
Financial Times 
 

IPS: Sri Lanka State of the 
Economy Report 2007 

 
    
(Published by the Institute of Policy Studies of Sri Lanka 
[IPS], 2007)  

Reviewed by S. S. Jayawickrama, BA (Cantab) (former 
Secretary-General, Ceylon Chamber of Commerce)  

The IPS State of the Economy Report is one of the two 
authoritative domestically published reports on the economy of 
Sri Lanka, the other being the Central Bank Annual Report. 
Since its inception the IPS has wisely avoided unnecessary 
overlap with the Central Bank Report, and made a niche for itself 
by adding,  to its quality economic reporting,  informative  
discussions on selected policy issues.   

The 2007 Report concisely analyses economic performance, the 
international economic environment and prospects for the 
economy (42 pages); features empowerment of the poor as a 
key issue in reducing regional disparities and enabling more 
equitable sharing in economic growth;   and deals in all with ten 
policy and development issues (101 pages).  Economic and 
capital market indicators are grouped under Appendices.  

Growth, Over-Heating and Sustainability  

The opening sections on the economy lucidly outlines the nature 
of the problems facing policy-makers.   While recognising the 
high rate of GDP growth of 7.4 % and the lowest ever 
unemployment rate of 6.5% in 2006,  the report identifies 
troubling underlying factors. Among these are the high inflation 
rate, the widening current account deficit in the balance of 
payments, and bank lending to the private sector increasing at 
well over the GDP growth rate. All these signal that demand is 
rapidly outpacing supply, and call into question the sustainability 
of growth at around the 2006 level. Within the primary policy 
concern - the management of the conflict- the report sees the 
greatest policy worry as  the risk that inflation may not moderate 



sufficiently.  

Fiscal and Monetary Policies, and Policy Dilemmas  

The report attributes the problems to recent economic expansion 
being driven partly by relaxed fiscal and monetary policies, with 
interest rate policy being moderate. The report explains the 
dilemmas facing policy makers – for instance, an excessive 
interest rate hike could inhibit growth; while a hike which is 
delayed too long could lead to excessive inflation requiring a 
sharper interest rate increase eventually.  

Monetary policy was in fact tightened in 2007, but the report 
observes that its success in achieving lower inflation would 
depend on fiscal policy, in particular the handling of the 
borrowing requirements of government.  

Government Borrowing  

This leads to the subject of the change in the pattern of foreign 
borrowing,  and another problem. High domestic interest rates, 
and the lack of a capital market capable of handling large 
domestic debt instruments without pushing up interest rates, 
have induced the government to rely increasingly on foreign 
loans, the latest being the recent US $ 500 million loan.  The IPS 
points out that while foreign borrowing may appear to be an 
attractive option in these conditions, it is fraught with risks – “... 
short-term un-hedged foreign-denominated debt can lead to 
greater financial exposure.”  So the government is faced with 
formidable financial constraints, internal and external, in raising 
the funds it needs for accelerated growth.  

Investment  

The report observes that accelerated investment in infrastructure 
is needed to avoid supply-side constraints, and refers to the 
government’s plans to increase investment spending to 35% of 
GDP within three years. In these conditions, the report expects 
substantial extra government borrowing  for investment.  

Little Margin for Error  

One danger is that with the prevailing restraints, to which would 
be added rising debt service commitments, the government 
would be  left “with limited policy options in the face of any shock 
– domestic or external- and with very little tolerance margin for 



any policy errors.”    

Computer Services Constraints  

Surveying the external trade picture, the report sees Computer 
and information services, including BPO as an expanding sector, 
which achieved earnings of US $ 98 million and a growth rate of 
19% in 2006. Sustaining this growth, however, will require an 
adequate telecommunications infrastructure and a better English 
language education.  

Oil Price Hedging  

Commenting on oil price hedging facilities as a means of 
cushioning the volatility of international oil prices, the report 
observes that while there has been some success, there are 
limitations as well, so “the impact of long-term increases in oil 
prices cannot be avoided by a hedging mechanism alone.” Other 
measures are also necessary, such as an improved public 
transport system and alternative sources of power generation, 
given that the transportation and power sectors are the largest 
oil consumers in the country.  

WTO Doha Round Negotiations  

The report clearly traces the course of the Doha Round 
negotiations and its near failure. The main factor causing the 
collapse of the negotiations is considered the failure of the US to 
reduce its agricultural domestic support. On the path to collapse, 
the US, in 2005,   made an offer to “lower” agricultural domestic 
support to US $ 22.7 billion, when the prevailing  level of support 
was estimated at US $ 19.7 billion! Fortunately, developing 
countries did not fall for this fake offer.  

Preferential Trade Arrangements  

The plethora of trade arrangements in which Sri Lanka is 
involved – free trade agreements,   regional trade arrangements, 
multilateral schemes - are analysed, and the picture that 
emerges is mixed. Ostensible benefits can sometimes be 
reduced by  partner country devices such as covert restrictions 
when there is a surge of Sri Lankan exports, the stipulation of 
unsuitable ports of entry, and safeguards clauses. On the 
imports side,   consumers may benefit from cheap imports from 
partners, but domestic industries could be damaged.  



The report suggests a) that existing agreements need to be 
strengthened; and b) that “the pursuit of new RTAs is limited 
only to where proven long-term economic benefits are 
abundantly clear.” Some of the factors that should be taken into 
account are mentioned.  

The discussion also brings out the human resource factor. The 
trade arrangements have become increasingly complex, and 
absorb significant resources in the negotiating and utilisation 
process. This is a timely warning, because, for instance, after 
the formation of the WTO it became clear that many developing 
countries had not understood what they were getting into, often 
for sheer lack of expert manpower.  

Empowerment of the Poor  

The report surveys existing schemes, and proposes a 
comprehensive framework for the empowerment of the poor, 
including land policy, microfinance, and national and local   
institutions.   

Technical Education and Vocational Training  

Existing facilities are surveyed, and proposals are made, 
centering on improved access to TEVT, making it more 
competitive and demand driven, and improving training 
programmes.  

Access to Health Care  

Within a widespread network of government health institutions, 
which have contributed to life expectancy figures worthy of 
developed countries, the report identifies deficiencies, such as 
uneven distribution of facilities, a shortage of pharmacists, 
inadequate laboratory services, and the inadequacy of facilities 
catering for the growing demand for mental health care.  

Service Delivery at Regional Level  

 Many countries have turned to the method of decentralisation of 
basic services such as education, health, water, sanitation, 
roads and rural electrification to lower tiers of government, on 
the assumption that service delivery would improve.  

The Sri Lankan situation is analysed, shortcomings (such as 
fiscal and human resource constraints and issues such as 



overlaps and accountability) are identified, and constructive 
suggestions for improvement are made. Decentralisation alone 
has evidently not automatically improved service delivery.  

Poverty and the Environment  

 There can be no poverty alleviation without proper 
environmental management, says the report, and problems 
concerning the poverty-environment link require an integrated 
approach.  

Pro-Poor Agri-Business Models  

This section examines the response of the spice sector to 
changing conditions, concentrating on private sector agri-
business models, and derives policy lessons for the 
development of agro-industry markets.  Some production 
constraints are identified, but the main constraint is found to be 
the poor market link between farmers and exporters. Other 
problems are the inadequate infrastructure (especially transport 
and storage) and the lack of information on the requirements of 
foreign markets.  

Two successful private sector projects which have linked rural 
producers to domestic and foreign consumers are then 
presented, identifying the efficient methods adopted by both 
companies.   

Donor-Recipient Relationship in Foreign Aid  

A trenchant section on foreign aid exposes the warts in donor 
delivery, and proposes much-needed reforms. The report 
observes that “strategic considerations on the part of donors can 
often outweigh developmental ones…There has been a 
significant increase in the tie up of aid to political conditions.” 
The report airs the valid point that “It could well be argued that if 
aid is being used to influence donor country foreign policy 
concerns, it should not be called ‘aid’ or ‘development 
assistance’”.  

Explaining how irksome aid conditionalities have prompted a 
search for other funding options, such as bilateral aid and 
commercial borrowing, the report points out the potential pitfalls 
in both these options.  

Among the reforms suggested are: a procedure to involve more 



input from domestic stakeholders than at present, in order to 
match donor country expertise and gear projects towards our 
development needs. Excessive donor red tape is identified as a 
significant irritant.  

The report urges greater usage of the Paris Declaration of 2005 
on aid management, which provided, among other things, for the 
alignment of aid to recipient country development strategies, the 
avoidance of activities undermining national institutions, and the 
avoidance of parallel implementation structures.  

Disaster Management  

This topic is discussed in view of the toll which natural disasters 
take on life, assets, and the poor. The multiplicity of 
organisations working on various aspects of disaster 
management is pointed out, and the need for co-ordination 
(currently very low) is stressed. An improved early warning 
system, and more stress on preventive steps and public 
awareness, are urgent needs.  

Unemployment Insurance  

As an alternative to the existing system of protecting workers 
against job loss, the report examines the implications of 
unemployment insurance.  

SAARC Development Goals (SDG)  

In discussing ambitious SDGs, the report advises the 
incorporation of SDGs into national development plans, effective 
implementation, and regional co-operation when feasible. The 
report adds diplomatically, “In today’s context where at the best 
of times there is a certain level of discord between countries 
over borders, defence policy and trade matters this [regional co-
operation] could be seen as a challenge of sorts.” Some areas of 
institutional overlap and confusion have also been identified.  

Overall  

Themes running through the report are the need for 
comprehensive, co-ordinated policies and institutions, as 
opposed to ad hoc measures; rationalisation of programmes; 
and the building up of the expertise and human resource 
capacity needed to carry through programmes.  



The balanced analysis has a valuable spin-off for the reader, i.e., 
the realisation that there are no panaceas for development. 
Whether free trade agreements, regional trade arrangements, oil 
price hedging, commercial loans, decentralisation, foreign aid,  
whatever - they all have their advantages and their dangers. 
This is important, because   downsides are often lost sight of 
when various well-intended measures are being promoted.  

This latest IPS report is a well-researched, well-written 
document which deserves to be read and   digested not only by 
policy-makers but by the general public.  

Whose Baby?  

A note on an early page states that the views expressed in the 
report are those of the research team and do not necessarily 
reflect those of the IPS. This is a familiar caveat, but should a 
way be found to add institutional authority to the report? The 
reviewer recalls an instance when an institution submitted the 
report of a group of economists to a Presidential Commission of 
Inquiry, with a similar caveat. The Commission’s 
acknowledgment noted the qualification, but politely enquired 
what the views of the institution were! 
 



 
 
Perspectives on Lanka’s state of 
economy  

 

Tuesday, 27 November 2007  

 Dr. Nimal Sanderatne reviews `Sri Lanka: State of the Economy 2007, 
published by the Institute of Policy Studies of Sri Lanka (IPS)’  

The annual State of the Economy report of the Institute of Policy Studies of Sri Lanka (IPS) is an 
important contribution to the understanding of the country’s economy and its performance. 
Even more important is that the reader is exposed to some critical policy perspectives. It is a 
balanced assessment, far more than any other institutional report. The policy perspectives it 
presents on critical issues facing the economy are invaluable. In addition it discusses several 
problematic areas of the economy. It is even more valuable if one reads between the lines and 
adds ones own emphasis. The report also provides a summary of the economy’s performance in 
2006.  

 

The first section that deals with "Policy Perspectives and Performance" consists of three 
chapters. The first chapter on policy perspectives is probably the most important one in the 
report. This is followed by Chapter 2 that examines the performance of Sri Lanka’s 
macroeconomic environment in 2006/07, while Chapter 3 deals with developments in the global 
economy and their implications for Sri Lanka.  

The second section focuses on the "Empowerment of the Poor," a subject of considerable 
significance in the current economic context where the persistence of poverty has been 
identified as one of the most serious concerns. It discusses in detail the concept of 
empowerment and its application in the Sri Lankan context to alleviate poverty in two key areas 
of land and microfinance. Poverty issues are however again dealt with in Chapter 9 and in the 
course of discussion of several other aspects such as health and education that have an 
important bearing on endemic poverty.  

The third section of five chapters is devoted to "Leading Issues in the Development Process." 
These chapters assess what reforms are needed in technical and vocational education to be an 
effective means of addressing high youth unemployment; they examine equity in access to 
health care especially primary health care, medicines, and mental health, and focuses on the 
development policy challenges for improving service delivery at the local level. Chapter 8 
explores the interrelationship between poverty and environment in the country. No doubt these 
are all very critical areas and the report provides the reader with an understanding of the 
issues.  

The last section titled Policy Insights contain five detailed policy briefs that provides insights on 
various issues such as assessing the changing nature of the international aid architecture and 



implications for Sri Lanka’s access to development assistance; discusses issues related to socio-
economic security in Sri Lanka in the context of natural disasters; the potential for developing 
private sector agri-business models and related supply chains to assist small farmers; analyzing 
issues related to introduction of an unemployment insurance scheme in Sri Lanka to facilitate 
labour market flexibility; and the relevance and potential for Sri Lanka to meet socio-economic 
targets such as those set out in the SAARC Development Goals.  

The contents of the report can add much to the understanding of a number of the country’s 
problems and issues and could be a useful input into policy formulation. Whether policy makers 
use these analyses in determining policies is quite another matter. In a review of this dimension 
it is not possible to be comprehensive as the contents cover a large area. Therefore a few 
selected issues are discussed here.  

One of the topical issues it focuses on is the problem of inflation that is preoccupying not only 
economists but also the business community and general public. It points out that the Sri 
Lankan economy "displays a number of signs that demand is rapidly outpacing supply" It points 
out that annual consumer price inflation that had risen to almost 17.5 per cent by mid-2007 was 
well above developing Asia’s average rate of around 4 per cent. In fact since the report was 
written the rate of inflation rose to nearly 20 percent and there are few signs of it tapering off.  

The report blames these inflationary developments on the country’s fiscal and monetary 
policies. It states that "The problems stem from the fact that Sri Lanka’s recent economic 
expansion has been driven partly by relatively relaxed fiscal and monetary policies. Though the 
overall fiscal deficit in 2006 was curtailed to 8.4 per cent of GDP by cutting back sharply on 
allotted capital expenditure, the borrowing requirement remained high. With the domestic 
financing burden rising to 5.8 per cent of GDP in the face of a progressive rise in inflationary 
pressures experienced since mid-2004, significant pressure was placed on the conduct of 
monetary policy."  

It draws attention to several signs of excess demand in the economy such as the current 
account deficit in the balance of payments (BOP) that widened sharply. "Total bank lending to 
the private sector" it points out "grew by 24 per cent that was much higher than the rate of 
nominal GDP growth." It is significant that the Institute of Policy Studies warns that "Amidst 
such signs of a weakening in the macroeconomic environment, the predominant policy concern 
remains the risk that inflation may fail to moderate sufficiently".  

Against this background, it argues that the interest rate policy response was moderate. While 
this is true, it must be stressed that the sources of the problem lies in the excessive government 
expenditure and the capacity of monetary policies to curb inflation is limited. Tight money 
policies are double edged weapons that can affect growth and thereby inflation in the longer 
run. There is appreciation of this when it says "Policy makers are understandably reluctant to 
choke off growth by raising interest rates too much at a time when Sri Lanka needs rapid 
growth to create jobs and reduce poverty." It adds that "Nonetheless, an over modest response 
in the face of a progressive build-up of inflationary pressures carries its own risks. The most 
pervasive risk perhaps is that, in an environment of heightening inflationary expectations, 
monetary policy may need to be tightened more than in an environment of low inflationary 
expectations."  

This perspective places too much of a burden on monetary policy and too less an emphasis on 
the sources of the inflation, the excessive government expenditure. The government’s financial 
profligacy is the fundamental reason for the macro economic imbalances. The expenditure on 
the war has been the scrape goat for the high public expenditure, when it should have been the 
reason for reining in other expenditure. This issue is also discussed in the report though perhaps 
less emphatically than it should be. Two policy issues it focuses on are particularly significant for 
the country. One is the issue of foreign borrowing. It points out that foreign loans are projected 
to increase to 3.6 per cent of GDP in 2007.  

The report was written before the loan was finalised but when the intention to borrow was 
known. The dangers of accumulating a large debt are discussed in a tempered manner and 
merits quoting in full:  

"The government has signalled that it intends to rely increasingly on foreign loans to bridge its 
fiscal deficit. Opting for foreign financing in the current climate of high domestic interest rates, 
and the absence of a deep and liquid capital market capable of handling domestic debt 



instruments without placing further stresses on interest rates, might seem an attractive option. 
In 2006, for example, the government raised US$ 680 million (by issuing 2-3 year maturity 
dollar bonds and raising a syndicated loan). Similar borrowings have been announced in 2007 
too. In June 2007, the government called for proposals to raise US$ 500 million through bond 
issue to serve as a buffer fund for infrastructure development.  

However, foreign borrowings carry additional risks. Large amounts of external public debt, 
especially short-term un-hedged foreign denominated debt, can lead to greater financial risk 
exposure. While the revision on the outlook for Sri Lanka’s sovereign credit rating by Standard 
and Poor’s from negative to stable in August 2007 is a positive development, ratings can impact 
significantly on access to capital markets and on the terms of borrowing. Adverse ratings can 
have negative consequences for debt sustainability. As the ratio of short-term debt to GDP 
increases or the debt servicing obligations increase, there will be more questions about the 
viability of rolling over existing external debt. While such risks are greater under fixed or pegged 
exchange rate regimes, governments operating under floating exchange rate regimes are also 
not immune to these risks: a loss in market confidence can trigger capital flight and exchange 
rate depreciation.  

Whatever the balance between domestic and foreign borrowing is opted for, the room for 
manoeuvre is limited. Sri Lanka’s total debt to GDP ratio remains high - the recently seen 
reduction is largely a reflection of high nominal GDP growth in the economy than due to any 
improvement in Sri Lanka’s overall debt dynamics."  

As may be expected, the Report praises the growth performance of the economy in 2007 and 
the reduction in unemployment, but is careful to point out underlying weaknesses. "However, 
concerns over the underlying health of the macroeconomic environment supporting this 
acceleration in growth and reduction in overall unemployment have muted confidence in the 
ability to sustain this momentum over the medium term." This message needs to be understood 
if meaningful policy measures are to be taken.  

The impact of the war on the economy tends to be downplayed and inadequately understood by 
the population at large. Worse still is that the policy thrusts appear to almost ignore the realities 
of the war. A very significant contribution that this report makes in my view is to bring this issue 
to the fore and discuss it in a forthright and succinct manner. It states: "The primary concern on 
the political front, of course, is the evolving process towards a ‘negotiated settlement’ of the 
long-standing conflict.  

The vicissitudes of that process can only be mere speculation at this point. In the interim, 
however, the most immediate impact on the outlook for Sri Lanka’s economic performance will 
likely depend on how the pace and intensity of the conflict is managed in the coming months."  

It is indeed difficult to cover the entire range of issues discussed in the State of the Economy 
2007. Suffice it to say that this report is mandatory reading for all those interested in the 
country’s economy, especially policy makers.  

 











IPS releases state of the economy 2007 report 
 
The Institute of policy Studies has released its latest report, entitled, ‘Sri Lanka: State 
of the Economy 2007’ The Sri Lanka: State of the Economy 2007 report notes that the 
most promising feature of Sri Lanka’s economic performance in 2005/06 was a steady 
acceleration in GDP growth to a rate of 7.4 per cent in 2006.  
 
Nonetheless, there are increasing signs of a gradual slowdown in economic growth – 
with the growth rate slowing in the first quarter of 2007 to 6.1 per cent and to 6.4 per 
cent in the second quarter of 2007.  
 
The report notes that Sri Lanka’s economy displays a number of signs that demand is 
rapidly outpacing supply; consumer price inflation has seen a sharp increase while the 
external current account deficit has widened significantly. In part, the problems stem 
from the fact that Sri Lanka’s recent economic expansion has been driven partly by 
relatively relaxed fiscal and monetary policies.  
 
The predominant policy concern remains the risk that inflation may fail to moderate 
sufficiently.  The risk in the interim is that the macroeconomic environment is likely 
to be tightly constrained and volatile – leaving limited policy options in the face of 
any domestic or external shock – with very little tolerance margin for any policy 
errors. In this context, the report emphasizes the need to re-orient government 
expenditures to priority and growth enhancing areas, and to implement necessary 
reforms to boost the economy’s supply capacity.  
 
The financing constraints on the government are stringent. Accelerated investment in 
infrastructure is a necessity if the economy is not to run up against supply side 
constraints.  
 
Encouraging private investment, particularly in infrastructure, will also depend on the 
approach to implementing broader reforms in the economy. Public-private 
partnerships require regulatory reforms to protect the interests of both investors and 
consumers. The central theme of the State of the Economy 2007 report is that better 
infrastructure and improved public services are needed not only to increase growth, 
but also to ensure that the benefits of that growth are spread more widely.  
 
The report highlights related issues of enhancing access to land and microfinance, 
improving access to better quality education and health, the need to ensure sustainable 
and equitable utilization of the natural environment, etc.  
 
The supply-side constraints in infrastructure, skilled labour, and public services in Sri 
Lanka can seem formidable. However, what needs to be done comes back to the core 
issue: improve the capacity of the public sector to deliver basic services. All these 
require a commitment to major policy reforms. 
 
The State of the Economy report is an annual publication of the Institute of Policy 
Studies of Sri Lanka (IPS) providing a rigorous assessment of Sri Lanka’s economic 
performance in the context of policy developments in both the domestic and external 
environment. The report also highlights emerging socio-economic issues in key areas 
of medium-term policy relevance for the country. 



 
The report is available for sale from the IPS premises, 131, St. Michael’s Road, 
Colombo 3 and bookshops island-wide. More details of the report could be obtained 
from the IPS website www.ips.lk 
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