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1. Policy Perspectives
The aftershocks of the 2008/09 global financial crisis
are yet to recede. The debt-ridden countries of the
European Union (EU) are still struggling to get their
economies back on track, whilst the US is seeing only
marginal growth since the financial crisis. Emerging
economies on the other hand have come out relatively
unscathed and spent much of their efforts trying to
place a break on growth. Indeed, faltering GDP growth
in developed countries is precipitating a rapid
convergence of living standards and a shift in economic
power from the West to East.

‘

For Sri Lanka, the
transition to a postconflict era raises
legitimate economic,
political and social
aspirations that call for
a steady and politically
harmonious growth
process

‘

Sri Lanka too has been a rising star in emerging market
economies, posting a speedy rebound with GDP
growth averaging at 8 per cent since the country saw
an end to its long-drawn conflict in May 2009. With
a GDP growth of 8.3 per cent, an unemployment rate
of 4.2 per cent, and an inflation rate of 6.7 per cent
by end 2011, Sri Lanka at first glance appears to have
weathered the global downturn remarkably well, and
positioned itself for sustained growth and stability in
the medium term. Higher growth, with a per capita
GDP of US$ 2,836 in 2011, has been accompanied
by sharp improvements in tackling absolute poverty
across the country and falling income inequality,
keeping with the government's stated development
objectives of rapid and equitable growth.

Sri Lanka's most obvious development achievements
in its post-conflict phase of growth have been in the
areas of infrastructure. Infrastructure development has
been driven by an ambitious public investment
programme that has seen the country's public
investment-to-GDP ratio climb to an average of 6.06.5 per cent from the more typical range of 4.0-4.5
per cent, seen over the last decade. Whilst this shift
has been accompanied more recently with a better
mix of fiscal consolidation efforts -- focused more on
cutting current spending than on axing investment and
raising taxes -- there has also been a greater reliance
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on foreign private capital to meet Sri Lanka's
development programmes.
Greater reliance on such sources of funding
may be inevitable, as the country climbs up
the rank of middle income countries,
whereby traditional sources of overseas
development assistance (ODA) funding for
large scale infrastructure projects are on the
wane. However, in the case of Sri Lanka,
the uptake of costlier funds has been swift
in order to meet post-conflict development
aspirations. The share of non-concessional
loans and commercial borrowing in Sri
Lanka's outstanding foreign debt has
increased sharply from 7.3 per cent in 2006
to 42.9 per cent in 2011. Indeed, in July
2012, Sri Lanka announced the issuance of
a fresh US$ 1 billion Sovereign Bond, the
fifth since the country started to tap the
international capital market. Dependence on
such foreign capital to finance public
expenditures necessarily imposes constraints
on domestic policy options on the
macroeconomic front. Indeed, as noted in
the ‘Sri Lanka: State of the Economy 2011’
report, "foreign currency denominated debt
carries well-known additional risks,
especially in relation to the exchange
rate…the trade-off between fiscal conditions
and exchange rate management can constrict
a country's macroeconomic space
considerably."
Such stresses and strains on the economy
were clearly evident in the second half of
2011. Sri Lanka's financial market had swung
sharply from an environment of excess rupee
liquidity in the beginning of 2011, to
constrained liquidity conditions by the third
quarter of 2011. Excess rupee liquidity was
created as the Central Bank of Sri Lanka
(CBSL) stepped up intervention in the foreign
exchange market to prevent an undue
appreciation of the currency on the back of
significant higher inflows of foreign capital.
The relaxed monetary policy regime in turn
fuelled a mini credit boom -- with credit to
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the private sector growing at 34 per cent draining liquidity in the financial market and
leading to upward pressure on interest rates.
Despite evidence of a sharply deteriorating
external current account deficit, driven by a
surge in imports fuelled by access to
relatively cheap credit and an over-valued
exchange rate, the CBSL continued to hold
policy interest rates steady and resorted to
reverse intervention in the foreign exchange
market to ensure that the rupee stays within
a pre-determined band. In doing so, Sri Lanka
also saw its accumulated gross official
reserves -- a large component of which is
borrowed liabilities -- fall from a peak of
US$ 8 billion in July 2011 to US$ 5.5 billion
by February 2012 in defense of the currency.
The policy strategy was reminiscent of what
followed in 2008 which eventually saw Sri
Lanka approach the International Monetary
Fund (IMF) for a Stand-By Arrangement (SBA)
for balance of payments (BOP) support in
February 2009.
With the SBA yet to be fully disbursed,
policy corrections were put in place in
February 2012, allowing the exchange rate
to move in line with underlying economic
fundamentals, adjusting policy interest rates
and imposing a ceiling on credit growth of
commercial banks. Whilst the policy
corrections were in the right direction
bringing some long-awaited adjustments,
they did involve a cost. As opposed to a
more gradual depreciation of the currency,
the sudden policy shift saw the rupee
depreciate by over 20 per cent with
significant overshooting and volatility as
would be expected. Attempts to force the
pace of credit growth too, lead to financial
resource misallocation that Sri Lanka can ill
afford. More critically, uncertainty in
movements of key macroeconomic
indicators destabilizes investor confidence
in policy, as well as the near term outlook
for the economy.
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Thus, Sri Lanka needs to be more sensitive
to the risks of undermining its long term
growth objectives and be more circumspect
in implementing prudent and timely policy
interventions. Competent management of the
macroeconomic environment is all the more
critical in an era of increased reliance on
foreign capital and global economic
uncertainties that makes the country more
vulnerable to periodic BOP stresses.
The upshot of efforts to regain
macroeconomic stability is that the country
will see a slowdown in its targeted GDP
growth for 2012. Not surprisingly, the
tighter monetary policy stance and subdued
global demand saw the CBSL revise Sri
Lanka's GDP forecast down to 7.2 per cent
for 2012. This should not be a cause for
alarm; a lower growth target in an
environment of macroeconomic stability is
to be preferred to one of high growth
accompanied
by
unsustainable
macroeconomic fundamentals.
While economic growth alone should not
be the sole yardstick by which governments
attempt to gain legitimacy, growth does
matter. Rapid growth over a period of years
allows countries such as Sri Lanka to grow
from low income levels to middle-income
status. The trickier part is to ensure that the
growth process is sustainable and inclusive.
This is particularly so for a country emerging
from a prolonged and divisive conflict. For
Sri Lanka, the transition to a post-conflict
era raises legitimate economic, political, and
social aspirations that call for a steady and
politically harmonious growth process.
The available evidence suggests that much
has already been achieved in bridging sectoral
and regional disparities. Higher growth has
been accompanied by sharper declines in
poverty across the more disadvantaged estate
and rural agriculture sectors, relative to the
better off urban areas of economic activity.

Nonetheless, socio-economic disparities do
persist across provinces and population
groups in the country. While Sri Lanka has
seen a reduction of inequality at the aggregate
level over recent years, more than a half of
income is still received by the richest 20 per
cent of households.
Income inequality captures both vertical
inequality among individuals or households,
and horizontal inequality across economic,
social and political groups with common
identities such as ethnicity, caste, gender and
location. The extremes of the equity
spectrum -- perfect equality or perfect
inequality -- are both inimical to growth.
For most countries, inequality lies
somewhere between these two, and impacts
on their efforts to maximize growth,
dependent partly on specific country
contexts.
More recent literature finds that inequality
may shorten growth duration. For instance,
it can make it difficult for the poor to invest
in education and health and improve their
economic opportunities. At the same time,
the evidence cautions against distortionary
incentives to address inequality. Poorly
designed efforts can be more harmful to
growth than inequality per se. On balance,
promoting policies that maximize the use
of productive resources can tilt the scales
towards the notion that attention to
inequality can bring significant long run
benefits for growth. What is also perhaps
critical to the argument is emerging evidence
that suggests that for developing countries,
longer growth spells -- as opposed to rapid
growth spells -- are associated with more
equality in income distribution. Thus,
sustaining a country's long term growth
momentum is vital.
For Sri Lanka, the sources of faster growth in
recent years have been kick-started, not
surprisingly, by the government. There has
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been a remarkable strengthening of the
country's infrastructure development
programmes, making up for decades of
underinvestment. Better infrastructure in
roads, ports, airports, etc., that will improve
running costs and cut-down on delays will
filter through to all parts of the economy
and bring gains in efficiency. Even as the
rapid expansion of the country's physical
assets bode well for longer term growth
prospects, the multiplier effects of the
infrastructure boom is also providing an
immediate boost to current growth. In 2011,
construction activities grew by 14.2 per cent,
and by 17.9 per cent in the first half of 2012.
The momentum will continue for some time
yet, but it would be prudent to desist from
extrapolating long term growth targets based
on growth rates of the recent past.

Sri Lankans lack a culture of savings -- the
country's macroeconomic environment over
the decades has also not helped. A high
inflationary environment has been a habitual
feature of the economy, discouraging saving
and rewarding borrowing. In addition, the
country's current demographic transition -a rapidly ageing population with fewer
earners and a larger proportion of dependents
-- will, over time, work against Sri Lanka's
long term growth aspirations. In the absence
of savings, and adequate social security, the
elderly will depend on the younger
generations for support. In such instances,
ageing can reduce the ability of younger
workers to save as they have to support older
adults longer.

Linear extrapolations do not factor in policies,
the role of government, the state of market,
and regulatory institutions that will
determine long term growth dynamics.
Indeed, factors that spur growth at one phase
of development might impede it at another.
Infrastructure financing -- maintaining
existing infrastructure as well as new
investments -- is costly. Sri Lanka has opted
to rely on foreign savings to finance a large
bulk of its new infrastructure needs.
However, as already discussed, accumulating
non-concessional external public debt poses
other risks and should only be seen as a last
resort.

The flip side of low domestic savings is high
consumption spending. In 2011, total
consumption was 84.6 per cent of GDP in
Sri Lanka. Consumption spending has been
a source of faster growth in recent years;
indeed, the sector-wise exposure of the
banking sector shows consumer lending to
have grown by 60 per cent by December
2011. Again, the overall macroeconomic
environment -- movements in inflation,
interest rates and exchange rates -- has a
bearing on the behaviour of savers and
borrowers. It is important, therefore, to have
prudent policies in place that will strike an
appropriate balance between consumption
and investment, foreign and domestic
demand.

Domestic resource mobilization efforts stand
high on the policy agenda for sustaining
stable long term growth. Sri Lanka has fared
poorly in these efforts, the country's revenueto-GDP ratio has declined progressively over
the last two decades to stand at 14.2 per
cent in 2011 relative to a low-middle
income average of 20 per cent; Sri Lanka's
domestic saving ratio stood at 15.4 per cent
in 2011. Aside from the possibility that
socio-cultural norms play a role -- i.e., that

In a low savings and investment environment
with a dwindling working age population,
aside from attracting underutilized
population groups such as youth, females
and elderly into the labour force, only
productivity gains will support long term
growth. The ability of low-productivity
sectors such as agriculture to support Sri
Lanka's growth is of particular concern,
especially in view of its role as an important
source of employment in the country, as well

4

Policy Perspectives

as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.
Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.
Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.
The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.
Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.
Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing
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countries of 1 per cent. Despite stated policy
intentions to raise this to 1.5 per cent of
GDP by 2016, more needs to be done to
put in place a holistic innovation policy that
will bring together entrepreneurs and
different organizations within the so-called
'innovation system,' such as universities,
public laboratories, banks, business
chambers, and other enterprises. Unless Sri
Lanka improves its training in advanced
science and technology related subjects, and
develops skills in problem solving and
creativity, it will exhaust the gains from
adopting existing 'catch-up' technology
without leaving much room for further
productivity gains.

privatized state owned enterprises (SOEs)
into the government fold. However, there,
the comparisons largely end. Sri Lanka, for
instance, does not follow the Chinese
footsteps of retaining the public structure in
SOEs while functioning as a competitive
firm. PPPs may be an alternative to improve
productivity and efficiency, private investor
entry is more likely to weed out politically
expedient but financially unsound projects
from being implemented. If PPPs are to be
the way forward in Sri Lanka, building
effective regulatory agencies is the prime
catalyst to attracting private investment, and
here too, Sri Lanka lags behind in establishing
the required formal institutions.

The environment in which many of these
sorts of transitions take place is strongly
influenced by broader factors such as the
quality of institutions and governance in a
country. Be it the promotion of private-public
partnerships (PPPs) in driving innovation
through pioneering institutions such as the
Sri Lanka Institute of Nanotechnology
(SLINTEC), greater private sector participation
in government infrastructure programmes, or
a circumspect management of the
macroeconomic environment, institutional
and governance aspects are important
enabling conditions. It is an acknowledged
fact that the socio-political and economic
characteristics of a particular country matters
in the interactions between institutions,
policy process, and policy outcomes.

What is clear from the preceding discussion
is that there has to be coherence in the design
of policies on several fronts, so that they
add up to a plausible overall growth strategy.
The opportunities and challenges for Sri
Lanka are many: to leverage the global
economy to accelerate growth and insulate
it from external shocks; use its human
resource endowment to avoid the stasis that
can trap countries at middle-income level;
manage and enhance the social mobility that
comes with higher per capita income growth;
and build institutional and governance
structures that not only deliver sustainable
growth, but also engineer social cohesion
in the country. The road to sustained and
equitable growth will not be easy -- it will
take time, and there will be setbacks -- but
Sri Lanka should press ahead. Ultimately,
the political commitment and the nature of
the political leadership will define the
country's transition to meet the legitimate
aspirations of its people for better living
standards.

These issues have come to the fore with the
rise of China and the renewed arguments
about the relative merits of the state and the
market. 'State capitalism' has entered the
lexicon, describing a state that has the
competency and capacity to use capitalist
tools to achieve sustained economic growth.
The Sri Lankan state too, is more vigourously
involved in the economic sphere of late,
through an ambitious public investment
programme and the re-entry of previously
6

These and other issues pertinent to the
debate on opportunities and challenges to
accelerate growth in Sri Lanka will be
discussed in the rest of the report.

1' m%;sm;a;s oDIAáfldAKhka
2008$2009 j¾Ihkays we;s jQ wd¾Ól w¾nqofha
miq lïmk ;jÿrg;a fkdkeiS mj;S' hqfrdamdkq
ixúOdkfha rgj,a tkï Kh nßka mSä; rgj,a
Tjqkaf.a hym;a wd¾Ól ;;a;ajhg kej;
msúiSug fjr ork w;r;=r§ wd¾Ól w¾nqoh
fya;=fjka weußld tlai;a ckmoh wdka;sl
jYfhka muKla wd¾Óluh jYfhka j¾Okhla
fmkakqï lrhs' wfkla w;g ÈhqKq fjñka mj;sk
wd¾Ólhla Bg idfmalaIj fkdkeiS mej;s w;r
wd¾Ól j¾Okfhys ie,lsh hq;= ld¾h idOk
,nd .ekSug fjr orñka isá' ksiel jYfhkau
ixj¾ê; rgj, úp,kh jk o< foaYSh ksIamdÈ;
j¾Okh mqoa.,hkaf.a Ôjk ;;a;ajh my;
fy<Sug fya;= ú we;s w;r th wd¾Ól n,h
ngysr isg fmrÈ.g f.k hEug o fya;= ù we;'

w;r j¾Okhla fmkakqï lrñka há;, myiqlï
ixj¾Okh iïnkaOfhka rdcH wdfhdackh by<
w.hla fmkakqï fldg we;s w;r th miq.sh
oYl lsysmh ;=< ta yd iïnkaOfhka fmkakqï l<
4'0 - 4'5 jvd jeä w.hla olajhs' fuu j¾Okh
uE; ld,Sk jYfhka Y%S ,xldj t<eô wdodhï
;yjqre lr .ekSu i|yd jQ m%h;ak iuÕ b;d
fyd¢ka uqiq ù we;s w;r" tjeks m%h;akhka
wdfhdack yd nÿ jeä lsÍu hk lreKq ms<sn|j
iDKd;aul ;SrK fkdf.k mqkrdj¾;k úhoï
lmd yeÍu iïnkaOfhka jeä jYfhka fhduq
fjñka tu ;;a;ajh bgq lr f.k we;s w;r Y%S
,xldfõ ixj¾Ok jHdmD;s idlaId;a lr .ekSu
i|yd úfoaY fm!oa.,sl wdfhdack fj; ±ä
úYajdihla ;nd lghq;= fldg we;'

Y%S ,xldjo ±kg mj;sk fj<|fmd< wd¾Ólh
;=< keÕS tk ;rejla njg m;a ù we;s w;r"
2009 j¾Ifha uehs udifha§ §¾> ld,Skj mej;s
isú,a hqoaO ;;a;ajh ksud ùu;a iuÕ o< foaYSh
ksIamdÈ;h idudkH jYfhka 8] la f,i jd¾;d
fldg we;' 2011 j¾Ifha wjidkfha§ o< foaYSh
ksIamdÈ; j¾Okh 8'3] la o" ú/lshd wkqmd;h
4'2] o WoaOukh 6'7] la o fmkakqï lrñka
Y%S ,xldj iqúfYaIs jYfhka f,dal wd¾Óluh
wjmd;hlg <Õd ùu wNsnjd uOHia: uÜgfuka
wd¾Ól j¾Okfha ;srirnj yd Ñria:dhS nj
;yjqre ù we;' 2011 j¾Ifha§ tal mqoa.,
wdodhu weußldkq fvd,¾ 2836 fmkakqï lrñka
o" ta iuÕu rfÜ ksrfmaCI oßøNdjh my;
fy<ñka" wdodhï úiu;dj wju lrñka o YS>%
yd Ñria:dhS wd¾Ól j¾Okhla <Õd lr .ekSu
iïnkaO rcfha wNsm%dhka uQ,sl fldg .ksñka
by< wd¾Ól j¾Okhla <Õd lr f.k we;'

wm rg uOHu m%%udKfha wdodhï ,nk rgla
jYfhka ÈhqKq ù ;sîu fya;=fjka uyd mßudK
há;, myiqlï iïnkaO jHdmD;s i|yd úfoaY
ixj¾Ok iyfhda.s;djh (ODA) jeks mdrïmßl
l%shd úëka ySk ù f.k hhs' tjka wjÈhl fufia
uQ,H ms<sn| úYd, úYajdihla ;nd lghq;= lsÍu
fkdje,elaúh yels lreKla fõ' flfia fj;;a
Y%S ,xldj iykodhS fkdjk úfoaY wdOdr ,nd
.ekSu läkï ù we;af;a mYapd;a hqOiufha miq
ixj¾Ok wruqKq uqÿka muqKqjd .ekSfï wruqfKks'
2011 j¾Ifha§ Y%S ,xldfõ lemS fmfkk úfoaY
Kh f,i fmkakqï l< yels iykodhs fkdjk
Kh yd jdksc Kh iïnkaOfhka i,lk úg 2006
j¾Ifha mej;s m%;sY;h jQ 7'3] isg 2011 j¾Ih
jk úg 42'9] olajd iqúfYaIs j¾Okhla fmkakqï
lrhs' 2012 j¾Ifha cQ,s udifha§ Y%S ,xldj
úiska weußldkq fvd,¾ ì,shk 1 l rka Khlr
ksl=;a lrkq ,enQ w;r th cd;Hka;r m%d.aOk
fj<|fmd,g ,xldj msúiSfuka miq Khlr ksl=;a
l< miafjks wjia:djh' rdcH úhoï i|yd tfia
úfoaY uQ,H flfrys mj;sk mrd§k;ajh id¾j
wd¾Ólfha foaYSh m%;sm;a;s iïnkaOfhka ksiel
jYfhka n,mEï we;s lrhs' fuu lreKq —Y%S
,xldfõ 2011 rdcH wd¾Ól ;;a;ajh˜ keue;s
jd¾;dfõ fufia i|yka fõ' —úfoaY Kh wm

isú,a hqO ;;a;ajh ksud lsÍu;a iuÕ Y%S ,xldfõ
lemS fmfkk ixj¾Okhla fmkakqï lrkqfha
há;, myiqlï iïnkaOfhka h' há;, myiqlï
ixj¾Ok l%shdoduh ksYaÑ; b,lalhka iuÕ jq
fmdÿ wdfhdack jevigykla uÕska l%shd;aul
lrkq ,nhs' o< foaYSh ksIamdÈ;fha 6'0 - 6'5
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