Firm- Level Analysis of Manufacturing Sector Investment in Sri Lanka

Executive Summary
Foreign direct investment (FDI) has
long been viewed as a major factor
in economic growth and
development. Whilst FDI
predominantly originates and flows
between advanced industrial
nations, recent history has
witnessed it soar in importance as a
source of capital, management, and
technology for both developing and
transitional economies. Recognising
its importance, successive Sri
Lankan governments since
independence have made the
attraction of FDI a cornerstone of
their development policy. However,
despite efforts to attract FDI,
protectionist economic approaches
have been a disincentive. The
liberalisation reform package of
1977 in particular and successive
reforms since were aimed at
creating a conducive environment
for FDI entry and operation. Despite
this focus, existing literature
suggests that Sri Lanka’s success
in attracting FDI has been limited,
especially when gauged against
comparator countries . While the
three-decade long civil war
hampered the realisation of the
country’s investment potential, the
country appears to have fallen short
of expectations even in a
post-conflict environment – largely
owing to inconsistencies in the
policy regime.
Against this backdrop, the objective
of this study is to analyse trends
and patterns of FDI into the country
over the last one and half decades,
in the manufacturing sector. Trends
and patterns are analysed using

firm-level data from the Board of
Investment (BOI) of Sri Lanka for
the years 2002, 2009, and 2016.
The databases comprise of firms
that are locally owned, foreign
owned and those that are joint
ventures. The composition of firms,
their entry and exit patterns, and
ease of doing business are some of
the firm-level factors analysed, in an
effort to understand the overall FDI
policy environment and investment
climate in Sri Lanka, in the period
under analysis.
Specifically, the following analyses
are conducted in the study. First,
the study provides an aggregate
analysis of firm level data based on
the Central Bank classification of
sub-sectors within the
manufacturing sector. Second, the
study focusses on a firm entry/exit
analysis, by considering two time
periods: 2002-2016 and 2009-2016.
The former enables us to look at
firm turnover in the long term over a
15 year period, while the latter tells
us about firm turnover in the
post-conflict period in Sri Lanka.
Third, a duration analysis is
conducted on how long it took for
entrant firms in the 2009-2016
period to set-up their businesses
and begin commercial operations.
Finally, we discuss the implications
of the firm-level findings on Sri
Lanka’s overall investment climate,
and delve into why FDI inflows to
the country have not reached the
expected levels, particularly in the
post-war period.

The main findings from the
firm-level analysis can be
summarised as follows: (1) BOI
enterprises are largely locally
owned, with the equity stake in firms
moving away from foreign/joint
ownership towards more local
ownership. (2) Turnover of firms is
high, with more firms exiting than
entering both in the short and long
term period analysed. (3) Ease of
starting a business for investors is
poor, with a majority of firms taking
over a year to begin commercial
operations.
These findings are reflective of Sri
Lanka’s poor performance on the
FDI front in recent years. The
firm-level data corroborate with the
numbers on FDI inflows of BOI
enterprises, both at the aggregate
level and for the manufacturing
sector alone, which have been on
the decline in recent years. Hence,
this study finds that the firm-level
data reflects Sri Lanka’s lackluster
performance on the FDI front and
adds to existing empirical evidence
that Sri Lanka’s investment climate
and ease of doing business are not
satisfactory. The study
recommends that Sri Lanka should
shift gear towards attracting more
efficiency seeking FDI, streamline
the investment approval process,
and reduce restrictions on foreign
land ownership and improve land
security.
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