities. In addition, further 
disaggregation of data by region (by 
District and D.S. Division level), gender, 
ethnic group, etc., would help to capture 
the 'pockets' of poverty where heavy 
targeting or intervention is needed.

Localizing the MDGs is crucial as some 
of the targets and international indicators 
identified under the MDGs may not suit 
the Sri Lankan situation. For example, the 
'one dollar per day' poverty line identified 
as the measurement of poverty under 
MDGs would not provide a true picture 
of the incidence of poverty in Sri Lanka - 
only about 6.6 per cent of the population 
live on less than US$ 1 day. Using the 
Official Poverty Line for Sri Lanka, it is 
estimated that about 22.7 per cent of the 
population lives in poverty. Moreover, 
for a country like Sri Lanka with relatively 
high levels of achievement in education 
over the past few decades, achieving 
universal primary education alone is not 
a challenging target. Additional targets 
should be set to improve the secondary 
as well as tertiary enrolment ratios. 
Including indicators such as O/L and 
A/L exam pass rates - as quality 
measurements of the education provided 
at the secondary level - would also be 
relevant.

Moreover, supplementary targets and 
indicators related to other areas of concern 
in the country should be incorporated 
into MDGs. For example, it would be 
important to include targets/indicators 
related to improving basic infrastructure 
facilities such as electrification, road 
networks and access to markets in remote 
rural areas. In addition, ensuring good 
governance, and eliminating all forms of 

child labour are some other areas that 
could be included in MDGs.

• The focus of MDGs is more on the 
quantitative aspect or achieving 
numbers. Thus, the qualitative aspects of 
goals are somewhat missing. For 
example, the second goal of achieving 
universal primary education focuses only 
on improving the school enrolment and 
completion ratios; no emphasis has been 
made on improving the quality of 
education at primary level. However, in 
the case of Sri Lanka, improving the 
quality of services provided (e.g., 
education, health, etc) and their delivery 
mechanisms are crucial, and hence 
should be incorporated into MDGs.

• Unavailability of many data at sub
national levels at frequent intervals (either 
annually or every two years) is a major 
constraint/challenge faced in monitoring 
and reviewing the progress of MDGs and 
identifying pockets of concern. The two 
major national level surveys in Sri Lanka 
- the Household Income and Expenditure 
Survey of the Department of Census and 
Statistics and the Consumer Finance 
Survey of the Central Bank of Sri Lanka- 
are conducted every 5 years and 10 years, 
respectively. Moreover, even these data 
sets can be disaggregated only at 
provincial and district levels. 
Disaggregating further at divisional levels 
is not feasible, as the sample size would 
be too small to carry out any analysis.

• Lack of data on many indicators for the 
Northern and Eastern Provinces of the 
country is another problem of concern. 
Even many national level surveys carried 
out during last two decades have 
excluded the North and East due to 
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practical problems.11 The available 
information indicates that the human 
development conditions in these war-tom 
areas are significantly lower than the rest 
of the country. For example, maternal 
mortality rates in the Northern and Eastern 
Provinces are more than twice the national 
average and nearly four times higher than 
that of the Southern Province. Thus, 
excluding the North and East (due to data 
problems) might provide an incomplete 
picture of the current status of MDGs at 
the aggregate level.

• The MPRD - with financial assistance 
from the UNDP - is working on 
strengthening the data gathering at the 
D.S. Division level to improve the 
government's capacity to monitor and 
evaluate the progress of MDGs. Under 
this project, the MPRD has an ambitious 
aim of building capacity at each D.S. 
Division levels to collect, enter and 
analyze MDG related data, and to 

connect each Division electronically 
with the National Operations Room 
(NOR) to establish a large scale national 
level data set that could be updated 
frequently.

• The role of the government is beyond 
monitoring and evaluation of the progress 
of MDGs. There is a need to shift funds 
more towards MDGs and incorporate 
MDGs into the national planning and 
budgetary framework, as was done in the 
case of PRSP/RSL. In addition, the 
government/MPRD should work with the 
relevant ministries and departments to 
develop various policies and programmes 
to address problems and issues, 
particularly in areas where the progress 
in terms of MDGs is relatively low. 
Moreover, increasing awareness on MDGs 
and encouraging local governments/ 
Provincial Councils to incorporate MDGs 
into their development projects/agendas 
is also essential.

^as included North and East for their latest HIES 2002. Moreover, The Sri Lanka Integrated Survey (1999/2000) of the 
orld Bank includes the North and East. However, the areas selected are mainly from the 'cleared areas' and hence is not a representative 

sample of tte regions.
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8. Regulatory Impact Assessment: Opportunities and Challenges in 
Sri Lanka

8.1 Introduction
Over the last two decades Sri Lanka has been 
gradually moving towards a greater reliance 
on the market as a means of resource 
allocation, and successive governments have 
initiated reforms with this in mind. 
Liberalization of the economy, 
encouragement of foreign direct investment 
(FDD, and the creation of an environment 
suitable for private sector oriented growth 
were key policy goals. Sector specific 
policies, however, have varied during this 
time with different political regimes placing 
emphasis on different industries and avenues 
of privatization. While the speed of reform 
has also varied, political instability and 
social upheavals, as well as volatile global 
economic conditions have all contributed 
at one time or the other to a situation where 
the economy has lagged behind its true 
potential.

In the mid-1990s, regulatory reforms became 
an important policy issue with the 
privatization of the telecommunication and 
liquid petroleum gas (LPG) sectors in Sri 
Lanka. With the increasing involvement of 
the private sector in economic activities, 
competition policy and industry-specific 
regulation became increasingly necessary to 
protect consumer interest and ensure the 
broader development of the economy. In this 
context, several institutional changes have 
taken place in the last few years. Steps were 
taken to move towards the setting up of three 
'multi-sector' regulatory bodies to overlook 
public utilities, financial and banking 
services, and the telecommunications, 
broadcasting and related communication 
industries. Of the three proposed 

institutions, the Public Utility Commission 
of Sri Lanka (PUCSL) has been established 
and empowered to regulate the electricity 
and water services in the country.

The economic policy framework of the new 
government aims to make strategic state 
enterprises financially viable while 
encouraging competition by inviting private 
sector participation in these strategic sectors. 
However, there is no explicit emphasis on 
proceeding with regulatory reform except in 
the financial sector where the policy 
framework has recognized the need to 
strengthen the regulatory framework in the 
banking, financial and insurance industry. 
A stronger regulatory framework in this 
instance is intended to foster competition 
and encourage financial institutions to divest 
more funds to develop production sectors 
and rural development. However, if the 
government wishes to improve private sector 
participation in strategic sectors, such as in 
the supply of electricity and water, and 
railway services - there is a major role to be 
played by an independent regulator who can 
work towards ensuring a level playing field 
for new entrants. Improving the regulatory 
strength in various market segments where 
regulation is necessary is timely, irrespective 
of whether divestiture of state owned 
enterprises is a policy goal or not.

A new era of regulation has to evolve in Sri 
Lanka. In this backdrop, the concept of 
Regulatory Impact Assessment (RIA) should 
receive some attention. It is conceptually 
accepted that RIA, if applied consistently 
and knowledgeably, can greatly improve
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regulatory procedures and outcomes by 
improving the basis on which policies are 
made. This chapter aims to discuss the 
applicability of RIA methodology in Sri 
Lanka and outline some key issues that are 
affecting, and will probably continue to 
negatively affect, efficient and effective 
regulation within the existing regulatory 
framework.

8.2 RIA: An Overview
A definition of regulation only from an 
economic point of view is invalid. In reality, 
it should take into account numerous 
components other than simply correcting 
market failure and strengthening the business 
environment. The ultimate goal of 
government policy is largely to achieve 
sustainable development, typically 
understood to require long-term economic 
growth in combination with environmental 
protection and social well-being of society. 
Thus, in a broader sense, the aim of 
regulation policy should be to alter private 
sector behaviour in a way that assists the 
achievement of these development goals in 
the long-run.

8.2.1 What is Regulation?
The term regulation can be and has been 
defined differently in various contexts but 
in general it encompasses 'any government 
measure or intervention that seeks to change 
the behaviour of individuals or groups'. 
Regulation refers to the diverse set of 
instruments by which governments set 
requirements on enterprises and citizens. 
Regulations include laws, formal and 
informal orders and subordinate rules issued 
by all levels of government, and rules issued 
by non-governmental or self-regulatory 
bodies to whom governments have delegated 
regulatory powers. Regulations fall into three 
categories as follows:

• Economic Regulation: intervene directly 
in market decisions such as pricing, 
competition, market entry or exit.

• Social regulation: protect public interest 
such as health, safety, the environment, 
and social cohesion. The economic effects 
of social regulations may be secondary 
concerns or even unexpected, but can be 
substantial.

• Administrative regulations: are paper 
work and administrative formalities - so- 
called 'red tape'- through which 
government collects information and 
intervenes in individual economic 
decisions. They can have substantial 
impacts on private sector performance.

RIA is a term used to describe the process of 
systematically assessing the benefits and cost 
of new or existing regulation, with the aim 
of improving the quality of regulatory policy. 
In other words, by assessing the positive and 
negative impacts of proposed and existing 
regulatory measures, RIA, through ex-ante 
and ex-post assessments, aims to enhance 
the basis for policy decisions.

As indicated in Figure 8.1, regulatory 
policies have to find the right balance 
between economic, social and 
environmental consequences of regulations 
since these are closely inter-related 
components. RIA will help policy makers 
to achieve this objective through an 
integrating framework to identify and 
compare the linkages and impacts between 
economic, social and environmental 
regulations. The nexus between economic 
regulation and social consequences, 
especially, cannot be sidelined. Economic 
regulation may be able to improve market 
efficiency and economic growth, but there 
is no guarantee that this will advance the 
broader goal of sustainable development.
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Figure 8.1
Linkages between Economic, Social and Environmental Regulations

Source: Kirkpatrick, C. (2001), 'Regulatory Impact Assessment - Developing Countries: Research 
Issues”,Working Paper No. 5, Centre on Regulation and Competition, Manchester.

8.3 Why RIA?
A formalized arrangement for RIA originated 
in the US in 1975 and is currently being 
widely applied in most of the member 
countries of the Organization for Economic 
Development and Cooperation (OECD). 
Since the concept was developed within the 
western cultural and economic context, it is 
more easily adopted in developed countries 
and requires modification to be applicable 
in developing countries.

RIA is not a substitute for decision making 
but should rather be considered an integral 
part of the policy making process that 
provides the means to systematically 
ascertain the probable impacts of a policy 
decision. It is also structured in a manner 
that allows full communication of this 
information to decision makers in a way that 
permits them to consider the complete range 
of positive and negative effects that result 
from the proposed policy change.

RIA would improve the understanding of 
both the expected and unexpected benefits 
and cost of regulatory policy decisions, and 
will improve the transparency of the decision 
making process. From the policy maker's 
point of view, RIA would improve the 
involvement and accountability of decision 
makers by reporting the information used 
and demonstrating how the decision impacts 
the economy, society and the environment. 
The policy created through the use of RIA 
would also minimize undue pressure on 
policy-makers and, therefore, can be easily 
assimilated into existing policies.

In general, RIA meets the following criteria 
for good policy making:

• Improve understanding of benefits and 
costs of government action
RIA is an evidence-based approach to 
decision-making, and often draws on 
economic empirical evidence in assessing 
benefits and costs.
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Box 8.1 
Better Policy Making: A Guide to Regulatory Impact Assessment

In August 1998, I announced that no proposal for regulation which has an impact on 
businesses, charities or voluntary bodies, should be considered by Ministers without a 
regulatory impact assessment being carried out. I have charged the Cabinet Office to ensure 
departments deliver better regulation through full compliance with the regulatory impact 
assessment process. Where regulations or alternative measures are introduced, this should be 
done in a light touch way, with decisions informed by a full regulatory impact assessment, 
which includes details of not only the obvious cost and benefits of the proposal but also the 
wider economic, social and environmental impact. New regulations should only be introduced 
when other alternatives have first been considered and rejected, and where the benefits justify 

the cost.

Tony Blair
Prime Minister of UK.

Source: Cabinet Office, UK.

• Integrate multiple policy objectives
RIA can be used as an integrating 
framework to identify and compare the 
linkages and impacts between economic, 
social and environmental regulatory 
changes.

• Improve transparency and consultation 
By the use of a consultative process with 
all stakeholders, the process is geared 
towards eradicating the influence of special 
interest groups in the policy making 
process. RIA, by making the regulatory 
process more transparent and accountable, 
provides a means of weakening regulatory 
capture.

• Improve government accountability
RIA can improve the involvement and 
accountability of decision makers.

8.4 Adopting R!A in Sri Lanka
While RIA is now used in most OECD 
countries, there is little recorded evidence 
of its use in developing countries. One 
possible reason is that the methodology used 
in the OECD countries is not readily 
transferable to developing countries with 
their very different economic, cultural, social 
and historical background. Therefore, it is 

prudent to evaluate the applicability of RIA 
in the Sri Lankan context.

The means by which policy makers make 
decisions concerning regulation varies 
depending on the situation. Sometimes 
regulatory policy may come about as a result 
of recommendations put forward by an 
adviser; consensus among politicians, based 
on political priorities; through 
benchmarking where the decision is based 
on international standards; and, empirical 
analysis where the decision is based on fact 
finding and analysis that defines the 
parameters of action according to established 
criteria.

In Sri Lanka, policy initiatives tend to be 
generated mainly following recommen
dations put forward by advisers and political 
priorities. In this context, where a policy/ 
regulation has been decided upon or 
imposed by advisers, then an assessment 
could be reduced to looking solely at the 
cheapest way of achieving the regulatory 
outcome for which the benefits are taken as 
given. Further, most developing countries 
face a problem of selecting the most 
appropriate overall policy agenda and how

98



Regulatory Impact Assessment

it should be prioritized within a broad 
development pol icy. For example, economic 
growth and equity are two objectives, which 
may be mutually exclusive, at least in the 
short-term. Therefore, policy makers have to 
decide on how best to tackle these two needs 
either successively or simultaneously. In such 
a situation, the use of RIA may not 
contribute towards the final decision and 
policy would be worked out in line with 
the overall policy agenda.

RIA requires extensive use of consultation 
to ensure that appropriate information is 
collected and analyzed in reaching a 
comprehensive view on the regulatory 
impact. This process may be time 
consuming and resource heavy and, therefore, 
meets a nearly insurmountable hurdle, 
especially in developing countries. A 
sensible approach to minimize these costs 
is to carry out preliminary RIAs which would 
act as a screening process to identify when a 
regulation is likely to have major effects on 
the economy, society and environment, 
following which a detailed RIA can be 
carried out where deemed necessary.

8.5 Regulation in Sri Lanka
The degree of independence that the PUCSL 
and the Telecom Regulatory Commission 
(TRC) and their officials have from 
government (and from special interest 
groups) after appointment is central to any 
discussion of regulation in Sri Lanka. Some 
useful indicators in this regard are the nature 
of the service contract for Commissioners 
(e.g., part time/full time appointees, 
specified term of contract, etc.), mechanisms 
for accountability (e.g., review by legislature, 
judicial review, regulatory impact 
assessment, consultative processes before 
reaching a decision etc.) and financial 
autonomy.

8.5.1 PUCSL
The PUCSL was established with the aim of 
assuming powers envisaged for the electricity 
and water agencies (and now the petroleum 
regulatory agency), with sufficient flexibility 
to add on other utilities as the reform process 
progresses. State-owned enterprises are the 
main (and sometimes only) provider of the 
services in the sectors that will come under 
the purview of the PUCSL. Thus, the 
government's direct role as investor and 
indirect role as regulator gives rise to a 
conflict of interest. Further interference with 
the regulatory process is possible since the 
Minister in charge of the specific sectors does 
have some say in the sector-specific policies 
enforced by the agency.

Even though the PUCSL Act No. 35 of 2002 
necessitated the completion of a regulatory 
manual within six months of the 
establishment of the Commission, it had still 
not been finalized even after an year of the 
agency's inception. This is somewhat 
indicative of the lax efforts of regulators in 
Sri Lanka in general and the PUCSL in 
particular. This does not augur well for the 
future of regulation in Sri Lanka where the 
agency so openly flouts the stipulations of 
its governing legislation. It is also a poor 
reflection on the level of efficiency.

The PUCSL Act does indicate some 
inclination towards ex-post RIA practices 
where there is to be some form of 
international benchmarking of the utilities 
under its purview, this is not systematically 
endorsed and left to the discretion of the 
Commissioners. On a more theoretical 
point, it should be noted that the OECD 
best practice guidelines for RIA actually 
rejects benchmarking and places a greater 
emphasis on own practice. Additionally, the 
nature of consultation (a significant 
component of RIA) has been left completely 
to the discretion of the Commissioners. The
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PUCSL Act merely recommends consultation 
with no emphasis on> the extent of 
consultation or the stages at which it should 
be used. A similar clause also exists in the 
draft legislation for the Information and 
Communication Commission of Sri Lanka 
(ICCSL). The flexibility afforded to the 
Commission on this point, as well as others, 
is understandably important to ensure the 
smooth and expedient functioning of the 
agency. However, this leeway is far in excess 
of that which can guarantee a systematic 
process to the functioning of the agency. 
Thus, even if it is envisaged that the regulatory 
manual will address the issue of a systematic 
process, there is nothing to guide the structure 
of the system. Therefore, there may not be 
any significant improvements over existing 
practices.

Even though the regulatory procedures 
employed by the PUCSL may not be an 
improvement over any existing structure in 
Sri Lanka, there has been an improvement 
of its independence through the inclusion 
of a clause laying out the terms of 
appointment for the Commissioners. An 
important precedent that has been established 
through the PUCSL is the involvement of 
the Constitutional Council (CC) in the 
appointment of Commissioners in an 
attempt to move away from partisan politics 
and to add objectivity and independence to 
the regulatory process. Additionally, the 
Commissioners are to be qualified in the 
fields of engineering, law and business 
management. They are appointed on 
staggered terms, cannot be removed without 
Parliamentary approval with specified 
reason, and are subject to conflict of interest 
rules. The Commissioners are to appoint a 
Director-General who, not having voting 
powers, allows a separation of the proposal 
and disposal functions of the Commission. 
All these set the stage for a significant level 
of legitimacy for the agency, through its 
actual and perceived independence. These 

provisions have been included in the ICCSL 
Bill as well.

The accountability and transparency of the 
PUCSL has been furthered on two fronts. The 
first can be seen through the financial 
autonomy that has been granted to the 
agency, to function through the use of a self
maintained fund accumulated by the 
collection of licensing fees, etc., in 
combination with the required submission 
of an annual book of accounts to be audited 
by the Auditor-General. Secondly, the 
Commission is also required to submit an 
annual report within three months of the 
end of each financial year, to be handed over 
to the Minister in charge and thereafter 
placed before Parliament for scrutiny. These 
provisions are also major improvements over 
previous legislation for similar agencies.

Even though the agency has been afforded a 
greater level of independence and financial 
autonomy in combination with a sufficient 
level of accountability - all of which are 
significant and welcome improvements - the 
efficacy of the agency is already in doubt. A 
reform of the sectors under its purview has 
to be initiated from the very legislation 
governing these sectors. It is here that the 
PUCSL has already stumbled in its efforts. 
Firstly, the industry Acts, those already 
certified or still being drafted, are 
inconsistent with the Constitution of Sri 
Lanka which unambiguously advocates and 
enforces the devolution of power to local 
government bodies, as well as stipulating 
that these powers cannot be reduced or 
removed. The Electricity Reform Act No. 28 
of 2002, the draft Water Services Reform 
Act and the draft Petroleum Reform Act are 
all in conflict with the Constitution by 
vesting certain powers in the PUCSL which 
in effect deprive the relevant local authorities 
of the power to carry out that function. 
Furthermore, during the drafting process 
there appears to have been a lack of awareness
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on the part of both the foreign consultants 
and officials at the Public Interest Programme 
Unit (PIPU) that oversees the PUCSL, of the 
existence of a number of institutions which 
could have both advised and resolved any 
problems arising from the clash of authority 
between the PUCSL and the local 
governments. Some of these bodies are the 
Sri Lanka Institute of Local Governance and 
the Sri Lanka Institute of Development 
Administration. A key absence in the new 
wave of regulation currently in Sri Lanka 
appears to bez therefore, the absence of a 
holistic approach that would have been the 
natural outcome if transparency was given 
preference over speed of implementation.

8.5.2 TRC
The TRC is supposed to look at all functions 
and activities relevant to the 
telecommunications sector and to ascertain 
whether operators comply with the statute 
and licence requirements. The main areas 
of focus are: whether the operator licence 
conditions are adhered to; monitoring the 
implementation of conditions given in orders 
issued by the Commission; monitoring 
whether the directions of the Commission 
are fulfilled by the relevant parties; and, 
monitoring whether the provisions of the 
Telecommunications Act are violated.

The TRC took over the responsibilities of 
the Office of the Director-General of 
Telecommunications in 1996. The 
replacement of a single member regulatory 
entity with a diversified group of 
Commissioners appointed by the line 
Minister from the fields of law, finance and 
management was a progressive measure, but 
the independence of the TRC was severely 
compromised by the appointment of the 
Secretary to the Ministry as the ex-officio 
Chairman of the Commission.

One of the major problems that beset the 
TRC at its very outset was that the practice 

of hiring the bureaucracy from state-owned 
enterprises did little to foster the 
development of independent and 
autonomous capacities within the regulatory 
body. The absorption of several former 
employees of the incumbent operator has 
also led to the perception, among private 
investors, that the crux of the regulatory 
game concerned political issues and not the 
creation of the economic incentives necessary 
to create a competitive market. Even though 
the TRC did get an infusion of new blood in 
1998, any benefit was short lived because 
political interference over the next few years 
in favour of the incumbent greatly affected 
its effectiveness, and thereby its legitimacy 
in the public eye.

The ICCSL Bill will ameliorate the ambiguity 
concerning the actual functions of the 
regulatory body by explicitly outlining the 
functions that it will have to fulfill, as 
specified under Chapter IV Section 19 of 
the Bill. Such a measure is important because 
a breakdown of functions in this manner was 
never specified for the TRC and thereby led 
to many doubts about its impartiality and 
the general transparency of the agency. The 
ICCSL Bill will also reduce the current 
confusion in the areas of information 
technology (IT), media, telecommunications 
and e-business. Policies are currently defined 
by individual ministries in charge of the 
respective organizations. There is no central 
body to coordinate policies related to this 
vital sector, which are interdependent in these 
converging areas. The ICCSL, once 
established, will be the one central 
organization to take control of the 
coordination of policies in these converging 
areas.

Given the history of the TRC where it has 
advocated improperand unilateral decisions 
without any proper basis, the non
accountability of the TRC for its actions has 
been detrimental to sector development. The
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only remedy available to the affected parties 
is through legal action, where the resolution 
of a dispute could last indefinitely. In a 
dynamic industry like telecommunications, 
time is very important and thus it is 
unquestionable that any dispute must be 
resolved expeditiously. It is also undeniable 
that private sector investors need assurance 
of transparency and consistency in decision 
making and, therefore, it is critical to 
establish a legal framework for fair and 
consistent regulatory decision making.

Like the PUCSL, the TRC does function with 
a significant degree of financial autonomy. 
This has been addressed and improved in 
the ICCSL Bill, where accountability and 
transparency of the proposed agency has been 
delineated along the lines similar to the 
PUCSL, i.e., through the functioning of an 
independent fund, submission of annual 
accounts for auditing as well as an annual 
report for scrutiny by the Minister and 
Parliament. One significant improvement 
over the PUCSL is the requirement of the 
ICCSL to submit a budget no later than 90 
days before the start of a new financial year. 
This budget will be subjected to Parliament 
approval, following which the agency is not 
allowed to exceed the approved budget by 
more 10 per cent.

Like the PUCSL, the ICCSL does suffer from 
the possibility of political capture as well 
as the lack of any mandatory systematic 
process in regulating the sectors under its 
purview. RIA is not enforced by law into 
the functioning of the ICCSL. As for the TRC, 
the only form of impact assessment in use 
is based on an analysis of prices and quality 
of service. Though such an analysis may be 
considered sufficient for this sector, other 
objectives such as universal service 
obligations have not been properly 
addressed. And even in terms of price and 

quality of service, there seems to be a 
significant bias towards catering to the needs 
of users in urban centres.

Regulation formulation and assessment (if 
any) can be seen to take place in Sri Lanka 
only through consultation. The same is true 
of the TRC, with no empirical analysis 
playing a part. For example, the fine set for 
not adhering to universal service obligation 
rules was found to be too low.1 It is also 
true of the TRC that the consultation process 
merely aims to fill the void created by the 
lack of relevant expertise within the TRC, 
i.e., consultation is only extensively used at 
the point of regulation making. Public 
consultation is carried out but at a level that 
belies its actual purposes, which is merely 
to fulfill a requirement to keep the public 
informed and thereby maintain the facade 
of transparency. Public consultation is only 
initiated once detailed proposals have been 
made, and even at this stage, the notification 
procedure is at the bare minimum, leaving 
most of the stakeholders unaware of 
developments in the regulation of the sector.

8.6 Challenges and Options
There are four main problems that have 
contributed to the poor performance of 
regulation in Sri Lanka:

• regulatory capture;

• insufficient coordination between 
different agencies;

• unclear definition of their respective 
competencies; and,

• inadequacies in design of anti-trust 
legislation.

These regulatory deficiencies are 
compounded over time, with no review or 
impact assessment mechanisms in place to 
evaluate regulatory strategies objectively, 
locate areas of weakness and rectify past 
mistakes. Even if a regulatory authority is 

Operators paid the fine (USS 80,000) instead of following through on the expansion of their service in rural areas.
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established with the necessary jurisdiction, 
its effectiveness cannot be guaranteed. The 
lack of proper leadership and well qualified, 
skilled, competent and experienced staff in 
a regulatory body leads to the neglect of some 
of its key regulatory functions (such as 
consumer protection, monitoring and 
maintenance of quality of service to 
customers, resolving interoperability issues, 
enforcement of licence conditions etc.), 
giving rise to a poor service level in the entire 
sector.

To complement regulatory procedures in a 
welfare-enhancing way, three mechanisms 
restraining arbitrary administrative action 
must be in place: a) substantive restraints 
on the discretion of the regulator; b) formal 
or informal constraints on changing the 
regulatory system; and, c) institutions that 
enforce the above formal (substantive or 
procedural) constraints. Given that the State 
is usually weak, combined with the 
prevalence of low remuneration scales 
among civil servants in both absolute and 
relative terms in comparison to the regulated 
firms, the adherence to these three 
mechanisms should be formulated around a 
commitment to meritocratic recruitment and 
competitive salaries, which also aids the 
process of recruiting and maintaining 
qualified staff. It is important that this has 
been realized in Sri Lanka and that such 
solutions have been incorporated in 
legislation for the multi-sector regulatory 
agencies.

There are three implications that emerge from 
international experience that are of relevance 
to the future of regulation in Sri Lanka. First, 
that the success of the agencies in gaining 
autonomy from the government, the regulated 
firms, and consumers, strengthens the 
regulatory environment. Second, that this 
process takes time and that learning by doing 
effects is sizeable. Third, commitment can 
be developed even in what are prima facie 

problematic environments and that without 
such commitment, long-term investment 
will not take place. These observations are 
encouraging for regulation in Sri Lanka. If 
the country proceeds along the current path 
of multi-sector agencies with necessary 
safeguards in place, and effective, the benefits 
to consumers will be positive.

Additionally, the regulatory body should not 
be allowed to side-step difficult issues. Being 
the regulator of the sector, it should be 
accountable and should take action to create 
an environment for consultations, provide 
correct interpretations of licence conditions 
which are complex due to the nature of the 
technicalities involved, make firm 
determinations wherever required, and take 
appropriate action for the enforcement of 
decisions. The absence of a proper regulatory 
mechanism leads to prolonged litigation 
among competitors and due to the complex 
nature of issues, the judicial system finds it 
extremely difficult to resolve them in time. 
Such delays can contribute to the detriment 
of the overall development of the sector.

The challenge facing regulation in Sri Lanka 
is multifarious, not only because of poor 
governance but also because of the 
unwillingness to break out of the mindsets 
that have governed regulation for so long in 
the country. While regulators should be 
commended for trying to work within the 
given system, without overhauling the system 
(or at least pushing at the seams of the 
system) there can be no significant long 
lasting change. That in turn will prevent the 
transformation of regulation into the form 
which is needed to progressively adhere to 
its stated objectives. This is why RIA is vital 
to the development of regulation in Sri 
Lanka. Much remains to be done in terms of 
regulatory capacity building if RIA is to be 
operated systematically and effectively, but 
they are definable and, therefore, can be 
applied.
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9. Natural Resources in Sri Lanka: Growth, Poverty Reduction and 

Environmental Protection

9.1 Introduction

Sri Lanka has a rich natural resource base, 
with over a fifth of the land covered in forest, 
an extensive network of rivers, productive 
coastal and inland fisheries, fertile 
agriculture soils, diverse wildlife and gem 
mineral resources. The discussion in this 
chapter will be limited to five such 
resources: water, forests, protected areas, 
fisheries and sand mining. While these five 
resources have helped play a key role in 
sustaining pro-poor growth, if used more 
effectively, they could play a much more 
significant role. The political challenge 
continues to be how to use these natural 
resources to generate growth, which the poor 
benefit from and which does not destroy the 
resource base itself. This is complicated by 
the political context in which patronage 
networks gain from natural resource 
exploitation. This political context is rarely 
analysed or even mentioned in the many 
official environmental documents produced 
by government or donors, yet it is often the 
key issue driving natural resource use in Sri 
Lanka.

The starting point for reconciling these 
different objectives of growth, poverty 
reduction and environmental protection vary 
for each natural resource, and the interest 

groups supporting each objective vary. There 
are signs that for some resources, such as 
forestry and fisheries, a consensus is now 
being reached on how to balance the desire 
for the resource to contribute to growth and 

poverty reduction, without destroying the 
resource base. But for other resources, such 
as water, sand mining and protected areas, 
the debate is still wide open with major 

disagreements between different 
stakeholders. In the absence of broad 
agreement, management is weak or even 
non-existent and holds adverse implications 
for the economy, the poor as well as for the 
resources. This chapter recommends ways 
to move forward for each of the five 

resources.

9.2 Natural Resources: Growth, 
Poverty and Politics
In many ways, Sri Lanka has an unusually 
rich natural resource base - despite the high 
population density. Forest cover is still at 
about 20 per cent of the land area (1 5 per 
cent in the wet zone), biodiversity remains 
extremely rich, and water is still plentiful. 
This strong natural resource base can partly 
be explained by the relatively low level of 
urbanization, and also the strong cultural 
and religious importance attached to natural 
resources, such as wildlife. However, 
inevitably this resource base is coming under 
increasing pressure, particularly from 
excessive exploitation. The government has, 
with external support, brought together a 
more coherent set of institutions for dealing 
with natural resource issues under the 
Ministry of Environment and Natural 
Resources. This is a welcome development 
which has survived a change of government 
and has brought some stability. There are 
still many other Ministries such as fisheries, 
irrigation and industry which have a key role 
to play in environmental management, and 
which need to reflect this in their own 

programmes. However despite these positive 
developments, various policy documents 
appear to indicate that even the government 
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has recognized that the large number of 
institutions dealing with environmental 
issues has failed to stop the negative trend 
of environmental degradation. While 
environmental policy frameworks continue 
to be developed,1 they remain weak for lack 
of effective implementation. This section 
reviews why implementation is weak and 
how this can be addressed.

In a low income country, natural resources 
must demonstrate their contribution to 
growth and economic development, 
otherwise society will see little benefit from 
keeping the natural resource base intact, and 
more profitable activities will take their 
place (such as agriculture replacing protected 
areas and forests). Natural resources 
contribute to economic growth in a number 
of ways: providing marketable commodities 
for consumption and trade such as timber, 
fisheries and sand; providing indirect inputs 
for the production process such as water for 
hydropower and irrigation, or protected areas 
for tourism. Natural resources also generate 
revenues for the government, such as income 
from extraction licences, or park entrance 
fees. If these natural resource 'rents' are 
extracted as government revenues and wisely 
invested, they can contribute to growth. 
Otherwise, the rents are captured by loss 
making State enterprises (in the case of loss 
making forest plantations), or by private 
producers (in the case of legal and illegal 
resource extraction of timber, sand, etc.) or 
consumers (in the case of low entrance fees 
to protected areas).

Poverty reduction is a key national goal 
where natural resources have a role to ensure 
that both government and the poor 
themselves will see benefits of sustaining 
the resource base. Natural resource use can 
impact both positively and negatively on 
poverty reduction. Some low income 

households are employed in natural resource 
extraction, often in environmentally 
damaging ways. For example, mining sand, 
gems and lime from prohibited locations, 
fishing using illegal techniques, making 
wood products from illegal timber, herding 
cattle in protected areas, etc. While profits 
from such extraction generally accrue to 
larger businessmen, low income households 
also gain by way of employment. Without 
easing the transition of the poor away from 
such activities, strict enforcement of 
environmental regulations can impact 
negatively on the livelihoods of poor 
households in the short-run.

In the medium-term, improved 
environmental management may benefit the 
poor because at current rates of extraction, 
many of these activities may become 
uneconomic leading to a loss of employment. 
It is also poor households who often suffer 
most from environmental damage (or 
'externalities) There are many such 
examples: high costs of the human-elephant 
conflict, particularly in the North-Western 
Province, environmental and social conflicts 
that uncontrolled and illegal shrimp farming 
impose in the Puttalam District; unregulated 
groundwater extraction in Jaffna that has 
lowered groundwater tables imposing 
additional pumping costs, flooding in low 
income areas in Colombo and salinization 
and river bank erosion due to sand mining. 
The poor are most affected either because 
they live in areas most prone to 
environmental damage or because they have 
fewer options and resources to mitigate or 
recover from environmental damage.

Natural resources represent a valuable 
commodity and attract less desirable aspects 
of illegality, corruption and patronage. It is 
often local businessmen closely connected 
with local politicians who make money out

’ Ministry of Environment and Natural Resources (2003), Caring for the Environment 2003-7: Path to Sustainable Development, Colombo.
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of illegal environmental activities. Such 
activities include illegal mining of gems, 
sand and coral lime, filling of wetlands, 
grazing in protected areas, felling and 
transporting of timber, fishing with cyanide 
and moxy nets, and unlicensed prawn farms. 
There may also be public officers, such as 
the police who are themselves engaged in 
illegal environmental activities, such as sand 
mining. In other cases, public officers, such 
as forestry officers may take bribes to issue 
the necessary permits and documentation for 
illegal environmental activities. Even to 
receive appropriate permission for legal 
environmental activities without excessive 
delays may, in some instances, require bribes 
or political connections. These activities 
arise due to low public service salaries 
compared to the returns from illegal activities, 
lack of disciplinary action and low morale. 

The links between local businessmen 
engaged in environmental damaging 
activities and local politicians is exacerbated 
in a political context of widespread 
patronage (Box 9.1) where permits to exploit 
resources are a reward for political support 
and offer a quick way to offset election 
expenses. Local businessmen may pay off 
politicians to retain political protection, 
while the local administration, police and 
magistrates may fear negative impacts on 
their careers if they obstruct the wishes of a 
politician. In others cases these officials may 
be part of the same patronage culture, or are 
co-opted through bribery or turn a blind eye, 
so that the many regulations in place to 
constrain environmentally damaging activity 
are of limited value.

Box 9.1 
Power, Patronage and the Market

Patronage is used here to mean the use of political connections to achieve certain ends. Patron
age is not only a constraint to formal management, but can totally undermine it. On a general 
level, patronage involves doing favours in return for political support. Patrons include Ministers, 
MPs, members of the local council (pradeshya sabha) or Provincial Council, or those with 
access to such individuals. The more established and wealthier members of society often have 
the strongest links to these patrons. Patrons benefit from political support that can mean support
ing, funding or campaigning for the party or the politician in question.Patrons can facilitate 

access to resources available from government, such as employment or loans, making the 
bureaucracy work to a client's advantage, or even support illegal activities. MPs, especially if in 

power and some lower level politicians can influence the careers of public employees (through 
transfers to a remote area or support a promotion) which make it difficult for demands to be 
refused. But patronage has to remain unofficial and often borders on illegality. So the process 
makes use of weaknesses and loopholes in the formal organizational framework and thus 
reinforces these weaknesses. Lack of action against activities backed by a powerful patron can 
be explained by lack of resources, or limited capacity. However politicians are also constrained. 
The extension of patronage by politicians is often linked to a client's wealth and, therefore, 
obliged to support large business interests to a certain extent. However, often with a change in 
political regime, one set of businesses will lose their backers and may be replaced by another set 
of businessmen. For natural resource management, these issues need to be confronted. One 

option is to use pressure, such as transparency, to reduce illegal patronage and a second 
approach is to engage in dialogue with key patrons and their private sector clients.

Source: Foell, J., et al. (2000), "Participatory Approaches to Natural Resource Management: The Case of 
Coastal Zone Management in the Puttalam District", SOAS, University of Sussex, UK.
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It is a complex political process to balance 
potentially competing demands for natural 
resources to contribute to economic growth 
and poverty reduction while sustaining the 
resource base, complicated by the patronage 
networks and corruption that benefit from 
illegal exploitation. There are ways thatthese 
competing objectives can be reconciled and 
for some resources it is more straightforward. 
For example, if planting trees becomes more 
profitable, this is generally good for growth 
and for the environment. Combining growth 
and environmental protection has been 
helped by the emergence of a more 
environmentally responsible private sector, 
driven to some extent by pressure from buyers 
and export markets, as well as from domestic 
regulations.

Overcoming trade-offs in objectives in 
natural resource management may 
sometimes require quite innovative 
solutions. However, these more innovative 
solutions require consensus and coalitions 
of reform to drive change. There may also 
be trade-offs, at least in the short-term, 
between growth, poverty reduction and the 
environment. For example, ending subsidies 
for fishing gear may be good to reduce 
pressure on the resource, but in the short- 
run unwelcome for fishermen. The role of 
wildlife parks as a tourism resource can be 
enhanced but it may be at the cost of 
environmental protection objectives.

9.3 Water
Sri Lanka's 103 rivers provide water vital for 
domestic use, agricultural growth and hydro 
energy for industrialization. It has a key 
poverty reduction function by providing 
water supply and sanitation for poor 
households, irrigation for many poor small 
farmers, and for fisheries. Water is also 
needed for environmental purposes to 
provide water to the country's wetlands 
which are rich in biodiversity. For water 

resources, the failure to agree how to avoid 
trade-offs between growth, poverty reduction 
and sustaining the resource is leading to a 
crisis situation. The political debate to 
improve water allocation decisions has been 
ongoing for over two decades, but still shows 
little sign of resolution. One way forward is 
to incrementally build on the approach used 
to manage the Mahaweli (Box 9.2).

While in aggregate Sri Lanka has sufficient 
water, it suffers from seasonal and localized 
water shortage. Drought leads to stark 
choices between competing water 
allocations for water supply, energy, 
agriculture and fisheries. River sand mining 
is a complicating factor, leading to saline 
groundwater and river bank erosion in many 
rivers around the main market in Colombo. 
There are also localized problems of water 
pollution: salinization of water is a major 
issue in many coastal areas; agrochemical 
pollution remains serious in intensively 
farmed areas; faecal pollution is common 
in many urban areas; and industrial pollution 
is largely localized. While regulatory 
attention has focused on industrial pollution, 
this is not the key national priority to reduce 
water pollution.

There is also a need to improve management 
of groundwater with unregulated 
exploitation driven largely by farmers with 
some limited government subsidies. By the 
end of 2000, there were an estimated 50,000 
agrowells in the irrigation schemes of the 
dry zone, primarily in the districts of 
Anuradhapura, Kurunegala and Puttalam 
which seem to have the most abundant 
groundwater resources. So far, most wells 
are shallow by South Asian standards, helped 
by recharge flows from surface water in rivers 
and irrigation schemes. However, serious 
groundwater problems are arising in 
Kalpitiya and the Jaffna peninsula.
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With the agriculture sector the largest user 
of water, the Irrigation Department plays a 
key role in water issues. The power and 
resources of the Department emanate from 
its ability to expand irrigation and, therefore, 
offers limited incentives to encourage water 
conservation or more integrated water 
management. Local politicians also gain 
from tank expansion and rehabilitation. There 
are currently some 40 agencies involved in 
allocating water with many overlapping laws 
and no legislation controlling groundwater 
use. The Water Resources Board was set up 
in the 1960s to manage water resources but 
has been weak and marginalized, focusing 
on hydrological investigation and 
groundwater development. Following the 
massive development of Mahaweli, a Water 
Resources Bill was proposed in 1980 which 
included a Water Resources Council, but was 
not passed by the Cabinet. In 1993, ADB 
funded technical assistance was received to 
prepare a water policy and support 
institutional reforms. In early 2000, a draft 

document was prepared, but dropped in 
view of resistance from some in the Irrigation 
Department and NGO opposition through a 
vocal media campaign. In 2003, the 
government announced steps to return to the 
issue and a draft Water Resources Act was 
submitted to the Legal Draftsman's 
Department but was not passed due to a 
change of government. The new government 
has dropped the draft, but is promising its 
own initiative.

The other major proposed water reform was 
the Water Services Reform Bill tabled in 
Parliament in October 2003. The Bill 
focused mostly on water supply issues 
including potential private sector operations 
to challenge the monopoly power of the 
National Water Supply and Drainage Board. 
The Bill was challenged in the Supreme Court 
on Constitutional grounds by civil society 
groups. But while the Court gave the 
petitioners a full hearing, it rejected the Bill 
on procedural grounds since water supply is 

Box 9.2 
Managing the Mahaweli

The Mahaweli river with its hydro power and irrigation functions and many different irrigation 
systems involves major trade-offs between water users. This arises particularly during the Yala 
season when rainfall is less. One particular example is that water diverted at the Polgolla barrage 
for irrigation is not available for hydro power at Victoria, Randenigala or Rantembe reservoirs. To 
manage these trade-offs, some processes are in place. A simulation model uses historical data to 
generate water allocation options. At the field level, farmers organizations meet each season at 
the kanna meeting chaired by the Divisional Secretary to decide on the date of water release and 
closure, crop choice and area, planting dates and water needs. This information is combined 
with model data and other competing demands to decide water allocations. The Water Manage
ment Panel meets each season bringing together representatives from irrigation, agriculture, 
power, water supply, the Divisional Secretaries from Polonnaruwa and Anuradhapura and 
farmers organizations. While this meeting of about 400 people makes only limited adjustments 
to the allocation plan, it does increase transparency. Once the plan is agreed, a weekly meeting 
takes place at the Water Management Secretariat to allow flexibility to changing circumstances. 
The process is not free from patronage. When the Irrigation Minister came from Polonnaruwa, 
this biased allocation decisions. Agencies can also subvert agreed decisions: for example, the 
CEB can maintain that due to repairs, water cannot be diverted at Polgolla which is useful for 
generating lower cost hydro power. However, for all its faults, this is a functioning management 
framework which should have been built on in the debate over a water resources policy.

108



Natural Resources in Sri Lanka

also a Provincial Council subject and any 
legislation has to be first referred to 
Provincial Councils. In retrospect, the 
government failed to allay public fears, 
which were often misconceived, that the two 
Bills would be anti-poor. As a result, the 
whole water resources policy remains mired 
in controversy centring on fears over the 
effects of privatization and foreign 
involvement with water, which are sensitive 
given the culture centrality of Sri Lanka's 
ancient irrigation tanks and the perceived 
right to 'free' water.

While national policy remains in conflict, 
at river basin level, the Mahaweli Authority 
does follow a water resource management 
system (see Box 9.3). There also some 
interesting 'area water partnerships' being 
developed in Maha Oya and Malwathu Oya 
and elsewhere by a local NGO which has 
brought stakeholders together to make some 
improvements. The partnership to clean up 
the Kelani river has been on-going for some 
years and some stabilization of water quality 
is now evident. The Upper Kotmale hydro 
project, mired in controversy for several years 
began implementation in 2003 with 
agreement reached on how to manage trade
offs between different water users. However, 
it has also been subject to review with the 
change of government in 2004.

To resolve the current impasse in water 

management, it is important to learn lessons 
from past failures and successes. Weaknesses 
of the government's approach to developing 
and implementing water resources 
management have been two-fold. Firstly, it 
was counter-productive to allow an outside 
donor (the ADB) to assume such a high 
profile in the process of developing the 
reforms. This reduced ownership of the 
process by national institutions and played 
into the hands of those who felt that the 
policy was being imposed on Sri Lanka. Sri 
Lanka has plenty of national water expertise 
and policy development need not be costly, 
so it could easily have been undertaken with 
little or no donor involvement. Secondly, 
the government failed to take an incremental 
approach building on existing practice, rather 
than an approach which suggested a new 
'blueprint' for the water sector. While it has 
many weaknesses, the Mahaweli river basin 
does operate a water management system 
that offers many lessons for incremental 

steps.

9.4 Forestry

Sri Lanka's forestry resources consist of natural 
forests on State land, forests on private lands 
(home-gardens), forest plantations (both 

Box 9.3
Upper Kotmale Hydro Power Project: Trade-offs between Water Uses

After over a decade of conflict, in late 2003, the government finally started the implementation 
of the 150 MW Upper Kotmale hydro power project in the Nuwara-Eliya district at an estimated 
cost of Rs. 600 million. There was controversy over the loss of waterfalls due to the project. 
However, as a result of careful design specifications (if successfully implemented), the plant will 
now discharge water to the waterfalls in such a way that their flows will be unaffected (except for 
one less visible cascade) and in some cases increase. These mitigatory measures plus a Moni- 

• toring Committee were legally gazetted in a unique one-off gazette under the National Environ
mental Act in April 2003. The project is being reviewed by the present government.

Source: Gazette Notification (April 2003).
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State and private) and community woodlots 
(State land leased to small-holders). In terms 
of area, dense natural forests cover about
1.5 million ha or 22 per cent of land area 
while forest plantations cover only 1 per cent 
of total land area at about 100,000 ha. 
Home-gardens covered an area of about 0.8 
million ha or 12 per cent of land area (in 
1992 when estimates were last made). The 
quality of the forestry stock varies quite 
considerably. Over the last 20 years, a 
consensus has gradually emerged in the 
forestry sector on the trade-offs between 
economic growth, poverty reduction and 
environmental protection. This consensus has 
seen the increasing involvement of the private 
sector which can become a key player driving 
further reforms.

Forests provide watershed protection to Sri 
Lanka's rivers that are vital for energy and 
food security.. The timber and furniture 
industry is an important source of 
employment, relying on forest plantations 
and other sources for timber. Recent reforms 
have helped make growing trees both by the 
private and public sector more profitable. 
Privatized tea plantations have started to 
grow trees (assisted by subsidies from donor 
projects and declining profitability of tea) 
where 12,800 ha were being grown in 2003 
(about 10 per cent of the total plantation 
area). There are, however, some concerns 
about recent reforms to timber permits 
regulations. The private sector is also being 
leased State land (at nominal cost) for 
reforestation, although the total area planted 
remains small.

Two significant reforms have been introduced 
to make the State plantations more 
profitable. One of the main bottlenecks has 
been the requirement that the State Timber 
Corporation (STC) undertakes all harvesting 
on plantations. The STC can only harvest 
about 1000 ha per year, but currently there 
are many mature teak, pine and eucalyptus 

plantations that need harvesting and are 
declining in value. To alleviate this, private 
sector harvesting is being introduced in 2004 
on 700 ha of State plantations to break the 
long standing monopoly of the STC. This is 
expected to generate an additional Rs. 100 
million. In addition, STC prices are now 
set at market levels (instead of simply 
covering the administrative costs of the STC). 
However, many State plantations are still 
not fully economically productive. If these 
plantations were being managed 
economically, they could cover up to 75 per 
cent of the operating and capital costs of 
the Forest Department (FD). Allowing the 
private sector to harvest State plantations 
may also help the local timber industry by 
providing more security to timber supply.

While home-garden timber can provide an 
income for the poor, it is limited by various 
restrictions on felling and transplanting. 
Several studies have indicated that the 
restrictive permit system lowers timber prices 
for home-garden owners who are forced to 
sell timber to middle-men who can negotiate 
the complex permitting system. Some 
reforms have recently been attempted. The 
FD has tried to increase the benefits of 
afforestation on State lands to low income 
households through agro-forestry woodlot 
development. About 1000 ha of State land 
has been given out on contract to low income 
households. The labour inputs are 
subsidized, while permission has been 
granted to grow other crops between the 
timber trees and the households receive 20 
per cent of the timber value after 30 years. 
The FD is also piloting more participatory 
forestry approaches in several areas adjacent 
to natural forests.

The poor have reduced dependence on natural 
forests for subsistence significantly and most 
firewood collection is on private lands, using 
primarily branches and fallen timber. Actual 
timber felling occurs due to commercial 
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extraction, for example, for furniture, where 
the poor tend to be hired to cut trees by 
local businessmen and traders. A 
controversial impact on some poor 
households from forestry is the hydrological 
effects of fast growing forest plantations, in 
particular eucalyptus and pine. Since about 
1995, pine planting was stopped, but 
eucalyptus is still grown in some locations. 
The fast growth of the trees increases their 
relative demand for water, but slow growing 
trees would use similar amounts of water 
over their whole growing cycle. So while 
the exact hydrological impacts will vary by 
location, depending on site specific factors, 
there is some scientific justification for 
hydrological concerns. This raises a trade
off between the economic gains from 
eucalyptus versus the external costs imposed 
on the poor, if hydrological effects do occur. 
In response, indigenous species are now 
being planted in some locations and it is 
recommended that they should given 
preference over eucalyptus in all areas with 
sensitive hydrology.

Forestry resources serve a key environmental 
function as a habitat for biodiversity. The 
FD has increased manpower and expenditure 
to increase forest enforcement and to 
demarcate the forest boundary with the hope 
that this will help protect the resource. The 
main threat to natural forests seems to be 
from conversion to agriculture and illegal 
removal of timber for furniture. Conversion 
of forests to agriculture occurs typically on 
an intermittent basis under chena cultivation 
in the dry zone, but on a more permanent 
basis in the wet zone where crops such as 
tea and cinnamon are planted. There is some 
evidence that the timber regulations create 
perverse incentives against tree planting. For 
example, a survey of 125 households in the 
Kandy District by the Ministry of 
Environment found that most farmers 
identified the difficulties of obtaining a 
licence for felling and transporting as a factor 

that discouraged them from growing timber. 
By requiring permits for transporting to be 
checked at roadsides, also reduces the 
incentives for forest guards to actually patrol 
the forest.

To conclude, over the last 15 years a 
consensus has largely emerged on how the 
forestry sector should be managed. The first 
major step was the ban in 1990 of 
commercial logging from natural forests, 
although illegal felling and encroachment 
continues. This was followed by the Forest 
Sector Master Plan published in 1995, 
although implementation has only taken 
place in the last few years. After major 
disputes over the last decade, the positive 
role of the private sector when given the right 
incentives is now recognized in the forestry 
sector. Given the widespread suspicion of 
private sector involvement in natural 
resources, such as water and protected areas, 
this is a significant achievement. The next 
step for private sector involvement may be 
in the management of the STC itself. While 
privatization of the STC was proposed despite 
major resistance from the STC, it is unlikely 
to occur immediately with the change of 
government in 2004. Much forested land is 
owned by the Land Reform Commission 
(LRC) over which the Forest Department has 
no authority. The LRC, for example, owns 
much of the land around Sinharaja and 
Knuckles forest. Encroachers may be granted 
ownership of LRC land. In some cases it may 
be poor farmers, in other cases the 
beneficiaries may be wealthier politically 
connected people. The FD is seeking to take 
control of the LRC prime forest lands which 
would be a major improvement, but this has 
not yet been agreed.

One remaining contentious issue is over the 
timber licensing system, which until 2001 
was extremely restrictive. There are several 
studies which point to the widespread 
corruption that such a complex discretionary
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approval system allowed involving a 'cartel' 
of timber traders and government officers. 
Initial attempts by the FD to relax timber 
permits restrictions for 49 species in 2001 
were reversed in 2002. The initial relaxation 
led to some increase in timber felling, but 
this was likely to be a short-run response: in 
the longer-term, incentives to plant trees 
were expected to increase. The current 
compromise to be gazetted is to simplify 
the permit process and only require permits 
for felling and transporting home-garden and 
private plantation trees in districts where 
these also grow in natural forests.

9.5 Protected Areas
The wildlife sector is a clear example of how 
economic development, poverty reduction 
and wildlife management can reinforce each 
other, if implemented carefully. The sector 
has benefited from bringing the Forest 
Department and Department of Wildlife and 
Conservation (DWLC) under one Ministry. 
Their separation is a colonial legacy with 
few benefits today and much more joint 
working is needed, leading possibly to their 
eventual merger. In this light, recent 
attempts to hand over the management of 
wetlands to the Central Environmental 
Authority (CEA) seem counter-productive. 
This would further complicate responsibility 
for protected areas and dilute the CEA's core 
mandate of environmental clearance, 
licensing and monitoring.

With greater clarity about their institutional 
situation, the parks urgently need to raise 
revenues to invest in wildlife management 
and poverty reduction in the periphery of 
the parks. This approach is now receiving 

greater attention from the Department of 
Wildlife Conservation (DWLC) currently in 
the process of developing mechanisms 
whereby park revenues will be increased and 
channelled towards wildlife management 
and development in villages around the parks. 
Unfortunately, some environmental groups 

have failed to understand the necessity of 
this approach, and the government has not 
been effective in communicating the need 
for reform. However, without urgent reform, 
the protected area system and Sri 1 an' a's 
rich biodiversity is not viable in the medium 
term and the poor will continue to suffer 
unacceptable costs from Sri Lanka's human 
wildlife conflict.

The natural environment, especially the 14 
per cent of land area covered by protected 
areas (of which 12 per cent is controlled by 
the DWLC and 2 per cent by the FD), is 
being increasingly promoted by the tourism 
industry, with ecotourism rapidly growing 
as a concept. New niche market hotels, such 
as Elephant Corridor and Boulders seek to 
attract high value tourists benefiting from 
their location near protected areas. However, 
there have also been attempts by the tourism 
industry to illegally build hotels within 
protected areas, such as in Sinharaja, 
demonstrating the potential trade-offs 
between unregulated growth and 
environmental protection.

National parks can raise revenues for 
government. The DWLC has taken steps to 
raise entrance fees and bungalow charges so 
that for the first time in 2003, due to 
significant growth in tourists, the DWLC 
covered its recurrent costs (see Box 9.4). 
The foreign tourist entrance fee at $15 is 
considered difficult to raise and the DWLC 
has had to resist pressure from tour operators 
to lower the fees. But further revenues could 
be generated by increasing foreign visitation 
to the parks.

At present, poor households suffer high and 
unacceptable costs from parks and receive 
few, if any, benefits. As a result, parks are 
resented by neighbouring households and 
there is a long history of tension with the 
DWLC, particularly around relatively new 
parks, such as Minneriya and Kaudulla
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(anecdotal evidence suggests that households 
living near protected areas are poorer than 
average). The only limited benefits that parks 
currently provide to poor households are 
from limited tourism related economic 
activity, some employment as volunteer 
guides or trackers and through illegal 
activities. In terms of illegal activities, 
anecdotal evidence suggests that at present 
the returns from non-subsistence hunting and 
grazing are going to the better off 
households, and this would cease to be a 
benefit if enforcement was increased.

The poor suffer from protected areas in three 
ways: lost development opportunities, 
human elephant conflict and opportunity 
cost of lost land access. The exact costs to 
the poor are very site specific; detailed data 
is lacking and there is wide differentiation 
even in the relatively poor households in 
and around the parks. Lost access is 
significant as no roads, industry or other 
developments are allowed in parks and there 
are restrictions (when implemented) even in 
the 1 km buffer zone. As a result, villagers 

around the parks often lack access to basic 
infrastructure. Anecdotal evidence suggests 
that the opportunity cost of lost land 
opportunities is significant, particular in areas 
such as Uda Walawe. In addition, many 
schoolchildren around the parks have never 
visited them as they cannot afford the cost 
of the 4-wheel drive which is mandatory to 
enter them. To address this, the DWLC has 
been sponsoring schoolchildren to visit as a 
form of awareness raising.

In many areas, the poor suffer severely from 
the human-elephant conflict which has now 
reached crisis proportions, especially in the 
North-Western Province. Nationally, an 
estimated 1 person and 2-3 elephants are 
killed each week due to human-elephant 
conflict. In certain villages, reducing the 
threat of elephants is the key development 
priority. In 2001, the DWLC paid just under 
Rs. 2 million in compensation for lives lost, 
injuries and damage to property. This is 
generally paid with long delays and is likely 
to represent only a fraction of the total cost 
and the human suffering caused. Damage to 

Box 9.4 
Generating Revenues from National Parks

In 2003, DWLC visitors increased to 583,515 (up from 432,000 in 2001 and 497,1 53 in 2000) 
of whom 14 per cent were foreign tourists and 86 per cent Sri Lankans. Charges from foreigners 
at about $15 raised about Rs. 102 million and Sri Lankan entrance fees at just Rs. 20 raised Rs. 
31 million. In addition, bungalows in 2003 earned about Rs. 1 million and fines, etc., a similar 
amount, making a total revenue of about Rs. 135 million. This balances the estimated recurrent 
expenditure in 2003 of Rs. 135 million. The DWLCs capital budget was an additional Rs. 50 
million in 2003 out of government funds (plus a large amount of additional funding from ADB). 
So while the DWLC has made impressive strides to just cover its recurrent costs, it still does not 
cover capital costs. The DWLC gains only indirectly from the increased revenues as its budget 
is granted separately by the Treasury regardless of revenue generated. However, a half of the 
park entrance fees goes to the DWLCs Wildlife Preservation Fund and can be used for staff 
welfare and other contingencies. There are plans to start using these funds for community 
development. The DWLC has negotiated this arrangement for a half of the revenues with the 
Treasury and Provincial Councils (according to the 13th Amendment, wildlife is a devolved 
subject and all fees should go to the Provincial Councils). The bungalow revenues currently go 
to the Wildlife Trust which is responsible for bungalows.

Source: DWLC data.
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agriculture, which is significant, has never 
been compensated. In 2003, the DWLC 
suspended compensation insurance due to 
delays in payments and excessive premiums, 
and has sought Treasury approval to 
administer the insurance scheme through the 
DWLC itself. But in the interim, no 
compensation is being paid to poor 
households - a situation which the DWLC 
should rectify immediately. The medium
term approach to prevent elephant damage 
has been electric fences, of which there were 
about 500 km in 2001. A more long-term 
solution is to undertake habitat enrichment 
and careful design of the protected area 
network with migration corridors to reduce 
elephants leaving the park. It is now 
estimated than there may be more elephants 
outside protected areas than inside.

The DWLC (with ADB and Dutch support) 
has set up an Account for Protected Area 
Conservation (APAC) fund for development 
activities in seven protected areas that should 
also reduce pressure on parks. Village micro 
plans are being undertaken to identify priority 
investments. Initial pilot micro plans 
illustrate that such investments are relatively 
small, for example intended for minor tank 
rehabilitation and improvement of electric 
fences. The DWLC is also taking a more pro
active role in identifying alternative State land 
near the parks for grazing to shift cattle out 
of the parks. The problem with the APAC is 
that it will decline through time (even if it 
is extended beyond its initial 2 year lifespan) 
so in the medium-term there is a need to 
ensure that the Wildlife Preservation Fund 
can provide financing. Since APAC is also 
limited to seven parks, it will also be 
necessary for Yala, Wilpattu and the other 
parks excluded from APAC to receive funds 
for economic development from the Wildlife 
Preservation Fund.

Many of Sri Lanka's plants and animals are 
unique to the country. This high level of 

endemic species includes half of all Sri 
Lanka's freshwater fish species, almost all 
the amphibians, a large share of reptiles and 
invertebrates, and over 10 per cent of 
mammals and non-migrant birds. The island 
also provides a critical habitat for many 
migratory bird species and the five major 
kinds of marine turtle, which have been 
nesting on Sri Lanka's beaches for millennia. 
Proper data on biodiversity remain limited 
and constrains effective decision-making. A 
negative picture emerges from the data 
showing that invasive species is a growing 
problem, with 59 alien invasive species (AIS) 
identified in the natural ecosystem, including 
10 species of fauna and 13 species of flora 
which are on the IUCN list of the world's 
worst AIS. For example, in Bundala, at least 
a half of the park is covered by invasive 
species that reduce the fodder available for 
elephants and other animals. This leads to 
greater human-elephant conflict as elephants 
leave the park searching for food. More 
positive data comes from the annual 
waterbird census which shows no long term 
decline in waterbirds over a 20 year period, 
although there are some particular wetlands 
that are under threat, especially near urban 
areas. For leopards, there are still no reliable 
population figures, but since the start of 2001 
at least 35 leopards have been killed.

Sri Lanka has a strong domestic constituency 
of support for its protected area network, 
rooted in its culture and the many wildlife 
enthusiasts from largely upper income 
groups. This support has played a major role 
in ensuring that Sri Lanka's protected areas 
cover 14 per cent of its area. However, the 
costs of these parks have being unfairly borne 
by relatively poor households living in and 
around them. This is an unacceptable 
outcome and should not be allowed to 
continue. It is also important for the DWLC 
to take rapid steps to generate positive links 
between revenue generation, wildlife 
management and poverty reduction, and for 
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wildlife enthusiasts to support the DWLC 
in this endeavour.

9.6 Sand Mining
Until the end of 2003, sand mining 
continued with largely nominal regulation. 
Since then, a more concerted attempt has 
been made to ban sand mining in certain 
areas as a result of court cases and the 
growing damage from the industry as 
extraction become increasingly mechanized. 
The success of these restrictions is 
demonstrated by the rapid rise in sand prices 
in Colombo by mid-2004. This has led to 
considerable protest from the construction 
industry. River sand is heavily used in the 
construction industry for mixing of cement. 
The current annual demand for sand by the 
construction industry is about 7.5 million 
cubic metres. This demand is mainly met 
by sand mining in Maha Oya, Deduru Oya 
and Kelani river. The contribution of 
construction industry to GDP is 7.2 per cent 
and it grew by 5.5 per cent in 2003. This 
growth was basically due to both public 
investment as well as private investment in 
construction of apartment complexes, 
individual housing projects, supermarkets, 
and fuel pumping stations. This has resulted 
in more demand for cement and other 
construction materials. The demand for sand 
is expected to grow up to 10 million cubic 
metres by 2005.

The boom in the construction industry has 
made sand mining a lucrative business. There 
are two types of sand mining: small scale 
manual mining using baskets and buckets 
and mechanized mining with the use of 
backhoes and dredgers. The manual method 
is mostly used by the small and medium 
scale miners, many of whom live in the area. 
It is estimated that about 8000-10000 people 
are engaged in sand mining. Poor households 
who live in the area often undertake manual 
mining as they have limited livelihood 
opportunities. Influential businessmen 

practise the more damaging mechanized 
mining, which does generate some 
employment for labourers and drivers.

Sand mining in riverbeds has become a 
serious problem, particularly in Deduru Oya, 
Maha Oya, Kelani, Kalu, Gin and Nilwala 
Oya. Maha Oya is recorded as the most 
highly eroded river bank with a rate of erosion 
is 10.4 ha/year. Sand mining in major rivers 
has resulted in an array of problems including 
collapsing riverbanks, lowering riverbeds, 
seawater intrusion and declining coastal 
beach sand recharge. Severe saline intrusion 
in late 2003 on the Kelani river up to the 
Ambatale intake from where Colombo draws 
its water has also been exacerbated by sand 
mining. There are fears that the water supply 
to Badulla city may also be negatively 
affected by nearby sand mining.

Various discussions have been held to 
promote other sand sources, especially the 
use of sea sand as an alternative to river sand. 
This will require sea sand to be pumped out 
from about 20 meters depth. Currently, sand 
dredging is permitted at some selected sites 
off the south coast. However, there is a 
widespread misconception in Sri Lanka that 
sea sand is unsuitable for construction, 
although it is used in Singapore and many 
other countries.

Mechanized sand mining is lucrative for the 
businessmen employed. Often, they are 
closely allied with local politicians through 
the patronage network. As a result, sand 
mining has been subject to little effective 
regulation up until the end of 2003. Mining 
company permits are supposed to be required 
from the Geological Survey and Mines 
Bureau (GSMB) and permits to access a 
resource through the local authorities, 
Divisional Secretary, and in some cases the 
Forest Department and the police. But much 
illegal mining has occurred either without a 
permit or in locations or quantities larger
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than permitted. Sometimes this is due to 
lack of resources for enforcement, or fears 
about going against politically connected 
local businessmen. In other cases, it is 
alleged that permits can be procured through 
bribery, and that the police themselves are 
involved in illegal mining.

In late 2003 and early 2004, enforcement 
became tougher. Following a number of 
court cases, mechanized sand mining was 
banned, and all forms of river sand mining 
in Maha Oya, Deduru Oya and Kalu Oya 
were banned. But the price rises that 
followed have led to strong protests by the 
construction industry already suffering 
worldwide price rises of steel. Off-shore sand 
mining is the main long-term solution, but 
it requires time and skills to attract viable 
investors due to the high capital costs. 
Meanwhile, those who benefit from sand 
mining present a powerful lobby pressing 
fora return to a largely unregulated river sand 
industry. The regulatory situation is now 
unclear with ad hoc mining controls, but 
the need to comply with court cases is having 
an effect. The pressing need now is for a 
more coherent set of transitional control 
measures leading to implementation of 
private sector led off-shore sand mining. One 
positive sign is that the large scale 
construction industry led by the Chamber 
of Construction Industry has moved to 
advocate government support for public
private off-sand mining and washing plants, 
and there are already several companies 
offering to bid for such a contract.

9.7 Fisheries
Fish are a vital source of livelihood for many 
poor people. About one million people in 
the country depend on the fishing industry 
for their livelihood. Subsistence fisher 
families often fall into the poorest category 
of the population, although there are 
locations where fishing can provide above 

average income. Subsistence fishers families 
116 

often suffer from livelihoods dependent on 
a depleting resource, poor housing, and in 
some areas with limited access to basic 
amenities, such as sanitation. Fisheries are 
also important for consumption by providing 
protein to many low income households. 
However, an increasing number of fishermen 
are pursuing a shrinking resource. The main 
problem is open access into the fishery, 
particularly in lagoon and brackish areas. 
Traditionally, there have been informal 
mechanisms for limiting access to the fishery, 
and this still exists in some coastal locations 
where fishing households prevent 'outsiders' 
from anchoring or beaching a craft. The 
existence of these informal mechanisms for 
controlling access have been shown to be a 
key variable in determining incomes of 
fishermen.

This section focuses on lagoons and brackish 
areas, where attempts by fishermen at 
controlling access have been most limited 
and least successful. Despite a number of 
lagoons being gazetted as 'management 
areas' under the 1996 Act, there has been 
no real attempt by the State to tackle the 
problem of open access. One challenge is 
that fisheries are heavily politicized (partly 
as a result of the long history of State 
subsidies through craft and credit, etc.), but 
this rarely benefits the poorer fishermen who 
are in the majority. Donor projects with their 
rhetoric of participation tend to ignore the 
political challenges to participatory 
approaches and often fail to build on existing 
social structures.

The contribution of the fishing industry to 
the GDP was over 2 per cent in 2003, and 
export earnings from fish and fish products 
increased by 20 percent compared to 2002. 
This revenue increase occurred despite a 
slight fall in total fish production, largely 
caused by lower marine production due to 
prohibition of certain types of fishing gears 
and inhospitable weather conditions.
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However, inland and aquaculture fish 
production increased by over 7 per cent due 
to the increase in stocking fingerlings in 
inland reservoirs (this section will focus on 
the coastal and lagoon fisheries only).

The nature of the coastal fishing fleet has 
also changed significantly in the last 20 years. 
There are four main types of vessel: the 3.5 
ton boats with inboard motors which can 
go past 25 km off-shore; the outboard 
motorized 6 metre fibre reinforced plastic 
(FRP) which can go up to 25 km; motorized 
traditional craft which can travel up to 25 
km. Non-motorized traditional craft which 
only go 2-3 km from the shore. While data 
is limited, it would seem that the coastal 
and lagoon fishery is becoming increasingly 
polarized into the motorized 6 metre FRP 
boats and non-motorized traditional craft. 
Many 3.5 ton boats with inboard motors have 
left the coastal fishery. The motorization of 
traditional craft has also declined in the 
1980s. So the main types of coastal vessel 
are the FRP and the non-motorized traditional 
craft. The latter have shown a massive 

expansion from the 1980s to the late 1990s 
and now make up 90 per cent of the coastal 
fleet.

The rise in numbers engaging in fishery and 
competition from larger vessels is particularly 
affecting poor fishermen. There are many 
examples of conflict between trawl and gill 
net fishing and traditional crafts. Attempts 
have been made to restrict gill and trawl net 
use in some areas but enforcement remains 
a problem. From the 1950s to the 1980s, 
the main focus of the Fisheries Department 
was on fishery production through the 
promotion of modern technology, often with 
government subsidies. Since the 1990s, the 
focus has shifted to give greater weight to 
management of the fishery resource to reduce 
over-exploitation. Over-exploitation is a 
worldwide problem due to the open access 
nature of the fishery and the growing 
numbers of fishermen. In the Chilaw lagoon, 
the number of traditional craft doubled from 
1981 to 1996. Over-exploitation of many 
fisheries such as lobster and shrimp is well 
documented. The beach seine fishery, once 

Box 9.5 
Kattudel or Stake Net Fishery in Negombo Lagoon

The kattudel or stake net fishery uses large nets tied across channels in about 40 sites in the 
Negombo lagoon. The nets are placed in the evening to catch prawns during night tidal move
ments. The management regime started over 200 years ago and access is strictly limited. It is 
currently based on four separate societies totalling about 300 fishermen. Only members of these 
societies can enter the fishery with one male member per household. Fishing rights are passed 
down through the youngest son. In addition, two other new members are allowed to join each 
year. All the fishermen are registered and pay an annual fee for membership in addition to the 
membership fee. They have a special mandate, rules and regulations formed by the fisher folk 
themselves but codified in 1956 by government regulation. A complex rotation of sites is 
followed involving random allocation so that each member has equal access to fish at the best 
sites where the prawn harvest is greatest. Harvests are also higher during the onset of the rains 
in April/May and October/November. Depending on the site and the time of year, potential 
income from one night’s harvest will range from Rs. 1000-10,000. On average, a member has an 
opportunity to operate his net 5-10 days a month. Since fishing is at night, stake net fishing is 
generally undertaken part time. There are penalties for rule breaking. The kattudel fishery seems 
to be relatively successful in stopping open access to fishery, but is now being impacted by 

negative changes in the Negombo lagoon environment.
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a widespread collective fishing method, with 
complex management arrangements to 
allocate the harvest, has now become 
uneconomic in most locations due to the 
lack of fish.

The Fishery Department's shift away from a 
pure production approach to fisheries is 
indicated by reductions in subsidies for 
fishing gear. The government has been in 
discussion to further reduce the subsidies 
limiting it to off-shore boats. In 1996, the 
Fisheries and Aquatic Resources Act was 
passed emphasizing the importance of 
community-based management of fisheries 
for effective resource management. This Act 
introduces licensing for fishery vessels, and 
licences can be used to set conditions, such 
as time and species restrictions. However to 
date, the Fisheries Department has not yet 
taken the key step of using the licensing 
process to limit open access. Generally, any 
fisherman who applies for a licence is given 
one, and there are many who fish without a 
licence. So apart from some rare examples, 
such as the kattudel or stake net fishery (Box 
9.5), fisheries provide open access.

Another challenge facing fishery 
management is that many of the problems 
threatening the fishery, and lagoon fishers 
in particular, are to do with activities outside 
the fishing sector. This can be illustrated by 
the Negombo lagoon, which faces an array 
of problems such as encroachment of land, 
loss of mangroves and pollution of the 
lagoon due to household waste, expansion 
of prawn farms and growth of the Negombo 
town. Although a Negombo Lagoon 
Management Authority has been gazetted, 
consisting of representatives of different 
fishing groups in the area, it has very little 
power to take action against these destructive 
activities due to lack of legal powers and 
financial resources, and the highly politicized 
system within the area (Box 9.6).

The fishery sector has been torn between 
strong patronage networks and naive attempts 
to increase participation without fully 
engaging political networks. Traditionally, 
fishermen have been quite politicized 
through patronage networks, but this has 
generally not benefited the poorer of them, 
who make up the majority of the fishery.

Box 9.6 
Managing Negombo Lagoon

In Negombo, the number of traditional craft more than doubled between 1981 and 1996. There 
are now over 3000 lagoon fishermen. A Negombo Lagoon Managament Authority (NLMA) has 
now been gazetted under the 1996 Act and a code of conduct drawn up. This management 
regime has had some limited success in closing several unauthorized prawn farms which flow 
into the lagoon, and taking action against restricted fishing methods such as dragnets. However, 
management is complicated by the wide diversity of fishing craft and techniques used. These 
include the trammel or 'disco net', the gill net, cast net, kattudel and the life net or 'kakulu thatiya' 
to catch crabs. There are also several fishing methods which do not involve fishing craft, includ
ing the brush pile (or 'mas atha") used for attracting shrimp and push net fishing used at certain 
times to catch shrimp, grouper and ornamental fish. Polycheate worms for shrimp hatcheries, 
mussels and sea grass are also harvested from the lagoon. With this diversity, and the large size 
of the lagoon, it has proved impossible to tackle the problem of open access. One approach is to 
use the formal licensing system under the 1996 Act to limit open access. But there is as yet no 
definition on who is a lagoon fisherman and how to allocate the right to fish. Without this, there 
may be legal difficulties limiting access to future entrants. The NLMA is also constrained by lack 
of financial resources to enable them to function effectively.
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Fisheries cooperatives that were set up in 
the 1960s and 1970s became heavily 
politicized and largely discredited. In contrast 
to overtly State sponsored political 
initiatives, a number of donor funded 
projects have provided much rhetoric about 
fisherfolk participation in management. But 
these approaches, while laudable, have often 
been undermined by the fact that many of 
the activities that affect fisheries, such as 
prawn farming and tourism development, are 
often strongly linked to patronage politics. 
There is also a reluctance by State agencies 
to provide sufficient resources and legal 
powers to fishery groups to manage the 
fishery.

9.8 Conclusion and Recommendations
Reaching a consensus to reconcile different 
objectives of growth, poverty reduction and 
environmental protection, and overcome 
opposition and engage in dialogue with 
vested interests needs leadership and 
coalitions. Progress is possible and seems 
to have been made to some extent in the 
forestry sector and to a lesser extent in the 
fishery sector. However, in other sectors such 
as water, wildlife and sand mining, the 
debate is still on-going and there are only 
limited signs of strong leadership or a strong 
coalition for reform. The challenge is to 
identify leaders and coalitions to develop 
consensus and implement a shared vision. 
Civil society, assisted by the mass media 
has played a key role in pushing for 
environmental protection of natural 
resources. A responsible private sector can 
also play a role once they are given incentives 
to link economic growth with environmental 
protection as has happened with private 
sector reforestation and some activities in 
the tourist industry.

In the case of water, future attempts at water 
resource management should seek to take 
an incremental approach strengthening the 
Mahaweli management approach and 

seeking to develop it in other basins. This 
incremental practical approach of building 
on existing functioning systems will avoid 
much time wasted in abstract debate over 
contested policy concepts.

The forest sector too has faced several past 
weaknesses, particularly low inefficiency of 
the STC and corruption of the permit system. 
Nevertheless, the entry of large scale private 
sector operators can be expected to make 
reform easier. For example, private sector 
frustration with the timber permit system 
will increase pressure to streamline and 
improve the process.

For protected areas, the possibility of 
reconciling economic development, poverty 
reduction and wildlife management is now 
starting to emerge. With the rise in foreign 
tourists, park revenues have picked up. But 
it may be possible to raise further revenues 
by increasing the percentage of foreign 
tourists who visit a park, or encourage 
visitation to more than one. With Treasury 
and Provincial Council agreement, a half of 
such revenues are at present retained by the 
DWLC in its Wildlife Preservation Fund. The 
DWLC is now starting to develop a capacity 
to use these funds for wildlife management 
and poverty alleviation supported by the 
emerging experience of the foreign funded 
Account for Protected Area Conservation. 
In terms of the human-elephant conflict, the 
killing of 50 poor people and over 100 
elephants each year is completely 
unsustainable. The DWLC is starting to shift 
its approach, but needs to continue to 
decentralize and delegate management to the 
park level. Park level decision-making is most 
efficient to take decisions over biodiversity 
management and village development. This 
requires knowledgeable DWLC staff at the 
park level who can take a more pro-active 
approach to wildlife management and 

poverty reduction.
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In lagoon fisheries, the challenge of open 
access must be faced. Attempts have been 
made to encourage lagoon fishery 
management, but currently these initiatives 
have limited resources and have often not 
built sufficiently on existing social structures, 
nor learned lessons from where informal 
access controls have been developed by 
fishermen themselves (for example in some 
coastal locations). The solution lies in 
engaging more with the patronage networks 
that challenge participatory approaches to 
identify ways to limit open access.

Sand mining offers lucrative and easy profits 
and employs large numbers of people. By 
contrast, those who suffer from sand mining 

are widely dispersed, and generally lack 
political power. Efforts to develop off-shore 
sand mining have been under discussion for 
some time, but so far have only been used 
in a few one-off projects such as the 
Colombo-Katunayake Expressway. The 
success in cracking down on river sand 
mining in late 2003 and early 2004 may be 
in danger of slowing down. This is short
sighted and will only delay the problem 
again until a further crisis ensues. It is hoped 
that continuing legal pressure, media 
publicity and more responsible approach of 
some in the construction industry will push 
the government to promote off-shore sand 
mining.
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10. Open Skies Policy for Sri Lanka?

10.1 Introduction

Sri Lanka, being an island nation, depends 
on sea and air for transportation of people 
and freight. Air services have increasingly 
become the sole means of transportation of 
people as well as exporting produce abroad. 
Most of Sri Lanka's major foreign exchange 
earners (migrant remittances, garment 
industry, and tourism) now depend mainly 
on air services to transport Sri Lankan workers 
to the Middle East, ship garments to Western 
markets and bring tourists to the country. 
While the US and Europe have been the most 
significant aviation markets over the past 
century, most research now indicates that 
the Asia-Pacific region will become the 
dominant growth area for aviation services, 
driven mainly by the huge latent demand in 
China and India. This is why it is essential 
for Sri Lanka to quickly position itself to 
take advantage of its location in the Indian 
Ocean and to develop itself as an aviation 
hub for the region. This requires an 
appropriate aviation policy amongst other 
things. There has already been a call for an 
adoption of an 'open skies policy' to provide 
freer access to Colombo for international 
airlines. While it seems sensible to adopt 
such a policy in light of the liberalization 
and deregulation process in the rest of the 
economy as well as liberalization of aviation 
markets worldwide, it is essential to 
examine whether such an aviation policy is 
appropriate for Sri Lanka and serves the 
interests of the country in the long term.

10.2 Regulation of International Air
Services
Currently, international air transport is 
governed by a set of Byzantine rules and 

regulations that date back to an International 
Air Transport Conference held in Chicago 
in 1944. The result is that there are almost 
3000 complex Air Service Agreements 
(ASAs) which allow countries to control 
access to their air transport markets, usually 
with restrictive and inefficient results. 
However, the ever-increasing demand for air 
transport services has meant that the old 
means of regulation are insufficient to meet 
present day demands. The ASAs were based 
on eight 'freedoms of air' decided upon at 
the Chicago meeting where there was a 
multilateral exchange of the first two 
freedoms by participating countries, but lack 
of further consensus ensured that countries 
had to negotiate bilaterally for rights under 
the remaining six freedoms (Box 10.1).

The bilateral system has allowed countries 
to strictly regulate traffic between their 
countries and others and thereby nurture the 
development of their own national flag 
carriers. While some of these national flag 
carriers emerged as highly efficient and 
profitable world-class carriers, the majority 
of the airlines proved to be unprofitable to 
operate and required government support, 
direct and indirect, to remain afloat. 
Efficiencies and economies of scale were lost 
as bilateral restrictions prevented airlines 
from developing networks on purely 
commercial basis. The bilateral nature of the 
ASAs has meant that international air services 
are largely outside the mandate of the WTO 
and GATS (General Agreement on Trade in 
Services) except for three areas of air transport 
which are included in the transport annex 
of the GATS.’

1 These are: aircraft repair and maintenance services, computer reservation system services and setlingand marketing of air transport services.
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Source: International Chamber of Commerce (2001), Business Blueprint for Open Skies Worldwide.

Box 10.1
Freedoms of Air

First Freedom: the right of an airline of one country to fly over the territory of 
another country without landing.

Second Freedom: the right of an airline of one country to land in another country 
for non-traffic purposes such as refuelling or maintenance, while 
en route to another country.

Third Freedom: the right of an airline of one country to carry traffic (passengers, 
cargo, mail) from its country to another country.

Fourth Freedom: the right of an airline of one country to carry traffic from another 
country to its own country.

Fifth Freedom: the right of an airline of one country to carry traffic between two 
other countries providing that the flight originates or terminates 
in its own country.

Sixth Freedom: the right of an airline of one country to carry traffic between two 
other countries via its own country.

Seventh Freedom: the right of an airline of one country to operate flights between 
two other countries without the flight originating or terminating 
in its own country.

Eighth Freedom: the right of an airline of one country to carry traffic between two 
(cabotage) points within the territory of another country.

Over the years, pressure has been mounting 
on this outdated system and calls for major 
changes to the means by which air transport 
is governed have become considerably 
louder. The first significant market to 
undergo reform was the US domestic 
aviation market which was deregulated in 
1978 with the Airline Deregulation Act that 
removed controls on pricing and capacity 
controls. The outcome of deregulation in the 
US domestic market was dramatic with 
passenger boarding rising by 55 per cent, 
scheduled revenue passenger miles growing 
by over 60 per cent and employment in the 
industry swelling by 32 per cent within a 
decade. Cost of flying is estimated to have 
fallen by 17 per cent. It also led to important 
innovations such as 'frequent flyer' 

programmes and the hub and spoke system 
which enabled airlines to greatly increase 
the load factor on their flights. Subsequent 

to this, the International Air Transport 
Competition Act was passed which allowed 
the US to bilaterally deregulate air 
transportation services with other like
minded countries.

This forms the basis of what is today referred 
to as 'open skies' agreements but in reality 
most of these are not completely free from 
restrictions; hence the phrase 'open skies' 
has the broadest possible definition in most 
cases. Usually, open skies policy refers to 
the US model of open skies agreement which 
generally incorporates removal of restrictions 
on third, fourth, and fifth freedom traffic, 
airfare regulation and number of designated 
carriers. This type of agreement maximizes 
potential competition and facilitates new 
services through cooperative arrangements 
among the participating countries' airlines. 
By 2000, some 50 accords had been signed.
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However, seventh freedom rights are 
negotiable, but cabotage rights are not, and 
the limits on foreign ownership of US carriers 
are restricted.

Following the US lead, the EU began a 
process of complete liberalization of air 
services within its member countries in the 
mid-1980s as the European Commission 
took on the authority to decide on aviation 
policy. At present, any EU airline can fly 
between member States and between cities 
within member States without restrictions. 
Foreign ownership of EU carriers is allowed 
and carriers have become 'European' airlines. 
This has led to a considerable increase in 
cross-shareholding, expansion of code 
sharing and alliances amongst the airlines 
in the region. Studies by the EU Commission 
confirm the success of deregulation with an 
increase in the number of routes flown and 
number of operators serving, and decrease 
in fares since 1993. Perhaps nothing 
personifies the success of this policy more 
than the runaway success of low cost carriers 
such as Easyjet and Ryanair which have made 
air travel affordable to almost all EU citizens.

10.3 Sri Lanka's Aviation Policy
Current official policy relating to aviation 
dates back to 1996, spelt out in the Aviation 
Policy Statement of the Ministry of Tourism 
and Aviation. Aviation policy has been 
formulated in line with the government's 
overall economic policy. Accordingly, the 
development of civil aviation is to take place 
within a liberal market economy, moving 
away from past policies based on 
protectionism and regulation. There is 
general agreement on the need to liberalize 
the passenger market in order to turn Sri 
Lanka's international airport into a hub and 

attract foreign carriers to bring in more 
tourists.

Despite the privatization of Air Lanka and 
the airline under the management of Emirates 
allowed to operate on a more commercial 
manner, the interests of the national airline 
still remain predominant factor in the 
country's aviation policy.2 Whilst Sri Lankan 
Airlines has not received any subsidies or 
State funding since its privatization, the 
airline still enjoys rents in the form of 
monopoly handling rights and catering as 
well as sole designation as the national 
carrier of Sri Lanka.3 On the other hand, 
SriLankan Airlines is still faced with the 
dilemma of being expected to operate in 
many destinations as the national carrier 
while at the same time being expected not 
to make losses. However, it has to be 
recognized that the airline as a business 
venture cannot afford to operate unprofitable 
routes.

Nevertheless, the country's aviation policy 
needs to be liberalized to allow multiple 
designation. Currently, SriLankan Airlines is 
the only national designated airline that can 
fly internationally. So far the government has 
reserved the right to appoint any other local 
airline for international operations. 
Domestic operators have expressed an interest 
in commencing international flights but they 
are unable to do so given the present aviation 
policy of the country and more importantly, 
the Sri Lankan-Emirates Agreement, which 
granted SriLankan Airlines the sole 
designation of national carrier until 31 March 

2004.

Sri Lanka's ASAs also need to take an 
economy wide approach and consider a 

2 Sri Lanka's international aviation services policy for many years was conducted largely according to the interest of Air Lanka (now SriLankan 

Airlines).
3 The sole designation of SriLankan Airlines expired on 31 March 2004 while it will continue to enjoy monopoly rights for handling and 

catering until 1 April 2008.
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wider range of interests in bilateral 
negotiations giving sufficient consideration 
to the interests of the passengers, the tourism 
industry and the State, in addition to the 
aviation industry itself. Although the stated 
objectives of Sri Lanka's international 
aviation policy include interests other than 
the business interests of the airline, they have 
not been reflected in practice. A new national 
civil aviation policy is expected to be 
formulated which would be more liberal 
with provisions for more private sector 
participation in the industry.4

10.4 Sri Lanka's Aviation Industry
Growth of international passenger and freight 
traffic carried to and from Sri Lanka has been 
rapid; average annual growth rates of 8 per 
cent and 14 per cent, respectively were 
recorded between 1990 and 2001. During 
this period, passenger traffic has nearly 
doubled and cargo traffic has trebled. 
However, the civil aviation sector suffered a 
serious set back in July 2001 after the terrorist 
attack on Sri Lanka's international airport and 
repercussion of the September 11 terrorist 
attacks in the US. This was compounded by 
the slow down of the world economy that 
adversely affected the travel market. With 
some semblance of peace returning to Sri 
Lanka following the ceasefire agreement 
signed in 2002, traffic into the country has 
begun to pick up again with airlines resuming 
flights, while a number of new airlines have 
begun flights to Colombo carrying tourists 
and SriLankan Airlines adding more 
destinations to its route network. In fact, 
tourist arrivals to the country for the first 
time passed the 500,000 mark in 2003.

Currently, there are nearly 20 scheduled 
airlines operating to and from Sri Lanka 
including the national carrier. Non- 
Scheduled carriers or charter flights normally 
operate during a particular time of the year 
and carry mostly tourists from Western 
Europe. Scheduled operators carried nearly 
93 per cent of total tourists in 2000. Sri Lanka 
currently has only one designated 
international airline - SriLankan Airlines. 
SriLankan Airlines is a minor player on a 
world scale in terms of revenue earned, 
passengers carried, staff maintained, and 
fleets operated, but it plays an important 
role in the country's economy.5 Although 
its share in total world revenue passenger- 
km (RPKs)6 is negligible, accounting for less 
than 1 per cent of world RPKs, the airline 
carried about 2 million passengers to and 
from the country and accounted for over 50 
percent of the total inbound and outbound 
traffic to Sri Lanka. Other leading scheduled 
airlines operating to Sri Lanka are Emirates, 
Indian Airlines, Saudia and Gulf Air. These 
5 international airlines together accounted 
for 80 per cent of the total capacity to the 
country.

With regard to the cargo sector, Sri Lanka 
completely liberalized cargo transport in 
1991, thereby removing constraints imposed 
upon capacity, frequency, routes, uplift and 
discharge of cargo, as long as the freight 
operator met set standards laid down on 
safety requirements. Following the 
liberalization of cargo, freighters have added 
more capacity and frequency and eased the 
situation, but capacity remains a problem 
as the number of scheduled airlines has been 
pulling out of Colombo. Prior to 

4 Areas include airpod services, air traffic control, passenger and cargo handling services, supply of aviation fuel and air navigation aids and 
communications services,

5 It also plays a vital role in the economy and accounts for about 4 per cent of Sri Lanka's GDP and contributes substantial ly to the country*s 
foreign exchange. It earned Rs. 21.9 bn. which is greater than receipts received from tourism (Rs. 19 bn.) and total foreign direct investment 
(Rs. 7.9 bn.).

‘ This is measure of demand based on the number of paying passengers on an aircraft multiplied by the number of kilometres flown.
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wider range of interests in bilateral 
negotiations giving sufficient consideration 
to the interests of the passengers, the tourism 
industry and the State, in addition to the 
aviation industry itself. Although the stated 
objectives of Sri Lanka's international 
aviation policy include interests other than 
the business interests of the airline, they have 
not been reflected in practice. A new national 
civil aviation policy is expected to be 
formulated which would be more liberal 
with provisions for more private sector 
participation in the industry.4

10.4 Sri Lanka's Aviation Industry
Growth of international passenger and freight 
traffic carried to and from Sri Lanka has been 
rapid; average annual growth rates of 8 per 
cent and 14 per cent, respectively were 
recorded between 1990 and 2001. During 
this period, passenger traffic has nearly 
doubled and cargo traffic has trebled. 
However, the civil aviation sector suffered a 
serious set back in July 2001 after the terrorist 
attack on Sri Lanka's international airport and 
repercussion of the September 11 terrorist 
attacks in the US. This was compounded by 
the slow down of the world economy that 
adversely affected the travel market. With 
some semblance of peace returning to Sri 
Lanka following the ceasefire agreement 
signed in 2002, traffic into the country has 
begun to pick up again with airlines resuming 
flights, while a number of new airlines have 
begun flights to Colombo carrying tourists 
and SriLankan Airlines adding more 
destinations to its route network. In fact, 
tourist arrivals to the country for the first 
time passed the 500,000 mark in 2003.

Currently, there are nearly 20 scheduled 
airlines operating to and from Sri Lanka 
including the national carrier. Non- 
Scheduled carriers or charter flights normally 
operate during a particular time of the year 
and carry mostly tourists from Western 
Europe. Scheduled operators carried nearly 
93 per cent of total tourists in 2000. Sri Lanka 
currently has only one designated 
international airline - SriLankan Airlines. 
SriLankan Airlines is a minor player on a 
world scale in terms of revenue earned, 
passengers carried, staff maintained, and 
fleets operated, but it plays an important 
role in the country's economy.5 Although 
its share in total world revenue passenger- 
km (RPKs)6 is negligible, accounting for less 
than 1 per cent of world RPKs, the airline 
carried about 2 million passengers to and 
from the country and accounted for over 50 
percent of the total inbound and outbound 
traffic to Sri Lanka. Other leading scheduled 
airlines operating to Sri Lanka are Emirates, 
Indian Airlines, Saudia and Gulf Air. These 
5 international airlines together accounted 
for 80 per cent of the total capacity to the 
country.

With regard to the cargo sector, Sri Lanka 
completely liberalized cargo transport in 
1991, thereby removing constraints imposed 
upon capacity, frequency, routes, uplift and 
discharge of cargo, as long as the freight 
operator met set standards laid down on 
safety requirements. Following the 
liberalization of cargo, freighters have added 
more capacity and frequency and eased the 
situation, but capacity remains a problem 
as the number of scheduled airlines has been 
pulling out of Colombo. Prior to

Areas include airport services, air traffic control, passenger and cargo handling services, supply of aviation fuel and air navigation aids and 
communications services.

It also plays a vital role in the economy and accounts for about 4 per cent of Sri Lanka's GDP and contributes substantial ly to the country*s 
(^*79 ̂ <^ian®e' *T eamed Rs. 21.9 bn. which is greater than receipts received from tourism (Rs. 19 bn.) and total foreign direct investment

This is measure of demand based on the number of paying passengers on an aircraft multiplied by the number of kilometres flown.
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liberalization, there was a backlog of cargo 
due to constraints to carriage of cargo and 
rates were well above tariff rates set. 
Freighters have been operating to ease 
congestion as a last resort and in some cases 
the government even had to offer subsidies 
to operate these cargo freighters.

Domestic flights were banned in 1996 amid 
fears that LTTE rebels would hijack a 
domestic airline to carry out an attack but 
the ban was lifted in 2002 clearing the way 
for commercial local airlines to resume 
services, mainly to Jaffna. Currently, there 
are four domestic operators - Lion Air, 
Serendib Air, Expo Lanka Aviation and 
SriLankan Airlines being the latest to enter 
this segment with the introduction of air taxi 
services.

10.5 Policy Options for Liberalization 
There is increasing pressure to liberalize with 
the global push for more liberal aviation 
agreements. Bilateral, reciprocal open skies 
agreements are spreading. If Sri Lanka does 
not move rapidly, the rest of the world could 
liberalize around it. Sri Lanka would be 
disadvantaged if air transport services 
between other countries become relatively 
more efficient, while Sri Lankan carriers 
would be at a disadvantage in expanding its 
markets if other markets are liberalized ahead 
of Sri Lanka. However, it is important to 
bear in mind the difficulties that exist in 
trying to liberalize the aviation market in a 
developing country as opposed to the highly 
developed aviation markets of advanced 
nations such as the US and those in the EU.

The guiding principle of any changes to civil 
aviation regulation should be to ensure that 
Sri Lanka's active participation in the 

international civil air transport system should 
not be undermined in any way. As the 
economies of the world forge ever closer 
links with the process of globalization, 
regular and reliable air transport links are 
absolutely vital for the continuing 
competitiveness of the Sri Lankan economy 
in the global market place. Broadly speaking, 
there are four different avenues of 
liberalization that Sri Lanka could attempt 
to follow.

10.5.1 Unilateral Liberalization
Under a policy of unilateral liberalization, 
Sri Lanka would remove current constraints 
on traffic rights and allow airlines of other 
countries to supply air services to and from 
Sri Lanka, without requiring similar rights 
for Sri Lanka and its carrier/s in return. Under 
this option, Sri Lanka would cease to 
renegotiate or negotiate new bilateral 
agreements and would rely on the rights 
currently available for the national carrier. 
Those who advocate a liberalization of 
aviation policy argue that the current policy 
is restrictive, giving undue weight to the 
interests of the national carrier at the expense 
of the tourist industry and the country. On 
the other hand, there is SriLankan Airlines, 
which is not against open skies per se but 
argues it should be pursued on a reciprocal 
basis.7 It argues that opening Sri Lanka's air 
market will not necessarily bring in more 
airlines to the country. An airline would 
normally fly to a country if an air service 
operation is commercially viable and not 
otherwise. As long as the rest of the world 
remains committed to the bilateral system, 
the extent to which Sri Lanka would benefit 
from a policy of unilateral liberalization 
would depend on how other countries would 
behave. Under a unilateral liberalization

7 We (SriLankan Airlines) are not against an 'open skies' policy at all and would welcome such a move by the Government of Sri Lanka, 
providing that it is based upon reciprocity. We do not believe, however, that the introduction of an 'open skies regime in Sri Lanka alone 
will lead to a large increase in foreign airlines operating to Colombo. Today, for example, there are 57 bilateral air services agreements signed 
between Sri Lanka and other countries, yet only 15 of these are used by foreign airlines' (SriLankan Airlines, Annua/ Report 2001/02).
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policy, Sri Lanka could be worse off than if 
it continued to negotiate additional capacity 
on a bilateral basis.

10.5.2 Reciprocal Bilateral Liberali
zation
Under a reciprocal bilateral open skies 
agreement, Sri Lanka would only have to 
remove current restrictions if the bilateral 
partners also agree to remove such constraints 
on the Sri Lankan carrier. Under a reciprocal 
open skies agreement, airlines would be 
better able to react to the market and new 
opportunities. Airlines will be faced with 
greater competition and would be forced to 
reduce their costs as well as develop their 
markets to remain ahead of competition. 
Consumers and other users would benefit 
from greater capacity and frequency, 
expanded networks and competitive fares. 
The costs to the governments and airlines of 
maintaining agreements would also be 
reduced.

Sri Lanka signed an open skies agreement 
with the US in October 2001. It is the second 
open skies agreement to come into force with 
a South Asian country, Pakistan being the 
first in 1999. Under the open skies aviation 
agreement, all restrictions on air services to, 
from and beyond each other's territory will 
be removed. Open skies agreements 
eliminate restrictions on how often carriers 
can fly, the kind of aircraft they can use, 
and the prices they can charge. The agreement 
covers both passenger and cargo services as 
well as scheduled and charter operations.

A policy of reciprocal open skies policy 
would usually include the following:

• unrestricted third and fourth freedom 
rights;

• removal of single designation and 
promote multiple designation;

• removal of capacity constraints;

• Open skies policy should be pursued 
on a case-by-case basis and should not 
be driven by ideological reasons or by 
designer label policy. Sri Lanka should 
conclude bilateral open skies policy with 
countries, which are potential markets 
for tourism, trade and investment. The 
current tourism policy of the country is 
to attract more visitors from within Asia, 
namely visitors from India, China and 
the Far East while continuing to promote 
tourism from the traditional markets in 
the West. In fact, air travel between 
India and Sri Lanka has been considerably 
liberalized recently with Indian tourists 
given visas on arrival in Colombo and 
the entry of two Indian domestic carriers 
(Air Sahara and Jet Airways). These two 
Indian airlines were given the right to 
fly to Colombo in addition to Sri Lankan 
Airlinesand Indian Airlines, which were 
the designated carriers in the bilateral 
air services agreement between Sri Lanka 
and India. Liberalization of the Indian 
aviation market is highly desirable for 
Sri Lanka and India alike. In fact the Indo- 
Lanka Comprehensive Economic 
Partnership Agreement (CEPA) Report 
prepared in November 2003 identified 
aviation as one of the areas of further 
economic cooperation between the two 
countries in addition to trade in goods.

• Achieving the best results from bilateral 
open skies agreements will require 
careful attention to strategic sequencing 
of negotiations with various countries. 
Sri Lanka should try and sign open skies 
agreements with countries that have the 
most incentive to sign such agreements. 
A number of countries may not be 
prepared to liberalize their ASAs to the 
extent of negotiating bilateral reciprocal 
open skies agreements. In such a case, 
Sri Lanka should renegotiate ASAs to 
remove restrictions. Such reciprocal 
agreements should also contain 
restrictions on government subsidies 
where these are substantial.

• Moving from a 'positive list' of 
restrictions in agreements to a 'negative 
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list', whereby all forms of trade is 
allowed unless specifically excluded, 
would provide a fast track process 
towards liberalization. The negative list 
approach has a number of advantages 
and it is the preferred means of 
negotiation. First, any new form of trade 
is automatically included in the ASA 
without the need for negotiation for its 
inclusion. Second, it is easier to 
negotiate on the removal of restrictions 
than to negotiate for addition of rights. 
Third, it is in keeping with the CATS 
agreement.

10.5.3 Plurilateral
There is a proposal to form an open club 
based on common open skies agreement 
among a group of like-minded countries. This 
would allow all carriers within the group to 
fly freely among the members, subject to a 
common set of rules. The agreement would 
be best based on a negative list approach. It 
would be open to other countries to join on 
the same conditions. A common agreement 
would be simpler than a complex set of 
reciprocal bilateral agreements. The benefits 
to members would grow in proportion to 
the size of the network, while the opportunity 
cost of not joining would also grow. Non
members would risk becoming isolated from 
the increase in traffic in response to the more 
liberal conditions available within the club. 
With respect to Sri Lanka, a plurilateral 
option available is to pursue such a course 
of action within regional groupings including 
SAARC, BIMST-EC and IORAC. The chances 
for regional cooperation in air travel are 
looking more promising than they have 
done for a long time. The climate for such a 
policy change is getting better especially 
within the SAARC region with the Indian 
government taking significant steps to 
liberalize its aviation sector and related 
services, including permitting Pakistani 
airlines to use its airspace after a lapse of 
over 2 years. The EU and the APEC forum 

are two models for establishing a collective 
approach to international air services in a 
specific region. The EU as part of its broad, 
single market reforms has transformed the 
once separate bilateral aviation markets of 
its members into a single, liberal aviation 
market that is open to all airlines from EU 
member States. The APEC forum provides 
another model for establishing a collective 
approach to international air services.

10.5.4 Multilateral
Ultimately, a liberal multilateral agreement 
under the WTO which covers all or most 
countries would allow international air 
services to develop in response to market 
pressures. Efficient carriers would replace 
inefficient carriers and removal of regulatory 
barriers to entry would enhance competition. 
It would be easier to administer and comply 
than the current bilateral system.

Given the entrenched nature of the bilateral 
system in existence, and the difficulties of 
negotiating a truly liberal multilateral 
agreement, reciprocal bilateral and 
plurilateral liberalization options may be the 
best ways of achieving gains in the short to 
medium term. The difficulties in pursuing 
multilateral liberalization were highlighted 
earlier and to date, there seems to be no real 
consensus on how to carry out such a 
monumental task. However, the experience 
of the international telecommunications 
agreement illustrates that countries can move 
quickly to achieve a multilateral and liberal 
agreement when they realize the advantages 
it holds.

10.6 Conclusion
The aviation industry has been experiencing 
a difficult period in the recent past. It has 
been hit by terrorism, economic slowdown, 
war fears and the SARS epidemic (and more 
recently the fear of avian flu) in addition to 
tight regulation. There has never been a more 
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crucial time for the aviation industry and 
this could be the ideal scenario for profound 
change in its manner of operations. Although 
both the US and the EU espouse open skies 
but regulate only technical and safety rules, 
they should be true to their word and 
liberalize flights across the Atlantic that 
would set a precedent for most other 
countries to follow. An encouraging sign in 
this regard is that recently the EU and the 
US began negotiations on further 
liberalization of air traffic across the Atlantic 
which will have implications on the rest of 
the world. Another important development 
has been cross-border mergers taking place 
in Europe; these are expected to be more 
integrated than any other cross-border deal 
in the industry.

Given the fact that most nations are moving 
towards some reductions in existing 
restrictions, it is imperative that Sri Lanka 
adopts a progressive and liberal policy that 

would serve the country's national interest, 
keeping in line with global developments 
in the aviation industry. Successive 
governments have recognized the important 
role played by the aviation industry in 
promoting travel, trade and tourism in the 
economy. The indications given by 
government policy are encouraging, and the 
changes that are pending in terms of airport 
development and the adoption of a new civil 
aviation policy will benefit the country in 
the long term. Progressive bilateral 
liberalization with selected partners initially 
on a reciprocal basis and the adoption of a 
negative list approach are the best way 
forward for Sri Lanka in the short to medium 
term until a global multilateral framework 
for aviation is put in place. Sri Lanka would 
be wise not to follow a path of unilateral 
liberalization in future civil aviation policy 
as such a move may not provide the kind of 
long term benefits that Sri Lanka should strive 
to achieve.
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11. Monopolies and Mergers and Acquisitions Legislation: Policy Options 
for Sri Lanka

11.1 Introduction
The increasing dominance of pro-market 
policies across many parts of the world has 
generated interest in the adoption of 
competition laws in many countries. Such 
laws are aimed broadly at safeguarding the 
competitive process and regulating the 
behaviour of firms in a market friendly 
environment. The primary objective of 
competition laws may be defined as 
'promoting and maintaining a process of 
effective competition so as to achieve a more 
efficient allocation of resources' and 
maximize consumer welfare. The issue of 
whether competition policy should be used 
to pursue other goals - such as to protect 
employment and the environment - is 
controversial.

Competition policy, in its modern form, has 
a rather short history. While some dabbling 
into this issue did take place a little more 
than a century ago, competition policy took 
hold in developed countries in the decade 
after the Second World War. The US did 
have competition policy dating back to the 
early 1900s, which was improved on 
progressively and led to the adoption of the 
Clayton Antitrust Act of 1914. Competition 
policy in Europe, however, has had a much 
longer period of gestation, although policies 
adopted by Norway and Britain in the 1950s 
had many shortcomings by current standards. 
With regard to mergers and acquisitions 
(M&A), the former had a policy aimed at 
publicity and control rather than outright 
bans, while in Britain the policy was largely 
ineffective against mergers.

With such a late enactment of competition 
polices in these countries - given that the 
period of industrialization predates the 
advent of competition policies by nearly four 
centuries in some countries - there is much 
to be taken note of at this juncture. 
Competition policies and the promotion of 
the needs of people as consumers appear to 
have grown after having given considerable 
amount of support to the development of 
the industrial base of the country. This was 
the case in Germany even as recently as the 
1950s where there was open support of 
collusive agreements between small firms 
with a view towards promoting 
special ization and joint export activities. This 
continues even today in Japan, South Korea 
and Taiwan where export competitiveness 
and the need to foster innovation are 
recognized as key developmental objectives.

Thus, promotion of 'consumer welfare' is a 
relatively new phenomenon which had been 
relegated to the back burner during the early 
stages of development of the industrialized 
countries of today. This highlights the 
importance of various development 
objectives and raises the question whether 
the goals of competition policy in general 
(and those relating to monopolies and 
mergers specifically) should be governed by 
the stage of development that a country is 
at, therefore, its particular development 
needs. The rest of this chapter outlines the 
current thinking on competition policy, and 
monopolies and mergers (M&M) while 
paying particular attention to Sri Lanka's 
history with regard to mergerand monopoly 
legislation and the present situation.
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11.2 Competition Policy: Why, for 
Whom and How?
Theoretically, perfectly competitive markets 
can lead to increases in economic efficiency 
and enhanced economic welfare by 
providing for a greater volume and wider 
range of goods at lower prices and higher 
quality. Competition law, therefore, exists 
to create and encourage the process of 
competition in a free market economy by 
limiting restrictive trade practices and 
keeping in check any dominant market 
position. However, restrictive trade practices 
and dominant market position per se are not 
bad. It is only when they become injurious 
to public interest that they need to be off
set. 'Public interest', however, is a vague 
term subject to as many definitions as the 
number of countries that have competition 
laws. Competition law usually defines 
public interest in terms of the effects of 
prices (thereby catering to the needs of 
people as only consumers of goods) but with 
instances where it has encompassed a wide 
range of issues: such as the support of small 
and medium enterprises (SMEs), regional 
development, promotion of employment, 
and even the promotion of social cohesion 
by taking account of inequities.

The enforcement of competition law has, 
in most cases, centred on the 'detection' of 
market power abuse by assessing the size of 
the incumbents in relation to the market - 
known as the structure approach. This 
approach has many shortcomings and can 
be unduly restrictive for a number of 
reasons, at the core of which is the problem 
of definitions.

Competition has to be thought of in relation 
to the relevant market. The purpose of 
defining the relevant market is to identify 
which products and services are such close 
substitutes for one another that they operate 
as a competitive constraint on the behaviour 

of suppliers of these respective products and 
services. The problem is that it is often 
difficult to decide which products or services 
are in the same market. It can easily be 
determined that steel and chewing gum are 
not, but it is more difficult to discern 
between coffee and tea, vodka and whisky, 
bananas and apples, etc. A relevant market 
is seen to have a product, geographic and 
(sometimes) temporal aspect.

Equally important is the scope of the term 
'barriers to entry'. Most often, it may be 
described as something that hinders the 
emergence of potential competition. 
However, a definition of this term is open 
to much variance and can include the 
following:

• 'the extent to which, in the long run, 
established firms can elevate their selling 
prices above the minimal average costs 
of production and distribution...without 
inducing potential entrants to enter the 
industry'; or,

• 'a cost of producing (at some or every rate 
of output) which must be borne by a firm 
which seeks to enter the industry but is 
not borne by firms already in the industry'.

The first definition is very broad, even 
encompassing economies of scale as a barrier 
to entry. The second definition is 
substantially narrower and focuses on the 
differences in demand and cost conditions 
of incumbent firms and potential entrants, 
respectively.

Therefore, definitions can be seen to be of 
unparalleled importance in the interpretation 
and enforcement of competition policy. 
Especially given the extent to which the 
definitions can vary, if markets are wrongly 
defined and barriers to entry imagined, 
competition rules could prohibit conduct 
which might otherwise achieve economic 
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efficiency. Even in the case of 'public interest' 
different definitions would have far reaching 
effects on an economy.

11.3 M&M Policy Issues
The aversion to monopolies is basically 
founded on the potential for a monopoly to 
abuse its market power. Prohibition of 
mergers stems from the reasoning that they 
may result in severe competition concerns, 
where undertakings acquire or strengthen a 
position of market power and, consequently, 
result in an increase in the market price of 
the products or services in the relevant 
market.

However, there are a number of motives for 
and advantages of mergers. The most 
straightforward being the potential efficiency 
gains from the merger, whereby the cost 
savings resulting from the merger outweigh 
the detrimental impact on consumer welfare 
as a whole. Along similar lines is the 
argument that mergers give the owner of a 
business the opportunity to sell it, thereby 
removing this barrier to exit - the existence 
of which may discourage entrepreneurs from 
starting a business. Of equal importance is 
that the merger could be saving a firm which 
otherwise faces inevitable failure - the 
beneficial impact of this being the avoidance 
of creating further unemployment. Mergers 
could also be encouraged as a matter of 
industrial policy, i.e., the creation of 
'national champions'. And finally, mergers 
could be an important component in 
pursuing the integration of a 'single market' 
as was the case in the EU.

The task of competition authorities is to 
identify and to prohibit those mergers which 
have such an adverse impact on competition 
or society that any benefits resulting from 
them are outweighed or should be ignored. 

Although the motives for, and benefits of, 
mergers are important, the key to effective 
merger control is to identify why and when 
a merger should be prohibited. This, 
however, has its practical problems in 
developing countries where there is a 
noticeable absence of the skills and capacity 
to distinguish between efficiency enhancing 
and anti-competitive mergers - a problem 
which seems to have played a part in Sri 
Lanka's handling of merger and monopoly 
legislation.

11.4 Sri Lanka's Experience with 
Monopoly and M&As Policy
Competition policies in Sri Lanka began to 
take shape a decade after the economy was 
liberalized, with the formation of the Fair 
Trading Commission (FTC) in 1987.’ A key 
reason for the emergence of competition 
polices was the perceived adverse effect on 
SMEs as a result of the concentration of 
industrial output amongst a few major 
players. The situation at the time was 
characterized by cartel-type arrangements and 
price escalations - a direct result of the abuse 
of their dominant positions. However, 
competition policy enforcement only 
became a major issue in the early 1990s when 
it became evident that the process of 
privatization had transferred market 
dominant positions to the private sector 
which was able to abuse monopoly 

positions.

While a detailed discussion of the FTC Act 
and the functioning of the FTC are beyond 
the scope of this chapter, the primary issue 
to be highlighted is that the Act did have 
provisions to handle M&As, and the FTC 
did take up a number of such cases. Cases 
relating to monopolies and M&As and the 
subsequent rulings (between 1995 and 2000) 

are given in Table 11.1.

1 Set up through the Fair Trading Commission (FTC) Act No. 1 of 1987.
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In March 2003, the competition regime in 
Sri Lanka changed significantly with the 
enactment of the Consumer Affairs Authority 
(CAA) Act No. 9 of 2003 which repealed 
the FTC Act. Set up initially with the aim of 
streamlining the process of regulating 
competition and consumer related issues 
(previously governed by various bodies 
including the FTC), this process ultimately 
opened the way for the exclusion of 
provisions regarding monopolies and M&As. 
This component was removed supposedly 
due to the need to reduce the strains on an 
overstretched physical and human resource 
base, combined with the need for specialist 
skills to deal separately with competition 
and consumer issues. It was justified on the 
basis that a separate Monopolies and M&As 

Code would be enacted. However, this is 
yet to be done. Therefore, the existing 
legislation lacks the necessary procedural, 
investigative and substantive provisions 
pertaining to monopolies and M&As. The 
lack of such provisions has also resulted in 
a paucity of information relating to more 
recent cases of monopolies and M&As (thus, 
the relatively limited new information given 

in Table 11.1).

However, it must also be added that the 
Monopolies and M&As provisions in the 
CAA Act were possibly removed to enhance 
the attractiveness of Sri Lanka as a destination 
for Foreign Direct Investment (FDl). The 
significant increase in global flows of FDl 
in the early 1990s was undoubtedly fuelled

Table 11.1
Cases taken up by the FTC Regarding Monopolies and M&As (1995-2000) 

Monopoly Power: Three Investigations
Ceylon Grain Elevators Limited (Prima).

Monopoly granted to Air Lanka relating to the 
ground handling charges at Bandaranaike 
International Airport. A complaint was made by 
M/s Sky Cabs (Pvt.) Ltd.

A complaint by W. M Mendis and Company 
(Pvt.) Ltd., on the possible existence of a 
monopoly/anti-competitive practice with 
respect to supply/distribution of spirits/liquor. 

Case initiated in 1995 and completed in 
1999. However, it is pending a response 
by Prima on a number of clarifying 
issues as of 2000.

Case initiated in 1997 and decision 
given in 1998. The ruling was that the 
case was beyond the purview of the 
FTC since it was not a service that was 
prescribed under gazette.

Case initiated in 1996 and still pending 
as of 2000.

M&As: Five Investigations
Nestle Lanka Ltd. and Ceylon Nutritional Food Ltd.

Swadeshi Industrial Works Ltd. and Unilever Ltd.

Kelani Tyres Ltd. Associated Ceat (Pvt.) Ltd. 
and Ceat India Ltd.

1995. Approved.

1995. Latter purchased only 2 per cent 
of shares of the former. Approved.

1998. Approved.

2000. Still pending investigations.

2000. Outside the purview of the FTC. 
14 per cent acquisition approved 
by the Central Bank of Sri Lanka.

ACL acquisition of a 100 per cent stake of 
Lanka Olex Ltd. (a major shareholder of 
Kelani Cables Ltd.).

The acquisition of shares of Sampath Bank 
by Hatton National Bank.
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through a surge in M&As, but this trend had 
declined sharply in relative importance by 
2002. Thus, while removing the provisions 
on grounds of FDI may have been justifiable 
a decade ago, global trends offer less support 
for Sri Lanka's decision in 2002/03.

11.5 M&M Policy for Sri Lanka: Does 
it Need One?
Consumer organizations have been 
supportive of the need for M&M legislation 
in Sri Lanka. Inadvertently or not, the 
discussion on this may suppress the need to 
take account of the country's development 
needs as a whole. The strict enforcement of 
competition policy at this stage of 
development can be detrimental to the long
term benefits that could accrue to the 
economy through the expansion of the 
industrial base. It is this same reasoning that 
drove India to remove restrictions concerning 
monopolies and restrictive trade practices 
from its competition law in 1991 ?

Besides the fact that domestic competition 
policies may be premature for most 
developing countries based on their current 
development needs, one supporting 
argument is that they simply lack the 
institutional framework necessary to assess 

and counter anti-competitive practices. A 
competition policy with the best intentions 
would still be ineffective. Within the context 
of poor governance and the constant threat 
of political capture, effective enforcement 
of competition policy is doubtful, 
particularly if the policy leaves considerable 
discretion in the hands of the relevant 
authority.

Competition policy, specifically that relating 
to monopolies and mergers, needs to be well 
structured. This is necessary in terms of the 
specification of the instances where 
competition policy will apply and where it 
will not; instances where consumer welfare 
is upheld and instances where it is secondary 
to development needs. Such a 'home-grown' 
policy is the most sensible means to address 
the dual and sometimes conflicting goals of 
development and furthering consumer 
welfare. A well-defined competition policy 
(which addresses the issues of monopolies 
and M&As) that differentiates between the 
different needs of the country will also be 
capable of sending a firm message to 
potential investors, thereby removing the 
ambiguity associated with not having a 
policy at all.

1 However, after a lapse of 11 years, provisions relating to the review of Mergers and Acquisitions have been brought back to Indian 

competition law through the Competition Act of 2002.
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12.1 Introduction
The role of Small and Medium Enterprises 
(SMEs) in developed and developing 
economies have assumed major significance 
in recent years. The SME sector has evolved 
as an important means of achieving broad 
based industrialization and employment 
growth, production of basic consumption 
goods using domestic raw materials, raising 
incomes for the larger segments of lower 
income groups, and innovating and 
enhancing productivity. The SME sector in 
Sri Lanka covers a broad range of economic 
activities including agriculture, mining and 
manufacturing, construction and the service 
sector. While SMEs accounted for 23.5 per 
cent of the total number of establishments 
in 1993, this figure had risen to 36.6 per 
cent by 1999. Despite the number of 
establishments increasing over the years, the 
rate of growth of SMEs and their 
contribution to the economy has been slow. 
The importance of developing SMEs has been 
highlighted on numerous occasions. Most 
critically, SMEs have been identified as the 
'nerve centre' of economic development 
under the government's new policy 
framework with the National Council for 
Economic Development (NCED) appointing 
a Cluster to recommend measures to boost 
the performance of SMEs in Sri Lanka. The 
Cluster has identified five immediate 
priorities as part of its short-term action plan. 
These include financing, technology and 
standards, skills development and supply 
chain management, effective coordination 
between line Ministries and their agencies 
which have a role to play in SME 
development, and the establishment of an 
effective institutional framework to spearhead 
SME development.

12.2 Present Institutional Support 
System for SMEs in Sri Lanka
The present institutional support system 
pertaining to SMEs comprises of four major 
types of institutions. These consist of the 
public sector, the private sector, the non
government sector and various multilateral 
and bilateral organizations. Underthe present 
administrative system, there are 
approximately 18 ministries directly engaged 
in SME development activities. Support is 
provided from policy formulation, 
performance of regulatory functions to the 
co-ordination and provision of various 
support services such as skills development, 
transfer of appropriate technology, quality 
assurance services, credit support and access 
to local and international markets. There are 
also various statutory bodies which function 
under different ministries which provide 
common and sector specific services to SMEs 
including institutions such as the Industrial 
Development Board, Industry Technology 
Institute, Export Development Board, the 
Textile Training and Service Sector and the 
Coconut Development Authority. Private 
sector institutions range from financial 
institutions, chambers of commerce to 
private sector business service providers. 
However, the scope and type of services 
offered (both from the government and 
private sector) vary from institution to 
institution and there appears to be high levels 
of overlap in terms of coverage and targeting.

Un-coordinated actions and overlapping 
policies have led to duplication of effort and 
inefficient enforcement of policies at the 
national level. The present status is such that 
there is minimal interaction between the
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12.1 Introduction
The role of Small and Medium Enterprises 
(SMEs) in developed and developing 
economies have assumed major significance 
in recent years. The SME sector has evolved 
as an important means of achieving broad 
based industrialization and employment 
growth, production of basic consumption 
goods using domestic raw materials, raising 
incomes for the larger segments of lower 
income groups, and innovating and 
enhancing productivity. The SME sector in 
Sri Lanka covers a broad range of economic 
activities including agriculture, mining and 
manufacturing, construction and the service 
sector. While SMEs accounted for 23.5 per 
cent of the total number of establishments 
in 1993, this figure had risen to 36.6 per 
cent by 1999. Despite the number of 
establ ishments increasing over the years, the 
rate of growth of SMEs and their 
contribution to the economy has been slow. 
The importance of developing SMEs has been 
highlighted on numerous occasions. Most 
critically, SMEs have been identified as the 
'nerve centre' of economic development 
under the government's new policy 
framework with the National Council for 
Economic Development (NCED) appointing 
a Cluster to recommend measures to boost 
the performance of SMEs in Sri Lanka. The 
Cluster has identified five immediate 
priorities as part of its short-term action plan. 
These include financing, technology and 
standards, skills development and supply 
chain management, effective coordination 
between line Ministries and their agencies 
which have a role to play in SME 
development, and the establishment of an 
effective institutional framework to spearhead 
SME development.

12.2 Present Institutional Support 
System for SMEs in Sri Lanka
The present institutional support system 
pertaining to SMEs comprises of four major 
types of institutions. These consist of the 
public sector, the private sector, the non
government sector and various multilateral 
and bilateral organizations. Under the present 
administrative system, there are 
approximately 18 ministries directly engaged 
in SME development activities. Support is 
provided from policy formulation, 
performance of regulatory functions to the 
co-ordination and provision of various 
support services such as ski I Is development, 
transfer of appropriate technology, quality 
assurance services, credit support and access 
to local and international markets. There are 
also various statutory bodies which function 
under different ministries which provide 
common and sector specific services to SMEs 
including institutions such as the Industrial 
Development Board, Industry Technology 
Institute, Export Development Board, the 
Textile Training and Service Sector and the 
Coconut Development Authority. Private 
sector institutions range from financial 
institutions, chambers of commerce to 
private sector business service providers. 
However, the scope and type of services 
offered (both from the government and 
private sector) vary from institution to 
institution and there appears to be high levels 
of overlap in terms ofcoverage and targeting.

Un-coordinated actions and overlapping 
policies have led to duplication of effort and 
inefficient enforcement of policies at the 
national level. The present status is such that 
there is minimal interaction between the
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private sector and non-government sector 
organizations engaged in SME development. 
The delivery of such services are also scattered 
across different institutions, regions and is 
most often provided independently. The 
regional spread of services provided is also 
limited as most of these institutions are 
concentrated in the Western Province. This 
is especially true among private sector 
business service providers. These institutions 
are also constrained by capacity limitations 
and lack of interaction when providing 
various services to SMEs.

As a result, entrepreneurs continue to face 
problems relating to access to and 
management of finances, access to 
technology, information and markets and in 
obtaining various business development 
services. This is why the SME sector in Sri 
Lanka is still in its infancy, and lacks the 
dynamism to be competitive both locally 
and internationally. Providing ad hoc 
incentives alone will not lead to the 
development of the sector. What is required 
is an SME strategy that provides a systematic 
and comprehensive framework for various 
policy initiatives and support programmes 
at the national and regional level.

12.3 Small and Medium Enterprise 
Authority
While various policies and institutions have 
taken the lead in providing support services 
to this sector in the past, these have not met 
with much success for the larger segments 
of SME entrepreneurs. The Cluster on SMEs 
appointed under the NCED has proposed the 
establishment of an Authority along the lines 
of the Board of Investment (BOI) of Sri 
Lanka, augmented by a financial institution 
(a development bank for the SME sector). 
Past attempts at devising such a strategy for 
SME development in Sri Lanka included the 
setting up of a Task Force in October 2001 
which recommended the need for a public 
institution solely responsible for policy 

making and its execution for the SME sector, 
namely, the establishment of a SME 
Authority (SMEA) in Sri Lanka.

A SMEA is viewed as a single point 
administrative structure that would cut across 
all administrative and financial barriers and 
have the power to formulate policy, expedite 
approvals from government agencies and 
resolve issues encountered during project 
implementation. In effect, it would function 
as a 'one-stop-shop' for SMEs, structured to 
assist them in their respective areas of need, 
be it financial, technical, marketing, 
management, regulatory, or monitoring 
issues, and coordinate and facilitate 
licensing, registration and information 
delivery.

The objectives of establishing an SMEA are 
to:

• encourage and foster the establishment 
and development of industrial and 
commercial enterprises within the SME 
sector;

• make up to date recommendations on 
national policies and strategies for SME 
development;

• co-ordinate with government, semi
government, non-government, private 
sector organizations and donor agencies 
engaged in SME development in 
providing support services to this sector;

• conduct, promote and co-ordinate 
research in relation to SME development 
and publish reports and information with 
respect to SMEs;

• create and maintain a 'Special Fund' for 
SME development;

• review and monitor financing schemes 
and donor funding programmes for SME 
development in order to ensure the best 
utilization of available funds;

• share information, liaise and coordinate 
activities with NGOs, chambers of 
commerce and donors and be actively 
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involved in the development of the SME 
sector; and,

• assist in building public-private 
partnerships in SME development.

An SMEA would ideally be an autonomous 
body functioning under the purview of the 
Ministry of Industries consisting of a 
Governing Council appointed by the 
President in consultation with the Minister. 
The Governing Council would include 
representatives from both public and private 
sector institutions. The public sector board 
members would consist of representatives 
from key ministries such as finance, industry, 
agriculture, trade and commerce. Private 
sector representatives would be drawn from 
the banking sector, chambers, universities 
and research institutions. The proposed 
functional chart of an SMEA is given in 
Figure 12.1.

The SMEA was perceived to function as a 
key body for policy formulation, 
implementation and overall co-ordination 
to ensure that contributions from diverse 
institutional sources are directed towards 
optimal use. While it would not override 

functions of other SME service providers, the 
role envisaged was one of coordinating the 
activities of such institutions to ensure that 
the services are of high quality, are 
geographically spread, cater to the needs of 
entrepreneurs and are regularly up dated. For 
example, the SMEA could make use of the 
expertise of the Industrial Development 
Board (IDB) and through its network of 
offices create a 'one-stop-shop' that cater to 
SME needs in order to promote private sector 
participation in economic development and 
reduce the financial burden on the 
government.

While initial costs involved in setting up 
the proposed SMEA could be borne by the 
government with some assistance from the 
donor community, the SMEA would be 
expected to raise money through loans, 
donations, gifts, or grants, and also by ways 
of service fees. Past experiences reveal that 
creating new institutions in Sri Lanka results 
in a waste of public funds and creates 
opportunities for corruption. In order to 
prevent such occurrences it was suggested 
that the SMEA function as an independent 
entity, have its own funds and that the 

Figure 12.1 
Functional Chart
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members from both the public and private 
sectors should be represented in the 
Governing Council.

12.4 International Practices
The creation of an SME Authority is not a 
new concept and has been successfully set 
up in Pakistan, Israel and Japan in order to 
develop their respective SME sectors. Lack 
of data/information prevents an in-depth 
analysis of the achievements of these 
Authorities. However, the nature of support 
services and the organizational structure 
adopted could be used as exemplary models 
in the context of a proposed SMEA in Sri 
Lanka.

12.4.1 Israel
In 1993, the Israeli government established 
an SME Authority with the goal of meeting 
the need for a single organization that would 
form policies, coordinate activities for 
supporting and promoting SMEs. The main 
purpose of such an Authority was to assist 
entrepreneurs and the owners of SMEs to cope 
with obstacles and difficulties that hamper 
the success of their businesses. The Authority 
functions as a non-profit independent entity 
and is budgeted by the government through 
the Ministry of Industry and Trade.

Israel's SMEA engages in the following 
activities:

• initiating the implementation of 
government policies that encourage 
SMEs;

• creating and implementing tools for 
assisting SMEs;

• coordinating the functions of 
institutions/bodies engaged in providing 
various support services to SMEs;

• establishing local and regional support 
centres for SMEs; and,

• providing various training facilities for 
management.

An important feature of Israel's SMEA is the 
establishment of Small Business 
Development Centres (CPEs) which are 
spread on a geographical basis. The SMEA 
oversees the functions of CPEs and also 
participates in the budgeting of these centres. 
These CPEs function as a 'one-stop-shop' 
where entrepreneurs receive help through a 
comprehensive range of services. Some of 
the main services provided include 
professional advice, training, and the referral 
of sources to finance. The SMEA also 
functions as a centre that formulates theories 
and develops various training and study 
programmes while also supporting the 
training activities of CPEs. The SMEA is 
actively involved in establishing finance 
tools, updating existing finance tools and 
creating awareness of such available tools 
through the network of CPEs. It maintains 
an up to date internet site that acts as a lead 
centre for information for SMEs on various 
issues of concern. For example, procedural 
information for starting business, means of 
obtaining finance, business licensing laws, 
etc., and also operates a data service which 
provides businesses with information of 
tenders, sources of finance available, 
business pool, marketing data and 
information on relevant laws.

12.4.2 Japan
The Japanese government established an 
SMEA as early as 1948 as an extra-ministerial 
bureau of the Ministry of Commerce and 
Industry. Its aim was to improve the business 
environment of SMEs and stimulate their 
creativity and ability. The Agency provides 
businesses with finance and credit, lends 
support for their research and development 
and utilization of information technology, 
and assists in the redevelopment of shopping 
arcades for small retailers.

It has also created 'one-stop-shop' support 
centres for SMEs. These support centres 
integrate and network with local public
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entities and various existing private SME 
support organizations to offer SMEs various 
services and solutions to SME problems 
under one roof. This Agency also maintains 
an internet site that provides information on 
the services and the locations of regional 
information centres, web links to small 
enterprise associations, industrial test 
laboratories and local autonomous research 
organs, and search engines to locate specific 
items of product information for each 
industry.

Annually, the SMEA conducts surveys on the 
actual state of management of SMEs. The 
data are compiled and analyzed according 
to the type and scale of the industry and the 
results are made public. The data serve as 
reference for the consulting and guidance 
personnel at the SME centres. The SMEA has 
also created three types of SME support 
centres to serve as a 'one-stop' service 
counter. These are: prefectural SME Support 
Centres, Regional Support Centres and 
Venture Business Support Centres. 
Prefectural Support Centres were created to 
assist SMEs in obtaining business resources 
more easily according to their diverse needs. 
Services provided include consultation 
services, information on technological and 
marketing issues, dispatch of experts, etc. 
Regional SME Support Centres are spread 
across 251 locations, each bordering 
municipal areas ofthe country and providing 
various over-the-counter consultation and 
information advice. Venture Business 
Support Centres on the other hand, extend 
comprehensive support services on business 
start ups, and high level consulting services 
on management, financial, and legal issues.

12.4.3 Pakistan
The government of Pakistan has also created 
an SME Development Authority (SMEDA) 
to function as an apex policy formulation 
body for SMEs. It is the main provider and 
facilitator of various support services, the 

key resource base and the voice of SMEs in 
Pakistan. The first task of this Authority was 
the development of a uniform definition for 
SMEs. This is an important first step and 
one that Sri Lanka should implement once 
an Authority is established.

There are three main units that operate under 
the Business Support Unit ofthe SMEDA. 
These include the Financial Services Group 
(responsible for all financial consulting and 
advisory services), the Technical Services 
Group (providing relevant technical know 
how), and the Management Development 
Group. It also operates a separate policy unit 
referred to as the Policy Planning and Strategy 
Department. This department plays a crucial 
role in providing overall policy direction to 
the organization, lobbying with different tiers 
of the government, and generation of 
strategic ideas and networking with key 
stakeholders. There is also a Project 
Development and Monitoring Unit that 
carries out surveys and establishes contacts 
with stakeholders, industry players and other 
local and international information sources 
for data. The SMEA of Pakistan has also 
created a successful business matchmaking 
service which enables SMEs to explore 
different areas of cooperation among 
themselves using the SMEDA database and 
website.

12.5 Conclusion
Developing the SME sector in Sri Lanka is 
important in enhancing the country's 
industrial growth and economic 
development. Globalization has brought 
about freer trade and increased competition. 
This has created pressure on SMEs to pay 
more attention to quality, price and delivery 
considerations. Providing entrepreneurs with 
various incentives such as tax concessions, 
lower interest rates and trade protectionist 
measures alone will not lead to a dynamic 
and stable SME sector. What is needed are 
supportive polices and measures that assist
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SMEs in meeting the forces of international 
competition. To do so, SMEs require 
assistance and advice relating to setting up 
a business, effective management practices, 
managing finances as well as securing 
finance, effective marketing strategies, use 
of modern technology and education on the 
importance of innovation and responding to 
the requirements of the market.

While there may be a justifiable argument 
for creating an apex Authority to deal with 
issues related to SMEs in Sri Lanka, the 
prevalence of many institutions already 

engaged in SME related activities may also 
call for a rationalization of existing 
organizations. In particular, the role of 
function of the IDB may have to be reviewed 
to avoid duplication of efforts. The creation 
of a new institution can also be justified 
only if it offers some guarantee of efficiency 
relative to the status quo. While a 'one-stop
shop' may be a better means of ensuring that 
services are easily delivered to SMEs across 
the country in the most effective manner, it 
would be prudent to rationalize existing 
institutional structures alongside as a matter 
of prudence.
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13. US-Sri Lanka Free Trade Agreement: Can It Help the Apparel Sector?

13.1 Introduction
Since the beginning of 2003, statements 
issued by the governments of both the US 
and Sri Lanka held out the possibility of a 
US-Sri Lanka Free Trade Agreement in the 
foreseeable future. Sri Lanka and the US had 
previously signed a Trade and Investment 
Framework Agreement (TIFA) in July 2002 
that created a legal and institutional 
foundation, including the establishment of 
a Joint Council for a permanent trade policy 
dialogue, for a wide range of trade issues 
between the two countries. The TIFA 
between the US and Sri Lanka was the first 
to be signed by the US with a South Asian 
country.

The textile and apparel (T&A) industry in Sri 
Lanka accounts for over 45 per cent of 
industrial production and over 23 per cent 
of industrial sector employment 
(approximately 330,000 direct employees in 
830 firms). Earnings from T&A exports 
amount to roughly US$ 2.4 billion 
accounting for over 50 per cent of total 
export earnings and 65 percent of total value 
of industrial exports. While the US is Sri 
Lanka's largest export market accounting for 
USS 1-8 billion worth of exports in 2003 
(or 35 per cent of total exports), the key export 
to the US has been garments (accounting for 
approximately 80 per cent of total exports 
to the US). An FTA with the US would, 
therefore, be of benefit to Sri Lanka. In view 
of the phase out of quotas by the end of 
2004 under the Multi Fibre Arrangement 
(MFA), the ensuing sections are an analysis 
on whether or not an FTA with the US would 

help the Sri Lankan garments industry to 
sustain and strengthen its US apparel market 
share in a post-quota environment.

13.2 US Textile and Apparel Industry
The US has a T&A industry that accounted 
for a mere 0.45 per cent of its total GDP in 
2001. The textile industry is mostly 
committed to cotton production, whereas 
the apparel industry is by and large involved 
in managing and organizing production from 
international manufacturers. The US also has 
a number of bilateral and regional trade 
agreements with garment producing 
countries. Presently, the US has regional 
agreements under the NAFTA1 and CAFTA,2 
and bilateral agreements with Israel, Jordan, 
Chile, Singapore, and Morocco. Countries 
that have concluded such preferential trade 
agreements are allowed duty concessions on 
apparel exports to the US. However, Sri 
Lanka which is yet to enter into an FTA with 
the US is charged duty on all apparel 
exported to the US. Table 13.1 shows the 
prevailing US duty rates for the top ten 
apparel items exported by Sri Lanka to the 
US in 2003.

Table 13.2 shows the top six countries from 
which the US imported T&A as well as the 
top six countries to which the US exported 
T&A in 2003. Among these countries, the 
ones which have trade agreements with the 
US are indicated. Sri Lanka's share in the 
US T&A market is also indicated. US imports 
and exports of textiles in 2003 comprised 
primarily of yam, fabric, and made-up

The North American Free Trade Agreement (NAFTA) comprising the US, Canada and Mexico.

' USCentral America Free Trade Agreement (CAFTA) comprising the US, El Salvador, Guatemala, Honduras, Nicaragua and Costa Rica.
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Source: OTEXA.

Table 13.1
US Average Duty Rates in 2003

No HTS Description Average 
Duty Rates 

(%)
1 6105 M/B shirts, knitted or crocheted 29.3
2 6108 W/G slips, petticoats, panties, nightdresses, pyjamas, 

negligees, bathrobes 17.1
3 6110 Jerseys, pullovers, cardigans, waist-coats, knitted/crocheted 19.2
4 6201 M/B over coats, car-coats, capes, cloaks, anoraks 9.7
5 6202 W/G over-coats, car-coats, capes, cloaks, anoraks, 

wind cheaters 9.2
6 6203 M/B suits, ensembles, jackets, blazers, trousers, bib 

and brace overalls, breeches 15.9
7 6204 W/G suits, ensembles, jackets, blazers, trousers, bib, 

brace overalls, breeches, etc 11.6
8 6205 M/B shirts 9.8
9 6206 W/G blouses, shirts and shirt blouses 10.6
10 6212 Brassieres, girdles, corsets, braces, suspenders, garters, etc. 13.1

articles. The leading importers of US raw 
material were the two NAFTA countries of 
Mexico and Canada. Together they

accounted for approximately 52.3 per cent 
of textile exports from the US. The next 
biggest importers were Honduras,

Table 13.2
US Textile and Apparel Imports and Exports (2003)_________________

Country
US Textile Imports

Country
US Textile Exports

US$ ’000s Share
(%)

US$ ’000s Share 
(%)

China 4,351,100 26.7 Mexico3 3,099 29.5
Canada3 1,549,1 18 9.5 Canada3 2,396 22.8
India 1,210,092 7.4 Honduras6'0 814 7.8
Pakistan 1,199,836 7.4 Dominican Rep.b 646 6.1
Mexico3 1,037,066 6.4 El Salvador6-0 422 4.0
South Korea 760,903 4.7 Japan 259 2.5
Sri Lanka 57,230 0.4 Sri Lanka 1 5 0.1
World 16,271,826 100.0 World 10,512 100.0

US Apparel Imports US Apparel Exports
Country US$ ’000s Share Country US$ ’000s Share

(%) (%)
China 7,257,636 11.9 Mexico3 1,618 31.3
Mexico3 6,904,175 11.3 Honduras6-0 677 13.1
Hong Kong 3,701,769 6.1 Canada3 675 13.1
Honduras60 2,502,963 4.1 Dominican Rep.b 579 11.2
Vietnam 2,374,663 3.9 El Salvador6'0 284 5.5
Indonesia 2,157,951 3.5 Costa Rica60 244 4.7
Sri Lanka 1,435,821 2.3 Japan 217 4.2
World 61,164,483 100.0 World 5,163 100.0
Notes: a. NAFTA (North American Free Trade Agreement) implemented in January 1994.

b. CBI (Caribbean Basin Initiative) implemented in October 2000.
c. CAFTA (Central American Free Trade Agreement) negotiations were officially concluded 

in December 2003 and it is expected that the agreement will be signed in mid-2004.

Source: OTEXA.
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Dominican Republic and El Salvador. Under 
the Caribbean Basin Initiative (CBI)3 these 
countries were provided with duty 
concessions and quota concessions by the 
US for apparel made from US fabric or yarn. 
In terms of US textile imports, China was 
the largest supplier, accounting for 26.7 per 
cent of import share in 2003. Table 13.2 
also shows that Sri Lanka plays a small role 
in the US textile industry at present 
accounting for only 0.1 per cent of US textile 
exports and 0.4 per cent of US textile imports 
in 2003.

In 2003, the leading supplier of apparel to 
the US was China accounting for 11.9 per 
cent of the import share (Table 13.2). Mexico 
had slipped into second place with an import 
share of 11.3 per cent. In addition, Hong 
Kong and Vietnam tend to be leading 
suppliers of apparel to the US in spite of not 
receiving preferential treatment. In terms of 
US apparel exports, however, the leading 
buyer was Mexico accounting for 31.3 per 
cent of the total export share in 2003. The 
data shows that Canada and Central 
American countries (which have FTAs with 
the US) were also leading buyers of US 
apparel during this period. In 2003, Sri Lanka 
ranked 1 7,h in the US apparel market and 

accounted for 2.3 per cent of total apparel 
imports.

13.3 Sri Lankan T&A Industry
In spite of its small share in the US market, 
the T&A industry in Sri Lanka is a significant 
sub-sector of the national economy. The 
apparel industry has had an impressive 
growth and is the leading contributor 
towards gross foreign exchange in Sri Lanka. 
In contrast, the textile industry is poorly 
developed which has resulted in Sri Lanka 
importing much of its required inputs from 
other countries. Table 13.3 shows that the 
majority of Sri Lanka's raw materials required 
were sourced from the Far Eastern countries 
such as Hong Kong, South Korea and 
Taiwan. Compared to this, the US share of 
raw material imports is only 5 per cent. 
Therefore, the use of US textile inputs in the 
Sri Lankan apparel industry at present seems 
minimal.

Table 13.3 also shows that the US is the 
main export market for the Sri Lankan T&A 
industry. In 2002, the US absorbed 58.5 per 
cent of total apparel exports amounting to a 
value of US$ 1426.5 million. The EU 
followed with an export share of 28.8 per 
cent amounting to US$ 702.1 million. The

Source: Department of Customs (2002), External Trade Statistics.

Table 13.3
Sri Lankan T&A Industry (2002)

Textile Inputs Imported to Sri Lanka Apparel Exported by Sri Lanka
Country US$ Mn Country Share Country US$ Mn Country Share

(%) (%)
Hong Kong 272.1 28.5 USA 1426.5 58.5
South Korea 141.6 14.9 EU 702.1 28.8
Taiwan 132.5 13.9 Canada 40.7 1.7
China 61.0 6.4 Japan 14.1 0.6
India 53.0 5.6 Mexico 1 1.3 0.5
US 48.7 5.1 Australia 8.9 0.4
World 953.4 100.0 World 2438.6 100.0

1 The CBI was legislated as part of the Trade Act of 2000, and comprises of 24 countries and territories in the Caribbean Basin except Cuba.
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other markets for Sri Lankan apparel together 
accounted for little more than 10 per cent 
of the total export share. In particular, the 
heavy dependence of Sri Lanka on the US 
market has meant that any changes in US 
demand will have a significant impact on 
the Sri Lankan apparel industry.

13.4 Benefits of a US-Sri Lanka FTA
Given these conditions, the purpose of the 
proposed FTA between Sri Lanka and the US 
would be to increase market access and 
bilateral trade flows between the two 
countries as a result of lowering of trade 
barriers.4 Sri Lanka's garments exports to 
the US market are highly quota oriented. In 
2002, it was estimated that as much as 84 
per cent of total apparel exports to the US 
were quota based unlike exports to the EU 
and other countries which are largely non
quota based. It is the quota system which 
has thus far enabled Sri Lanka to maintain a 
fixed market share in the US as it eliminated 
competition from more cost competitive 
countries. However, once quotas are 
removed in January 2005, Sri Lankan apparel 
exports will no longer be protected from 

countries which have larger manufacturing 
bases and large supplies of low-cost labour 
such as India and China. This is why the 
US-Sri Lanka FTA being concluded at this 
point of time could be beneficial towards 
Sri Lanka, offering the prospect of a stronger 
foothold in the US market once MFA quotas 
are removed.

The benefits to the Sri Lankan apparel industry 
would largely depend on two factors. Firstly, 
if Sri Lanka is to source fabric from the US, 
the cost and the lead time taken to import 
the raw materials from the US has to be 
considered compared with other countries. 
Given the geographical location of Sri Lanka, 
it takes 21 days sailing to import fabric from 
the US. Therefore, except for standard, 
continuously running products, this would 
pose a disadvantage to Sri Lankan apparel 
producers on account of higher lead times. 
Furthermore, the high cost of US textiles 
compared to other countries may make it 
non-competitive for Sri Lankan apparel 
producers to source US fabrics. Secondly, it 
will depend on the progress of preferential 
access between the US and other countries,

Source: OTEXA.

Table 13.4 
US Apparel Imports

% Share % Share % Share % Share
Country US$ of US US$ of US US$ of US USS of US

Mn. Market Mn. Market Mn. Market Mn. Market
2000 2001 2002 2003

Mexico (NAFTA) 8,413 14.7 7,811 13.8 7,424 13.0 6,904 11.3
CBI countries 9,541 16.7 9,375 16.6 9,471 16.6 9,612 15.7
AGOA 748 1.3 951 1.7 1,098 1.9 1,511 2.5
Singapore 356 0.6 298 0.5 286 0.5 270 0.4
Chile 7 0.01 12 0.02 10 0.02 1 1 0.02
China 4,499 7.9 4,602 8.2 5,594 9.8 7,258 11.9
Vietnam 47 0.1 48 0.1 895 1.6 2,375 3.9
Sri Lanka 1,472 2.6 1,505 2.7 1,413 2.5 1,436 2.3
World 57,232 100.0 56,460 100.0 56,963 100.0 61,164 100.0

4 From 1 “January 2005 this would be confined to import tariffs, as quotas would disappear by the end of 2004.
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and the extent to which they have benefited 
the apparel industries of supplier countries.

Mexico obtained quota free and duty free 
entry to the US under NAFTA which enabled 
it to become the largest supplier of textiles 
and apparel to the US by 1999. Table 13.4 
shows, however, that since 2000 Mexican 
apparel has been subject to a steady decline 
in the US market. Likewise, CBI countries 
have been experiencing very little growth in 
the US market in spite of getting preferential 
treatment from the US under the Trade 
Development Act of 2000. These declines 
in the Mexican and CBI apparel exports are 
largely due to the stiff competition these 
countries have been facing from low cost 
Asian exports in recent years. However, Sub- 
Saharan Africa which has been receiving 
preferential treatment from the US under the 
AGOA5 appears to have experienced steady 
growth (admittedly from a relatively low 
base). Table 13.4 also shows that the US 
has experienced a rapid surge in imports from 
China and Vietnam during the last two years 
due to these countries offering the lowest 
prices in the US market, which along with 
the on-going phase out of quotas has enabled 
them to capture a growing market share. 
Meanwhile, Sri Lanka has seen a decline in 
the US market share since 2001, due 
primarily to domestic weaknesses as the Sri 
Lankan economy grappled with a severe 
economic downturn as well as increasing 
competition from Asian countries. From the 
above analysis, it would appear that it is 
the low cost apparel producing countries 
rather than the countries that have FTAs with 

the US that have been able to rapidly capture 
market share in the US more recently.

13.5 FTA Options Available to Sri Lanka 
If Sri Lanka does enter into an FTA with the 
US, in order to benefit from it, especially in 
the case of the T&A sector, negotiators would 
have a key role to play in getting the best 
rules of origin (ROO) possible for Sri Lanka 
in addition to the duty free access to the 
US. It is vital that ROO be simple and 
flexible. Possible options in regard to the 
ROO are as follows: (a) considering the fact 
that Sri Lanka is a small player in the US 
market, no rules of ROO being imposed; 
(b) Sri Lankan apparel producers are only 
allowed to source their fabric from the US 
or from any other country which already has 
an FTA with the US;  (c) duty free treatment 
could be allowed to a limited quantity of 
garments made from domestic or regional 
fabric. The remainder can be produced from 
US fabric to qualify for duty free treatment;  
(d) the requirement that all garments exports 
are made with US fabric or from fabric woven 
or knitted with US yarn.

6

7

Given the type of FTAs that the US has 
negotiated with other countries, options (a) 
and (d) are unlikely to be accepted by the 
parties concerned. However, Sri Lanka may 
be able to negotiate an FTA which has 
elements of (b) or (c), or a combination of 
both. The more fabric flexibility allowed in 
the agreement, the more the Sri Lankan 
apparel industry is likely to benefit as Sri 
Lanka is yet to develop backward linkages 
in the apparel industry.

^ro^h OpP°^unity Act (AGOA)provides for duty free and quota free access to the US market without limits for apparel 
made in eligible Sub-Saharan African countries using US fabric, yam and thread. This was implemented in October 2000 as part of the 
Trade Development Act of 2000.

This type of option is available to Costa Rica, Honduras, Guatemala, Nicaragua and El Salvador under the CAFTA. Known as a 'cumulation 
of origin provision, rt gives duty free benefits to apparel made from Mexican and Canadian fabric.

This provision is also available to Caribbean and Sub-Saharan African countries under the CBI and AGOA, respectively. Central American 
c°unyiesa Iso benefitfrom a dominimis provision under the CAFTA. This allows duty free treatments a limited amount of garments made 
from third mi intrv fahrir-
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13.6 Challenges Ahead and Conclusion 
The future of the Sri Lankan apparel industry 
in the post quota period is at present very 
uncertain. Once quotas are lifted, a surge in 
exports is expected from China which is 
expected to become the 'suppl ier of choice' 
for most US importers. Under such a scenario, 
it can be anticipated that Sri Lanka will see 
its share of US apparel imports fall. From 
the foregoing analysis, it would appear that 
countries that have FTAs with the US are 
large suppliers and buyers of T&A in the US 
market. However, it is also seen from the 
analysis that China, Hong Kong and Vietnam 
which do not receive preferential treatment 
from the US have emerged as large suppliers 

to the US T&A market due to their low price 
levels compared to other countries. It was 
also seen from the NAFTA and CBI 
experiences that an FTA alone will not suffice 
to sustain market share in the long run if a 
country is not competitive. It can, therefore, 
be argued that in the short run, although an 
FTA will enable trade diversion to take place, 
in the long run it will not be sustainable as 
US duties come down on an MFN basis or 
it signs more FTAs with other countries. 
Therefore, in the long run, it is 
competitiveness and not an FTA that Sri 
Lanka would need to depend on to maintain 
or increase its share in the US market.
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14. Threat from China for the Apparel Industry: Mirage and the Reality

14.1 Introduction
World trade in apparel has been governed 
by a web of bilateral agreements under the 
Multi Fibre Arrangement (MFA) and the 
Agreement on Textile and Clothing (ATC) 
to free apparel trade from quotas under four 
phases of liberalization. The first three phases 
of the heavily 'back loaded' integration 
process took effect in 1995, 1998 and 2002 
with the final phase taking place in end 2004. 
On January 1, 2005 quotas would be 
eliminated while tariffs would remain. Thus, 
the apparel industry in the major textile and 
apparel (T&A) markets in the world, viz., 
the EU and North America, has moved from 
managed protection through the mid-1980s 
to managed liberalization until the end of 
2004.

The MFA facilitated many developing 
countries like Sri Lanka to foster an apparel 
industry and the quota system protected 
these countries from competition. The socio
economic importance of the T&A industry 
in Sri Lanka and similar countries has 
resulted in the country being vulnerable to 
the emergence of China as a major producer. 
In 2002, China led world apparel exports 
by accounting for a fifth of world clothing 
exports. In the US market, T&A imports from 
China increased by 125 per cent following 
its entry to the World Trade Organization 
(WTO) in late 2001. In 2002, China overtook 
Mexico and became the leading supplier of 
T&A to the US both in value and volume 
terms. Therefore, as a major player in the 
world apparel industry, the elimination of 
quotas by end 2004 raises the critical issue 
of the potential threat from China to other 
competitors, particularly to a country like 
Sri Lanka. This section attempts to assess 

the likely reality of China's role in the global 
T&A market.

14.2 China's Dominance
China's T&A sector consists of 
approximately 21,000 enterprises with an 
output of over US$ 120 billion and 
accounting for a workforce of nearly 8 
million (or 14.5 per cent of total industrial 
employment in China). China's T&A exports 
account for 20 per cent of total merchandise 
exports, while its main apparel export markets 
are Japan (27.1 per cent), Hong Kong (1 7.1 
per cent), US (12.9 per cent) and the EU 
(11.3 per cent). China accounted for the 
highest market share in all of the above 
markets, except in the EU. From 1999 to 
2001 on average, 22 per cent of T&A exports 
from China have been to quota markets. 
China imports roughly US$ 13.1 billion 
worth of texti les (8.1 per cent of world texti le 
imports as the third highest importer) mainly 
from Chinese Taipei (23.7 per cent), Japan 
(19.6 per cent), South Korea (1 7.8 per cent) 
and Hong Kong (10.3 per cent).

China's dominance in the T&A industry can 
be attributed to six main factors as follows:

i) Factor conditions: enable China to be 
a total solution provider at a low cost. 
Though few countries produce under 
lower labour costs than China, high 
labour productivity gives China an 
advantage.

ii) Forward and backward linkages: 
China has local suppliers to provide 
raw material for speedy production 
which lowers lead times, enabling 
firms to react to fashion changes and 
retail demand.
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Figure 14.1
China's Main Apparel Export Destinations (2002)

iii) Government support: the Chinese 
T&A industry is supported by subsidies 
on account of significant government 
involvement1 and export tax rebates 
which is currently 10 per cent.

iv) Currency: since 1994, the Chinese 
yuan has been pegged to the US dollar 
and is estimated to be under-valued 
by as much as 40 per cent, and thereby 
acts as an export subsidy to Chinese 
products.

v) Technology: enables China to produce 
almost any type of T&A product at 
any quality level at a competitive 
price. In recent years China has been 
the world's largest purchaser of new 
weaving equipment.2

vi) Location: a strategic geographic 
location offers China a competitive 
advantage in shipping times. For 
instance, shipping times to the West 
Coast of the US is approximately 12- 
18 days from China while some South 
East Asian countries take 45 days.

In addition, China is the world's fastest 
growing economy and the largest recipient 

of FDI among developing countries. China's 
trade initiatives - specifically negotiating an 
FTA with ASEAN by 2010 and efforts 
towards greater cooperation in trade, 
investment and technology under the ASEAN 
Plus Three initiative - has facilitated its 
growing importance in the world economy. 
This rising overall economic power inevitably 
promotes the dominance of the Chinese 
T&A industry too.

14.3 Challenges to China's Dominance 
in the Apparel Trade
Despite China being a significant player in 
the T&A industry, the end of the quota 
regime does not guarantee that it will be 
able to maintain its dominance after 2005. 
On the one hand, even after the removal of 
quotas by end 2004, T&A importing countries 
such as the US and other WTO members 
would be left with special provisions 
operating exogenously to control China's 
T&A exports. These are:

i) Transitional China specific safeguard 
mechanism: China's accession 
agreement to the WTO includes 

Government ownership accounts for 52 per cent of textile industry and 25 per cent of the apparel sector. 

In 2002, 72 percent of world shipments of newshuttie looms were purchased by China.
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safeguard mechanisms to restrict 
import surges from China. It provides 
for a Product Specific Safeguard 
available to WTO members until 2013 
to be applied on any product, including 
textile and apparel. There is also a 
Textile Safeguard available to WTO 
members until end 2008. Such 
mechanisms are different from normal 
WTO safeguard mechanism due to: a) 
relatively lenient injury standard 
referred to as 'market disruption' 
instead of the normal standard of 
'serious injury'; b) China specific, 
enabling WTO members to target 
China as a special case.

ii) Anti-dumping laws: These laws are 
frequently used to protect US industry 
and workers against low priced, 
injurious imports from China. 'Non
market economy (NME)' methodology 
will be continued to calculate the 
amount of dumping by China and this 
will remain in effect until 2016.3

Further, countries affected by China's 
dominance could lobby against China to 
remove anti-free market advantages such as 
a pegged currency, State sector subsidization 
of its textile sector, and the use of export tax 
rebates.

On the other hand, China's dominance 
could be challenged due to endogenous 
factors. First, despite its dominance, China 
does not own recognized international 
brands and is often treated as a reproducer 
of samples under lower labour costs. Second, 
China's high potential to attract T&A 
investment may exert an upward pressure on 
wages and raise the cost of production. 
Third, the sustainability of China's growth 
has been questioned, influenced as it is by 
public spending, etc. which may not support 

growth in the long term, particularly given 
problems of corruption and ineffective tax 
and revenue collection. Some studies have 
indicated that high and sustained GDP 
growth will inevitably impose restraints via 
access to energy, environmental degradation, 
etc., these remain merely hypothetical 
scenarios.4 Environment deterioration - 
worsening of air pollution as well as demand 
for water approaching the maximum level 
of available resources - is also argued to 
threaten the sustainability of China's 
economic growth. Fourth, China's 
commitment to human, political, and labour 
rights - for example, the decision to remove 
the right to strike in 1982 - continue to draw 
international criticism that can adversely 
affect its trade prospects. The country is also 
experiencing internal problems due to its 
transition to a market-based economy and 
its integration into the global economy. The 
social dislocations likely to emerge from 
growing social, economic and regional 
inequalities may impede China's growth 
performance and impact on its apparel 
industry.

14.4 Threat and the Reality
Issues of the China factor involve both 
positive and negative implications. For 
instance, China's economic growth will lead 
to rising incomes and increasing domestic 
consumption of T&A, thereby providing 
opportunities for other exporters to increase 
their market share. The likely impact of 
China could be analysed broadly under three 
time periods. A comparison of the 
performance of Sri Lanka in the main markets 
gives a further insight to evaluate the reality 
of the threat from China.

2001-2004: During this period, Chinese 
exports to the US market surged. The unit 

’ Though this mechanism is not expressly incorporated in the WTO rules, the US and other WTO members acquired Chinese consent to 
continue this methodology.

For example, it has been estimated that if China maintains a GDP growth rate of 6 per cent until 2030, primary energy demand will increase 
from 0.85 per cent in 1999 to 2.4 percent in 2030 while output would remain constant at 1.7 billion tons.
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value of apparel (in square metres) in 2002 
and 2003 fell by 24.2 per cent and 11.3 per 
cent, respectively, while export volume rose 
by 60.3 per cent and 46.3 per cent, 
respectively, reflecting the initial impact of 
quota liberalization.

In 2003, US textile imports from China 
experienced a 76.5 per cent growth in 
volume and 38.1 per cent growth in value. 
During the same year, apparel imports to 
the US from China recorded an increase of
46.3 per cent in volume terms and 29.7 per 
cent in value terms. China's top five export 
categories to the US in 2002 were bags 
(category 670), cotton dish towels (category 
369), baby garments (category 239), 
women's and girls' (W/G) blouses (category 
739) and other furnishing (category 666). 
Cotton dish towels which are under quota 
grew by 69 per cent in 2002, while W/G 
blouses declined in export value by 16 per 
cent. In 2003, China was the largest exporter 
to the USA in the top ten liberalized 
categories (by value) in phase III ofthe ATC. 
The re-imposition of quotas by the US on 
knit fabrics (category 242), bras and other 
body supporting garments (category 349/649) 

and dressing gowns and robes (category 350/ 
650) under the textile safeguard mechanism 
came into effect in December 2003, two 
years after the quota liberalization. More 
such liberalized categories are expected to 
come under safeguard mechanisms.

China is far ahead of Sri Lanka in important 
categories liberalized up to phase III. China 
has significantly capitalized on the absence 
of quantitative restrictions for baby garments 
(category 239), cotton dressing gowns 
(category 350), bras (category 649), and 
knitted dressing gowns (category 650) in the 
US market by recording growth rates of over 
200 per cent in most such categories during 
2002 (see Figure 14.2). In comparison, the 
corresponding export growth rates of Sri 
Lanka were almost insignificant. In fact, 
categories 239, 331 and 650 have recorded 
negative growth rates, reflecting the inability 
to fight competition. However, in gloves 
(category 631) Sri Lanka's growth was 73.5 
per cent while China recorded only 47.5 per 
cent, and in cotton dressing gowns (category 
350) Sri Lanka has experienced a notable 
growth rate of 170.6 per cent, although lower 
than that of China.

 Growth in China  Growth in Sri Lanka

Figure 14.2 
Growth Performance of Selected Liberalized US Categories in 

2002 - China and Sri Lanka

Source: Compiled using OTEXA data (http://otexa.ita.doc.gov/).

149

http://otexa.ita.doc.gov/


State of the Economy 2004

Figure 14.3
Performance of China and Sri Lanka in the EU Market 2002 

(volume in million pieces)

Source: Compiled using Emerging Textiles data (http://www.emergingtextiles.com/).

In 2003, Sri Lanka's top five export categories 
to the US were coats (category 634), W/G 
slacks (category 348), non-knit shirts 
(category 340), W/G non-knit blouses 
(category 341) and men's and boys' (M/B) 
knit shirts (category 338) in descending order 
of importance. In coats, W/G slacks, and 
M/B knit shirts, China was notably ahead of 
Sri Lanka, while in non-knit shirts and W/G 
non-knit blouses Sri Lanka was ahead of 
China in export value. Based on Sri Lanka's 
performance so far in facing competition 
from China in the US market, a significant 
impact on Sri Lanka is expected after 2005.

In the EU market in 2003, of the 42 quota 
categories, China had 19 and 35 categories 
with quota utilization rates of over 100 per 
cent and over 90 per cent, respectively. 
Despite Sri Lanka enjoying quota free entry 
into the EU market since 2001,5 China has 
been ahead of Sri Lanka in sensitive 

categories6 in 2002 and 2003 (see Figure 
14.3). In 2002, quota utilization rates of 
China were over 99 per cent for these 
sensitive categories while in 2001 the 
corresponding fill rates were over 91 percent.

2005-2008: A significant impact is expected 
with the removal of quotas on a majority of 
categories due to the 'back loaded' phase 
out process. Initially, prices and quantities 
will move further away in opposite 
directions, wiping out some players in the 
T&A industry. For instance, the Philippines, 
Thailand and Malaysia may be excluded if 
they fail to rapidly develop a niche market 
for their products. The greatest beneficiary 
of such repercussions would be China with 
its strength in an openly competitive 
situation.

However, several reasons would mitigate this 
shock over time. First, in previous phases 

2n0£,]Ovember 2000'Sri negotiated an agreement with the EU for the suspension of quantitative restrictions with effect from January 

Category 4: shirts and T-shirts, 5: jerseys and pullovers, 6: trousers, and 7: W/C shirts.
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experience indicated that the initial fall in 
prices and rise in volume decelerated after 
the immediate impact. Second, cost structure 
in China could increase as previously 
discussed. Third, Chinese exports would 
reach a saturated level after the initial boom. 
Finally, safeguard mechanisms and anti
dumping laws would be more in use until 
2008.

2009 and Beyond: By 2008, the textile 
safeguard would not be available as a 
measure to control China, and after 2013 
the product specific safeguard would also 
have expired, while the NME methodology 
of calculating dumping would be in effect 
until 2016. However, new mechanisms may 
evolve in future as it did in the past to restrain 
China after 2005.

14.5 Conclusion
Based on China's performance in liberalized 
categories - the present high quota fill rates 
of restricted categories in both the US and 
EU markets and the removal of quotas on a 
majority of categories due to the 'back 
loaded' phase out process - a significant 
impact referred to as the 'big bang' is 
expected immediately after 2004. Despite 
such threatening implications of quota 

liberalization, the immediate threat may 
lower over time due to the following:

• leading importers have maintained a few 
safeguards to restrain China despite the 
removal of quantitative restrictions after 
2005;

• issues pertaining to the sustainability of 
China's long-term economic development 
and possible opportunities that may arise 
for exporters in the Chinese market itself;

• major buyers will try to reduce the risks 
of sourcing from only one country;

• established long-term relationships 
between firms and other producing 
countries may continue; and,

• preferential tariff access to the US and 
EU markets can offer a competitive edge.

Thus, an assessment of China's threat to the 
apparel industry should be based on 
adequate consideration of both the 
opportunities and challenges that China 
would face after 2005. While the potential 
threat from China should not be over
exaggerated to the point to that it is viewed 
as insurmountable, Sri Lanka's T&A industry 
cannot afford to be complacent if it is to 
continue to survive in the post-quota 
environment.
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15. Anti-dumping Legislation: To Have or Not?

Since the conclusion of the Uruguay Round 
of multinational trade negotiations in 1993, 
traditional transparent trade barriers such 
as applied and bounded tariff rates have been 
reduced, while new unpredictable 
protectionist instruments such as anti
dumping (AD) duties have grown in 
importance. AD duties charged by importing 
nations are responses to international price 
discrimination where exporting firms charge 
lower prices in the export market compared 
to their home market. Along with anti
subsidy countervailing duties (which are 
duties to counter export government 
subsidies), AD duties were originally 
conceived to be responses to perceived unfair 
trade practices. Provisions on anti-dumping 
were included in the Uruguay Round as a 
compensatory measure to the EU and the 
US for their liberalization in other areas.

These duties were meant to create a level 
playing field, but instead have been hijacked 
to become the new protectionist instrument 
of choice. Even AD initiations alone (i.e., 
without the actual final imposition of duties) 
have proven to be an effective restraint on 
trade. The current Doha Round of WTO 
negotiations may indeed be stalled by 
demands to reform these anti-dumping rules. 
Furthermore, what had once been a 
protectionist policy tool of industrialized 
countries (about 95 per cent of anti-dumping 
cases filed were by Australia, Canada, the 
EU, and the US in the late 1980s) has now 
spread to larger developing countries 
including India, Argentina, South Africa, 
Mexico and Brazil. In fact, since 2001 India 
has been the most prolific in initiating AD 
actions and imposing AD duties (see Table 
15.1). In terms of the number of AD cases 
filed per dollar of imports, India's 'intensity' 

of anti-dumping use is about 35 times that 
of the US figure. However, is it an 
appropriate policy tool for smaller, poorer 
developing nations like Sri Lanka?

This brief explores the arguments in the 
debate over the adoption of anti-dumping 
legislation in poor small developing nations. 
The traditional arguments in favour of such 
legislation is that it is the best tool to address 
unfair trade, and since it is the currently 
popular instrument of protectionism in rich 
countries, developing nations must also 
equip themselves with it so they can protect 
their industries. The argument against it at 
the global level is the need to stop the 
proliferation of the use of these duties as 
they are rarely justified and are merely a 
protectionist tool that hurts global welfare. 
At the national level, the arguments are 
based first on the traditional idea that 
protection hurts small economies, being very 
costly to consumers while benefiting a few 
producers. Further, the actual implemen
tation of the duties requires significant 
technical capability and puts a much heavier 
resource and financial strain on the nation's 
customs department. The history of AD 
investigations also confirms that they are 
manipulated to become protectionist 
instruments, rather than simply levelling the 
playing field amidst unfair trade. Finally, 
safeguards may be a better alternative trade 
remedy to support domestic industry facing 
trouble in a more integrated world.

15.1 Anti-dumping Duties: Definition 
and Design
Article VI of GATT, the Anti-Dumping 
Agreement (ADA) and specifically the 
Agreement on Implementation of the ADA 
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1994 lay out the provisions for anti-dumping 
procedures. The GATT deals with govern
ment behaviour, and does not explicitly 
prohibit dumping because it is an action 
done by private companies. However, it does 
condemn dumping that causes injury. A 
product is considered 'dumped' if it is sold 
for a lower price in an export market than it 
is in a domestic market, or, in WTO terms, 
if the product is exported at a price below 
its normal value in the home market. 

accounting for 25 per cent of domestic 
production, and such that the product 
in question makes up at least 50 per cent 
of their collective output) requests the 
relevant authority to initiate an 
investigation.

2) If the submitted evidence passes an 
initial screening, the foreign producer 
is investigated and an AD case is 
initiated. The investigation would be

Table 15.1
AD Initiations: Top 10 AD Initiators and Target Countries
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India 6 41 79 81 46 379 China, P.R. 20 43 53 51 45 356

United States 14 47 76 35 37 329 Korea, Rep. of 14 22 23 23 16 182

European Community 33 32 29 20 7 274 United States 12 13 15 12 18 135

Argentina 27 45 26 14 1 180 Chinese Taipei 4 16 19 16 1 1 123

South Africa 16 21 6 4 6 166 Japan 5 9 13 13 13 106

Australia 5 15 23 16 8 163 Indonesia 7 13 18 12 8 99

Canada 1 1 21 25 5 15 122 India 3 10 12 16 13 98

Brazil 5 1 1 1 7 9 4 109 Thailand 8 13 16 12 7 91

Mexico 4 7 5 10 14 73 Russia 2 12 9 18 2 86

China, P.R. NA 6 14 30 22 72 Germany 7 5 9 7 4 74

The contracting parties recognize that 
dumping, by which products of one 
country are introduced into the 
commerce of another country at less 
than the normal value of the products, 
is to be condemned if it causes or 
threatens material injury to an 
established industry in the territory of 
a contracting party or materially retards 
the establishment of a domestic 
industry.

Article Vl:l GATT 1994

An anti-dumping case would develop along 
these lines:

1) An interested party (representing a major 
proportion of domestic producers - 

done within a year. (No more than 18 
months under special circumstances.)

3) If a dumping margin (normal value in 
the exporter's home market-export 
price > 0) is found,

4) Then injury or potential injury to the 
importing country industry must be 
established.

5) A causal link between the dumping and 
the injury must be established.

6) Once preliminary findings of dumping 
are found, the offending party must pay 
provisional duties up to the extent of 
the dumping margin.

7) Further evidence is considered and a 
final ruling is made.
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8) If the above is satisfied, an anti
dumping duty is imposed. It expires 
5 years after the date of imposition.

15.2 Arguments in Favour of Anti
dumping
15.2.1 Antidote to Predatory Pricing
Predatory pricing refers to a practice where 
foreign companies sell their products abroad 
at below their market value to force domestic 
producers out of the market. Once domestic 
competition is eliminated, foreign 
companies raise prices as they establish a 
monopoly. However, in practice there have 
been no documented cases of predatory 
pricing, suggesting the theory requires 
unrealistic assumptions. Firstly, a predator 
must not only drive out domestic competitors 
but also foreign competitors if it wishes to 
keep prices high later. Second, the theory 
also requires very low exit costs for local 
firms, but very high re-entry costs when the 
price rises. Further, the product would need 
to have a highly inelastic demand to prevent 
consumers from switching to a substitute 
good.

15.2.2 'Sanctuary Market' Argument
AD duties are a remedy to strategic dumping, 
and compensate for the advantages that 
foreign firms possess when they export from 
markets closed to outside competition due 
to government policy or private sector 
practice. The argument is that excessively 
high profits in these 'sanctuary markets' 
allow the firms to sell their products at 
artificially low prices abroad, causing injury 
to the industry in the importing country.

15.2.3 Stop Disruption of Sporadic 
Dumping
Sporadic dumping may occur as exporters 
try to increase market share to make that a 
profitable market. Alternatively, foreign 
producers may dump excess capacity into 
export markets as they produce at full 

capacity to gain scale economies, even at 
times of slack home demand. This may also 
be particularly important in the agriculture 
sector in times of bumper harvests. This hurts 
domestic businesses that are forced to exit 
temporarily or reduce output during times 
of dumping, increasing their costs which 
may eventually be passed on to consumers.

15.2.4 Protecting Specific Commu
nities
Non-efficiency considerations may also be 
important as anti-dumping duties could 
protect not just some workers that may lose 
jobs, but entire communities producing 
specific products. Article IV(ii) of the ADA 
does provide a regional industry exception 
such that injury may be established and AD 
duties levied if the concentrated regional 
firms are hurt, but a major portion of total 
domestic industry is not injured. Rural small 
and medium enterprises (SMEs) are 
particularly vulnerable, as they may not be 
producing in a large scale. Since SMEs are 
becoming a cornerstone of many poverty 
alleviation programmes it is important to 
protect them from unfair trade. Besides 
dumping, unfair advantages of exporters 
through foreign government subsidies should 
be met with countervailing duties.

15.3 The Case Against
15.3.1 Traditional Benefits of 
Unilateral Trade Liberalization
Anti-dumping duties have become a 
widespread tool of the protectionism among 
domestic producers of industrialized nations 
and larger developing nations. Thus, adopting 
such legislation may lead to the same 
problem in small nations, creating all the 
traditional welfare reducing effects of 
protectionism - a misallocation of resources, 
and helping a few producers at the expense 
of hurting many consumers and other 
downstream industries that use the product 
as an input. Dumping legislation seldom
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takes into account the welfare of the 
consumer who actually benefits from lower 
'dumped' prices. For example, AD duties 
on steel are estimated to have cost the US 
economy US$ 46-74 billion. Sri Lanka 
cannot afford to put such a high burden on 
its consumers to protect a few industrial 
producers.

Furthermore, the argument of using AD 
duties based on the idea that 'others do it 
and so why shouldn't we?' deserves the same 
response that economist Joan Robinson gave 
to those who advocated tariffs at home based 
on the presence of tariffs abroad - 'why 
should we throw rocks in our own harbour, 
if others throw rocks at theirs?'

15.3.2 Resource Constraints
Anti-dumping investigations are costly and 
require expertise in multiple fields — in 
particular, law, economics and accountancy. 
The required expertise and financial 
resources would put a major strain on any 
trade ministry or customs department. Anti
dumpingdepartments in the US and EU have 
over 100 people. In attempting to establish 
dumping, injury, and causation, there are 
many resource-demanding technical issues 
that need to be addressed. Calculations have 
to be based on questionnaires submitted by 
exporters and information provided by 
import-competing firms.

a) Constructing'normal'values
Article II of the Anti-dumping 
Agreement notes a product is dumped 
if it is "introduced into the commerce 
of another country at less than its normal 
value". In a situation where the 
exporting country has no home sales, a 
normal value is determined by using the 
export price of the 'like' product to a 
relevant third country or by constructing 
normal values. This is calculated based 
on the cost of production in the 
exporting country as well as accounting 

for other administrative costs and profit. 
This procedure leaves much room for 
inflating the dumping margin.

b) Material injury
"A determination of injury...shall be 
based on positive evidence' (Article 
III.I). Thus, data has to be gathered to 
evaluate the impact of the volume of 
dumped imports on domestic prices of 
like products and the consequent effect 
on domestic producers. Data analysis 
would have to document increases in 
import volumes, price undercutting, as 
well as declines in profit, production 
and market share.

c) Causation
Once it has been established that the 
domestic industry has been injured, the 
next step is to establish that the cause 
of said injury is due to dumped imports. 
This involves identifying and 
investigating other factors that may have 
caused the injury. This includes other 
imports of like products that were not 
dumped, macroeconomic factors like 
changes in demand, technology 
developments, productivity of domestic 
firms and trade policy.

d) Confidentiality
Acquisition of data for AD cases 
involves developing a mechanism for 
handling confidential, sensitive data 
which may be useful to a firm's 
competitors. The EU tries to reduce the 
problem of information leaks by 
requiring a non-confidential version of 
every confidential document.

15.3.3 Devil in the Details
Much of the methodologies used are highly 
subjective, if not arbitrary, resulting in 
positive dumping findings, even if it did not 
occur. Over 1980-97, the US Commerce 
Department ruled that dumping was indeed
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taking place in 804 of the 837 cases initiated 
(96 per cent of the cases). Calculations are 
sufficiently complicated that only the experts 
are not lost in the minute details. But it is 
these details that have allowed AD duties 
to be a mere protectionist tool and not an 
instrument addressing unfair trade practices.

a) Use and abuse of'normal'values
In calculating 'normal' prices at the 
exporter's home, anti-dumping 
authorities exclude those 'home' market 
prices that are found to be below the 
cost of production. This produces 
comparisons of all export prices with 
only prices in the exporter home market 
that are above cost, thus skewing the 
results in favour of a finding of 
dumping.

In addition, there are ten different ways 
of determining costs of production and 
the alleged dumper never knows in 
advance which method will be used - 
once again crating discretion for the anti
dumping authority to find the existence 
of dumping. Further, in an environment 
of changing exchange rates, using 
different exchange rates will give 
different dumping margins.

b) Zeroing
In the case where exporter home prices 
cannot be obtained, authorities may 
compare the difference between the 
export prices and the 'normal' value of 
prices in the importing country (usually 
the average price of like products). 
When the export price is less than the 
normal value in the importing country, 
then this is a positive dumping margin. 
However, when the export price is higher 
than the normal value, the dumping 

amount is calculated as zero. The final 
dumping margin is calculated as an 

average of these margins, which again 

biases the results in favour of finding a 
positive dumping margin.

c) Non-market economy
If the alleged dumping is done by a 
designated non-market economy (such 
as China), then the AD authority 
chooses a surrogate country's prices to 
determine normal values. This again 
provides wide latitude from which to 
achieve a dumping margin.

15.3.4 Safeguards Option
The availability of alternative instruments 
to protect domestic producers may make the 
need for anti-dumping legislation 
unnecessary. Therefore, shifting trade remedy 
actions toward the development of safeguard 
actions legislation would be useful. 
Safeguards involve interventions to 
ameliorate the negative impact of import 
surges. They can be petitioned by producers, 
unions, Parliament or the President and if 
the Commerce Department finds that 
imports surges are leading to 'serious' (note: 
a stronger standard than 'material') injury, 
then relief can be granted (in a variety of 
forms such as higher tariffs) for four years, 
with a possible extension for another four 
years. If the relief is for less then four years, 
no compensation need be paid to the 
countries which face the new trade 
restrictions.

Safeguards are important because like anti
dumping duties they do provide a safety 
valve for domestic producers in times of 
increased global trade flows. However, they 
are more flexible than anti-dumping duties 
in terms of the composition of the trade 
remedy package as well as its duration (AD 
duties for instance are imposed for at least 5 
years in the US, even if the dumping stops). 
Further, the petitioning producers have to 
provide a plan to increase their 
competitiveness, during the period of
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protection. Lastly, in determining the 
safeguards package, the Executive can 
incorporate overall national welfare, not just 
that of the petitioning producers.

15.4 The Path Ahead for Sri Lanka
Path 1: First best: abandon AD legislation

• As a smal I open economy whose growth 
opportunities are strongly tied to global 
markets, multilateral liberalization 
under the WTO is key. Adopting anti
dumping legislation to protect some 
producers is going to be too costly in 
terms of overall national welfare.

• Follow the current trend seen in free 
trade agreements (FTAs) of the EU, the 
Chile-Canada FTA and the Australia- 
New Zealand FTA, where partners agree 
not to level AD actions against each 
other. Secure the same deal with Sri 
Lanka's FTA partners, particularly India 
(and even Pakistan which had its first 
two AD cases in 2003).

• Develop a national competition policy 
such that it is equally capable of dealing 
with predatory or anti-competitive 
behaviour of local and foreign firms.

• Maintain traditional transparent 
protection (tariffs) in sectors that the 
government has decided to protect, such 
as agriculture.

• Develop the anti-subsidy countervailing 
duty legislation to address foreign 
government support of their exporters.

Path 2: Second best: pursue AD legislation 

This option gives the country an alternative 
tool to use against unfair trade. The danger 

in this scenario is that anti-dumping 
legislation will become a protectionist tool 
that would hurt overall welfare. Therefore, 
if this option is pursued, the main concerns 
would be to:

• Include a 'national interest' clause so 
that even if dumping, injury and 
causation are identified, the AD duties 
would be imposed only if they are 
considered in the national interest, (i.e., 
taking into account consumer and 
downstream industry welfare).

• Mitigate the resource constraint problem 
by:
- Simplifying and standardizing 

procedures
- Developing the technical expertise 

within the Commerce Department 
and let that one unit be responsible 
for both the determination of 
dumping and the determination of 
injury (i.e., not letting the two 
investigations be done by separate 
agencies as in the US where dumping 
investigations are done by the 
Department of Commerce, while 
injury calculations are done by the 
US International Trade 
Commission).

• As mentioned above, pursue AD 
exemptions with FTA partners, a strong 
competition policy as well as develop 
the countervailing duty legislation. Do 
not eliminate tariffs only with the 
intention of replacing them with AD 
duties.
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16. Prospects

The moderate recovery of the Sri Lankan 
economy in 2002 signalled gathering 
momentum in 2003 to end the year with an 
annual growth of 5.9 per cent. Recovery in 
GDP growth was accompanied by notable 
improvements in macroeconomic indicators 
-more than halving of the inflation rate to 
around 4 per cent, a significant downward 
movement in interest rates, progress, though 
moderate, in reducing the fiscal deficit, 
relative stability of the exchange rate, and 
an improvement in the external payments 
position and foreign exchange reserves. 
Underpinning these developments were the 
continued cessation of hostilities between 
the LTTE and the government - although 
progress on 'peace talks' had stalled in April 
2003 with the withdrawal of the LTTE from 
negotiations - a continued commitment to 
structural reforms, particularly on issues of 
labour, privatization and the public sector, 
and a strong global recovery accompanied 
by an environment of declining interest rates 
and inflation.

Improvements on the fiscal position were 
brought about largely from economizing on 
expenditure. On the revenue front, 
adjustments to the VAT bands and additional 
tax measures had little impact in reversing 
the continued decline in revenue collection 
that the country has experienced, particularly 
since the late 1990s. More medium-term 
measures such as the establishment of a 
Revenue Authority aimed at improving tax 
administration by unifying the Inland 
Revenue, Customs and Excise departments 
ran into predictable delays in the face of 
growing opposition and have since been 
abandoned. Immediate solutions such as 

granting of a wide ranging tax amnesty to 

recover arrears estimated at over Rs. 50 
billion and widen the tax base proved 
controversial. Short-term fiscal consolidation 
efforts, therefore, focused primarily on 
containing expenditure - freeze on wages 
and salaries and on recruitment to the public 
sector, downscaling of subsidies, including 
those on essential welfare services. For 
example, total expenditure on the social 
sector, which includes education, health and 
welfare, dropped from 7.7 per cent of GDP 
in 2002 to 7 per cent in 2003 (and further to 
an estimated 6.7 per cent in 2004).

While voting patterns of any one individual 
is likely to be based on more than one 
consideration, the general economic 
conditions - issues of cost of living, access 
to employment, education, health, etc. - 
no doubt play a key role. Pre-election pledges 
of the UPFA - the immediate creation of 
employment opportunities in the public 
sector, support for farmers and the promise 
to build a 'national' economy dependent less 
on the drive towards large-scale 
privatization/deregulation - appear to have 
resonated with a majority of voters in the 
country. In office, the challenge for the UPFA 
will be to implement a structured and 
prioritized policy programme that does not 
lean towards 'populist' measures, 
undermining macroeconomic stability and 
ultimately its policy agenda.

The economic policy agenda of the 
government as spelt out in its policy 
document - 'Creating Our Future, Building 
Our Nation' - has laid emphasis on the rural 
agricultural economy as a focus for 
generating 'growth with equity'. Given that 
nearly 50 per cent of GDP growth is 
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generated from the Western Province while 
an estimated 75 per cent of the population 
are rural based, there is no doubt that 
concerns of inequitable distribution of the 
benefits of economic growth deserve policy 
attention. In devising policies to address this 
issue, the challenge will be to ensure that 
overall growth is not compromised in the 
process. The rural sector is not the most 
dynamic sector in the economy. Attention 
to rural economic regeneration should not 
come at the cost of diversion of resources or 
policies geared to accelerate industrial and 
services sector competitiveness or growth. 
Government support in the form of subsidies, 
tariff protection or loan write-offs will assist 
neither the rural dependent economy nor the 
other more dynamic sectors and will 
ultimately compromise growth itself.

Improvements to infrastructure for the rural 
economy - not necessarily major highways 
but connecting roads and 
telecommunication services - furthering 
property rights and tenure security through 

land reform, enhanced access to information 
and education are more likely to have a 
longer-term benefit. In fact, data from the 
Consumer Finance and Socio Economic 
Survey 2003/04 carried out by the CBSL 
suggests, in particular, that communities 
with access to new economic opportunities 
because of industrial activities in their areas 
(fore.g., a sugar factory in Sevenagala, export 
processing factories in Katunayake, and 
garment factories in Kegalle) appeared to 
have achieved relatively better living 
conditions (quality of housing, etc.) than 
elsewhere. Similarly, it finds that access to 
better infrastructure in terms of roads, 
electricity and communication systems 
emerge as key ingredients for improvement 
in living conditions through wider economic 
opportunities.

Given the continued existence of widespread 
poverty in the country, tinkering with 
government social expenditure is always a 
politically risky strategy, particularly in view 
of Sri Lanka's historical 'welfare culture'. If 

Key Features of the Economic Pol icy Framework:

• A regionally balanced economic development with a GDP growth of 6-8 per cent 
over the medium-term.

• Both private and public sectors to play proactive roles.

• Main thrust on domestic resource based economic activities.

• Public enterprises will not be privatized and private sector to compete with public 
enterprises.

• "Pro poor-pro growth" income improvement and redistribution policy.

• Emphasis on food self-sufficiency.

• Market friendly, export oriented strategies.

• Prudent use of fiscal and monetary policies.

• Small and medium enterprise sector to be nerve centre of economic development.

• Protect domestic economy from unfair import competition.

• Duty on agricultural commodities to be maintained at high levels to insulate 
pressure on domestic agriculture.

• Trade policy to be based on the promotion of a well-diversified export economy.

• Foreign investments beneficial to specific development activities to be encouraged.
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the country is to continue to support 
initiatives geared to assisting the poor in the 
context of fiscal constraints that show little 
likelihood of easing anytime in the near 
future, efforts may have to be expended to 
make such programmes more target oriented. 
It would appear somewhat impractical that 
despite rising per capita incomes, Sri Lanka 
continues to offer universal access to free 
education and health care, If 'growth with 
equity' is a policy objective, principled 
objections cannot be raised to reforms that 
may require that those who can afford to 
pay for such services do so in order to release 
more resources to target the truly needy.

Such reforms maybe needed if the 
government policy programme anticipates 
the same volume of expenditure at present, 
or more likely an inevitable increase. Even 
though fiscal performance improved from 
2001, it was weaker than anticipated in terms 
of the medium-term deficit reduction path 
conducive to maintaining debt 
sustainability. While first half estimates of 
GDP growth in 2004 were promising, the 
anticipation is that the country is likely to 
see a deceleration in growth momentum over 
the rest of the year due to a variety of reasons. 
Chief among them is that the climate of 
political uncertainty has not abated despite 
the change of government. Canvassing 
support for government policy issue-by-issue 
(given the diversity of interests across 
opposition parties) can delay 
implementation. The other critical issue is 
the revival of negotiations on 'peace talks' 
that may constrain the ability of the 

government to access donor commitments 
made in 2002. In June 2004, the co-chairs 
of the Tokyo donor conference warned that 
donor attention and funding might go 

elsewhere unless the peace process makes 

progress". Divergence of opinion on the basis 
for talks - to be or not to be based on the 
Interim Self Governing Authority (ISGA) 

proposals forwarded by the LTTE in October 
2003 - has been the most controversial.

Such constraints on the political and 
economic front will require a degree of 
pragmatism from the government. It will 
have to prioritize its policy agenda in line 
with developments on the macroeconomic 
front. While the assurance given by the 
government in its July policy statement that 
"the immediate priority is to reverse the 
prevailing adverse trends in fiscal 
development on a sustainable basis to 
facilitate economic growth and 
macroeconomic stability" is encouraging, it 
is unlikely to allay concerns in the absence 
of a budgetary presentation by the incumbent 
government until November 2004. For the 
most part, macroeconomic stability appears 
to be coming under threat due to a host of 
reasons, both domestic and external. 
According to the Mid-year Fiscal Position 
Report, the primary deficit during the first 
four months of 2004 has risen to Rs. 20.5 
billion, compared to Rs. 8.2 billion in the 
corresponding period of the previous year. 
Government net domestic borrowing during 
this period amounted to Rs. 52.1 billion, 
inclusive of Rs. 10.8 billion from the banking 
sector. The fiscal deficit during the first 
quarter of 2004 has been estimated at 2.6 
per cent of GDP as compared with 2.1 per 
cent in the comparable period in 2003. 
Preliminary estimates for the first half of 2004 
suggests the fiscal deficit increased to 4.2 
per cent of GDP from 3.9 per cent during 
the same period in 2003.

Anticipated higher borrowing by the 
government to finance the deficit - in view 
of what appears to be current policy not to 
proceed with planned privatizations, and 

reduced foreign funding - may complicate 
monetary policy management in the coming 
months. Bond financing of the deficit will 

place upward pressure on interest rates. From 
mid-2004 there is emerging evidence that 
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the progressive decline in the rate of inflation 
experienced since the beginning of 2002 has 
bottomed out with inflation expected to be 
around 7 per cent by end 2004, about 1-2 
percentage points higher than initially 
projected. In July 2004, Treasury bill rates 
edged over 8 per cent for the first time in 12 
months. The reluctance to pass on 
adjustments in utility prices cannot be 
sustained if international oil prices continue 
at their present high levels. The acceleration 
in the rate of depreciation of the rupee will 
be an added burden on raising inflationary 
expectations. Revival of inflationary pressure 
may compel the Central Bank to tighten 
monetary policy, dampening investment and 
growth prospects.

Developments in the external environment 
are also not entirely favourable for Sri Lanka, 
particularly with regard to macroeconomic 
management. Although global GDP growth 
is expected to be strong in 2004 - ensuring 
demand for Sri Lanka's major exports - it is 
also likely to be accompanied by rising 
global interest rates and inflation. Of major 
concern to Sri Lanka will be the prospect of 
sustained high oil prices. There are 
indications that the OPEC may raise the 
target price of its reference index of crude 
oil (fixed in 2000) from US$ 22-US$ 28 per 
barrel to around US$ 25-US$ 32 towards the 
end of the year. The reference price for crude 
(calculated daily) has been above the upper 
end of the target range since November 2003, 
indicating continued upward pressure on the 
price. The IMF forecasts an average price of 
over US$ 32.5 a barrel in 2004, about US$
8.5 a barrel higher than in April 2003. The 
spot market price rose to a record high of 
nearly US$ 48 per barrel in August 2004. 
These developments appear to indicate that 
international oil prices are likely to remain 
high over the near-term. Given that 
expenditure on oil imports account for over 
13 per cent of total imports of Sri Lanka, the 
adverse impact on the country's balance of 

payments (BOP) - apart from its 
unfavourable effects on industrial production 
through high utility rates - is likely to be 
quite significant. The country's oil import 
bill in 2004 is estimated to amount to (JS$ 
1.2 billion compared to a normal average of 
US$ 700-800 million.

Reflecting some of these developments, Sri 
Lanka's trade balance is coming under 
increasing pressure. While earnings on 
exports increased by a respectable 9.6 per 
cent during the first half of 2004, there is 
concern whether the momentum can be 
maintained particularly in light of a 1 7 per 
cent growth in earnings in the comparable 
period last year. By contrast, the country has 
seen a significant increase in import 
expenditure of 21 per cent during January- 
June 2004, fuelled by a sharp increase in 
investment and intermediate goods. While 
the increase in intermediate imports was 
driven primarily by higher import outlay on 
wheat and petroleum, the increase in 
investment goods imports has been driven 
by the resurgence in economic activity. 
Nevertheless, the resultant impact has been 
a widening of Sri Lanka's trade deficit by 
nearly US$ 400 million during the first half 
of 2004 (the trade deficit expanding to US$
1.1 billion in the first half of 2004 compared 
to US$ 700 million in the first half of 2003).

On the positive side, the tourism sector has 
continued to show promising signs of 
recovery despite declines in March and April 
2004. During the first six months of 2004 
tourist arrivals recorded an increase of 4.1 
per cent compared to the same period last 
year. The continuing upward trend in migrant 
transfers is also likely to be sustained. 
However, there have been some setbacks to 
foreign inflows of capital on account of 
limited privatization proceeds and official 
external financing, offset partly by the issue 
of Sri Lanka Development Bonds by the 
government. Overall, the near-term outlook
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for Sri Lanka's BOP remains uncertain with 
an anticipated deficit of around US$ 200 
million. Official reserves have seen a decline 
from US$ 2329 million at the end of 2003 
(4.2 months of imports) to US$ 1953 by end 
July 2004 (3.2 months of imports). Reflecting 
these developments on the external front, 
the Sri Lankan rupee has been depreciating 
against most major currencies: depreciating 
by 6.2 per cent vis-^-vis the US dollar during 
January-August 2004 compared to a 
depreciation of 0.4 per cent during the same 
period in 2003.

The IMF has projected Sri Lanka's medium
term growth to average 6.5 per cent, while 
the government's policy statement targets a 
similar medium-term growth of 6-8 per cent. 
This will require higher productivity in all 
sectors as well as a notable increase in 
investment. While some degree of 
continued political uncertainty may instill 
caution on the part of both foreign and local 
investors alike, progress on structural reforms 
will also be critical in generating investor 
confidence. Overly restrictive labour laws, 
deficiencies in Sri Lanka's infrastructure — 
roads, electricity, railways, customs and tax 
administration - laws complicating land 
transactions and a cumbersome bureaucracy 
are deterrents that add time and cost to 
almost any commercial project. Sri Lanka 
has a savings rate that is too low, though 
higher savings are as much a consequence 

as a cause of growth. In recent years, 
investment has tended to make up little more 
than 20 per cent of GDP. Sri Lanka badly 

needs to increase that proportion and to 
improve the efficiency with which capital 
is used. The lack of an explicit policy on 
foreign direct investment (FDI) in the 
government's policy framework is of concern 
in this regard. While the emphasis appears 
to be on government-led investment, lack 
of domestic financial resources means 
governments these days cannot ignore the 
crucial importance of FDI. It is far more than 
mere 'capital', particularly for developing 
countries: it is an effective mix of capital, 
contacts and managerial and technological 
inputs.

The country's reform agenda on key structural 
fronts must continue for the longer-term 
health of the economy. Financial sector 
reforms such as the restructuring of the two 
state owned commercial banks, reforms in 
education, labour market and public sector, 
unless carried forward, will produce 
inevitable bottlenecks that will impede the 
government's growth targets. Such reforms 
fall within the ambit of the policy framework 
argued to be based on "market friendly, 
export oriented strategies supported by a 
strong regulatory framework". It is to be 
hoped that imperatives of political 
practicality - manifest in susceptibility to 
populist measures — do not compromise 
medium-term policy goals. If that occurs, 
the first casualty would be macroeconomic 
stability, without which other reforms are 
unlikely to yield the anticipated gains to 
sustain Sri Lanka's economic recovery.
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Diary of Events

Economic Outlook

• The Asian Development Bank (ADB) 
projects a growth rate of 5 per cent in
2004 and 5.5 per cent for Sri Lanka in
2005 according to its Asian 
Development Outlook 2004 report 
released in April 2004.

• The Central Bank of Sri Lanka (CBSL) 
released its Annual Report for 2003 on 
28.04.04 and revised its growth forecast 
for 2004 to 5.5 per cent.

Fiscal Policy
• The third Budget of the UNF government 

was presented in Parliament on 
19.11.03.The estimated budget deficit 
of Rs. 1 38 billion was to be bridged by 
procuring Rs.10 billion from foreign 
grants, Rs.50 billion from net foreign 
borrowings, Rs. 65 billion from net 
domestic financing, and Rs. 1 3 billion 
from divesture proceeds.

• The Budget of 2004 was passed in 
Parliament on 18.12.03 by a majority 
of 32 votes.

• Under the Inland Revenue (Special 
Provisions) Act No. 10, the government 
offered a tax amnesty in March 2003, 
effective until 30.06.2003. The amnesty 
was further extended up to 31.08.03.

• The Finance Minister informed 
Parliament that 45,000 persons had 
declared assets under the tax amnesty 
as of 21.08.03.

• The government introduced amendments 
to the Value Added Tax Bill on 
21.01.04 to make financial activities 

liable to VAT and to provide exemptions 
to some items.

• The Government presented the Inland 
Revenue (Amendment) Bill in 
Parliament on 22.01.04 to give legal 
effect to certain changes to enhance 
revenue potential and clarify certain 
areas in withholding tax applicable to 
interest income of Unit Trusts.

• In June 2004, the Cabinet decided to 
re-introduce a 100 per cent tax on the 
purchase of land by foreigners.

Subsidies
• The government increased the tea 

replanting subsidy by Rs. 50,000 per 
hectare from January 2004. The subsidy 
for tea replanting in the low country was 
increased to Rs. 150,000 per hectare 
(from Rs. 100,000) and the subsidy for 
the upcountry increased to Rs. 160,000 
(from Rs. 110,000).The new subsidy 
scheme was to be effective from January 
2004.

• A relief package was announced on 
19.11.03 for farmers unable to settle 
their cultivation loans due to crop 
failures since 1994.

• The Finance Ministry decided to pay a 
subsidy of Rs. 2 per kg of sugar to all 
importers and manufacturers with effect 
from March 2004.

• The government slashed the price of urea 
fertilizer. Accordingly, the price of a 50 
kg bag reduced from Rs. 800 to Rs. 600 
effective 01.05.04. The cost incurred by 
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the government as a result of the subsidy 
is estimated at over Rs. 1 billion per 
year.

External Debt
• The Government decided to accept USS 

144.75 million of the bids received for 
its first issue of Sri Lanka Development 
Bonds (SLDBs) at a rate of six months 
LIBOR plus 185.20 basis points in June 
2004. The original offer was for USS 
100 million which was the first tranche 
of the SLDBs of USS 250 million 
planned by the government.

Price Adjustments
• Excise duty on cigarettes was raised 

based on length effective 26.08.03. 
Accordingly, the price of a cigarette 
increased by .50 cents and is expected 
to generate additional revenue of Rs. 75 
million per month.

> Excise duty on molasses, palmyrah, 
coconut, and processed arrack, 
increased to Rs.330 per proof litre 
effective 09.09.03. Excise Duty on 
country made foreign spirit increased to 
Rs. 440 per proof litre.

Ceylon Petroleum Corporation (CPC) 
raised the prices of petrol, diesel and 
kerosene effective 04.09.03. The price 
adjustments were: petrol increased (by 
Rs.2.00 per litre) to Rs. 54 per litre, 
diesel increased (by Rs. 1.50) to Rs. 
31.50, and kerosene increased (by Rs. 
1.00) to Rs. 25.

The price of petrol increased (by Rs. 2 
per litre of 90-Octane) to Rs. 55 and 
95-Octane to Rs. 58 effective 26.01.04.

The price of petrol increased (by Rs. 2 
per litre of 90-Octane) to Rs. 57 and 
95-Octane to Rs. 60 effective 12.02.04.

• Shell Gas (Lanka) raised the price of 12.5 
kg. domestic LPG cylinder Rs. 620 from 
Rs. 595 with effect from 31.12.03 
consequent to the increase of VAT rates 
on LPG in line with the Budget for 2004.

• A request by Prima Ceylon in May 2004 
to increase wheat flour prices by Rs. 
7.50 per kilo was turned down by the 
government. Instead the Cabinet decided 
to declare wheat flour as an essential 
item from 27.05.04 and the relevant 
Gazette Notification was issued.

• Sri Lanka Telecom (SLT) revised tariffs 
effective from 01.09.03. Accordingly, 
the first block (up to 200 units) will be 
free of charge. The second block (from 
201 units to 1 000 units) will be Rs. 3.00 
per unit. Third block (from 1001 units 
to 3000 units) will be Rs. 2.75 per unit 
and the final block (more than 3000 
units) will be charged at 2.50 per unit.

• SLT announced that Rs. 5 per unit will 
be charged during peak hours for the 
first 200 call units with the 
implementation of Caller Party Pays 
(CPP) regime on tariffs applicable to SLT 
effective from 01.03.04. This excludes 
the 200 free units provided.

■ Ceylon Petroleum Corporation (CPC) 
raised the prices of petrol effective 
24.07.04. The price adjustments were: 
90-Octane increased from Rs. 57 to Rs. 
65 per litre and 95-Octane increased 
from Rs. 60 to Rs. 68 per litre.

Shell Gas Lanka Ltd. increased the price 
of a 12.5 kg. domestic cylinder by Rs. 
70 (from Rs. 620 to Rs. 690) effective 
02.08.04.

The Consumer Affairs Authority 
announced the approval for an increase 
in the prices of several brands of milk 
powder effective 20.08.04.
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Monetary Policy
• The CBSLs Reverse Repurchase Rate 

(Reverse Repo) was reduced from 10.25 
per cent to 9.50 per cent per annum, 
while the Repurchase Rate (Repo) was 
reduced from 8.25 per cent to 7.50 per 
cent with effect from 1 5.08.03.

• The CBSL reduced the Repo rate from
7.5 per cent to 7 per cent and its Reverse 
Repo rate from 9.5 per cent to 8.5 per 
cent with effect from 16.10.03.

Stock Market

• The Real Time Gross Settlement (RTGS), 
the electronic and computer based fund 
settlement system was implemented by 
the CBSL on 08.09.03.

• The Colombo Stock Exchange (CSE) All 
Share Price Index (ASPI) reached
1,140.1 points on 11.09.03 to reach a 
nine year high (since September 
1994).The highest annual turnover for a 
single year of Rs. 36.97 billion was 
recorded on the same day (from 
01.01.03) surpassing the Rs. 35.05 
billion recorded in 1994.

• The Milanka Price Index (MPI) reached
2.199.5 on 1 7.09.03, the highest since 
it inception in 1999.

• The Hemas Holding Initial Public Offer 
(IPO) was concluded on 18.09.03 and 
was over subscribed by over eleven 
times.

• The largest acquisition in the history of 
the CSE took place when John Keells 
Holdings 0KH) acquired 60.5 percent 
of Asian Hotels Corporation Ltd. (ANC) 
at a cost of Rs. 4 billion on 19.09.03.

• The ASPI recorded its highest ever points 
of 1,390 on 16.10.03.

• The ASPI dropped by 205.2 points 
amidst political turmoil on 05.11.03.

• The Board of Directors of the CSE 
approved the revision of the composition 
of companies in the MPI as of 01.01.04. 
The revised composition represents 7 
sectors and nearly 10 per cent of all 
listed companies.

• The CBSL commenced operation of 
Scripless Securities Settlement module 
integrated with Real Time Gross 
Settlement System (RTGS/SSS) on 
03.02.04 to facilitate the issue of 
scripless securities and their transfer 
among investors with a simultaneous 
settlement of funds.

• The ASPI fell 124.56 points while the 
MPI plunged by 262.93 points on 
06.04.04 in the aftermath of General 
Elections.

• The ASPI reached 1,440.56 points on 
23.07.04 beating the previous highest 
level set on 23.10.03 while market 
capitalization (Rs. 352.7 billion) also 
reached an all time high.

Tariff Policy
• Import duty on rice was raised from Rs.

7 per kg. to Rs. 9 per kg with effect from 
21.08.03. The move was aimed at 
persuading local traders to purchase 
local rice with the Maha season 
recording a bumper harvest.

• Import duty on liquor was revised 

upward on 09.09.03.

• Import duty on several vegetable seeds 
previously dutied at zero was increased 
by three per cent with effect from 
01.01.04 to compensate any loss of 
revenue from the reduction of VAT and 

duty on other items.

Trade Agreements
• An MOU was signed in Colombo in 

September 2003 conferring technical 
assistance on behalf of the US Trade and 

iii
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Development Agency (USTDA) for 
implementation of the US Customs 
Security Initiative (CSI).

• With effect from 12.12.03, exporters 
who manufacture processed, packed or 
whole food products for the US were 
required to register with the US Food 
and Drug Administration (FDA) and 
provide the FDA prior notice of the 
content of the shipments.

• Saudi Arabia and Sri Lanka signed a 
bilateral agreement on economic, trade, 
and investment cooperation on 
17.12.03.

• The EU granted Sri Lanka the benefit of 
the Special Incentive Arrangements for 
the Protection of Labour Rights on 
29.12.03. The incentives granted by the 
EU includes total reduction from the 
MFN rate of 8.5 percentage points for 
all sensitive products, 40 per cent 
reduction of MFN rates for textile and 
garments, and a total reduction of 60 
per cent for products with specific duties 
under GSP scheme. Accordingly, 
effective from 01.02.04 Sri Lanka's 
exports to the EU would be more 
competitive.

• Foreign Ministers of SAARC countries 
signed the framework treaty on SAFTA 
on 01.01.04 in Islamabad.

• Trade and Commerce Ministers from six 
nations in South East Asia and South 
Asia including Sri Lanka signed a 
BIMSTEC FTA framework in Thailand 
on 08.02.04.

Foreign Direct Investment

• World lace giant Noyon Dentelle Calais 
of France entered into a joint venture 
with Sri Lanka's leading apparel firm 
MAS Holdings to put up its biggest 
operation in Asia with a US$ 40 million 
investment on 09.10.03.

iv

• Germany and Sri Lanka exchanged the 
Instruments of Ratification in respect of 
the Agreement on Promotion and 
Protection of Investments between the 
two countries to enter into force on 
16.01.04. It will replace the treaty 
signed between two countries on 
08.11.63.

Overseas Development Assistance
• Sri Lanka and China entered into an 

Economic and Technical Co-operation 
Agreement in August which provides Rs. 
400 million for the development of the 
economy and technological spheres in 
Sri Lanka.

• Sri Lanka signed an agreement with the 
ADB for two projects, the Distance 
Education Modernization Project and the 
Secondary Towns and Rural Community 
Based Water Supply and Sanitation 
Project amounting to US$ 105.3 million 
in August 2003.

• Sri Lanka and the United Nations 
Development Programme (UNDP) 
signed an agreement in August 2003 to 
support the mine action programme of 
the government. The total cost of the 
project is Rs. 320 million.

• At the Tokyo-Follow-Up Aid Meeting 
held in Colombo on 12.09.03, the donor 
community renewed their pledge to 
assist reconstruction and rehabilitation 
effort in tandem with progress on the 

peace process.

• The ADB and Sri Lanka signed an 
agreement in January 2004 for US$ 80 
million loan package to address the 
immediate rehabilitation needs in the 

North and East.

• The ADB granted a loan package of US$ 
70 million in January 2004 to revive the 
rural economy and promote private 
sector led economic growth.
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The Co-chairs of the Tokyo Donor 
Conference met in Washington on 
1702.04. They reiterated their continued 
determination to implement assistance 
pledged at the Tokyo Conference based 
on substantial and parallel progress in 
the peace process.

The ADB approved a sum of US$ 
800,000 in March 2004 as a Technical 
Assistance Grant for the second phase 
of its private sector development 
programme in Sri Lanka. The Technical 
assistance will explore the possibility 
of creating a loan facility to help finance 
state owned enterprises for private sector 
buyers.

» The World Bank approved a grant of US$ 
51 million in April 2004 for a 
community-driven project named 'Gemi 
Diriya' to empower communities and 
strengthen villages in Sri Lanka.

• In May 2004, the Millennium 
Challenge Corporation (MCC) named 
Sri Lanka and 15 other countries as 
eligible to apply for the Millennium 
Challenge Account (MCA) assistance in 
2004.

• The World Bank announced a grant of 
US$ 60 million in June 2004 to help 
improve the efficiency and quality in 
the public health care system.

• In June 2004, the ADB pledged USS 230 
million as development aid to Sri Lanka 
for the second half of 2004. The main 
focus will be on education development, 
revenue collection, and private sector 
development.

Labour & Employment

• University non-academic staff resorted 
to an island wide strike from 12.08.03 
until their demands to solve the salary 
and other related problems are met.

The Minister of Enterprise Development, 
Industrial Policy and Investment 
Promotion, opened the "Arunalu" 
programme to create 10,000 
employments in apparel related 
industries on 25.08.03.

The Health Services Trade Union 
(HSTUA) resorted to an island wide 
strike on 1 7.09.03 demanding a wage 
increase. The Health Ministry took in 
700 new recruits on 18.09.03 replacing 
those who had not reported to work.

Judges and lawyers boycotted court work 
and demonstrated outside the courts on 
05.11.03 against the government moves 
to impeach the Chief Justice.

Under the Termination of Employment 
of Workmen (Special Provision) 
Amendment Act No.122 of 2003, a 
compensation formula was published by 
gazette notification on 31.12.03.

• The Cabinet approved a plan to provide 
employment to 27,000 graduates on 
28.04.04 effective from 01.05.04.The 
27,000 graduates are to be recruited to 
state sector institutions as Management 
Trainees and will be paid Rs. 6,000 per 
month during the training period of 2 

years.

• The new Minister of Labour Relations 
and Foreign Labour announced an 
increase of the salaries in the coconut 
sector by 15 per cent in April 2004. The 
industry employs over 200,000.

Deregulation

• In October 2003, the Civil Aviation 
Authority (CAA) decided to permit 
individual operators to carry out 
international charter flights with a view 
to liberalizing Sri Lanka's aviation 
policy. The decision is a part of the 
government's policy to adopt an 'open 
skies' policy in Sri Lanka. The Indo Lanka 
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skies were opened up on 22.03.04 to 
operate private commercial air lines.

• The Cabinet granted approval to the 
Public Enterprises Reforms Commission 
(PERC) on 08.10.03 to cancel the tender 
for the privatization of 39 per cent shares 
of six cluster bus companies.

• The Indian Oil Corporation (IOC) 
received its licence on 22.01.04 to 
import, store and distribute petroleum 
products in Sri Lanka. The agreement 
brought in US$ 75 million.

• The Cabinet agreed in February 2004 to 
partially privatize the State 
Pharmaceutical Manufacturing 
Company (SPMC) through the sale of 
40 per cent shares to a competent 
pharmaceutical manufacturer.

• The Healthcare and Nutrition Minister 
directed a halt to proposed plans to sell 
a stake in the SPMC in April 2004.

• Cabinet approval was granted on 
24.06.04 to abolish the Sri Lanka 
Railway Authority (SLRA) with 
immediate effect.

1 Twelve enterprises were brought under 
the newly formed Strategic Enterprises 
Management Agency (SEMA) in June 
2004. The enterprises to be managed as 
independent enterprise with commercial 
autonomy under the purview of SEMA 
are: Bank of Ceylon, People's Bank, 
National Savings Bank, State Mortgage 
and Investment Bank, Ceylon Electricity 
Board, Ceylon Petroleum Corporation, 
Sri Lanka Ports Authority, Airport and 
Aviation Authority, Ceylon Government 
Railways, Ceylon Transport Board/ 
regional cluster bus companies, National 
Water Supply and Drainage Board and 
the State Pharmaceutical Corporation.

Infrastructure Development
• Six prospective tenderers from Denmark 

visited the proposed Oluvil Port site in 
August 2003 to have a pre-bid site study. 
The Danish government through the 
Denmark International Development 
Agency (Danida) has granted a loan 
amounting to Rs. 3,300 million (Euro 
30 million) under the mixed credit 
facilities scheme to complete stage 1 of 
the Oluvil Port Project.

> Sri Lanka signed an MOU with the 
Malaysian government in September 
2003 for the construction of an 
expressway between Colombo and 
Kandy costing Rs. 28 billion.

The Bandaranaike International Airport 
Development Project estimated to cost 
Rs.10 billion was inaugurated on 
1 7.09.03.The entire project is funded 
by the Japan Bank for International 
Cooperation on a soft loan to be re-paid 
in 20 years. The project is scheduled to 
be completed in two years, including 
the construction of a new apron 
providing parking facilities for four 
additional aircraft.

Sri Lanka and the Microsoft Corporation 
signed an MOU in November 2003 to 
provide support for the e-Sri Lanka 
initiative. The MOU is expected to 
provide a muI ti-m i 11 ion dollar 
investment from Microsoft in 
technology, training, educational 

assistance and infrastructure support 
over a five-year period.

The Colombo Port's new Unity 
Container Terminal was declared open 
on 03.06.04. It will handle 350,000 
containers annually. The project was 
funded by the Japan Bank of 

International Co-operation (JBIC) at a 
cost of Rs. 2,281 million.

vi
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Legislation
• The Inland Revenue (Special Provisions) 

Act No. 10 was presented in Parliament 
in February 2003 to permit the 
introduction of a tax amnesty and was 
certified by the Speaker on 1 7.03.03. 
The Act imposed 30.06.03 as the final 
date for declaration.

• The Cabinet approved the Foreign 
Exchange Management Bill in July 2003. 
The Bill was expected to make 
substantial changes in policy relating to 
foreign exchange.

• The Supreme Court ruled in favour of 
the Inland Revenue (Special Provisions) 
Amendment Bill on 04.08.03 when its 
constitutionality was challenged. The 
Bill was to facilitate the Cabinet 
decision to extend the date of final 
declaration under the tax amnesty to 
31.08.03.

• Recovery of Loans by Bank (Special 
Provisions) Bill was presented in 
Parliament on 05.03.03 to amend the 
Recovery of Loans by Bank Act of 1 990. 
The Bill proposes to bring finance 
companies within the definition of 
Bank. The Amendment would also make 
the Act applicable to those who have 
not obtained loans from banks but whose 
property has been mortgaged to the bank 
by the borrower.

• The Sri Lanka Railways Authority Act 
No.60 of 1993 came into operation with 
the issuance of a gazette notification on 
23.07.03.

• The Parliament on 28.11.03 approved 
amendments to the Local Treasury Bills 
Ordinance No.8. of 1923, and the 
Registered Stock and Security Ordinance 
No.7 of 1937 as the CBSL proposed to 
introduce an electronic system for the 
issue, transfer and settlement of 
government and CBSL securities in 
scripless form.

The Parliament on 09.10.03 
unanimously passed the Grant of 
Citizenship to Persons of Indian Origin 
Bill. Accordingly, any person of Indian 
origin who has been a permanent 
resident of Sri Lanka since 30.10.64, or 
a descendent of such person, was 
eligible to be granted Sri Lankan 
citizenship.

The Provincial Councils (Amendment 
Bill) providing for all Provincial Council 
elections to be held on the same day 
was unanimously passed in Parliament 
on 03.02.03. The other features of the 
Bill are to hold the Provincial Council 
election on a Saturday and to freeze the 
number of Provincial Council members 
at the present figure.

• The Supreme Court dismissed four 
petitions challenging the Monetary Law 
(Amendment) Act and the Inland 
Revenue (Special Provisions) Bill. The 
petitions challenging the said Laws had 
been presented to the courts for its 
determination after the period provided 
for in the Constitution, and after the Bills 
had been certified by the Speaker and 
enacted into Law.

Political Developments
• An MOU for an alliance between the 

Sri Lanka Freedom Party (SLFP) and the 
Janatha Vimukthi Peramuna (JVP) was 
signed on 20.01.04.

• The President invoked the consultative 
jurisdiction of the Supreme Court under 
Article 129(1) of the Constitution on 
30.10.03 and sought determination over 
her executive powers relating to Sri 
Lanka's defence.

• On 31.10.03, the LTTE handed over their 
Interim Self Governing Authority (ISGA) 
proposals to the government through the 
Norwegian facilitators.
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An Impeachment Resolution against the 
Chief Justice was handed over to the 
Speaker in Parliament on 04.04.03.

The President removed the portfolios of 
Defence, Interior and Mass 
Communication from the government 
on 04.11.03 as per the powers vested 
under the Constitution, and prorogued 
Parliament until 19.11.03.

The Supreme Court in its determination 
relating to the opinion sought by the 
President on the issue of defence, ruled 
on 05.1 1.04 that the President is 
supreme relating to Sri Lanka's defence, 
and the Minister of Defence has no legal 
authority to amend the existing 
regulation under the Army, Navy and 
Air Force Acts as the power to frame 
such regulation is vested only in the 
President.

The President declared a state of 
emergency on 05.11.03 as the country 
plunged into political uncertainty.

The President set a deadline of 15.12.03 
for a decision on co-habitation with the 
government.

The President dissolved Parliament on 
08.02.04 and called Sri Lanka's third 
election in four years to be held on 
02.04.04.

The President removed 39 non-Cabinet 
and Deputy Ministers from their 
respective posts on 11.02.04.

The Election Commissioner took control 
of election coverage on state owned 
radio and television stations on 
29.03.04 amid allegations their 
programmes were highly biased towards 
the United People's Freedom Alliance 
(UPFA).

The UPFA polled 48 per cent of total 
votes cast at the General Election to 
emerge as the single largest party with 
105 seats. The United National Front 
(UNF) received 34 per cent of votes with 
82 seats.

The UPFA won the North Western 
Provincial Council election held on 
24.04.04. Elections to the remaining six 
Provincial Councils were held on 
10.07.04 and were won by the UPFA.

viii



Appendix A: Macroeconomic Indicators (Statistical Base)
Table A1: Socio-Economic Indicators

Contd.../-

1. Basic indicators Unit
Area Sq.km. 65,606
Mid year population (2003) C00O) 19,252
Population growth rate (2003) % 1.3
Life expectancy at bi rth (2001) Years 72.3
Infant mortality rate (2001) Per 1000 live births 17
Gross school enrolment ratio (1999)(a) % 70
Adult literacy rate (2001) % 91.9
Human development index (HDD (2001) Value 0.73
Human poverty index (HPI) (2001) Value 18.3

1999 2000

2. Output, labour force and employment
GNP at current market prices Rs. bn. 1,090.0 1,233.0

GDP at current market prices Rs. bn. 1,106.0 1,258.0

GDP at current factor cost prices Rs. bn. 994.7 1,125.3

GDP per capita at current market prices USS 825.0 856.0

Labour force(b) mn. 6.8 6.8

Labour force participation (b) % 50.7 50.3

Unemployment (b) % 8.9 7.6

3. Real output growth
GDP % 4.3 b.u

Agriculture, forestry, and fishing % 4.5 1.8

Mining and quarrying % 4.1 4.8
9.2Manufacturing % 4.4

Construction % 4.8 4.0

Services % 4.0 7.0

4. Prices and wages
CCPI (annual average) % change 4.7 b.z

GCCPI (annual average) % change 3.8 3.2

WPI (annual average) % change -0.3 1.7

Implicit GNP deflator % change 4.4 6.7

Real wage rates
Workers in wages boards trades % change -2.1 -3.6

Government employees % change -4.5 1.9

5. Consumption, investment, and savings
Consumption % of GDP 80.5 82.6
Gross domestic capital formation % of GDP 27.3 28.0
Gross domestic savings % of GDP 19.5 17.4
Gross national savings % of GDP 23.5 21.5
Foreign savings % of GDP 7.8 10.6

6. Government finance
Revenue % of GDP 17.7 16.8
Expenditure and net lending % of GDP 25.2 26.7

Current expenditure % of GDP 18.7 20.2
Capital expenditure & net lending %ofGDP 6.5 6.4

Current a/c balance % of GDP -1.0 -3.4
Budget deficit

Primary deficit % of GDP -1.9 -4.2
Overall deficit (before grants) % of GDP -7.5 -9.9

Public debt
External % of GDP 45.9 43.1
Domestic % of GDP 49.1 53.8

2001 2002 2003(e)

1,382.0 1,560.0 1,737.0
1,407.0 1,583.0 .1,760.0
1,245.0 1,403.0 1,560.0

841.0 870.0 947.0
7.0 7.0 7.6(c)

49.0 50.0 48.7(c)
8.0 9.0 8.5(c)

-1.5 4.0 5.9
-3.4 2.5 1.5
0.7 -1.1 3.6
-4.2 2.1 4.4

2.5 -0.8 5.5
■0.5 6.1 7.7

14.2 9.6 6.3
11.0 10.6 3.1
11.7 10.7 3.1
12.4 8.4 5.1

-8.2 -2.0 0.7
5.9 6.4 -6.0

84.3 85.5 84.3
22.0 21.3 22.3
15.8 14.5 15.7
20.3 19.5 21.3

6.2 6.9 6.6

16.7 16.5 15.7
27.5 25.4 23.7
21.6 20.9 19.0

5.9 4.6 5.0
-4.9 -4.4 -3.3

-4.1 -1.6 -0.9
-10.8 -8.9 -8.0

45.3 45.6 47.9
58.0 59.8 57.9
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■ -----------------------------------------------------------------------------------—
Unit 1999 2000 2001 2002 2003(e)

7. External trade
Terms of trade % change -5.0 -6.1 -1.7 4.6 7.4

Import price index % change -3.5 8.1 -3.6 -8.3 -1.8
Export price index % change -8.5 1.5 -5.2 -4.1 5.5
Import volume index % change 0.2 12.9 -10.7 11.4 11.2
Export volume index % change 5.0 18.3 -8.0 2.2 3.5

8. External finance 
Trade balance %ofCDP -8.7 -10.8 -7.3 -8.5 -8.4
Current account balance % of GDP -3.6 -6.4 -1.6 -1.4 -0.6
Capital & financial account balance % of GDP 3.8 3.7 3.5 2.7 3.9

Foreign direct investment % of GDP 1.5 1.5 1.9 1.4 1.1
Foreign portfolio investment % of GDP -0.1 -0.4 -0.1 0.2 0.1

Import capacity months of imports (d) 5.2 3.5 4.5 4.9 5.8
External debt % of GDP 63.5 61.0 61.4 62.4 64.1
Debt-service ratio % of exports 15.2 14.7 13.2 13.2 11.6

9. Exchange rates (year end) 
U5A. Rs/USS 72.11 80.06 93.16 96.73 96.74
UK Rs/UK Pound 116.72 119.37 135.06 155.12 172.20
Japan Rs/Yen 0.71 0.70 0.71 0.82 0.90
European Union Rs/Euro 72.53 74.32 82.27 101.38 121.60
India Rs/Rs. Indian 1.66 1.71 1.93 2.02 2.12
SDR RsJSDR 98.87 104.31 116.97 130.99 143.75

10. Money supply
Narrow money supply (M1) % change 12.8 9.1 3.2 14.0 16.0
Broad money supply (M2) % change 13.4 12.9 13.6 13.4 15.3
Domestic credit % change 19.9 26.9 16.2 6.7 7.6
External banking assets % change -3.4 -31.9 6.6 49.3 51.0

11. Interest rates
Treasury bills

3 month 7o per annum 11.8 17.8 12.9 9.9 7.3
12 month % per annum 12.8 18.2 13.7 9.9 7.2

Call money rate % per annum 9.3 17 18.5 11.4 8.5
Average prime lending rate % per annum 13.5 20 14.3 12.2 9.3
Commercial banks saving % per annum 9.1 9.9 10.9 9.2 6.0
NSB saving % per annum 9.2 8.4 10.0 6.9 5.8
Commercial banks fixed deposits % per annum 12.5 15 16.7 13.2 9.3
NSB fixed deposits % per annum 11.5 15 14.5 10.9 7.5

12. Share market indicators 
Annual turnover Rs. bn. 14.3 11.0 13.9 30.2 73.6
Companies listed No. 237 239 238 238 244
Market capitalization Rs. bn. 113.0 88.8 124.0 162.6 262.8
Net purchases by non-nationals Rs. mn. -902.0 -3,364.0 -1,025.0 2,442.0 209.3
Share price indices

CSE share (Index, 1985-100) 573.0 447.6 621.0 815.1 1,062.0
CSE sensitive (f) (Index, 1985-100) 938.0 698.5 1,031.0 1,374.1 1,898.0

fs'otes: (a): Combined first, second, and third level gross enrolment ratio.
(b); Excluding Northern and Eastern Provinces.
(cZ. Average of first three quarters.
(d) : Months of same year imports.
(e) : Provisional.
(f) : The Milanka Price Index (MPI) was introduced in January 1999,(1998 December- 1000) to replace the Sensitive Price Index.

Sources: IPS database.
Central Bank of Sri Lanka, Annua/Report, various issues.
Colombo Stock Exchange, Annual Report, various issues.
UNDP, Human Development Report, various issues.
Dept, of Census and Statistics, Quarterly Report of the Sri Lanka Labour Force Survey, various issues.
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Table A2: Gross Domestic Product (GDP), Mid-year Population (POP), Per Capita GDP 
(PGDP), and their Growth Rates, 1983-2003

1996 Prices
POP(b) 
C000)

GDP
Growth Rates

PGDP POPGDP
Rs. mn.

PGDP
Rs.mn.

1983 396,867.0 25,743.8 15,416 5.0 3.4 1.5

1984 416,915.0 26,727.0 15,599 5.1 3.8 1.2

1985 437,582.1 27,630.4 15,837 5.0 3.4 1.5

1986 456,316.2 28,312.7 16,117 4.3 2.5 1.8

1987 462,949.6 28,295.9 16,361 1.5 -0.1 1.5

1988 475,441.7 28,665.2 16,586 2.7 1.3 1.4

1989 486,140.6 28,926.6 16,806 2.3 0.9 1.3

1990 516,152.7 30,335.2 17,015 6.2 4.9 1.2

1991 539,954.8 31,270.9 17,267 4.6 3.1 1.5

1992 563,061.9 32,311.6 17,426 4.3 3.3 0.9

1993 602,171.5 34,125.1 17,646 6.9 5.6 1.3

1994 636,061.5 35,571.9 17,891 5.6 4.2 1.3

1995 670,742.2 36,984.0 18,136 5.5 4.0 1.4

1996 695,934.0 37,954.5 18,336 3.8 2.6 1.1

1997 739,763.0 39,875.1 18,552 6.3 5.1 1.2

1998 774,796.0 41,225.7 18,794 4.7 3.4 1.3

1999 808,340.0 42,448.1 19,043 4.3 3.0 1.3

2000 857,035.0 44,270.6 19,359 6.0 4.3 1.7

2001 843,794.0 45,045.6 18,732 -1.5 1.8 1.4

2002 877,284.0 46,155.8 19,007 4.0 2.5 1.5

2003(a) 929,038.0 48,256.7 19,252 5.9 4.6 1.3

Notes: (a): Provisional.
(b):From 2001 figures are based on Department of Census and Statistics, Population and Housing.

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



Table A3: Structure and Growth of Output, 1994-2003

1. Structure of output
Unit 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003(a) 1994-2003(b)

Agriculture, forestry, and fishing % of total output 20.5 20.0 22.4 21.7 21.3 21.3 20.4 20.1 20.5 19.0 20.7
Agriculture % of total output 17.3 17.0 17.6 17.0 16.6 16.6 15.9 16.0 16.6 14.7 16.5

Tea % of agriculture 11.3 11.1 8.4 8.8 8.7 8.5 8.9 9.0 7.2 8.6 9.1
Rubber % of agriculture 2.5 2.4 3.3 3.0 2.7 2.6 2.3 2.4 1.2 2.4 2.5
Coconut % of agriculture 12.2 12.5 10.5 10.5 10.0 10.4 11.1 10.0 8.4 8.8 10.4
Paddy % of agriculture 24.5 24.8 16.2 17.5 20.4 20.8 20.4 20.1 18.0 21.6 20.4

Mining and quarrying % of total output 2.5 2.4 2.0 2.0 1.8 1.8 1.7 -1.8 1.8 1.7 1.6
Manufacturing % of total output 19.7 20.4 16.2 16.6 16.9 16.8 17.4 •16.9 15.8 16.4 13.9

Export processing % of manufacturing 11.4 10.9 14.4 13.6 12.7 12.6 12.0 11.7 11.3 11.1 12.2
Factory industry % of manufacturing 81.5 82.1 77.9 78.7 79.7 79.7 80.6 80.8 77.2 81.3 79.9
Small industry % of manufacturing 7.2 7.0 7.8 7.6 7.6 7.7 7.4 7.5 7.6 7.6 7.5

Construction % of total output 6.9 6.8 6.9 6.8 7.6 7.6 7.3 7.6 7.2 7.2 7.2
Services % of total output 57.4 57.1 59.4 52.8 51.4 52.0 53.3 53.9 54.9 54.7 54.7

2. Real output growth
Unit 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003(a) 1994-2003(b)

Agriculture, forestry, and fishing % growth 3.3 3.3 -4.6 3.0 2.5 4.5 1.8 -3.5 2.5 1.5 1.4
Agriculture % growth 3.8 3.3 -5.1 2.9 1.8 4.4 1.7 -4.3 1.9 3.0 1.3
Tea % growth 4.4 1.6 5.1 7.1 1.1 1.3 7.8 -3.5 5.1 -2.2 2.8
Rubber % growth 1.0 0.9 6.3 -5.4 -9.0 1.0 -9.7 -1.5 5.0 1.7 -1.0
Coconut % growth 20.6 5.1 -7.6 3.3 •3.2 9.1 8.0 -13.5 -13.6 7.1 1.5
Paddy % growth 4.7 4.7 -26.7 11.2 18.3 6.6 •0.3 -5.7 5.1 7.4 2.5
Mining and quarrying % growth 6.0 3.4 8.9 3.8 -5.4 4.1 4.8 0.7 -1.1 3.6 2.9
Manufacturing % growth 9.1 9.2 6.5 9.1 6.3 4.4 9.2 ■4.2 2.1 4.4 5.6

Export processing % growth 13.0 4.4 1.0 3.5 -1.2 3.8 4.2 ■6.7 ■0.9 2.2 2.3
Factory industry % growth 8.8 10.0 7.3 10.3 7.6 4.5 10.4 -3.9 2.5 4.6 6.2
Small industry % growth 6.0 4.9 6.3 7.0 6.5 4.8 5.5 -3.5 2.1 6.1 4.8

Construction % growth 6.0 4.9 3.4 5.4 7.1 4.8 4.8 2.5 -0.8 5.5 4.4
Services % growth 5.4 5.1 5.5 6.9 3.7 9.8 2.3 ■0.5 6.1 7.7 5.2
GDP % growth 6.9 5.6 5.5 3.8 6.3 4.3 6.0 -1.5 4.0 5.9 4.8

Notes: (a): Provisional.
(b): Average annual growth rate.

Source.Central Bank of Sri Lanka, Annual Report, various issues.
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Table A4: Value Added in Industry and Industrial Production, 1991-2003

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003(a)
1. Value added, current prices (Rs. mn.)
Food, beverages and tobacco 15,070 18,668 21,704 24,373 29,507 32,891 35,585 40,452 44,503 49,031 54,282 61,550 69,708

Textile, wearing apparel and leather products 8,542 14,630 18,994 19,916 24,895 31,148 40,581 47,482 55,263 69,451 71,263 77,028 84,623

Wood and wood products (including furniture) 571 677 831 1,081 1,177 1,250 1,258 1,313 1,390 1,554 1,639 1,736 1,929

Paper and paper products 1,167 1,397 1,912 2,301 2,458 2,580 2,633 2,578 2,664 2,808 3,103 3,124 3,334

Chemicals, petroleum, coal, rubber and plastic products 3,199 3,989 4,723 5,758 6,898 8,957 10,745 14,274 13,832 17,771 19,245 22,653 25,028

Nonmetallic mineral products (except petroleum and coal) 4,905 5,918 7,163 9,272 9,726 10,537 11,600 12,463 13,817 14,240 16,010 17,273 18,477

Basic metal products 248 263 279 356 347 450 598 710 777 959 1,131 1,306 1,463

Fabricated metal products, machinery and transport equipment 3,247 3,629 3,608 4,344 4,547 4,809 5,924 6,779 7,367 7,714 8,731 9,698 11,198

Manufactured products n.e.s. 1,092 1,196 1,532 1,838 2,319 2,763 3,157 3,426 3,799 3,965 4,154 4,695 5,257

Total 38,041 50,367 60,746 69,239 81,368 95,385 112,011 129,477 143,412 167,493 179,559 199,063 221,017

2. Composition of industrial production, %

Food, beverages and tobacco 39.6 37.1 35.7 35.2 35.6 34.5 31.7 31.2 31.0 29.3 30.2 30.9 31.5

Textile, wearing apparel and leather products 22.5 29.0 31.3 28.8 30.6 32.7 36.2 36.7 38.5 41.5 39.7 38.7 38.3

Wood and wood products (including furniture) 1.5 1.3 1.4 1.6 1.4 1.3 1.1 1.0 1.0 1.0 0.9 0.9 0.9

Paper and paper products 3.1 2.8 3.1 3.3 3.0 2.7 2.4 2.0 2.0 1.7 1.7 1.6 1.5

Chemicals, petroleum, coal, rubber and plastic products 8.4 7.9 7.8 8.3 8.5 9.4 9.6 11.0 9.6 10.6 10.7 11.4 11.3

Nonmetallic mineral products (except petroleum and coal) 12.9 11.7 11.8 13.4 12.0 11.0 10.4 9.6 9.6 8.5 8.9 8.7 8.3

Basic metal products 0.7 0.5 0.5 0.5 0.4 0.5 0.5 0.5 0.5 0.6 0.6 0.7 0.7

Fabricated metal products, machinery and transport equipment 8.5 7.2 5.9 6.3 5.6 5.0 5.3 5.2 5.1 4.6 4.9 4.9 5.1

Manufactured products n.e.s. 2.9 2.4 2.5 2.7 2.9 2.9 2.8 2.6 2.6 2.4 2.3 2.4 2.4

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Noles: (a) Provisional.
Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Table A5: Major Agricultural Crops, Production and Prices, 1982-2003

1982

Tea

ProductionProduction Price
Mn.kg. Colombo (net)

Rs4(g.
Export (Cab.)

Rs/kg.
Mn.kg.

188.0 22.5 35.0 125.0
1983 179.0 37.0 52.5 140.0
1984 208.0 46.5 77.2 142.0
1985 214.0 35.4 60.6 137.5
1986 211.0 30.3 44.5 137.8
1987 213.0 38.1 53.0 121.8
1988 227.0 41.6 56.0 122.4
1989 207.0 52.2 66.9 110.7
1990 233.0 65.7 91.8 113.1
1991 241.0 57.1 84.1 103.9
1992 179.0 60.5 82.0 106.1
1993 231.9 68.9 91.2 104.2
1994 242.2 65.1 91.3 105.3
1995 245.9 72.2 102.3 105.7
1996 258.4 103.9 139.6 112.5
1997 276.9 119.4 158.4 105.8
1998 280.1 134.3 184.9 95.7
1999 283.7 115.3 162.4 96.6
2000 305.8 135.5 184.4 87.6
2001 295.1 143.9 208.9 86.2
2002(d) 310.0 149.3 216.3 90.5
2003(e) 303.2 149.0 221.0 92.0

Rubber
Price

Coconut
PrnHnrtinn PriraW

Paddy

Colombo (RSS1) 
Rs/kg.

Export (UK) 
Rs/kg.

Mn.kg. RsJnut 000 Mt RsJbushel(c)

10.2 17.7 2,521.0 1.8 2,156.0 57.5
14.0 22.8 2,312.0 2.4 2,484.0 62.5
14.4 26.2 1,942.0 4.8 2,420.0 62.5
15.9 21.3 2,958.0 2.6 2,661.0 70.0
16.6 23.8 3,039.0 1.5 2,588.0 70.0
19.9 27.6 2,291.0 2.6 2,128.0 70.0
24.4 37.3 1,936.0 4.0 2,477.0 80.0
22.6 36.2 2,484.0 3.4 2,063.0 80.0
22.9 35.5 2,532.0 3.6 2,538.0 110.0
23.6 34.6 2,184.0 4.8 2,389.0 136.0
29.3 37.7 2,296.0 6.5 2,340.0 136.0
35.5 44.3 2,164.0 6.3 2,570.0 155.0
50.4 51.8 2,622.0 5.7 2,684.0 155.0
72.0 83.7 2,755.0 6.1 2,810.0 155.0
67.9 79.8 2,561.0 9.4 2,061.0 155.0
56.7 75.4 2,631.0 9.6 2,239.0 155.0
49.7 67.7 2,552.0 8.3 2,692.0 155.0
45.3 54.0 2,828.0 10.0 2,857.0 155.0
55.0 66.9 3,096.0 7.4 2,860.0 155.0
55.0 66.4 2,796.0 7.1 2,695.0
68.8 69.5 2,392.0 12.1 2,859.0

102.5 105.3 2,562.0 9.9 3,071.0

Notes: (a): Average export price of the three major coconut products only.
(b) : Guaranteed price.
(c) : 20.9 kg. of paddy - 1 bushel of paddy.
(d) : Revised.
(e) : Provisional.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Appendix A: Macroeconomic Indicators (Statistical Base)

Table A6: Labour Force Participation of the Household Population

1994
qi
q2
q3
q4 

1995
qi
q2
q3
q4 

1996
qi
q2 
q3 
q4 

1997
qi
q2 
q3 
q4 

1998
qi
q2 
q3
q4 

1999
qi
q2 
q3 
q4 

2000
qi
q2 
q3 
q4 

2001
qi
q2 
q3 
q4 

2002
qi
q2
q3
q4 

2003
qi
q2 
q3 
q4

All Island, 1994-2003
Household 
population 
(10 yrs. & over) 
No. mn._______

Labour 
force

No. mn.

Labour 
force 
participation 
rate(%)

Employed Unemployed

No. mn. % No. mn. %

12.5 6.0 47.7 5.1 86.4 0.8 13.612.4 6.2 49.6 5.4 87.0 0.8 13.012.5 6.1 49.2 5.3 86.3 0.8 13.712.6 6.0 48.1 5.3 87.9 0.7 12.1

12.7 6.1 47.8 5.3 87.5 0.8 12.512.7 6.1 47.8 5.3 88.1 0.7 11.9
12.8 6.1 47.9 5.3 87.3 0.8 12.7
12.8 6.2 48.3 5.4 88.0 0.7 12.0

12.8 6.3 49.2 5.6 88.7 0.7 11.3
12.8 6.2 48.5 5.5 88.5 0.7 11.5
12.8 6.2 48.6 5.5 88.4 0.7 11.6
12.8 6.2 48.5 5.5 88.9 0.7 11.1

12.9 6.2 48.5 5.6 89.3 0.7 10.7
12.9 6.2 48.4 5.6 89.8 0.6 10.2
12.9 6.2 48.3 5.6 89.6 0.6 10.4
12.9 6.2 48.5 5.6 89.6 0.6 10.3

12.9 6.6 51.6 5.9 89.5 0.7 10.5
12.9 6.6 51.0 6.0 90.5 0.6 9.5
12.9 6.7 51.9 6.1 90.9 0.6 9.1
12.9 6.6 51.4 6.0 91.2 0.6 8.8

12.9 6.7 52.3 6.2 91.4 0.6 8.6
13.1 6.5 49.5 5.9 91.5 0.6 8.5
13.2 6.7 50.8 6.1 90.9 0.6 9.1
13.5 6.8 50.2 6.1 90.8 0.6 9.2

13.5 6.9 50.8 6.3 92.0 0.5 8.0
13.5 7.0 52.0 6.5 93.0 0.5 7.0
13.5 6.7 49.4 6.2 92.0 0.5 8.0
13.6 6.7 49.2 6.2 92.6 0.5 7.4

13.7 6.7 49.2 6.2 92.3 0.5 7.7
14.0 6.9 49.0 6.3 91.7 0.6 8.3
13.9 6.7 48.3 6.2 92.2 0.5 7.8
14.1 6.8 48.9 6.2 91.7 0.5 8.3

14.1 7.2 51.7 6.7 91.3 0.6 8.7
14.2 7.0 49.5 6.3 90.2 0.7 9.8
14.2 7.1 49.4 6.4 90.9 0.6 9.1
14.3 7.2 50.6 6.7 92.5 0.5 7.5

15.6 7.6 49.1 6.9 90.8 0.7 9.2
15.6 7.5 48.3 6.9 91.9 0.6 8.015.7 7.6 48.6 7.0 91.6 0.6 8.415.8 7.8 49.6 7.2 92.1 0.6 7.9

Motes. Uip to> 4th garter 2002,.data excludes both Northern and Eastern Provinces. Commencing from 1 st quarter 2003, Eastern 
rovince is included and only the Northern Province is excluded from the survey.

Source: Department of Census and Statistics, Quarterly Report of the Sri Lanka Labour Force.
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State of the Economy 2004

Table A7:
Gross Domestic Fixed Capital Formation, 1982-2003____

Privatefa) Public(b)
(Rs. rm, current market prices)

Privatefa) Public (b)
(As % of GDP)

Privatefa) Public(b)
(at 1996 prices(c))

Private(a) Public(b)
(Growth in real terms)

1982 25,413 4,866 25.6 4.9 101,490.1 19,433.0 16.8 3.8

1983 29,379 5,963 24.2 4.9 102,386.4 20,781.2 0.9 6.9

1984 32,483 7,075 21.1 4.6 96,706.3 21,063.2 -5.5 1.4

1985 30,690 7,767 18.9 4.8 90,542.8 22,914.5 -6.4 8.8

1986 32,692 9,634 18.2 5.4 91,122.2 26,852.8 0.6 17.2

1987 34,536 11,216 17.6 5.7 89,958.6 29,215.2 -1.3 8.8

1988 37,156 12,805 16.7 5.8 86,801.6 29,914.3 -3.5 2.4

1989 39,943 14,306 15.9 5.7 85,114.8 30,484.7 -1.9 1.9

1990 57,910 12,507 18.0 3.9 102,852.2 22,213.3 20.8 -27.1

1991 68,368 15,838 18.4 4.3 109,412.4 25,346.3 6.4 14.1

1992 86,407 13,632 20.3 3.2 125,717.4 19,833.8 13.0 -27.8

1993 105,305 20,570 21.1 4.1 139,953.2 27,338.1 10.2 27.4

1994 136,649 17,611 23.6 3.0 166,094.3 21,405.8 15.7 -27.7

1995 147,280 23,595 22.1 3.5 165,105.2 26,450.7 -0.6 19.1

1996 160,181 23,328 20.9 3.0 160,181.0 23,328.0 -3.1 -13.4

1997 186,950 29,923 21.0 3.4 172,145.0 27,553.4 6.9 15.3

1998 221,754 33,960 21.9 3.3 188,246.2 28,828.5 9.4 4.6

1999 266,518 35,210 24.1 3.2 216,505.3 28,602.7 15.0 -2.6

2000 311,460 41,132 24.8 3.3 237,212.5 31,326.7 9.6 9.5

2001 267,298 42,346 19.0 3.0 181,058.0 28,683.6 -23.7 -8.4

2002 301,709 31,812 19.1 2.0 188,863.2 19,913.6 4.1 -44.1

2003(d) 350,099 40,706 19.9 2.3 208,491.5 24,241.3 10.5 21.8

Notes: (a): Private sector and public corporations.
(b): Government and public enterprises.
(d: Current series deflated by GDP deflator.
(d): Provisional.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Table A8: Saving and Investment, 1990-2003

Notes: (a): Provisional.
(b): Also referred to as external inflow or the resources gap.

Sources: IPS database; Central Bank of Sri Lanka, Annual Report, various issues.

(As % of GDP) 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003(a)

Gross domestic capital formation 22.2 22.8 24.3 25.5 27.0 25.7 24.2 24.4 25.1 27.3 28.0 22.0 21.3 22.3

Gross domestic savings 14.4 12.8 15.0 16.0 15.2 15.2 15.3 17.3 19.1 19.5 17.4 15.8 14.5 15.7

Net imports of goods and non-factor services (b) 7.9 10.1 9.3 9.5 11.8 10.4 8.9 7.1 6.0 7.8 10.6 6.2 6.8 6.6

Net factor income from abroad -2.1 -2.0 -1.8 -1.2 -1.4 -1.0 -1.5 -1.1 -1.1 -1.6 -2.1 -1.7 -1.6 -1.1

Net private transfers 4.5 4.5 4.8 5.4 5.4 5.2 5.1 52 5.4 5.6 5.9 6.2 6.6 6.6

Gross national savings 16.8 15.2 17.9 20.2 19.1 19.5 19.0 21.5 23.4 23.5 21.5 20.3 19.5 21.2

Foreign savings 5.4 7.6 6.4 5.3 7.9 6.2 5.2 5.2 1.7 3.8 6.5 1.7 1.8 1.1
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Table A9: Summary of Government Fiscal Operations, 1992 -2003

(As % of GDP) 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003(b)

Revenue 20.2 19.7 19.0 20.4 19.0 18.5 17.3 17.7 16.8 16.7 16.5 15.7

Grants 1.9 1.6 1.4 1.4 1.0 0.8 0.7 0.6 0.4 0.4 0.4 0.5
Expenditure

Current expenditure 21.1 20.5 21.9 23.1 22.8 20.8 19.6 18.7 20.2 21.6 20.8 19.0
Capital & net lending 6.4 7.6 7.5 7.4 5.7 5.7 6.7 6.5 6.5 5.9 4.5 4.7

Current account balance -0.9 -0.8 -2.9 -2.7 -3.8 -2.2 -2.4 -1.0 -3.4 -4.9 ■4.4 -3.3
Primary deficit -1.2 -2.4 -3.9 -4.3 -3.1 -1.7 -3.8 -1.9 -42 -4.1 -1.6 -0.9
Overall deficit (before grants) -7.3 -8.4 -10.5 -10.1 ■9.4 -7.9 -9.2 -7.5 -9.9 -10.8 -8.9
Financing budget deficit

Foreign financing 3.7 3.6 3.5 4.5 2.3 1.9 1.7 0.7 0.4 1.4 0.6 2.9
Net borrowings 1.7 2.0 2.0 32 1.3 1.1 1.0 0.1 0 1.0 0.1 2.4

Grants 1.9 1.6 1.4 1.4 1.0 0.8 0.7 0.6 0.4 0.4 0.4 0.5
Domestic financing 3.7 4.9 6.5 5.1 6.5 3.4 7.1 6.8 9.4 8.8 8.0 4.5

Market borrowings 4.4 4.4 6.6 5.0 5.1 4.5 7.1 6.8 9.2 8.7 8.0 4.5

Bank -0.5 -1.2 0.2 1.1 1.7 -0.2 1.9 2.5 4.5 3.5 .-0.3 -1.2
Non-bank 5.0 5.7 6.4 3.9 3.4 4.7 5.2 4.4 4.7 5.3 8.3 5.7

Other borrowings -0.8 0.4 -0.1 0.1 1.3 -1.1 -0.1 -0.1 0.3 0.1 -0.1 —
Privatization proceeds(a) - - 0.5 0.4 0.6 2.5 0.4 - - 0.6 0.4 0.6

Notes: (a): Since 1994, privatization proceeds have been shifted from the capital expenditure and net lending category to the financing section, 

(b): Provisional.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Table A10: Money Supply and Underlying Factors, 1985-2003

Unit 1985 1986 1987 1988 198*) 1990 1991 1992 1993 1994

1. Financial depth
Narrow money supply M1/GDP 11.6 11.8 12.8 14.6 14.0 12.3 12.5 11.8 11.9 12.2
Broad money supply M2/GDP 29.8 28.3 29.7 30.6 30.3 28.1 29.7 30.5 32.1 33.1

2 Monetary expansion/contraction
Narrow money supply % growth 11.5 12.9 18.4 29.1 9.1 12.1 17.7 7.4 18.6 18.7
Broad money supply % growth 11.5 5.1 14.7 16.5 12.5 18.5 22.1 17.4 23.4 19.7

3. Causal factors
3.1 External banking assets Rs.mn. 9,183.2 9,180.2 9,291.2 7,058.5 4,732.0 3,419.0 12,258.0 20,940.0 48,119.0 64,467.0

% growth -7.7 0.0 1.2 -24.0 -33.0 -27.7 258.5 70.8 129.8 34.0
3.2 Domestic credit Rs. mn. 59,226.1 64,108.5 75,565.5 96,867.0 102,321.2 115,964.3 127,751.2 144,003.0 150,696.9 173,795.6

% growth 18.6 8.2 17.9 28.2 5.6 13.3 10.2 12.7 4.6 15.3
3.2.1 Government Rs.mn. 20,347.6 22,546.1 27,047.9 36,064.5 36,118.0 35,358.0 35,392.0 33,065.0 26,993.0 28,148.0

% growth 39.8 10.8 20.0 33.3 0.1 -2.1 0.1 -6.6 -18.4 4.3
3.2.2 Private sector Rs. mn. 38,878.5 41,562.4 48,517.6 60,802.5 66,203.2 80,606.3 92,359.2 110,938.0 123,703.9 145,647.6

% growth 9.9 6.9 16.7 25.3 8.9 21.8 14.6 20.1 11.5 17.7
3.3 Other liabilities Rs. mn. -20,000.4 -22,428.5 -26,521.9 -35,979.6 -30,619.8 -28,838.0 -29,435.0 -35,150.0 -38,679.0 •46,590.0

% growth 21.6 12.1 18.3 35.7 -14.9 -5.8 2.1 19.4 10.0 20.5

Contd...
Unit 1995 1996 1997 1998 1999 2000 2001 2002 2003

1. Financial depth
Narrow money supply M1/GDP 11.3 10.2 10.7 10.5 10.9 10.5 9.8 8.8 10.4
Broad money supply M2/GDP 34.2 33.0 35.9 34.6 36.0 36.0 36.0 32.2 37.2

2 Monetary expansiorVcontraction
Narrow money supply % growth 6.7 4.0 9.8 12.1 12.8 9.1 3.2 14.0 16.4
Broad money supply % growth 19.2 10.8 13.8 9.7 13.3 13.0 11.4 13.2 13.8

3. Causal factors
3.1 External banking assets Rs. mn.

% growth
66,532.0

3.2
61,861.0

-7.0
89,292.0

44.3
93,724.0

5.0
83,892.0

-10.5
59,448.0

-29.1
82,966.0

39.6
101,717.0

22.6
129,487.0

27.3
3.2 Domestic credit Rs. mn.

% growth
223,798.3

28.8
252,317.0

12.7
272,733.0

8.1
311,626.0

14.3
374,120.0

20.1
469,084.0

25.4
513,457.0

9.5
548,578.0

6.8
602,898.0

9.9
3.2.1 Government Rs. mn.

% growth
35,214.0

25.1
48,537.0

37.8
46,365.0

-4.5
58,591.0

26.4
85,881.0

46.6
134,484.0

56.6
161,735.0

20.3
153,171.0

-5.3
143,444.0

■6.3
3.2.2 Private sector Rs. mn.

% growth
188,352.0

29.3
203,780.0

8.2
226,368.0

11.1
253,035.0

11.8
288,239.0

13.9
334,599.0

16.1
351,722.0

5.1
395,407.0

12.4
459,454.0

16.2
3.3 Other liabilities Rs.mn.

% growth
-61,794.0

32.6
-60,978.0

-1.3
-73,768.0

21.0
■89,176.0

20.9
-99,936.0 ■

12.1
•123,863.0

23.9
-145,696.0

17.6
-139,899.0

4.0
-151,638.0

8.5

Notes: Data have been reclassified starting from 1990. For more information, see Central Bank of Sri Lanka, 1995, Annual Report.

X Source: Central Bank of Sri Lanka, Annual Report, various issues.
x
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----------------------------------------------- -------------------------Table Al 1: Interest Rates, 1990-2003
(%, end of period) "" - ------ ------------------—-------------------------------------------------------------------------------------------------
Bankrate ----------1991 *992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Central Bank of Sri Lanka, Bulletin, various issues.

Treasury bills, yield rates 15.0 17.0 17.0 17.0

3 month

12 month
17.4 16.3 17.7 18.1

Repurchase rate
18.4 17.4 19.0 19.4

Call money rate
• • 16.5

Maximum
32.0 19.0 27.0 28.0

Minimum 10.0 14.0 13.0 16.5
Weighted average prime lending rate

18.6 19.6 20.2 20.4
Commercial bank saving

Maximum 14.0 14.0 14.0 14.0
Minimum 5.0 6.5 6.5 5.5

NSB saving 16.2 14.0 14.0 14.0
Commercial bank fixed deposit (one year)

Maximum 21.0 20.0 20.0 17.0
Minimum 11.0 10.0 13.5 13.5

NSB fixed deposit (one year, paid on maturity) 17.0 17.0 17.0 16.0

Sources. Central Bank of Sri Lanka, Annual Report, various issues.

17.0 17.0 17.0 17.0 17.0 16.0 25.0 18.0 18.0 18.0

18.7 19.3 17.5 10.0 12.0 12.1 17.8 12.9 9.9 7.3
19.4 19.0 17.4 10.2 12.6 12.8 18.2 13.7 9.9 7.3
20.0 16.5 12.8 11.0 11.3 9.3 17.0 12.0 9.9 7.2

28.0 102.0 31.0 20.0 16.5 14.3 32.0 13.0 10.9 8.2
14.0 16.0 13.0 9.0 11.3 9.8 20.3 12.5 10.2 7.4
17.8 20.0 18.4 14.2 15.1 15.2 21.5 14.2 12.2 8.9

13.0 13.0 13.0 11.0 10.0 10.0 10.0 12.0 11.0 7.2
5.5 5.0 4.5 3.0 2.0 2.0 2.0 4.0 3.5 2.1

14.0 12.0 12.0 10.8 10.5 92 8.4 8.4 6.0 5.0

17.0 17.0 17.8 15.3 13.0 12.5 15.0 14.5 11.0 7.7
10.0 10.0 12.0 8.5 9.0 9.0 9.0 9.5 7.5 5.0
14.0 16.0 15.0 11.0 11.5 11.5 15.0 13.0 10.0 7.0
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Appendix A: Macroeconomic Indicators (Statistical Base)

_________ Table A12. Basic Indicators of the General Price Level, 1984-2003

CCPI
(1952- 100) % change

GCCPI 
(1989= 100) % change 

(Jan-June)

WPI 
(1974-100)% change

GDPD 
(1996-100)% change

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 11.6 103.8 - 532.9 9.0 46.9 9.6
1990 1,008.6 21.5 124.6 20.0 651.1 22.2 56.3 20.0
1991 1,131.5 12.2 138.9 11.5 710.8 9.2 62.5 11.0
1992 1,260.4 11.4 152.0 9.4 773.0 8.8 68.7 10.0
1993 1,408.4 11.7 164.8 8.4 831.8 7.6 75.2 9.5
1994 1,527.4 8.4 172.6 4.7 873.4 5.0 82.3 9.3
1995 1,644.6 7.7 179.3 3.9 950.7 8.9 89.2 8.4
1996 1,906.7 15.9 202.5 12.9 1,145.1 20.4 100.0 12.1
1997 2,089.1 9.6 220.1 8.7 1,224.3 6.9 108.6 8.6
1998 2,284.9 9.4 235.2 6.9 1,298.7 6.1 117.8 8.4
1999 2,392.1 4.7 244.1 3.8 1,295.3 -0.3 123.1 4.4
2000 2,539.8 6.2 252.0 3.2 1,317.2 1.7 131.3 6.7
2001 2,899.4 14.2 279.6 11.0 1,471.2 11.7 147.6 12.3
2002 3,176.4 9.6 309.3 10.6 1,629.0 10.7 159.9 8.4
2003 3,377.0 6.3 319.0 3.1 1679.1 (a) 3.1 167.9 5.1

Notes: CCPI : Colombo Consumers'Price Index.
GCCPI : Greater Colombo Consumers'Price Index.
WPI : Wholesale Price Index.
GDPD : GDP deflator.
(a) : Provisional.

Sources: Department of Census and Statistics.
Central Bank of Sri Lanka, Annual Report, various issues.
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State of the Economy 2004

Table Al3: Wage Rate Indices, 1984-2003 
(December 1978 = 100)

Workers in wages boards trades(a) Government employees(b)

Nominal Real Nominal Real

1984 228.8 98.8 246.6 106.6

1985 247.9 105.8 284.3 121.2

1986 261.3 103.2 297.4 117.5

1987 277.7 101.8 297.4 109.1

1988 335.8 107.9 390.9 125.4

1989 338.1 112.0 421.8 121.9

1990 453.5 107.6 476.8 113.2

1991 518.8 109.7 534.6 113.2

1992 590.0 112.0 557.6 106.0

1993 685.8 116.6 675.5 114.8

1994 712.4 111.7 735.5 115.4

1995 740.3 107.8 792.5 115.4

1996 801.7 100.7 818.2 103.5
1997 849.1 97.3 906.5 104.0

1998 953.3 99.9 1,001.4 104.9
1999 977.6 97.8 1,001.4 100.2
2000 1,000.4 94.3 1,084.7 102.1
2001 1,049.3 86.6 1,310.8 108.1
2002 1,126.5 84.9 1,525.3 115.0
2003(c) 1,205.2 85.4 1,525.0 108.1

Notes: The wage rates used in the calculation of index numbers are minimum wages.
(a) : Combined index for workers in agriculture, industry and commerce, and services.
(b) : Combined index for non-executive officers and minor employees.
(c) : Provisional.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Appendix A: Macroeconomic Indicators (Statistical Base)

Table A 14: Sri Lanka’s Direction of Foreign Trade, 1986-2003
Unit 1986 1987 1988 1989 1990 1991 1992 1993 1994

1. Exports to selected countries and groupings
U.S.A USS mn. 318 355.2 367.3 400 492.5 559 837.6 1,006.8 1,,115.3

U.K. USS mn. 69.8 75.2 80.9 88.4 115.1 126.2 170.2 203.5 285.4
Germany USS mn. 83.3 101.1 104.3 95.4 126.7 148.8 211.8 227.5 222.5
Japan US$ mn. 67.1 67.2 84.9 89 102.4 101.6 128 148 165.3

EC % of total exports 23.7 21.7 23.7 25.4 25 27 32.8 31.2 31.3
Germany % of exports to EC 29.1 33.4 29.8 24.1 25.5 27 26.3 25.5 22.2
UK % of exports to EC 24.4 24.9 23.1 22.3 23.2 22.9 21.1 22.8 28.4

ASEAN % of total exports 3.3 3.2 4.7 3.9 3.9 5.5 2.4 2.9 3.9

Singapore % of exports to ASEAN 78.4 72.2 63.8 59.6 63.7 59.8 56.5 58.6 60.6

Malaysia % of exports to ASEAN 11.7 2.7 3.1 2.3 3.3 23.6 7.7 4 4.6

SAARC % of total exports 4.9 3.9 6.2 5.5 3.6 3 2.3 2.5 2.7

India % of exports to SAARC 20.6 11.6 20.9 11.5 29.1 20.8 20.3 27.6 27.2

NAFTA % of total exports 28.7 27.8 27.2 28.4 27.2 30 36.4 37.1 36.8

USA % of exports to NAFTA 91.7 91.6 91.3 90.3 91.3 91.4 93.5 94.9 94.4

Canada % of exports to NAFTA 6.6 6.3 5.6 5.8 5.4 5.2 4.3 3.4 4.3

APEC % of total exports 41.8 40.5 42.5 41.2 39.5 43.7 47.6 48.7 49.6

USA % of exports to APEC 62.8 62.8 58.5 62.4 62.8 62.7 71.5 72.3 70.1

Japan % of exports to APEC 13.2 11.9 13.5 13.9 13.1 11.4 10.9 10.6 10.4

Singapore % of exports to APEC 1 0.9 0.7 0.6 0.5 0.4 0.3 0.2 0.2

2. Imports from selected countries and groupings

Japan USS mn. 318.9 304.2 305.1 295.4 325.4 358.4 415.6 452.6 526.6

India USS mn. 79.3 83.5 91 64.2 118.1 220.1 301.9 342.9 404.4

Hong Kong USS mn. 85.5 129.8 116.6 109.9 120.4 212.5 241 312.4 316.6

U.S.A USS mn. 117.5 114.1 152.7 137 207.7 174.5 159.4 131.3 284.7

U.K. USS mn. 102.9 140.4 126.5 125.2 137 166.3 172.8 184.8 247.6

Taiwan USS mn. 95.3 106.1 105.3 116.1 1555.8 207.4 214 225.7 250.2

EC % of total imports 14.7 17.6 17.5 16 14.4 15.2 14.7 15.8 16.3

Germany % of imports from EC 29.6 24.7 26.2' 20 21.7 22 24.7 21.9 21.8

UK % of imports from EC 35.5 38.5 32.3 35.2 35.5 36 33.5 29.2 31.8

ASEAN % of total imports 8.6 10.8 10.1 12.7 12.8 13.8 15.1 14.5 13.2

Singapore % of imports from ASEAN 42.2 44.8 41.1 33.4 29.7 32.3 44.8 35.8 37.2

Malaysia % of imports from ASEAN 24.6 26.3 27.4 21.5 33.2 33.4 24.1 29.5 28.8

SAARC % of total imports 7.3 6.7 8.1 5.5 6.9 10.3 11.8 10.7 10.3

India % of imports from SAARC 54.9 60.2 50.1 52.1 64.1 70.3 72.7 80.1 82.7

NAFTA % of total imports 7 6.4 8.6 6.8 8.5 6.3 5.2 3.7 6.3

USA % of imports from NAFTA 84.5 86.3 78.8 90.1 91.4 91.3 87 89.4 95

Canada % of imports from NAFTA 15.2 13.2 21 9.7 8.3 8.3 11.6 10.1 4.6

APEC % of total imports 51.3 51.8 53.1 52.9 55.7 58.5 57.1 55.7 55.4

USA % of imports from APEC 11.6 10.6 12.8 11.6 13.9 9.8 8 5.9 10.8

Japan % of imports from APEC 16.2 14.7 13.6 11.7 12.1 11.8 11.9 11.3 11

Singapore % of imports from APEC 7.1 9.3 7.8 8 6.9 7.6 11.9 9.3 8.8
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Cont. J_________
1995 1996 1997 1998 1999 2000 2001 2002 2003(a)

1. Exports to selected countries and groupings

U5.A US$ mn. 1,353.5 1,395.8 1,666.4 1,890.2 1,791.8 2,192.5 1,925.9 1,764.0 1,777.4

U K. US$ mn.
US$ mn.
US$ mn.

345.3 388.6 525.4 530.4 604.2 736.7 576.4 590.3 640.4

Germany
Japan

254.3
200.4

239.3
256.4

230
234.2

231.9
196.1

215.7
159.1

230.2
229.7

198.5
185.8

199.3
140.3

232.4
165.4

EC % of total exports 31 29.4 35 33.6 35.3 33.4 32.3 35.2 35.9

Germany % of exports to EC 21.6 19.8 17.1 17.9 16.2 15.2 15.8 14.4 15.3

UK % of exports to EC 29.3 32.2 39 41 45 48.5 45.8 42.8 42.2

ASEAN % of total exports 3.7 2.8 3.4 3 3.1 3.5 2.9 2.6 2.5

Singapore % of exports to ASEAN 52.3 52 43.7 38.1 37.9 38.7 51.4 63.6 61.8

Malaysia % of exports to ASEAN 15.7 23.5 16.6 10.1 6 5 5.9 8.4 11.7

SAARC % of total exports 2.7 2.6 3.1 3 3.8 4.2 4.1 6.5 8.3

India % of exports to SAARC 31.3 39.6 37 33.2 33.7 30.6 45.6 66.5 70.0

NAFTA % of total exports 37.3 35.6 45.5 51.5 49.8 50.5 52.0 47.6 44.5

USA % of exports to NAFTA 95.4 95.6 95.3 95.4 95.1 95.4 95.1 94.6 94.5

Canada % of exports to NAFTA 3.5 3.1 3.2 3.1 3.1 3.1 3.4 3.3 3.4

APEC % of total exports 50.1 48.7 59.8 58.9 56.3 57.8 59.5 54.6 52.2
USA % of exports to APEC 71 69.8 72.4 83.4 84.1 83.5 83.1 82.5 80.6
Japan % of exports to APEC 10.5 12.8 10.2 8.6 7.5 8.7 8.0 6.6 7.4
Singapore % of exports to APEC 0.1- 0.1 0.1 1.9 2.1 2.3 2.5 3.1 3.0

2. imports from selected countries and groupings

Japan US$ mn. 498.6 497.3 479.3 555.9 560.9 646 336.9 355.3 448.1
India USS mn. 469.2 561.9 559.8 539.4 511.6 600.1 709.3 852.9 1,073.2
Hong Kong USSmn. 357.4 354.1 411.3 411 459.1 515.9 500.3 491.0 559.5
U5A USS mn. 172.7 198.3 186.6 229.5 216.2 254.9 265.6 218.7 188.3
UX USS mn. 242.6 251.7 282.4 304.8 251.1 311.4 220.6 262.9 272.9
Taiwan USS mn. 286.4 287.8 372.1 378.7 347.1 390.1 322.8 288.0 276.1

EC % of total imports 15.3 15.4 17.6 23.3 19.4 18.8 18.0 18.0 18.8
Germany % of imports from EC 20.5 18.4 20.5 20.2 15.8 16.5 16.3 13.5 13.4
UK % of imports from EC 29.8 30.1 31.6 30.3 29.1 32.8 26.0 29.3 25.5

ASEAN % of total imports 12.8 12.6 14.7 19.6 21.1 21 19.4 19.1 19.8
Singapore % of imports from ASEAN 36.6 37.7 38.3 36.8 48.2 46.7 44.8 46.0 46.2
Malaysia % of imports from ASEAN 31.1 26.7 22.3 22.8 18 20.5 22.7 21.7 25.6

SAARC % of total Imports 10.2 11.9 13.1 15.1 14.2 14 15.1 19.1 19.9
India % of Imports from SAARC 86.1 86.9 83.9 83.3 81.4 84.8 84.4 89.4 91.5

NAFTA % of total imports 3.6 4.3 5.7 7.1 5.5 6 6.2 4.7 4.1
USA % of imports from NAFTA 91.3 84.6 64.7 75 89 84.1 91.5 93.8 85.4
Canada % of imports from NAFTA 7.9 10 19 13.6 9.3 15.6 8.2 5.8 14.2

APEC % of total imports 50.2 50.4 61.9 45.9 53.4 54.9 55.6 52.1 49.2
USA % of imports from APEC 6.5 7.3 5.9 11.6 9.1 9.2 10.1 8.5 7.1
Japan % of imports from APEC 9.4 9.2 9.4 28.1 23.6 23.2 12.8 13.8 16.0
Singapore % of imports from APEC 9.3 9.5 9.1 15.7 19 17.8 15.6 16.8 18.7

Note: (a): Provisional

Sources: International Monetary Fund, Direction of Trade Statistics, various issues; Central Bank of Sri Lanka, Annual Report, various issues.
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2.

Al5: Structure of Commodity Imports, 1985-2003

1.

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

Consumer goods

Value (US$ mn.) 385.2 437.4 469.1 548.2 581.5 709.4 782.1 734.6 774.5 930.6

Growth 21.3 13.6 72 16.9 6.1 22.0 10.3 -6.1 5.4 20.1

% of total imports 19.4 22.5 22.8 24.6 26.1 26.4 25.5 21.0 19.3 19.5

1.1 Food

Value (USS mn.)

Growth 

% of total imports

217.4

10.9

10.9

240.8

10.7

12.4

253.4

52

12.3

321.1

26.7

14.4

364.4

13.5

16.4

390.0

7.0

14.5

404.9

3.8

13.2

419.7

3.7

12.0

415.9

-0.9

10.4

483.9

16.4

10.2

12 Other

Value (USS mn.)

Growth

% of total imports

167.7

38.0

8.4

196.7

17.3

10.1

215.7

9.7

10.5

227.1

5.3

102

217.1

-4.4

9.8

319.4

47.1

11.9

377.2

18.1

12.3

314.9

-16.5

9.0

358.7

13.9

8.9

446.6

24.5

9.4

Intermediate goods 

Value (USS mn.) 

Growth 

% of total imports

1,079.8

2.8

54.3

1,021.5 

-5.4 

52.5

1,175.7

15.1

57.2

1,267.8

7.8

56.8

1,255.4 

-1.0 

56.4

1,391.7

10.9

51.8

1,553.3

11.6

50.7

1,884.4

21.3

53.8

2,154.4

14.3
53.7

2,425.0

12.6

50.9

2.1 Petroleum

Value (USS mn.) 

Growth 
% of total imports

404.4

-3.7

20.3

224.6

-44.5

11.5

296.0

31.8
14.4

246.5

-16.7

11.0

232.4

-5.7
10.4

358.7

54.4

13.3

311.5

-13.2
10.2

318.0

2.1

9.1

309.2 

-2.8 
7.7

296.3

-4.2

6.2

2.2 Textiles

Value (USS mn.)

Growth 

% of total imports

139.9

19.6

7.0

226.8

62.1

11.6

274.6

21.1

13.4

276.5

0.7
12.4

276.9

0.1

12.4

335.8

21.3

12.5

498.2

48.3

16.3

765.5

53.7

21.9

865.1

13.0

21.6

1,038.1

20.0

21.8

Investment goods 

Value (USS mn.) 

Growth 
% of total imports

382.4

-20.1

19.2

376.8

-1.5

19.3

384.9

2.2

18.7

379.8

-1.3
17.0

333.4

-12.2

15.0

584.4

75.3

21.7

720.1

23.2

23.5

850.9

18.2

24.3

1,046.8

23.0

26.1

1,366.5

30.5

28.7

Total imports
Value (USS mn.)

Growth_____ ____________

1,989.8

_________ 6.5

1,947.4

-2.1

2,055.6

5.6

2,233.2
8.6

2,225.6

•0.3

2,689.0

20.8

3,061.1

13.8

3,503.4

14.5

4,011.3

14.5

4,767.3

18.8



Contd... J

1995 1996 1997 1998 1999 2000 2001

1.2

2

2.1

2.2

3.

4.

597.0
14.3
11.0

1,386.9
18.7
23.7

539.5
12.4

9J2

581.0
9.2
9.7

696.0
19.8
9.5

901.0
80.2
12.3

623.0
72

10.2

564.0 
■0.4 
8.5

838.0
6.2

13.7

522.0
7.8
9.8

982.0
5.6

18.5

1,324.0

10.0
22.6

442.0
1.8
7.5

3,916.0
23.6
53.5

1,737.0

11.0
23.6

789.0
7.9

12.9

1,320.0

12.9
19.8

780.0
25.2
11.7

5,311.1

11.4

1,158.5
11.6
21.8

461.0
3.1
8.7

642.0
7.5

11.0

1,477.0

11.3
25.1

7,320.0

22.4

1,261.0
11.5
17.3

1,471.0
11.4
20.1

1,344.0
13.0
20.1

2,900.0
19.6
54.6

1,128.0
4.0

19.2

1,169.0

8.1

19.2

1,030.0
5.2

19.0

3,235.7
8.9

55.2

6,672.0

9.3

5,439.0

2.6

1,203.0

1.5

22.1

5,889.0

0.4

1,397.0
0.6

23.7

1,565.0

5.9

26.2

1,131.0
0.3

18.9

6,105.0

2.2

1,321.0
0.1

21.6

1,372.0
3.4

20.6

1,168.8
0.9

21.5

1,084.0
4.9

18.5

2,971.0
2.6

54.6

5,979.0

1.5

3,168.0
1.9

53.0

5,864.0

7.7

731.0
-18.9
12.2

1,126.0
-10.7
18.9

345.0
•36.1

5.9

1,320.0
-10.3
22.1

433.0
-5.8
8.0

3,430.0
-12.4
57.4

596.0
-7.2
10.1

3,622.0
-5.6

59.3

581.0
-16.5

9.7

551.0
-7.6
9.2

3,108.0
-3.9

52.8

1,320.0
-5.5

22.1

5,974.0

-18.4

1,081.0
•37.8
18.1

545.0
-3.7
9.1

1,189.0

-13.0
22.4

Food
Value (USS mn.) 
Growth 
% of total imports 
Other
Value (US$ mn.) 
Growth 
% of total imports 

Intermediate goods 
Value (USS mn.) 
Growth 
% of total imports

Petroleum
Value (US$mn.) 
Growth
% of total Imports 
Textiles
Value (USS mn.) 
Growth 
% of total imports 

Investment goods 
Value (USS mn.) 

Growth 

% of total imports 

Total imports 
Value (US$ mn.) 

Growth

Consumer goods 
Value (US$ mn.l 
Growth 
°fo of total imports 
1.1

Notes: (a): Provisional.

Sources: Central Bank of Sri Lanka,Annua/Report,variousissues; IPS database.

2002 2003(a)

566.0
3.8
9.3

500.0
44.9

8.4

532.0
20.6

9.0

479.9
24.1

8.8

3,948.0
9.0

59.2

566.0
2.7
7.8

386.9
30.6

7.3

1,189.0
5.6

19.5
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Appendix A: Macroeconomic Indicators (Statistical Base)

Table A16: Structure of Commodity Exports, 1984-2003

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993
1. Agricultural exports

Value (USS mn.) 887.5 700.4 562.7 !592.2 632.1 611.7 721.0 641.4 604.7 655.3

Growth 43.5 -21.1 -19.7 5.2 6.7 -3.2 17.9 - 11.0 -5.7 8.4
% of total exports 60.4 52.5 46.3 42.4 42.8 39.3 36.3 32.3 24.6 22.9
1.1 Plantation crops

Value (US$ mn.) 810.5 624.1 481.3 509.6 531.3 518.7 617.7 538.5 468.1 514.9

Growth 51.9 -23.0 -22.9 5.9 4.3 -2.4 19.1 -12.8 -13.1 10.0
% of total exports 55.2 46.8 39.6 36.5 :36.0 33.3 31.1 27.1 19.0 18.0

1.1.1 Tea

Value (US$mn.) 619.7 441.9 330.3 361.8 386.7 379.1 ■494.8 431.9 339.8 412.7

Growth 75.8 -28.7 -25.3 9.6 6.9 -2.0 30.5 -12.7 -21.3 21.4

% of total exports 42.2 33.2 27.2 25.9 26.2 24.3 24.9 21.7 13.8 14.4

1.1.2 Rubber

Value (USS mn.) 129.8 94.5 93.6 99.5 116.5 86.3 76.9 63.8 67.5 64.0

Growth 7.1 -27.2 -0.9 6.3 17.1 -25.9 -10.9 -17.0 5.8 -5.3

% of total exports 8.8 7.1 7.7 7.1 7.9 5.5 3.9 3.2 2.7 2.2

1.1.3 Coconut kernel products

Value (USS mn.) 61.0 87.7 57.4 48.3 28.2 53.3 46.0 42.8 60.8 38.3

Growth 1.9 43.7 -34.5 -15.9 -41.7 89.2 -13.7 -7.0 42.2 -37.0

% of total exports 4.2 6.6 4.7 3.5 1.9 3.4 2.3 2.2 2.5 1.3

1.2. Minor agricultural crops

Value (USSmn.) 54.7 50.2 53.5 58.2 80.5 66.8 79.9 82.4 113.1 120.7

Growth -13.4 -8.1 6.6 8.8 38.3 -17.0 19.5 3.2 37.3 6.7

% of total exports 3.7 3.8 4.4 4.2 5.5 4.3 4.0 4.1 4.6 4.2

2. Mineral exports

Value (USS mn.) 32.8 31.8 42.2 61.3 82.2 74.7 87.0 61.9 62.7 75.7

Growth -31.9 -3.0 32.6 45.3 34.1 -9.1 16.4 -28.8 1.3 20.7

% of total exports 2.2 2.4 3.5 4.4 5.6 4.8 4.4 3.1 2.5 2.6

3. Industrial exports

Value (USS mn.) 507.8 526.3 566.7 679.4 712.9 789.8 1,036.1 •1,237.3 1,763.2 2,102.3

Growth 35.5 3.6 7.7 19.9 4.9 10.8 31.2 19.4 42.5 19.2

% of total exports

3.1 Textile & garments

34.6 39.5 46.6 48.6 48.3 50.7 52.2 62.3 71.7 73.4

Value (USS mn.) 297.4 293.0 343.7 438.0 448.3 489.1 628.1 803.9 1,214.0 1,412.4

Growth 47.7 -1.5 17.3 27.4 2.4 9.1 28.4 28.0 51.0 16.3

% of total exports 20.3 22.0 28.3 31.4 30.4 31.4 31.7 40.5 49.3 49.3

3.2 Petroleum products

Value (USS mn.) 129.3 142.7 84.2 88.0 71.2 62.2 99.2 79.5 63.2 78.8

Growth 13.4 10.4 -41.0 4.6 -19.1 -12.7 59.5 -19.9 -20.5 24.6

% of total exports 8.8 10.7 6.9 6.3 4.8 4.0 5.0 4.0 2.6 2.8

4. Total commodity exports inc. petroleum

Value (USS mn.) 1,468.2 1,333.0 1,216.1 1,396.91,475.41,558.4 1,983.9 1,987.5 2,460.8 2,863.7

Growth 37.6 -9.2 -8.8 14.9i 5.6 5.6 27.3 0.2 23.8 16.4

5. Total commodity exports excl. petroleum

Value (USSmn.) 1,338.9 1,190.2 1,132.0 1,308.91,404.21,496.2 1,884.7 1,908.0 2,397.5 2,784.9

Growth 40.6 -11.1 -4.9 15.6 7.3 6.6 26.0 1.2 25.7 16.2
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Note: (a): Revised-
(b): Provisional.

Sources: Centra) Bank of Sri Lanka, Annual Report, various issues; IPS database.

Contd.J
1994 1995 1996 1997 1998 1999 2000 2001 2002(a) 2003(b)

1. Agricultural exports

Value (USS mn.) 702.1 829.0 961.0 1060.0 1088.0 947.0 1005.0 932.0 938.0 965.0

Growth 7.1 18.1 16.1 10.3 2.6 -13.0 6.1 -7.3 0.6 2.9

% of total exports 21.9 21.8 23.5 22.9 22.9 20.6 18.2 19.3 20.0 18.8

1.1 Plantation crops

Value (USS mn.) 546.8 660.9 801.3 882.1 878.1 738.0 806.0 755.0 728.0 770.0

Growth 6.2 20.9 21.2 10.1 -0.4 4.6 9.2 -6.3 -3.6 5.8

% of total exports 17.0 17.4 19.5 19.0 18.5 16.0 14.6 15.7 15.5 15.0

1.1.1 Tea

Value (USS mn.) 424.2 481.0 615.0 719.0 780.0 621.0 700.0 690.0 660.0 683.0

Growth 2.8 13.3 28.2 17.0 8.5 -20.4 12.7 -1.4 -4.4 3.5

% of total exports 13.2 12.6 15.0 15.5 16.4 13.5 12.7 14.3 14.1 13.3

1.1.2 Rubber

Value (US$ mn.) 72.5 111.0 104.0 79.0 44.0 33.0 29.0 24.0 27.0 39.0
Growth 13.3 53.8 -6.6 -24.4 -44.3 -25.0 -12.1 -17.2 12.5 44.4

% of total exports 2.3 2.9 2.5 1.7 0.9 0.7 0.5 0.5 0.6 0.8
1.1.3 Coconut kernel products

Value (US$ mn.) 50.1 69.0 81.0 82.0 56.0 84.0 77.0 41.0 41.0 48.0
Growth 30.9 37.1 17.7 2.0 -31.8 50.0 -8.3 -46.8 0.0 17.0
% of total exports 1.6 1.8 2.0 1.8 1.2 1.8 1.4 0.9 0.9 0.9

1.2. Minor agricultural crops

Value (USS mn.) 129.2 134.0 132.0 145.0 170.0 165.0 155.0 136.0 168.0 150.0
Growth 7.0 3.5 -1.4 9.9 17.7 -2.9 -6.1 -12.3 23.5 -10.7
% of total exports 4.0 3.5 3.2 3.1 3.6 3.6 2.8 2.8 3.5 2.9

2. Mineral exports

Value (US$ mn.) 86.9 87.0 96.0 90.0 60.0 64.0 97.0 86.0 90.0 84.0
Growth 14.7 -0.1 10.3 -6.7 -33.1 6.7 51.6 -11.3 4.6 -6.6
% of total exports 2.7 2.3 2.3 1.9 1.3 1.4 1.8 1.8 1.9 1.6

3. Industrial exports

Value (US$ mn.) 2,398.9 2,870.0 3,006.0 3,436.0 3,607.0 3,551.0 4,283.0 3,710.0 3,631.0 3,977.0
Growth 14.1 19.6 5.0 14.3 3.2 -1.8 20.6 -13.4 -2.1 9.5
% of total exports 74.8 75.4 73.4 74.1 74.9 77.0 77.6 77.0 77.3 77.5
3.1 Textile & garments

Value (USS mn.) 1,551.9 1,853.0 1,902.0 2,274.0 2,460.0 2,425.0 2,982.0 2,543.0 2,424.0 2,575.0
Growth 9.9 19.4 2.9 19.6 8.2 -1.4 23.0 -14.7 -4.7 6.2
% of total exports 48.4 48.7 46.4 49.0 52.0 52.7 54.0 52.8 51.6 50.2

3.2 Petroleum products

Value (USS mn.) 80.1 85.0 104.0 97.0 73.0 74.0 98.0 68.0 73.0 65.0
Growth 1.7 5.9 22.4 -6.3 -25.9 1.4 32.4 -30.6 7.3 -10.9
% of total exports 2.5 2.2 2.5 2.1 1.5 1.6 1.8 1.4 1.5 1.3

4. Total commodity exports inc. petroleum

Value (US$ mn.) 3,208.6 3,806.6 4,199.0 4,736.0 4,871.0 4,684.0 5,620.0 4,885.0 4,772.0 5,198.0
Growth 12.0 18.6 10.3 12.8 2.9 -3.8 20.0 -13.1 -2.3 8.9

5. Total commodity exportsexci. petroleum

Value (US$ mn.) 3,128.5 3,721.7 3,991.0 4,542.0 4,725.0 4,536.0 5,424.0 4,749.0 4,626.0 5,068.0
Growth 12.3 19.0 7.2 13.8 4.0 -4.0 19.6 -12.4 -2.6 9.5
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Notes: (a):Revised.

Table A17: Tourism, 1984-2003

Unit 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993
Tourist arrivals No. 317,734 257,456 230,106 182,620 182,662 184,732 297,888 317,703 393,669 392,250
Excursionist arrivals No. 8,638 9,882 6,266 2,417 6,108 4,064 3,954 2,665 5,651 6,093
Tourist nights 000 2,818 2,365 2,513 2,414 2,305 1,970 3,225 3,633 4,055 4,148
Earnings Rs. mn. 2,669.5 2,233.3 2,300.1 2,415.2 2,438.3 2,739.7 5,303.3 6,485.8 8,825.6 10,036.8

US$ mn. 104.9 82.2 82.1 82.0 76.6 76.0 132.0 156.8 201.4 208.0
Receipts per tourist per day US$ 37.2 34.8 32.7 34.0 33.3 38.6 41.1 42.8 49.7 50.1
Average duration 
Accommodation

Nights 8.9 9.2 10.9 13.2 12.6 10.7 10.8 11.4 10.3 10.6

Rooms No. 9,627 9,826 9,794 9,921 9,977 9,459 9,556 9,679 10,214 10,365
Beds No. 18,970 19,352 19,301 19,322 19,432 18,464 18,669 18,947 19,907 20,242

Occupancy rate, graded 
Sri Lanka nationals

% 35.6 32.7 32.9 31.5 32.1 31.0 47.2 48.4 55.3 57.0

Arrivals No. 212,365 220,094 220,614 217,127 245,065 258,950 306,367 237,424 339,109 375,740
Departures 

Employment
No. 274,418 239,272 229,386 257,760 298,583 285,510 296,884 310,373 420,749 416,246

Direct No. 24,541 22,723 22,285 20,338 19,960 21,958 24,964 26,878 28,790 30,710
Indirect No. 34,357 31,810 31,199 28,473 27,944 30,741 34,950 37,629 40,306 42,994

Contd..j

Unit 1994 1995 1996 1997 1998 1999 2000 2001 2002(a) 2003(b)

Tourist arrivals No. 407,511 403,101 302,265 366,165 381,063 436,440 400,414 336,794 393,174 500,642

Excursionist arrivals No. 8,413 10,556 12,863 18,265 27,629 28,335 44,518 60,008 63,560 82,066

Tourist nights 000 4,251 4,024 2,947 3,680 3,944 4,479 4,056 3,435 3,989 5,093

Earnings Rs. mn. 11,401.6 11,551.6 9,559.1 12,980.0 14,868.0 19,297.3 19,162.2 18,863.3 24,202.0 32,810.0

US$ mn. 230.7 225.4 173.0 216.7 231.5 274.9 252.8 211.1 253.0 340.0

Receipts per tourist per day US$ 54.2 56.1 57.9 58.6 59.5 61.4 62.3 63.1 63.4 66.8

Average duration 
Accommodation

Nights 10.4 10.0 9.8 10.1 10.4 10.3 10.1 9.9

13,626

10.1

13,818

10.2

14,137Rooms No. 10,742 11,255 11,600 12,370 12,772 12,918 13,311

Beds No. 20,929 21,680 22,040 22,944 23,373 24,216 24,953 25,595 25,956 26,511

Occupancy rate, graded 
Sri Lanka nationals

% 56.6 52.6 40.3 49.1 52.8 57.6 52.3 42.1 43.1 53.2

Arrivals No. 422,367 459,441 488,055 482,850 481,793 521,073 514,448 487,356 493,947 560,602

Departures No. 448,437 504,420 494,258 530,712 518,050 496,963 524,212 505,341 533,565 561,126

Employment 
Direct No. 33,956 35,068 31,963 34,006 34,780 36,560 37,943 33,710 38,821 46,761

Indirect No. 47,538 49,095 44,748 47,608 48,692 51,184 53,120 47,194 54,349 65,465

(b):Provisional.
Source: Ceylon Tourist Board, Annual Statistical Report, various issues.
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Table A18: Monthly Tourist Arrivals, 1992-2003

January 
February 
Mandi 
April 
May 
June 
July 
August 
September 
October 
November 
December 
Total

Cont.J

1992
No. Growth

35,730 23.5
38,859 38.4
33,399 23.0
28,410 38.3
21,024 18.5
23,157 33.1
33,771 10.2
40,143 39.3
29,838 20.5
32,079 27.4
35,967 27.2
41,292 2.8

393,669 23.9

1993
No. Growth

42,726 19.6
40,116 3.2
37,953 13.6
29,589 4.1
22,368 6.4
20,412 -11.9
32,904 -2.6
32,796 -18.3
27,495 -7.9
30,621 -4.5
35,103 -2.4
40,167 -2.7

392,250 -O.4

1994
No. Growth

45,402 6.3
41,067 2.4
41,277 8.8
28,080 -5.1
21,777 -2.6
21,399 4.8
35,370 7.5
32,817 0.1
31,062 13.0
33,216 8.5
33,306 -5.1
42,738 6.4

407,511 3.9

45,987 1.3
42,591 3.7
40,074 -2.9
33,756 20.2
24,672 13.3
22,416 4.8
35,994 1.8
35,814 9.1
30,828 -0.8
30,603 -7.9
28,365 -14.8
32,001 -25.1

403,101 -1.1

1995
No. Growth

1996
No. Growth

30,957 -32.7
29,550 -30.6
26,442 -34.0
20,376 -39.6
17,655 -28.4
19,668 -12.3
25,380 -29.5
24,765 -30.9
23,211 -24.7
23,511 -23.2
24,921 -12.1
35,829 12.0

302,265 ■25.0

1997
No. Growth

32,652 5.5
35,010 18.5
34,098 29.0
26,907 32.1
22,407 26.9
23,160 17.8
30,867 21.6
32,034 29.4
29,793 28.4
28,314 20.4
31,995 28.4
38,928 8.6

366,165 21.1

January 
February 
Mandi 
April 
May 
June
July 
August 
September 
October 
November 
December 
Total

37,224 14.0
35,283 0.8
32,256 -5.4
25,578 -4.9
20,394 -9.0
22,410 -3.2
29,529 -4.3
31,446 -1.8
31,653 6.2
31,767 12.2
38,421 20.1
45,102 15.9

381,063 4.1

1998 
No. Growth

1999
No. Growth

44,379 19.2
41,526 17.7
41,022 27.2
34,443 34.7
25,212 23.6
26,184 16.8
33,288 12.7
39,081 24.3
33,915 7.1
35,112 10.5
41,952 9.2
40,326 -10.6

436,440 14.5

2000 
No. Growth

43,311 -2.4
43,287 4.2
40,110 -2.2
33,642 -2.3
23,404 -7.2
21,825 -16.6
33,267 -0.1
34,422 -11.9
31,035 -8.5
26,658 -24.1
32,469 -22.6
36,984 -8.3

400,414 -8.3

2001
No. Growth

44,187 2.1
46,575 7.6
44,290 10.4
36,906 9.7
26,924 -15.0
28,323 29.8
28,566 -14.1
15,717 -54.3
11,758 -62.1
12,904 -51.6
17,344 -46.6
23,300 -36.9

336,794 -15.9

2002
No. Growth

28,296 -36.0
31,683 -32.0
33,084 -25.3
27,057 -26.7
26,661 -1.0
26,355 -6.9
35,742 25.1
35,475 125.7
32,982 180.5
36,258 181.0
37,395 115.6
42,183 81.0

393,171 16.7

2003(a)
No. Growth

40,647 43.6
39,081 23.4
40,818 23.4
33,714 24.6
30,048 12.7
31,836 20.8
43,743 22.4
42,111 18.7
36,054 9.3
49,922 37.7
54,946 46.9
57,722 36.8

500,642 27.3

Note: Monthly growth figures reflect percentage changes compared to the same month in the previous year, 
(a): Provisional.

Source: Ceylon Tourist Board, Annual Statistical Report, various issues.
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Appendix A: Macroeconomic Indicators (Statistical Base)

Table Al 9: Tourist Arrivals by Country of Residence, 1992-2003

1992 1993 1994 1995 1996 1997
No. Growth No. Growth No. Growth No. Growth No. Growth No. Growth

North America 12,615 31.2 13,635 8.1 15,612 14.5 14,565 -6.7 12,462 -14.4 15,951 28.0

Canada 4,104 24.1 4,062 -1.0 4,920 21.1 5,469 11.2 4,689 -14.3 6,477 38.1

U.S.A. 8,511 40.9 9,573 12.5 10,692 11.7 9,096 -14.9 7,773 -14.5 9,474 21.9

Western Europe 246,393 28.3 251,934 2.2 253,899 0.8 :250,152 -1.5 167,343 -33.1 212,052 26.7

Germany 85,443 31.0 95,430 11.7 93,528 -2.0 79,698 -14.8 45,075 -43.4 59,814 32.7

United Kingdom 34,602 11.6 42,474 22.8 47,766 12.5 63,582 33.1 52,095 -18.1 62,997 20.9

France 40,227 9.3 34,779 -13.5 30,522 -12.2 30,996 1.6 21,480 -30.7 25,392 18.2

Italy 25,572 35.3 18,267 -28.6 18,069 -1.1 18,378 1.7 11,988 -34.8 14,424 20.3

Netherlands 17,538 56.0 15,387 -12.3 12,219 -20.6 14,274 16.8 10,995 -23.0 15,957 45.1

Asia 114,162 18.1 106,668 -6.6 116,352 9.1 118,323 1.7 102,558 -13.3 113,565 10.7

Japan 28,797 23.0 20,421 -29.1 19,497 -4.5 18,180 -6.8 11,724 -35.5 13,374 14.1

India 25,941 27.5 32,433 25.0 44,142 36.1 47,448 7.5 42,822 -9.7 47,010 9.8

Pakistan 11,481 10.5 12,369 7.7 10,188 -17.6 11,325 11.2 11,748 3.7 11,439 -2.6

Australasia 12,363 26.8 11,823 -4.4 12,033 1.8 10,254 -14.8 8,763 -14.5 11,712 33.7

Australia 10,995 24.9 10,242 -6.8 9,681 -5.5 9,066 -6.4 7,626 -15.9 10,392 36.3

Other(a) 8,136 -15.5 8,190 0.7 9,615 17.4 9,807 2.0 11,139 13.6 12,912 15.9

Total 393,669 23.9 392,250 -0.4 407,511 3.9 403,101 -1.1 302,265 -25.0 366,165 21.1

Contd.../ _________________________________________________________________________________
~ 1998 1999 2000 2001 2002(b) 2003(c)

No. Growth No. Growth No. Growth No. Growth No. Growth No. Growth

North America 17,529 10 18,477 5 17,319 -6 15,983 -8 19,866 24 25,110 26

Canada 7,542 16 7,905 5 7,503 -5 7,609 1 8,301 9 11,164 34

U.S.A. 9,987 5 10,572 6 9,816 -7 8,374 -15 11,565 38 13,946 21

Western Europe 238,959 13 275,796 15 260,824 -5 203,984 -22 200,295 -2 255,169 27

Germany 74,058 24 77,259 4 70,584 -9 60,405 -14 55,170 -9 58,908 7

United Kingdom 66,432 5 80,919 22 84,693 5 67,830 -20 67,533 0 93,278 38

France 26,874 6 34,458 28 25,992 -25 20,949 -19 19,984 -5 25,585 28

Italy 15,867 10 19,815 25 16,833 -15 12,074 -28 12,177 1 15,654 29

Netherlands 22,977 44 29,670 29 22,618 -24 12,569 -44 11,748 -7 18,197 55

Asia 99,702 -12 114,375 15 91,521 -20 89,732 -2 143,064 59 177,351 24

Japan 13,785 3 16,332 19 10,226 -37 9,237 -10 13,602 47 17,115 26

India 37,356 -21 42,315 13 31,860 -25 33,924 7 69,960 106 90,603 30

Pakistan 10,782 -6 11,421 6 10,005 -12 8,562 -14 6,756 -21 9,704 44

Australasia 12,159 4 15,159 25 18,228 20 13,105 -28 13,209 1 22,965 74

Australia 10,329 -1 13,218 28 16,443 24 11,457 -30 11,217 -2 19,958 78

Otherta) 13,092 1 12,633 -4 12,522 -1 13,990 12 16,737 20 20,047 20

Total 381,063 4 436,440 15 400,414 -8 336,794 -16 393,171 17 500,642 27

Notes: (ah Latin America & the Caribbean, East Europe, Africa, and Middle East.
(b) : Revised.
(c) : Provisional.

Source: Ceylon Tourist Board, Annual Statistical Report, various issues.
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1992 1993 1994 1995 1996 1997 1998 1999 20001. Trade Balance

2. Services Balance

3. Income, net

4. Net private transfers

5. Net official transfers

6. Current Account Balance

7. Capital and Financial A/C

8.

9.

USSMn. 

% of GDP 

US$ Mn. 

% of GDP 

USSMn. 

% of GDP 

USSMn. 

% of GDP 

USSMn. 

% of GDP 

US$ Mn. 

% of GDP 

USSMn. 

% of GDP 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

USSMn. 

% of GDP

Capital Account 

Financial Account 

Long-Term

Foreign Direct Investment 

Private Long-Term (net) 

Government Long-Tenn 

Short-term

Foreign portfolio investment 

Other (b)

-1,147.6 

-11.1

162.6

1.6 

-124.9

-1.2

557.3

5.4

56.2

0.5 

-496.4

-4.8

1,106.2

10.7

108.6

997.6

635.9

188.8

186.5

260.7

361.7

67.8

37.2 

661.0

6.4

-1,343.8

-9.7 

105.0 

0.8

-197.0

-1.5

709.8

5.1 

49.0

0.4

-677.0

-4.9

459.0

4.2

95.6

363.0

381.0

86.0

2.0

259.0

-18.0

6.4

98.1

-68.0

■0.5

-1,225.0 

-8.1

159.1

1.1 

-160.0 

-1.1

788.1

5.2

44.5

0.3 

-393.0 

-2.6 

602.0

4.2

87.1 

515.0 

716.0

128.6 

47.0 

239.0 

-201.0 

13.0

27.3 

163.0

1.8

-1,092.0 

-6.9 

145.0

0.9 

-180.0

-1.1 

849.0

5.4 

52.0

0.3 

-226.0

-1.4 

413.0

2.6 

80.0 

334.0 

398.0 

137.0

2.0 

203.0 

-64.0 

-24.0 

-116.1

37.0

1.4 

-1,369.0 

-8.7 

147.0 

0.9 

-254.0 

-1.6 

887.0

5.6 

26.0 

0.2 

-563.0 

-3.6 

373.0

2.4 

80.0 

293.0 

435.0 

177.0 

196.0 

62.0 

-142.0 

-13.0 

-101.0 

-263.0 

-1.7

-1,798.0 

-10.8 

38.0 

0.2

-305.0 

-1.8

974.0

5.9 

24.0

0.1

-1,066.0 

-6.4 

443.0

2.7 

50.0

393.0 

304.0 

176.0

82.0 

47.0 

88.0 

-45.0

174.0 

-522.0 

-3.1 

-1,044.6

-10.8

145.8

1.5

-178.4

-1.8

459.2

4.7

64.1

0.7

-553.9

-5.7

661.8

6.8

121.9

539.9

410.0

121.3

26.5

262.2

129.9

25.6

113.0

190.0

2.3

10

11. Overall balance

-1,406.0

-9.5 

295.0

2.0 

-253.0

-1.7

1,097.0

7.5

31.0

0.2 

-237.0

-1.6 

444.0

3.0

65.0

379.0

326.0 

185.0 

-21.0 

162.0

53.0

25.0

-145.0 

338.0

2.3 
Notes: (b): Valuation adjustments, errors, and omissions

(a): Provisional

Source: Central Bank of Sri Lanka, Annual report, various issues

-1,539.0 

-9.5 

396.0 

-2.4 

-192.0 

-1.2 

1,205.0

7.4 

29.0 

0.2 

-101.0 

-0.6 

702.0

4.3 

61.0 

641.0 

717.0 

201.0 

-33.0 

548.0 

-76.0 

2.0 

-2.0 

502.0

3.1

2001 2002 2003(a)

-1,157.0 

-7.4 

175.0

1.3 

-267.0 

-1.9 

984.0 

7.0 

22.0 

0.2 

-244.0 

-1.7 

562.0 

4.0 

198.0 

364.0 

164.0 

172.0 

-257.0 

249.0 

201.0

-11.0 

71.0 

220.0

1.6

-1,504.5

-11.5

152.1

1.2 

-170.0

-1.1

675.0

5.2

60.8

0.5 

-753.9

-5.8

699.0

5.7

117.2

581.0

502.0

19.7

91.0

358.0

79.0

-1.7

157.4

52.0

0.4

-1,558.7 

-13.3 

179.8

1.5 

-162.0

-1.4

622.6

5.3

58.5

0.5 

-867.1

-7.4

1,077.1

9.2

113.1 

964.0

745.5

158.2

316.3

271.1

218.5

27.0

67.2

240.0 

2.0

Unit
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Table A21: Exchange Rates Behaviour, 1992-2003
(End of period values)

Currency Unit 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Nominal exchange rates .............—-—■----------------

Sources: Central Bank of Sri Lanka, Annual Report, various issues; International Monetary Fund, International Financial Statistics Yearbook, various years.

U.SA S.L. Rs. perUS$ 46.00 49.56 49.98 54.05 56.71 61.29 67.78 72.12 80.06 93.16 96.72 96.74

Japan S.L.Rs. per Yen 0.37 0.44 0.50 0.53 0.49 0.47 0.59 0.71 0.70 0.71 0.82 0.90

U.K. S.L. Rs. per Pound 69.43 73.50 78.05 84.25 95.86 101.60 112.62 116.72 119.37 135.06 155.12 172.19

Germany S.L. Rs. per DM 28.57 28.74 32.16 37.76 36.46 34.24 40.36 37.09 38.00 42.07 51.84 -

India S.L.Rs. per Ind. Rs. 1.75 1.58 1.59 1.54 1.58 1.56 1.59 1.66 1.71 1.93 2.02 2.12

Real exchange rates

U.SA Index, 1990-100 92.16 90.19 84.96 88.38 81.82 80.71 79.54 81.56 90.24 98.32 86.10 85.30

Japan Index, 1990-100 96.59 102.00 104.31 100.93 79.65 70.58 79.72 89.42 82.47 73.72 88.50 76.80

U.K. Index, 1990-100 78.36 77.20 77.45 80.79 81.35 79.39 80.92 81.04 79.98 79.49 80.40 87.90

Germany Index, 1990-100 90.57 81.61 84.73 94.00 77.34 67.92 71.95 62.52 62.35 62.28 61.40 -

India Index, 1990-100 79.77 69.03 71.10 70.01 64.70 60.92 59.77 61.87 63.95 66.28 65.90 68.50
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Appendix B: Capital Market

Table Bl: Sri Lanka's Capital Market Structure, 1999-2003

1999 2000 2001 2002 2003(a)

1. Equity market:
Market capitalization 112,782 89,000 124,000 162,600 262,800

of which central depository 51,270 40,416 63,166 85,943 136,059

2. Debt market: 519,003 634,497 744,578 943,286 996,578

(i) Private 26,424 30,854 36,237 43,110 45,751

(ii) Public 492,579 603,643 708,341 900,176 50,827

(a) Short-term(TBs) 125,000 135,000 171,000 210,995 219,295

(b) Medium & long-term 367,579 468,643 537,341 689,181 731,532

3. Total debt and equity (Rs. mn) 631,785 723,497 868,578 1,105,886 1,259,378

as a percentage of G DP (%) 57.12 57.53 62.03 78.80 80.69

of which actually traded 55,627 44,379 69,341 92,118 147,159
through the central depository
as a share of total (%) 8.8 6.1 8.1 8.3 11.7

4. Foreign participation in the central 15
depository as a per cent 
of market capitalization (%)

11 21 12 14

Note: (a): Provisional.
Sources: Colombo Stock Exchange, Annual Report; Central Bank of Sri Lanka, Annual Report, various issues.
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Appendix B: Capital Market (Statistical Base)

Table B2: Recent Developments in the Share Market, 1995-2003

Source: Colombo Stock Exchange, Annual Report, various issues.

1995 1996 1997 1998 1999 2000 2001 2002 2003

1. Number of companies listed 226 235 239 240 237 239 238 238 244
New listings 14 9 6 6 4 5 2 9 8
De-listings 3 0 2 5 7 3 3 9 2

2. Number of companies traded 215 214 224 224 226 228 225 231 236
3. Market capitalization Rs. bn. 106.9 104.2 129.4 117 112.8 89 124 162 262

USS bn. 2 1.8 2.1 1.7 1.6 1.2 1.4 1.7 2.7
4. Price-earnings ratio times, year end 11.2 10.7 12.5 9.0 6.6 5.2 7.5 12.1 11.1

5. Number of shares traded (mn.) 315 227 515 634 486 449 747 1,220 2,255

Domestic (mn.) 185 133 337 425 357 350 607 1,035 1,932

Foreign (mn.) 131 94 178 208 129 99 140 185 323

6. Trades ('000) 186.3 98.2 206.3 329.0 205.7 160.0 159.7 283.2 482.9

Domestic ('000) 165.3 87.8 189.8 312.0 193.6 150.0 152.8 273.2 460.9

Foreign ('000) 21.0 10.4 16.5 17.0 12.1 10.0 6.8 10.0 22.0

7. Turnover. Rs.bn. 11.2 7.4 18.3 18.2 14.8 11 14.1 30.5 73.8

USS bn. 0.2 0.1 0.3 0.3 0.2 0.1 0.2 0.3 0.7

Domestic Rs. bn. 5.9 3.4 10.5 11.8 9.3 7.9 11.4 24.3 59.9

Foreign Rs. bn. 5.4 4.1 7.8 6.4 5.5 3.1 2.6 6.2 13.8

8. Liquidity-turnover/market 

Capitalization ratio (%) 10.5 7.1 14.1 15.5 13.1 12.4 11.3 18.7 28.1

9. No. of new issues 17 8 5 6 4 4 5 4

10. Total no. of shares issued mn. 100 64 50 24 29.2 80 244

11. Value of shares issued Rs. bn. 2.1 2.2 0.5 0.3 0.4 0.1 3.6 —
12. Central depository:

Domestic (Rs. bn.) 24.7 25.2 32.1 29.8 33.9 30.9 50.9 66.5 98.2

Foreign (Rs. bn.) 17.3 16.2 25.2 18.6 17.2 9.5 12.2 19.5 37.8

Total (Rs. bn.) 42.1 41.4 57.4 48.4 51.1 40.4 63.1 86.0 136.0

Percentage of market cap. (%) 39 38 44 41 45 45 51 53 52

13. Nor>national activity

Net purchases (Rs.mn.) -90.0 352.0 716.0 -1,560.0 -950.8 -3,364.6 -1,024.8 2,441.5 209.3

Purchases (Rs. mn.) 5,389.0 4,224.0 8,218.0 5,645.0 5,050.1 1,445.0 2,111.9 7,477.7 13,943.9

Sales (Rs. mn.) 5,479.0 3,872.0 7,502.0 7,205.0 6,000.9 4,809.9 3,136.7 5,036.2 13,734.6

14. Price indices

All Share 1985-100 663.7 603.0 702.2 597.3 572.5 447.6 621.0 815.1 1062.0

Growth % change -32.7 -9.1 16.5 -14.9 -4.2 -21.8 38.7 31.2 30.2

Sensitive 1985-100 990.5 897.7 1,068.0 923.0 937.5 698.5 1,031.0 1,374.6 1,898.0

Growth % change -31.2 -9.4 19.0 -13.6 -6.2 -25.4 47.6 33.3 38.1
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Table B3: Market Concentration
(% of total market capitalization)

Note: As at year 2003 the top ten of the 244 listed companies accounted for 47 per cent 
of total market capitalization.

Source: Colombo Stock Exchange, Annual Report, various issues.

Company 2003(%)

SLT 12.36

JKH 11.27

DFCC 4.40

Commercial Bank 3.52

National Development Bank 2.90

Distilleries Lanka 2.79

Ceylon Tobacco 2.74

Aitken Spence 2.58

Hayleys 2.28

Hemas Holdings 2.07

Total 46.96
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Appendix B: Capital Market (Statistical Base)

Table B4: New Equity Listings, 2002 & 2003

Company No. of shares 
offered

Issue price 
Rs.

No. of shares No. of shares 
subscribed devolved to 

by public underwriters

Date listed

1. New listings 2002 by sector

Watapola Investment Ltd. 314,535 30 314,535 3-Jan-O2
Royal Ceramic Lanka Ltd. 24,619,863 10 24,619,863 7-Jan-O2
The Finance Company Ltd. 7,984,992 12.50 7,984,992 6-Jan-02
The Ceylon Investment Company Ltd. 620,892 50 620,892 11-Mar-02
The Ceylon Guardian Investment Trust Ltd. 380,453 80 380,453 11-Mar-02
Asian Alliance Insurance Company Ltd. 5,000,000 10 5,000,000 2O-Mar-O2
Hayleys Ltd. 5,000,000 20 5,000,000 19-Sep-O2
Blue Diamonds Jewellery Worldwide Ltd. 177,101,841 2.50 45,928,171 27-Nov-02
Mahaweli Reach Hotels Ltd. 28,239,868 10 1,334,816 27-Nov-02

Value (Rs.) 964,147,027
Issues (No.) 9

2. Right issues 2002 by sector No.of issues No. of shares Value(Rs.)

Bank Finance & Insurance 2 12,984,992 149,812,400
Diversified 1 5,000,000 100,000,000
Hotels & Trust 1 28,239,868 282,398,680
Investment Trust 3 1,315,880 70,916,890
Manufacturing 2 70,548,034 361,019,057
Total 9 118,088,774 964,147,027

3. New listings 2003 No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed devolved to

by public underwriters

Marawila Resorts Ltd. 34,666,388 5 32,666,806 21-|an-0 3
The Ceylon Investment Company Ltd. 1,293,525 50 1,293,525 1-Jul-03
The Ceylon Guardian Investment Trust Ltd. 760,906 80 760,906 1-Jul-03
Hunter & Company Ltd. 42,875,000 3 42,875,000 9-May-O3
Kahawatte Plantations Ltd. 24,958,677 5 15,184,902 9,773,775 24-FebO3
Nations Trust Bank Ltd. 35,000,000 13 35,000,000 23-J un-03
Sunshine Holdings Ltd. 7,000,000 20 7,000,000 IO-Mar-03
Connaissance De Ceylan Ltd. 9,648,751 10 9,648,751 10-Jul-03
Diesel & Motor Engineering Co. Ltd. 3,000,000 20 3,000,000 6-Aug-03
Hayleys Ltd. 5,000,000 20 5,000,000 11-Sep-03
Colombo Fort Investments Ltd. 1,016,666 10 950,000 1-Dec-03
John Keells Holdings Ltd. 37,418,676 75 37,418,676 21-Nov-03
Parquet (Ceylon) Ltd. 4,968,000 10 4,404,363 563,637 17-SepO3
Tangerine Beach Hotels Ltd. 2,500,000 20 2,500,000 25-Nov-03
Miramar Beach Hotels Ltd. 550,000 65 22,431 527,569 18-Dec-O3
Ruhunu Hotels & Travels Ltd. 12,442,350 10 11,442,350 1,000,000 18-Dec-03
Tess Agro Ltd. 3,800,000 12.50 3,800,000 18-Dec-03
Commercial Bank of Ceylon Ltd. (Voting) 13,000,000 140 13,000,000 26-SepO3
Commercial Bank of Ceylon Ltd. (Non-Voting) 930,046 95 930,046 26-Sep-O3

Value (Rs) 6,425,397,225
Issues (No.) 18

3. Right issues 2003 by sector No.of issues No. of shares Value(Rs.)

Banks, finance & insurance 2 48,930,046 2,363,354,370
Diversified holdings 2 42,418,676 2,906,400,700
Hotels & travels 5 57,807,907 469,995,040
Investment trust 4 10,071,097 275,048,730
Manufacturing 1 4,968,000 49,680,000
Motors 1 3,000,000 60,000,000
Plantations 1 24,958,677 124,793,385
Stores 1 42,875,000 128,625,000
Trading 1 3,800,000 47,500,000
Total 18 238,829,403 6,425.397,225

Source: Colombo Stock Exchange, Annual Report, various issues.
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Note: (a): Provisional.

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

Table B5: Sri Lanka Structure of Debt Market, 1999-2003
(Rs. bn.) 1999 2000 2001 2002 2003(a)

1. Private debt:

(a) Commercial paper (yea rend) 4.35 3.96 6.18 5.60 11.10

(b) Certificates of deposit 17.50 21.28 22.85 28.71 24.98

(0 Commercial banks 16.50 19.09 21.65 27.21 23.64

(ii) Finance companies 1.00 2.19 1.20 1.50 1.34

(d Debentures (listed) 4.50 5.80 7.32 10.30 9.67

Total private debt 26.35 31.04 36.35 44.61 45.75

2. Public debt:

(a) Shortterm

(i) Treasury bills 124.99 134.99 170.99 210.99 219.29

(ii) Central Bank securities — — — —

(b) Medium & longterm

(i) Treasury bonds 104.88 204.12 229.17 347.13 487.50

(ii) Rupee securities 262.06 263.89 292.81 287.70 248.41

(iii) Certificates of deposit __ — — —
Total public debt 491.93 603.00 692.97 845.82 955.20

3. Total Debt 518.28 634.04 729.32 890.43 1000.95
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Appendix B: Capital Market (Statistical Base)

Table B6: Listed Debentures, 2001-2003

Source: Colombo Stock Exchange.

Issuer Issued
(No.)

Par value 
Ossue price Rs.)

Interest
(p-aJ

No.of debt 
subscribed

Date listed

1. Listings 2001

Suntel Ltd. 7,000,000 1000 22.00% 700,000 19.01.01

Suntel Ltd. 150,000 1000 22.25% 150,000 19.01.01

Suntel Ltd. 150,000 1000 22.50% 150,000 19.01.01

Dividend

Eagle Insurance Ltd. 9,000,000

3,000,000

10 23.00% Debenture 26.03.01

Seylan Bank Ltd. with an option to 
issue a further

3,000,000 100 15.00% 803,900 21.06.01

Seylan Bank Ltd. 6,000,000 100 16.00% 3,703,250 21.06.01

Seylan Bank Ltd. 6,000,000 ' 100 Floating 883,450 21.06.01

2. Listings 2002

Ace Power Generation Matara Ltd. 265,000 100 Floating 265,000 18.04.02

Ace Power Generation Matara Ltd. 540,000 100 Floating 540,000 18.04.02

Ace Power Generation Matara Ltd. 535,000 100 Floating 535,000 18.04.02

Ace Power Generation Matara Ltd. 450,000 100 Floating 450,000 18.04.02

Dividend

Eagle Insurance Company Ltd. 12,000,000 10 15.35% Debenture 01.04.02

The Lanka Hospital Corporation Ltd. 100,000 1,000 Floating 100,000 11.01.02

The Lanka Hospital Corporation Ltd. 100,000 1,000 Floating 100,000 11.01.02

The Lanka Hospital Corporation Ltd. 100,000 1,000 Floating 100,000 11.01.02

The Lanka Hospital Corporation Ltd. 100,000 1,000 Floating 100,000 11.01.02

Aitken Spence & Company Ltd. 2,000,000 100 15.25% 2,000,000 21.05.02

Aitken Spence & Company Ltd. 2,000,000 100 15.75% 1,000,000 21.05.02

Aitken Spence & Company Ltd. 100 16.00% 1,000,000 21.05.02

Hatton National Bank Ltd. 100 13.75% 16,442,037 22.10.02

Hatton National Bank Ltd. 100 Floating 1,149,440 22.10.02

Hatton National Bank Ltd. 20,000,000 100 14.00% 1,271,583 22.10.02

Hatton National Bank Ltd. 100 Floating 4,700 22.10.02

Hatton National Bank Ltd. 100 14.20% 1,125,940 22.10.02

Hatton National Bank Ltd. 100 Floating 6,300 22.10.02

3. Listings 2003

Commercial Bank of Ceylon Ltd. 2,000,000 1,000 10.00% 115,890 09.07.03

Commercial Bank of Ceylon Ltd. with an option to 
issuing a further 

1,000,000

1,000 Floating 2,128,520 09.07.03

xxxix





Themes of the "Sri Lanka: State of the Economy Reports"

1993 Export Sector

1994 Agriculture Sector

1995 Poverty Alleviation

1996 Workers' Charter

1997 Private Sector Expansion

1998 Demographic Change and Social Safety Nets

1999 Free Trade in South Asia

2000 Plantation Sector

2001 Competition Policy and Regulations

2002 Agriculture Sector

2003 Garment Sector

2004 Land Policy
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