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1. Policy Perspectives

e direction of Sri Lanka's post-war socio-
political and economic development took a
decisive turn in January 2015 with the
election of Maithripala Sirisena as Sri Lanka's sixth
Executive President, ending a tumultuous 10 year
rule by former President Mahinda Rajapaksa. In
those 10 years, Sri Lanka overcame the most visible
challenge to its statehood since Independence by
finally claiming victory over a 30-year armed
separatist conflict in May 2009. Credited with
overseeing the war, it also marked the peak of
popularity of the incumbent - winning a second term
handsomely in 2010 and presiding over an
unassailable two-third majority in Parliament. The
unprecedented concentration of political power,
however, had a downside; a slide towards steps
deemed undemocratic, embodied by the lifting of
Presidential term limits through a constitutional
amendment. Thus, despite an ambitious economic
development drive that delivered high growth,
charges of corruption, nepotism and hubris were
sufficient for an eclectic mix of political opponents
to line-up behind a ‘common opposition candidate'
and bring about a 'regime change' at the polls.

The coalition of parties behind the common
opposition Presidential candidate - sprung from the
ruling Sri Lanka Freedom Party (SLFP) led United
People's Freedom Alliance (UPFA) - was steered
primarily by the SLFP's arch rival, the United
National Party (UNP). Together, proclaiming the
campaign to be a harbinger of change, a common
policy platform - 100-day programme - promised to
present the new Parliament with a series of
constitutional reforms aimed to abolish or curb the
powers provided for a strong executive head of state.
For good measure, the 100-day programme also
threw in some populist spending promises such as

public sector salary increases and administered
price reductions on select items such as fuel.

The electoral victory for Maithripala Sirisena - and
subsequent appointment of UNP's Ranil
Wickramasinghe to lead a minority government -
suggests that the 100-day programme appealed to
a majority of Sri Lankans disillusioned with the
workings of their political system. A broad cross-
party consensus held together to pass the 19th
Amendment to the Constitution that eroded some
powers of the Executive Presidency; most notably,
it reintroduced a two-term presidential limit and
reinstated a Constitutional Council to oversee
appointments to independent Commissions. Whilst
it is a far cry from the more ambitious promises to
abolish an all-powerful Presidential-style of
government and re-establish a Westminster-style
parliament- led government, the 19th Amendment
is nonetheless a significant step forward in
strengthening institutional and governance
structures in Sri Lanka.

The 19th Amendment was passed on 28 April 2015,
but a proposed 20th Amendment to the Constitution
to change Sri Lanka's electoral system got mired in
cross-party wrangling. Therein lay the dilemma for
the new administration and for Sri Lanka; a troubling
pattern of delays and uncertainty began creeping in
to take the gloss off the initial exhilaration generated
by the 'regime change'.

The main drawback was the interminable delay in
dissolving Parliament at the end of the 100 days to
allow political parties to seek a fresh mandate. The
UNP was clearly in favour of an early election to
capitalize on a perceived swing in voter sentiment.
The SLFP, on the other hand, was in some disarray,



with party loyalties divided between President
Sirisena and former President Rajapaksa in the face
of moves to secure a nomination for the latter to re-
enter politics as a parliamentarian, and possibly be
elected as Prime Minister. Having secured 47.6 per
cent of the popular vote in January 2015, the
beleaguered UPFA considered him as their best bet
to retain those votes.

In the event, the much delayed August 2015 general
elections produced a hung Parliament, with the UNP
securing the highest number of seats (106), but short
of the required 113 for a majority in Sri Lanka's 225
seat legislature. Nonetheless, the UNP is able to
command a working majority with the support of a
section of SLFP parliamentarians drawn from the
UPFA's 95 seats. The arrangement offers Sri Lanka
a measure of political stability in the near term. The
more difficult task will be to ensure it holds for the
full five year parliamentary term whilst setting and
implementing policies on both political and economic
fronts.

The most pressing of these relate to the economy.
The state of Sri Lanka's economy received little
attention in the run-up to the Presidential elections.
This was for two reasons; economic issues matter
to voters if there is a deep and widespread sense of
crisis to tap into. By headline numbers alone, the
Sri Lankan economy appeared in good shape. At
end-2014, GDP growth was averaging in excess of
7 per cent in an environment of moderate inflation,
unemployment was at a low 4 per cent, and head
count poverty was down to less than 7 per cent.
There were also visible signs of infrastructure
development of roads, expressways, ports and
airports. These masked some inherent structural
weaknesses in Sri Lanka's public investment-led and
external debt-financed growth. As noted in SriLanka:
State of the Economy 2014 report "beyond the
immediate headline macroeconomic numbers, the
Sri Lankan economy continues to show skewed
growth, high levels of external indebtedness, modest
export earnings growth and limited private investor

appetite to expand production capacity." Stacked
against headlines statistics, structural weaknesses
in the economy, however, are not as readily
explainable on election platforms.

A second reason why the economy received little
attention is because the loose coalition of political
parties that lined up behind the common opposition
candidate, subscribe to very different policies.
Indeed, it differs widely from the market-friendly UNP
to the Marxist-leaning Janatha Vimukthi Peramuna
(JVP). Thus, any economics in the 100-day
programme was confined to addressing 'cost of
living' issues, through price reductions and state
salary and pension increases which all parties could
agree on. The new budget proposals presented in
January 2015 upheld these promises, delivering a
mix of populist measures and slapping taxes on
business profits as a one-off exercise to cover
additional expenses incurred as a result.

The economy was a casualty of political
intransigence in the months to follow. A Bill to raise
government borrowing limits was defeated in April
2015, after which Bills to pass new tax measures
announced in budget proposals appeared to have
been put on hold indefinitely. With delays also in
tapping foreign borrowing via a planned Sovereign
bond, the government resorted to heavy domestic
borrowing instead. In fact, net domestic financing of
the fiscal deficit of Rs. 444 billion up to June 2015
exceeded the total net domestic financing for the
entire year in 2014. Not surprisingly, interest rates
began to edge up as a result.

The currency too has been under pressure. Inflows
of development loans slowed with stalled
infrastructure projects and efforts to issue a
Sovereign bond took longer than anticipated, even
as the Central Bank of Sri Lanka (CBSL) used its
official reserves to service debt repayments and prop
up the currency. As of mid-2015, the outlook
stabilized somewhat with official reserves at US$
7.5 billion, sufficient for 4.5 months of imports, helped
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by swap agreements with the Reserve Bank of India
(RBI) and capital inflows of US$ 650 million from a
Sovereign bond issued in May 2015. At the same
time, however, Sri Lanka's foreign earnings growth
is stagnant with a likely weakening of the current
account. In the first six months of 2015, export
earnings contracted by 0.6 per cent, with a 15 per
cent expansion in the trade deficit; earnings from
worker remittances also slowed to a low 2.2 per cent.

First quarter 2015 GDP estimates indicate that Sri
Lanka's above 7 per cent stable growth of recent
years - annualized at 7.4 per cent in 2014 - is
moderating.” Quarterly growth fell to 6.4 per cent
for the second consecutive quarter, and marked a
drop from 7.6 per cent growth in the first quarter of
2014. Even as growth appears to be slowing, fiscal
conditions are weakening. Fiscal adjustments will
likely take the form of cuts to public investment,
already slashed substantively to 4.4 per cent of GDP
in 2015; in an economy that has relied massively on
such investment for growth, the impact will be all
the more immediate.

Interest rates too are rising as domestic market
liquidity is absorbed by the state. It can be expected
that the very modest private sector appetite for credit
of the last 18 months will begin to reverse soon with
electoral related uncertainties largely out of the way.
Private sector investment that can support higher
growth will begin to get crowded out if government
fiscal laxity is not restrained.

Thus, the economic policy challenges for the new
government are many. Of first and immediate priority
is fiscal consolidation. A stronger fiscal position is
necessary to stabilize macroeconomic fundamentals
and lay a platform from which broad-based
productivity-enhancing reforms can begin.

While public infrastructure investment boosted
growth, Sri Lanka's export share of GDP has shrunk

to less than 15 per cent. The economy remains
overwhelmingly consumption driven, with
consumption fuelled by capital inflows in the context
of low private investment demand. Capital inflows
also feed into an appreciating exchange rate which
further aggravates scarcity of investment. As a result,
the profitability of tradeable industries declines. In
addition, Sri Lanka's modest skills base, institutional
weaknesses and inadequate infrastructure hamper
the competitiveness and efficiency of its export
industries.

Fiscal constraints, the demographics of a contracting
labour force, and skill deficiencies suggest that the
new government will have to confront difficult trade-
offs that have been avoided during years of steady
economic growth. Overhauling Sri Lanka's tax
system, tackling loss making state-owned-
enterprises (SOEs), improving labour market
efficiency, filling skill gaps in the workforce, improving
productivity of agriculture, delivering a better safety
net to the poor and vulnerable, to name a few, are
amongst a raft of reforms that need attention. Such

' The Department of Census and Statistics (DCS) is currently engaged in re-basing the country’s national accounts. Initial estimates
suggest that real growth rates as a result will be reset at much lower rates than under the old series (see Box 2.1 of this report).

3



reforms are politically difficult to deliver through the
legislative phase, and are often even more difficult
to implement. Reforms generate distributional
impacts that create 'losers' and 'winners', entailing
short-term adjustment costs, but with potential for
long term benefits. Losers can easily identify
themselves; although many more may benefit from
reforms, there is less likelihood of an organized
platform emerging in support of reform as opposed
to those who may organize on an anti-reform
platform.

Reforms are more likely to get off the ground and
succeed in the presence of certain catalysts: a
widespread sense of economic crisis and an
electorate that accepts there is no alternative to
change; a break from interest groups with vested

interests in the prevailing economic system; strong
political leadership and an electoral mandate to push
reforms through; and ownership of a reform process
rather than a perception that it is being forced on
them from outside.

Many of the above can often times converge. For
instance, an economic crisis can provide a window
of opportunity for reform - allowing governments to
overcome rent seeking interest groups who have a
stake in maintaining past systems of state patronage.
It may also be that domestic economic difficulties
precede a change of political leadership, facilitating
the shift of powerful vested interests that have
developed around certain policies. Economic
difficulties can also build broad support amongst the
public for a change, whilst international lending
agencies may step in to offer 'conditional’ soft loans
that can ease fiscal constraints, allowing
governments to offer 'sweeteners' to make reforms
more palatable.

However, an economic crisis is neither a necessary
nor a sufficient condition to drive a successful reform
process. A newly elected and popular government
with a strong mandate can as easily initiate reforms
during its early 'honeymoon' period in office. Indeed,
strong political leadership can be a key determinant
in driving a reform process through even in the
absence of significant political control. Here, support
from competent technocrats in the public sector will
be a key determinant.

Sri Lanka's past experience of relatively successful
reform efforts - in 1977/78 and 1990/91, both times
under the UNP - contain a mix of these elements.
Widespread disenchantment with the country's
economic progress saw the UNP obtain an
overwhelming political mandate in 1977 to bring
about sweeping reforms. In the late 1980s, in spite
of a much reduced political space for a broad based
reform effort, strong political leadership in the midst
of a weakened economy provided the impetus for
change.?

2 Dunham, D., and S. Kelegama (1997), “Does Leadership Matter in the Economic Reform Process? Liberalization and Governance in Sri

Lanka, 1989-937 World Development, 25(2):170-190.
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By contrast, Sri Lanka has also witnessed reform
initiatives that barely made it beyond the drawing
board. In 1994, a change of political leadership saw
an initial burst of privatization initiatives, but the
enthusiasm for reforms petered out towards the latter
part of the 1990s under the pressure of coalition
governments and thin parliamentary majorities. A
brief hiatus in 2002-04 by a UNP parliamentary-led
government foretold an unsuccessful reform effort
under the weight of electorally unpopular measures
such as a freeze on public sector wages and
withdrawal of subsidies. On the other hand, potential
catalysts for reforms of political leadership and a
strong electoral mandate prevailed during 2010-14,
but there was no real belief in the necessity for them.

Overall, Sri Lanka's reform efforts delivered partial
benefits; they were also frequently delayed,
compromised, or failed altogether. Delays and
compromise are to be expected in the context of
political economy risks associated with reforms. The
reform efforts that did prevail offered compensating
mechanisms to potential losers; in the 1977/78
episode, it entailed the promise of new employment,
livelihood, and housing opportunities through public
investment. The packaging to garner popular support
was more direct in the 1990/91 episode - an
ambitious national poverty alleviation programme,
incentivizing industries to generate rural youth
employment, a village reawakening programme, etc.
- to ease perceptions of inequity in access to the
benefits of market-driven policies following the 1987-
89 JVP-led youth uprising.®

Some of the important catalysts that triggered Sri
Lanka's past economic reform initiatives - a strong
political majority and a widespread economic crisis
- are less apparent today. That makes the task of
building consensus on an economic reform agenda
and persuading entrenched interests to accept it
more difficult. Reforms need to be ambitious in scope;
but ambition may have to be tempered by political

economy realities. An agenda setting for reforms
thus must begin with attempts to strengthen
interactions between institutions, policy processes,
and policy outcomes. 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.

This year's Sri Lanka: State of the Economy report
centres around the theme of "Economic Reforms in
Sri Lanka: Political Economy and Institutional
Challenges". The conditions for introducing,
implementing and sustaining an economic reform
effort are weaker today than during past successful
efforts; a failure to strengthen institutions and
governance structures lies at the heart of it.
Incentives built into institutional structures determine
whether they act more as rent seeking entities,
influencing the allocation of resources. Weak
institutional structures lead to administrative
confusion and entrench privileges of the political elite
over time.

The typical rent-seeking activities under a licence-
regime have been replaced by stronger patron-client
relationships between politicians and other key
actors in the policy making process. Posts and
privileges are dispensed freely, encouraging the
practice of ‘competitive populism' to the detriment
of sound policy making. The concentration of state
power has intensified, with political parties
dominated by a handful of individuals, stifling
democratic practice within parties, and centralizing
decision-making. The bureaucracy has also become
more politicized and powerful, performing both
administrative and political functions as politicians
rely on a few hand-picked technocrats to formulate
and implement policy. The dual role and
discretionary powers they enjoy mean a greater
blurring of transparency and accountability in policy
decisions, and a distancing of policy makers and
elected politicians from their constituencies.

3 Weerakoon, D., (2012), “Sri Lanka’s Economic Reform Process: Progress and Constraints” in Dee, P., (ed.), Economic Reform Processes

in South Asia: Towards Policy Efficiency, Routledge, Oxford, U.K.
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The quality of a country's institutions therefore
matters in shaping opportunities for reform and their
outcomes. In this context, Sri Lanka's current focus
on re-invigourating its politico-institutional structures
to institute norms and rules that will restrain the drift
towards arbitrary action and corruption is promising.
Institutions based on transparent rules and
governance structures will help instil confidence in
investors and businesses to undertake productive
investments rather than rent-seek.

Productive investments are needed to build a
competitive export sector. For a small developing
economy such as Sri Lanka, external demand is
critical as an enabler of sustained high growth,
generating demand, absorbing surplus labour and
raising productivity. Sri Lanka's shrinking export
share of GDP and global market share for exports
must be reversed. Reform efforts to improve export
competitiveness will require addressing constraints
on multiple fronts. These include tackling supply-
side capacities, addressing weaknesses in the
business environment, and strengthening demand-
side conditions. Improvements on these fronts will
help attract the right kind of foreign direct investment
(FDI) that brings technology and knowledge transfer
to instil competitiveness across the economy.
Governments must facilitate this by providing a
consistent and predictable policy environment.
Opaque and discretionary tariff setting must be
rationalized and streamlined to promote exports, and
efforts made to penetrate new export markets
through strategic trade partnerships.

A competitive export-led economy will depend,
among other factors, on the availability of a highly
skilled and trained workforce that can enjoy better
quality employment. Sri Lanka's demographic
transition means that its population is ageing and
the working age population is on the decline. Already,
many industries are impeded by human resource
constraints, forcing them to contemplate importing
workers and/or resort to automation. How to source
the required workers and utilize existing labour
resources more effectively are high on the priority

6

of labour market challenges. Reforms need to
address gaps in coordination and information
gathering amongst different labour market
institutions, bridge weaknesses in the traditional
modes of vocational and technical training, address
impediments that deter women from entering the
labour force, as well as regulatory barriers that
constrain job creation in the formal sector of the
economy.

Low levels of female labour force participation and
high levels of migration of workers are exacerbating
the labour shortage problem. The lack of access to
good jobs in Sri Lanka - i.e., those with adequate
remuneration and social protection - makes
migration for domestic work a popular employment
choice among women. While it is recognized that
migration is a double-edged sword that on the one
hand helps women, it also holds significant social
costs. One mitigating legislative reform is the
recently introduced Family Background Report
(FBR) aimed at discouraging females with children
under the age of five years from seeking foreign
employment. However, the FBR in its current form
discriminates against women, curtailing their
livelihood options further. Regulatory strictures on
migration must remain open to policy revision.

STATE OF THE ECONOMY 2015
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The fact of Sri Lanka's female migrants seeking
employment abroad owing to lack of access to good
jobs at home is reflective of mismatches in the labour
market at large. High numbers of unemployed
educated youth suggests that people enter work not
equipped with the skills demanded by firms. Indeed,
a shortage of manpower with required skills has
become the most severe constraint encountered by
the business community in the country. Sri Lanka's
education sector suffers from poor responsiveness
to drive innovation and technological transformation,
an inability to provide equitable access to quality
education, and lacks capacity in the tertiary
education system. Reforms must focus on allocating
sufficient funds for education, enhance the quality
and relevance of the curriculum, address
deficiencies in human resources in recruiting and
training, and ensure consistent implementation of
proposed education sector reforms.

Closely aligned to better education outcomes is the
provision of adequate health care. While Sri Lanka
has achieved noteworthy health outcomes, the
country needs to strengthen its existing health
system, both public and private, in view of changes
brought on by demographic and epidemiological
transitions. The demand for health care increases
and changes shape with an ageing population; the
rise of non-communicable diseases (NCDs) that
require long-term intervention pushes up the cost
of health care provision; moreover, countries are
increasingly more vulnerable to global health
epidemics. Reforms to strengthen health care
financing, and regulatory changes to improve public
and private health care delivery systems are
essential to continually improve on Sri Lanka's socio-
economic outcomes in a cost-effective and efficient
way.

Sri Lanka's labour market conditions and changing
demographics - with 60 per cent currently finding
employment in the informal sector and a quarter of
the population set to be over 60 years by 2031 - call
for a revamping of the existing social protection
system in the country. Despite a multitude of
programmes, low coverage, poor targeting,
inadequacy of benefits, lack of coordination among
programmes, budgetary constraints, and inequitable
resource allocation mean that a large proportion of
the vulnerable population are inadequately covered.
Reforms are needed to Sri Lanka's retirement benefit
schemes, cash transfer/subsidy programmes, and
the social protection system as a whole, to mitigate
inequities and provide adequate safety nets in
pursuit of broader poverty alleviation goals.

The most vulnerable to high incidences of poverty
is the rural agriculture-reliant population in Sri Lanka.
Despite the shrinking share of agriculture in GDP, it
continues to be an important source of income,
employment, food security, alleviating agrarian
poverty and improving export earnings. The
agriculture sector however, suffers from stagnant
productivity, limited diversification and inefficient
resource management. A broad based shift from
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management such as the adoption of market based

Currently finding employment instruments.
in the informal sector

The above policy areas, while not exhaustive, are
some of the many issues that the Sri Lanka: State
of the Economy 2015 report examines in some detail
lij in the chapters to follow. In recent years, rapid

infrastructure development was viewed as Sri

Lanka's opportunity to unlock growth; it paid
Of the population set to be dividends in the medium term in reviving a war
over 60 years by 2031 ravaged economy. However, external debt financed,

consumption driven growth without complementary
reform initiatives to raise export competitiveness is

traditional low value to modern high value

agriculture, accompanied by sustained
improvements in productivity and competitiveness
through policy reforms, is critical to support a
broader structural transformation of the Sri Lankan
economy. The priority areas for reform include land,
irrigation and technology development policies, as
well as in processing, marketing and down-
streaming activities to increase value addition to
agricultural products.

The agriculture sector is also particularly vulnerable
to climate change impacts such as rainfall patterns.
At the same time, exploitative land and forest usage
is leading to natural resource degradation in Sri
Lanka. Deforestation and land degradation is
worsening; environment pollution is rising from
excessive application of chemicals, poor waste
management and air pollution. The country's
response to global environment threats such as
climate change has many gaps in policy
coordination, information, and resource mobilization.
To mitigate adverse environmental impacts, an
effective environment management system must be
in place. It requires reforms to governance structures
to better coordinate policy, strengthen planning and
monitoring to include strategic environmental

assessments, and in approaches to environmental
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not a sustainable long-term option for a small open
economy such as Sri Lanka.

As the infrastructure boost to growth of recent years
begins to deplete, a new direction for sustained long-
term growth needs to be set. The economic policy
choices for Sri Lanka are dwindling swiftly; growth
is moderating amidst weakening fiscal conditions
and external current account, interest rates are on
the rise while the currency is under depreciating
pressure. While Sri Lankan voters have not delivered
a sweeping election win to any one party, the UNP's
electoral mandate to form a government is
sufficiently decisive to set and pursue a

transformational economic reform agenda. The
formation of a national unity government with the
support of a section of the SLFP can provide the
necessary political stability. It leaves sufficient room
for the government to adopt a pragmatic approach
on the economic front - to weigh its options and
decide what is feasible, picking on what is more
easily doable and building on the reform process in
the medium term. What Sri Lanka must avoid is
fractious horse-trading that at times typifies loose
coalition arrangements; such outcomes can lead to
policy gridlock, and undermine the very same
checks and balances of good governance that is
sought to be strengthened.
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2. Economic Performance

2.1 Introduction

e SriLankan economy is estimated to have
grown by 7.4 per cent in 2014, in line with
annual average growth registered since

2010." GDP growth in 2015 was a marginal
improvement on the 7.2 per cent recorded in the
previous year, but below the 7.8 per cent target set
for the year. Inclement weather conditions that had
adverse impacts on agricultural output pulled overall
growth down despite faster growth in industry,
especially from construction.

Other macroeconomic indicators were benign with
annual inflation down to 3.3 per cent, prime lending
rates at a low 6 per cent and a near steady exchange
rate. Sri Lanka's external current account deficit fell
to 2.7 per cent of GDP from a peak of 7.8 per cent in
2011, helped by a higher earnings from tourism as
the trade deficit continued to remain a high 11 per
cent of GDP and remittances stagnated at 9 per
cent of GDP.

Amongst the positive economic numbers, a troubling
sign of continued stress on macroeconomic stability
is to be found on the fiscal front. The overall deficit
was contained to 6 per cent of GDP, same as in
2013, but fell significantly short of the 5.2 per cent
target. In the years that Sri Lanka's overall fiscal
deficit continued to fall from a high 9.9 per cent of
GDP in 2009, revenues have continued to shrink
with tax revenue falling to an all-time low of 10.7
per cent in 2014. The fiscal numbers indicate the
long-term fragility of sustaining Sri Lanka's debt-
funded, and overwhelmingly infrastructure-
investment driven, growth. Already in 2014, public

investment was cut to 5 per cent of GDP from its
peak of 6.8 per cent of GDP in 2009.

The overall economic outlook for 2014 was perceived
to be sulfficiently positive for the government to face
early elections in 2015. In the event, the electoral
defeat at presidential polls in January 2015 had little
to do with economics and more to do with perceived
problems on governance and corruption. In the first
six months of the year, the economy continued to
function in a near policy vacuum as political parties
fought over constitutional and electoral reforms, well
beyond the 100-day limit that was to end on 23 April
2015 with the dissolution of Parliament. In the interim,
cracks are appearing in the Sri Lankan economy
with fiscal policy consolidation under threat, pressure
on the exchange rate and a moderation in GDP
growth.

The Central Bank of Sri Lanka (CBSL) set a revised
growth target of 7 per cent for 2015, the first time
that the growth forecast has been revised
downwards since 2011. Then, it was a deliberate
policy decision to allow growth to slow in the wake
of high growth (8.2 per cent) and signs of
overheating. The decision to lower Sri Lanka's
growth outlook for 2015 is for different reasons,
primarily to allow for a political transition that could
well impact on economic policy direction. The revised
estimate set in April 2015 is beginning to look
ambitious, with growth moderating to 6.4 per cent in
the first quarter of 2015 and the country's policy
deadlock continuing well beyond the 100-days and
into the second half of the year.

' See Box 2.1 on preliminary revised GDP estimates released by the DCS after re-basing Sri Lanka’s national accounts.
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Figure 2.1
Growth Decomposition
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2.2 Realigning GDP Growth

The most telling feature of Sri Lanka's impressive
GDP growth averaging a near 7.5 per cent per annum
since 2010 is the weak contribution of net trade, in
an economy driven by private consumption and
public investment (Figure 2.1). From 2006 onwards,
the country's development programme relied
massively on an infrastructure drive, with public
investment jumping to over 6 per cent of GDP from a
more modest 4 per cent previously. Infrastructure

Figure 2.2
Sectoral Contribution to Growth
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Source: CBSL, Annual Report, various years.

projects were rolled out more strongly from 2010 after
the conclusion of the war.

Not surprisingly, the infrastructure-led economic
expansion is echoed in the breakdown of GDP
growth. The contribution to growth from the industry
sector increased markedly post-2010 as a result
primarily of construction related activities (Figure
2.2).The services sector contribution also expanded
post-2010, driven by transport and communication
and retail trade. Indeed, the government has viewed

Banking, insurance & real estate
Transport & communication
Wholesale & retail trade
Construction

Manufacturing 2010-14

Agriculture, livestock & forestry = 2006-09

0 0.5 1 1.5 2 25
%
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infrastructure as Sri Lanka's opportunity to unlock
growth. Many of the big road infrastructure projects
offering better internal connectivity do meet growing
demand for public goods. At the same time, however,
these and other high cost public infrastructure
investments in ports, airports and such that have
been powering the Sri Lankan economy cannot
continue indefinitely without greater private sector
investment in the economy.

Modest private investment, hovering around 23 per
cent of GDP, is a continuing source of concern (Table
2.1 and Figure 2.3). Sri Lanka's narrow growth base
and a more visible and heavy-handed state presence
in these expanding economic sectors served to deter
private investment from taking off. As previously
noted, as a corollary, Sri Lanka's economic growth
is led by consumption, accounting on average for
80-85 per cent of GDP. This is in contrast to many
fast growing emerging market economies in Asia that
raised their investment and boosted the supply of
goods to the rest of the world at the cost of
consumption in their own economies. In Sri Lanka,
current levels of consumption are associated with
over-extended government fiscal positions, high debt

levels, and current account deficits.

Figure 2.3 Table 2.1
Consumption, Investment and Savings Consumption, Investment and Savings
sorcor [ e | o [
Contribution to GDP Growth
12 1 Private consumption 69.6 | 669 @ 654
10 = Private consump tion Total consumption 83.1 80.0 78.9
g - m Private investment
6 Private investment 23.7 22.7 22.9
° .
. Total investment 30.6 29.5 29.7
21 Domestic savings 16.9 | 20.0 21.1
National savings 24.0 25.8 27.0
2006 2007 2008 2010 2011 2012 2013 2014
2 -
4 =

Source: CBSL, Annual Report, various years.
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2.3 Public Finance Mana-
gement

For many decades, the perilous state of Sri Lanka's
public finances acted as a drag on economic growth
and broader development objectives, hindering the
delivery of efficient and effective public services.
Fiscal deficits averaging 10 per cent of GDP was
not uncommon, with knock-on effects on other
critical areas of macroeconomic policy management,
most notably in the conduct of monetary policy. The
most visible manifestation of the resultant instability
was high and volatile rates of inflation in the Sri
Lankan economy, deterring private investments and
savings. With rising fiscal imbalances, the country's
indebtedness also rose - peaking most recently at
102 per cent of GDP in 2004 - narrowing the options
for policy manoeuverability and limiting the ability
to respond appropriately to domestic and external
shocks.

Since 2009, however, when the deficit peaked at
9.9 per cent of GDP, Sri Lanka appears to have made
significant headway in reversing fiscal fortunes with
the deficit down to 6 per cent of GDP in 2014. The
contraction has come with a better mix of fiscal
retrenchment, focused on restraining current
spending whilst accelerating capital investment.
Over the same period, the public debt-to-GDP ratio
has climbed down steadily from 86.2 per centto 75.5
per cent (Table 2.2).

Table 2.2
Select Fiscal Indicators

Total revenue 13.9 13.1 12.2
Tax revenue 12.0 11.6 10.7
Total expenditure 20.5 19.2 18.3
Recurrent 14.9 13.9 13.5
Public investment 5.9 5.5 5.0
Fiscal deficit 6.5 5.9 6.0
Public debt 79.2 78.3 75.5

Source: CBSL, Annual Report, various years.

Despite these improvements in overall
macroeconomic indicators, Sri Lanka's fiscal
situation remains fragile. This stems largely from lack
of progress on two fronts; rationalizing and
streamlining government expenditure at all levels,
and reversing Sri Lanka's deteriorating government

revenue collection.

Current expenditures stand at well over 110 per cent
of GDP and its composition - primarily made up of
salaries and wages, interest payments on public
debt, and transfers and subsidies - has hardly
changed over time, underlining the lack of
meaningful reform efforts in public finance
management (Table 2.3). These relate especially to
public sector reform initiatives and welfare measures.
Sri Lanka has a large and growing cadre of public
sector employees, estimated to account for 15.3 per
cent of the total employed in 2014. In addition, Sri
Lanka continues to implement a host of subsidies
and transfers where issues of targeting and the
effectiveness of outcomes in welfare programmes
(e.g., Samurdhi) or subsidies (e.qg., fertilizer) have
been subject to considerable debate. In addition,
public finances are heavily burdened by a non-
contributory pension scheme, whilst at the same time
leaving a large share of Sri Lanka's elderly and
vulnerable population without adequate means of
social protection. Without rationalizing current
spending patterns, the country will be hard pressed

Table 2.3
Select Expenditure Shares

[ r==ED =]
% of current exp. (%)
Salaries and wages 32.0 32.0 33.3
Interest payments 27.4 376 33.0
Subsidies & transfers 26.3 20.9 213
% of GDP
Education exp. 2.7 19 19
Health exp. 2.0 1.3 1.4
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Figure 2.4
Treasury Contingent Liabilities
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Source:  CBSL, Annual Report, various years; and Ministry of Finance,
Annual Report, various years.

to focus on areas such as education and health,
where spending as a share of GDP has declined.

There has also been no progress in halting losses
incurred by state-owned enterprises (SOES) in Sri
Lanka. Since 2005, there has been a clear policy
reversal with further privatization efforts ruled out in
favour of 'restructuring' SOEs. However, SOEs
continue to makes huge losses, especially the larger
corporations such as the Ceylon Electricity Board
(CEB), Ceylon Petroleum Corporation (CPC) and
Sri Lankan Airlines (Table 2.4).

Sri Lanka's Fiscal Management Responsibility Act
of 2003 capped direct borrowing by state entities
with Treasury guarantees - treated as a contingent
liability - to 4.5 per cent of GDP. This was
subsequently amended in the Budget 2013 and
raised to 7 per cent. The move to encourage state
enterprises to resort to direct borrowing is mooted
on the grounds that government guarantees will
ensure better terms and conditions, and enable the
government to ensure that they fulfill prudential
requirements if they wish to obtain such guarantees.
However, there are significant downside risks in view
of the poor financial performance of most SOEs. It
is likely that on their own balance sheet and financial
rating, without the unfettered support of government

14

Table 2.4
Operating Losses of Select SOEs

CEB

-62.1 24.6 -11.7
CPC -89.6 -79 17
SriLankan Airlines -27.0 -28.6 -29.0

guarantees, many would not be able to raise the
volumes of funding needed. In addition, the risks
multiply when such funding is obtained from other
state-entities such as state-owned financial
institutions. As seen in Figure 2.4 contingent
liabilities have increased sharply from 1.6 per cent
of GDP in 2006 to 5.7 per cent of GDP in 2014
heightening systemic risks for overall fiscal stability.

If performance of public finance management on the
expenditure front has been mixed, fiscal
performance on the revenue front has clearly failed.
Revenue as a share of GDP has declined
persistently despite rising per capita income. A part
of the reason for low tax revenue generation is
perhaps to do with the changing structure of the Sri
Lankan economy, where many of the country's large
services sector tends to be informal and cash-based.
Unless tax administrative structures are efficient and
effective, collection of tax revenues becomes harder.

Operating Losses for 2014
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The inability to reverse a weakening revenue base
comes despite a number of recommendations to
address tax administration and policy issues as per
the Presidential Taxation Commission report of 2010.
The implementation of reforms at best has been ad
hoc and incomplete.

Rising expenditures and declining revenues have
seen Sri Lanka rely increasingly on foreign borrowing
for budgetary support. Where domestic borrowing
implies a higher interest rate as the government
competes with firms for limited investment funds,
the effect is muted when a country accesses foreign
capital, because the budget deficit can be financed
from abroad.

2.3.1 Deficit Financing and External
Debt

Sri Lanka obtained a sovereign credit rating in
December 2005 with the express purpose of tapping
international financial markets. Between 2007 and
2014, the country issued seven sovereign bonds to
the tune of US$ 5.5 billion. This was accompanied
by an incremental opening up of the government
securities market to foreign investors. The threshold
limit of 5 per cent of Treasury bonds outstanding
introduced in 2006 was relaxed to 10 per cent in
2007. In 2008, Sri Lanka opened its Treasury bill
market to foreign investors with a threshold limit of

Figure 2.5

10 per cent. In December 2011, the threshold limit
was further expanded to 12.5 per cent of outstanding
Treasury bills and Treasury bonds stock. Sri Lanka
also tapped bilateral loans, particularly from the
Export-Import (EXIM) Bank of China to fund large
infrastructure projects including roads and
transportation, power and energy, and ports.

Deficit Financing and Government External Debt
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Source: CBSL, Annual Report, various years.
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Regulations governing foreign borrowing by Sri
Lanka's private sector have also been eased to
encourage private firms and commercial banks to
tap foreign sources for funding.?2 In addition, two
development banks (DFCC and NDB) were given
special dispensation to raise foreign loans without
having to bear the related exchange rate swap costs.
These sources provide the government with an
indirect source of foreign borrowing through on-
lending activities of the financial institutions. In effect,
however, such borrowing amount to proxy borrowing
by the government, with added risks of multiple
parties exposing their balance sheets to
international capital markets.

Thus, Sri Lanka has increasingly come to rely on
foreign financing to bridge its fiscal deficit (Figure
2.5).This has brought about two significant changes
to the country's external debt profile. In the first
instance, while total government external debt has
remained relatively flat, the country's total external
debt-to-GDP ratio has risen sharply (Figure 2.5). A
part of this debt is non-sovereign backed debt
incurred by private corporates and banks relying on
corporate balance sheets, and is not under the
purview of the government.

A second notable feature is that even though the
government external debt-to-GDP ratio has
declined, the composition of that debt has changed
dramatically with the shift to more costly non-
concessional and commercial sources of borrowing.
Where these accounted for just 7 per cent of total
outstanding government external debt in 2006, by
2012 it had come to account for more than 50 per
cent. Thus, Sri Lanka's external debt servicing
obligations are set to rise significantly in the
foreseeable future as a result of high cost external
borrowing.

In principle, governments can justify borrowing for
capital investment on the grounds that better

infrastructure holds the potential to raise a country's
medium to long-term growth prospects, enabling
higher volumes of revenue to be generated that will
allow debt obligations to be met comfortably. The
key to such a strategy of course is that investment
decisions are taken after a careful assessment of
the returns on such investments - i.e., to use debt
financing only for projects that generate returns
higher than the interest to be paid on related debt. It
must also be kept in mind that capital investments
with high operational and maintenance costs
generate additional fiscal burdens down the road.

Thus, the return on investments financed by debt
matters, particularly when it is foreign denominated
debt. Much of Sri Lanka's public investment is being
channelled to infrastructure such as roads, ports,
airports, etc., where such investments may not
generate the necessary foreign earnings flows to
service the debt in the short to medium term. The
most prudent course is to ensure that foreign
currency denominated debt is confined as much as
possible to projects that can, either directly or
indirectly, generate the foreign exchange needed to
service the debt, whilst all possible efforts are made
to mobilize domestic resources.

Total External Debt

n

o 57.4% G
9) D
[42.4% | p

2014

2006

2 The Budget 2013 proposals permit LCBs and corporate entities to borrow up to US$ 50 million and US$ 10 million, respectively, each year
for three years without the approval from the Department of Exchange Control.
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Clearly, the means through which the fiscal deficit
is financed today has implications on debt
management and economic stability in the medium
to longer term. The direction of overall trends on
the fiscal policy front in conjunction with other key
indicators suggests strongly that significant changes
are required. High cost external debt is being
accumulated while government revenues continue
to decline; higher GDP growth through externally
debt financed public investment spending is not
coming via an export surge, requiring debt to be
rolled over continually. Cost-effective debt rollover
hinges on two critical factors - i.e., prevailing
domestic macroeconomic stability and global
financial conditions. If either or both of these are
unattractive, costs of rolling over external debt can
rise substantially.

2.4 Monetary Policy and
Exchange Rate Misalign-
ment

In the presence of a growing foreign currency
denominated debt portfolio, a depreciating currency
leads to a growing public debt to GDP ratio.
Conversely, an appreciating currency can lead to a
lowering of the ratio, as Sri Lanka has witnessed to
some extent in recent years. However, a real
appreciation of the exchange rate can lead to a
deterioration in the current account, whereby any
gains on fiscal indicators becomes a temporary
phenomenon. That is, in order to restore external
sustainability, a country may have to undertake a
real devaluation that once again leads to a sudden
jump in the public debt-to-GDP ratio. Indeed, when
countries resort to external borrowing, the trade-off
between fiscal conditions (debt) and exchange rate
management can constrict macroeconomic policy
space considerably.

Inflows of foreign capital associated with higher
volumes of borrowing then spills over into the
conduct of a monetary and exchange rate policy
management. Sri Lanka has witnessed the above

tensions in coordinating macroeconomic policy, the
failure of which brought about significant instability.

Inflows of capital typically prompt central banks to
intervene in the foreign exchange market. This may
be to avoid volatility in exchange rate movements,
and to prevent an undue appreciation that hurts
export competitiveness. In 2010, for example, as
capital inflows were mopped up in order to target
the exchange rate, the build-up of foreign exchange
reserves saw the domestic monetary base expand
(Figure 2.6). An expansion in the monetary base
without a corresponding increase in production holds
potential inflationary consequences.

To compound matters, the CBSL used both
regulatory tools and moral suasion to persuade
banks to lower interest rates from mid-2010 in order
to boost Sri Lanka's immediate post-war economic
recovery. A sharp increase in credit growth,
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Figure 2.6
Monetary Indicators
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particularly in sectors such as consumption, began
to fuel inflation and precipitated the imposition of a
mandatory ceiling on commercial bank credit growth
in January 2012.

Cheap credit stimulated an import surge that was to
be even more damaging. As the trade deficit
expanded and the current account deficit increased
to 7.8 per cent of GDP in 2011, the CBSL opted to

Figure 2.7
External Sector Indicators
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draw down official reserves in defence of the
currency at a pre-determined 'fixed' rate. By February
2012, the country was teetering on a balance of
payments crisis, exactly three years to the date that
it last approached the IMF for a bailout package after
a similar untenable defence of the currency. A BOP
crisis was averted only after a series of policy
reversals in March 2012, the most important of which
was a sharp devaluation of the rupee.
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The relatively inflexible exchange rate policy stance
is hurting exports - the very sector that needs to
generate foreign exchange earnings if Sri Lanka is
to service its growing external debt comfortably.
Instead, capital inflows have distorted the exchange
rate artificially - where a real appreciation is
occurring against the fundamentals of a weak
external current account position - leading to an
appreciating real effective exchange rate (REER)
and hurting export competitiveness.

Thus, Sri Lanka is more exposed today to external
shocks as its external debt and related indicators
such as the external debt service ratio rises (Figure
2.7). Where a sizeable volume of official foreign
reserves might have provided comfort as a buffer,
the fact that the bulk of reserves is also made up of
foreign borrowings is a downside. The purchase of
government debt by non-residents and purchase of
international reserves by governments are both pro-
cyclical. During good times with lower default risk,
governments may be tempted to borrow more. In
the event of any shock to the economy, governments
will be forced to cut down on borrowing and use
available reserves to smooth out consumption.
These conditions can result in a collapse of both
the purchase of government debt by foreign
investors, as well as the ability of governments to
raise foreign borrowings, leading to external crises.

Having restored exchange rate stability after a
devaluation of over 17 per cent in the first half of
2012, the CBSL turned its attention to aggressively
ease monetary policy once more from end- 2012.
The measures adopted include cuts to policy rates,
slashing of Statutory Reserve Requirement (SRR)
of Licensed Commercial Banks (LCBs), reductions
to penal rates of interest charged on all loans and
advances by LCBs, etc. However, as evident from
Figure 2.6, despite the steady drop in interest rates,
credit growth to the private sector remained
stubbornly low.

The reasons for the overdue credit pick-up are
perhaps partly explained by the doubling of credit

growth to the private sector during 2009-12. It is not
surprising that the credit overload of the past takes
time to work its way through the economy, deterring
fresh uptake in the interim. A second reason is
perhaps related to Sri Lanka's recent growth pattern,
dominated by non-tradable services sectors and
other industry sectors such as construction and
utilities. Many of these also have large state
involvement. Booming sectors where businesses
can plug-in investments is more limited than the
overall high GDP growth numbers would suggest,
as highlighted in the past by high credit uptake for
consumption. Thus, Sri Lanka's most recent episode
of monetary easing to stimulate growth, underscores
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the reality that such a policy stance helps only if the
economy is constrained by the money supply, and
is failing to follow growth in economic efficiency and
value added.

2.5 Economic Perfor-
mance 2015 and Outlook

The electoral outcome of January 2015 signalled a
change of course for the Sri Lankan economy on
several fronts. The mostimmediate was a slowdown
of some of the infrastructure development initiatives
of the previous regime, the implementation of
electoral pledges through a revised budget for 2015,
and enunciating a new economic policy direction
for the country.

That any new government would revisit Sri Lanka's
ambitious publicly funded infrastructure projects to
assess their economic viability and funding is to be
expected. Some key initiatives, such as the Colombo
Port City Expansion project undertaken by China,
were suspended as a result. There was also,
however, a more general slowdown in infrastructure
spending as fresh fiscal estimates were worked out.
The budget presented in end January 2015 delivered
on many of the pre-election promises such as a

Table 2.5
Fiscal Outcomes (Jan-June 2015)

Budget Estimates (% of GDP)
2014 2015°

Revenue 12.2 14.6
Current exp. 13.5 13.5
Public investment 5.0 6.2
Overall deficit 6.0 4.6
Financing
Foreign 2.1 2.2
Domestic 3.9 2.4

reduction in fuel prices and an increase in public
sector salaries and pension payments, whilst
attempting to introduce new revenue generating
measures by way of one-off taxes on private
businesses, imposition of a 'mansion tax' on
housing, etc., to meet additional expenditure
commitments.

Fiscal policy management has run into difficulties
as proposed new revenue measures failed to be
placed before Parliament after the defeat of a
government move in April 2015 to raise Treasury bill
borrowing limits. With current expenditures rising,
capital spending has borne the brunt of cuts (Table
2.5). Financing of the deficit has also changed in
the interim, with net domestic financing of Rs. 444
billion during January-June 2015 exceeding the Rs.
341 billion total net domestic financing for the entire
year in 2014. As the government tapped the domestic
market for funds, net credit to the government
expanded, outstanding liquidity shrank and interest
rates began to nudge upwards (Figure 2.8). The
impact on interest rates was partly subdued owing
to the low demand for credit by the private sector in
view of anticipated Parliamentary elections and
associated uncertainties.

Fiscal Outcomes (Rs. bn.)

2015° Jan-Jun 2014 Jan-Jun 2015
141 536 605
14.2 637 769

4.6 278 223

4.4 371 401

2.2 129 -41

2.2 242 444

Notes: a: Estimates presented in Oct. 2014; b: Revised estimates presented in Jan. 2015.

Source: CBSL, Annual Report, various years; Ministry of Finance.
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Figure 2.8
Net Credit to Government, Outstanding Liquidity and Interest Rates
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Source: CBSL, “Weekly Economic Indicators”, various issues.

The government was forced to tap

domestic financing not only because of the

failure to implement new revenue H : :
measures, but also as a result of NEt DUmEStIC Fmancmg
slowdowns and delays in accessing foreign

financing. The rolling back of the

infrastructure push meant that the inflow ~ January - June 2015 January - December 2014
of funds by way of long-term loans declined
quite sharply in the first five months of 2015
(Table 2.6). In addition, the country
experienced some delay in issuing an
announced Sovereign bond placement.
This finally materialized in end May 2015
for US$ 650 million at a yield rate of 6.125
per cent with a 10 year maturity, slightly

above the last 10 year Sovereign bond
yield rate of 5.875 obtained in July 2012.

Table 2.6
Foreign Inflows (January-June)
Inflows to govt. (US$ mn.) External Current Account (US$ mn.)
2014 2015 2014 2015
Treasury bills & bonds 941.9 547.4 Trade balance -3,535.2 -4,085.8
Sovereign bonds 1,500.0 650.0 Remittances 3,360.0 3,432.7
Long-term loans 1,002.2 490.8 Tourism 1,157.9 1,321.4

Source: CBSL, “External Sector Performance”, various issues.
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In the first half of 2015, there has been a significant
slowdown of foreign capital inflows overall, as well
as a deterioration in the trade deficit (Table 2.6).
Inflows from foreign investment in Treasury bills and
bonds and long-term loans to the government
declined sharply. The trade deficit in the first half of
2015 weakened by over 15 per cent; the more
serious is the slow contraction in export earnings of
0.6 per cent over the same period. Earnings from
worker remittances have also slowed to a low 2.2
per cent in the first half of 2015 compared to 10.5
per cent growth in the first half of 2014. Thus, Sri
Lanka's current account is also under pressure.

External sector developments have had an inevitable
impact on the exchange rate. However, the currency
has been allowed to depreciate by only around 2
per cent, with CBSL intervention in the foreign
exchange market through a drawdown of official
reserves. By March 2015, reserves were recorded
at US$ 6.8 billion, sufficient for 4.2 months of
imports, relative to holdings of US$ 8.2 billion at end
2014 (5.1 months of imports). In addition to
supporting the currency, reserves were also used
for immediate foreign debt settlements. Official
reserves were augmented with a US$ 400 million
swap arrangement with the Reserve Bank of India
(RBI) in April 2015, a Sovereign bond issue in May
2015 and a further swap agreement with RBI for US$
1.1 billion in July 2015. At end June 2015, official
reserves stood at US$ 7.5 billion, sufficient for 4.5
months of imports.

Figure 2.9

Movements in Exchange and Inflation Rates
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In contrast to higher domestic borrowing by the
government, upward pressure on interest rates and
depreciating pressure on the exchange rate, Sri
Lanka's consumer price inflation captured by the
Colombo Consumer Price Index (CCPI) has been
on a sharp downward trend, with the annual inflation
rate edging to a low 1.3 per cent by July 2015 (Figure
2.9). However, Sri Lanka's low inflationary
environment is unlikely to persist if the current
subdued economic activity reverses in the fourth
quarter of 2015 pursuant to a stronger political
outlook following Parliamentary elections.

In the first half of 2015, the lack of a clear policy
direction on the economic front is taking a toll on Sri
Lanka's economic growth prospects for 2015. First
quarter 2015 GDP estimates suggest that economic
growth slowed to 6.4 per cent relative to a growth
rate of 7.6 per cent in the first quarter of 2014. The
sharp deceleration in construction sector growth was
to be expected; what appears to be a more general
slowdown in productive economic sectors such as
manufacturing, and transport and communications
is, however, of concern.

Sri Lanka's growth outlook for 2015 is thus set to
moderate. At the same time, the Department of
Census and Statistics (DCS) has undertaken a
re-basing of national account estimates that is likely
to re-set the country's medium to long-term growth
projections once the revised methodology is
finalized (Box 2.1).

Inflation Rates
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Source: CBSL, “External Sector Performance” and “Monetary Policy Review”, various issues.

22

STATE OF THE ECONOMY 2015



STATE OF THE ECONOMY 2015

Box 2.1
Re-basing Sri Lanka’s GDP

Sri Lanka’s Department of Census and Statistics has undertaken a re-basing of its national account estimates. The most
current approximations are based on 2002 production and consumption patterns. Over time, this one-year snapshot of the
economy becomes less accurate and can lead to overestimation of traditionally dominant sectors such as agriculture and
underestimation of newer sectors, especially those in the services sectors. The IMF statistical division recommends a change
of base year every fifth year. Sri Lanka has not done so since 2002 suggesting that the previous GDP framework underestimated
economic activity. The re-basing uses 2010 as the new base year, and includes expanded coverage of economic activities
through information collected by various censuses. This, together with other changes such as the adoption of the 2008
System of National Accounts, re-classification of economic activities as per the International Standard of Industry Classification
(ISIC), etc., will also mean changes in the sectoral composition of GDP. In total, the old and new national accounts will not be
comparable.

While data challenges remain in any attempt to compile national accounts, additional complexities exist to accurately estimate
the size of Sri Lanka’s significant informal economy. Notwithstanding such weaknesses, a regular re-basing exercise is
extremely useful to provide a clearer picture of an economy’s size and structure and allow a better planning of longer term
growth and development options.

Absolute GDP Estimates
GDP at Market Prices (Rs. mn.) |GDP at Constant Prices (Rs.mn.)
2002 2010 2010
Base Base Base
2010 5,604,104 6,413,668 6,413,668
2011 6,543,258 19,106 6,952,720
2012 7,578,555 8,732,463 7,588,517
[2078 | 8674228 | 9592125 | 7846202 |
2014 | 9,742,240 | 10,291,581 | 8,195,979
Source: DCS.

The DCS' statistical exercise has produced revised nominal and real GDP estimates for Sri Lanka for the period 2010-14. At
the aggregate level, the re-basing exercise suggests that share of agriculture in GDP is smaller and that of industry is larger
than previously estimated, and that the Sri Lankan economy continues to be a services sector dominated one. This is not
surprising in view of expanded activities involving sectors such as telecom, information technology, etc., that is better captured
with fresh sources of data.

The re-basing also shows that the absolute size of the Sri Lankan economy in 2010 was larger by over 14 per cent than
previously estimated. Nominal GDP re-basing produces cosmetic changes, with some changes in key indicators; for example,
Sri Lanka’s per capita GDP has risen to US$ 3,795 in 2014 from the previously estimated US$ 3,625 as a result of the re-
basing. At the same time, the increase has not been sufficiently large to significantly impact fiscal deficit-to-GDP or public
debt-to-GDP ratios, and as such, holds limited broader economic consequences.

GDP Growth Estimates

GDP Growth (%) Price Change (%)
2002 2010 CCPI Old GDP | New GDP
Base Base Deflator | Deflator
2011 8.2 8.4 6.7 7.9 3.8
2012 6.3 9.1 7.6 8.9 10.8
2013 72 3.4 6.9 6.7 6.2
2014 74 4.5 3.3 5.1 2.7

Source: DCS.

The new estimates matter if GDP growth rates are an important consideration for governments. Slower real growth after a re-
basing exercise is a fairly common and accepted occurrence as witnessed in many of the African countries that have done
similar exercises. This is because with economic growth, changes in relative prices are to be expected; in effect, re-basing of
real GDP means adopting a new set of reference prices to value output in each year. If there has been fairly strong economic
growth and relative prices have changed, then almost certainly the first year will have a higher measured real GDP when
national accounts are re-based. With a higher initial level of GDP, the growth rate can turn out to be smaller.

What is puzzling in Sri Lanka’s re-based real GDP growth is that even as output moves to a higher base in 2010, significantly
high growth rates are recorded for 2011-12, followed by a sharp decline; indeed, growth appears to have shrunk from 9.1 per
cent to 3.4 per cent year-on-year during 2012/13. Thus, Sri Lanka’s real GDP growth after re-basing — measured by reference
to the prices and structure of the economy in 2010 — appears to have grown at sharply varying rates in subsequent years.

The DCS has devised a GDP implicit price deflator with a revised base year of 2010 — with weights assigned to capture price
changes and derive constant value added. The new GDP deflator shows significant volatility against not only the old GDP
deflator, but also against the consumer price index, CCPI. Clearly, the data and methodology employed in re-basing Sri
Lanka’s GDP estimates need further study and clarification, but going forward, what the preliminary data seem to suggest is
that the country is set to experience a slower rate of economic growth because of the revision, and resultant larger GDP base.




2.6 Conclusion

Just as today’s policy focus on taxation, spending,
deficits, and debt affect current economic growth,
they will also have an equally, if not more important
bearing on economic growth and stability in the long-
term. Sri Lanka’s unabated practice of competitive
populism ensures that political parties routinely
discount the economic costs of electoral promises
and handouts. The fiscal costs, and the related
broader consequences on macroeconomic stability,
are ignored.

With two closely contested elections in one year —
seven months apart — the impact of such profligacy
can be high. Sri Lanka’s fiscal situation is already
straining under additional expenditure commitments
undertaken following presidential elections in
January 2015. Similarly, in parliamentary polls,
election handouts are being offered as inducements
such as cost of living allowances to the public sector
workers, payments to school leavers, public sector
jobs for unemployed youth, etc. Even as the full cost
of such electoral pledges are realized, leading to
further weakening of fiscal consolidation efforts, Sri
Lanka will be called on to implement some tough
economic reforms for long-term macroeconomic
stability and sustainable growth.

The most pressing of these relate to tax and SOE
reforms. Sri Lanka has to focus on reversing
declining government revenues as a matter of
urgency. Recommendations to rationalize and
streamline tariffs, broaden the tax base and improve
administrative capacity of agencies involved in
revenue collection have already been studied and
proposed by the Presidential Taxation Commission
in its 2010 report. So far, the recommendations have
been implemented and applied in an ad hoc manner,
and may need to be revisited once again in view of
the considerable time that has lapsed since the
report was finalized and submitted.

Similarly, Sri Lanka’s loss making SOEs need to be
restructured and better managed as a key priority.
Governments will fight shy of outright privatization
of SOEs in the face of considerable popular and
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political opposition. The opposition stems in part
from past mishandling of privatization initiatives that
have often been tainted by allegations of corruption,
and/or proven by the judiciary to have by-passed
laid down procedures and therefore nullified. Better
management of SOEs need not necessarily go down
the route of privatization; the options are many
through a spectrum of ownership structures that can
bring the public and private sectors together.

Aside from these two critical areas, there are other
outstanding public finance related issues that need
policy attention. These include rationalizing Sri
Lanka’s many transfer and subsidy schemes,
reforming the existing non-funded public sector
pension system, improving debt management, etc.
It is only from a thorough review that Sri Lanka can
reconsider how it taxes and spends in order to
support long-term development objectives. Fiscal
and monetary expansion is not interchangeable;
stronger public finances will allow fiscal and
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monetary policy to play independent roles to provide
an economic stimulus as and when needed.

A strong fiscal foundation can also have an important
bearing on a successful broader structural reform
effort. Sri Lanka has a long to-do list of reforms which
has been around for years without making much
headway. Fiscal consolidation will help compensate

potential losers of a reform initiative; by the same
token, it is more difficult to implement structural
reforms at the same time as tightening fiscal
budgets. Sri Lanka is already faced with the likely
prospect of slower economic growth and narrower
fiscal space in the near term; fiscal reforms should
start early before the situation becomes sufficiently
fraught to make reforms unavoidable.
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3. International Environment

3.1 Introduction

early eight years after the onset of the

global financial crisis (GFC), the world

economy continues to expand at a fairly
modest pace, with ramifications of the financial
crisis still visible in many countries. The recovery
has been slow and prolonged, with many advanced
economies still relying heavily on post-crisis
adjustments, and plagued by sluggish
unemployment levels, below target inflation rates
and geopolitical uncertainties. Among the
developed countries, US economic growth is
expected to be robust, with factors such as low
energy prices, strengthened balance sheets and
recovering housing markets expected to sustain
growth in 2015 and 2016." The Euro area on the
other hand has more problems to contend with in
the form of economic and political turmoil within
the region, whilst Japan too has seen an uneven
recovery, with consumption yet to show sustained
growth.

Among emerging and developing economies,
China's growth trajectory has changed as a result
of a managed slow down, targeting a more
sustainable rate of expansion. This has varying
impacts on other economies in the Asia-Pacific;
Australia, already impacted from falling commodity
prices, is likely to be hit further as China's growth
slows to a forecast 6.8 per cent in 2015 and further
to 6.3 per cent in 2016. On the other hand, India is
expected to out-perform China for the first time in
2015 with growth boosted by policy reforms following
electoral changes in 2014, rising investments and
lower oil prices. Another casualty of falling

commodity prices is Russia, already hit by
international sanctions. Overall, the global economic
outlook for 2015 is centred around changing oil and
commodity prices, geo-political uncertainties, and
stagnating and low inflation in developed countries.

International trade performance since the GFC has
been positive, but weak, attributed mostly to the
weak economic growth of advanced economies.
Overall capital flows too have been subdued with
weak macroeconomic and financial conditions of
many economies, slow growth of world trade and
deleveraging by banks affecting both demand and
supply of capital. While falling oil prices can be

TIMF (2015), “World Economic Outlook — April 2015’ IMF, Washington D.C.
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expected to increase the purchasing power of oil-
importing countries boosting trade on the one hand,
it can also have implications on the buying power of
oil exporting countries, though many of the oil
exporting Middle Eastern countries are cushioned
by high reserves. Countries exporting substitutes of
oil-based products too can be affected to an extent
with oil-based products becoming relatively cheaper
in the world market.

Figure 3.1

For Sri Lanka, the impacts of the current global
economic environment will be channelled mainly
through trade, capital, remittances and tourism. The
outlook for Sri Lanka's exports is not very positive,
given the challenges facing the country's main
export markets such as Europe, the Middle East and
Russia. On the import side, lower oil prices will ease
Sri Lanka's current account deficit, reduce pressure
on fiscal accounts and inflation. Remittances and
tourism too are expected to grow with no major
diversions expected for 2015. The world economic
environment and implications for Sri Lanka are
examined in detail in the subsequent sections of
this chapter.

3.2 Overview of the
Global Economy

3.2.1 Economic Prospects for Deve-
loped Economies

The world economy grew by 3.4 per cent in 2014
and is expected to grow by 3.3 per cent in 2015.
Although emerging and developing economies have
been driving world output since the GFC, advanced
economies are expected to grow more strongly in
2015 while growth in emerging and developing
economies are expected to be weaker (Figure 3.1)

Growth of World Output, Advanced and Emerging Economies (2008-2016)

World Output
—— Advanced Economies
—=u&— Emerging Market & Developing Economies

Real GDP growth

Note: 2015 and 2016 figures are projections.

- N
2008 2009 7 2010 2011 2012 2013 2014 2015 2016
-2
-3.4

Source: IMF (2015), “World Economic Outlook (July 2015)”, International Monetary Fund, Washington, D.C.

2 Ibid.
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Table 3.1

Projected Output for Selected Countries (2013-2016)

Projections
2013 | 2014 | 2015| 2016
14 | 1.8 21 24

Advanced Economies

us 22 | 24
Euro area -0.4 | 0.8
Japan 16 | -0.1
Canada 20 24
Emerging and Developing Economies 50 4.6
China 7.7 74
India 6.9 7.3
Russia 13 | 0.6
Brazil 27 | 01

2.5
1.5
0.8
1.5
4.2
6.8
75
-3.4
-1.5

3.0
17
1.2

2.1

4.7

6.3
75

0.2

0.7

Source:  IMF (2015), “World Economic Outlook (July 2015)”, International Monetary Fund,

Washington, D.C.

These developments however, are not the same
across-the-board; a striking feature among
advanced economies has been the growing
divergence between US and that of Japan and the
Euro area (Table 3.1).

In the US, growth was initially mediocre after the
financial crisis but its recent growth momentum has
been healthy, supported by positive shale and
energy developments and restructuring. The US
economy grew by over 2 per cent annually over the
past three years (see Figure 3.2). A concern
however, has been the slow rate of
employment creation, wages and low
inflation. The US unemployment rate which
was over 8 per cent in 2012 declined
steadily to 5.6 per cent by March 2015.
Nevertheless, the job creation has been
poor in the first quarter of 2015, raising
questions about the recovery. Furthermore,
the appreciation of the dollar is expected
to restrain growth in US exports in 2015
and 2016. However, its impact on exports
would depend on the rate at which the
dollar stabilizes and the situation among
trading partners.®

Consumer spending in the US is rising albeit at a
very slow rate. The growth in spending is supported
by continued job creation and increases in
disposable income but it has been sluggish due to
consumers opting to save more rather than spending
it. However, further analysis of personal consumption
expenditure patterns show that spending on

Projected GDP Growth for China
(2013-2016)

CHINA

3 UN (2015), “World Economic Situation and Prospects 2015’ United Nations, New York.
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durables has gone up while expenditure on non-
durables has fallen over the 2013-15 period (first
quarter). However, consumption expenditure on
clothing and footwear has generally been increasing
during this period (see Figure 3.3).

All'in all, despite growth moderating in recent times,
the US economy is expected to remain robust. And
it is likely that this positive outlook would drive the
US to normalize its monetary policy which in turn
would have implications for the rest of the world.*
As such, interest rates are expected to increase
during the latter half of 2015; this would have notable
repercussions on emerging economies that have
been the recipients of large capital inflows in recent

Figure 3.2

times. Nonetheless, emerging economies are better
equipped to handle a tapering of quantitative easing
(QE) with better reforms in place, larger reserves to
cushion the impacts and with experience learnt from
the past. On the negative side, capital outflow and
an increase in interest rate will raise borrowing costs
for both governments and the private sector.

Uncertainty on Greece's long-term place in the Euro
area, tensions between Russia and the West over
Ukraine, and deflationary pressures in some of the
European countries has created concerns over the
impact it might have on EU growth. Recovery of the
Euro area has been weak and faltering with risks of
prolonged low growth and low inflation still present.

US Output, Real Personal Consumption Expenditure and Unemployment Rates
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Source: US Bureau of Economic Analysis (2015), “National Data”; and US Bureau of Labour Statistics(2015), “Labour Force Statistics”.

Figure 3.3
US Personal Consumption Expenditure
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Source: US Bureau of Economic Analysis (2015), “National Data”.

4 Monetary policy normalization refers to steps undertaken to raise federal fund rates and other short-term rates to more normal levels

and to reduce the size of the Federal Reserve’s securities holdings.
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The strongest growth in

the EU in any quarter
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over the past 2 years has & '\Jn
been 0.3 per cent and an_* -
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per cent.

The strongest growth in any quarter over the past
two years has been 0.4 per cent and an annualized
growth of 1.1 per cent (Figure 3.4). While the
economic recovery of the EU is going to be bumpy,
the Euro area is predicted to grow at 1.5 per cent in
2015, driven by countries in the core such as in
Germany where domestic demand picked up as a
result of supportive monetary conditions, good
labour conditions and improved confidence. Stronger
exports stemming from a weaker Euro and
quantitative easing in the region are also expected
to support growth in the region.

Figure 3.4
Euro Area Real GDP Growth (2013-15)
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The growth trajectory of the world's third largest
economy, Japan, is of continuing concern. The
country was in recession for two quarters in 2014,
attributed to an increase in consumption taxes in
the country. While it came out of the recession in
the last quarter of 2014, the growth was lower than
expected, the main reason being the rather
mundane increase in household spending (0.3 per
cent).5 Whether Japan can maintain its growth rate
is largely dependent on consumption growth; there
was positive growth in the last two quarters, possibly
indicating that consumers are finally shaking off the
effects of the tax increase.®
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Source:  Statistics Portal (2015), “Growth of Real GDP in the Euro Area from 1st quarter 2013 to

1st quarter 2015”, www.statista.com/statistics/226122/qdp-
guro-area-compared-to-same-quarter-previous-year/.

rowth-in-the-eu-and-the-

5 WSJ (2015), “Japan Escapes Recession but Growth Misses Forecasts: Weak Consumption Points to Challenges for Abenomics’;, Wall
Street Journal hitp://www.wsj.com/articles/japan-q4-gdp-worse-than-expected-at-22-1424044641.

5 Ibid.
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3.2.2 Qutlook on Emerging
Economies: Will Growth Continug?

Despite a fall in growth rates over the past six years,
Asia has managed to maintain a growth momentum
of over 6 per cent during 2008-14. The most striking
feature is the slowdown of the Chinese economy,
driven by structural reforms, withdrawal of fiscal
stimulus and limitation of non-bank credit expansion.
China's growth rate of 7.4 per cent in 2014 is its
weakest in 24 years, with forecasts suggesting it
will fall to 6.8 per cent in 2015 - the first time in a
decade where the IMF forecast for the Chinese
economy is below 7 per cent.

The slowdown of the Chines economy is, however,
deemed to be a desirable and a healthy adjustment,
suggesting a more sustainable growth path. China
is seen to be embracing what is termed the 'new
normal’ - slower but higher quality growth. There are
nevertheless concerns on how the slowdown would
affect other economies. ASEAN countries are likely
to experience spillover effects via integrated supply
chains; the slowdown will be a further downside risk
factor for crude and copper prices; economic activity
in Latin America and Africa will weaken from low
demand for metal. However, it is noteworthy that the
slowdown comes from a big base; in 2014, China's
economic output was over US$ 10 trillion, making it
the only country to reach this feat after the US.
Factors such as a boost in consumption due to
healthy rise in wage rates - income in China
increased by 8 per cent in 2014 after adjusting for
inflation - is not expected to result in deep contagion
effects although they would be felt.

India on the other hand, is expected to maintain or
improve on its 2014 growth, backed by structural
reforms and an improved investment climate. With
a change of government, economic growth is high
on the priority list. Indeed, with forecast growth of
7.5 per cent in 2015, it is expected to be the world's

fastest growing emerging economy. With a half of
the country's population under the age of 25 years,
and with 12 million entering the labour force each
year, India is well positioned to reap the benefits of
a demographic dividend. It is poised to have the
world's youngest population by 2020 with an average
age of 29 years.” Whilst India is indeed a 'bright
spot' in the region, India is still far from the economic
power of China; India's economic output is around
US$ 2 trillion compared to China's US$ 10 trillion
output.

Other emerging economies are expected to grow at
a much slower pace, with Russia expected to grow

7 Ernst & Young (2014), “Reaping India’s Promised Demographic Dividend; Ernst & Young and Federation of Indian Chambers of Commerce

and Industry, New Delhi.
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7.5%

With a growth
forecast of 7.5
per cent for 2015,
India is expected
to be the world's
fastest growing
emerging
economy

® =l

2015

at a negative 3.8 per cent. Toward the end of 2014,
the Russian economy contracted due to a decline
in oil prices, depreciation of the ruble, high interest
rates and the impact of Western sanctions. In order
to protect key sectors of the economy and to provide
a cushion against a potential economic collapse,
the government announced an 'anti-crisis' plan in
January 2015. Both Standard & Poor's and Moody's
cut Russia's sovereign credit rating to junk status
citing the conflict in Ukraine, low oil prices and the
slide of the ruble. There is the possibility of further
sanctions as well from the US and EU member
states.

3.3 Policy Responses and
Outlook for Recovery

Although many central banks reduced interest rates
to encourage investment and boost economic
activity, the measures failed to spark a sustained
recovery. With near zero interest rates, conventional
monetary policy was ineffective, prompting central
banks and governments to adopt unprecedented
steps in the form of quantitative easing (QE). This is
an unconventional form of monetary policy employed
by central banks to pump money directly to the
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economy, where new money is created electronically
to buy financial assets like government bonds. The
expanded bank reserves in turn is expected to
encourage more loan growth to businesses and
people, boosting consumption and employment
growth over time.

The US Federal Reserve, the Bank of England and
the Bank of Japan pursued QE from early on,
achieving varying levels of success. In the US, QE
which started in November 2008 came to an end in
October 2014 after adding about US$ 4 trillion to
the Fed's balance sheet in four rounds of QE (see
Table 3.2). It was the largest economic stimulus
programme in world history. The UK started its QE
programme in early 2009 together with a reduction
in interest rates to as low as 0.5 per cent. It has
added a total of £375 billion to the economy since
the programme was initiated. The effectiveness of
QE is inconclusive, yet it does appear to have had
at least some modest success, particularly in the
US and UK which were early adopters of QE and
are currently doing better than most other advanced
economies.

Japan on the other hand - the first country to use
QE way back in 2001- started its recent QE
programme in April 2013 as part of a set of policies
popularly termed 'Abenomics'. The country initially
planned to add US$ 1.4 trillion, spending US$ 70
billion a month and doubling the country's money
supply. Japan's QE programme is large in scale,
considering the US$ 85 billion a month pumped by
the US Federal Reserve in an economy that is three
times as large as that of Japan. In 2014, with recovery
faltering, Japan expanded its QE programme
substantively in a bid to keep deflation at bay. There
are concerns regarding Japan's high debt levels and
the IMF has warned of potential risks of postponing
structural reforms.

More recently in March 2015, the European Central
Bank (ECB) embarked on QE, which will inject 1
trillion euro as a stimulus. The ECB will inject 60
billion a month by purchasing national government
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Table 3.2
Comparison of Quantitative Easing Programmes

| UK | e | US| Euozone |

Amount £ 375 billion ¥ 125 trillion $ 2 trillion € 836 billion

($ 4 trillion)® (€ 1140 billion)®
% of GDP 21% 26% 12% (25%) 9% (12%)
% of bond market 27% 16% 18% 14%
% of annual gross issuance 91% 69% 26% 54%

Notes: a: Amount refer to cash amount/market value rather than the nominal value of bonds bought; b: Including mortgage-backed securities
purchases; ¢: Including covered bonds, asset-backed securities, and European Institution debt. Amount refers to cash amount/market
value rather than the nominal value of bonds bought.

Source:  https://www.stratfor.com/analysis/how-quantitative-easing-differs-japan-and-europe

bonds from member states. There have been
debates on the channels via which QE stimulates
economies and one possible channelis ‘confidence.
Some economic signals in the first quarter of 2015
following the QE has been positive. Share prices
have risen since the announcement of QE and bond
yields have fallen sharply. There has been a steep
fall in the euro against the US dollar hence, with the
appreciating dollar affecting company earnings and
making the EU more attractive to US investors.
Furthermore, the weaker euro can stimulate exports,
thereby driving the region’s GDP; it will also raise
the import bill and help raise inflation.

However, QE alone will not be enough to sustain
recovery in the EU. Structural reforms that can
change labour and product markets and enhance
productivity and competitiveness in the region are
vital. For the EU, political hurdles in implementing
reforms across the member states are an ongoing
problem. Stringent fiscal austerity measures —
involving policies to reduce government spending
and/or introduce higher taxes with the objective of
reducing government budget deficits — have created
a ‘north-south’ conflict within the EU, most evident
from the sharp divisions and tensions in dealing with
Greece, Portugal and Spain. Greek debt
rescheduling and a possible exit from the euro are
adding to the uncertainty surrounding sustained

recovery in the Euro area (Box 3.1).
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Box 3.1
The Greek Crisis

Greece has approached the climax of its debt crisis - it defaulted on IMF payments, the first
developed country to do so; banks were closed for weeks to prevent bank runs; the Greek
government went for a referendum where the public strongly rejected the terms of a new
bailout; and EU countries had to take extensive measures to keep Greece from collapsing.
Despite the outcome of the referendum, on 16 July 2015, the Greek government had to accept
the reforms put forward by the other Euro zone countries to receive further bailout funds. IMF
estimates the financing needs through end- 2018 to be * 85 billion and debt in the next two
years to reach close to 200 per cent of GDP.

Greece became the center of the Euro area debt crisis following the 2008 financial crisis. In
October 2009, Greece announced that it had been understating its deficit figures for years
which shut them out from financial market borrowings and led them to near bankruptcy. In
order to avoid a financial meltdown, Greece was bailed out by the IMF, ECB and the European
Commission. These of course came with harsh conditions and resulted in steep tax increases
and budget cuts. Despite the funds, the Greek economy did not pick up with most of the funds
spent on repaying loans rather than being directed to the economy. The economy shrunk by a
quarter and unemployment rates spiraled to over 25 per cent. On the one side, as a country
party to the euro, Greece was not able to undertake certain measures to boost the economy
like any other country would - i.e., by depreciating the currency. On the other, creditors like
Germany maintain that Greece has not undertaken the required economic reforms.
Nevertheless, in exchange for a new bail out, Greece has agreed to what many consider to be
‘tough economic reforms': changes to the tax system and public pensions, overhaul of the civil
justice system, labour market reforms, etc.

The exposure of the global financial system to the crisis in Greece is expected to be contained
given that most investors and banks retracted their investments at the initial stages of the
crisis. Additionally, the situation in Greece has prompted other vulnerable economies like Spain,
Portugal and Ireland to overhaul their economies. Even if there is an exit from the currency
union, it is not expected to have contagion effects, given the safeguards put in place by Europe.

For Sri Lanka, the euro zone crisis will be felt mostly through trade as Europe is Sri Lanka's
largest export destination. The crisis will be felt largely in terms of the depreciation of the euro.
Partly attributed to the Greek crisis, euro's nominal effective exchange rate has depreciated by
10 per cent in the 12 months leading up to May 2015. A depreciation of the euro can translate
into lower export earnings for Sri Lanka, especially for the main export items like T&G and
seafood. Further depreciation can also affect the profit margins of Sri Lankan exporters to the
EU. The exposure of the Sri Lankan economy to the EU through other channels will be limited
with dependence of Sri Lanka on the EU for remittances assessed to be medium, low for FDI,
and low for aid dependence.

Source: ECB (2015), "The International Role of the Euro", European Central Bank, Germany; IMF (2015),
"Greece: An Update of IMF Staff's Preliminary Public Debt Sustainability Analysis", IMF Country
Report No. 15/186; Massa, I., et. al., (2012), "The Euro Zone Crisis and Developing Countries',
Overseas Development Institute, London.
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3.4 World Trade, Commo-
dity Prices and Financial
Flows

3.4.1 World Trade

Growth of world trade has been weak in recent times,
growing at an annual average of 3.4 per cent in the
2012-2014 period,® which is lower than average
growth of trade in the past 20 years (5.2 per cent in
the 1993-2013 period).® World trade growth slowed
to 3.4 per cent in 2014, pulled back by weakened
import demand and a stagnant Europe. The
slowdown is also attributed to structural factors
where slower expansions of global supply chains
and shift in demand to less-import intensive items
have made trade become less responsive to global
income changes. Further, growth in import
demand from developing countries was the lowest
since 2008. In 2015, trade is expected to pick up to
4 per cent but with high possibility of downside risks

Figure 3.5
Commodity and Food Price Indices
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arising from developing geo-political tensions, and
faltering economic recovery.

3.4.2 Commaodity/Oil Prices

The fall in commodity prices has been broad-based
with prices of energy, metal, minerals and
agricultural raw materials declining from the second
half of 2014. The drop in prices is due to ample
supplies, weak global growth prospects and an
appreciating dollar. The weakening in commodity
prices is expected to continue through 2015 before
a modest turn around in 2016. Oil prices saw the
most dramatic decline, while prices of other
commodities such as food also saw a fall (Figure
3.5).

Qil prices began to fall from the second half of 2014,
bringing to an end a four year period of stability.
The price of a barrel which was around US$ 105
over the past four years plummeted by more than
50 per cent, reaching below US$ 50 a barrel for the
first time since May 2009 (Figure 3.6)." This fall is

Food Prices

180
160
140

=100

o
=)
120
g 100
§
c 80
8
2 60
40
NNOOW®®oOO OO OO r~r~ AN N OO M T 0 W
eeeeee T I TITITTLT YL TN
C S €S5S 5535353535365 3
©
§5 8555358358585 858585

World Bank (2015), “Global Economic Prospects’; World Bank, Washington, D.C.
WTO (2014), “WTO Lowers Forecast after Sub-par Trade Growth in First Half of 2014, https://www.wto.org/english /news e/pres14 e/

Devarajan, S., and L. Mottaghi (2015), “Plunging Oil Prices; Middle East and North Africa Quarterly Economic Brief, World Bank,
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largely attributed to demand and supply factors -
domestic production of oil in the US has nearly
doubled in the past six years, recording the highest
oil supplies in 80 years in March 2015. Consequently,
countries such as Saudi Arabia, Nigeria and Algeria
which once sold oil to the US are now competing for
markets in Asia, pushing prices down. Furthermore,
oil production in countries like Canada and Iraq has
increased, adding to the supply glut. The refusal of
the Organization of Qil Producing Countries (OPEC)
to cut down on supply has also been a vital factor in
the sharp drop in prices. While some OPEC
countries have expressed their unwillingness to
reduce production citing fears of losing market share,
others argue that OPECs decision is an effort to
squeeze American shale producers.

Weak global demand from the European, Asian and
Latin American markets, and the increasing use of
energy efficient and less oil intensive energy
consumption which has resulted in reduced oil-
intensity of global GDP are some of the demand
factors which have contributed to low oil prices.
However, unlike in the 2008 oil price crash, this time
around, prices have been pushed down mainly by
supply factors.

Figure 3.6
Brent Monthly Prices (dollars per barrel)
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The impact of lower oil prices will be mixed with wide-
ranging direct and indirect impacts on oil producing
and oil importing countries. Understandably, oil
producing economies will face financial and other
economic challenges such as higher job cuts. On
the other hand, oil importing economies will benefit
from improvements in their current accounts through
lower oil bills and fiscal accounts via lower fuel
subsidies. However, the implications are likely to be
more complex; some oil producing countries are also
important export markets for many other countries,
and see lower demand for their goods and services
as a result. Lower oil prices may also lead to lower
prices of substitutes (e.g., synthetic rubber will be
cheaper than natural rubber and exporters of the
latter can be negatively affected). Some oil producing
nations such as those of the Gulf Cooperation
Council (GCC) are also important sources of finance
in the form of aid, investment, remittances and
tourism revenue. On the other hand, they have ample
reserves and are in a much better position to cushion
any adverse impacts.

Predicting the oil market is not straightforward given
the supply/demand, geo-political and other factors
that could affect prices. However, prices are
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expected to rise in the latter half of 2015; the World
Bank predicts oil prices to average at US$ 53 per

Table 3.3
Global Capital Flows®

barrel in 2015, with prices expected to rise only
modestly in 2016 by about US$ 4 per barrel.*?

3.4.3 Cross Border Capital Flows

Global cross border capital flows, especially from
the banking sector which increased markedly in the
decade before the financial crisis, have declined to
about one-third their size in 2007."® Capital flows
from all channels, except that from FDI, have
reduced compared to pre-crisis levels (Figure 3.7).
The reduction has come mainly from lower lending
by banks and a marked reduction in portfolio
investment in debt and equity securities (Table 3.3).
These reductions are attributed to weak
macroeconomic and financial conditions of many
economies which has affected both demand and
supply of capital, slow growth of world trade, and

Figure 3.7
Annual Global Capital Flows (2006-2013)2
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Source: Compiled from IMF (2015), “Summary of International Transactions”,
http://elibrary-data.imf.org/DataReport.aspx?c=23964394&d
=330618e=170784

% of GDP

Yearly Average

FDI 1.0 1.5 2.9 2.9
Portfolio investment 1.2 2.3 4.2 14
Other investment® 2.7 1.9 5.0 0.4
Reserves 0.8 0.5 1.2 1.5
Total 5.7 6.2 13.3 6.2
Notes:  a: Gross capital outflows; excluding financial derivatives; b: Includes

flows related to international banking transactions.
Source: James, E., ef al. (2014).

deleveraging by banks.' Direct investment flows
on the other hand, have remained relatively stable,
suggesting that it has been less volatile than other
sources of inflows in the aftermath of the crisis. In
terms of geographical distribution of capital flows,
almost the entire decline in capital flows is due to a
decreased lending among advanced economies,
especially within Europe.' Capital flows to emerging
economies have on the other hand, increased.

In terms of FDI flows, recent data indicate that 56
per cent of the global inflows were to developing
economies recording a new high of around US$ 700
billion (Table 3.4). A regional breakdown shows that
the increase was driven by developing Asia while
flows into Africa remained flat and flows to Latin
America and the Caribbean declined. Interestingly,
four of the five top FDI recipients in 2014 were
developing countries - China (US$ 128 bn.), Hong
Kong, China (US$ 111 bn.), Singapore (US$ 81 bn.)
and Brazil (US$ 62 bn.). Notably, FDI flows to
transition economies fell by over 50 per cent mainly
due to the conflicts and sanctions. India continues
to attract sizeable investments, the only South Asian
country among the top 20 host countries.

2 World Bank (2015), “Commodity Markets Outlook — January;, World Bank, Washington, D.C.
'® Broner, F. et al., (2013), “Gross Capital Flows: Dynamics and Rises’ Journal of Monetary Economics, 60(1): 113—133.
“ James, E., et al., (2014), “Cross-border Capital Flows since the Global Financial Crisis} RBA Bulletin, Reserve Bank of Australia.

s Ibid.
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Table 3.4
FDI Inflows, by Major Regions (2012-14)

US$ bn. 2012 2013 2014 Growth Rate
2013-14 (%)

World 1324 1363 1260 -8
Developed Economies 590 594 511 -14
Europe 310 225 305 36
European Union 282 235 267 13
North America 213 302 139 -54
Developing Economies 650 677 704 4
Africa 55 56 55 -3
Latin America & the Caribbean 178 190 153 -19
Developing Asia 414 427 492 15
West Asia 48 46 44 -4
East Asia 217 220 254 16
South Asia 32 35 43 23
South East Asia 116 127 151 19
Transition Economies 84 92 45 -51

Source: Adopted from UNCTAD (2015), “Global Investment Trends Monitor”, UNCTAD, Geneva.

Box 3.2
AlIB and BRICS Development Bank: Perceived Benefits for

Asia and Developing Countries

The last two years have seen the advent of two new multilateral lending agencies, the Asian
Infrastructure Investment Bank (AlIB) and the BRICS Development Bank. In October 2014, the
Memorandum of Understanding on establishing the AlIB was signed among 21 countries including
Sri Lanka who will now be a founder member of the AlIB. Initiated by China, 57 countries have
applied to be founding countries of the AlIB (including UK, Australia, India, France and Germany).
There has been however, a notable absence of support from US and Japan, who have flagged
concerns of standards and governance of the bank, but are probably more concerned with US'
strategic rivalry with China. The AlIB will nonetheless open up new channels of credit to finance
Asia's increasing infrastructure needs which an ADB study estimates to be US$ 800 million annually.
The statutory capital of the AlIB is US$ 100 billion. The bank's Articles of Agreement are expected
to be completed by end 2015.

In March 2013, the BRICS leaders (from Brazil, the Russian Federation, India, China and South
Africa) also approved the creation of a new development bank. The BRICS Development Bank is
expected to commence operations in 2016 with its head office in Shanghai. The focus of the BRICS
Development Bank is largely to mobilize funds for infrastructure and sustainable development
projects in BRICS and other emerging and developing countries.

The creation of these institutions can be expected to be a win-win situation. They will provide more
access and choice of additional resources for developing countries while exerting competitive
pressure on other multilateral agencies to improve their operations and governance. It would also
provide more space for other multilateral agencies to focus on development areas such as health
and education while the new banks could focus on infrastructure. Furthermore, there is a large
accumulation of reserves in Asia and the creation of AlIB would provide a platform for these funds
to be directed to infrastructure projects. It is hoped that such an institution would streamline loans
and grants already given by countries like China to developing countries, which are sometimes
critiqued as being opaque. It is vital that development finance from these organizations come with
terms and conditions which ensure transparency and proper utilization of funds.

Itis argued that the concerns of the US and Japan are the very reasons they should be part of the
AlIB - to ensure a strong foundation is laid for a healthy and professional regional bank; it might be
particularly important for Japan given the influence the AlIB is going to have in the region's future
economic architecture and security. It is only hoped that these multilateral agencies would be
complementary and cooperative rather than being a substitute to the existing multilateral lending
agencies.
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3.5 International Environ-
ment and Implications on
Sri Lanka

3.5.1 International Trade and Capital
Flows

Given the dependency of the Sri Lankan economy
on external trade, the future of the country's
economic growth and development hinges to a great
extent on its ability to strengthen its export
performance. In 2014, Sri Lanka's exports were just
above US$ 11 billion, growing at an annual average
of about 7 per cent over the past decade. However,
Sri Lanka's export performance since 2000 has not
been satisfactory with a sharply declining export-
to-GDP ratio - from 28 per cent in 2004 to a low of
14.8 per cent in 2014 - and falling shares in world
exports, indicative of its failure to keep up with
competitors (Figure 3.8).

Sri Lankan exports have also been gradually losing
out on the world market. Exports of Sri Lanka's
competitors like Vietham and Bangladesh who were
respectively, on par and behind Sri Lanka exporting
just US$ 2 billion and US$ 1.6 billion, respectively
in 1990, exported US$ 120 billion and US$ 30

Figure 3.8
Sri Lanka's Trade Performance (2004-2014)
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Exports of Sri Lanka’s competitors like
Vietnam and Bangladesh who were
respectively, on par and behind Sri
Lanka exporting just US$ 2 billion and
US$ 1.6 billion, respectively in 1990,

exported US$ 120 billion and US$ 30
billion worth products respectively in
2013 (compared to Sri Lanka’s US$ 10
billion exports in 2013)
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billion worth of products respectively in 2013
(compared to Sri Lanka's US$ 10 billion exports in
2013). Vietnam in particular has made significant
strides in increasing their export share in the world

Figure 3.9
Share in World Exports (2003-2013)
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6 Kelegama, S., (2014), “What Will It Take Sri Lanka to Build a World Class Export Economy’ presentation made at the CMA Annual
Conference, 19 June 2014, http://www.ips.lk/staff/ed/news/2014/18 06 2014 beyond fast tracking ips/world class export kelegama. pdf.
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market - from 0.27 in 2003 to 0.78 in 2013 compared
to a fall in Sri Lanka's world market share from 0.06
to 0.05 in the same period (Figure 3.9). In terms of
Sri Lanka's main export product of T&G, competitors
like Vietnam and Bangladesh have been able to
improve their market shares more strongly than Sri
Lanka in both the US and EU (Table 3.5). Similarly
in the case of tea, Kenya seems to be increasingly
penetrating Sri Lanka's key tea markets such as
Russia and Turkey.

Sri Lanka's lacklustre performance in exports cannot
be attributed to world market conditions, but appears
to be fundamentally homegrown. The export
structure which changed from a predominantly
agriculture base in the 1960s to a light manufacturing
base (exporting garments and rubber products) has
not seen any strong growth in other industrial
sectors. Furthermore, despite the long identified
need to diversify markets, this too has not changed
significantly over time - over 50 per cent of exports
go to the EU and US, although over the past decade
reliance on the US has reduced (Figure 3.10)."

Table 3.5

In analyzing the implications of the international
environment on Sri Lanka's trade, the positive
outlook for the US economy is encouraging given
that it is the second most important destination for
Sri Lankan exports - with T&G and rubber articles
being the main export products. On the other hand,
a still weak Euro zone is not heartening for Sri
Lanka's main exports to the region of T&G (46 per
cent of T&G exports), rubber (30 per cent) and fish
and crustacean exports (40 per cent).

The current economic environment of Russia and
the Middle East are also likely to have adverse
effects on Sri Lanka's exports. Around 75 per cent
of Sri Lanka's tea exports go to the Middle East,
North Africa, Russia and CIS countries. Economic
and political uncertainty in Sri Lanka's key tea export
markets like Russia, Iran and Syria, and sharp
currency depreciations such as that of the ruble have
already affected the country's tea export prices and
earnings (see Figure 3.11). Notably, tea is also the
country's fourth largest foreign exchange earner
after remittances, garments and tourism.
Furthermore, it is likely that the export price and

Performance of Sri Lanka and Competitors in Main Export Products and Markets

Export Market Year
Market Share 2012
USA 1.8 1.9 1.9 2.1 2.3

Garments Sri Lanka
Vietnam 8.0
Bangladesh | 5.4
EU Sri Lanka 1.2
Vietnam 1.5

Bangladesh | 6.5

Tea Russia Sri Lanka 42.6
Vietnam 5.3

Kenya 18.7

Turkey Sri Lanka 55.6

Vietnam 4.5

Kenya 13.2

Source: Calculated using ITC, “Trade Map” data, International Trade Centre, Geneva.

8.3 9.0 10.0 11.1
5.6 5.6 6.0 5.7
1.2 1.3 1.3 1.2
1.7 1.9 2.0 17
7.8 8.7 9.6 8.4
45.1 40.0 38.2 37.9
4.2 3.6 3.3 3.3
21.0 25.8 26.8 34.4
39.4 33.8 44.7 40.8
17.0 3.5 3.5 4.8
18.9 36.9 30.2 24.8

7 See Chapter 5 of this report on “Reforming Sri Lanka’s Trade and Investment Policies for Export Growth”
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Figure 3.10

Sri Lanka's Main Export Markets (2005 and 2014)
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Source: CBSL, Annual Report, Central Bank of Sri Lanka, Colombo, various years.

volume of natural rubber and related products would
see some decline in 2015 as synthetic rubber/
products would become cheaper as a result of low
oil prices. Earnings from tea have fallen in the latter
half of 2014 as well as in 2015. The fall in rubber

Figure 3.11

Germany

2014 4%
y

India
5%

EU
31%
UK
10%

earnings has however, been more pronounced,
declining by 36.5 per cent in 2014 due to reduced
demand for natural rubber and higher global

supply.'®

Export Prices and Earnings of Tea and Rubber (2013-15)
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8 CBSL, Annual Report 2014, Central Bank of Sri Lanka, Colombo.
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In terms of capital flows, the effects of a
normalization of US monetary policy on Sri lanka is
expected to be limited, given the country's rather
limited exposure to global financial flows via portfolio
investments and government debt securities.
However, Sri Lanka may be affected through higher
borrowing rates if it pursues with Sovereign bond
issues. The dispersion of investors for these
suggests that a majority are from the US; for
example, Sri Lanka's last US$ 1 billion Sovereign
bond issue in 2014 saw the US take 62 per cent,
Europe 26 per cent and Asia 12 per cent.

3.5.2 Remittances and Tourism

Remittances help reduce the deficit in the current
account and along with investments help increase
national savings. Remittances are Sri Lanka's largest
source of foreign exchange and continue to help the
country manage its current account deficit.
Remittance inflows have been increasing over the
years and amounted to US$ 7 billion in 2014 or 9.4
per cent of GDP. However, it must be noted that
remittance growth has slowed to an annual average
of around 9 during 2013-14 compared to 22 per cent
annual average growth during 2010-12. With
numbers of migrants and their skills composition
remaining relatively unchanged, increased inflows

Figure 3.12
Remittance Inflows (2005-2014)

to former conflict-affected households in the
immediate post-war period is perhaps a key reason
for the recorded higher inflows.

Global remittance flows to developing countries are
expected to moderate in 2015 owing to conditions
in Russia and tighter immigration controls in Europe.
However, there are no immediate risks to Sri Lanka
given that the Middle East continues to be the
predominant source of remittances, accounting for
over 55 per cent. The drop in oil prices is not
expected to dampen demand for migrant workers in
lower skill services sectors such as housemaids and
construction workers - the predominant sourcing of
workers from Sri Lanka.

Like remittance earnings, Sri Lanka's tourism
earnings have also shown strong growth in the post-
war period, with substantive investments in the
leisure industry and supportive infrastructure
development. Tourist arrivals increased to over 1.5
million in 2014, with earnings of US$ 2,431 million
(Figure 3.13). The largest tourist sending countries
for Sri Lanka at present are India, UK, Germany,
France and China. A notable feature has been the
sharp increase recorded in number of tourist arrivals
from China during 2013-14, claiming the third highest
source of arrivals after India and the UK.
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Figure 3.13
Tourist Arrivals and Earnings (2009-2014)
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3.5.3 Emerging Opportunities for
External Engagements

A change of government following the Presidential
election of January 2015 has signalled a shift in
approach to Sri Lanka's external engagements that
can hold implications for its strategic trade, finance
and investment initiatives. The signalling indicates
an effort to 'rebalance' Sri Lanka's relationship vis-
a-vis India and China, both in political and economic
spheres. On the economic front, where Sri Lanka's
economic relations with China have progressed
considerably in the recent past - from becoming the
largest source of development finance and funding
many large scale infrastructure projects to beginning
negotiations on a possible trade deal - Sri Lanka's
economic relations with India suffered a set-back
with the sidelining of the Comprehensive Economic
Partnership Agreement (CEPA) in 2008. While Sri
Lanka's political relations with China continued to
strengthen, relations with India became more
contentious as the latter voted for a US resolution
against Sri Lanka in 2012 and 2013 at the UN Human
Rights Council.

Re-affirming Sri Lanka's close political and
economic relations with India whilst maintaining
friendly ties with China seems to be the new
approach - signalled by a visit of an Indian Prime
Minister in March 2015 to Sri Lanka, the first in 28

years. At the same time, Sri Lanka has halted work
on some large Chinese investment projects - e.g.,
the Colombo Port City project worth US$ 1.4 billion
- and put other Chinese funded infrastructure
projects under close scrutiny. As the country aims
to strike a delicate balance between the two regional
powers, there are positive signals that proposed
trade deals with both countries will get renewed
policy attention.

Another signal in change of approach has been a
renewal of interest on the part of Sri Lanka to re-
apply for the EUs Generalized System of
Preferences (GSP-plus) trade concessions that were
withdrawn in 2010. In February 2010, the EU Council
of Ministers took the decision to withdraw GSP-plus
concession from Sri Lanka, citing shortcomings with
respect to the country's human rights conditions
stemming from the final stages of the war in 2009.
The EU offered to delay the withdrawal by a further
6 months in which it sought "tangible and sustainable
progress on a number of outstanding issues"
including a firm commitment to address 15 principal
outstanding issues. The Sri Lankan government
position was that the 'conditions' infringed on the
country's internal affairs and failed to respond to the
deadline, as a result of which Sri Lanka lost access
to the EU under GSP-plus concessions in August
2010.

Whilst Sri Lanka's exports to the EU continued to
grow even after the loss of GSP-plus, a resumption
of concessions which provide duty free access to
the EU will no doubt provide a boost to exporters
and assist the country in its development process.
In March 2015, an EU delegation visited Sri Lanka
to re-evaluate the country's eligibility, widely
considered to be dependent on a high degree of
commitment to improve on issues of governance,
rule of law and human rights. Even as Sri Lanka
gets ready for a sign-on, the country must not view
trade preferences - particularly preferences such as
GSP-plus that can be withdrawn unilaterally - as a
panacea for its export ills. Rather, should the country
regain preferential access to the EU, it should be
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used as a stepping stone to enter the market whilst
ensuring that exports will remain competitive with
or without preferential tariff treatment in the medium
to long run.

3.6 Conclusion

Baseline forecasts of international organizations
suggest that the advanced economies would
perform better than emerging economies with growth
in the latter slowing down. Nonetheless, there are a
number of complex forces that shape the world
economy. Macroeconomic risks seem to have
reduced, especially with the risks of a recession in
the Euro zone decreasing. However, financial and
geo-political risks seem to have risen, with large
movements in relative prices (i.e., commodities,
exchange rates) creating winners and losers; and a
possible crisis in Greece and turmoil in Ukraine and
the Middle East. With the Euro zone embarking on
QE, following other developed economies, monetary
policy is been exploited widely while there seems to
be limited space for fiscal policy.
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Developments of the world economy on Sri Lanka's
external trade will be mixed. As an oil importing
country, it will benefit from the fall in oil prices with
improvements in the current and fiscal accounts. The
improved economic outlook for the US and EU is
positive - albeit with slow recovery in consumption -
and will help Sri Lanka's major export industries.
However, this will be balanced by falling prices and
demand for some of the country's key exports such
as tea and natural rubber.

In recent years, Sri Lanka has been losing its share
in global exports and in some of its key export
markets. Given the country's small market size and
dependence on international trade for economic
development, it is only prudent that Sri Lanka
undertakes measure to boost its export
competitiveness and exportable products. This will
require a strategic and focused national export
development plan that identifies and addresses both
demand and supply side constraints, as well as
institutional and regulatory obstacles in the way of
an attractive business environment for private
investors.
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4. Economic Reforms in Sri Lanka:
Political Economy and Institutional

Challenges

4.1 Introduction

he run up to Sri Lanka's January 2015
Presidential elections saw an
unprecedented wave of demand for political
and constitutional reforms. In the end, it was
contested and won over a mandate for reforms,
encompassed in a 100-day programme with the
abolition or scaling-down of executive powers of the
President under the country's Second Republican
Constitution of 1978 as the central focus of the
reform efforts. The passage of the 19th Amendment
to the Constitution in April 2015 with an
overwhelming majority - albeit on a less ambitious
scope than originally envisaged - was the first
significant milestone of the reform initiatives.

It is clear that constitutional and political reforms,
such as the 19th Amendment and the proposed 20th
Amendment to the Constitution to change the
country's electoral system, are the main pre-
occupations of policy makers at present. However,
social systems are complex and interconnected.
Therefore, reforms in one sphere cannot usually
generate desired outcomes without reforms in other
spheres. For instance, reformed political structures
require matching adjustments in economic systems
to generate efficient outcomes. In the long run, not
only political and economic reforms, but reforms in
other frontiers such as the social and environmental
will need to go hand-in-hand to achieve socially
desirable outcomes.

This chapter makes an attempt to examine the quest
for reforms that Sri Lanka appears to be engaged

in at present so that a better idea of the desired
direction of change can be gained. While it attempts
to touch the broader issues of reform covering
political, economic, social, and environmental
dimensions, the main focus is on economic reforms
- the directions of which are less certain at the
moment. It asserts that besides adjusting to match
reforms in the political system, there are also
longstanding calls for reform in the economic system
itself. Hence, the chapter has a more ambitious goal
that extends beyond examining the economic
implications of ongoing political reforms. The chapter
begins by highlighting the direction of ongoing
reforms in the political frontier. Subsequent sections
focus attention on the conceptual elements
underlying the dominant views on economic
reforms, and past experience of economic reform
efforts in Sri Lanka. Finally, it makes an attempt to
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demarcate the desired direction for reforms in the
economic system and complementary changes in
other frontiers.

4.2 Demand for Reforms:
Present Context

The ongoing popular demand and debate over
reforms in Sri Lanka are most intense in the political
arena. These have been inevitably captured under
the popular slogan of 'good governance'. The
reformist agenda appears to be driven by five major
demands:

Strengthening the democratic structures of
government: Sri Lanka's Second Republican
Constitution of 1978 allows for a concentration of
power in the executive arm of the government,
paving the way for autocratic forms of governance.
Hence, reforms to reduce powers of the executive
arm by strengthening the other arms of government,
namely, the legislative and judiciary, and thereby
instigating checks and balances on the powers of
the executive arm has been a longstanding demand
of the Sri Lankan polity. The 19th Amendment
passed in the Parliament in April 2015 is primarily
intended to serve this purpose, by curbing the term
limit of the President to two, and allowing for the
establishment of a Constitutional Council to oversee
appointments to independent Commissions.

Promotion of human rights: The concentration
of executive power that lends itself to autocratic
forms of governance also erodes the safeguarding
of human rights. Hence, strengthening the rights of
citizens becomes an indispensable part of
democratization of government. The current demand
for reforms to strengthen human rights guaranteed
by the Constitution is a major pillar of the reformist
agenda.

Combating corruption: Corruption impedes the
social and economic progress. It affects all spheres

of governance, while the economic system suffers.
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It is argued that autocratic tendencies in political
structures of government allow corruption and
cronyism to creep in. Hence, the current demand
for combating corruption is closely connected to
democratic reforms. This demand is to be served
by setting up and strengthening institutional
structures to combat corruption and by reducing
political pressure and influence over them.

Ensuring rule of law: The concentration of power
within the executive arm has been instrumental in
reducing the independence of judiciary and law
enforcement agencies thereby leading to weakening
of the rule of law in the country. Hence, enhancing
the rule of law by introducing reforms that strengthen
the judiciary and law enforcement agencies is a
major focus in the current quest for political reforms.

Enhancing transparency and accountability:
Curbing the autocratic tendencies and corruption
on one hand, and enhancing human rights and the
rule of law on the other, are essentially dependent
on how transparent the governance process is and
how accountable are those vested with authority.
Hence, enhancing transparency and accountability
in governance structures are perceived as essential
components of reforms demanded.

Political forces mobilized by the above demands for
reform have recently passed the 19th Amendment
to the Constitution, aimed to serve many of the above
demands by altering the power structure of the
political system by reducing the powers of the
executive arm. Other legislative reforms that are
considered complementary to the 19th Amendment,
namely, the Right to Information Act (RTIA) and the
20th Amendment to reform the electoral system are
being pursued. The path to reforms is not smooth
and is being intensely contested by parties with
diverse interests. The experience of other countries
suggests that desired outcomes of political reforms
cannot be achieved through legislative enactments
alone, but depend largely on the steadfast
commitment of diverse sections of the polity to make
them practical realities.
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Sri Lanka's drive towards reforms, currently
spearheaded by demands for political reforms, does
not necessarily imply a positive momentum for
change in the economic sphere. Interestingly, some
economies that successfully transformed
themselves into centres of growth did so under
autocratic regimes backed by military, communist
parties or even monarchical systems at least in their
early phases of transformation. Some of them have
gradually adopted democratic systems later, but a
few are still under autocratic regimes. Low levels of
corruption, rule of law, transparency and
accountability are generally viewed as drivers of
economic growth, but in many countries, they were
also later achievements of transformed economies.
Overall, global experience suggests that democratic
political reforms do not necessarily provide an
automatic push for transforming countries into
economic growth centres. They could act as
catalysts for growth, but economies have to undergo
their own paths of reform which are not fully
independent of political reforms.

Today, economic reforms have to be enacted against
the backdrop of rapidly advancing information
technology (IT) and globalization that sets the pace
of economic, social and political relations around
the world. The conditions can be further complicated
by a declining quality of the environment around the
world and global threats, with potential for far
reaching consequences. Climate change, the
greatest of all externalities that humanity is
experiencing is showing its capacity for unleashing
damage on economies around the world. Hence,
complementary reforms in the social and
environmental also are necessary for social progress
in the current context.

Despite the fact that reform processes have already
gained a momentum in the political frontier in Sri
Lanka, in other spheres - economic, social and
environmental - public perceptions about desired
reforms appear to be vague. The aim of this chapter
is to explore the prospects for reform in these other
spheres, especially in the economic frontier,

although not in isolation from reforms in others. In
the next section, attention is focused on conceptual
elements of economic reforms. Considering the
relatively narrow meaning that reforms have
assumed under a neo-liberal discourse, a broader
definition of reforms is adopted later,
accommodating multiple dimensions of social,
political and environmental elements as a social

process.

4.3 Economic Reforms:
Conceptual Elements
and Practice

The term 'reform' implies amending a system which
is not performing satisfactorily. Hence, reforms are
demanded due to unsatisfactory performance of a
social system. The key objective of reform is
changing the system from poor to better
performance. Therefore, reforms are invariably
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associated with change. However, reforms are
distinguished from 'revolutions' that also brings in
change to social systems in terms of nature, scale
and intensity of change. Revolutions imply radical
changes that alter the fundamentals of a system. In
contrast, reforms are less dramatic, and involve
adjusting, fine tuning or addressing partial
imperfections of the existing system without radically
overturning it. At the same time, reforms imply
something far deeper than an isolated policy change
targeted at a limited segment of an economic or
political system. Thus, a package of streamlined
policies aimed at creating deep-rooted changes in
a system can amount to reforms.

In spite of broader conceptual implications of reforms
as a social process, the term has been used in
recent economic literature mostly to identify a set of
policy changes that have been advocated to remove
certain distortions - presumably introduced by
government involvement in economic activities - and
open up economies to free trade and capital flows.
Driven largely by what is coined as the 'Washington
Consensus', this formula inspired a wave of reforms
during the 1980s and 1990s across Latin America,
Asia and Sub-Saharan Africa which altered the
economic policy landscape in the developing world.
The collapse of the Soviet Union and the socialist
economic bloc further invigorated this process by
absorbing Eastern Europe and the former Soviet
Republics (the so-called second world) also as
‘economies-in-transition'. The message advocated
by orthodox economists, technocrats and political
leaders who championed this line of reforms is
'stabilize, liberalize and privatize'." The said course
of reforms was largely encouraged by the growing
recognition in the 1970s of failures associated with
heavy state involvement in the economies of
developing countries, contributing to the belief that
the cost of government failures could be
considerably larger than the cost of market failures.

The reforms of the 1980s and 1990s were largely
concerned with enhancing the efficiency of resource
allocation by reducing the role of the state in the
economy. Most economists in the neo-liberal camp
and policy makers shared a common conviction that
growth requires macroeconomic prudence, domestic
liberalization, and outward-orientation. Thus, the
core set of reforms revolved around fiscal deficit
reduction, realignment of exchange rates, lifting
controls on prices, deregulation of interest rates,
liberalization of financial sectors, reduction of tariffs
and other restrictions on imports. A reduction in the
role of the state also was viewed as essential for
achieving greater efficiency through reducing state
discretion, downsizing governments and
encouraging a greater role for the private sector.
Hence, reforms aimed at privatization, deregulation,
elimination of quantitative restrictions and licensing
requirements, dismantling agricultural marketing
boards and other forms of state monopoly became
central to the reform agendas of the 1980s and
1990s.2

Since the early 2000s, there has been a growing
emphasis on 'second generation reforms' which
have been advocated strongly by the Bretton Woods
Institutions. The second generation reforms aim at
creating a level playing field for all sectors and
implementing policies for the common good,
particularly social policies that will help to alleviate
poverty and provide more equal opportunities.
These reforms focus on four major areas:
¢ The financial system - paying greater attention
to the soundness of banking systems and
encouraging greater transparency, better data

dissemination and the liberalization of capital
accounts;

e Good governance - by reducing corruption,
encouraging transparency of public accounts,
improving public resource management and
the stability and transparency of the economic
and regulatory environment for private sector
activity;

' Rodrik, D., (2006), “Rethinking Growth Policies in the Developing World’ the Luca d’Agliano Lecture in Development Economics,

October 8,2004, Torino, Italy.

2 World Bank (2005), Economic Growth in the1990s: Learning from a Decade of Reform, World Bank, Washington D.C.
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* Composition of fiscal adjustment - reducing presumed by the neo-liberal camp can only be
unproductive expenditures such as military

spending and focusing spending on social ) N i
sectors; and when transaction costs are positive as observed in

achieved when it is costless to transact. However,

« Deeper structural reform - including civil the real world, institutions do matter. Institutions are

service reform, labour market reform, trade not merely government organizations as perceived
and regulatory reform, and agrarian reform. by many. Broadly defined, 'institutions are the
humanly devised constraints that structure political,

In spite of positive expectations by the proponents,

. economic and social interaction. They consist of both
the experience over nearly three decades of neo-

liberal economic reforms does not fully uphold their informal constraints (sanctions, taboos, customs,
faith. In practice, these reforms amounted to 'shock
therapy' in many countries, often resulting in heavy
public dissent which could not be completely ignored
by political authorities. Paradoxically, despite pro-
democracy claims of the proponents of neo-liberal
reforms, more autocratic regimes in developing
countries appeared to be better equipped to pursue
these reforms than their democratic counterparts
that count more on popular will. As a result,
regardless of the support of influential sections of
academics, policy makers and technocrats, the
outcomes of neo-liberal reforms have attracted
strong criticism and is still being debated
passionately by its proponents and opponents.

Criticisms have originated from within the economics
discipline as well as from outside. Many vocal critics
outside the economics discipline involve left-wing
political groups and thinkers and activists on social
and environmental issues. Within the economics
discipline, besides ever evolving debates for-and-
against government involvement in economic
management between various schools of thought
(e.g., new-Keynesian and new-classical), there are
well established theories concerning market failures
and market imperfections that justify government
involvement in economies.® Recent developments
in new institutional economics (NIE) offer arguments
that justify institutional interventions for establishing
and functioning viable markets, the very same
objective the neo-liberals have been striving to
achieve through their prescribed set of reforms. New

institutional economics shows that efficient markets

3 Infact, some criticisms from outside economics, e.g., on environmental issues, are supported by accepted economic theories concerning
public goods, externalities, common property and market failures.
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traditions, and codes of conduct), and formal rules
(constitutions, laws, property rights)'.4 Institutions
provide incentives and disincentives for people to
behave in certain ways and to structure economic,
political and social relations accordingly.

Institutions can be designed to serve markets in
several ways. Transaction costs of acquiring
information, enforcing property rights and inducing
competition can prevent the emergence of markets.
But effective institutions can reduce those
transaction costs. Properly designed institutions
channel information about market conditions that
help businesses, while facilitating governments to
regulate them effectively. Institutions define and
enforce property rights and contracts, determining
who gets what and when. Knowing one's rights to
assets and income and being able to protect those
rights are critical for market development. Institutions
can reduce the potential for disputes and help
enforce contracts. Institutions can also work to
increase and control competition in markets. On
the other hand, markets could fail when participants
engage in fraudulent or anti-competitive behaviour
and when transaction costs prevent the internalizing
of technological and other non-pecuniary
externalities. And they fail when incomplete
information results in moral hazard and adverse
selection.® Recognition of the wider role played by
institutions to ensure viable markets has led to a
broad understanding among economists today that
institutions do indeed matter.

Notwithstanding failures of and criticism over a neo-
liberal agenda of economic reforms, it has shaped
the policy thinking in economics significantly during
the last few decades. Among others, it established
the primacy of markets and private sector as the
engine of economic growth, replacing formerly held
views about government as the prime mover of
economic progress that had given rise to many
nationalization movements around the developing

world. It successfully supplanted inward looking
thinking held by nationalist political movements and
academic circles with outward-oriented views. The
practical experiences of East and Southeast Asian
countries that transformed themselves from agrarian
societies to modern industrial economies in a
relatively short period of time also invigorated the
support for market-friendly reforms around the world.
In practice, it encouraged the promotion of exports
and opening local markets for outside competition,
replacing protectionist import substitution strategies
with pro-capitalist views of growth as the mainstream
development thinking around the world practiced
earlier by many developing countries. Overall, the
neo-liberal economic reforms was largely
instrumental in replacing nationalist and egalitarian
views of social and economic progress backed by
nationalist and Marxist movements with pro-
capitalist views of growth as the mainstream
development thinking around the world. Unlike in
the 1970s when the first wave of liberal reforms was
introduced in the midst of the Cold War, there is no
prominent politically backed alternative to market-
friendly reforms at present. The entire world is
moving in the same direction, where the main
ideological battles are waged amongst various
schools of thought within the capitalist camp.

4.4 Sri Lanka's Experience
with Economic Reforms

In 1977, Sri Lanka was the first country to adopt
liberal economic reforms in South Asia, led by the
new United National Party (UNP) regime that came
into power after defeating the centre-left United Front
government headed by the Sri Lanka Freedom Party
(SLFP). By then, Sri Lanka had a nearly two
decades' experience of a strong nationalization
movement overseen by SLFP led coalition
governments. In many ways, 1977 was a watershed
year in Sri Lanka's political and economic history.
In the political frontier, the UNP regime introduced

4 North, D., (1991),” Institutions’ The Journal of Economic Perspectives, 5(1): 97-112.
5 World Bank (2002), World Development Report: Building Institutions for Markets, World Bank, Washington D.C.
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the Second Republican Constitution in 1978 - with
the declared objective of ensuring political stability
for accelerated growth - which the current wave of
political reforms aims to amend. In the economic
frontier, after more than two decades of dismal
economic outcomes under a protectionist inward
looking policy, the new government embarked on
an extensive market-oriented economic
liberalization process. The main strategy envisioned
by liberal economic reforms in Sri Lanka was
achieving an export driven growth supported by
foreign direct investments attracted by a cheap and

relatively skilled labour force.

Since the overall strategy aimed at export-led
growth, the first rounds of reforms carried out during
1977-78 entailed significant trade reforms:
quantitative restrictions were supplanted with tariffs
and the tariff structure underwent significant
revisions to achieve a greater level of uniformity;
Export Processing Zones (EPZs) were set up to
attract FDI, with tax holidays and other concessions
granted to foreign investors.® These measures were
complemented with reforms in the exchange rate
regime and financial sector. Fiscal policy reforms
came by way of cutting back on subsidies, and
deregulation of administered prices. Whilst the
reforms of the late 1970s were bold and swift, the
momentum of reforms was however short lived. A
massive public investment programme - weakening
both the fiscal and external accounts - saw the
country grappling with macroeconomic imbalances
by the early 1980s, compounded by an escalating
separatist conflict from 1983. Political uncertainty
continued to dog the economy, including a Marxist
party led uprising in the latter half of the 1980s that
together dried out FDI and Sri Lanka's hopes for an
export-driven high growth strategy.

In the late 1980s, with a change of President, Sri
Lanka once again embarked upon a 'second wave'

of liberalizing reforms, clustered around three broad
areas, (1) a stabilization programme; (2) unfinished
reforms; and (3) a select few high profile projects.”
The stabilization programme essentially entailed the
reduction in the fiscal deficit. Unfinished reforms
included several low profile adjustments such as
further reduction in tariffs and rationalization of the
tariff structure, devaluation of the rupee, tax system
reforms, further liberalization of commodity and
financial markets, and, liberalization of exchange
controls. These reforms were designed to stimulate
the economy and create a climate that was
favourable for higher levels of private investments.

The third group of measures was far more ambitious,
encompassing broadly privatization, export
promotion and poverty alleviation. Institutional
mechanisms were put in place to facilitate the
process of privatization in sectors such as
telecommunications, public transport, shipping and
plantation management. On the export promotion
front, various restrictions on ownership structure of
joint venture projects outside EPZs were abolished,
providing EPZ status to export-oriented ventures
operating outside EPZs. Existing FDI regulatory
institutions were amalgamated under a Board of
Investment with the aim of creating a one-stop-shop
to facilitate and speed up investment approvals.

Significantly, transfer of political power to an SLFP-
led coalition government in 1994 did not mark a
change of course in reform efforts. The privatization
initiatives gathered momentum, but by the late
1990s, reforms initiatives petered out under the
strain of coalition politics. A short lived UNP
government attempted to roll out deregulatory
economic policy reforms during 2002-04, but failed
to capture popular support for its reforms including
expenditure cuts via a public sector hiring freeze,
easing foreign ownership of land, privatization
initiatives (such as the insurance sector), or efforts

8 Athukorala, P., and S. Rajapathirana (2000), Liberalization and Industrial Transformation: Sri Lanka in an International Perspective,

Oxford University Press, New Delhi.

7 Dunham, D., and S. Kelegama (1995), “Economic Reform and Governance: Second Wave of Liberalization in Sri Lanka, 1989-93’ Institute

of Policy Studies of Sri Lanka, Colombo.
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to strengthen the regulatory environment through
the establishment of a multi-sector regulatory
agency such as the Public Utilities Commission of
Sri Lanka (PUCSL).

Whilst there was no stated departure from an open
economic policy regime with a change of President
in December 2005, there was nonetheless some
change in policies and backtracking of certain
reforms. A change of policy with regard to the
privatization programme was clearly enunciated,
replacing privatization with a policy of restructuring
and improving the performance of state owned
enterprises (SOEs). In fact, there was an expansion
in the role of SOEs in the economy by re-
nationalizing some previously privatized ventures,
revitalizing closed-down SOEs, fresh nationalization
and setting up of new government ventures. Notably
in November 2011, the government passed an
expropriation Bill entitled 'Revival of
Underperforming Enterprises and Underutilized
Assets Act' to take ownership of 37 private
enterprises, including a number of foreign-invested
enterprises. Sri Lanka's import tariff regime also
became more protectionist over time with an
escalation in the use of para-tariffs and other taxes.®

Despite backtracking in certain liberalization
reforms, however, the Sri Lankan economy saw
significantly higher GDP growth, averaging over 7
per cent per annum. Higher growth was delivered
on a development policy framework that relied
exhaustively on an externally debt funded public
investment drive. The strategy helped the economy
to take-off at the end of a costly separatist conflict
in 2009, withstand unfavourable global economic
developments, and international pressure on human
rights violations that saw economic assistance being
scaled back by US/EU, including withdrawal of GSP-
plus concessions by the EU. Notwithstanding the
above, the long-term viability of sustaining high
growth on an infrastructure-led drive, without

addressing economy-wide productivity enhancing
reforms was questionable.

4.4.1 Reviewing Lessons Learnt

Reviewing lessons from Sri Lanka's experience in
reforms could offer useful insights to steer the current
wave of reforms in the right direction. Regrettably,
some are negative lessons.

Political issues had an overriding influence
over the outcome of economic reforms: The
overall outcome of reforms was significantly affected
by negative developments in the political frontier.
These were not connected to government
interventions in economic affairs, but the results of
poor management of political affairs. From the late
1970s, Sri Lanka experienced a protracted separatist
conflict, a Marxist insurrection and frequent political
uncertainties caused by competitive party politics.
These came as a result of poor political management
of domestic affairs and international relations. The
resultant political violence discouraged investors,
shattering the hopes for export driven growth and
employment generation.

Besides political violence, the resultant deformities
in the political system can be considered inimical to
a healthy functioning of the economy. Achieving a
stable political environment conducive for
accelerated growth was a major objective for
introducing the Presidential-style Constitution of
1978. However, the overwhelming powers vested
with the executive arm were exploited from the outset
- e.g., the decision to extend the six-year
Parliamentary term in 1982 through a referendum
and not a general election - with successive
Presidents holding on to Constitutional guaranteed
powers in spite of promises to curtail them at election
times. Thus, the promised political stability of the
1978 system was to become illusory, with political
manoeuvres often leading to frivolous and chaotic
circumstances such as mammoth Cabinets, party

8 Athukorala, P., (2012), ‘Sri Lanka’s Trade Policy: Reverting to Dirigisme?, The World Economy, 35(12):1662-1686.
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defections, rampant corruption and cronyism, and
a breakdown of public trust in the political system.
All these factors deterred efforts to redirect the
economy on to the right track.

Reforms failed to attract a healthy flow of
foreign investments: SriLanka has been far from
successful in attracting sufficient volumes of FDI to
support its export expansion; it recorded inflows of
approximately 1.4 per cent of GDP in 2014, well
below par when compared to a country such as
Vietnam (5.2 per cent of GDP) that opened up its
economy much later.®

After an initial wave of investments, especially in
the T&G industry, the flow of FDI dried up and the
economy drifted into a course away from export
driven growth. Increased political violence and
associated uncertainties was responsible for this
more than anything else. In the absence of capital
to recruit cheap labour, Sri Lanka has witnessed
high levels of labour migration overseas, helping to
keep the economy afloat with inflows of worker
remittances.

Reforms failed to achieve an export driven
growth: In the immediate aftermath of liberalization,
Sri Lanka underwent a dynamic structural change
from exporting primary agricultural commodities to
more value added light industrial products such as
T&G. Despite this initial momentum, export
performance, especially when compared against
peers, has been rather lacklustre.”® Exports have
grown in absolute terms but alarmingly, exports
growth since the mid-1990s has actually been
slowing down, and declining as a share of GDP.
Countries such as Vietnam and Bangladesh, which
opened up later than Sri Lanka have faster rates of
export growth. As a consequence, Sri Lanka has
also lost its global export market share.

Reforms failed to capitalize on initial
advantages: Relative good achievements in
human capital development supported by free
education and an efficient network of health services
used to be a major competitive advantage for Sri
Lanka. They helped the country to rank significantly
high in indices such as UNDPs Human Development
Index (HDI) in spite of a lower position in terms of
per capita income compared with many other
developing countries. In the global competition for
investments, this was a major advantage Sri Lanka
could count on together with a strategic geographical
location. Nevertheless, Sri Lanka's education system
has not evolved adequately to meet the changing
demand, resulting in a large skills gap and mismatch
in the labour force. A recent World Bank survey
suggests that more than 50 per cent of surveyed
Sri Lankan firms believe that the prevailing education
and training system does not produce skills that are
relevant for their needs. Moreover, about 33 per cent
consider the lack of adequate skills as one of the
major constraints on operating and growing their
businesses.” Sri Lanka's government expenditure
on education is lower in comparison to countries
such as Bangladesh and Vietnam, with low
enrolment in tertiary education (Table 4.1)."

Gains in technology transfer and innovation
is negligible: Sri Lanka's export basket is heavily
concentrated in a few low value added products; T&G
and a few manufactured items account for 62 per
cent of total exports. Despite having pursued an
export-oriented strategy for a period close to four
decades, Sri Lanka has not been able to
successfully penetrate into exporting high-
technology products. Vietham which opened up its
economy years after Sri Lanka has been far more
successful (Figure 4.1).

® World Bank (2015), “World Development Indicators 2015, World Bank, Washington, D.C.

© See Chapter 3 of this report on “International Environment?”

" Dundar, H., et al., (2014), “Building the Skills for Economic Growth and Competitiveness in Sri Lanka’; World Bank, Washington D.C.

2. See Chapter 8 of this report on “Educational Sector Reforms to Bridge Skill Gaps”
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Table 4.1
Comparative Education Outcomes

Government expenditure 2.2 (2009) @ 3.8 (2012)

on education, total (% GDP)

Government expenditure
per student, tertiary
(% GDP per capita)

28.2 (2009) | 53.8 (2012)

School enrolment, 10.5 (2009) ' 24.8 (2012)
tertiary (% gross)

Labour force with - | 9.8 (2010)
tertiary education

(% total)

Unemployment with 15.9 (2005) ' 23.1 (2010)

tertiary education
(% total unemployment)

Sri Lanka Vietnam Thailand
1.7 (2012) 6.3 (2012) 7.6 (2012) 5.9 (2011)
24.2 (2012) 41.2 (2012) | 19.5 (2012) @ 61.0 (2011)
17.0 (2012) | 24.6 (2012) @ 51.4 (2012) | 36.0 (2011)
16.8 (2008) - 171 (2012) | 24.4 (2011)
31.8 (2008) - 1 36.1(2012) @ 27.3 (2011)

Source: World Bank (2015), “World Development Indicators Database”, World Bank, Washington, D.C.

The failure on the part of Sri Lanka to penetrate
higher value-added product markets can be partly
attributed to the country's lack of innovation
capabilities. Besides technology transfer associated
with FDI flows, in all Asian growth centres, waves of
innovation emerged within national academic and
commercial establishments and helped the growth
of local enterprises. Some of them have become
MNCs and compete vigorously in global markets in

Figure 4.1

high-tech value added products. Sri Lanka ranks a
backward 102 out of 143 countries in the Global
Innovation Index. Government expenditure on
research and development (R&D) is low compared
to other countries and human capital in R&D is also
poor (Table 4.2). This is rather disappointing as Sri
Lanka had relatively well established research
facilities that had already generated some tangible
outputs such as high-yielding varieties of agricultural

High-technology Exports as a Percentage of Merchandise Exports
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Source: UNCTAD (2015), “Statistics Database”, UNCTAD, Geneva.
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Government Expenditure on Education (% GDP)

ABCEE—D-

(2012} (2012)

crops even by the late 1970s. The country failed to
capitalize on this base and subsequent
developments saw limited intellectual resources
drained out from the country weakening the existing
capabilities even further. The only notable
development in this direction was the significant
growth in the IT sector led by software developers
in the recent past.

Stiff public resistance to some aspects of
liberalization: Reforms in Sri Lanka encountered
stiff public resistance in some areas. The highest
resistance was observed in privatization and
restructuring of SOEs and getting private sector
involvement in education. More than a society-wide
resistance, these came from immediate stakeholders
such as left-wing student federations and employees
of state monopolies. This resistance has prevented
reforms in certain cases (e.g., state monopolies) and
in some others failed to reach the expected targets
(e.g., private schools and universities). In some

Table 4.2

[2011) (2012) (2009} {2012}

others, more than the reforms, non-transparent and
dubious methods adopted in implementing them
attracted public dissent. Poorly executed reforms
under scandalous circumstances of corruption and
cronyism increased public discontent against
reforms in general.

Poor attention to environmental threats:
Another area where Sri Lanka's reforms failed to
direct sufficient attention was deteriorating
environmental conditions. In fact, Sri Lanka took
some right steps initially by adopting the
Environment Act, establishing the Central
Environmental Authority and introducing
environmental impact assessment (EIA) procedures
by the early 1980s. Even some donor funded
projects were implemented in areas such as
watershed management, forest conservation and
land use planning. Despite these early
developments, however, there were failures to

improve the system sufficiently thereafter, and

Situation in Science, Technology and Innovation

128 76 102 71 48 33

Innovation Index
(rank out 143)

High-technology exports
(% of manufactured exports)

0.2(2011)

Researchers in R&D -
(per million people)

R&D expenditure -
(% of GDP)

Technicians in R&D -
(per million people)

0.79 (2010)| 0.15 (2010)

103.0 (2010) 89.2 (2010)

1.0 28.2 20.1 43.5

159.9 (2010) 103.1 (2010) 113.0 (2002) 331.9 (2010) [1642.7(2010)

0.17 (2002) 0.25(2010) | 1.06(2010)

-1226.9 (2010) | 158.2(2010)

Source: World Bank (2015), “World Development Indicators Database”, World Bank, Washington, D.C.
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environmental problems have been accumulating.
Observations of environmental problems in Asia
suggest that there are two major types; poverty
driven problems and growth driven problems.
Poverty driven environment problems in Sri Lanka -
especially in rural areas - is as bad as in any other
Asian country, whereas growth driven problems -
concentrated in urban areas - is less severe
compared with certain Asian mega cities. The latter
can be considered more a result of Sri Lanka's failure
to achieve growth in industries, and relatively slow
urbanization, than the effectiveness of an
environmental management system.

There are also few positive points of Sri Lanka's
experience that could offer some insights into
crafting future reform efforts.

Achievements in reducing poverty:
Notwithstanding the underachievement in attaining
reform objectives, Sri Lanka's success in addressing
poverty has been impressive (Table 4.3). In spite of
some early efforts to rationalize the direct food
subsidies and income support measures,
government sponsored welfare packages as a safety
net parallel to liberalization policies has been in
place since the late 1980s. This is in addition to free

Table 4.3
Poverty Conditions

Poverty head count ratio at US$ 1.25 per
day - PPP(% population)

Poverty head count ratio at national
poverty line(% population)

O [y

education and health services enjoyed by Sri
Lankans since the pre-independence era. Sri Lanka
achieved the Millennium Development Goal (MDG)
of halving the incidence of income poverty before
the target year (2015), a significant accomplishment
amidst a protracted violent conflict.

Resilience displayed by the economy and
adaptability of labour force: Despite the poor
performance on the export front, the Sri Lankan
economy has remained resilient to external shocks,
helped by its relative openness since the late 1970s.
This made the country less vulnerable to sporadic
shocks such as oil price adjustments, regional and
global financial shocks, etc., where adjustment
would have been more difficult under inward looking
policies of the past. The openness of the economy
facilitated outward movement of labour even when
inward movement of capital declined, helping to keep
the economy afloat. It has also demonstrated the
adaptability of Sri Lanka's labour force. As a result
of this resilience, Sri Lanka still enjoys the highest
living standards among its South Asian neighbours
even after a costly thirty year war.

Public adaptation to reforms: Sri Lankan
society overall appears to have adapted to reforms

43.2

8.9 31.5 16.9 20.1

Source: World Bank (2015), “World Development Indicators Database”, World Bank, Washington, D.C.
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Poverty Head Count Ratio at National
Poverty Line (% population)

over time. Despite criticisms on certain aspects, the
perceived advantages of being connected to the
global economy and market-friendly policies have
taken root in the minds of policy makers and the
general public to a large extent. In the early phase,
consumers benefited when import restrictions were
lifted after enduring scarcities for several years under
the import substitution protectionist policies. Even
though reforms faced some resistance - e.g., against
privatization and restructuring of SOEs - they were
also well received in some instances when clear
benefits in term of improved services were evident
as in the case of telecom privatization. As a result,
even though discontent over economic hardships
remains a perennial issue, there is no broad-based
political opposition to market friendly reforms. Much
of the criticism is often directed at irregularities
associated with implementation of reforms more so
than their objectives, where the demand is for benign
and clean (corruption free) implementation of
reforms.

4.5 Towards a Realistic
Agenda of Economic
Reforms in Sri Lanka

The review of reform experiences in Sri Lanka
suggests that liberal economic reforms that
transformed the economy have failed to realize the
professed objective of placing the country firmly on
a path of export-oriented growth. It further highlights
that unfavourable developments in the political
frontier were largely responsible for this failure.

y N —
A mo=

8:91 315511659

20.1

Indeed, the current wave of reforms is driven by
demands for overturning the legacy of political
reforms that accompanied the launch of liberal
economic reforms nearly four decades ago. The
review of economic reforms underlined some
implications of those political reforms on the
economic system too. The whole exercise
underscores the dependence of the political and
economic systems on each other, and the sensitivity
of one sphere of activity to changes in the other. In
view of past experience and ongoing demands for
political reforms, a broader view of reforms that
transcends a typical neo-liberal agenda that largely
guided past reforms processes, needs to be
considered in setting the direction of future reforms
to the economic system.

In a broader sense, reforms in modern societies are
a continuous process intended to ensure the
freedom, wealth and prosperity of nations and their
citizens. As a complex social process, it has multiple
dimensions encompassing the political, economic,
social and environmental. Reforms in the political
sphere are primarily intended to enhance the
freedom of citizens. However, political reforms alone
cannot be expected to guarantee freedom without
appropriate reforms in the social sphere. Social
reforms should aim at safeguarding the rights of
diverse social groups and promoting social harmony
to ensure the freedom of all. Neither political reforms
nor social reforms, however, automatically guarantee
wealth and prosperity of nations and their citizens.
A set of economic reforms are necessary for this
purpose. The outcomes of economic reforms,
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nevertheless, are not independent and need to be
complemented by matching reforms in political and
social spheres.

The final aim of enhancing wealth and prosperity is
achieving 'sustainable development'. The idea of
sustainable development brings in additional
dimensions; natural capital as a part of a nation's
wealth, and environmental quality as an essential
component of prosperity and economic welfare.
Recent developments in environmental and

3 Friedman, T.L., (2007), The World is Flat, Picador, New York.
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ecological economics suggest that economic
reforms alone are unable to ensure the sustainability
of wealth and prosperity. Hence, appropriate reforms
that ensure the quality of environment also are
necessary for sustainable development that can be
called as 'environmental reforms'. Growing
understanding on sustainable development
suggests that economic and environmental reforms
should complement each other to generate desired
overall outcomes.

Besides capturing multiple dimensions of reforms,
countries need to be mindful about transformations
brought on by globalization and constant changes
in IT, in rapid succession. Globalization facilitates
free movement of people, goods, services and
capital across boundaries of nations. Information
technology expands the horizons of human
connectivity breaking down all conventional barriers.
Together, they change the ways in which humans
interact with each other economically, politically,
socially and environmentally. As a result, many
ideological positions as well as practical tools of
reforms are fast becoming obsolete, requiring a
pragmatic approach to deal with the rapid change.
For instance, globalization and IT propel changes
in ways unimagined a few years ago, making it ever
more difficult for national governments to exert
control over economies in traditional ways.
Simultaneously, it also offers new tools of e-
governance to deal with the changes, perhaps more
efficiently than in the past. Similarly, e-commerce
and other digital tools of business and
communication, swiftly transforms the ways in which
economic activities are undertaken. They open up
new opportunities, break down traditional barriers
and bring people and resources ever more closely,
making the world flatter.”® Moreover, they increase
competition, allowing only the most innovative to
thrive. Hence, innovation has become the key factor
of economic success in the modern world.

STATE OF THE ECONOMY 2015
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The discussion to follow outlines some broad
directions on future economic reforms for Sri Lanka.
It draws on a broad understanding of reforms as a
multi-dimensional process, taking the realities of the
global context in which they will occur together with
lessons from past reform experiences.

Astute management of affairs on the political
front is critical: Sri Lanka's past experience of
reforms provide examples of how economic reforms
can lose momentum owing to poor management of
political affairs. From the point of economic reforms,
two aspects of political management matters: (a)
maintaining a relatively violence-free political
environment and culture, and; (b) prudent
management of politically sensitive economic
reforms. Sri Lanka appears to have failed on both
counts, and more so in the former. The country
grappled with both secessionist and anti-state
violence. Since 2009, there has been a cessation
of violence, but the country has seen a polarization
of polity over matters concerning democracy and
governance. Hence, successful accomplishment of
ongoing reforms to achieve a democratic balance
in the political system has significant implications
towards the success of reforms on the economic
frontier too. It has to be complemented with political
and social moves to reduce tensions between ethnic
communities, creating conditions necessary for a
durable peace.

Reforms are as good as how they are
implemented: Reforms are a continuous process
in which outcomes cannot be separated from means
employed to achieve them. Hence, the ways in which
reforms are implemented also matters greatly in
determining their success. On many occasions, Sri
Lanka's reform efforts suffered due to allegations of
corruption, lack of transparency, cronyism, poor
accountability and authoritarian manner of
execution. As a result, more than the outcomes,
the means employed to achieve them has led to
politically sensitive issues, jeopardizing the reform
process overall. Hence, the current demands for
reforms to combat corruption, ensure the rule of law,

enhance transparency and accountability are as
equally important for a successful economic reform
process as they are for ushering in a healthy political
system.

Let practical realties determine the priorities
than ideological stands: Given the primacy
assumed by capitalist economic thought around the
world, there is no strong ideological contender
against market-friendly economy reforms. However,
there are competing schools of thought within the
capitalist camp. Many of them have pro-market,
externally-oriented views, and mostly differ from
each other on the policy mix advocated to achieve
the final goals. Their competing claims for success
are largely connected to conservative, liberal and
social-democratic political rivalries in industrial
countries, which often have limited relevance to
practical realties faced by developing countries like
Sri Lanka. Hence, rather than ideological concerns,
practical realties on the ground should determine
the priorities of any reform agenda. Attempts to
blindly imitate and/or rhetorical championing of
ideological stands can have counterproductive
results.

Reforms should focus on areas where
they are needed and capitalize on
existing strengths: Reforms are not new to Sri
Lanka and future reforms should be built upon the
experiences of the past. Hence, this can be
considered as a mid-term course correction in an
ongoing process. It implies two things: (a) building
upon existing strengths and, (b) identifying priority
areas that need reforms the most. While the chapters
to follow in this report address in-depth aspects of
reforms in selected areas, three areas of strengths
that should provide the foundation for further
economic progress are:

e Building on Sri Lanka's human capital
development, which despite modest
achievements in recent decades is still the key
strength of the country. A relatively well-
educated and healthy workforce provides a
definite advantage and reforms should focus
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While building upon the strengths in the above
mentioned areas, reforms should focus on
addressing gaps in the following areas as priorities:

60

on transforming this resource from a pool of
cheap labour to a pool of talents (i.e., of
knowledge and skills).

Strengthening Sri Lanka's socio-economic
achievements, evident in significant
achievements in poverty alleviation. While
tackling absolute poverty was the key
challenge in the past, the country should now
try to build on significant reductions in numbers
of poor, focussing on multi-dimensional
aspects of poverty and directing attention to
other vulnerable sections such as the elderly
and vulnerable.

Protecting the interests of Sri Lanka's migrant

labour force that has served the country well
and continue to do so. However, their
contribution has come at some social cost and
reforms should aim at addressing them.
Reforms should also aim at transforming them
from an unskilled to a skilled labour force.

Economic reforms should aim at getting the
fundamentals of macroeconomic management
right. Developments in recent years have seen
the necessity of several course corrections in
both fiscal and monetary policy. Ensuring a
sustainable macroeconomic outlook for the
country is critical for success in all other areas
of reform.

Sri Lanka's path to prosperity essentially lies
in the success of achieving sustained growth
in exports of goods and services. Hence,
reforms in the trade sector are critically
important. Despite some initial successes in
the early phase of reforms, growth of exports
has slowed down, and the trade regime in
recent years has drifted towards a more
protectionist stance. Revitalizing exports
needs reforms in tariffs and taxes, procedural
improvements as well as attracting FDI in
export industries.

The Sri Lankan tax system is not delivering
potential revenue as expected with rising
income. The Presidential Tax Commission

report of 2010 provided a comprehensive list
of recommendations to address these
concerns. However, only a handful of
recommendations have been implemented so
far. Full implementation of recommendations
are necessary to ensure a more stable
macroeconomic outlook.

e Agriculture, despite its declining contribution
to the GDP, is still the main source of
employment. Past attempts at liberalization
created both winners and losers, while heavy
public investments helped to achieve self-
sufficiency in rice. Despite this, Sri Lanka's
food security conditions are not satisfactory
even by South Asian standards and agriculture
productivity is stagnating. The sector needs
multifaceted reforms to address core
challenges.

Complementary reforms in supportive areas:
Besides the key sectors earmarked above for
reforms, there are cross-cutting areas that need
special attention in the context of future economic
reforms. Four such critical areas are institutions,
innovation, e-government and environment. They
are not economic sectors by themselves, but reforms
in these areas are obligatory for success in
economic reforms.

e [nstitutional governance is a missing link in
Sri Lanka's liberal economic reforms.
Institutions are not government organizations
but a broad range of formal and informal
arrangements (rules, laws, procedures) that
influence the behaviour of economic agents.
The need for institutional reforms is felt in many
sectors; for example, two cross-cutting areas
that need institutional reforms are market
competition and land and property rights.
Institutional reforms should be addressed with
sectoral reforms as they arise.

* |nnovation is the most critical factor that
determines economic success in a rapidly
globalizing world. Innovation is a result of a
combination of factors; among others, R&D
capacity, and skills/lknowledge on science,
technology, engineering and mathematics
(STEM) are critical. The capacity for innovation
has to be developed through external transfer
of knowledge/technology and development of
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domestic R&D capacity. Sri Lanka's economic
reforms have never focussed seriously on
innovation, even as it is recognized that
innovation capability cannot be developed over
night. Hence, it is an area that should be
accorded priority as a long-term reform
initiative.

e The quality and efficacy of public sector
service delivery is an essential pre-condition
for the success of economic reforms, despite
neo-liberal emphasis on lean governments.
This is an area where Sri Lanka has limited
success. Modern tools of e-government offer
the opportunity to improve the quality and
efficiency of public services with lean
organizational structures. Sri Lanka has made
strides in this direction in certain areas of
public service - e.g., E-Sri Lanka programme
- and their implementation should be
accelerated.

e All economic activities have impacts on the
environment, with growing populations leading
to overexploitation of natural assets. Hence,
growth-oriented economic reforms should be
accompanied by environmental safeguards.
Despite early preparations, environmental
governance is a poorly developed area,
receiving limited attention in economic policy
circles. As a result, environmental issues often
lead to confrontations between authorities and
public/activists. This is not helpful to sustain a
long-term reform process, and corrective
action should be taken to ensure a more

holistic approach to development.

Experiences worldwide suggest that improving the
business climate by creating a conducive
environment for private sector investments is the
best way forward for emerging economies to sustain
growth. Some sensitive economic reforms may bring
about losers as well as winners in the short run.
Hence, the prudent approach is to implement
reforms during the early days of a new government
that has secured a fresh mandate by the people.

Experiences
worldwide suggest
that improving the
business climate
by creating a
conducive
environment for
private sector
investments is the
best way forward
for emerging
economies to
sustain growth.
Some sensitive
economic reforms
may bring about
losers as well as
winners in the
short run. Hence,
the prudent
approach is to
implement reforms
during the early
days of a new
government that
has secured a
fresh mandate by
the people.
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5. Reforming Sri Lanka's Trade and
Investment Policies for Export Growth

5.1 Introduction

ri Lanka's recent trade performance

hasbeen far from satisfactory especially

since 2000, marked by a decline as share of
the country's GDP as well as of world trade. While
the negative external environment has been blamed
for the poor performance, many competing countries
have achieved higher rates of growth, pointing to Sri
Lanka's lacklustre performance being fundamentally
'‘homegrown'." Lack of diversification of exports and
markets remain a cause of concern. Sri Lanka's
exports have been concentrated in few sectors, with
textile and garments (T&G) alone accounting for a
substantial share of total exports. The problem of
product concentration has been compounded by
market concentration, with US and EU together
accounting for over 50 per cent of exports to date,
despite attempts to diversify through the use of export
incentives and signing of preferential trade
agreements within the region.

Improving the competitiveness of exports to deepen
integration with the world economy, attract the right
kind of FDI and create a more enabling environment
for trade is a must to broaden the sources of Sri
Lanka's growth from its more recent reliance on non-
tradeables for high growth. Reform efforts to improve
export competitiveness will require addressing
constraints on multiple fronts. These include: (i)
tackling supply-side capacities - diversifying the
country's export base, whilst ensuring that adequate
skilled human resources are available; (ii) addressing
weaknesses in the business environment - reducing

transaction costs, red tape and gaps in the regulatory
environment; and (iii) strengthening demand-side
conditions - better market penetration through
preferential trade agreements and broader export
promotion efforts.

Thus, the gamut of reforms issues include reducing
policy barriers, expanding infrastructure, improving

' Kelegama, S. (2014), "What Will It Take for Sri Lanka to Build a World Class Export Economy", presentation made at the CMA Annual

Conference, Colombo, 19 June 2014.
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the business climate, reforming the trade tariff
structure, and maintaining a flexible exchange rate,
among others. This chapter will focus on four key
reforms relating to the trade tariff structure, trade
and transport facilitation, FDI promotion and existing
trade agreements towards increasing and
diversifying Sri Lanka's external trade. The chapter
will discuss their current status, identify specific
issues and recommend how these could be
reformed.

5.2 Trade Tariff Structure

Sri Lanka's unilateral trade liberalization process
was initiated in 1977, ahead of her neighbours, in
response to poor economic outcomes due to
protectionist, import-substitution trade policies.
Despite the onset of separatist violence from the
mid-1980s and changes in political regimes, trade
policy reforms were broadened and extended over
the next two decades, albeit with some backtracking.
In fact, Sri Lanka had become one of the most open
economies in the developing world by the mid-
1990s.2 Although the country remained '‘committed’

Figure 5.1
Sri Lanka's Exports Share (1990-2014)

towards greater integration into the world economy,
the pace of trade reforms proceeded at a 'mixed
pace'.® Indeed, the policy stance appears to have
reversed in the last decade in terms of its tariff policy
regime, with the introduction of a number of border
charges in addition to customs duty, increasing
levels of protection and insulating domestic
producers from import competition.

As seen from Figure 5.1, Sri Lanka's openness to
international trade has drastically declined since
2000, with a level of openness close to that seen
during the import-substitution era. This was not due
to poor GDP growth, which has been quite decent,
but largely due to slow growth of trade, consistent
with a return of more activist forms of import
substitution and increased protectionism, especially
after 2004.* Sri Lanka compares poorly to other
countries, as evident from its declining global
market share.

Sri Lanka's present protectionist import tax structure
undermines preferential/free trade agreements
which Sri Lanka is a signatory to, and breaches
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Source: CBSL, Annual Report, various years; and IMF, Direction of Trade Statistics, various years.

2 Athukorala, P. (2011), “Growing with Global Production Sharing: The Tale of Penang Export Hub’, paper presented at the International
Conference on “Trade, Investment and Production Networks in Asia’ Leverhulme Centre for Research on Globalization and Economic

Policy, University of Nottingham, 16-16 February 2012, Kuala Lumpur.

3 WTO (2010), "Trade Policy Review: Report by the Secretariat - Sri Lanka", World Trade Organization, Geneva.
4 Kaminski, B. and F. Ng (2013), "Increase in Protectionism and Its Impact on Sri Lanka's Performance in Global Markets", Policy Research

Working Paper 6512, World Bank, Washington D.C.
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Sri Lanka's openness to International Trade
has drastically declined since 2000

WTO commitments.® Moreover, it has serious
implications also for consumer welfare. In this
context, the following section examines recent trends
and current position of trade measures in Sri Lanka
which have affected both imports and exports, and
suggest recommendations for reform.

5.2.1 Current Status of Tariff Regime

While a number of measures (i.e., implementation
of WTO Customs Valuation Agreement in 2003,
publication of tariffs online, etc.) and practices (i.e.,
reliance on price-based measures and scant use of
non-tariff measures) have been undertaken to date
to increase transparency, these have been
overshadowed by a general increase in tariffs and
introduction/increase in rates of other charges on
imports. These measures have been taken for both
revenue and protectionist purposes.

Sri Lanka Customs (SLC) collected about 40 per
cent of total government revenue and 55 per cent of
national tax revenue.® Over time, the contribution of
various border taxes has changed (Figure 5.2). The

relative decline in revenue from Customs duties was
offset by increase in revenues from other charges
like the Port and Airport Development Levy (PAL),
Commodity Export Subsidy Scheme (CESS),
Special Commodity Levy (SCL), Excise, VAT (on
imports), Regional Infrastructure Development Levy
(RIDL) and Nation Building Tax (NBT).

Customs duty tariff rates in Sri Lanka suggest a
downward trend. The simple average applied MFN
tariff was 9.9 per cent in 2012, down from 11.5 per
cent in 2010 (Table 5.1). However, while the MFN
rate has been fairly stable, there have been frequent
and ad hoc changes to the tariff rates over the last
decade, both in terms of the number of tariff bands
and maximum rates of tariffs (Table 5.2). Aside from
these frequent changes, the average MFN figures
are also misleading as they exclude para-tariffs.
When Customs duty and other charges are taken
together, the average total protection rate was 31

5 Pursell, G., and Z. Ahsan (2011), "Sri Lanka's Trade Policies: Back to Protectionism". ASARC Working Paper 2011/03.

8 CBSL, Annual Report 2014, Central Bank of Sri Lanka, Colombo.
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Figure 5.2

Comparison of Revenue Composition (2000 and 2013)
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Source: Sri Lanka Customs, Annual Report 2013; and “Report of the Presidential Commission on Taxation 2010”.

per cent as opposed to a MFN rate of 12 per cent in
20127

While the number of tariff bands has been brought
down over the years, tariff simplification has not
proceeded as planned - i.e., a movement towards a

Table 5.1
Sri Lanka's Tariff Profile

Bound tariff lines (% of all tariff lines)
Duty-free MFN applied tariff lines (% of all tariff lines)
Simple average MFN tariff rate (%)
Simple average final bound rate (%)
a. Agriculture tariff lines
b. Non-agriculture tariff lines
Simple average MFN applied (%)
a. Agriculture tariff lines
b. Non-agriculture tariff lines

Source: WTO, “World Tariff Profile”, various years.

single or two-tariff band. The predictability of the
tariff regime and its transparency is weak. While each
band was applied to a given product category, ad-
hoc changes have been introduced over time, in
addition to which complications also arise due to a
large number of duty exemptions.®

37.8 35.8 36.4 38.1
10.0 1.7 44.4 513
9.8 12.0 11.5 9.9
30.3 30.2 30.2 30.2
50.1 50.1 50.0 50.0
19.6 19.6 19.7 19.7
11.2 11.2 10.2 9.9
23.8 24.8 26.3 25.7
9.2 9.2 7.8 75

7 Athukorala, P., (2012), “Sri Lanka’s Trade Policy: Reverting to Dirigisme?; Working Paper No. 2012/14, Crawford School of Public Policy,

Australian National University, Canberra.
& Presidential Tax Commission (2010).
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Table 5.2
Custom Duty Rates (1995-2015)

Bl o o 20 3

M o 5 | 10 15 20 25
P o 25 5 w0 15 20 2
m o 6 | 12 275

m 0o 25 | 6 15 28

m o 5 | 15 30

m o 75 15 25

Source: Pursell and Ahsan (2011); SLC (2015), “Tariff Guide”, Sri Lanka Customs,
Colombo.

Generally speaking, Sri Lanka has an escalating
tariff structure — most basic raw materials and
essential items are duty free, or enjoy low duties in
the case of semi-processed products, while many
processed goods or finished products including
goods that the government wishes to protect are
taxed at a higher rate. The degree of tariff escalation
appears to have increased consequent to the
number of duty free lines increasing from 10 per
cent in 2003 to 44.4 per cent in 2010,° (and further
to 51 per cent with the abolition of the 2.5 per cent
rate in 2010). The simple average tariffs for
agricultural products have increased and remain
higher than for manufactured goods (see Table 5.1).

The general practice has been to impose tariffs on
an ad valorem basis. However, some goods (for
example agricultural products) attract specific duties.
Over 97 per cent of the tariff lines are ad valorem
while specific duties apply to 3 per cent of all tariff
lines." Specific duties, which are computed on the
physical quantity of the good being imported, are
less transparent and more distorting than ad

° WTO (2010).

valorem. While the bulk of tariff lines remain ad
valorem, tariffs which are subject to specific duties
have increased between 2004 and 2009 from 1.3
per cent to nearly 4 per cent of tariff lines."

According to the WTO, 38.1 per cent of Sri Lanka’s
total tariff lines are bound,'? allowing the country to
adjust its border tariffs upwards from time to time
for revenue and protection purpose. However, it is
observed that bound rates have remained
unchanged since 2004, while the rates greatly
exceed the applied rates.'® For instance, the average
bound rate is 30.2 per cent in 2012 compared to an
average MFN applied rate of 9.9 per cent (see Table
5.1). When bound rates greatly exceed the applied
rates, it provides authorities the scope to raise the
latter. For a number of tariff lines, however, the
applied rates exceed the bound rates. In fact, if para-
tariffs are taken into account, Sri Lanka exceeds its
bound levels for many industrial and agricultural
goods.™ For example, it is estimated that a half of
the agricultural tariff lines exceed the 50 per cent
bound rate.'

In addition to Customs duty, imports into Sri Lanka
are subject to a number of other charges or para-
tariffs, which have proliferated in the last decade
(Table 5.3). The PAL, Surcharge, and CESS are only
applied on imports while the others have domestic
equivalent taxes. Each para-tariff has its own product
coverage and rates, with frequent changes in the
product coverage of the para-tariffs as well as rates
over time. For example, PAL was introduced in 2002
at 1 per cent of the CIF value but was subsequently
increased to 1.5, 2.5, 3 and 5 per cent in 2004, 2006,
2007 and 2009, respectively. These changes
increase uncertainty amongst traders and investors.

0 WTO (2014), “Sri Lanka — Profile] http://stat.wto.org/CountryProfile/WSDBCountryPFView.aspx?Language=E& Country=LK

" Athukorala (2012).
2. WTO (2014).
13 Athukorala (2012).

4 Presidential Tax Commission (2010); Pursell and Ahsan (2011); WTO (2010).

5 Pursell and Ahsan (2011).
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Table 5.3
List of Import Taxes in Force (2010 and 2015)

Protective Taxes
Customs Duty

0,25,6,150r28 0, 75, 15, 25

is supposedly collected for the
purpose of promoting exports
through the EDB, but it is used
primarily as a revenue

generating measure. It is also

Ports and Airport Development Levy 20r5 5 claimed to be used against unfair
Surcharge 15 _ trade practices such as under-
Commodity Export Subsidy Scheme Varies Varies invoicing, dumping, subsidization
Regional Infrastructure Development Levy 5,750r 10 - by foreign countries, non-
Non-Profective Taxes adherence to standards, etc.

Value Added Tax 120120 1 Other taxes imposed at the point
Social Responsibility Levy 2 ) of importation include levies such
Nation Building Tax 3 2 as the SRL, the PAL, RIDL, and
Excise Duty Varies Varies | the NBT. These were introduced
Special Commodity Levy Varies Varies in 1995, 2002, 2005 and 2009,

Source: Pursell and Ahsan (2011); SLC (2015), “Tariff Guide”, Sri Lanka Customs, Colombo.

Sri Lanka has used para-tariffs rather than Customs
duties to increase or at least maintain existing
protection levels as well as to overcome tariff
reduction/elimination under the PTAs/FTAs,
breaching the spirit of these agreements. For
example, while the top Customs duty was reduced
from 35 per cent to 25 per cent in 2000, this was off-
set by the introduction of a surcharge on Customs
duty in 2001. Though it was intended to be temporary,
it existed for more than a decade, with rate changes
over the years. It continued to be applied on imports
of non-essential goods until June 2010, when it was
abolished and amalgamated with the Customs duty.
At the time of its abolition, there were 5,598 tariff
lines which were subjected to a surcharge of 15 per
cent of Customs duty.

Para-tariffs were more extensively used after 2004,
with their contribution to total revenue from
international trade increasing and raising
government reliance on them for revenue generation.
Under the Export Development Board (EDB) Act, a
CESS is imposed on a large number of products
such as fruits, vegetables, processed and
unprocessed food, shoes, bags, rubber and plastic
goods, textiles, etc., applied on an ad valorem,
specific basis or a combination of both. The CESS

respectively, with funds collected
supposed to be directed towards
meeting development needs. These taxes are
collected on different tax bases, which make their
computations complicated. Some rationalization was
achieved with the removal of SRL and RIDL in 2011.
The SCL was introduced in 2008 to counter
administrative costs associated with multiple taxes
on essential food items. It is currently imposed on
imports of selected essential commodities (e.qg., milk
powder, dhal, sugar, potatoes, onions, etc.) with
rates varying from product to product.

Aside from import duties, Sri Lanka also imposes
certain export duties on its traded goods. Taxation
of traditional exports, which was a major source of
government revenue prior to liberalization in 1977,
was virtually removed by the early 1990s. Currently,
Sri Lanka imposes border charges on certain
exports (vein quartz) as well as an export CESS on
some raw materials (cashew nuts with shells, raw
hides and skins, metal scraps, natural rubber,
coconut products and tea) for various reasons such
as discouraging export in raw form, ensuring local
supplies, and generating funds for cultivation. CESS
rates vary across the products and ad hoc changes
have been made to the rates over the years eroding
predictability and transparency. Moreover, such
taxes on exports distort allocation of resources, and
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prevent the emergence of production patterns in line
with the country's comparative advantage by
suppressing exports.

5.2.2 Trade Tariff Structure Reforms

Despite the simplification after 2010, Sri Lanka's
import tax regime is beset with non-transparency,
and complexity with little predictability in view of
constant ad hoc changes. The system appears to
be highly discretionary, with research and anecdotal
evidence suggesting that it favours individuals and
groups with lobbying skills and access to bureaucrats
and politicians.™ In this context, significant reforms
are required to redress the current situation. Many
of these have already been put forward in the
Presidential Tax Commission (2010) report.

Simplification of tariffs: Simplification and
rationalization of the tariff regime is a must. A
customs tariff with limited rates and only few
exemptions will not only facilitate cargo clearance,
reducing time and costs but also improve revenue
collection and administration. Simplification will also
minimize opportunities for malpractice and increase
compliance.

Tariff bindings: As part of a strategy to liberalize
trade and tariffs and other charges on imports,
enhancing the scope and level of their bindings
would increase predictability to the trade regime and
would help to improve the business environment.
Nevertheless, Sri Lanka should make use of the
flexibilities provided by the WTO for developing
countries in terms of binding and tariff levels taking
into consideration some degree of protection for
domestic industries, namely small and medium
enterprises (SMEs), which contribute significantly
to total output and employment in the country. Where
tariff bindings on some agricultural products are
insufficient to provide protection to the agricultural
sector, Sri Lanka should on a selective basis initiate
negotiations at the WTO to raise tariffs on these

6 Pursell and Ahsan (2010); and interviews with stakeholders.

68

Sri Lanka’s
import tax
regime is beset
with non-
transparency,
complexity
with little
predictability
in view of
constant ad
hoc changes.

products to provide adequate protection while
specific duties should be converted to ad-valorem
and adjusted upwards.

Para-tariffs: Amalgamation of Customs surcharge
with Customs duty has led to simplification in
computing border taxes but the numerous
development taxes and other charges still add to
transaction costs and complicate computation at the
point of import. The possibilities include their
amalgamation into one tax. In fact, the Presidential
Tax Commission (2010) recommends the imposition
of a single tax - the National Development Levy
(NDL) - with possibly four rates ranging from 5 to 20
per cent. In addition, Sri Lanka should consider
WTO-consistent trade remedial measures such as
anti-dumping, countervailing and safeguard
measures as trade policy instruments to address
unfair practices, instead of using import tariffs
combined with a CESS.

More generally, the computation of border taxes on
different tax bases must be streamlined in order to
improve clarity and lower transaction costs. Sri
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Lanka must also increase overall transparency in
its trade policy regime. While there have been
measures to enhance transparency through
publication of applied tariff lines and all import
charges online, the frequent changes create
confusion amongst importers. Therefore, there is a
need to limit the number of changes and convert
specific duties into ad valorem charges.

CESS: The CESS collected from imports and
exports under the various Acts should be transferred
to the relevant institutions to meet the objectives for
which the CESS is collected. Currently, the money
goes to the Consolidated Fund of the Treasury, and
funds that do get transferred to the relevant
institutions are often spent on meeting recurrent
expenditure, and not much on research and
development activities. Moreover, the CESS should
not be imposed on value added exports, but should
be limited to bulk exports to encourage export value
addition in the economy.

5.3 Trade and Transport
Facilitation

Moving goods internationally involves going through
at least two customs processes - one in the country
of origin and the other in the country of destination.
Clear procedures and efficient processes are
important for speedy movement of goods in
international trade. Trade facilitation focuses on
improving the efficiency of trading across borders
by reducing transactional costs, increasing
transparency and predictability.

With progressive reduction of tariffs at the multilateral
level, there is increasing attention being paid to
reducing constraints and costs that affect
transactions at border points and increasing
efficiency of supply chains. Inefficiencies in placing

orders, delivering goods and making payments for
internationally traded goods can have an adverse
effect on the competitiveness of businesses,
industries and economies. Delays at the border
caused by cumbersome procedures and excessive
paperwork further add to the burden of doing
business. This is a cause of concern given the global
trends towards fragmentation of production across
countries and increased importance placed on lead
times. In recognition of the significant benefits to
businesses and countries, particularly developing
countries around the world and the capacity to boost
global economic growth, at the 9th WTO Ministerial
Conference held in Bali in December 2013, all WTO
members reached an agreement on trade facilitation.
The full implementation of the Agreement is
expected to reduce 15 per cent of total trade costs
for lower middle income countries like Sri Lanka.'®

Sri Lanka's performance is commendable in
comparison to other South Asian countries,
outperforming its neighbours in several logistics
performance indicators. According to World Bank's
"Trading across Borders" indicators, which capture
the time and cost associated with exporting and
importing a standardized cargo of goods by sea
transport, Sri Lanka's ranking has improved with
reductions in time associated with exporting and
importing (Figure 5.3). It now takes 16 days to export
from Sri Lanka, compared to an average of 33.4 days
in South Asia, and 13 days to import compared to
34.4 days in South Asia. Cost to export is US$ 560
per container as opposed to South Asia's US$
1922.9; import cost is US$ 690 compared to US$
2117.8 in South Asia. While acknowledging the
progress made by Sri Lanka to facilitate trade, the
country still has a lot to do to reach the trade
facilitation levels of Singapore which is often cited
by policy makers and the private sector, to be Sri
Lanka's benchmark. The following section examines

7 This section draws heavily on Jayaratne, S., D. Premaratne, and J. Wijayasiri (forthcoming), "Trade and Transportation Facilitation Audit:
Sri Lanka", Institute of Policy Studies of Sri Lanka, Colombo. The study includes 120 stakeholder interviews with relevant organizations/

individuals.

'8 OECD (2014),”The WTO Trade Facilitation Agreement — Potential Impact on Trade Costs} OECD, Paris.
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Figure 5.3

Time and Cost to Export/Import from Sri Lanka (2010-15)

22 A

20 +

18 A

16 -

No. of days

14 -

—a— Time to Export (days)
—a— Time to Import (days)

12

10

2010 2011 2012 2013 2014 2015

Source: World Bank (2015), ‘Trading Across Borders”, World Bank, Washington,

issues related to trade and transport facilitation in
the country.

5.3.1 Publication and Administra-tion
of Policies Related to Trade Issues

Although the publication of trade related rules and
regulations are carried out to some extent, it is not
comprehensive, adequate or effective. Available
online information is limited with regard to Customs
duties, fees and export import procedures in Sri
Lanka. In this context, traders rely on their Custom
House Agents (CHAs) and freight forwarders for
clearance, and do not actively seek information from
the SLC website. Furthermore, if there are any major
changes in regulation or procedures, exporters/
importers are notified through the relevant chambers
and industry sources. While the SLC website
contains information on import export procedures,
changes in regulations, clearance procedures,
applicable duties, fees and charges, it does not
contain information on average release and
clearance times. Moreover, information available on
the website is not accurate because it is not regularly
updated.

There is an inquiry point at the SLC which traders

can contact with regard to queries on import/export
procedures and formalities. However, traders have
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difficulties in accessing the inquiry point (i.e., the
calls not being answered), or obtaining responses
to their queries while some are unaware of such a
facility. Moreover, there is no inquiry point at the
national level which acts as a coordinating body
between all trade related agencies and the trading
community.
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5.3.2 Rules and Procedures for Imports
and Exports

There is a need to improve on time taken to clear
goods, to reduce irregular payments/bribes, to
increase coordination between border management
agencies, to decrease the number of documents/
time required for export/import, and to establish a
pre-arrival processing of import documents.

The average time to clear export consignments in
Sri Lanka is one day at both the Bandaranaike
International Airport (BIA) and the Colombo port,
while the average time taken to clear import
consignments is one day at the airport and three
days at the port. Clearance of import cargo takes
more time than export cargo; between 1-3 days are
needed for clearance at the port. However, a key
problem faced by traders is the necessity to
frequently pay bribes or make irregular payments
at the time of documentation processing or
clearance of cargo.

There is considerable coordination of border
management agencies - handling revenue, customs,
health, quarantine inspections, food standards, etc.

5 Documents

e

1-5 Signatures

=]

- at both the port and airport. Customs operational
at the port and airport is considered efficient while
the overall coordination between the border
management agencies at both the Colombo port and
BIA is deemed satisfactory.

In terms of trade documentation and signature
requirements, exporters need five basic documents,
while importers require six."® A Certificate of Origin
is also required by those using preferential
agreements to export. Apart from these, there may
be product specific documentation requirements for
both exporters and importers such as Certificate of
Analysis, phytosanitary certificate and load-port
certificate, etc. The number of days required to
prepare export documents range from 1-7 days.
However, evidence suggests that for a majority of
exporters, it takes only one day, with only one
signature required to export; but a considerable
number of exporters still require 2-3 signatures. The
number of signatures required to import appears to
be 1-5 signatures for a majority of importers.

Itis possible to obtain advance ruling of classification
for commodities from the Commodity Classification

2-3 ures
1| —
B ts

Documents

® These include the CUSDEC, commercial invoice, packing list, bill of lading/airway bill and the cargo dispatch note for exports, and

additionally a delivery order for imports.
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Division of SLC, prior to the importation or
exportation of the commodity. However, very few use
the service despite the details and the application
being freely available online. Some importers do not
use the facility due to the difficulties of providing
SLC with some of the required information about
products (i.e., difficulties in receiving certain product
information from sellers). Others are unaware of the
availability of such a service, underlining the lack of
awareness of the advance ruling facility. Currently,
pre-arrival processing is available only for perishable
products and a few selected items such as rice.

The SLC has undertaken measures to improve the
risk/threat assessment techniques in order to
facilitate trade. The SLC classifies goods under
three channels - Green, Yellow and Red Channels.
The Green Channel is for low-risk declarations,
where goods are released without calling for
documents and cargo examination while the Yellow
Channel is for medium-risk consignments where
consignments are cleared upon examining the
required documents without cargo examination.
However, random cargo examinations are also
carried out in the Yellow Channel. High-risk
declarations are cleared through the Red Channel
with both documents and cargo being examined. The
SLC recommenced the Green Channel facility in
September 2013, and as of January 2015, this facility
was available for 240 of the most trusted importers
with good trading histories.

In terms of physical inspection, almost a half the
consignments are subject to physical inspection.
Post- clearance audits are carried out by the SLC
as part of its risk management strategy. These are
done not as a regular practice, but when there are
suspicions/complaints on a customer's documen-
tation/activities.

5.3.3 Use of ICT for Exports and
Imports

Sri Lanka urgently needs a 'single window' to
minimize human intervention in the trading process.
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This is yet to be established. While the export
process is almost entirely automated, the import
process is yet to be completely automated. The
CUSDEC for both imports and exports can be
submitted online, with the online submission of
exports being mandatory. Nevertheless, the process
is not wholly automated with segments such as the
selection of consignments for physical examination
being done by customs officials. While it is possible
to submit and process the CUSDEC online, it is not
possible to similarly submit and process the
supporting documents. Except for the Board of
Investment, Tea Board, Registrar of Motor Vehicles,
Ministry of Finance and the Import/Export Control
Department, other relevant organizations are not
linked to the ASYCUDA World system.

5.3.4 Trade Related Infrastructure

The need to improve quality/efficiency of ports,
roads, the quality of warehouses, and the need to
reduce loss/damage of cargo and the cost of using
logistics services are some of the high priority areas
with regard to trade related infrastructure. Research
evidence suggests that poor quality of warehouses
at the Colombo port, lack of equipment to handle
cargo and the congestion within the port are some
of the primary reasons why the quality of
infrastructure at the Colombo port is deemed
‘average'. For example, of the nine gates in the port,
only two are opened for container traffic - one for
empty containers and the other for full containers -
and attributed as a reason for congestion within the
port. While acknowledging the recent developments
of roads in the country, the congestion on roads also
remains a major drawback.

5.3.5 Trade and Transport Facilitation
Reforms

Setting up/strengthening inquiry points: Setting
up a single reference point that provides all trade
related information including laws, regulations,
procedures, tariffs and other useful information for
traders involved in the import, export and transit,
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would be highly beneficial. Such a website can give
traders access to tariffs, procedures, measures, and
laws by entering the HS code of any product, and
would integrate all trade-related information available
on individual ministries and agency websites, into
an easily accessible and user-friendly resource.
However, Sri Lankan traders currently do not have
access to such an information portal. Furthermore,
a national enquiry point which can function as a
coordinating body between the trading community
and the relevant regulatory bodies is key, where it
can collect requests, direct them to relevant
regulatory bodies, compile their responses and
inform the requesting party of the responses as
inquiries are often directed at the wrong agency as
traders are unaware of the relevant agency.

Eliminating the need to pay irregular payments
and bribes: An IPS (2012) study shows that in some
instances, irregular payments/bribes can add up to
50 per cent of the trade costs.?® This is a major
concern of the trading community, creating a burden
on genuine traders. Automating the trading
processes, proper remuneration of officials and
effective monitoring mechanisms will need to be in
place to reduce this practice.

Single window: ltis necessary for the trade related
agencies in Sri Lanka to adopt modern technology
and come to a common platform in order to fully
automate the trading system. Sri Lanka has partially
automated its trading system, and working towards
a single-window would no doubt reap the benefits
of lower costs of trading, lower clearance times,
increased transparency, lower rent seeking, better
coordination between different agencies and reduce
bureaucracy (i.e., documentation and signature
requirements). Whilst SLC is championing the cause,
it needs a concerted commitment by the government
at large.

Extending pre-arrival processing to more
products: Pre-arrival processing is currently

available for only a limited number of products,
including perishables. Extending this to other
products would facilitate traders. However, this
requires legal amendments to the Customs
Ordinance which is over 200 years old. Certain
provisions need to be amended to improve trade
facilitation measures.

Improving infrastructure facilities: While
acknowledging the progress in infrastructure to
Colombo port, there is room for improvement. Some
of the equipment currently at the port is outdated;
importantly, congestion at the port can be reduced
if more gates are opened, where currently only 2-3
gates of the 9 gates are open for container traffic at
any given time; more than the inadequacy of
warehouse in terms of numbers, the lack of adequate
facilities available at warehouses is a problem - i.e.,
proper storage racking systems, poor conditions
within them, poor handling and inadequate security
are some of the main issues. Improvements will
mitigate losses and damages to traders due to the
mishandling of cargo, mainly at the port and the
warehouses (i.e., due to the lack of proper
equipment).

The current railway network and the services offered
by the Sri Lanka Railways (SLR) are not sufficient
for freight transport. SLR services only provide for
transportation, with little loading and unloading
facilities available where labour for cargo handling
has to be provided by the customer. As a result,
despite railway transport charges being low, when
all other relevant charges are added, it becomes
more costly than road transport. Therefore, if
transportation of cargo via rail is to be improved,
which is important in reducing road congestion, it is
imperative that the rail network and services are
developed, along the lines of an integrated multi-
modal transportations system.

Scanning facilities at the port/airport are minimal in
Sri Lanka which results in containers having to be

20 de Mel, D., S. Jayaratne and D. Premaratne (2012), “Trade Facilitation Issues in South Asia” in S. H. Rahman et al., (eds.), Regional
Integration and Economic Development in South Asia, Edward Elgar Publishing.
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opened up manually for checking. This results in
delays and additional costs with traders having to
send their own staff members to unload and load
goods, and also quality drops especially that of
perishables. For example, airport security at the BIA
sometimes carry out random checks of products
before they are allowed to enter the airport premises
for security purposes, requiring exporters to unload
products for checks. Hence, there is a need to
acquire necessary scanning devices which will not
only facilitate traders but also the country as a whole
in promoting the trade of legitimate products and
security.

Local laboratories are not equipped to issue certain
international certifications demanded by buyers for
certain products (e.g., coir) and lack the capacity to
handle a large number of requests, resulting in
undue delays. Hence, the capacities of testing
laboratories such as the Sri Lanka Standards
Institute (SLSI) which is the national standards body
need to be strengthened so that (i) test reports can
be given without undue delays, and (ii) the labs are
equipped to issue international certifications. This
will reduce the costs incurred by importers such as
demurrage costs and opportunity costs of holding
idle products.

5.4 Foreign Direct Invest-
ment

The general business environment of a country is
critical to attract investment and support export
competitiveness and growth. Here, FDI plays a vital
role, bringing not only investment finance, but
technology and managerial know-how to developing
country export sectors. The ending of the armed
separatist conflict removed one of the biggest
impediments to FDI. However, Sri Lanka failed to
capitalize on this, evident from the relatively poor
performance of FDI inflows post-2009 averaging
around 1.5 per cent of GDP. Indeed, various policy

21 Athukorala (2012).
22 Presidential Tax Commission (2010).

74

measures have sent mixed signals to both local and
foreign investors, deterring investments into
manufacturing and high value added services
industries. No major Multinational enterprise (MNE)
has set up operations in Sri Lanka's manufacturing
sector over the last decade.?' More recent FDI flows
into the country have been heavily concentrated in
infrastructure development, tourism and mixed
development projects - not the kind of FDI that the
country requires to boost exports and link Sri Lanka
to markets abroad.

Sri Lanka has tended to rely on the provision of
incentives for FDI promotion. However, many argue
they have little impact on foreign investors' decision
to locate and are instead a drain on government
revenues. The approximate cost of BOI incentives
in terms of revenue loss was estimated to be close
to 1 per cent of GDP.*®> However, any dramatic
reduction in tax incentives could have an adverse
impact on FDI given that Sri Lanka is competing
with other FDI destinations in the South and
Southeast Asian regions. Moreover, a clear
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FDI Inflows Post 2009

distinction between 'market-seeking' (tariff hopping)
and 'efficiency seeking' (export-oriented)
investments need to be made in assessing the
effectiveness of incentives. Accordingly, incentives
can matter in attracting the latter type of investment,
providing that other determinants like political
stability, skills, and infrastructure are favourable.

Although Sri Lanka has regained political stability
and seen infrastructure developments, the country
lags behind many indicators which describe 'the
ease of doing business' and 'investment
attractiveness'. In the World Bank's 'Global
Competitiveness Index', it is behind competing
countries like India, Indonesia, Thailand, the
Philippines and Vietnam and only ahead of some
regional neighbours like Pakistan and Bangladesh.
Similarly, in the World Bank's 'Doing Business'
indicators, Sri Lanka continues to perform poorly
regarding ease of doing business and investment
climate in the country.

Restrictive labour laws, high cost of energy and
corruption are often cited by local and foreign
investors as other deterrents. Rigid and archaic
employment laws in the country are a disincentive
to attracting investment into the country - for
example, Sri Lanka has one of the highest rates of
severance pay in the world. With regard to energy
costs, Sri Lanka stands at a disadvantage against
many competitor destinations in the Asian region,
with the highest electricity tariffs at US$0.18/KWh
compared to Singapore (0.09), Thailand (0.08),
Bangladesh (0.05), Indonesia (0.06) and Vietnam
(0.09). Corruption including bribery is a significant

Average

1.5%

challenge for firms operating in the country. The
problem is not so much adequate laws and
regulations as weak and ineffective enforcement.

5.4.1 Issues Related to FDI

There is a need to provide clear policy direction with
regard to FDI, within the context of an overarching
industrial policy and a national export strategy. Such
a framework sends powerful signals to enterprises,
including foreign investors, about the focus and
direction of government policy. Successful
economies such as Singapore did not simply provide
incentives to increase overall FDI into the country,
but aimed to attract FDI to specific sectors which
positively affected the structure of the economy in
line with broader industry policy and vision of the
country.

There are also weaknesses in existing institutional
structures. The BOI was established to function as
a central facilitation point for foreign investors,
intended to perform the role of a 'one-stop shop'.
However, this has weakened where investment in
certain sectors requires the approval of several
government agencies. While it is deemed to be
relatively effective in provision of services to
investors to establish operations within FTZs, it is
considered less effective in facilitating and servicing
large investments outside the FTZs. In addition, Sri
Lanka currently lacks an effective investment
promotion programme. Existing promotional
activities lack focus and clarity and only have a fixed
template for all types of investors/investments. More
targeted and customized promotion campaigns have
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been behind the success of countries with high FDI
inflows such as Malaysia where FDI promotions
emphasise what their industrial hubs have to offer,
including skills and adaptability of people that can
complement the high-tech industries.?® Malaysia has
also recognized the importance of 'after sales
services' to existing investors and promotes such
services separately.

In addition to the above weaknesses, there is
significant discretionary policy in guiding FDI. In
2008, Sri Lanka passed the Strategic Development
Projects (SDP) Act, which gave the minister in charge
of investment the power to grant tax exemptions to
strategic development projects for a period of 25
years.?* However, the definition of what constitutes
a 'strategic development project' is broad, allowing
ample room for discretion in the investment approval
process, as well as making the process cumbersome
and lengthy.

Sri Lanka also passed an expropriation law under
the Revival of Underperforming Enterprises and
Underutilized Assets Act of 2011. This law
empowered the government to acquire and manage
37 'underperforming' or 'underutilized' private
enterprises, including seven enterprises with foreign
capital input. It is argued to violate existing
Constitutional guarantees against expropriation of
foreign owned assets and eroded investor
confidence regarding property rights in Sri Lanka.®®
While the measure was considered to be one-off,
the government subsequently announced plans to
retake 25,000 hectares of tea plantation leased land
that was not being fully utilized and acquire
abandoned private paddy land. Such policy
enactments and pronouncements create an
atmosphere of uncertainty and unpredictability in
the business environment.

2 Athukorala (2011).

Another legislative enactment to send mixed signals
to investors is related to banning of land sales to
non-nationals under the Land (Restrictions on
Alienation) Act of 2014. Since 2004 foreign
individuals had been able to buy land by paying a
100 per cent transfer tax, and locally incorporated
firms with over 25 per cent foreign ownership were
also subject to the levy. The new Act prohibits foreign
individuals, companies and locally incorporated
firms with over 50 per cent foreign ownership from
buying land in Sri Lanka; it will allow foreigners to
acquire land only on a lease basis of up to 99 years
with an annual 15 per cent tax on the total rental
paid up front. The argument put forward to support
its enactment was to curb tax evasion where non-
nationals with a minority stake in a company side-
step the existing provisions. However, critics also
argued that while it is not unprecedented to restrict
foreign ownership of land, it could dampen FDI and
investor sentiment.

5.4.2 FDI Policy Reforms

It is critical at this juncture of Sri Lanka's economic
development to attract efficiency-seeking FDI and
enter the fast-growing markets for made-to-order
manufactured goods, and component production
and assembly within vertically integrated production
systems. Towards this, the following reforms require
attention:

Fitting FDI into a broader industrial strategy:
FDI promotion in the country cannot be isolated from
other policies relating to trade and industry. In this
context, there is a need for a national trade and
industrial policy which would spell out the role of
FDI. Such a strategic framework will provide
investors a credible and coherent indication of future
policy direction.

24 Under the Act, a strategic development project is defined as a “project which is in the national interest and which is likely to bring economic
and social benefits to the country and which is also likely to change the landscape of the country, primarily through provision of goods and
services which will be of benefit to the public, substantial inflow of foreign exchange, substantial employment and technology transfer?

25 Athukorala (2012).
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Institutional reforms: The BOI needs to enhance
its effectiveness as a 'one-stop shop' for foreign
investors and offer a range of services, including
better 'after-sales services'. It is encouraging to note
that the government is to set up a one-stop-shop
facility within the BOI, by gathering together all
agencies which provides approvals in setting up a
business, to ease the process.

Reviewing incentives structure: Given that the
effectiveness of tax holidays is debatable and a
constant drain on government revenue, the
Presidential Tax Commission (2010) recommends
their gradual phasing-out with simultaneous
reduction in corporate income tax as a means of
attracting investments. In addition, it recommends
switching to other forms of incentives like approved
investment relief, investment tax credits/allowances,
accelerated depreciation and non-tax incentives
(i.e., concessionary land).

Review Acts affecting FDI: In order to improve
the attractiveness of Sri Lanka to FDI, there is a
need to review existing laws affecting FDI, and
ensure that there is policy coherence to signal
consistency in FDI and related policies. Without the
latter, Sri Lanka will continue to struggle to attract
‘good' FDI. For example, the Strategic Development
Projects Act needs to be revisited to bring greater
clarity - the economic sectors and types of economic
activity have to be specifically defined while the
approval procedures need to be streamlined.

Create a favourable business climate: n the
medium to long-term, Sri Lanka needs to streamline
business procedures and undertake reforms to
improve the overall business climate and the
country's attractiveness as an FDI destination. Sri
Lanka lags behind in many of the globally published
business climate surveys, particularly with regulatory
and licensing bottlenecks, restrictive labour laws,
etc. For years, Sri Lanka has granted tax holidays
as a means of countering disincentives caused by

26 ADB (2015), “FTA Status by Country/Economy’, http:/aric.adb.org/fta.

the war and unfavourable business climate. With the
end of the war, if weaknesses in the business climate
can be improved, incentives such as tax holidays
can be scaled back to support government fiscal
consolidation efforts.

5.5 Accessing Markets
through Trade Agree-
ments

Preferential trading arrangements (PTAs) between
countries form an important component of the
incentive framework in place to promote exports.
This works primarily through tariff concessions or
duty free entry provided into export markets under
these agreements. Such tariff preferences serve to
provide a competitive edge in exporting products
compared to other competitors, and also motivate
exporters to aggressively explore and exploit export
opportunities in such markets.

Sri Lanka has lagged behind in pursuing PTAs in
recent years, especially in relation to neighbouring
countries in South and Southeast Asia. Sri Lanka
has only four PTAs in force, compared to India (13),
Malaysia (13), Thailand (12), Pakistan (8) and
Vietnam (8) to name a few.?® Of the PTAs that are
currently in force - the India-Sri Lanka Free Trade
Agreement (ISFTA), the Pakistan-Sri Lanka Free
Trade Agreement (PSFTA), the South Asian Free
Trade Agreement (SAFTA) and the Asia-Pacific Trade
Agreement (APTA) - the last to begin implementation
was SAFTA in 2006. Since then, Sri Lanka has only
signed on to the SAARC Framework Agreement on
Trade in Services (SATIS) in 2010.

Whilst the provisions made under the bilateral
agreements are much more liberal and favourable
to Sri Lanka, only the ISFTA can be said to have
had some economic gains. This is largely owing to
the fact that Sri Lanka's trade with other bilateral
partners in these PTAs is comparatively low. These
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agreements have been negotiated on a negative list,
‘'offer-and-request' approach, allowing substantive
areas to be 'protected’, especially in agriculture.
Thus, negative lists, often restrictive rules of origin
(ROO) criteria and non-tariff measures (NTMs)
together with supply inadequacies have been
limiting factors in promoting trade, resulting in low
utilization of concessions granted under the
agreements. For instance, the ISFTA utilization rate
for Sri Lanka's exports, which peaked to 99 per cent
in 2003, has since witnessed a steady decline to 65
per cent by 2013. Further, ISFTA utilization for
imports has been only 14 per cent in 2013.%

5.5.1 Status and Issues of Trade
Agreements

The pace of liberalization under SAFTA since its
implementation in 2006 has been slow due to the
large size of sensitive lists, prevalence of non-tariff
barriers (NTBs), exclusion of services and
investments, high transaction costs and the political

uncertainties between countries, especially between
India and Pakistan.?® Intra-regional trade in South
Asia was as low as 5 per cent in 2006 at the time of
SAFTA coming into effect. The much expected
growth in intra-regional trade has not materialized
to date, despite the operationalization of the
agreement.

By contrast, Sri Lanka's trade with India has
gradually changed in terms of value and composition
after the implementation of the ISFTA in 2000.
Immediately preceding the agreement, Sri Lanka's
exports to India was a mere 1 per cent of its total
exports, with imports close to 10 per cent. A decade
later, India accounted for 5.5 per cent of total exports,
with greater export product coverage, rising from
approximately 500 products to 2,000 by 2010. Whilst
imports from India to Sri Lanka also rose
substantially, the bulk of such imports (petroleum,
vehicles, sugar, cotton, iron and steel, and
pharmaceutical products) did not receive preferential
access under the ISFTA. In fact, over 70 per cent of
Sri Lanka's imports from India have been from
products that are either in the negative list or are at
zero MFN duty rates.®

There has been no discernible change in the pattern
of trade following the implementation of the PSFTA
in 2005.The share of Sri Lanka's exports to Pakistan
has remained the same at 0.7 per cent. Nonetheless,
Sri Lanka has diversified its export basket to
Pakistan over time. With Pakistan's negative list
consisting of many of Sri Lanka's main export
interests to that country (tea, rubber products,
certain ceramics, paper products and several T&G
products), a range of new exports have penetrated
Pakistan's market (e.g., fresh pineapple, sports
goods, edible oil, porcelain tableware and
kitchenware, ceramic tiles, etc.).

27 Department of Commerce (2014), “ISFTA Utilization Rates 2013, Department of Commerce, Colombo.

28 Weerakoon, D. (2010), “SAFTA: Current Status and Prospects” in S. Ahmed, S. Kelegama and E. Ghani (eds.), Promoting Economic
Cooperation in South Asia: Beyond SAFTA, Sage Publications, New Delhi.

29 Kelegama, S.and C. Karunaratne (2013), “Experiences of Sri Lanka in the Sri Lanka-India FTA and the Sri Lanka-Pakistan FTA’ Background

Paper on Regional Value Chains, UNCTAD, Geneva.
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Asia's first plurilateral preferential trade agreement
(Bangkok Agreement signed in 1975) was renamed
as the Asia-Pacific Trade Agreement (APTA) in 2005
and came into effect a year later. APTA has adopted
modalities for extending negotiations into other
areas such as NTMs and entering into a Framework
Agreement on Trade Facilitation, Trade in Services
and Investments. Sri Lanka has ratified the
Framework Agreements on Trade Facilitation and
Investment. APTA is the only trading arrangement
that allows Sri Lanka preferential access to China
and South Korea. Under APTA, Sri Lanka receives
tariff concessions for over 1,858 products to China,
and goods exported under these tariff lines are
estimated to account for around 50 per cent of Sri
Lanka's total exports to China.®*® However, overall
utilization of concessions under APTA remains low.

Overall, several issues have cropped up with regard
to the negotiations and implementation of Sri
Lanka's PTAs. Due to the negative list approach of
negotiations, the existing FTAs have not been able
to garner the potential benefits. In other instances,
although tariff schedules have been liberalized to a
certain extent, Sri Lanka's trade expansion has been
impeded by the imposition of tariff-rate quotas
(TRQs). For example, India has maintained tariff-
rate quotas for tea, and T&G, while Pakistan also
maintains TRQs for tea, T&G and betel. Hence, the
bulk of tea exports from Sri Lanka to India and
Pakistan have been outside the FTAs.

Varying and overlapping ROO criteria under different
agreements have caused confusion among traders.
For instance, SAFTA and ISFTA require a change
of tariff classification at 4-digit level and PSFTA at
6-digit; SAFTA also has product-specific ROO. At
the same time, stringent ROO criteria have also
hampered utilization of concessions. For example,
there is a detrimental effect on Sri Lanka's blended
tea exports where a change in tariff classification at
the 4-digit level is difficult to achieve even when
blended with Indian tea.

Lack of Mutual Recognition Agreements (MRAs) for
standards and HS codes between Sri Lanka and its
FTA partners has resulted in various additional
checks/certifications on the goods at the importing
country although they have been previously tested
and certified by the relevant, approved authorities
in Sri Lanka. Some of the issues faced by traders
include intergovernmental non-acceptance of testing
methods and standards; packaging, labelling and
markings; and duplication of health and safety
checks in India and Sri Lanka. This has resulted in
delays and additional costs for traders.

Lack of knowledge/awareness among traders of the
concessions offered by the FTAs has also been an
impediment to garner benefits from them. Although
a majority of exporters/importers are aware of the
FTAs, there are SMEs who lack awareness of
specific information on the duty concessions offered
and the processes attached to acquiring the
preference (ROO, TRQs, etc.). Past experiences
also reveal that the public consultations during trade
negotiations have been mostly restricted to
government institutions and the commerce and trade
departments, where other stakeholders like traders
and service trade-related providers were not
adequately represented.

The absence of a fixed body to address problems
arising when trading under the agreement is an
impediment in using the FTAs. When problems arise
regarding a shipment (i.e., documentation) there is
no formal body or authority to take up complaints
and address them quickly. While officers from the
Department of Commerce of Sri Lanka are stationed
at New Delhi, Mumbai and Chennai to take up issues
with the Indian counterparts, a more institutionalized
framework is required to sort out these problems in
an efficient manner. Quick responses are essential
due to high costs of delays, and if the cost benefit
under the FTA is negated, then the traders will not
be encouraged to export/importer further. Hence,

30 Kelegama, S., (2009), “China-Sri Lanka Economic Relations: An Overview’, presentation made at “Sri Lanka-China Business Forum’ 25

September 2009, Ceylon Chamber of Commerce, Colombo.
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there is a need for an inquiry point. Furthermore,
customs cooperation on HS code classification is
also important, as disagreements act as a bottleneck
for traders. Government facilitation (for companies/
businesses) is also essential to overcome
bureaucratic issues in countries with which Sri Lanka
has bilateral and regional trading arrangements,
especially with regard to investing in the partner
country.

Partly as a result of implementation issues, efforts
to deepen and broaden the ISFTA into a
Comprehensive Economic Partnership Agreement
(CEPA) have not been successful to date, owing to
reservation on the part of Sri Lanka, arising from
interest group lobbying. The concerns expressed
were broadly centred on the nature of CEPA itself,
and the need to address drawbacks in the ISFTA
first.

5.5.2 Reforms to Strengthen PTAs

Addressing NTMs: Sri Lanka should be mindful
in its approach to future trade negotiations
considering the lessons learnt from the existing FTAs
and PTAs. Therefore, it is important to strike a
balance between domestic sensitivities and
reciprocity in provisions offered under agreements
in future. NTMs should be identified at the onset
and addressed along with tariff reductions/
eliminations. With regard to TRQs, there should be
binding commitments. It is also important to relax
and simplify the ROO so that they are easy for
traders to understand and to comply with, while
ensuring that necessary controls are in place to
prevent fraud.

Signing MRAs: MRAs between countries,
especially between key agencies such as Standards
Institutes and Industrial Technology Institutes, can
assist in reducing the necessity to carry out
additional checks. If negotiating governments can
agree on testing/certifying bodies in each country,
then extra money and time would not have to be
spent on demands for additional certificates. For this
reason, an MRA should be signed together with the
80

trade agreement specifying the mutually recognized
or agreed standards and HS codes by both parties.

Promoting national awareness and
consultation: In order to bridge the information
gap, widespread awareness campaigns are a vital
necessity to disseminate information effectively,
especially among SMEs. Trading procedures need
to be laid down to reduce ambiguity on the
procedures which can lead to complexities and rent
seeking. Moreover, although a majority of exporters/
importers are generally aware of the process that
needs to be followed to receive trade concessions,
SMEs require specific information on the
concessions offered and the processes attached to
acquiring the preferences.

Consultations should not be reserved purely to the
governments and the commerce and trade
departments but rather with stakeholders at large.
This can ease exporter-importer concerns,
demonstrate that challenges in the agreements can
be addressed in a participatory manner, and help
create broader public awareness of, and confidence
in, the opportunities and benefits of the agreements.
The experience with the India-Sri Lanka CEPA
highlights the need for greater private-public
dialogue in Sri Lanka, on an on-going and regular
basis.

Revisiting CEPA: As a priority, the CEPA with India
needs to be revisited. Closer cooperation with India
on services and investment holds clear economic
benefits to Sri Lanka. Despite the arguments against
it, the negotiating draft framework arrived at in 2008
recognizes the economic asymmetry between the
two countries, and has accorded special and
differential treatment (SDT) to Sri Lanka. Sri Lanka
is not expected to fully reciprocate India's
commitments; moreover, the positive list approach
in services negotiations allows each country to make
an offer which is in line with their comfort levels and
developmental interests.

Negotiating new PTAs: Going forward, Sri Lanka
has experience from past PTAs to ensure that its
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strategic economic interests are safeguarded. The
country must first of all be selective in identifying
potential PTA partners, given the significant time and
resources required to negotiate and implement these
agreements. At the moment, Sri Lanka has shown
an interest in exploring a bilateral trade agreement
with China (Box 5.1). Both countries have agreed
in principle that they would embark on an FTA, which
is hoped to open up the vast Chinese market to Sri
Lanka's producers and manufacturers, especially the
T&G and tea sectors. This would not only boost
bilateral trade, but help diverse Sri Lanka's heavy
reliance on traditional markets in the EU and US. In
this regard, it is imperative that the agreement covers
a substantial number of tariff lines and trade to
ensure its utility to exporters, as well as address
NTMs that might hinder export expansion.®
Considering the reservations amongst some
sections of the business community about adverse
effects of an FTA with China, the agreement needs
to be prepared carefully taking into account the
asymmetric relationship between the two
economies, with a rational negative list and a longer
phase-out liberalization schedule to protect local
producers and manufacturers.

5.6 Conclusion

Given its small domestic market, Sri Lanka will not
be able to achieve and sustain high economic growth
rates without boosting its exports and integrating
into the world economy. This can happen through
larger inflow of FDI to export-oriented sectors by
putting in place an attractive trade regime, combined
with better market access through trade agreements,
lower trade costs and improved physical
infrastructure.

Despite recent simplifications, the trade regime

remains non-transparent, complex and
unpredictable. This calls for simplification and
rationalization of the tariff regime by limiting the

number of rates and allowing for few exceptions;

amalgamation of para-tariffs into one overall tax with
fewer rates; streamlining computation of various
border taxes; conversion of specific duties into ad
valorem to enhance transparency; and passing WTO
consistent trade remedial measures such as anti-
dumping, countervailing and safeguard measures
without resorting to use of para-tariffs. Several of
these recommendations have been made by the
Presidential Tax Commission, but remain to be
implemented.

While acknowledging the progress made by Sri
Lanka to facilitate trade, improvements to publication
and administration of policies related to trade;
streamlining rules and procedures for imports and
exports; more usage of ICT for trade; and
strengthening trade related infrastructure need to
be undertaken. Reforms to facilitate trade are
unlikely to be contentious and easier than reforming
the tariff regime given that there is general
consensus on the matter.

Sri Lanka must also create a conducive environment
to attract FDI for export-oriented industries. The
investment climate does not appear to be particularly
friendly to investors. In this context, there is an urgent
need for coherency and consistency in policy
direction with regard to FDI, spelt out in a national
trade and industrial policy. The role of BOI as a one-
stop shop needs to be enhanced from promotion to
after-sales services, while existing laws affecting FDI
which are inimical to foreign investment need to be
revisited.

Sri Lanka must take a more strategic approach in
future trade agreements, whilst addressing
shortcomings in existing PTAs. The new PTA
architecture is shifting to mega-regional blocs, led
by one or more major powers such as the American-
led Trans-Pacific Partnership (TPP) and the ASEAN-
led Regional Comprehensive Economic Partnership
(RCEP). These agreements seek market access
commitments covering a gamut of issues ranging

31 Perera, N., (2015). “Entering and Conquering China: Beyond the Free Trade Agreement; http://www.ips.lk/talkingeconomics/2015/07/09/

entering-and-conguering-china-beyond-the-free-trade-agreement/.
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from tariffs to government procurement. Small, implementing trade facilitation measures, reforming
developing economies like Sri Lanka hardly feature tariffs (to obtain cheap primary and intermediate
in these mega-trading blocs. However, they too will inputs for further processing and re-export, and
need to strategically examine entry points via closer integrate into value chains), conforming to
integration with regional partners with a view to international quality standards, and ratifying global
linking to regional and/or global value chains. Intellectual Property Rights (IPRs), labour and
Strengthening trade related infrastructure, environmental treaties are means to head forward.

Box 5.1
Proposed China-Sri Lanka Free Trade Agreement

The proposed China-Sri Lanka Free Trade Agreement (FTA) will offer Sri Lanka preferential access to
the second largest economy and the fastest growing market in the world. Two rounds of negotiations
have already been completed. However, if Sri Lanka is to harness the full potential of the proposed FTA
it is crucial that some of the key areas discussed below are taken into consideration in the course of
negotiations.

Special and Differential Treatment (SDT) for Sri Lanka: In recognition of the asymmetries between
countries, Sri Lanka has so far received SDT under all existing FTAs. As such, Sri Lanka has been
allowed to maintain a higher number of products in the negative list, a longer tariff phase-out period, and
more favourable rules of origin. However, China’s existing FTAs have been based on the principle of
reciprocity. Despite maintaining negatives lists with all FTA partners (with the exception of Singapore),
tariffs are not substantially reduced unless the partner country reciprocates. This is evident in the case
of China’s FTA with Pakistan, where duties of only 35.4 per cent were eliminated by China corresponding
to 36 per cent by Pakistan. On the other hand, tariff liberalization has been high where partner countries
too have opened up substantially, albeit progressively — e.g., 96 per cent tariff liberalization by China
and almost 100 per cent by New Zealand. In this background, it is important to find out how the asymmetries
of the countries can be accommodated in the negotiations.

Improving market access by addressing non-tariff barriers (NTBs): The prevalence of NTBs is already
a concern for some of the current Sri Lankan exporters to China. High costs and excessive time taken
for registration and obtaining mandatory licenses (e.g., cosmetics); multiple testing (e.g., garments);
technical trade barriers (e.g., rare earth testing of Ceylon tea) are some of these concerns. Hence, there
is a need for negotiations to go beyond tariff liberalization to address mutual recognition agreements for
standards and to make the removal of NTBs binding.

Including a strong dispute settlement mechanism in the FTA: A strong dispute settlement mechanism
in trade agreements is essential to provide the assurance of fair trade/compliance. This will also prevent
countries from taking unilateral action, breaking the spirit of the agreement and ensuing complications.

Developing Sri Lanka’s supply capacity: If Sri Lanka is to effectively utilize concessions offered by
China, it is vital to improve supply capacity in terms of volume as well the range of exportable products.
One way of addressing this would be to promote joint investment ventures with Chinese companies.
CEAT-Kelani, a joint-venture between India and Sri Lanka, is an example that benefits from the Indo-
Lanka FTA. Such joint investments can be promoted through the protection and promotion of FDI through
a framework of legally-binding rights and obligations.

Sources: Wijayasiri, J., et al., (2015), “Study on China-Sri Lanka Free Trade Agreement’, Institute of Policy Studies,
unpublished; Kelegama, S., (2014), “Challenges Remain for China-Sri Lanka FTA’ East Asia Forum, http:/
/www.eastasiaforum.org/2014/03/28/challenges-remain-for-china-sri-lanka-fta/.
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6. Labour Market Reforms for Growth

6.1 Introduction

ollowing the global financial crisis that

depressed growth, the call for reforms to

create more and better jobs resonated across
the world." The importance of better jobs has
received attention for several reasons. From a macro
perspective, both job growth and productivity
progress can drive economic growth by building
consumer confidence and expanding consumer
demand. It is now a recognized fact that the access
to productive jobs is the best means of pulling
households out of poverty. Access to good jobs -
those with adequate remuneration and social
protection - can reduce inequality and vulnerability.?
There is ample evidence, including in Sri Lanka,
that unemployment and lack of access to good jobs
is a driver of social unrest.

Improving access to better quality employment
needs to happen within the development framework
for Sri Lanka. The current strategies envisage
developing the country by improving agricultural and
industrial sectors through modernization and the
adoption of new technologies.® Such a development
strategy requires a highly skilled and trained
workforce that is able to identify, adopt and use
appropriate technologies for modernizing and
improving production processes. The planning for
developing such a workforce should precede the
launching of development plans. Unlike in the 1980s
and the 1990s when short-term training

~

Labour Organization, Geneva.

@

programmes could train large numbers of workers
for employment in the manufacturing sector, the
current development plans require highly trained
workers with experience who take longer to train.
Unless proper planning is in place, the envisaged
development in the country will be impeded by
human resource constraints.

This chapter will concentrate on four main issues
faced by the labour market. First, the immediate
challenge faced by the labour market is to source
the workers needed to operate envisioned
development plans of the country. However, already
the country is faced with skill shortages. Many
industries are contemplating importing workers to
sustain operations, while others are contemplating
automation.

Second, demographic transitions are changing the
structure of the population and slowing its growth.
The population ageing and the working age
population is declining. These demographic effects
on the economy can be mitigated through better
utilization of existing labour resources. Medium term
plans should be put in place to enhance labour
market activity and draw non-participating workers
to the market.

Third, effective human resource planning is hindered
due to lack of information, limited coordination

World Bank. (2011), More and Better Jobs in Asia, World Bank, Washington DC.
Torres, R., and M.E. Lépez (2014), “Development and Employment in Latin America and the Caribbean: A Look Ahead”, International

Sirisena, M., (2015), “President Maithripala Sirisena’s Address to the Nation at the 67th Independence Day Celebrations”, News.lk: http://

news.lk/fetures/item/6044-president-maithripala-sirisena-s-address-to-the-nation-at-the-67th-independence-day-celebrations [accessed May

13, 2015].

83



between different labour market institutions, and the
changing structure and affiliations of the labour
market institutions and the conflicting objectives of
the different labour market institutions.

Fourth, the creation of jobs in the formal sector has
been hindered due to lack of skilled people to take
up available vacancies in the formal sector, and the
high cost of providing social protection and
employment in the formal sector. A high level of job
protection and social security is enjoyed by those
in the formal sector while those outside are left
vulnerable to fluctuations in the economy, creating
inequities and inefficiencies in the economy. Also,
opportunities for on-the-job training are limited for
those in the informal sector and for casual and
temporary workers. As such, they have little
opportunities for upgrading their skills.

The Sri Lankan labour market faces challenges on
many fronts. To face these, the country needs to
find the means to increase labour force participation,
improve training and reduce mismatches in the
labour market. Better information and a well-
coordinated programme for developing human
resources are needed to meet the challenge of
worker and skill demands of the country in the
coming years. In the following sections, this chapter
details challenges faced by the labour market in
Sri Lanka and the critical reforms needed to produce
an uninterrupted flow of skilled workers to support
the envisaged development in the country.

6.2 Age Structure of the
Labour Force and its
Growth

The changing age structure of the labour force and
declining size can potentially slow economic growth.

Bloom, Canning, and Fink (2011) find that ageing
has mixed effects on economic growth.* They find
that in OECD countries, ageing will lower
participation in the labour force and the proportion
of the population who are economically active.
These in turn will have a modest declining effect on
economic growth. The magnitude of the impact of
population ageing on economic growth will depend
on the remedial action taken by different countries
to mitigate the effects of ageing on the economy,
such as policies that increase the labour force
participation of females, and encourage more
savings for retirement. However, in non-OECD
countries, the same study finds that an ageing
population may not necessarily decrease labour
force participation rates and labour-force to
population raios, as the reducing size of the younger
populations will offset the older persons in the
population. Also, in countries like China, labour
shortages may be mitigated by making use of the
rural and urban unemployed or underemployed
workers.

Declining fertility rates and increasing life
expectancy is slowing population growth and
increasing the average age of the population of Sri
Lanka. The total fertility rate in the country was 3.4
births per woman in 1981.% This declined to 1.9
births per woman in 1998. Although it has increased
since then to 2.4 births per woman in 2011, the
effects of the initial decline in the fertility rate has
slowed population growth. For example, the under
15 proportion of the population has declined from
35.2 per cent of the total population in 1981 to 25.2
per cent by 2012.5 These trends indicate that fewer
numbers of individuals will be entering the labour
market in the coming years.

Sri Lanka's labour force is ageing. The proportion
of male workers aged 40 years and above has

4 Bloom, D. E., D. Canning and G. Fink (2011), “Implications of Population Ageing for Economic Growth. Program on the Global Demography

of Ageing’; Harvard Initiative for Global Health, Cambridge, MA.

5 DCS (2013), Sri Lanka Labour Force Survey - Annual Report 2013, Department of Census and Statistics, Colombo.

¢ Ibid.
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increased from 28.4 per cent in 2002 to 34.1 per
centin 2013, while the proportion of female workers
aged 40 years and above has also increased from
12.9 per cent in 2002 to 18.6 per cent in 2013. By
contrast, the proportion of both male and female
youth (15-24 year olds) has declined (female youth
from 8.1 per cent in 2002 to 4.6 per cent in 2013
and male youth from 12.9 per cent in 2002 to 7.9 in
2013) in the labour force (Figure 6.1). This is partly
due to the earlier mentioned declining fertility rates
and increasing life expectancy. With fewer babies
being born, the younger age cohorts are becoming
smaller in size. As a result of these changes, the
proportion of Sri Lanka's population aged under 15
years has declined from 35 per cent in 1981 to 25
per cent in 2012,” while the proportion of 60 years
and above has increased from 7 per cent to 12 per
cent over the same period.

Vodopivec and Arunatilake (2011) find that many

older workers are engaged in the informal sector,
work longer hours and are paid less than younger

Figure 6.1

workers. 8 They further find that older previous formal
sector workers leave the labour force due to
mandatory retirement, while previous informal sector
workers continue to work in the informal sector into
very old ages until health prevent them from working
due to lack of social security and other sources of
income. Many workers who retire from their regular
forms of employment find it difficult to get re-
employed in the formal sector due to lack of
opportunities and lack of skills. Such workers leave
the labour market, while they are still able and willing
to contribute to the labour market.

The reducing fertility rates have slowed working age
population growth in Sri Lanka. For example,
according to the population projections, the
proportion of the prime working age population (i.e.,
individuals aged 15-59 years) is projected to decline
marginally from 62 per cent in 2015 to 59 per cent in
2030.° The average annual growth of the working
age population has already come down from 1.8 per
cent in the 1992 to 2002 period, to 1.1 per cent in

Composition of the Labour Force by Age and Sex
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Source: Calculated based on DCS, Labour Force Survey Annual Report 2013, Department of Census and Statistics, Colombo.

7 Ibid.

8 Vodopivec, M., and N. Arunatilake (2011), “Population Ageing and Labour Market Participation of Old Workers in Sri Lanka’ Journal of

Population Ageing, 4(3), pp.141-163.

¢ United Nations (2012), “World Population Prospects: The 2012 Revision: Excel Tables - Population Data’; http://esa.un.org/unpd/wpp/Excel-

Data/population.htm [accessed 30 March 2015].
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the 2002 to 2012 period (see Table 6.1). On average,
the working age population and the labour force
have grown at the same average rate from 1992 to
2012 (see Table 6.1). But, when the annual average
growth rate is separated to the 1992-2002 and 2002-
2012 periods, it is clear that the labour force growth
has slowed down in the 2002-2012 period, both
relative to the working age population growth as well
as its own growth in the 1992-2002 period (Table
6.1). This lower growth in the labour force in the
latter period is due to lower labour force participation
rates.

The emigration of large numbers of workers for
employment abroad exacerbate the issues of
slowing working age population, by further reducing
the supply of workers. The number of workers

Table 6.1
Annual Average Growth Rates of Key Labour Market Indicators (1992-2012)

20.7% 20.5%

M e

Retirement and okl age

Engagement in studies

leaving Sri Lanka for foreign employment increased
from 203,773 in 2002 to 282,331 in 2012."
Moreover, the proportion of professionals, middle
level, clerical and skilled workers leaving the country
for foreign employment has increased from 29 per
cent in 2002 to 34 per cent in 2012, while the
proportions of low skilled, unskilled and housemaid
categories of workers have declined over the same
period." The low employment growth in the country
is at least partly responsible for the promotion of
foreign employment at the expense of promoting
better quality employment in the country.

Labour force participation rates have declined over
time in Sri Lanka (Figure 6.2). This is particularly
the case for youth and females. The slopes for the
labour force participation for different population

Annual average annual Working Age Labour Employed | Unemployed Not in

growth rates (%) Population Force Labour
Force

1992-2002 1.8 2.3 3.1

2002-2012 1.1 0.7 13 -5.3 1.6

1992-2012 1.6 1.6 2.4 -3.3 1.6

Note: Time series data is not available beyond 2006 in the latest Labour Force Survey Annual Reports.

Source:

Calculated based on data from DCS, Labour Force Survey Annual Report 2012, Department of Census and Statistics, Colombo.

0 SLBFE (2012), “Annual Statistical Report of Foreign Employment — 20127 Sri Lanka Bureau of Foreign Employment, Battaramulla.

" Ibid.
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groups show that the sharpest decline in labour force Labou r fo rce
participation is for youth followed by females. As .. .
seen from Figures 6.3 and 6.4, labour force partICIpatlon
participation is low in Sri Lanka compared to many rates have

countries in South Asia (i.e., India, Pakistan and

declined over

Bangladesh), and South East Asia (i.e., Singapore,

Thailand, Philippines, Indonesia and Vietnam). The t|me in Sr| Lan ka
labour force participation of females is especially . .
low compared to that of other countries, except that (Flgure 62) ThlS
of India and Pakistan. IS part|cu|ar|y the

case for youth

and females.

Figure 6.2
Trends in Labour Force Participation Rates
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Note: Data excludes Northern and Eastern Provinces. Data is for 15 years and above population. The earliest year for which data is
available in the “Labour Force Survey 2013” is 2006.

Source:  Estimated based on data from DCS (2013), Labour Force Survey Annual Report 2013, Department of Census and Statistics, Colombo.

Figure 6.3
Labour Force Participation of Males by Age Group, Selected Countries
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Figure 6.4

Labour Force Participation of Females by Age Group, Selected Countries
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Source: Calculated based on ILO (2015), “Key Indicators of the Labour Market”, International Labour Organization, Geneva.

According to labour force survey data, the number
one reason (affecting 48 per cent of the working
age population) for non-participation in the labour
force is household duties.” This is mainly due to
62.1 per cent of females not in the labour force
engaging in household duties. About 20.7 per cent
are not in the labour force due to retirement and old
age, while 20.5 per cent are not in the labour force
due to engagement in studies.

Longer time taken in education - to bridge skills gaps
and due to the inefficiencies in Sri Lanka's education
system - has increased the time in education for
youth, delaying their participation in the labour force.
Relative to other countries, young people in Sri
Lanka spend a longer time to obtain a degree due
to inefficiencies in the education system.
Accordingly, Sri Lankan students are more than 24
years old when they get their first degree, while
students in most countries get university degrees
at younger ages. The main reason for delayed
graduation is not longer study courses, but
inefficiencies in transition from one level of education
to the next, and disruptions to university education
due to university closures. On average, a Sri Lankan
student wastes about half a year waiting for O-Level
results before commencing A-Level course work,

and up to a year after finishing A-Levels to enter
university because of delays in the release of A-Level
results and admissions to universities. A recent study
by the World Bank finds that the low education
competencies of students entering Technical
Vocational Education and Training (TVET) courses
lengthen the time taken by TVET students to
complete training.”® Further, it finds that some
students require bridging courses to upgrade their
skills before being able to complete TVET courses.

6.2.1 Available Supply of Workers for
Development

The available supply of workers is growing at
increasingly slower rates due to many reasons.
Demographic transitions have reduced the size of
the younger age groups, reducing the number of
young people entering the working age population.
Large numbers of working age population is not
engaging in the labour force due to household work
(mainly females), retirement and old age and
engagement in studies (mainly youth). In the
absence of good jobs within the country, many
workers are leaving the country for employment
abroad. The emigration of skilled workers has
increased in recent times. At the same time, the

2 DCS (2013), The Labour Force Survey Annual Report-2013, Department of Census and Statistics, Colombo.

' Dundar, H., et al., (2014), “Building the Skills for Economic Growth and Competitiveness in Sri Lanka’;, World Bank, Washington, D.C.
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On average, university students in Sri Lanka
graduate 3 years after their peers in the West
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transitions are likely to create labour shortages,
unless mitigated by introducing polices to improve
labour force participation and better productivity.

In order to sustain a ready supply of workers, Sri
Lanka will need to restructure the labour market
through encouraging population groups with low
participation rates, such as youth, females and older
persons, to engage more in the labour market. Given
lower availability of workers, attention will need to
be made to improve the productivity of existing
workers through well thought-out human resource
development plans that take into account the
changing structure of the population, and the fast
changing shifting demands of the labour market.

6.3 Worker and Skill
Shortages

Despite economic growth, the proportion of formal
employment in Sri Lanka has improved only
marginally. Labour force survey data show that
employment grew at 2.4 per cent per annum on
average from 2006 to 2012.™ This growth is mostly

explained by growth in public sector employment.
During this period, public sector and semi-public
sector employment grew at 4.8 and 2.8 per cent per
annum on average, respectively, while formal private
sector employment grew only by 1.4 per cent per
annum on average. This suggests that although
unemployment rates have been coming down, the
employment rates have not increased in tandem.

The lack of skills offered by individuals for the
available vacancies is partly responsible for the slow
increase in employment numbers. According to the
World Bank's Skills Toward Employment and
Productivity (STEP) survey 2012, the main obstacle
faced by firms when recruiting is the lack of skills."
This was especially a concern when recruiting for
higher skilled occupation categories, such as
managers, professionals, technicians, clerks,
service, sales workers, and plant and machine
operators. Only for elementary occupations was the
lack of applications, skilled or otherwise, the main
problem in recruiting workers.

Many industries in Sri Lanka are facing a problem
of skills shortages. In 2011, an inadequately
educated workforce was found to be a "severe" (9

“ Labour force survey data as analyzed in Byiers, B., (2015), “Manufacturing Progress? Employment Creation in Sri Lanka) Overseas

Development Institute, London.

' Dundar, M., et al., (2014), “Building the Skills for Economic Growth and Competitiveness in Sri Lanka’; World Bank, Washington, D.C.
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per cent) or a "major or severe" (27 per cent)
constraint for current operations by 36 per cent of
firms.'® The issue of lack of skilled workers is
increasing; in 2004, an inadequately educated work
force was found to be a "severe" (7 per cent) or
"major or severe" (21 per cent) constraint for current
operations by only 28 per cent of firms."”” The third
biggest perceived obstacle in the business
environment faced by firms is the inadequately
educated workforce, preceded by access to finance
and practices of competitors in the informal sector.®

The type of demand for skills varies according to
the skill category of workers. According to the STEP
survey, the most important reason for retaining
workers after the probation period was job specific
skills for both low-skill and highly-skilled workers."
The job specific skills for retaining workers was
ranked as important for retaining low-skilled workers
by a larger share (33.8 per cent compared to 24 per
cent) of firms. Sinhala or Tamil literacy was ranked
as the second most important skill for retaining
workers by firms for both low-skilled and highly-
skilled workers. In the order of importance, the other

skills deemed important for the retention of highly-
skilled workers after the probation period are English
literacy, leadership skills and numeracy. For lower
skilled workers these were, English literacy and team
working skills.

6.3.1 Main Issues Faced by the
Demand Side

Employment creation in the formal sector in the 2006
to 2012 period was mostly in the public sector. The
creation of formal private sector employment was
much slower. This is more due to the lack of skills
offered by job seekers, rather than due to the lack
of opportunities for work. In fact, anecdotal evidence
suggests that almost all main industrial sectors are
facing labour shortages. A well-coordinated effort
to identify skill needs of different industries, and
develop human resources to cater to that need is
essential to reduce the issue of labour shortages in
the economy.

6.4 Reducing Duality of
the Labour Market and
Increasing Equity

Most labour markets which have regulations
protecting employment, by making it harder and
costlier to fire workers and where costs of hiring
workers are high due to employment based social
protection, observe dual labour markets.?® On the
one hand, there are workers in the formal sector
enjoying the benefits of employment protection and
associated social protection, and there are workers
outside the formal sector who do not have access
to either. Labour markets with high job protections
do not adjust to economic fluctuations, as those in
permanent positions resist adjustments to the

6 A constraint labeled as “severe” depicts large impediments for operations while a constraint labeled as “severe or major” depicts moderate

impediments for operations.
7 Ibid.

'8 Ibid.
' Ibid.

20 The Economist (2015), “France and Labour Market Reforms - Francois Hollande’s Rhine Journey’, http://www.economist. com/news/
europe/21649471-french-president-tries-belatedly-catch-up-other-more-competitive-countries-his [accessed 13 May 2015].
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Box 6.1
Labour and Skill Shortages Faced by Different Industries

Labour shortages in the plantation sector have been an ongoing issue for decades. Estate
youth who are now more educated, prefer to work in urban centres rather than find
employment in the estates.

The garment industry, the second highest foreign exchange earner for the country, has
also been experiencing labour shortages for years. According to the Chairman of the Apparel
Exporters Association, the industry is contemplating automation given difficulties in finding
workers, with an estimated 15,000 vacancies in the industry in November 2014.

A recent report by the Institute of Construction Training and Development (ICTAD) indicates
that the construction sector is experiencing a severe shortage of skilled workers. This
situation is aggravated by the migration of skilled construction workers for work abroad.

According to the President of the Tourist Hotels Association of Sri Lanka, the hospitality
sector is facing a severe shortage of workers, especially skilled workers. With the ending of
the 30 year separatist conflict in 2009, the hospitality sector is expected to grow in the
immediate term. This growth can only be sustained with the supply of skilled workers for
the sector. These are only some examples of sectors facing labour shortages.

According to the ICT Work Force Survey conducted in 2013, Sri Lanka needs about 6,246
ICT graduates a year. This includes the demand for ICT graduates amongst ICT companies,
non-ICT companies, government, and Business Process Outsourcing (BPO) companies.
There is a shortfall of about 458 graduates per year due to the shortage of graduates with
required skills in technical as well as soft skills.

Sources: Lanka Business Online (2013), "Sri Lanka Plantations Facing Labour Shortages", http://
www.lankabusinessonline.com/news/sri-lanka-plantations-facing-labour-shortages/
2035551014; Mirror Business (2014), "Apparel Industry in Sri Lanka Mulls Automation to
Overcome Labour Woes", hitp://www.dailymirror.lk/57033/apparel-industry-in-sri-lanka-mulls-
automation-to-overcome-labour-woes#sthash.bbpylL9Ph.dpuf; Balachandra, H. K. (2014), "The
20th Asia Construct Conference - Sri Lanka Country Report", Institute for Construction Training
and Development, Colombo; Lanka Business Online (2013), "Sri Lanka Hotels Profits May
be Squeezed by Rising Labour Costs", http://www.lankabusinessonline.com/news/sri-lanka-
hotels-profits-may-be-squeezed-by-rising-labour-costs/1592368372; ICTA (2013), "National
ICT Work Force Survey", Information and Communications Technology Agency of Sri Lanka,
Colombo.

benefits enjoyed by them. On the other hand, in
countries with more flexible labour markets, firms
are not reluctant to hire workers as they can adjust
their workforce with ease if necessary.?!

There are clear indications of a dual labour market
in Sri Lanka. Despite economic development, the
structure of the labour market has not changed much
over time. Around 60 per cent of employment in Sri

21 Ibid.

Lanka is in the informal sector (Table 6.2). About
40 per cent of workers are self-employed or
contributing family workers - workers described as
vulnerable workers by the ILO.??

Formal sector workers are legally entitled to receive
a host of benefits. They receive better social
protection. For example, those in the public service
are eligible for a pension upon retirement through

22 DCS (2013), Sri Lanka Labour Force Survey - Annual Report 2013, Department of Census and Statistics, Colombo.
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which allows beneficiaries to continue their usual
consumption patterns to their old age. It is also the
only pension scheme which provides an annuity.
Employees in the private sector contribute to the
Employees' Provident Fund (EPF) to which they are
eligible upon retirement. Unlike in the PSPS, formal
private sector workers receive a lump sum payment
at retirement rather than a monthly pension. This
was established under the Employees' Provident
Fund Act No. 15 of 1958. Companies can also set
up their own Provident Fund, under approval from
the Commissioner of Labour.

Those in the formal sector also receive paid holidays
and paid sick leave and maternity leave. For
example, the public sector workers are eligible for
maternity leave under the Establishment Code and
formal sector workers are granted maternity leave
under the Shop and Office Employees Act of 1954.2%

the Public Service Pension Scheme (PSPS). It is a They are eligible for a severance pay if their work is

non-contributory pension scheme that is financed
by government revenue. The PSPS is the only
comprehensive pension scheme in the country

terminated. In addition, workers in the formal sector
receive training funded by their employers, which
helps them to keep abreast of new developments.

Table 6.2
Trends in Sector of Employment

2006 2012
No. % of Total No. % of Total

Total 7,105,322 100.0 8,128,704 100.0
By employment status
Employees 3,949,758 55.6 4,586,066 56.4
Public 954,886 13.4 1,230,398 15.1
Private 2,994,872 421 3,355,668 41.3
Employer 221,512 3.1 231,087 2.8
Own account worker 2,189,566 30.8 2,591,580 31.9
Contributing family worker 744,486 10.5 719,970 8.9
By economic sector
Informal sector 4,378,645 61.6 4,964,358 61.1
Formal sector 2,726,677 38.4 3,164,345 38.9

Source: Calculated based on DCS, Labour Force Survey Annual Report 2006 and 2012, Department of Census and Statistics, Colombo.

23 Ministry of Labour Relations and Productivity Promotion (2010), “Labour Code of Sri Lanka,” Ministry of Labour Relations and Productivity
Promotion, Colombo; Ministry of Public Administration and Home Affairs (2004), “Public Administration Circular No. 3/2004 - Maternity
Leave - Chapter XII of the Establishment Code’; Government of Sri Lanka, Colombo.
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Table 6.3
Change in Employment Status of Public
and Private Employees (2006 to 2012)

Permanent 1,825,284 | 2,096,870 14.9
Temporary 931,031 | 1,345,081 44.5
Casual 492,611 410,629 -16.6
Not permanent 698,844 731,532 4.7
Total 3,947,770 @ 4,584,112 16.1

Source: Jayawardena, P., (2014), “Sri Lanka Employment Case Study”,
Background Paper, Institute of Policy Studies of Sri Lanka, Colombo.

The need to extend social protection coverage to
the informal sector is now well recognized.?* But,
attempts to establish contributory pension schemes
for the informal sector has not met with much
success due to low coverage of the target
populations, inadequacy of the benefit amounts, and
administrative issues.

Another characteristic of a dual labour market is the
increase in the proportion of precarious workers -
i.e., workers on short-term contracts or temporary
work arrangement. As can be seen in Table 6.3, the
proportion of temporary workers in the labour force
has increased at a much higher rate than the
proportion of permanent workers. Further, data
indicate that of the 1.8 million temporary and casual
workers in the country, 92 per cent work outside the
public sector.

Recent examples illustrate that countries with dual
labour markets can result in high unemployment
rates (when the unemployed are provided with an
allowance by the state) or high levels of informality
(as with the case of Asian countries). A dual labour
market can reduce labour market flexibility and lower
productivity and increase inefficiencies, such as

nge 2
to 2012

unemployment and underemployment. For example,
France's high unemployment rates are largely
attributed to the low creation of formal sector jobs.
High costs of creating employment due to high levels
of job protection and higher wages are contributing
to low job creation.?® In 2012, Mexico brought forward
a Bill before Congress to modernize their outdated
labour code with the intention of relaxing labour
regulations with the hope of expanding job
creation.? Some reforms that were contemplated
include, the introduction of hourly pay, allowing
companies to hire workers on trial basis for up to
six months, and a cap on severance pay so that it is
less costly for companies to restructure their
workforce. The proposed reforms also introduced
clear rules on outsourcing and improved the rights
of females in the workplace. These reforms are
expected to create an additional 400,000 jobs yearly,
reduce informality and increase economic growth
by 0.3 per cent. The Bill also aims to improve the
governance of labour unions by requiring them to
elect officials through secret ballot and submit their
accounts for auditing.

6.4.1 Main Issues of Duality in the
Labour Market

Sri Lanka has a dual labour market. Those working
in the formal sector receive employment protection
as legislated by law. They also enjoy paid holidays,
maternity leave benefits and superannuation
benefits. Despite attempts to improve social
protection for those in the informal sector, these have
not improved over time. Evidence for other countries
shows that dual employment markets reduce job
creation and leave large segments of the population
economically and socially vulnerable. Investments
on training by firms on informal, casual and
temporary workers are also lower. As such, skills of
workers who remain as temporary or casual workers

24 See Chapter 10 of this report on “Reforming Sri Lanka’s Social Protection System?”

2 The Economist (2015), “France and Labour Market Reforms - Francois Hollande’s Rhine Journey’ http://www.economist.com/ news/
europe/21649471-french-president-tries-belatedly-catch-up-other-more-competitive-countries-his [accessed 17 May 2015].

26 The Economist (2012), “Reforms in Mexico - Labour Pains’, http://www.economist.com/news/americas/21565607-travails-bill-modernise-

labour-markets-and-unions-highlight-difficulties-facing [accessed 7 May 2015].
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over a longer period will get outdated and their
productivity will decrease over time. Further,
informal, casual and temporary workers are more
likely to fall into poverty as they are not covered by
social protection provisions enjoyed by the formal
sector workers.

6.5 Issues with Human
Resource Development

Many of the demand and supply mismatches
discussed above could have been avoided with
proper planning. A clear understanding of the trends
in the supply of workers, their skill competencies
and the demand for workers and skills by the
industries can better prepare planners to make
structural adjustment to minimize the gaps. Better
labour market information, better capacity in the
labour market institutions to analyze available
information for advising policy makers, and better
coordination between different labour market
institutions can facilitate the generation of a skilled
workforce to meet the demands of industries.

6.5.1 Labour Market Information

A prerequisite for proper analysis of labour market
trends and restructuring of training to match demand
is information. Comprehensive, reliable and up-to-
date information is essential for identifying demand
and supply mismatches in the labour market and
for taking action to fill gaps. In the absence of such
analysis, the envisaged economic development
plans will not be able to be carried out according to
plan.

The main source of information on the labour
markets is provided by Labour Force Surveys
conducted by the DCS. Although these provide fairly
comprehensive information on the supply of workers,
they do not provide information on training, labour
demand and labour migration.

The Labour Force Survey only collects information
on education attainment at school level and

94

university education. Information on TVET is only
collected from the unemployed. Better information
on the TVET sector could provide information on
the skills mismatches in the market. Information
available from the TVET sector can also be
improved. The present available information is limited
to enrolments and completions. Although some
studies have been done to collect information on
the labour market outcomes of those who have
completed TVET training, these studies are done
on an ad hoc basis. Regular information on labour
market outcomes of TVET graduates can provide
valuable information on the quality and relevance
of the training, and the need to adjust training
requirements to match demand.

Most available information on the labour market is
from the supply side. However, regular surveys need
to be conducted to assess the vacancies and skill
shortages in the economy, and circulate these
results for new entrants to the market. This will allow
students to choose their training programmes more
rationally, and allow training providers to adjust their
training programmes to better meet the market
demands.
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Given that large numbers of workers are leaving the
country for employment, better information on the
migrant workers are also necessary for improved
human resource planning. The Sri Lanka Bureau of
Foreign Employment (SLBFE) collects information
on labour migrants and makes them available on
the web with regular updates. It is a first step towards
improving information on migrant workers. The
information available at present are limited to those
who register with the SLBFE and for those leaving
the country for work. Information should also be
collected on those returning to the country after work
abroad, and those leaving the country without
registering at the SLBFE. Discussions with the
SLBFE reveal that there are already attempts to link
SLBFE data with that of customs data so that more
comprehensive information on both arrivals and
departures for foreign employment can be collected.
Further, to facilitate analysis of available information,
classification of migrant workers should also be done
using international standard classifications, as done
by the DCS for the classification of workers in Sri
Lanka.

6.5.2 Labour Market Planning and
Governance

There is ample evidence that timely, reliable and
comprehensive information on various aspects of
the labour market is essential for the proper planning
of labour markets. Human resource planning is
interlinked with economic planning. The strategies
adopted by different governments to develop the
country will determine the human resource needs
of the country. Human resource planners should
ideally forecast the skills and employment needs
according to the development objectives of the
country, examine the present demographic trends,
and institutional environment for human resource
development. If there are identifiable gaps in the
supply and demand of labour according to different
skill levels, corrective action should be taken to

restructure the labour supply and training practices
so as to ensure proper supply of workers.

Institutions responsible for planning and
implementation of labour related policies is scattered
across different ministries in Sri Lanka. Further, their
distribution amongst different ministries changes
from time to time. Some labour market institutions
have even come under non-labour related ministries
(Box 6.2). Such changes have complicated the
proper planning of labour and employment.

At present, labour market planning is done by
different ministries with different objectives in mind.
For example, the stated functions of the Ministry of
Foreign Employment are broadly, promotion of
foreign employment, welfare of migrant workers,
regulation and supervision of employment agencies
and other institutions coming under the ministry,
career guidance of foreign employment job seekers,
and the welfare of expatriate workers. The Tertiary
and Vocational Training Commission (TVEC)
identifies improving the quality and relevance of
TVET programmes, increasing enrolments in TVET
institutions, and improving the operational and
managerial efficiency of TVET institutions as their
objectives. The mission of the Ministry of Labour
and Labour Relations is to contribute towards the
socio-economic development through the promotion
of industrial peace and harmony, social protection,
rights at work and productivity. However, no ministry
is in charge of coordinating the actions of these
different ministries, so that there is a clear strategy
for developing human resources in the country to
cater to local and foreign employment skill demands
of the country. The present skills mismatch
experienced in the country is partly arising from this
lack of coordination. For example, on the one side,
when Sri Lanka is facing a shortage of labour in the
construction sector, the country has been promoting
migration of construction workers with the objective
of bringing foreign exchange earnings.
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Box 6.2
Shifts in Ministerial Responsibilities for TVET

The main ministry responsible for the TVET sector changed several times from 2007 to 2015.
Even when it remained the same, changing policy priorities was a challenge for development of
the TVET sector.

Segregation of training agencies into different ministries was identified as a weakness of the
TVET sector in the Corporate Plan of the Tertiary and Vocational Education Commission (TVEC)
in 2007. For example, the Ministry of Vocational and Technical Training, the main ministry
responsible for the TVET sector in 2007, had only some of the important vocational and technical
training institutions (such as the Department of Technical Education and Training (DTET),
Vocational Training Authority of Sri Lanka (VTA), and the National Apprenticeship and Industrial
Training Authority (NAITA)) coming under its purview. Several other important training institutions
came under different ministries in this year. For example, the National Institute of Fisheries and
Nautical Engineering (Ocean University) came under the Ministry of Fisheries and Aquatic
Resources, and the Ceylon German Technical Training Institute (CGTTI) came under the Ministry
of Skills Development and Public Enterprise Reforms.

In the post-2010 period, a main challenge for the sector was not the distribution of TVET institutions
amongst different ministries, but the frequent change of government priorities. In 2010, the
government showed a renewed interest in youth affairs. Along with this new interest, the most
important technical and vocational training institutions mentioned above (i.e., DTET, VTA, NAITA,
Ocean University and CGTTI) were brought under the Ministry of Youth Affairs. In 2012, this
ministry was renamed as the Ministry of Youth Affairs and Skill Development. In the new
government formed in 2015, again the above institutions were kept together; the new ministry
responsible for those is the State Ministry of Youth Affairs, which is a non-cabinet level ministry.

Sources: TVEC (2007), "Corporate Plan 2008-2012", Ministry of Vocational and Technical Training, Colombo;
TVEC (2011), "Corporate Plan 2012-2016", Tertiary and Vocational Education Commission,
Colombo.

653 Training the Sri Lanka Institute of Advanced Technological
Education (SLIATE). In 2009, 63,323 students
(DTET - 12,175; NAITA - 11,500; VTA - 25,534;
SLIATE - 5,341) were admitted for training to these
institutions. These institutions are mainly concerned

Sri Lanka has several networks of well-established
vocational and technical training institutions that are
spread throughout the country. The oldest of these
is the Department of Technical Education and
Training (DTET) which established its first technical
college in 1893 in Colombo.?” In recent times, from

with training crafts persons for the industrial sector,
but in recent times they have also started offering

courses in computing, information technology, health
1968 to 1995, four more networks have been

established for the purpose of technical and
vocational education and training. These are the

and elderly care, etc. In addition to the above
institutions responsible for TVET, individual line

ministries, and provincial councils are also
National Apprentice and Industrial Training Authority

(NAITA), the National Youth Services Council
(NYSC), the Vocational Training Authority (VTA), and

conducting TVET programmes using public funds.
Several private sector institutions are also engaged

in providing TVET education.

27 The paragraph draws from ADB (2011), “The National Qualification Framework for Skills Training in Sri Lanka’; Asian Development Bank,
Manila.
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The need for a national level qualification system to
assess skills of workers has been a pressing need.
In response to this, the National Vocational
Qualification (NVQ) system was developed to
standardize the assessment of qualifications within
the country. The NVQ system provides certificates
confirming competencies in seven levels according
to industry identified competency standards. For
example, NVQ 1 certifies the acquisition of entry
level competencies, levels 2, 3, 4 certifies
competencies in full craftsmanship, levels 5 and 6
recognizes competency levels for managers and
supervisors, while level 7 recognizes degree level
competencies in TVET. Unlike with university
education, individuals can obtain certification in
different levels of NVQ at different times. There is
also provision for those who have obtained
competencies through experience, rather than
through class room work, to obtain certification after
an assessment. In 2008, the University of Vocational
Technology (UNIVOTEC) was established for the
purpose of training individuals to obtain level 7
competencies in TVET and for developing curricula,
teacher guides and learner guides. The TVEC is
responsible for the administration of NVQ with the
assistance of NAITA and UNIVOTEC.

Currently, competency standards are developed for
96 occupations for NVQ levels 1 to 4, 14 fields for
those at NVQ levels 5 and 6. The TVEC conducts
labour market analysis to identify occupations and
fields needing development of competency
standards and instructs the NAITA to develop them.
The process of developing the NVQ system was
long. It was initiated in 1997 with a report by a
Presidential Task Force, the development of the NVQ
framework started in 2003, and it was formally
launched in 2004 and the first set of individuals
received NVQ certificates in 2007.

6.5.4 Main Issues of Human Resource
Development

The limited demand side information available
indicates that there are serious skills gaps in almost

all industrial sectors of the country. This skills gap is
more acute for highly skilled workers. Further, as
the number of skilled workers going abroad for work
is increasing, the training institutions in the country
need to take into account the needs of the market
for migrant workers as well as the domestic market.

Up-to-date reliable information on all aspects of the
labour market needs to be systematically collected,
and analyzed to identify mismatches in the supply
and demand of workers and skills. Such information
should be freely accessible and should be used to
help students make career decisions, help training
providers design courses, and help development
planners to assess availability of labour resources
for anticipated development plans for the country.

Once skills gaps are identified, programmes should
be put in place to guide training providers develop
courses to train individuals to fill skills gaps. In the
immediate term, an accelerated programme of action
is necessary to develop human resources to fill
anticipated vacancies in different industries.

6.6 Conclusions and Policy
Recommendations

Most industrial sectors are experiencing labour and
skill shortages in the country. At the same time,
demographic changes and related ageing of the
population is slowing down the available supply of
workers. Lower labour force participation and high
levels of migration of workers are exacerbating the
labour shortage problem. To meet the increasing
demand for skilled workers, the education and
training sector in the country needs to improve. The
country is endowed with a well-established network
of training institutions. However, these need to be
modernized and improved so that the graduates who
come out of these institutions are properly trained
and ready for employment. Developing high skilled
workers take time. Planning for human resource
development for the envisaged development plans
needs to happen immediately.

97



However, human resource development is hindered
by several factors in the country. Comprehensive,
reliable and timely information on all aspects of the
labour market are not available to guide planning.
Policies relating to human resources in the country
are done by several institutions spread across
different ministries. This has made holistic planning
difficult. Therefore, the following policy reforms are
envisaged on a priority basis to ensure unhindered
development.

Policy Priority 1: Better information and
better coordination, better planning and
effective career guidance

Better information on worker and skill demands of
the country and analysis of this information for better
planning to develop human resources for the different
demands of the country is essential to minimize
growth constraints associated with labour and skill
shortages. The knowledge created through
information thus collected must be publicly available,
for policy makers, for students for career planning,
for training institutions for designing courses, and
for industries for development planning.

Collected information should also be used for
monitoring and evaluating the effectiveness of
different labour market institutions. Adequacy and
relevance of different types of workers coming out
of training institutions to cater to the needs of different
industries should be assessed. If there are
deficiencies, plans must be put in place to address
the gaps in human resources.

A multitude of public and private training providers
is in operation in the TVET sector in the country.
Information on the quality and relevance of courses
offered by these different institutions, and the
relevance of courses offered must be made available
to job seekers so that they can make informed
decisions on their careers and training providers.

A central body should be in charge of drafting policies
for the development of labour resources. The present
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labour market policies are developed by a variety
of institutions with different, and sometimes
conflicting, objectives. Better coordination amongst
labour market institutions is essential for strategic
human resource planning in the country.

Policy Priority 2: Improving skills and
productivity of workers

Productivity increases is another means of mitigating
the adverse effects of reducing labour resources.
Training is central to improve labour productivity. With
the changing structure of the population and fast
changing technology and global integration, the
traditional modes of vocational and technical training
models are unable to supply adequate numbers of
skilled workers. Depending on the level of skills and
experience needed, the planning will have to be
done in advance, as skilled workers take longer to
train. As such, in future, the training institutions will
need to train workers for globally recognized
certificates.

The present training programmes in the country are
aimed at training young workers who come out of
school. Technological change will require that
presently employed workers also get on-the-job
training so that they keep abreast of changes in
technology. Training institutions will also need to
cater to the needs of the adult students so they can
productively engage in the labour market

Policy Priority 3: Improving labour force
participation of females, youth and elderly

To make up the reducing numbers, those outside
the labour market - namely, youth, females and older
persons - will need to be encouraged to participate
in the labour force.

Females are the prime caregivers for young children
and the elderly, and they play a major role in
household activities such as cooking and cleaning.
These different roles played by females will need to
be taken into account when designing policies for
encouraging female labour force participation. Policy
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recommendations for improving female labour force
participation adopted by other countries include,?®
improving public assistance for child care and child
care benefits, improving flexibility of employment by
facilitating part-time work, reducing the
discrimination of females in the labour market, and
providing tax benefits for second earners.

Deficiencies in the school education system for
preparing children for the world of work and time
taken in improving skills to match the demands of
the market increase the time taken by youth to
acquire skills demanded by the market. Improving
relevance and quality of education and managing
their transitions to different levels of education more
efficiently can reduce the time spent in education
and improve labour force participation of youth.

Upgrading and modernizing school education to
match demands of the market, and improving the
vocational and technical training sector can make
general and TVET education more efficient and
relevant, so that less time is spent in education.
Better information on the skill demands of the market
can help young people choose their study courses
wisely, facilitate course planning for technical and
vocational training institutes, and reduce time taken
for job search.

Lifelong training that reduce the skills mismatches
for older workers and more flexible work
arrangements can improve the labour force
participation of older workers.

Policy Priority 4: Reducing the duality of the
labour market and improving equity

Reducing the cost of firing workers, shifting the
responsibility of social protection from the firm to

the public domain and improving the governance of
unions so that union decisions truly reflect the
interests of the workers are some policy options
adopted by countries to reduce the gap between
the ‘insiders’ and ‘outsiders.

At present, the cost of providing social protection
for workers is borne by the firms. For example, when
a young mother goes on maternity leave, it is the
responsibility of the firm to give the mother paid
leave for the duration of the legally stipulated
maternity leave. Although this may not be a problem
for large firms with many workers, firms operating
with a handful of workers will find the costs of
providing for paid leave for several months difficult.
Some countries have funds to assist smaller firms
deal with such costs of social protection. Lowering
the costs of social protection will also encourage
smaller firms to enter the formal sector and provide
formal employment to workers.

Lobby groups consisting of employees already in
the formal sector have prevented planned reforms
in many instances in the country. Such trade union
actions help to protect the interests of the workers,
who have already gained formal sector employment
and prevent workers from outside from entering the
system. Trade union actions should be restricted to
fighting for the interests of the workers. Ensuring
democratic election of trade union leaders is
necessary to ensure that unions are functioning
democratically with the interest of the workers in
mind.

28 Dao, M., et al, (2014), “Strategies for Reforming Korea’s Labour Market to Foster Growth’, International Monetary Fund, Washington D.C.
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7. Migrant Labour Reforms: Tackling
the Family Background Report

7.1 Introduction

abour migration related remittances account
for the largest share of foreign exchange
arnings in Sri Lanka. In 2014, remittances
accounted for nearly 10 per cent of GDP, reaching
over US$ 7 billion. The importance of labour
migration and remittances in the country's economic
growth and development is expected to continue,
and indeed to grow in the near future.

The factors driving migration are many; some
migrate in search of better economic opportunities,
whilst others are forced to migrate owing to conflicts,
natural disasters, etc. In the case of Sri Lanka,
temporary labour migration of workers in search of
greater opportunities and a better life continues
unabated, with over 300,000 leaving the country
each year in search of employment abroad. Of
these, nearly 40 per cent are females, with the vast
majority (approximately 80 per cent) being domestic
workers, of whom nearly 98 per cent secure
employment in the Middle East.

As discussed in chapter 6, low and declining levels
of female labour force participation (FLFP) are a
concern for Sri Lanka's development goals. The
latest estimates from the Labour Force Survey
reveals that 62.1 per cent of females who are not
in the labour force are engaged in household
duties." This is an indication of the unequal gender
relations within the family and the inequitable
division of household labour, which leads to limiting

the time available for women to fulfill their multiple
roles and tasks in society. Such a high incidence of
females engaging in household duties, and push
factors - such as the availability of a large pool of
females with no marketable skills other than
household skills, issues related to poverty and
limited livelihood opportunities within Sri Lanka - and
pull factors - such as near zero migration fees and
upfront financial incentives for migration - makes
migration for domestic work a popular employment
choice among Sri Lankan women, and especially
among those not in the labour force.?

Female migration for foreign employment makes a
significant contribution to the gender dimension of
Sri Lanka's development process. Along with
migration, females become more economically
empowered and more involved in decision making -
be it at the household or labour market level, leading
towards reducing gender inequality in the
development process. Nonetheless, migration is a
double-edged sword that on the one hand helps
women overcome gender based violence/abuse,
while on the other hand also makes them vulnerable
to related violence or abuse at destination. Similarly,
migration for foreign employment alleviates some
aspects of gender based discrimination seen in the
local labour market while introducing other forms of
discrimination in the recruitment process for foreign
employment.

1 SLBFE (2012), “Annual Statistical Report of Foreign Employment — 2012’ Sri Lanka Bureau of Foreign Employment, Colombo.

2 Despite the fact that migration attracts females who are not in the labour force, the departure of females for foreign employment does not
contribute to increase the labour force participation rate in Sri Lanka, because the definition of ‘labour force’ only considers those who are
usually residing in Sri Lanka. However, their departure does contribute to decrease the economically inactive population in Sri Lanka.
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Whilst Sri Lanka, like many other labour sending
developing countries, facilitates migration, the social
costs can be high. Increased levels of alcoholism,
sexual abuse and family dislocation are some of the
social costs of migration on the families left behind.
Aside from such adverse socio-economic
consequences, migrants also face considerable
risks and are vulnerable to exploitation and abuse.
Thus, policy makers are often faced with the trade-
off between promoting migration and protecting the
welfare of migrants and their families.

As such, states, regional organizations, and
institutions at international level are focused on how
best to 'manage migration', adopting a range of
practices and tools. For Sri Lanka too, to facilitate
the growing importance and changing scope of
migration, the processes and legislative framework
for overseas migration needs to be reviewed and
reformed. Among the many such migration related
processes and legislative framework for reforms, this
chapter focuses on the Family Background Report
(FBR) requirement due to its cross cutting nature in
the field of migration. The FBR is a directive aimed
at reducing the adverse psycho-social implications
of children left behind in migrant households. In the
process of its implementation, the FBR requirement
has had implications on migrants, their children and
families, recruitment agents, and government
personnel, resulting in challenging their freedom,
rights, cultural beliefs and even basic survival.

The remainder of this chapter is organized as follows.
Section 7.2 introduces the FBR requirement. Section
7.3 presents the arguments made by the proponents
and the opponents about the FBR requirement, while
Section 7.4 presents new evidence and discusses
the implications of the initiative. Section 7.5 provides
suggestions for a way forward by reforming the FBR
requirement, and Section 7.6 concludes with a
summary.

7.2The FBR Requirement

In recent years, there has been extensive focus in
Sri Lanka to minimize the social cost of migration,
especially in terms of the welfare of the children left
behind. One directive aimed at reducing the adverse
psycho-social implications of children left behind is
the Circular 13/2013 of June 2013 and its revisions
in January 2014 and June 2015 regarding the FBR,
which was issued by the Ministry of Foreign
Employment Promotion and Welfare (MFEPW) - and
its successor, the Ministry of Foreign Employment
(MFE) - and implemented by the Sri Lanka Bureau
of Foreign Employment (SLBFE).

As per this requirement, initially all licensed foreign
employment agencies were to obtain an assurance
in the form of an FBR from female domestic migrant
workers in order to issue a clearance for foreign
employment. The latest revision extends this
requirement across-the-board for all females,
regardless of occupation.® According to the FBR,
females with children under the age of five years
are not "recommended" for foreign employment,
while females with children above five years will only
be recommended for migration if satisfactory
alternative care arrangements are in place to ensure
the protection of children. The initial circular
stipulated a maximum age of migration for female
domestic work as 55 years, and the minimum age
as 25 for Saudi Arabia, 23 years for other Middle
Eastern countries and 21 years for the remaining
countries. The FBR is prepared by the Development
Officers (DOs) of the MFE subsequent to visiting
the household of the potential female migrant to
ascertain the true status of family relations and
arrangement for alternative care. The civil status of
the applicant and ages of children are certified by
the Grama Niladhari and Public Health Midwife,
respectively. In cases where a recommendation
cannot be made, the reasons for refusal are
provided, and such potential migrants can appeal

3 Except for women over 50 years and those who have returned to Sri Lanka with a processed ‘re-entry’ visa.
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to the Divisional Secretary or directly to the SLBFE.
In the near future, this directive is expected to be
expanded to be applicable to all female migrant
workers.

7.3 The Debates on the
FBR

The introduction of the FBR requirement has
resulted in a debate about its implications on two
groups; namely, mothers aspiring to seek foreign
employment and their children. Up until the
introduction of the FBR, females have had the power
to make their own migration decisions, while on the
other hand, their children have often remained
voiceless in the mother's migration decision. With
the FBR requirement, the state has gained control
over females' decision to migrate for domestic
employment with the intention of maintaining the
best interest of the children who would be left behind.
This trade-off between the freedom to migrate for
female domestic employment and the well-being of
left behind children has resulted in a debate about
the FBR. The key proponent of the FBR requirement
in this debate is the MFEPW and its successor MFE,
while the United Nations Special Rapporteur and
United Nations High Commissioner for Human
Rights (UN-HCHR) are critical about the
intervention.*

The criticisms levelled by the UN-HCHR against the
FBR are from the point of view of the rights of
females. Some of the arguments include Article 12(1)
of the Sri Lankan Constitution which specifies that
"all persons are equal before the law and are entitled
to the equal protection of the law"; Article 12(2) which
states that "no citizen shall be discriminated against
on the grounds of race, religion, language, caste,
sex, political opinion, place of birth or any one of

IS

such grounds"; and Article 14(1)(h) which
guarantees the entitlement of every citizen of Sri
Lanka to "freedom of movement." The UN-HCHR
has also quoted the Convention on the Elimination
of All Forms of Discrimination against Women
(CEDAW) of which General Recommendation 21 on
Equality in Marriage notes that the responsibilities
with regard to children should not impose inequitable
burdens of work on women and that both parents
should share equal responsibilities for their children.
Moreover, Recommendation No. 26 on Women
Migrant Workers recommends that countries of
origin should lift restrictions where women are
required to get permission from their spouse or male
guardian for travel. The joint allegation letter also
quotes the rights of children - such as Article 18(1)
of the Convention on the Rights of Child, which refers
to the principle that both parents have common
responsibilities for the upbringing and development
of the child, and the 2013 Agreed Conclusions of
the Commission on the Status of Women which
highlights that women and men should share equal
responsibilities and chores in caregiving as well as
child-rearing, parenting and domestic work.

In response to the rights based criticism levelled by
UN-HCHR, the MFEPW highlights that "a rights
based approach does not provide an escape route
from the complexities of life and transport a person
into an abstract state of freedom. Social and
emotional realities of individuals and families must
be engaged and grappled with to reap the rewards
of freedom and actualize selfhood and rights. Rights
without relationships are as illusionary as
relationships without rights". Referring to Article 1
of the Universal Declaration of Human Rights 1948,
the MFEPW notes that "freedoms, rights, duties and
powers are not rational and static concepts but
inherently dynamic, human and emotionally shaped

See MFEPW (2014), “Response by the Government of Sri Lanka on 27 May 2014 [to the Joint Allegation Letter dated 28 January 2014

issued by Office of the High Commissioner for Human Rights] No. 207/2014, HR50. p. 1-2, 1-10, Ministry of Foreign Employment Promotion
and Welfare, Colombo; UN Special Rapporteur (2014), “UN Special Rapporteur on the Human Rights of Migrants Concludes Country Visit
to Sri Lanka’; 26 May 2014, Office of the High Commissioner for Human Rights, UN, Geneva. http://www.ohchr.org/EN/NewsEvents/Pages/
DisplayNews.aspx?News|D=14645&LangID=E [visited on April 24, 2015]; UN-HCHR (2014), “Mandates of the Working Group on the
Issue of Discrimination Against Women in Law and in Practice and the Special Rapporteur on the Human Rights of Migrants.” ALG/SO 214
(106-10) LKA 1/2014, 28 January 2014, Special Procedures of the Human Rights Council, High Commissioner for Human Rights.
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forms of action". The multiple identities of individuals
(mother versus labour force participant in this case)
challenge the ability for human beings to have
discrete entities with equally discrete and separate
rights.

The MFEPW also upheld the FBR on the grounds
of vulnerability of female migrant workers, and the
impact of migration and related vulnerability on
family and children left behind. The MFEPW
maintains that the FBR requirement aims to "balance
and harmonize several interests and rights involved
in the decision of a mother to migrate abroad for
employment", while being consistent with relevant
norms and international laws. The MFEPW states
that from the late 1980s, over a million of mothers
migrated as domestic workers to the Middle East
and the reactive nature of state regulation have
struggled to mitigate the social cost of female
migration. Up till June of 2013, the state approach
had been a passive approach of providing
information at pre-departure training rather than
introducing proactive family support mechanisms.
Quoting two studies,® the MFEPW justifies that the
FBR requirement is a much needed proactive
approach to facilitate a calculated migration decision.
Central to this stance of MFEPW is Article 19 of the
Convention on the Rights of the Child (CRC) which
identifies the need for family support mechanisms
as well as child protection mechanisms. Quoting the
CRC, the MFEPW indicates that its thinking and
policies is to provide measures that promote 'safe
and planned migration of workers', for which as a
minimum measure, the FBR requirement 'assesses
a family and develops a plan to help them'.

The MFEPW point of view also places a significant
emphasis on the cultural dimension of this issue,
as "compared to maternal absence, paternal
absences are not unusual or rare in the life of Sri
Lankan children and they are comparatively less

disruptive" (pp. 10). This was further evident in a
reported court case where a potential female migrant
who challenged the circular on the grounds of
gender bias and violation of equality enshrined in
the Sri Lankan Constitution, was reportedly refused
'leave to proceed' by the Court, pointing out that the
Sri Lankan culture and tradition view women as the
force that binds the family.®

Against this backdrop, the MFEPW justifies that the
"[FBR] is neither an act of discrimination against
women, nor a restriction of their freedom of
movement and the right to work, but a reasonable
classification to promote a more balanced view of
all rights involved in the decision to migrate, taking
into account the need to safeguard the family unit
as the fundamental unit of society. It is to be
considered as one of the most proactive
interventions made to safeguard the rights of
children in a most vulnerable social stratum."”

Apart from the battle between the rights of migrant
women and their children, other areas of criticism
against the FBR include the applicability of the
restriction only for those seeking employment
through a foreign employment agent and the
availability of avenues for corruption. The MFEPW
stance in this regard is that "in Sri Lanka, it is a
criminal offence for anyone other than a person with
a valid licence issued by the SLBFE", to facilitate
recruitment for foreign employment. This implicates
informal agents who are not registered with the
SLBFE. Despite these facts, in addition to such
unregistered agents, there exists a legitimate avenue
of securing employment on own efforts, which
involve neither a licensed agent nor an informal
agent, but through personal contacts with friends
and relatives working abroad. Departures for foreign
employment through own contacts are not covered
under the FBR requirement.

5 Save the Children Sri Lanka (2006), “Left Behind, Left Out: The Impact of Children and Families of Mothers Migrating for Work Abroad —
Summary Report”;and CENWOR (2011), “Gender Roles and Support Networks of Spouses of Migrant Workers” as quoted in MFEPW

(2014).
8 See UN-HCHR (2014), pp.2.
7 See MFEPW (2014), pp. 10.
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7_ 4 | m p | icat i ons of th e migration that is evident right after the introduction

of the FBR in June of 2013. The overall downward
FBR trend is represented by females in the age groups
One of the main intentions of introducing the FBR (over 45 years), that are unlikely to have children

0 .
is to limit the number of females migrating for under 5 years of age.® Those most likely to be

domestic work. Based on a rigorous difference-in- affected by the FBR are represented by the females

difference analysis performed using monthly female in age groups (25-34 years) that have the highest
foreign employment departure statistics from SLBFE
for the period from January 2012 to December 2014,
it is evident that the FBR has had a causal effect on
decreasing the number of females with young
children departing for domestic work.2 The

Difference-in-difference methodology allows an

number of children under five. As per this analysis,
the impact of the FBR in decreasing the departure
of females for domestic work is in the range of 450-
550 per month.

The introduction of the FBR requirement has

investigation of the change in female migration due resulted in changing the procedure for migration of

to the introduction of the FBR net of the other trends females for employment. Specifically, until the

introduction of the FBR, the SLBFE was the sole
legal entity in approving migration for employment.

in female departures. Specifically, the decline in

female migration due to the overall downward trend
With the introduction of the FBR, a key element of

in female migration is subtracted from the decline in

Box 7.1
Attempts to Restrict Migration of Women Prior to FPR

The previous attempt to impose a restriction on migration of females with children was made in
March 2007 Migration of mothers with children under the age of five was proposed to be prohibited,
while mothers with children over five years of age were required to provide proof of appropriate
childcare arrangements. The argument for and against the then proposed ban were similar to the
current rhetoric, where the lead advocate for the proposed ban at that time - the Human Rights
Commission of Sri Lanka (HRC) - emphasizing that "remittances received by the country or the
family have not contributed to the welfare of the children left behind and that social costs have
outweighed the gains, if any" [Jayaweera and Dias (2009), pp.57], while the Human Rights
Watch (HRW) argued that a ban on overseas travel would be tantamount to a gross violation of
the migrants' human rights and disregarding of the contribution made by female migrants to
family survival and betterment.

Ironically, the substantial part of the justification for the current FBR requirement provided by
MFEPW is based on the study by Jayaweera and Dias (2009), which also documents the previous
effort for restricting migration of women with children and presents arguments for and against
that attempt. However, none of the arguments against this previous attempt were addressed in
the introduction of the FBR in 2013.

Sources: Jayaweera, S.and M. Dias (2009), "Sri Lanka Country Study: Gender Roles and Support Networks
of Spouses of Migrant Workers" in Gender and Labour Migration in Asia, International Organization
for Migration, Geneva; HRW (2007), "Exported and Exposed Abuse against Sri Lankan Domestic
Workers in Saudi Arabia, Kuwait, Lebanon and the United Arab Emirates", Human Rights Watch,
New York.

8 For details refer Weeraratne, B., “Protecting the Welfare of Children and its Causal Effect on Mother’s Labour Migration” (IPS, Unpub-
lished).

? These age groups are determined based on demographic statistics in Sri Lanka.
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approval for migration has been transferred to
Development Officers (DOs) - a mechanism outside
the preview of SLBFE but associated with the MFE.
As such, this change in the process of migration
has resulted in some issues such as corruption and
forgery in issuance of FBRs and migration through
other channels to avoid the FBR requirement, etc.
Experts in the field are of the view that more than
potential migrants, recruitment agents tend to bribe
DOs to provide false recommendations for their
potential migrant women. Despite lack of clarity
whether the potential migrant or recruitment agent
initiates the corrupt process, there have been
instances where DOs have been expelled from
service on grounds of providing false/inaccurate
FBRs. Similarly, reliable sources indicate that agents
and potential female migrants are willing to pay up
to Rs. 25,000 for a forged FBR.

The difficulty in obtaining a FBR recommendation
and the persistent desire of some women to migrate
"could [also] contribute to irregular migration
practices, forcing women into difficult situations
potentially leaving them vulnerable to exploitation,
including becoming victims of trafficking and abuse"
(UN Special Rapporteur, 2014). This is quite
plausible given that a large share of migrant workers
from Sri Lanka secure their jobs by channels other
than licensed recruitment agents. For instance, in
2014, the share of total foreign employment
departures (men and women of all categories)
secured by means other than licensed recruitment
agents increased to 41.1 per cent from 38.4 per cent
in 2013, while the average share of females securing
employment on own for the period of 1994-2012 was
22 per cent. Given the significant proportion of
housemaids among female migrants (see Figure
7.3), this indicates that nearly a quarter of domestic
workers are securing employment outside the
licensed recruitment agents and the FBR
requirement.

Figure 7.1 depicts monthly female departures based
on data from the Department of Immigration and

Emigration (DIE) and the SLBFE. The points in
square correspond to monthly female departures for
non-employment category. Non-employment
statistics are arrived by subtracting the total female
departures registered under SLBFE from the total
female departures recorded by the DIE. The round
points correspond to female domestic worker
statistics recorded by the SLBFE. As seen in the
trend line of square markers, there has been a
change in the trend in monthly departures for foreign
employment outside the jurisdiction of the SLBFE.
The trend line for non-employment related
departures shows a jump in the trend line as well
as a noticeable reversal of the downward trend in
the post-June 2013 period. The pre-June 2013 period
marks a downward trend in non-employment
departures, which are outside the jurisdiction of the
SLBFE, while the post-June 2013 period registers
an upward trend for the same series. Whilst there is
no conclusive evidence on by-passing SLBFE to
avoid the FBR requirement, this data provides some
initial evidence that hints at the possibility of an
increase in departure of females outside the SLBFE
for this reason. This initial evidence is further
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Figure 7.1

substantiated by the increase in departure of
females for unskilled jobs in Saudi Arabia.

Additionally, the FBR is often considered as
discrimination against women." Despite its noble
intentions of minimizing the psycho-social cost on
children of female migrants, the very same FBR
requirement ironically triggers similar issues in
rejected potential female migrants. As highlighted
by some studies, special programmes and targeted
interventions can generate important discriminatory
which would them

issues, likely make

counterproductive.? This undermines the
plausibility and desirability of the idea of devising
social protection policies that are solely focused on
the children left behind. In this context, the
discrimination of migrant mothers and related
psycho-social cost is one of the main issues of the
FBR.

Trends in Monthly Departure Statistics of Females for Housemaid Occupation

and for Non-employment
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The FBR discriminates potential migrant mothers
at many levels. First, mothers of younger children
are discriminated against mothers of older children,
as mothers of older children can migrate for foreign
employment with relative ease by indicating child
care arrangements in her absence. Second, female
parents are discriminated against male parents of
young children, which implicitly imposes the
responsibility of raising young children only on
mothers, as fathers of young children can migrate
for foreign employment without restrictions. Third,
the FBR requirement is applicable only to those who
seek foreign employment through registered agents,
and thus discriminates female migrants based on
their choice of recruitment channel. All these issues
can boil down to elimination of available livelihood
options and the resulting perpetuation of difficult
family/household circumstances such as abusive
spouses and inadequate income for survival. These
concerns among rejected potential migrant mothers
may lead to a stressed and helpless mother with
possibly insufficient funds to provide vital inputs in
terms of food, shelter, clothing, education, health
care, etc. In such situations, it is difficult to determine
if restriction imposed by the FBR serves its purpose.

The current system of FBR involves the filling of an
application by the prospective migrant workers,
which is reviewed by a DO visiting the household of
the applicant after which information about
recommended cases are directly communicated to
the SLBFE. Those not recommended are provided
with a written report stating reasons for not
recommendation. As such, the SLBFE is only aware
of the recommended cases. A crude estimate based
on the previously mentioned difference-in-difference
analysis indicates that about 6,000 women per year
would be deterred from migrating for female
domestic work. With the recent expansion of the FBR
requirement to all female migrants, this number could
be higher. Despite the fact that these female

1 MFEPW (2014), pp. 55.

applicants are rejected, they remain potential
migrants, and might be drawn towards irregular
channels of migration into foreign employment.
Hence, there has to be a follow up mechanism to
ensure that the prohibition of migration through the
proper channel does not promote migration through
other channels.

Such an abrupt end in follow up of rejected
applicants is a critical limitation of the existing
practice of the FBR mechanism. In fact, abruptly
dropping rejected cases is counter to the very
arguments that support the initiative. For instance,
as discussed above, the MFEPW notes that as a
minimum measure there has to be a plan that assess
a family and develop a plan to help them.™ However,
the FBR fails to provide a plan for the population
who are deterred from migrating due to the FBR.
This directive makes a huge assumption that the
presence of the mother in the country solves all
issues related to the development of a child.
Subsequent to not recommending for foreign
employment, the family is not normally followed up
by the DOs of the MFE. Therefore, there could be
instances where the mother has left the child and
migrated internally for employment, or where the
absence of sufficient income has had a negative
impact on the child despite the mother's presence.

Moreover, it is not clear if the ultimate objective of
this directive - improving the welfare of children - is
achieved. The introduction of the FBR would be
successful if it has been able to improve the well-
being of the children who have been, and would have
been, left behind by their migrant/potential migrant
mothers. Such an impact cannot be evaluated yet,
on the one hand, due to the insufficient time that
has elapsed to have a long-term impact on child
well-being, and on the other, due to the absence of
relevant data on children to perform even a short-
term analysis.
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7.5 Way Forward

An abru pt end in In this setting, either the presence or the absence
fO"OW up Of of the FBR requirement will have its fair share of

. related implications concerning either affected group.
re]eCted Given that a "perfect administrative mechanism,
app"cants is a which is tamper proof and closed to abuse by corrupt

public officers and corrupt employment agents has

Crltlcal I|m|tat|0n not been devised yet, and critical and constructive
Of the existing feedback on implementation would improve the

. objectives of safe, planned and family friendly
practice of the

migration"," this section explores how the FBR

FBR meChanism_ requirement can be reformed.

In fact, abruptly 75.1 Option 1: Repeal the FBR
dropplng releCted On the one extreme, one reform could be to repeal

cases IS Counter the FBR requirement as recommended by the UN
tO the Very Special Rapporteur. A closer examination of the

possibility of repealing the FBR requirement in fact
arguments that is not as outrageous as it sounds. For one thing,
support the until June 2013, it was the status quo where there

was no system of recommending/not recommending
females for migration, except for the failed attempt
in 2007.

initiative.

(=10 Qr v
The Impact of the FBR Requirement on a Young Mother

A 22 year old woman with a child has attempted to migrate to get away from her drug addict
husband who has forced her into prostitution. This decision was a joint decision made by the
woman, her parents and parents-in-law, who have offered to take care of the child in her
absence. However, due to the FBR requirements, this woman is not recommended for
migration and the misery experienced by the woman, her child and her parents and parents-
in-law continues. The FBR has not provided her with an alternative income earning opportunity,
child care arrangement, nor the rehabilitation of her husband to improve their family life. It
only has been successful in eliminating her only chance of improving her welfare. There are
many such cases, which deserve a waiver of the FBR requirement.

Sources: Stakeholder consultation interviews.

 MFEPW (2014), pp. 8.
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While acknowledging the validity of the facts on the
negative impact of the absence of a mother on child
development and the vulnerability of female
domestic workers, there have also been positive
effects of migration and remittances on children's
outcomes. For instance, De and Ratha (2012), find
"remittance income has positive and significant effect
on children['s] health and education" in Sri Lanka,
while Arunatilake et al. (2012), find that on average,
investments on health and education are higher for
migrant households in Sri Lanka.'® Together, these
facts show that migration has mixed effects, which
depends on both the characteristics of the migrant
and their household.” The existing data and
information structure in Sri Lanka does not facilitate
a comprehensive analysis to determine the overall
effect of migration.” In this context, the validity of
the introduction of the FBR requirement on the
grounds of negative implications on the welfare of
female migrant workers and their children is
debatable.

Moreover, in none of the other sending countries of
female migrant workers is there such a system where
the micro level decision making (at household level)
on migration is vetoed by macro level policies. The
model where migration decision making is done at
the micro level is based on the premise that
household members are better aware of their actual
socio-economic situation than a macro level decision
maker, and are capable of making decisions to
address their needs and issues. Additionally, this
micro level migration decision making model
converges the decision and its consequences to the
household level.

A closer look at data just prior to the introduction of
the FBR reveal that male and female numbers in
labour migration was very similar in 2012 (Figure
7.2). In fact, males accounted for a slightly larger
proportion of 51 per cent against 49 per cent of
female migrants. Additionally, the examination of
overall trends of male and female migration depicted
in the dotted lines in Figure 7.2 show an upward trend
in male migration and a downward trend in that of
females. As such, it is reasonable to assume that
even in the absence of the FBR requirement, there
would have been a drop in female migration.®

As per MFEPW, "mothers constitute a high
percentage of migrating domestic workers".2°
However, the regular data on migration published
by the SLBFE and the MFE does not provide
information about maternal status of migrants.
Moreover, as evident in recent data, the share of
female migrants as well as female domestic workers
has been declining since 2012 (Figure 7.3). In this
context, it is reasonable to assume that in each year,
the number of children left behind is also decreasing.
Overall, it is therefore not clear if the continuation of
the FBR requirement is justifiable.

7.5.2 Option 2: Reform the FBR

As opposed to repealing the FBR, another viable
solution is to reform the FBR requirement to improve
its merits and limit its demerits. The task of reforming
the FBR requirement should revolve around the short
and long-term objectives of this directive and the
issues resulting from its introduction. The FBR was

' De, Prabal K., and D. Ratha (2012), “Impact of Remittances on Household Income, Asset and Human Capital: Evidence from Sri

Lanka’, Migration and Development, 1(1), pp. 163.

>

in South Asia, Sage, New Delhi.

K

Organization, Geneva.

Arunatilake, N., P. Jayawardena, and D. Weerakoon (2011), “Sri Lanka” in Kelegama, S., (ed.), Migration, Remittances and Development

Ibid; and ILO (2013), “Reintegration with Home Community Perspectives of Returnee Migrant Workers in Sri Lanka’, International Labour

'8 Wickramasekara, P. (2014), “International Migration and Development: Myths and Facts] Professor H.A. De S. Gunasekara Memorial
Oration 2014, University of Peradeniya, Sri Lanka; MFEPW (2008), “National Labour Migration Policy for Sri Lanka’; Ministry for Foreign

Employment Promotion and Welfare, Colombo.

% The difference-in-difference methodology adopted allows investigating decrease in female migration due to the introduction of the FBR

despite the already prevalent downward trend in female departures.
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S

MFEPW (2014), pp. 9.
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Figure 7.2
Trends in Labour Migration from Sri Lanka (2004-2014)
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implemented with the short-term intention of limiting female domestic workers) has been successful in

the departure of females with children, with the achieving its immediate goal of reducing the

ultimate objective of improving the well-being of number of mothers of young children departing for

these women and their children. As indicated earlier, domestic work, while the welfare implications of

the initial FBR requirement (that was applicable to this directive still remains unknown.?! Meanwhile,
Figure 7.3

Annual Female Labour Migration (2004-2014)
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21 |tis too early as yet to evaluate the impact of the latest version of the FBR that is applicable for all females.
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its implementation has highlighted three broad
issues, namely, the predicament of those deterred
from foreign employment, the discriminatory nature
of the directive, and the corruption associated with
the FBR. Hence, the recommendations for reforming
the FBR are presented under these four broad
headings, with reference to the objectives of the
directive.

Transform FBR into a ‘plan to help families'
The FBR requirement is aimed at providing a family
support mechanism and child protection
mechanism. Within this context, the FBR serves as
a 'service that can assess a family and develop a
plan to help them'. The first component of this service
- assessing families, is being accomplished with the
FBR, while the second component - a plan to help
them, is noticeably absent.

In order to develop the FBR requirement into 'a plan
to help', it should evolve beyond the maternal
relationship within a family and capture spousal and
other relationships as well. As established in the
literature, migration of females from Sri Lanka is not
only motivated by income differentials at home and
abroad, but also involves non-financial and non-
labour market reasons such as patriarchal practices
(i.e., restricted mobility outside the family), pressure
of providing dowry, house construction, escapism
from domestic violence, abusive relationships, etc.??
When the underlying reason for migration is
unfavourable living conditions, migration is sought
as an escape mechanism. However, the FBR does
not consider these reasons behind migration.
Currently, the FBR is based on personal information
such as marital status, name of applicant's husband,
name and date of birth of children, and information
on caretakers in the absence of the mother. The
information upon which the FBR is based on should
expand to include reasons for migration, the quality/
nature of the relationship between the spouses and
financial/livelihood circumstances of the family. The

inclusion of such information in the FBR application
and the report itself would help highlight cases
where reasons for migration are non-economic.
Such identification will enable to develop a better
suited plan to help relevant families.

Under the current system, not-recommended
mothers with children younger than five years are
inevitably left to plan for themselves. Mothers with
children over five years are recommended if they
have made satisfactory alternative care
arrangements - or in other words they have already
planned for themselves, on their own. Those who
have not developed a plan for themselves are once
again left alone. Meanwhile, subsequent to the
review process, the FBR mechanism only focuses
on those recommended for foreign employment.
Such abrupt cessation of focus of those not-
recommended is contrary to its objective of
promoting the welfare of these vulnerable women
and children. As such, there has to be a proper
monitoring and follow up mechanism to focus on
the progression of those not recommended.

The first step to rectify this situation is for SLBFE or
MFE to maintain records and follow up on all FBR
applicants - both recommended and not. In such a
set up, not recommended mothers and children -
some who may be left behind through alternative
migration channels as well as those who would have
been left behind - can be followed up. The sources
of information to follow up on the welfare of these
families can be expanded to improve the validity/
accuracy of information gathered. Such sources may
include family members, neighbours, teachers, and
religious and community leaders. Similarly, the plan
to help these families can link them, where
applicable, with resources/personnel of other
ministries/institutions such as the ministries of Child
Development and Women's Affairs, Economic
Development, Social Services, Education, Health,
Labour Relations and Productivity Improvement,

22 Jayaweera, S. and M. Dias (2009); and Caritas (2012), “Migration of Sri Lankan Women: Analysis of Causes and Post-Arrival Assistance’,

Caritas Sri Lanka, Colombo.
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Traditional Industries and Small Enterprises
Development, Livestock and Rural Community
Development, Youth Affairs and Skills Development,
Foreign Employment, etc. With the inputs from such
relevant institutions, a plan should be developed to
help these vulnerable individuals. Thus, the FBR
requirement should be reformed to involve a two part
process which involves an assessment and a
customized plan to help each applicant.

Reforms to provide alternatives

The immediate outcome of the FBR requirement
experienced by potential migrant women is either
recommendation or not, for migration. Based on
rigorous estimates, the FBR deters about 6,000
women per year from migrating as housemaids.
Similarly, based on aggregate trends, the most
recent data estimates that the FBR has decreased
housemaid departures to the Middle East by 8,148.%

It can be argued that if a country decides to restrict
an individual's desire to be employed and earn a
living due to the trade-off in child care, it has also a
responsibility to provide them with an alternative
income source or an alternative child care option.

If foreign employment is associated with an
anticipated additional income for the household, the
restriction by the FBR eliminates this potential
income source to the family. The adverse
implications of financial difficulties will often
deteriorate the welfare of the members of this
household. To address this, the government could
consider rejection under FBR as a component of
inclusion criteria for social protection schemes such
as Divi Naguma/Samurdhi. Through such social
protection mechanisms those who are not
recommended for migration can benefit from
opportunities such as seed funds for self-
employment, micro-finance opportunities, and skills
development support for self-employment.

Often, these females that seek domestic
employment in other countries do not have labour
market experience in Sri Lanka. Such lack of local
experience results in these women not being able
to evaluate their alternatives in the country, in
addition to being more susceptible to vulnerabilities
at destination. As such, it would help to introduce a
precondition for women with children less than 5
years that requires them to have worked in an
income earning occupation in Sri Lanka prior to
labour migration. During this time, counselling can
be provided by relevant ministries (e.g., Ministry of
Economic Development and Ministry of Child
Development and Women's Affairs) to help them
compare the outcomes that would have accrued
under the alternative scenario of foreign employment
and the impact of the mother's presence on the
young child. Grass root level civil society
organizations could be enlisted to find domestic
employment opportunities.

23 CBSL (2015), Annual Report 2014, Central Bank of Sri Lanka, Colombo.

112

STATE OF THE ECONOMY 2015



STATE OF THE ECONOMY 2015

BASED OM AGGREGATE TRENDS, THE MOST RECENT DATA
ESTIMATES THAT THE FER HAS DECREASED HOUSEMAID

DEPARTURES TO THE MIDDLE EAST BY 8,148

Similarly, as highlighted by de la Garza (2010) "states
of origin should develop comprehensive policies to
support the families and caregivers of children of
migrant workers in their child-rearing responsibilities.
Policies should be oriented at mitigating the psycho-
social impacts of migration on children by providing
programmes to caregivers on parenting sKkills,
gender sensitivity, and management of peer
relationships. These programs must be sensitive to
migrant communities' own cultural values and
morals, especially regarding gender roles, youth
participation and the mitigation of risky
behaviours."®* In this context, perhaps a state
supported network of childcare centres could be
established, which would benefit many working
females already struggling with childcare issues as
well as those hesitant to enter the labour force due
to same issues. As a means of providing employment
opportunities for women who were rejected for
foreign employment under the FBR, they can be
employed in these facilities, where they could also
have their child enlisted to receive care. Such an
arrangement would ensure that the mother is
employed, while being close to her child.

Currently, the FBR requirement is applied across-

the-board. This blanket nature of the FBR

24 de la Garza (2010), pp. 29.
25 Jayaweera and Dias (2009), pp. 44 and pp. 57.

requirement for mothers of children under
5 years negates any other family
circumstances. The FBR requirement
may be reformed to consider
recommendation for mothers of young
children when other family circumstances
out-weigh the welfare of the children. For
instance, in some situations, restrictions
on the mother's attempt to seek foreign
employment may lead to a trade-off in
funds needed to access vital inputs for a
child's well-being such as food, shelter,
clothing, education and health care. Such
situations may also lead to a mother
being stressed and helpless, which might also
negatively contribute towards the child's well-being.
In such circumstances, perhaps the guidelines/
procedures for children over 5 years of age should
be adopted, where a mother is recommended for
migration when an assigned caregiver amongst

extended family is identified.

Reforms to address discrimination and
corruption

As discussed earlier, the FBR requirement has
elements of discrimination. The discrimination of
housemaids against other types of female
employees is already addressed with the new
revisions of June 2015, which expanded the FBR
coverage to all female foreign employees. The issue
of discrimination of a female parent against a male
parent has to be analyzed in the cultural context of
parenting in Sri Lanka. As Jayaweera and Dias
(2009) highlight "women have been culturally
assigned a disproportionate share of contribution
to the reproduction of society through childbearing
and rearing and the inequitable distribution of
household labour", while "the assumption is that
men/fathers are generally inapt to manage the
household and attend to childcare without the help
of the wife/mother".? In this setting, the larger role
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in parenting played by the mother is hardly
considered discrimination. Moreover, "as compared
to maternal absence, paternal absences are not
unusual or rare in the life of Sri Lankan children and
they are comparatively less disruptive" (MFEPW,
2014, pp. 10).%¢ In this context, criticisms of the FBR
on gender based discrimination are of limited
applicability in the Sri Lankan context. Nonetheless,
such discrimination against female parents would
be minimized if the FBR is expanded to cover
migrants of both genders.

In fact, considering the current trend and expected
demand for migrant labour from Sri Lanka, the focus
should start shifting towards male migration. As
extensively discussed, the share of females is on a
declining trend, while the share of male migrants is
increasing. This trend will be further fuelled by the
growing international demand for male oriented jobs
such as construction workers for the upcoming 2022
FIFA World Cup in Qatar and the 2020 Olympics in
Japan. With such changing trends, the FBR
requirement will have to be revised. The cultural
argument presented above with relation to greater
involvement of a mother would still be valid - but in
a different way, when male migration surpasses
female migration. Given the culture of lesser
involvement of fathers in the upbringing of children,
and their more distant relationship with children,
there is a high chance of lower remittances to the
family compared to when the migrant is the mother.
It is noted in literature that fathers remit less
frequently and are less reliable remitters.?” In this
context, the FBR requirement should be changed
to build in a mechanism to ensure reliable and
consistent remittances to the family and children left
behind. Such mechanisms may include a clause in
the employment contract with a pre-commitment
towards remittances and a way to investigate and
revoke a contract if necessary. Similarly, by

2 MFEPW (2014), pp. 10.

expanding the FBR coverage to include males, and
the continuous focus on all FBR applicants
suggested above, could help monitor the well-being
of the wife and children left behind - especially how
the mother is coping with the culturally accepted
larger role in parenting and the new dual role of being
mother and head of household and its impact on
children.

Coverage discrimination in the FBR paves the way
for corruption. As stated before, the FBR is applicable
to only those who migrate for female domestic work
through an agent, while it is a criminal offence to
seek foreign employment from an entity not
registered with the SLBFE as a recruitment agent.
Ideally, there should be no females departing for
domestic work abroad outside the purview of SLBFE
and not fulfilling the FBR requirement. However, as
discussed before, migration for foreign employment
does take place outside this restriction. In order to
address this issue, the FBR has to be de-coupled
from licensed recruitment agents and made
applicable to either means of securing a job abroad.
A possible way to reform the FBR in this connection
is to involve the personnel of the DIE at border
crossing points to check for FBR fulfillment of those
outside the preview of SLBFE. Such a move would
require the DOs through the MFE, to communicate
the FBR recommendations of those outside the
SLBFE, directly to the DIE.

To address corruption related to providing FBRs, the
close and continuous monitoring by the recently
established DO monitoring unit of the MFE would
be valuable. Additionally, a mechanism to perform
random cross checks, such as obtaining information
from schools or midwives about children with migrant
mothers would also be beneficial. Discrepancies
between the FBR report and information obtained
from other sources should be investigated and cases

27 Osaki, K., (1999), “Economic Interactions of Migrants and their Households of Origin: Are Women More Reliable Supporters?’ Asian
and Pacific Migration Journal, 8(4):447-471; Abrego, L., (2009), “Economic Well-Being in Salvadoran Transnational Families: How
Gender Affects Remittance Practices’, Journal of Marriage and Family 71: 1070-85; and Niimi, Y. and B. Reilly (2008), “Gender
Differences in Remittance Behaviour: Evidence from Vietnam} Asian Development Bank (ADB).
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of corruption should be dealt with. However, rather
than such a reactive mechanism of punishing
corruption, the ideal is to make honest behaviour
more rewarding than gains from corruption. Such
rewards could include capacity building and career
development opportunities.

In addition to curbing corruption, capacity building
and career development opportunities for DOs
would also strengthen the FBR mechanism.
Specifically, despite having the entire FBR
mechanism built around the decisions made by the
DOs, they are recent graduates with no special
training on labour migration or human welfare. When
the DOs are assigned to make a crucial decisions
that affects the lives and livelihoods of the applicants
and their families, it is important to equip them with
a broad knowledge about the entire mechanism, its
long-term objectives, as well as a strong grasp of
social welfare needs of applicants and options
available for rejected cases. Hence, the DOs should
be regularly offered training opportunities to hone
these capacities.

Reform FBR into a long-term mechanism

Despite being a directive with a long-term vision,
the activities under the FBR requirement are myopic.
The FBR should be developed into a comprehensive
long-term mechanism that improves the social
welfare deficits that trigger migration. As
recommended during the 2007 attempt to ban
migration of females with children "the government
should instead enhance economic and educational
opportunities for women in Sri Lanka so that
domestic workers can migrate based on choice
rather than desperation".?® Despite the elapse of
eight years, one of the justifications of the FBR is
that the "time, communication and social investment
in terms of this procedure prevents ill-considered
decisions that will rebound on the child and all family
members including the migrant".?® This indicates
that mechanisms that prevailed through this time

2 HRW (2007), pp.101.
22 MFEPW (2014), pp. 7.
30 Jayaweera and Dias (2009), pp.56.

have not eliminated rash decision making common
to migration. It is only "when regulations fail to
achieve intended results, government authorities
feel justified to impose bans or legal enactments to
safeguard the interests of an individual[s] assumed
to be in need of protection".*°

As such, the FBR should be developed into a
comprehensive long-term mechanism that is
capable of serving its intended purposes. The
information gathered in the FBR process and the
decisions arrived at provide valuable data about
migrant families. Using this data, the relevant
authorities can proactively identify higher risk female
migrant workers with high social costs. The
prevalence of migrant women and those anticipated
migration varies by locations. As such, the state
should proactively identify such areas with pockets
of women who are at a higher risk of migration
despite large social costs, and deploy campaigns
to educate these women about alternative income
earning opportunities and alternative means to
address their underlying reasons for migration, and
enable them to evaluate the pros and cons of leaving
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their children for foreign employment. Such proactive
identification of pockets will also help address the
welfare needs of these women and their children.
Similarly, programmes should be introduced to
educate males about due freedom of women,
rehabilitation programmes for alcoholism, violence,
etc., and to develop alternative living options for
women who are trying to escape from spousal abuse
through migration.

Finally, the labour migration industry is dynamic due
to the changing nature of underlying reasons that
create a demand for migrant workers. Thus, the FBR
requirement should evolve around the current and
expected trends, by regularly evaluating the need
and applicability of the FBR, and revising
accordingly. Such evaluation should examine the
appropriateness of the process, availability and
adequacy of resources to carry out the FBR
requirement, and the implications of carrying it out.
Having implemented the circular for nearly two
years, the FBR requirement would highly benefit
from such a fine tuning exercise.

7.6 Summary

The FBR requirement is a recent directive introduced
by the MFEPW and its successor MFE, and
implemented by the SLBFE with the intention of
reducing the adverse psycho-social implications of
children left behind by the migration of mothers for
domestic work abroad. As per this requirement,
females with children under the age of five years
are not "recommended" for foreign employment,
while females with children above five years will only
be recommended for migration if satisfactory
alternative care arrangements are in place to ensure
the protection of children. The objective of this
chapter has been to analyze the issues concerning
the FBR
recommendations for its reform.

requirement and to provide

The debate about this initiative revolves around its
influence on irregular migration practices and
reinforcing of gender stereotypes. This directive has
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resulted in a decrease in the monthly departure of
females as domestic workers, while there is some
initial evidence that the FBR can be associated with
an increase in departure of females outside the
purview of the SLBFE. The process of the FBR
requirement deters some women from migration, but
fails to either address their needs for migration or in
providing alternatives. Hence, as an extreme
measure this requirement could be repealed, while
on the other hand, it could be continued after
reforming it to limit its weaknesses. The primary
recommendations relate to reforming the FBR into
a 'plan to help families', provision of alternative
livelihood options to migrant females, addressing
discrimination and corruption that can arise from the
implementation of the FBR, and transforming it into
a long-term mechanism to serve its intended
purpose of improving the social welfare of migrant
and their families.
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8. Educational Sector Reforms to

Bridge Skill Gaps

8.1 Introduction

n an increasingly more globalized world, higher

skills and higher order-competencies are

extremely important to make it possible to use
new technologies and perform difficult tasks more
efficiently. The demand for job specific skills
accompany structural changes in an economy - a
transformation from agricultural into manufacturing
and services, a shift from labour intensive to more
knowledge intensive industries, an expansion of
information and communications technology (ICT)
sectors, are all elements of this transition. This calls
for continuous improvements in skill requirements
where skill development and training plays a critical
role.

Thus, capacity building in science, technology and
innovation are more crucial today than ever before.
A country's ability to pick-up new technologies and
turn them to economic advantage will depend on
the availability of its human capital to cater to these
demands in adequate numbers and quality. Most
countries recognize the importance of scientific and
technological progress for economic growth and
greater social well-being. For example, patent data
show a wave of innovation in all Organization for
Economic Co-operation and Development (OECD)
countries across many technology fields, in
particular in ICT and bio-technology.” Identifying

the importance of science literacy, the OECD's
Programme for International Student Assessment
(PISA) has selected scientific literacy which refers
both to a knowledge of science and science-based
technology, as the major domain for the 2015 PISA
assessment.?

Sri Lanka has to transform itself to a competitive
and efficiency driven economy - where innovation
and technological transformation will be important
drivers of economic growth - if the country is to
progress up the middle income ladder. For this, an
educated workforce with market-oriented skills is a
must; today, ICT skills have become a fundamental
requirement for services and industry sectors of the
economy. According to the World Bank's Skills
Toward Employment and Productivity (STEP) survey
2012, there are substantial mismatches between
skills supply and demand for higher educated and
high-skilled workers in Sri Lanka.® Further, similar
mismatches are observed in the country's Technical
Education and Vocational Training (TEVT) sector,
where skill mismatches are more pronounced for
firms that are internationally based and innovative.
According to the Business Outlook Surveys carried
out in 2012 and 2013, a shortage of manpower with
required skills has become the most severe
constraint encountered by the business community

' OECD (2000), “Science, Technology and Innovation in the New Economy’, OECD Policy Brief, OECD, Paris.

2 OECD (2013), “PISA 2015 Draft Science Framework; OECD, Paris. The PISA is an international survey which aims to evaluate education
systems worldwide by testing the skills and knowledge of 15-year-old students.

3 Dundar, H., et al., (2014). “Building the Skills for Economic Growth and Competitiveness in Sri Lanka’ World Bank, Washington, D.C.
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in Sri Lanka.* This can lead to slow growth in
investment and job creation in the country. To
compete globally, Sri Lanka needs to go beyond
standard measures of skills in terms of enrolment
and completion rates by looking at job specific skills
in cognitive, technical and soft skills.

To cater to this demand, Sri Lanka needs good-
quality formal education, complemented by relevant
skills development opportunities. Good quality
education prepares future generations to meet skill
needs of the economy, smooth the transition from
education to the world of work, enables adjustments
to changes in technology, and also fuels lifelong
learning. However, Sri Lanka's education system is
inadequate to meet the evolving demands of a
globalizing world. The education system is not
modern, and has limited scope and relevance to
meet market needs.® There is a mismatch in the
courses offered by the education system and
competencies needed by the private sector. This
situation leads to high youth unemployment and low
productivity which in turn lowers economic output.

Sri Lanka's education system has also not been
able to provide equitable access to quality
education. There are large disparities in the quality
of education provided across districts. In particular,
there are resource disparities for more demanding
subjects such as science, mathematics, English and
IT. This leads to a shortage of qualified employees,
especially in knowledge-intensive occupations.
Thus, lack of relevant skills will turn out to be a
bottleneck on the country's economic growth
prospects.

Higher education and technical training enables a
country to cater for the skill needs of the labour
markets, adjust to changes in technology, fuel
innovation, and thus create a more productive
workforce. In turn, these developments form the
basis for faster and sustained economic growth and

rising living standards. However, Sri Lanka's tertiary
education system caters to only a very small
proportion of the population. As the pace of change
is faster in emerging economies, a lack of
opportunity for skills training could substantially
hinder development of the country through low
investment, lack of innovation and slow growth of
business start-ups and entrepreneurs, etc.

Given this backdrop on how supply side
inadequacies affect Sri Lanka's human capital, it is
timely to focus on reforms that will enable every
student to make the best use of the country's free
education system and be a part of a dynamic and
skilled labour force. The following discussion
attempts to assess the required reforms in the
education sector to address the major challenges
ahead, including ways and means of enhancing the
responsiveness of the education system, better
provision of equitable access to quality education,
and building capacity in the tertiary education
system.

8.2 Key Education Policies
and Reforms in Sri Lanka

The Sri Lankan state continues to provide free
education since its introduction in 1945. Over the
years, several measures have enabled the country's
general education system to improve on equity in
the provision of education for all persons,
irrespective of socio-economic and regional
disparities. The Education Ordinance of 1939 and
the principle of free education "embraced in 1945
were among the earliest policies aimed at achieving
universal and equal access to education at all levels.
Sri Lanka is committed to supporting "Education for
All," adhering to ethics and standards as proclaimed
by provisions in international conventions. A National
Education Commission (NEC) was established
under the NEC Act of 1991, vested with the

4 Ceylon Chamber of Commerce (2013), “Business Outlook - June 2013} http://chamberblog.chamber.lk/wp-content/uploads/2013/08/BOS-

survey-Jun-2013.pdf [accessed, 27" April, 2015].

5 NEC (2003), “Proposal for a National Policy Framework on General Education in Sri Lanka} National Education Commission, Sri Lanka.
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responsibility for formulating national policies on
education to enable the system to respond to
changing needs. The NEC recommends education
policy reforms every 10 years. A National Institute
of Education (NIE) was established in 1985 as a
corporate body functioning under the Ministry of
Education (MOE) to formulate the school curricula.
According to set policy, the curriculum is revised
every eight years.

In this context, Sri Lanka has almost achieved the
Millennium Development Goal (MDG) relating to
universal primary education (Goal 2). In 2012, its
primary net enrolment rate was 99.7 per cent;
survival to grade 5 was 100 per cent; and the country
exhibited a high literacy level of 97.8 per cent among
15-24 year olds.®* While Sri Lanka has long been
recognized for its achievements in access to
education, it faces new challenges in providing
quality education services that are relevant to the
changing demands of a rapidly growing economy
and aspirations of the younger generation.

In recent decades, government and public attention
has begun to focus on learning achievements
beyond basic Following NEC
recommendations in 1995 and proposed reforms

literacy.

under the Presidential Task Force on General
Education in 1997, educational reforms were
implemented in 1997 with the aim of improving
access and equity, while also improving the quality
of education. Accordingly, the 1997 reforms included
the enactment of compulsory education regulations
for children aged 5-14 years, curriculum reforms,
school rationalization, etc. Subsequent NEC
recommendations followed in 2003, while there are
also reforms being formulated currently, expected
to be put forward in 2015.

Parallel to the general education reforms, two
Presidential Task Forces on university education,

and technical education and vocational training were
formed with the aim of strengthening the higher
education sector. Their recommendations were
presented in 1998. The recommended reforms
included improving quality and relevance of the
higher education sector programmes, involvement
of private sector in training, etc. Subsequently, the
NEC presented a comprehensive National Policy
Framework on Higher Education and Technical and
Vocational Education in 2010, covering all areas of
tertiary education in Sri Lanka.” The successes,
failures and gaps in these reform efforts and other
subsequent reforms are discussed in-depth in the
following sections with regard to developing market-
oriented skills, improving access to quality
education, and expanding opportunities in tertiary
education.

8.3 Change from Tradi-
tional to Market-oriented
Skills Requirement

As previously noted, developing a high quality
human resource base enables a country to strive
for higher growth through economic diversification
and improved competitiveness. It also provides
occupational mobility within the labour force, which
leads to more productive and rewarding jobs.
Recognizing the skill needs and implications of skills
constraints for a country's economic growth is more
crucial today than ever before.

As an emerging knowledge economy, Sri Lanka
faces considerable challenges in providing its labour
force with necessary skills in ICT, English,
technology, research and development, etc., to
create an educated workforce with market-oriented
skills. The primary reason behind this skill mismatch
is that the quality of the general and higher education
systems, mainly provided by the public sector, does

8 UNDP (2015), Millennium Development Goals Country Report 2014 - Sri Lanka, United Nations Development Programme, Colombo.

7 NEC (2009), “National Policy Framework on Higher Education and Technical and Vocational Education’; National Education Commission,

Sri Lanka.
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not transmit much productive skills to students. This
has resulted in mismatches between the demands
of the market, and the skills of school and university
graduates. In recent years, governments have
recognized the need to break from the traditional
track and to create an activity based curriculum
relevant to the world of work. Although attempts were
made to improve the quality of education through
the 1997 and 2007 curriculum reforms, there are
shortcomings in curricula designing, development
and implementation.®

The education reforms initiated in 1997 aimed to
modernize and improve competencies in science,
mathematics, IT and English, deemed to be of high
demand in the employment market. Measures were
taken to move towards a competency based
curriculum from an examination based curriculum,
promoting English and IT in education and providing

opportunities for children to gain life skills. The
reforms introduced IT as a common subject for all
A-Level students. Also, as part of the reforms,
English medium instruction was introduced for A-
Level science streams and for selected subjects at
the secondary level in 2001.

In 2003, the NEC evaluated the 1997 curriculum and
a set of proposals for a National Policy Framework
on General Education were recommended.
Accordingly, the curriculum developed in 1997 for
primary education (Grades 1-5) was to be retained,
but further reforms were recommended for the Grade
6-11 curriculum as it was considered to be weak
from the perspectives of both conceptualization and
implementation.® Some recommendations for
secondary grades curriculum were to introduce
compulsory activity based projects and practical
work in all subjects, modern learning-teaching
techniques, use of IT as a tool for learning teaching
process, etc. Also, the NEC in its proposals
recommended making provision for the teaching of
mathematics and science in all schools with GCE
A-Level grades.™

Following these recommendations, the NIE
introduced the curriculum reforms for Grade 6-11 in
2007, on the basis of a competency based learning-
teaching assessment model. It aimed to improve the
capacity of students to apply their learning to
everyday situations. To facilitate this approach, NIE
prepared teacher instruction manuals that explain
the new student centred learning-teaching process,
expected to be followed by all teachers.
Furthermore, the reforms strengthened more
demanding subjects - expanding the science
syllabus, introducing computer literacy under a
‘practical and technical skills' subject of the
secondary curriculum, etc.

8 NIE (2009),An Evaluation of the Process of Development and Implementation of the New Curriculum in Grades 7 and 11", National

Institute of Education, Sri Lanka.
¢ NEC (20083).
0 Ibid.
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Studies have found that despite these reform efforts,
there has been little change in the quality of
education provided." Moreover, these studies reveal
that there has not been much improvement in
relation to the overloaded curriculum, outdated
teaching methods, and a traditional examination
system which require only memorizing information.
Some teacher training programmes have also been
found to be unsuccessful as resource persons of
these training programmes were university
academic staff who were not involved in curriculum
development or paper setting and marking.'?
Research carried out by the NIE itself to evaluate
the 2007 curricula reforms points to several
shortcomings such as curriculum reforms not being
based on identified weaknesses in the preceding
curriculum; lack of proper pre-testing carried out with
regard to its appropriateness; shortcomings in the
content, teaching methodology and curricular
materials (textbooks, teacher instructional manuals);
inadequate knowledge on the part of teachers about
the new curriculum; and lack of a proper monitoring
and evaluation system.™

Based on findings of NIE curriculum evaluations,
curriculum reforms are currently ongoing once again
for Grade 6-11 in stages from 2015. According to
NIE officials, the changes are to introduce a more
practical-oriented curriculum. Also, as a remedy for
gaps in teacher training, teacher trainers are
coached at provincial level with new course manuals.
Further, for the first time, NIE has started monitoring
and evaluating the curriculum reforms at school
level.™

A major reason for the slow progress of curriculum
reforms is due to issues encountered at the

implementation stage. Available data show large
disparities in the quality of education provided due
to unequal distribution of resources, both human and
physical, and also differences in personal
circumstances to afford required materials, identified
as the major constraint at the ground level. For
example, although English medium instruction was
introduced, the lack of sufficiently competent and
English-trained teachers to sustain the reforms was
recognized only later.”™ Further, although the
necessity of school activity rooms was identified
under the 1997 reforms, it could not be properly
implemented due to financial constraints.®

A key reason for implementation problems is lack of
required funds to sustain changes. In fact, the NIE
argues that Sri Lanka's educational policies are
formulated and put into practice without allocating
required funds."”” This inevitably means that
implementation gets stuck halfway without the
necessary funds to support the reforms. These
practical issues hinder the expected outcomes of
attempted educational reforms. Thus, it is clear that
although there were attempts to change the
curriculum to a more market-oriented competency
based curriculum, there are many shortcomings and
implementation issues at the ground level which
needs urgent attention.

8.4 Access to Quality
Education

All children should have equal opportunity to
successfully complete a basic education. The
compulsory education regulations of 1997
addresses the issue of the inability of the
economically disadvantaged to utilize free education

" Liyanage, I.M.K (2014), “Education System of Sri Lanka: Strengths and Weaknesses” http://www.ide.go.jp/Japanese/Publish/ Download/

Report/2013/pdf/C02 ch7pdf.

2 World Bank (2011), “Strengthening Mathematics Education in Sri Lanka’, Report No. 43, World Bank, Washington, D.C.
® NIE (2008),’An Evaluation of the Process of Development and Implementation of the New Curriculum in Grades 6 and 10", National

Institute of Education, Sri Lanka.
4 Based on interview with officials of the NIE.

s De Silva. E. J. (2013), Politics of Education and other Reforms, Sarasavi Publishers, Colombo.

 Ibid.
7 NIE (2008).

121



made available by the state. However, these
regulations do not go far enough to address the
quality of the compulsory education received. Sri
Lanka's education sector suffers from human and
physical resource disparities for more demanding
subjects such as science, English and IT.

There are large disparities in the quality of education
provided by schools due to limited facilities. Many
of the schools have only the very basic facilities and
lack required resources to suit modern learning
needs such as science labs, activity rooms, etc. In
particular, there are resource disparities for more
demanding subjects such as science and

Figure 8.1

mathematics. For example, as of 2013, less than10
per cent of schools have facilities to teach A-Level
science streams (Figure 8.1)."® There are 1,900
schools with A-Level arts and commerce streams,
but do not have a science stream. Due to the lack
of other options, many students are thus compelled
to follow arts or commerce streams for A-Levels.
For example, of total A-Level student enrolment in
2013 (471,000), almost a half are studying in the
arts stream, while 24 per cent and 27 per cent were
studying in science and commerce streams,
respectively. These constraints have knock-on
effects; for example, although there were plans to
train 3,000 nurses a year, lack of A-L science
graduates was a constraint in achieving this.

Despite the NEC 2003 recommendations to make
provision for the teaching of mathematics and
science in all schools with GCE A-Level grades,
during 2003-2013, only 262 schools have been
added on to provide A-Level science streams.
Furthermore, schools offering science subjects in
A-Levels are not rationally located, with a majority
of these to be found in urban areas, with almost
one-fifth of such schools located in the Western
Province alone (Figure 8.2). Lack of geographical
access to science education has also limited
access to more technical education at higher levels.

Number of Schools by the Highest Functional Grade (2013)

Schools with classes upto Grade 5

Schools with classes upto O-Level

Schools with A-Level Arts/Commerce Streams

Schools with A Level Science Stream 868

3504

3730

1910

0 1000
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Number of schools

Source: Ministry of Education (2013), “Sri Lanka Education Information 2013”, Ministry of Education, Battaramulla.

8 Ministry of Education (2013), “Sri Lanka Education Information 2013’ http://www.moe.gov.lk/english/images/Statistics/sri

lanka education information 2013.pdf.
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Figure 8.2
Number of Schools with A-Level Science Stream, by District (2013)
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Even with the limited physical resources, if there is
good leadership by principals - backed by an efficient
teaching staff - schools can provide quality
education. Thus, teachers are the most crucial and
valuable resource for delivering quality education
within the system. However, Sri Lanka's recruitment
process to attract the best teachers, providing them
with constant training and development, and
incentivizing performance is poor.'”® The current
practice is for the central government to recruit
teachers through the National Colleges of Education
and universities. However, graduate teachers are
often recruited outside these procedures under
frequent government initiatives to absorb
unemployed graduates into the public sector. Their
quality is questionable as they mostly join as
teachers in the absence of any other alternative, as
a result of which their commitment to the profession
can also be low. Such recruits have also not

e
—— 2013
2006
e
—
e
0 10 20 30 50 60 70 80

Source: Ministry of Education (2013), “Sri Lanka Education Information 2013”, Ministry of Education, Battaramulla.

® |PS (2014), “Learning from Asian Best Practices in School Education” in Sri Lanka: State of the Economy 2014, Institute of Policy Studies
of Sri Lanka, Colombo.
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undergone the 2-3 years initial pedagogy training
which is given for other trained teachers.

Even after recruitment, teachers are not continuously
trained, aside from ad-hoc training such as those
targeting curriculum reforms. Further, under the
current system teachers are not motivated as there
is no proper process to monitor and evaluate
performance. Teacher competencies - in
communication, creativity, leadership skills, etc. - are
not evaluated at all and promotions are just based
on exam qualifications and experience. Overall,
therefore, teacher recruitment policies and
processes should be strictly adhered to, whilst
proper teacher training and teacher evaluation
procedures should be implemented to ensure good
quality teachers, and thus a better general education
sector.

There is currently a mismatch between demand and
supply of teachers, with subject specific teacher
shortages. Teacher deficits are found in almost all
districts for IT and English. In rural schools, it is often
the case that there is a deficit of teachers for more
demanding subjects such as English, science and
IT (Figure 8.3). There is an excess of teachers in
urban popular schools and a shortage in rural difficult
area schools.?2° In particular, a deficit of Tamil
medium teachers in former conflict-affected areas
could be observed. For instance, according to the
School Census 2013, out of 62 schools with one
teacher, 38 such schools are in the Northern
Province. Lack of qualified teachers and disparities
in teacher deployment mean that schools which
cater to the vulnerable are faced with shortages of
teachers.?" These figures, bad as they are, do not
show the true picture of educational problems - i.e.,
the internal disparities within a district - which in
reality is even more disturbing. Within such districts,
facilities are concentrated in the urban and suburban
centres, leaving out the rural areas. As such, parents
who are the best judges struggle to get their children

into urban schools. It is the economically
disadvantaged people who have been forced to send
their children unwillingly to village schools.

Several initiatives are in the process of being
implemented with the aim of improving teacher
deployment. Some of these measures include
providing special incentives for teachers as well as
principals who serve in remote areas; giving
preferences to the applicants in the districts which
experience teacher shortages; appointing newly
trained teachers to remote areas when selecting
candidates for teacher training; inter-provincial
teacher transfers to get rid of teacher surpluses and
deficits; and living accommodation for teachers who
serve in disadvantaged remote schools.

There have been many initiatives which focus on
improving the quality of education available to
children, including expanding and enhancing the
quality of human and physical resources, with
particular emphasis on disadvantaged and remote
regions. Since 2000, a 'school rationalization
programme' has been implemented which aims to
absorb smaller schools into nearby bigger schools.
The official policy and programme of closing small
schools with low student enrolment was to rationalize
the distribution of schools and to eliminate wastage
of resources.

Under the school rationalization programme, the
MOE has used geographical positioning of schools
in a rational manner to avoid exclusion. With the use
of mapping exercises, school networks are
established where each group proposed, consists
of about 5-10 schools, with access to primary, junior
secondary and at least one school providing A-Level
science and technology classes. However, a major
shortcoming of this system is that when looked at
from an ariel view, the schools are located at an
accessible distance, but some of these schools have
limited access due to poor roads and transport

20 Balasooriya, B. M. J. (2013). “Teacher Recruitment and Teacher Mobility in Sri Lanka; Commonwealth Education Partnership.
21 World Bank (2011), “Transforming School Education in Sri Lanka’; World Bank, Colombo.

124

STATE OF THE ECONOMY 2015



STATE OF THE ECONOMY 2015

Figure 8.3
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systems in remote areas. Thus, the closure of such
small schools will deprive the children of poor
families in these villages of the only opportunity they
have for education, even with limited facilities.

An Education Sector Development Framework and
Programme (ESDFP) formulated by the MOE with
the support of the World Bank was put forward in
2005 to maintain the basic principles of quality,
equality and equity in education. The first phase of
this programme covered 2006-10, with a second
phase planned for 2012-16. The major policy themes
of the ESDFP were: (i) increasing equitable access
to basic and secondary education; (ii) improving the
quality of basic and secondary education; (iii)
enhancing economic efficiency and equity of
resource allocation; and (iv) strengthening the
educational governance and service delivery, and
monitoring and evaluation. Key achievements of the
ESDFP under the first phase includes promoting
child-centred pedagogical methods; revision of
curricula and teacher instructional manuals for all
grades; training the in-service advisors to help

teachers by providing practical guidance on
pedagogy; a medium term budget framework being
developed for basic and secondary education, etc.

8.5 Limited Opportunities
for Tertiary Education

Sri Lanka needs a higher education system which
produces graduates who are able to carry out the
complex tasks required by the market and learn new
things easily. Workers with advanced skills are
needed, where a dynamic tertiary education sector
plays a key role in catering to changing demand in
the labour market.

The government plays a prominent role in the
provision of higher education services in Sri Lanka,
but the capacity of the state university system is
limited. It comprises of 15 universities, eight
postgraduate institutes and 10 other higher
educational institutions functioning under the
purview of the University Grants Commission (UGC).
With the aim of increasing opportunities and
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diversifying higher education options, new higher
education institutes have been established while
expanding the existing universities with new
faculties. As a result of these developments, the
university intake which was confined to about 12,000
students in 2002 increased up to about 24,000 in
2013.%2 Yet, even as of 2013, more than 120,000
(around 83 per cent of the students who qualified
for university education) were forced to abandon
their ambitions to enter a university due to the limited
number of placements in the state funded
universities.?®

Making matters worse from the supply side is that
the curriculum is not modern and has limited scope
and relevance to market needs. Indeed, the state
higher education system is not changing sufficiently
to meet the evolving labour market demands of a
globalizing world, reflected in recurring high
unemployment rates among graduates in Sri Lanka.
There is a mismatch in the courses offered by higher

Figure 8.4
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the private sector. Lack of relevant skills can also
act as bottlenecks for business start-ups and
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22 UGC (2013), “University Admission; http://www.ugc.ac.lk/downloads/statistics/stat 2013/chapter2.pdf [accessed, 27 April, 2015].

2 Ibid.
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country. A major reason for the skill mismatch is the
outdated curricula, aggravated by the lack of
interaction with the private sector when designing
degree programmes.?* As seen in Figure 8.4, even
of those who do attend a university, one-third are
studying in the arts stream. As discussed before,
this is mainly due to the fact that only a small
proportion of students pursue A-Levels in science
and mathematics subjects at the school level.

Lack of avenues for higher education hamper the
higher education system in Sri Lanka. Although there
is no explicit legal barrier, the political economy
context of the country makes it impossible to invest
in private universities.?® Those who cannot enter
public universities have limited options for pursuing
higher education. Only those from highly affluent
families are able to obtain university education
outside the country. Annually, around 12,000 Sri
Lankan students are estimated to go overseas for
higher education opportunities.?® Others are able
to obtain external degrees from degree awarding
institutions in Sri Lanka that are affiliated to private
universities outside the country. However, these
institutions have gained the attention of policy
makers for at least two reasons recently: a) the high
cost of these degree programmes, and b) the quality
of education offered by these institutions.

The absence of an accreditation system for private
sector higher education providers makes it difficult
to regulate the quality of programmes on offer. There
are around 59 private universities functioning in the
country.?” However, there is no proper quality
assurance, quality control and monitoring
mechanism to measure the quality of the
programmes which are being offered by these
institutes.

24 NEC (2009).

Proposed reforms spelt out in the National Policy
Framework on Higher Education and Technical and
Vocational Education by the NEC in 2009 aimed
broadly at restructuring the governance and
institutional framework of higher education in order
to facilitate expansion in access, as well as improving
the quality and relevance of higher education.® To
optimize higher education opportunities, it called for
increasing the number of places in the existing
higher education institutes by providing human and
physical resources, as well as introducing new
methods of teaching, such as distance learning. It
strongly recommended the need to expand higher
education through different means, including the
establishment of affiliated institutions to universities,
establishment of degree awarding institutions
outside the purview of the UGC, and for cross-border
higher education. It also called for 1) a quality
assurance, assessment and accreditation system;
2) coordination with the industry sector in designing
courses; and 3) promoting research and creative
activity in higher education institutes.

One of the key strategies for expanding access to
higher education is the expansion of the private
higher education sector. Encouraging private
investment in university education could provide
benefits, improving the quality of education through
competition and enhance access to university
education. In 2011, the government attempted to
introduce new legislation under the Act on Quality
Assurance, Equalization, Qualification and
Framework with the aim of uplifting the quality of
the diplomas and degrees which are being offered
by the private sector degree awarding bodies. Under
the proposed framework, degrees and diplomas
awarded by the non-state sector were to be regulated
to ensure quality. However, the government had to

25 ADB (2005), “Technical Assistance to the Democratic Socialist Republic of Sri Lanka: Preparing the Education Sector Development

Programme’ Asian Development Bank, Manila.

2 De Alwis. D., ( 2013), “More Foreign Students, Scholarships in Pursuit of Hub Status’ http://www.universityworldnews.com/article.

php?story=20130524094742394.

27 De Alwis. D. ( 2012), “Private Universities Bill Halted for Now?, http://www.universityworldnews.com/article.php? story= 20120118 171 12 62.

2 See NEC (2009).
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withdraw the proposed Bill owing to escalating
confrontation from student groups and lecturers.®
Student groups argued that the Bill would destroy
the free education provisions currently enjoyed; the
Federation of University Teachers' Associations
(FUTA) also opposed the Bill, especially the manner
in which it was processed, arguing that the Bill
should be discussed with all stakeholders including
students, before being presented to Parliament. It
should be noted however, that the NEC 2009
recommendations included the establishment of a
National Quality Assurance, Accreditation Council
by an Act of Parliament, as an independent body
appointed by the President, to cover all areas of
higher education and technical and vocational
education in Sri Lanka.

In these circumstance, with the aim of bringing
private universities into operation while avoiding
escalating conflicts, the government took measures
to attract foreign universities to set up campuses
and research centres in 'free investment zones' as
BOI approved projects. Under this scheme, foreign
investors will be offered land and tax breaks. The
aim is to create a higher education hub in Sri Lanka
which is cost effective for foreign students. Also, the
establishment of foreign branch universities in the
country is expected to encourage local students to
study at international universities at home and
lessen the drain of foreign exchange from the
country. In September 2013, an Extraordinary
Gazette was tabled in Parliament to grant a 15-year
tax break to a British university that was planning to
establish a branch campus in Sri Lanka. Plans to
allow 10 private universities to operate locally by
2020 in six such education zones were announced
in 2014.%° However, the absence of a Quality
Assurance, Equalization, Qualification and
Framework for higher education that will regulate
such 'free zone universities' is a continuing cause
of concern.

Existing regulations governing quality of higher
Under the
recommendations for 'Reforms in University
Education' by the Presidential Task Force of 1998,
several measures were initiated to improve the

education is inadequate.

quality and relevance of university education in Sri
Lanka, with ongoing reforms targeting quality
improvements as well as expanding the availability
of opportunities for university education. A Quality
Assurance and Accreditation Council (QAAC) of the
UGC was set up in 2005 under the 'Improving the
Relevance and Quality of Undergraduate Education
(IRQUE)" project (2003-2010) with World Bank
funding, to monitor the quality of academic
programmes offered by public universities and higher
education institutions. Under the same IRQUE
project, initiatives have been made to establish a
common National Higher Education Management
Information System (N-HEMIS), to generate
information for planning, monitoring and evaluating
the higher education sector. With the aim of
increasing opportunities for higher education, the

2 |t should be noted that although the draft Bill had been approved by the Cabinet in 2011, its provisions have never been made fully

public.

30 Business Standard, (2014), “10 International Universities to Open Campuses in Sri Lanka’http://www.business-standard. com/article/
news-ians/10-international-universities-to-open-campuses-in-sri-lanka-114042300988 1.html.
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UGC has granted degree awarding status for several
institutes in specific disciplinary areas to meet the
needs of a knowledge society. With the recognition
of the Institute of Technological Studies (ITS) as a
degree awarding institute in 1988, several other
institutes such as the National Institute of Business
Management (NIBM), Sri Lanka Institute of
Information Technology (SLIIT), the Institute of
Chartered Accountants of Sri Lanka (ICASL) were
recognized as degree awarding institutes under
Section 25 A of the Universities Act No. 16 of 1978.

8.5.1 Training and Skills Development
outside the University Sector

The intensive application of technology and pace
of innovation is an integral part of the modern
economy. New occupations are emerging and
replacing others. Required skill levels and
competencies are rising with the changing demands
of the globalized labour market. To enhance the
responsiveness of Sri Lanka's education and
training system to these changes is a major
challenge.

The Technical Education and Vocational Training
(TEVT) in Sri Lanka is characterized by a multitude
of agencies, including public and private sector
training providers and a regulatory body - the Tertiary
and Vocational Education Commission (TVEC).
Since 1990 the TVEC has been mandated to
formulate policy, plan and coordinate, as well as set
standards and regulate the TEVT sector for
relevance and quality of training.

Private and non-governmental organization (NGO)
sector training institutions also play a key role in
providing TVET in the country. There are a large
number of TVET institutions operating on a fee-
levying basis, while a widespread network of non-

fee levying institutions supported by national and
international charities are also in operation. As of
2012, there were 2,421 registered institutes under
government (337), statutory bodies (766), private
(1,051) and NGO (267).%' The TVEC has put in
place a system for registration of training institutions
and accreditation of courses to establish and
maintain a credible system for quality assurance for
the TVET sector. As of 2012, 1,148 courses have
been accredited and recognized by the National
Vocational Qualifications (NVQ) as one of
recruitment criteria in the public sector. According
to TVEC registered institutes, the student intake in
the public sector was 112,569, with another 43,693
intake in the private sector.®

Clearly, Sri Lanka's tertiary education and training
systems are failing the country's youth. Whilst the
national unemployment rate is low at around 4 per
cent, youth unemployment is significantly higher,
estimated at 21.5 per cent (15-19 years) and 13.7
per cent (20-29 years) in 2014.3

The majority of school leavers leave the education
system after O-Levels. Each year about 140,000 and
80,000 students leave the school system without
succeeding at the O-Level and A-Level
examinations, respectively.** These children are the
prime target for specific training and skills
development programmes in meeting skills demand
of the country. However, the general acceptance of
the country's TEVT sector is poor due to low
recognition of the qualifications, low employability
of graduates and the poor effectiveness of the
course in catering to the demands of the market.
Thus, the transition from school to the world of work
is not smooth.

This is compounded by an inadequate flow of
information between youth and the labour market.

31 TVEC (2012), “Corporate Plan 2013-2017’ Tertiary and Vocational Education Commission, Sri Lanka.
%2 TVEC (2013), “Labour Market Bulletin — 2013, Tertiary and Vocational Education Commission, Sri Lanka.

38 CBSL, Annual Report 2014, Central Bank of Sri Lanka, Colombo.

34 DCS, “Statistical Pocket Book 2014, hitp://www.statistics.gov.lk/Pocket%20Book/chap13.pdf.
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Inadequate information flows such as on the types
of job opportunities in the labour market, limit the
aspirations and life goals of youth. Most of the young
students are not aware of skill needs when selecting
a subject stream at the A-Levels. There is no proper
career guidance system to advise these school
leavers. Therefore, most usually find unskilled or
casual jobs. This is partly due to the lack of a
systematic link between the TEVT and secondary
education, leaving a majority of school leavers with
no access to skills development programmes.®

In the past, the TEVT sector expanded without
adequate focus on quality of the programmes. From
the 1990s, there were attempts to improve the TEVT
sector - establishment of TVEC and the Ministry of
Vocational Training in 1994, etc. Following the
recommendations of a Presidentatial Task Force on
TEVT sector reforms in 1998, major reforms were
initiated to restructure the TEVT system. These
include, improving the quality and relevance of
programmes by introducing national skill standards,
and registration and accreditation of courses of all
vocational institutions. The Tertiary and Vocational
Education Commission, in association with the Skills
Development Project (SDP) of 2000-07 introduced
the national certification system for the TVET sector
- the National Vocational Qualifications (NVQ)
framework. The Technical Education Development
Project (TEDP) of 2007-2011, the successor to the
Skills Development Project, mainly concentrated on
NVQ diploma level courses and the setting up of
the University of Vocational Technology (UNIVOTEC)
to award NVQ degree equivalent qualifications.
UNIVOTEC was established in 2008. Along with that,
nine Technical Colleges in nine provinces were
upgraded to Colleges of Technology to offer national
diplomas, starting from 2010.3% The TVEC is
responsible for monitoring the consistency and
quality of training delivery, its validity and reliability.
However, the TEDP validation report by the ADB

% ADB (2005).

EACH YEAR APPROX.140,000 AND
80,000 STUDENTS LEAVE THE SCHOOL
SYSTEM WITHOUT SUCCEEDING AT
O/L AND A/L EXAMINATIONS

reveals that there were many shortcomings.®” These
include lack of teachers to reach the expected
outcome of the programmes; staff training not being
successful due to short period of training, late
scheduling, and also some irrelevant training;
existing technical colleges being only marginally
improved in order to upgrade to the level of a College
of Technology, etc.

8.6 Policy Implications
and Recommendations

For Sri Lanka to continue its transition as a middle-
income emerging economy, it will have to rely on
efficiency driven productivity growth. For this, the
country needs a skilled workforce that is able to
create and adapt to new technologies, and has the
necessary general skills to be competitive in the
global market. However, the ability of the present
education system to cater to these emerging
demands and train the country's human capital is

% TVEC (2010), “Corporate Plan 2011-2015’, Tertiary and Vocational Education Commission, Sri Lanka.

37 ADB (2014), http://www.adb.org/sites/default/files/PVR-375.pdf.
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highly questionable. Some of the critical issues in
the education system which need urgent attention
include allocation of sufficient funds, reforms to
enhance the quality and relevance of the curriculum,
address deficiencies in human resources in
recruiting and training; and consistent
implementation of reforms issues. Required reforms
in addressing the above critical issues are discussed

below.

Fund allocation: The allocation of funds is often
identified as a major reason for slow progress of
recommended reform efforts. Therefore, adequate
funding should be allocated on time to meet
necessary ground level resources and to sustain the
reforms. Sri Lanka has proposed to increase
government spending on education from the current
1.9 per cent of GDP to 6 per cent over five years. If
proposed higher budgetary allocations materialize,
priority areas where additional spending is needed
should address resource disparities in school
education, expanding science education and

capacity building, teacher recruitment and training,
including in higher and tertiary education sectors.

Reforms to address skill gaps to improve
quality and relevance of programmes:
Addressing the mismatch between the skills
acquired through the education system and the
requirements of the labour market is a key concern
of the current higher education system. State
universities should change to become dynamic
centres of teaching and learning that will react to
changes in the market in a timely manner.
Curriculum should be reformed to match the skills
demands of the globalized labour market with
sufficient practical applications. Linkages should be
developed between universities and the private
sector when designing the courses, securing the
relevance of training to the changing needs of
enterprises and labour markets.

A minimum of two years training should be initiated
for students after sitting for O-Levels to address the
skill gaps of school leavers. Training programmes
should be more work-oriented technical training
programmes in different fields - such as hotel,
construction, T&G sectors, etc. Vocational education
systems should be linked with industries that can
absorb these students. Therefore, training
programmes should be developed with the
involvement of private sector companies while the
programmes should more relevant to regional
development priorities. Public-private partnerships,
and schemes of recruitment through vocational
education and training institutes directly to the
industry, are essential.

Reforms to strengthen human resources:
Qualified teachers should be recruited for more
demanding subjects such as science, mathematics,
IT and English according to a proper procedure -
i.e., through Colleges of Education. Also, teacher
education programmes should be strengthened.
More specifically, initial 2-3 years pedagogy training
should be given to all newly appointed teachers
including university graduates. Also, continuous
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short period training (2-3 weeks) should be given to
all teachers during the school vacations at the district
level training centres. This continuous training should
be considered for salary increments, promotions,
etc., based on proper performance criteria.

To address the teacher disparities, teacher
incentives should be provided to teachers to work
in rural areas to ensure a more equitable distribution
of qualified teachers. To attract qualified teachers
and increase retention, measures to motivate them
such as better salaries and working conditions
should be provided. Payment of a substantial
monthly allowance as practised in some OECD
countries and fully decentralized school based
teacher recruitment also could be incentives to
persuade teachers to take up appointments in
schools in difficult locations.®® In the TEVT sector,
academic staff should be well qualified and
remunerated accordingly. In the absence of qualified
staff and local trainers, foreign trainers should be
considered drawing on best practices from other
relevant countries.

Reforms to strengthen implementation by
giving appropriate powers to authorities,
with adequate monitoring and evaluation of
implemented programmes to ensure proper
coordination with different groups: Although
reforms are recommended, there have been many
implementation issues at the ground level due to
resource disparities. Therefore, reforms should be
done in a holistic manner with responsible
authorities, identifying required resources, budget
estimates, etc. It could be observed that although
policy recommendations are done by authorities
such as NEC, at the implementation stage, their
involvement is very low. Due to this, many of the
recommended reforms are slow to take-off and
progress. Therefore, more powers can be given to
the NEC on implementation, allowing for monitoring

and evaluation systems to provide feedback to policy
makers.

Under the proposed 'free investment zone' concept,
private universities are entering the system, without
proper regulatory mechanisms. Therefore, urgent
attention should be given to regulating these private
higher education institutes. Although the proposed
Quality Assurance, Equalization, Qualification and
Framework Bill failed, registering these institutes
under the UGC Act, similar to some other registered
higher education institutes such as SLIIT, NIBM, can
be considered. Also, it is necessary to strengthen
the regulatory mechanism of these institutes by
incorporating new rules and regulations, especially
with regard to standards of the curricula, etc.

To address the labour market information gap
among school leavers, awareness and absorptive
capacities of industries, as well as education and
training institutes need to be developed. Therefore,
it is important to identify innovative, rapid, effective,
and feasible strategies to reach school leavers for
vocational training. Most students do not have
adequate awareness of these opportunities
presented by the institutes of vocational education
and training. Therefore, raising awareness should
be done at the school level after sitting for O-Levels.
Through such efforts, students will be better
prepared to choose between vocational training and
following more academic training for A-Levels.
Particular attention should be given to school leavers
who do not succeed at their O-Levels. This
awareness campaign should be done in a well-
planned manner, with the involvement of vocational
training authorities, private sector institutes, etc. In
addition, the institutional capacities for delivering
vocational training programmes should be upgraded
in areas such as training material and equipment.
At district level, there is an identified need for well-
equipped training centres with residential facilities.

38 World Bank (2011), “Transforming School Education in Sri Lanka; World Bank, Colombo.
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9. Health Sector Reforms

9.1 Introduction

th universal health care and a robust

public health network across the

country, Sri Lanka has made
noteworthy achievements in health outcomes
compared to other developing countries. Sri Lanka
is characteristic of increased life expectancy,
reduced maternal and child mortality and
decreasing levels of communicable diseases, etc.
While this success is laudable, the country needs
to strengthen its existing health system (both public
and private) in order to face changes brought on by
demographic and epidemiological transitions. Due
to the decline in overall population growth, the
percentage of individuals over 60 years in the
country is expected to grow at an unprecedented
rate to reach 24.8 per cent by 2031." Moreover,
there is a shift in the disease burden towards non-
communicable diseases (NCDs) such as heart
disease, cancer, asthma and diabetes, mirroring
that of high GDP countries. In fact, the leading
cause of death in Sri Lanka is cardiovascular heart
disease. Similarly, due to the increase in per capita
income over the years, there is also greater demand
for better treatment procedures.

These changes bring a variety of challenges. With
regard to health care financing, the system will need
to take into consideration the higher cost of
providing health services for NCDs that require long-
term interventions. As the population ages, demand
for health care will increase and change shape. Also,
greater globalization will make Sri Lanka more
vulnerable to health epidemics. The health sector

needs to strengthen its health care organization,
provision and regulation not only to deliver services
effectively and efficiently, but also to provide quality
care and guarantee patient satisfaction.

In this context, this chapter discusses possible health
care reforms to be undertaken in order to cater to
population demands successfully. The chapter
proceeds as follows: Section 9.2 outlines health care
financing. Public sector reforms and private sector
reforms are discussed in Sections 9.3 and 9.4,
respectively. Section 9.5 discusses drug policy and
Section 9.6 concludes.

9.2 Health Care Financing

Currently, health care in Sri Lanka is financed through
a combination of tax-financed government
expenditure and private payments for care. Public
sector funds are channelled through a combination
of contributions from the Ministry of Health (MOH),
provincial and local governments, other ministries
and government entities, the President's Fund and
the Employee's Trust Fund.? The majority of private
sector financing sources consists of out-of-pocket
expenditure, insurance, NGOs and private
employers' arrangements for health expenditure.

Total health expenditure as a share of GDP stood at
3.4 per cent in 2009, having peaked at around 4 per
cent during 2002-06.° It is evident that the private
sector has increasingly become prominent in health
care expenditure. Between 2005 and 2012, the

' De Silva, I, (2012), “The Age Structure Transition and the Demographic Dividend: An Opportunity for Rapid Economic Take-off in Sri

Lanka’ Sri Lanka Journal of Advanced Social Studies, 2(1).

2 IPS (2012), “Sri Lanka National Health Accounts 2005-2009’ Institute of Policy Studies of Sri Lanka, Colombo.

3 Ibid.
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proportion of private health care expenditure
increased from 54 per cent to 60 per cent; the
government contribution to total health expenditure
in 2012 was 40 per cent.*

Figure 9.1
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9.2.1 The Health Transition and
Financial Challenges

The changing demographic and epidemiological
transitions as well as higher demand for better
treatment procedures bring with it the need to
improve Sri Lanka's health financing system. Health
care expenditure is likely to increase in the future
because: a) the increase in NCDs and the proportion
of the elderly requires long-term care and
monitoring; b) the country needs to fill gaps in
service delivery of geriatric care and long-term care;
and c) it is imperative to respond to the increase in
demand for more expensive treatments. Even though
Sri Lanka's disease pattern is moving towards
mirroring that of high GDP countries, its health care
expenditure does not follow suit. In recent years, the
rate of growth in GDP has been above the rate of
increase in public and private health expenditure.®
As a result, when expressed as a percentage of
GDP, the country's total health expenditure shows
a declining trend (Figure 9.1). In 2006, total health
expenditure was 4 per cent of GDP, but reduced to
3.1 per cent in 2012. Furthermore, compared to other
countries with similar health indicators, Sri Lanka's
public health financing per capita is low (Figure 9.2).
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4 World Bank, “World Development Indicators” http://data.worldbank.org/indicator.

5 |PS (2012).
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It is estimated that when life expectancy at birth is
less than 68 years, total health expenditure in Sri
Lanka needs to be 4.87 per cent of GDP; when life
expectancy is greater than 68 years (as it is
currently), it needs to be 5.84 per cent of GDP.® The
current expenditure figure (3.1 per cent) is lower than
both estimations. This indicates that Sri Lanka would
need to bear a larger burden financially if it is to
provide health care services that would adequately
cater to the changing demographic and disease
patterns.

The critical question is how Sri Lanka can fund an
increase in financing. One alternative is to consider
increasing taxes on harmful products such as
alcohol and tobacco. For example, the country
imposes a Rs. 7,000 per kg excise duty on cigars,
cheroots, cigarillos and cigarettes containing
tobacco. Excise duties that range from Rs. 4,612-
18,500 depending on the length of the cigarette are
also imposed.” When the percentage of tax in retail
price is considered, the various lengths of cigarettes
have no consistent rate of tax. If the government
imposed a standard rate of 60 per cent of excise
duty on retail price for all cigarette categories, it
would have gained an additional Rs. 8 billion in

revenue in 2013.2 New forms of taxes, such as taxes
on fast food, could also be considered.

A second strategy is to implement a social health
insurance system. The viability of this option,
however, is questionable because a large proportion
of employment in the country is within the informal
sector, making it difficult to collect premiums.
Administrative challenges of social health insurance
should also be given considerable attention as Sri
Lanka does not have prior experience on the matter.
With an ageing population and an increase in NCDs,
Sri Lankans will require different types of insurance;
especially to cover hospital expenses and long-term
care which is more expensive. The country should
also have a more proactive stance on donations as
a third financing strategy. Currently, donations
operate on an ad hoc basis, leaving room for
untapped potential to be explored.

9.3 Public Sector Health
Reforms

9.3.1 Health Care Delivery

Sri Lanka is one of the few countries in the world
providing free universal health care as a national

Figure 9.2
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Source: World Bank, “World Development Indicators”, World Bank, Washington, D.C.

8 Ministry of Healthcare and Nutrition (2007), “Health Master Plan — Healthy and Shining Island in the 215 Century’ Ministry of Healthcare

and Nutrition, Colombo.

7 Sri Lanka Customs (2013), “Budget Updates — Excise Duty’ http://www.customs.gov.lk/tariff/ExciseBudget2013.pdf [accessed May 21,

2015].

8 ADIC (2014), “Raise Taxes on Tobacco; http://www.adicsrilanka.org/wp-content/uploads/2014/05/No-tobacco-2014-Report-12.pdf, Alcohol

and Drug Information Centre, Sri Lanka.
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priority for decades, with the state bearing the main
responsibility for providing health care services to
the people. A majority of the population has easy
access to a reasonable level of health care facilities
provided by both the state and private sector through
the extension of services to every corner of the
country. Sri Lanka's health system consists of a well-
established network of health institutions providing
primary, secondary and tertiary health care services.
Whilst the health system consists of public and
private health care services, the government plays
the major role as the key health care provider serving
nearly 60 per cent of the country's population.®

The present structure of the government health care
system is a result of the Health Services Act of 1953
and the Provincial Council Act of 1988. The
government sector covers the entire range of
preventive, curative and rehabilitative health care
provision. From 1950s until the 1980s a central
health department or a ministry was responsible for
managing the government health service. In 1987,
the responsibility of managing the government
health service was devolved to Provincial Councils
by the 13th Amendment to the Constitution.
Management of national health facilities, medical
education, formulation of health policy and bulk
purchase of drugs and medical supplies are done
by the central ministry.’® The state health services
function under an appointed government minister
with nine Provincial Directors of Health Services
(PDHS) responsible for management and effective
implementation of health services in the respective
provinces. The PDHS is responsible for the
management of hospitals (Provincial, Base and
District Hospitals, Peripheral units, Rural Hospitals
and Maternity Homes) and out-patient facilities such
as Central Dispensaries and visiting stations.

The public sector runs an extensive network of
facilities throughout the country. These are organized

into a multi-tiered referral system of facilities ranging
from maternity homes and dispensaries upward to
teaching hospitals and other national hospitals. By
the end of 2012, there were 616 government
hospitals with 76,087 patient beds. Further, the
public health service had 15,910 Medical Officers
(MOs) and 36,486 nurses in 2012. The number of
MOs and nurses per 100,000 population was 78.6
and 180.3 respectively, in 2012.™

In 2007, the Ministry of Healthcare and Nutrition
launched a 10-year Health Master Plan (HMP) with
the mission of achieving the highest attainable health
status by responding to people's needs and working
in partnership to ensure access to comprehensive
high quality, equitable, cost-effective and sustainable
health services.™

Rationalizing and strengthening health network of
facilities and services; reducing priority diseases/
conditions through strategic interventions;
enhancing quality of service delivery; improving
health status of vulnerable populations; increasing
public confidence and patient/client satisfaction in
the health services; accessing new technologies;
strengthening public-private partnerships in order
to enhance efficient health service delivery; and
ensuring adequate drugs, material and equipment
for service delivery, are the eight immediate
objectives proposed to be achieved. Moreover, the
HMP aims to develop the primary health care system
to provide appropriate care and services to deal with
new challenges, such as NCDs and care of the
elderly. In addition, an appropriate referral strategy
(including admission and discharge policies) is
proposed to be introduced to ensure that patients
receive treatment at the most appropriate level,
including home-based care, when and where
appropriate.

¢ Ministry of Health (2008), “Annual Health Bulletin 20087 Ministry of Health, Colombo.
1 Hsiao, W., (2000), ‘A Preliminary Assessment of Sri Lanka’s Health Sector and Steps Forward’, Institute of Policy Studies of Sri Lanka,

Colombo.
" Ibid.
2 Ministry of Healthcare and Nutrition (2007).
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Though a comprehensive primary health care facility
network is available across the country, a substantial
number of patients bypass these and seek treatment
at secondary and tertiary health care institutions,
even though they have to travel considerable
distances at great expense and inconvenience.
Bypassing of primary health care institutions is
mostly done because of the erroneous belief that
the outpatient treatment in the secondary and
tertiary institutions is superior to those in the
periphery.’® Some deficiencies in facilities and
services in the primary health care institutions is
another reason. Noticeable disparities in facilities
in terms of infrastructure, equipment, human
resource, etc., make the level of care vary, attracting
patients towards the tertiary facilities at the expense
of under-utilization of primary health care services.™
Overcrowding of secondary and tertiary health care
institutions, a problem which the public health system
currently faces, is exacerbated when primary health
care institutions are bypassed, creating an
unnecessary burden on higher level facilities.
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population was 78.6 and
180.3 respectively, in 2012

Provision of quality public health service has
become a priority need, especially in the context of
an increasing tendency to invest in quality assurance
mechanisms by the private sector.” The poor state
of infrastructure and equipment, unreliable supply
and quality of drugs, shortcomings in waste
management and infection control, poor
performance of personnel because of low motivation
or insufficient technical skills, and severe
underfinancing of essential operating costs of health
services are seen as the main contributory factors
for the poor quality of the health care.™

Further, continuous upgrading of the health care
delivery system is needed in order to face emerging
health challenges (such as NCDs, accidents and
injuries, long-term care, suicides, homicides and
other violence) as well as emergency situations
(such as outbreaks of diseases/viruses like Dengue,

3 Fernando, J., (2011), “The Urgent Need for a Well-planned Referral System for Health Care Delivery in Sri Lanka, Sri Lanka Journal of

Medical Administration, Vol. 13.

' |IPS (2007), ‘Access to Health Care” in Sri Lanka: State of the Economy 2007, Institute of Policy Studies of Sri Lanka, Colombo.

' Rishad, M.H.M. and S.S. Kodithuwakku (2008), ‘An Assessment of Health Service Quality: A Case Study of a Teaching Hospital in Central
Province of Sri Lanka’, Tropical Agricultural Research, Vol.2, pp. 251-259.

6 Ibid.
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Ebola and Avian influenza A(H7N9) and disasters
like floods, tsunami, etc.).

The macro-organizational structure of the health
care system affects the efficiency and quality of
health services. Restructuring of the macro-
organizational framework to improve efficiency and
equity by splitting outpatient and inpatient services,
reclassification of existing health care institutions,
and reallocation of resources in order to enhance
equal facilities at outpatient services throughout the
country are some of the recommendations to
enhance the health care service delivery.'”
Strengthening the primary health care delivery
institutions and mechanisms is one of the priority
areas that should be addressed immediately, when
assuring a delivery of quality health care service. A
well-planned referral system for health care delivery
is needed in reducing the unnecessary cost burden
on the secondary and tertiary health care
institutions. Further, revitalizing primary health care
should be done to address the issue of bypassing
primary health care institutions.

9.3.2 Physical and Human Resource
Allocation

An adequate health workforce which is committed
and motivated, and which has the required public
health and clinical competencies is seen as a must
for the effective functioning of the health system.The
number of different types and categories of health
workers and their proper utilization is equally
essential for better functioning of the health system,
as is the provision of an enabling working
environment and proper supporting logistics.
Recognizing the importance of maintaining the
efficiency of resources, the National Health Policy
of 1996 adopts "allocating resources between
provinces/districts based on their health needs and
national priorities" and "supporting and

strengthening human resource development in
keeping with contemporary needs" as key strategies
to raise the health status of the population. The 2007
HMP also identifies improving health financing,
resource allocation and utilization as one of its main
strategic objectives.

Over the years, an absolute increase could be
observed in physical and human resources in the
public health care sector (Figure 9.3). A growth can
be observed in the number of public health
institutions, number and types of facilities available,
and number of health personnel employed in the
health sector. The HMP estimates that the necessary
number of hospital beds for Sri Lanka by 2015 is
about 60,000. The country's health system was able
to reach that by 2005. The latest available figures
show that the country's total bed capacity has
reached to 76,087 by 2012."® At present, however,
the size and the quality of the health manpower are

7 Mabhipala, P.G. (2011), “Public Health Interventions Then and Now: How They Will Shape the Future Health System in Sri Lanka’; Sri Lanka

Journal of Medical Administration, Vol.13.

'8 Ministry of Health (2012), “Annual Health Bulletin 2012’ Ministry of Health, Colombo.
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Figure 9.3

Physical and Human Resources in Public Health Care (2000-2012)
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inadequate in many areas, especially in rural and
estate areas."

Although the numbers related to human and physical
resources have increased, the country is still lagging
behind global averages for most of the indicators
related to health workforce and infrastructure
indicating a dearth of resources in the health sector.
According to the indicators listed in Table 9.1, Sri
Lanka has a long way to go before reaching global
averages, apart from the indicator on 'hospital beds

Table 9.1
Health Work Force and Infrastructure

No. of Key Health Personnel

Number of Key Health Personnel

40,000 - Medical Officers

----- Nurses -
35,000 | ———— Public Health Inspectors P

——a—— Public Health Midwives , .. _.7
30,000 - P2

,/
25,000 - L
4
.
20,000 - S
15,000 { ---""""
10,000 -
5,000 1 m— ——— - g —a—a—=
0

2000 2001 2002 2004 2005 2006 2007 2008 2009 2010 2012

per 10,000 population'. Sri Lanka records 36 hospital
beds per 10,000 population where the global
average for the same indicator is 27.

Despite the fact that resources have increased over
the years, regional disparities in the distribution of
The
available evidence suggests that both health

physical and human resources remain.?

personnel and facilities are insufficient to screen
patients and refer to special care facilities as needed.
There is a high concentration of medical facilities,

Physicians per 10,000 population (2006-2013)

Nursing and midwifery personnel per 10,000 population (2006-2013)
Dentistry personnel per 10,000 population (2006-2013)
Pharmaceutical personnel per 10,000 population (2006-2013)

Psychiatrists per 10,000 population
Hospital beds per 10,000 population (2000-2012)
Radiotherapy units per 1,000,000 population (2013)

Source: WHO (2014), “World Health Statistics”, World Health Organization, Geneva.

° Ibid.

N
S
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16.4 15.3 29.2
0.8 1.0 2.7
0.4 3.8 4.3
<0.05 <0.05 0.3
36 10 27
0.1 0.3 1.8

IPS (2011), “Education and Health Services for Sustainable Growth” in Sri Lanka: State of the Economy 2011, Institute of Policy Studies

of Sri Lanka, Colombo; UNDP (2012), Sri Lanka Human Development Report 2012: Bridging Regional Disparities for Human Development,

United Nations Development Programme, Colombo.
2 Ibid.
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Figure 9.4
Distribution of Beds per 1,000 Population by
RDHS Division (2012)
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even basic facilities like patient beds, MOs and
nurses in metropolitan areas, especially in Colombo
(Figures 9.4 and 9.5).

Absenteeism of doctors and other health personnel
is another human resource issue, as is encouraging
doctors to serve in remote areas. The latter requires
the provision of essential facilities (e.g.,
accommodation and transportation facilities) and
incentives such as being afforded priority when
selecting for fellowships and training.

9.3.3 Public Health Sector Manage-
ment and Monitoring

As a result of the implementation of the Provincial
Councils Actin 1989, the public sector health system
in Sri Lanka has a decentralized structure for
providing health care. The MOH operates at the
national level while separate provincial ministries
of health operate across provinces of the country.
The key responsibilities of the MOH include setting
policies and guidelines, promoting medical

education,
140

managing specialized medical

structure indicat-
ing a dearth of
resources in the
health sector.

institutions, and purchase of medical requisites. The
Provincial Directors of Health Services (PDHSs) are
mainly responsible for the implementation and
management of health care services.

Despite decentralization, the health system is
centrally dominated by the MOH. For example, the
Provincial Councils to a large extent are dependent
on the central government for block transfers to
finance health expenditure. There is a lack of an
objective and transparent measure of population
needs for the allocation of provincial funds and there
is no clear link between the level of financing and
performance and outcomes. Furthermore, the public
servants employed at Provincial Councils depend
on the central government for career promotions,
etc., which increase their allegiance to the centre
rather than the local area. This has resulted in a
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Figure 9.5

Distribution of Key Health Personnel by RDHS

Division (2012)
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Source:  MOH (2012), “Annual Health Bulletin 2012”, Ministry of Health,

Colombo.

lack of accountability of health officials towards their
local citizens.?

Since most of the authority lies with the central
government, it causes duplication and inefficient use
of public resources. In order to rectify this situation,
the government needs to: a) clearly define the role
and responsibility of the national government, and
b) clarify what is expected of its decentralized units.
The central government should be explicitly
responsible for public sector regulation and
managing tertiary care hospitals. With regard to
managing non-tertiary hospitals and primary care,
what is important is to link financing with
performance and targets, and tie responsibilities to
decision making authority.

Even though centralization of government funds is
prevalent, this in itself is not problematic. What

should be changed are the terms on
which funds are allocated to Provincial
Councils. Grants should be given
based on the needs of each individual
provincial government. It should also
be directly linked to specific targets
and individual performance.
Furthermore, with regard to hospitals,
work

what has proven to

internationally is to allow the
administrators of each facility the
flexibility and responsibility to maintain
quality and efficiency and manage
human resources.2® In order to
manage human resources effectively,
the roles, responsibilities, individual
performance targets, and lines of
authority and accountability need to be
clearly defined. Performance evaluation needs to be
carried out so that incentives and rewards are
attributed accordingly. Each province should be
reviewed for their achievements and drawbacks;
annual reports should be produced on the progress
and challenges faced by each council in order to
ensure transparency and accountability.?*
Furthermore, to measure effectiveness and
efficiency of the health care model, Sri Lanka should
also adopt a well-designed management information
system (MIS). An MIS in health care is a specially
designed information system that aids in managing
and planning health care programmes.?® It will help
health care managers shift towards an evidence
based decision making process. Since different
levels of administration within the system have
different roles and responsibilities, different data
needs should be identified and collected. Afterwards,
such data should be linked to local community,
demographic and epidemiological information to
respond to different local needs effectively.

22 World Bank (2006). “Service Delivery and Decentralization in Sri Lanka: Assessment and Options; World Bank. Colombo.

= Ibid.
24 Ministry of Healthcare and Nutrition (2007).

25 WHO (2004), “Developing Health Management Information Systems:A Practical Guide for Developing Countries’; World Health Organization,

Geneva.
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9.4 Private Sector Health
Care Reforms
9.4.1 Provision of Health Services

During the past two decades the private sector has
grown rapidly, with expansions in hospitals,
laboratories and clinics. Over 100 private hospitals,
with investments of over Rs. 50 billion, entered the
health care sector between 1990-2013.26 The
demand for private sector health care has increased
rapidly due to reasons ranging from improvements
and investments in health technology in the private
sector, and poor public sector performance. The
private out-of-pocket expenditure of households in
2009 was about 45 per cent of total heath
expenditure and 83 per cent of total private health
expenditure.?”

Sri Lanka's private health care sector is
predominantly engaged in providing curative care
services such as laboratory tests, medication,
surgeries, and nursing care. In 2009, 51 per cent of
total health expenditure was spent on curative care.?®
Moreover, private facilities are disproportionately
concentrated in the Western Province in urban or
semi-urban areas due to its higher income level and
population density. For example, approximately 50
per cent of private hospitals are in Colombo, while
the rest are scattered across a few districts such as
Galle, Kurunegala and Kandy; in a review of four
District Secretariat (DS) areas it was found that
three-fourths of such facilities were located in close
proximity to government hospitals.?

It is always the poorest (in rural areas) that suffer
most from the limitations (limited curative care, drugs

2

>

Policy Studies of Sri Lanka, Colombo.
27 Ibid.

2

®

shortages, limited availability of specialty treatment)
of the public sector. Even though the private sector
is able to compensate for these limitations, it is
evident that the supply of private facilities does not
necessarily expand in order to address these
limitations. To overcome the drawbacks in each
sector independently, public-private partnerships
(PPPs) can be considered as a solution.

9.4.2 A Role for Public-Private
Partnerships

Public-private partnerships in the health care sector
in Sri Lanka are minimal. Almost all of the private
health facilities are owned and operated by private
persons or organizations; a small fraction (about 3.5
per cent) of medium scale private hospitals are partly
foreign owned/operated.®® Furthermore, the
government provides only minimal support for
private participation in public health programmes.
For example, during 2007-2010, only 25 per cent
and 10 per cent of reviewed private facilities received
financial and technical assistance, respectively, for
programmes on childhood vaccination; similarly, only
25 per cent and 8 per cent, respectively, received
financial and technical support for antenatal care.®

Given that Sri Lanka has an ageing population, it is
bound to face an increase in demand for acute care.
Since acute illnesses are predominantly treated in
public facilities, it will add further pressure to an
already overburdened public sector. For example, it
was reported that over 5,000 patients are on the
waiting list for heart surgery.® Similarly, it is
expected that the demand for certain services such
as diagnostic testing in the private sector will
increase due to a reduction in public financing in

Dayaratne, G.D. (2013), “Private Hospital Health Care Delivery in Sri Lanka: Some Issues on Equity, Fairness, and Regulation’ Institute of

Govindaraj, R., et al., (2014), “Health Care in Sri Lanka. What Can the Private Health Sector Offer?’; Health, Nutrition, and Population

(HNP) Discussion Paper, World Bank Human Development Network (HDN).

2 Ibid.
30 Ibid.
st Ibid.

3

8

The Island (2013), “Over 5,000 on Waiting List for Heart Surgery; The Island http://www.island.lk/index.php?page cat=article-

details&page=article-details&code title=74821 [accessed 27 April, 2015].
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Government Support to
Reviewed Private
Facilities 2007 - 2010

CHILDHOOD
VACCINATION ANTENATAL
PROGRAMME CARE

25% 25%

Financial Financial
Assistance Assistance
10% 8%
Technical Technical
Assistance Assistance

such areas. However, the private sector has limited
capacity to provide diagnostic services.

In light of this evidence, it is counter-intuitive for the
two sectors to operate independently. Public-private
collaborations will help alleviate capacity constraints;
improve equity and efficiency due to synergies
between public and private sectors through pooling
of resources such as funds and technology; improve
access and reach of health care services for the
population; and strengthen regulation of quality
within the health sector.

One option is for the government to contract with
private providers to deliver health services in remote
areas.® If, through public funding, the private sector
can expand coverage it will result in improved
efficiency and effectiveness. Initially, the country can
start pilot operations in a limited geographical area
to benefit from economies of scale and concentrate
in an area with poor health indicators. Bangladesh,
Cambodia and India are examples of countries that
have used such contracts. A second option is to
implement demand-led financing strategies such as
vouchers; the government provides a demand side
subsidy to ensure that private health services are
more affordable to vulnerable groups. It also acts as
an inducement to the private sector to provide
services in areas they might not have considered
before. Nicaragua is a country that has successfully
implemented such a strategy. It is important to note
that implementing such options requires an increase
in public sector financing. Strategies on improving
financing were discussed in an earlier section
(Section 9.2.1).

9.4.3 Incorporating Elements of Patient
Centred Care

The private sector is heavily reliant on the public
sector for the supply of doctors. Government doctors
are permitted to work in private facilities provided
that they have completed their official hours. Only
700 medical doctors were employed full time in the
private sector in 2011.3* There is a potential conflict
of interest that arises from this form of dual practice.
Since many people seek out private care based on
the belief that it is of superior quality, it can potentially
influence the quality of care provided by the private
practitioner; they might give preferential treatment
to a private client compared to one seeking care in
the public sector.®® The potential negative effect of
working double the hours (official duty hours in the

% Harding, A., (2009), “Partnerships with the Private Sector in Health: What the International Community Can Do to Strengthen Health
Systems in Developing Countries’, Center for Global Development, London.

% Govindaraj, R., et al., (2014).
3 Dayaratne, G.D. (2013).
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public sector and off-duty hours in the private sector)
on a doctor's performance also cannot be ignored.
Additionally, since most private practitioners consult
at more than one hospital per day, they invariably
appear late to consultations because: a) private

hospitals are scattered across Colombo, and b) they
are held up in previous consultation rounds. This
has led to an increase in patient waiting times at
private hospitals. Many patients end up waiting more
than what they consider to be an acceptable waiting
time at private hospitals; in fact, some wait over 20
minutes for a scheduled appointment when they
believe that an acceptable waiting time is only 5-10
minutes.®®

One way around such limitations is to have a
permanent cadre of medical specialists in private
hospitals. Also, one method to ensure that quality is
not compromised is to be more responsive to patient
expectations (patient centred care). Currently, Sri
Lanka's private sector is doctor-centric.®” Patient
centred care requires acknowledging and
incorporating patient needs, values and choices in
the service delivery system. Regular evaluation of
patient satisfaction by conducting surveys is a step
in this direction. It will also signal to the consumer
that their considerations are taken into account and
that the private sector is committed to ensuring value
for money for the services they provide.

9.4.4 Regulation

In 2006, the Private Medical Institutions
(Registration) Act (PMIRA) came into effect with the
aim of regulating private medical institutions in Sri
Lanka. Under the PMIRA, all private medical
institutions are required to obtain a Certificate of
Registration. Furthermore, the PMIRA established
the Private Health Services Regulatory Council
(PHSRC), an independent statutory body that is
primarily responsible for licensing, regulating and
monitoring private medical institutions.In addition,
the PHSRC gathers information and data on quality
assurance and service standards which are
subsequently used to grade the performance of
private medical institutions. Private medical

% Samarakoon. S., (2015), “Patient Waiting Times in Private Hospitals: A Growing Concern in Sri Lanka” http://www.ips.lk/talkingeconomics/
2015/01/07/patient-waiting-times-in-private-hospitals-a-growing-concern-in-sri-lanka-2/, Institute of Policy Studies of Sri Lanka, Colombo.

37 RAM Ratings (2013), “Private Pills for Public Pains: The Private Health Care Sector of Sri Lanka; Ram Ratings (Lanka) Ltd., Colombo.
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providers, the central government, Provincial
professional body
representatives form the PHSRC. As a result of the

Councils and other
Act, private sector regulation is outside the domain
of the MOH.

Existing evidence, however, point out that the
regulatory system is functioning sub-optimally.
Though the basic purpose of the PHSRC is
registering and licensing private medical providers,
it has failed to register and/or license a large number
of institutions.® The body has been ineffective in
implementing a system to monitor the registration
status of medical providers. Though the PHSRC has
a database on registry of licences, it has not been
able to gauge the number of currently registered
providers or the number of renewed applications
each year. There is also a lack of follow-up action
such as warnings, suspensions or cancellation of
licences against providers who fail to renew or obtain
licences. In the absence of strict legal enforcement,
there is no incentive for medical providers to comply
with rules and regulations. For example, a study that
mapped four DS areas in the country, found that 68
per cent of reviewed private health facilities were
not registered with a relevant authority.*®

A regulatory body should ideally be independent,
unbiased and transparent. However, the PHSRC
allows direct involvement of private medical
providers in the regulation process when such
providers are essentially those that are to be
regulated by the PHSRC. As a result, this could
potentially increase the risk of regulatory capture.
Moreover, the PHSRC suffers from understaffing and
underfinancing. For example, in 2012 only two full-
time employees were employed to carry out the basic
functions. This is in stark contrast with Malaysia
where the licensing unit for private medical providers
employs 62 staff members - a number deemed
insufficient by Malaysian experts.®® Given that the

demand for private sector health care is increasing,
it is imperative for Sri Lanka to strengthen private
sector regulation to maintain quality standards.

One option is to benchmark Sri Lanka's regulatory
system against other comparable countries in the
region. This would require returning the regulatory
functions of PHSRC to MOH, mirroring the scenarios
in countries which have similar institutional
backgrounds (Singapore, Malaysia, Hong Kong) or
level of economic development (Thailand). As
depicted in Table 9.2, compared to these countries,
it is only in Sri Lanka that the regulatory body is not
independent of private medical providers, regulation
lies outside of the MOH, and private hospitals do
not have a strict requirement to report patient data
annually. Such features point to the relatively weak
performance of the regulatory body in comparison;
for example, the effectiveness of licensing in Sri
Lanka is only 48 per cent for 2011 while it is full or
near full in other comparable countries.

If the country is to retain the PHSRC, a second
option would be to reinforce its regulatory
effectiveness. This can be implemented by: a)
limiting or eliminating private sector provider
representation within the PHSRC, and including
representatives from the Independent Medical
Practitioners Association, Attorney General's
Department appointed by the Minister to the Council
and Sri Lanka Medical Association; b) training and
strengthening the regulatory capacity of officers in
charge. It is imperative to train and appoint more
persons in charge of the PHSRC to carry out the
necessary regulatory mechanisms. In terms of
regulatory capacity, according to the PMIRA, only
the Provincial Directors of Health Services (PDHSs)
or their deputies are permitted to carry out
inspections and investigations of private medical
providers. These appointees, however, have limited
authority compared to the Deputy Director Generals

38 |HP (2012). “Private Health Sector Review’, IHP Technical Reports Series Number 2, Institute for Health Policy, Colombo.

% Govindaraj, R., etal., (2014).

4 Rosnah, N.R., et al., (2011), “Impact of the Private Health Care Facilities and Services Act 1998 (Act 586) and Regulations 2006 on the
Medical Practice in Corporate Private Hospitals in Malaysia) International Journal of Sustainable Development, 2 (9):89-106.

145



Table 9.2

Private Health Sector Regulatory Characteristics of Select Countries

Regulatory characteristic Hong Kong Thailand

Responsible authority for PHSRC DOH MOPH
regulation (independent (Health (Health
body outside Ministry) Ministry)
MOH)
Responsible authority for PHSRC MOH MH DOH MOPH
regulation and licensing (independent (Health (Health
body outside Ministry) Ministry)
MOH)
Independence of regulatory | No Yes Yes Yes Yes
body from private sector
Requires license to operate = Yes Yes Yes Yes Yes
Effectiveness of licensing 48% (2011) 100% >98% 100% >90%
Statistical reporting None Annual patient Annual patient Annual patient = Annual patient
requirements of private statistics; statistics statistics statistics
patient morbidity including returns
and mortality mortality

every 3 months

Source: IHP (2012), “Private Health Sector Review”, IHP Technical Reports Series Number 2, Institute for Health Policy, Colombo.

(DDGs) of the central government. Therefore, uniting
the PDHSs and their deputies with the DDGs in the
form of joint regulatory teams will strengthen
regulatory functions.

In addition, a committee should be appointed to
handle the problems private providers face at the
registration stage. This would also entail that private
providers are supported in areas where they may
need assistance. It is important to implement this
committee at a high level of government to
strengthen the regulatory process. Adequate
financing should be allocated to the regulatory body
to carry out their roles and responsibilities effectively.
It would also help in maintaining an accurate and
complete health information system within the sector.

9.5 Drug Policy

9.5.1 Evolution of Sri Lanka's Drug
Policy

In 1957, led by Senaka Bibile, a National Formulary
Committee (NFC) was set up as the apex body with

a mandate to manage the whole spectrum of
pharmaceutical preparations. Subsequently, the
‘Ceylon Hospital Formulary' was prepared which
recommended 600 selected drugs with their generic
names. Price control of medical drugs under the
Control of Prices Act No. 29 of 1950 was another
milestone in the process of drug policy evolvement.
In 1971, confronted with a trade deficit and import
restrictions, the government called for an
assessment of the pharmaceutical system and
proposals for its future development, without
compromising on accessibility and availability of
drugs within the country. The resultant 'Bibile Report'
was considered the pioneer in drug policy not just
nationally but also internationally.*' With the change
in economic policies and liberalization of imports in
1977, the few proposals of the Bibile Report that were
implemented started to be diluted. Price controls by
the government were removed and drug promotion
was allowed. Though the State Pharmaceutical
Corporation (SPC) continued, it ceased to be the
sole importer of drugs. Consequently, thousands of
drugs with a variety of brands flooded the country
since the private health sector as well as private

41 Siribaddana, S., and A. Sumathipala (2005), “ Essential Drugs, Senaka Bibile and Sri Lanka: Rejoinder to a Eurocentric Debate Led by

WHO on the TRIPS Agreement, Technology Innovation Group, (3)3.
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Box 9.1
Health Care Reform for the Elderly

Sri Lanka is known as a country which advanced well in its demographic and epidemiological
transition and it was among the first developing countries to achieve below replacement level
fertility. A decline in fertility rates, rising life expectancy at birth, and increasing out-migration
(particularly among the younger group) are the main contributory factors behind the demographic
transition in Sri Lanka.

The National Health Policy of 1996 identified health problems of the elderly as a priority area
which need focused attention. The Presidential Task Force which was appointed in 1997 to
formulate a health policy and identify the strategies to address health problems and issues of
the country specifies "expanding the services to areas of special needs" as a priority issue,
where the elderly health care is identified as an area of special needs. Identifying the elderly as
a vulnerable group as well as a challenge to the health system, the HMP of 2007 aims to expand
health care services and training in the area of geriatric medicine to meet the emerging health
care requirements of the elderly.

Sri Lanka has to face a number of challenges with population ageing such as social protection to
the elderly, ageing of the labour force, rising demand for geriatric care, and institutional capacities
to take care of the elderly. Elderly people demand health care and treatment more than younger
people. The pattern and causes of their illnesses also differ (e.g., Alzheimer and dementia),
requiring special care and geriatric treatment that can be costly. Further, the elderly are more
vulnerable to chronic illnesses such as heart diseases, stroke, lung and liver diseases, cancer,
asthma and rheumatism, as well as degenerative diseases like hypertension, diabetes, cancer,
etc.

With the increasing number of elderly, the demand for intensive diagnostic tests, long-term
hospitalization and better treatment as well as rehabilitation and social and clinical therapy will
go up. Further, geriatric health care needs special medical training and skills. In order to meet
this demand, the country's health service should be well equipped with required resources -
both financial as well as non-financial resources.

However, it is questionable whether the country would be able to cater to the increasing demand
for elderly care with current resource allocations. Under the current system, it is difficult to identify
the health expenditure for elderly separately as the government provides free medical treatment
for all, irrespective of age. However, the comparatively low budgetary allocation for the health
sector would be a barrier in meeting the rising demand for geriatric health care, while maintaining
standards in maternal and child care. To address this dilemma, strengthening geriatric health
care investments by increasing the overall budgetary allocations for the health sector seems
inevitable. Better provision of long-term care by both public and private sectors, and re-orientation
of preventive and promotive care to cater to the health needs of the elderly are other pressing
areas requiring policy attention.

Source: |IPS (2014), "Demographic Challenges of an Aging Asia" in Sri Lanka: State of the Economy 2014,
Institute of Policy Studies of Sri Lanka, Colombo.

pharmaceutical companies had the liberty to import
drugs directly. Also, thousands of private pharmacies
opened across the country and sold drugs on a
prescription or on over- the-counter basis.

The Cosmetics, Devices and Drugs Act No. 27 of
1980 came into operation in 1986 with a Technical

Advisory Committee. However, this was not
adequate to act as a central regulator of medicinal
drugs management from pre and post stages. In
1989, the Fair Trading Commission Act introduced
a maximum retail price, and a price formula to which
the SPC as well as private sector importers had to
conform. Two National Medicinal Drug Policies were
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Box 9.2
Salient Features of the Bibile Report

Introducing a single purchasing agency for the country. The report proposed the public
sector to act as a sole importer, and distributor of approved drugs by the formulary for the country.
Further, bulk purchasing was also recommended to reduce taxes and alter the mark-ups which
reduce the cost of pharmaceuticals.

Establishment of the SPC: In 1971, the SPC was established under the Industrial Corporations
Act No. 49 of 1957 The reason was to transfer the monopoly of pharmaceutical trade to the
government. This reduced not only the outflow of foreign exchange, but also the financial burden
on patients.

Reduction of numbers of medicines imported and expansion of quality testing facilities:
Formulations imported to the country in the 1970s reduced from 3,000 to 800. When limiting the
varieties of drugs, price variation of drugs can gradually go down. This can then meet the
availability and affordability criteria. But to meet the quality of drugs, accredited lab facilities had
to be set up within the country, as proposed.

Mandatory use of generic names in import and prescription: Thousands of non-essential
drugs in different brand names imported to the country could be reduced with the introduction of
mandatory use of generic names in import.

Expansion of local manufacture: As an outcome of the report, the State Pharmaceutical
Manufacturing Corporation (SPMC) was set up in 1986, managed by the SPC.

Change drug information system: Under this, advertising medicinal drugs was proposed to be
stopped, and preparation of formulary notes made available to all medical practitioners was
recommended.

Changes in patent law: This allows purchasing drugs from the process patent holders where
drugs are cheaper than that from the product patent holders. However, whilst drugs are currently
being imported from cheaper sources to reduce drug costs, it can lead to poor quality in some
instances.

Source: Siribaddana, S., and A Sumathipala (2005), "Essential Drugs, Senaka Bibile and Sri Lanka:
Rejoinder to a Eurocentric Debate Led by WHO on the TRIPS Agreement", Technology Innovation
Group, 3(3); Abeykoon, P. (2012), "A Long history of NMP: Where are We Now? The Sri Lankan
Experience" http://www.apcnmp2012.com.au/images/P6-ABEYKOON.pdf.

drafted in 1991 and 1996, but did not proceed to
the stage of Cabinet approval.

Whilst medicine shortages in government hospitals
were frequently reported, no proper planning and
management was taken to remedy the situation. In
2005, Cabinet approval was finally given to a
National Medicinal Drug Policy (NMPD). Allopathic
medicine was the main concern of this policy, and
policies for other systems of medicines are to be
developed later. Ten years on since Cabinet
approval, the National Medicinal Regulatory
Authority Bill (NMRA) was approved in March 2015
to serve as an umbrella to facilitate the
implementation of the NMDP.
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The NMDP focuses on the following areas: a) ensure
availability and affordability of efficacious, safe and
good quality medicines relevant to the health care
needs of the people in a sustainable and equitable
manner; b) promote the rational use of medicines
by health care professionals and consumers; and
c) promote local manufacture of essential medicines.
The policy was framed within the overall health policy
of the country based on the ‘essential medicines’
concept. It focuses on the health sector but includes
coordination with relevant areas such as education,
finance, agriculture, animal husbandry,
pharmaceutical industry and trade, and acts to

safeguard the rights of the patients/consumers.
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9.5.2 Implementing National Medicinal
Drug Policy

Successive governments in Sri Lanka have provided
health care over the decades without a proper drug
management system. This happened not because
of unavailability of a policy, but due to poor
commitment to implement the drug policy which was
introduced in the 1950s. Use of poor quality drugs
by state hospitals is frequently reported. Inadequate
capacity to align with international standards by the
National Drug Quality Assurance Laboratory
(NDQAL) is the foremost cause. On the other hand,
more than 15,000 drugs are reportedly flooding in
to the country because of the absence of a drug
formulary. With limited capacity, it is impossible for
the NDQAL to check all such drugs. Accordingly,
reducing the variety of imported drugs can make
room for the NDQAL to test for quality assurance.
Therefore, the country should commit to select
essential drugs, and increase the capacity of the
NDQAL further.

Another issue is that more than 25,000 pharmacies
have been established in the country very rapidly.
Many do not hold licences, and dispensing of drugs
is not done by trained pharmacists. Therefore, a
proper regulatory system should be formed to
regulate and monitor pharmacies consistently.

Price control of drugs is another area which requires
urgent action. As per the last price formula by the
Fair Trading Commission in 1989, the maximum retalil
price should not be more than 65 per cent of the
cost at which the drug is imported. However, usage
of this formula has been inactive since 2002, and
since then no price formula has been introduced.
Therefore, price variation of drugs in the market at
present is immense. Hence, a pricing committee to
be appointed under the NMDP should consider the
CIF value of the drug, the company's profit margin
and the commissions to be paid to the agents and
pharmacies in determining the price.

9.6 Conclusion

With the onset of the demographic and
epidemiological transitions, it is apparent that the
organization, delivery and regulation of Sri Lanka's
health sector needs to be strengthened. Greater
resources need to be brought together from the
public and private sectors for prevention and control
of NCDs, increase efficiency and effectiveness, and
ensure consumer satisfaction. Mechanisms such as
increasing excise duties on harmful products such
as tobacco, alcohol and even fast food need to be
considered in order to increase health care financing.
It is imperative to consider donations and social
health insurance as alternative financing
mechanisms as the country moves towards the
future. Moreover, in order to strengthen financing,
especially in the public sector, Sri Lanka should
continually measure performance against set targets
so that financing and planning are used to the best
effect.

Within the public sector, it is necessary to continually
upgrade the health care delivery system to be able
to meet not only emerging health challenges such
as NCDs but also emergency situations such as
outbreak of viruses, and disaster situations
(tsunamis, floods, etc.). Some possible
recommendations to improve the delivery system
include: a) restructuring of the macro-organization
framework so as to enhance efficiency and equity;
b) reclassification of existing health care institutions;
and c) reallocation of resources in order to improve
equal facilities at outpatient services across the
country. Sri Lanka also needs a clearly defined
referral system to reduce the cost burden on
secondary and tertiary institutions. Gaps in the
primary health care system need to be revitalized to
address the issue of bypassing primary health care
institutions. Providing essential facilities such as
accommodation and transportation, as well as
training to doctors is equally important to encourage
doctors to serve in the underserved parts of the
country.
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It is clear that both the private and public sectors
have drawbacks when considered independently. Sri
Lanka could benefit immensely if it benchmarks
countries in the region (e.g., India, Bangladesh) that
have successfully implemented public-private
partnerships in the health sector. Possible options
include: a) government contract with private
providers with the aim of providing private health
services in remote areas; and b) implement demand-
led financing strategies such as vouchers where the
government provides a demand side subsidy so that
vulnerable groups are better able to access private
health services. The private sector also needs to
ensure that patients' perspective is better
incorporated in the health care delivery model. Long
waiting times, for example, is a trend that is of
growing concern in Sri Lanka. Implementing
strategies to regularly evaluate patient satisfaction
will help understand what gaps in the delivery model
need to be addressed. Private sector regulation
reform is of utmost importance due to its current
lack of effectiveness. The regulatory council,
PHSRC, is independent of the MOH. Returning the
regulatory functions back to the MOH (as is the case
in other countries with similar backgrounds) is an
option that needs to be considered. Alternatively,
the effectiveness of the PHSRC needs to be
reinforced by limiting private sector provider
representation, and training and strengthening the
regulatory capacity of officers in charge.

With regard to the drug policy, it is necessary for Sri
Lanka to commit to select essential drugs so as to
avoid the influx of many drugs and to maintain quality
assurance. Implementing a proper regulatory system
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to manage importation of drugs is important in this
regard. It is also necessary to regulate the
pharmacies to ensure they are licensed and trained
to dispense drugs appropriately. Price control of
drugs is another vital area to be addressed; a
committee should be appointed to determine prices
rationally.

Important influences that affect the health of a
population and health inequities across a country
are sometimes outside the health sector. Therefore,
it requires the health sector to collaborate with other
sectors of government (education, finance and
planning, pharmaceutical industry, etc.) to address
health needs. Greater inter-sectoral collaboration,
therefore, will help the health sector of Sri Lanka
face the imminent challenges.
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10. Reforming Sri Lanka's Social

Protection System
10.1 Introduction

ri Lanka has made significant progress in

reducing poverty over the past decade. The

poverty head count ratio (HCR) at the
national level has declined from 22.7 per cent in
2002 to 6.7 per cent in 2012/13. Poverty levels have
also dropped across districts and sectors of the
country, with the HCR for the urban sector declining
to 2.1 per cent, while the rural and estate poverty
levels have fallen to 7.6 per cent and 10.9 per cent,
respectively in 2012/13." Consequently, Sri Lanka
achieved the MDG of halving the poverty level
between 1990 and 2015, well before its target year.
In addition, it is 'on track' to achieve a majority of
MDGs such as achieving universal primary
education, promoting gender equality in education,
reducing child mortality and improving maternal
health.? With a Human Development Index (HDI)
value of 0.750, Sri Lanka is currently classified as
a 'high human development' country - the only
South Asian country in this category.®

Despite the above achievements, inequality and
vulnerability remain issues of great concern. The
Gini coefficient of household income, although it
shows a slight decline from 0.49 in 2009/10 to 0.48
in 2012/13, has remained around 0.47-0.49 during
the last decade, while the Gini coefficient of

United Nations (2015).

o o & » N =

Lanka’, Sri Lanka Journal of Advanced Social Studies, 2(1).

household expenditure too remains around 0.40.
Moreover, the share of household income in the
poorest (income) decile has declined over the past
two decades reaching 1.5 per cent in 2012/13, while
that of the of the top decile has remained at around
38-40 per cent, indicating considerably high levels
of inequality in the country.* Furthermore, a
considerable proportion of the country's vulnerable
population is clustered above the poverty line, facing
the risk of slipping into poverty. For instance, a 10
and 20 per cent increase in the poverty line would
lead to an increase in the poverty HCR to 9.9 per
cent and 13.2 per cent, respectively.® In the estate
and urban sectors in particular, a 20 per cent
increase in the poverty line would more than double
the poverty HCRs - reaching 22.1 per cent and 5.1
per cent, respectively.

Sri Lanka is also faced with a number of
demographic and labour market related challenges
such as the rapid ageing of its population and a
large share of informal sector workers (over 60 per
cent). The 60 years and above population is
projected to increase to 24.8 per cent by 2031,
making one-in-every-four of Sri Lanka's population
an elderly person.® Population ageing raises
concerns on the ability of the social protection

DCS (2015), “Household Income and Expenditure Survey 2012/2013- Final Report; Department of Census and Statistics, Colombo.
UN (2015), Millennium Development Goals Country Report 2014- Sri Lanka, United Nations, Colombo.
UNDP (2014), Human Development Report 2014, United Nations Development Programme, New York.

Estimates based on the Household Income and Expenditure Survey 2012/13 (HIES) data.
De Silva, I. (2012), “The Age Structure Transition and the Demographic Dividend: An Opportunity for Rapid Economic Take-off in Sri
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system to cater to their needs. Moreover, as the
longevity of females is projected to increase at a
higher rate than that of men, women will account for
a higher share of the elderly. This brings further
concerns, as many females are less likely to have
adequate income at old-age, particularly old-age
retirement benefits, due to the continuing low female
labour force participation rate in the country.

The above discussed challenges related to
inequality, vulnerability and demographic changes
call for a comprehensive social protection system
for Sri Lanka. At present, there are a large number
of social protection programmes implemented by
various government ministries/departments,
targeting vulnerable segments of the population,
such as the poor, the elderly, the disabled, those
affected by disaster, children, and women. These
programmes vary from cash and in-kind transfers
to pensions and other retirement benefits, education
programmes, health-care assistance and livelihood
development programmes. They can be broadly
categorised as (i) social insurance programmes that
include old age retirement schemes such as
pensions and provident funds and other insurance
schemes; (ii) social assistance programmes that
largely include cash and in-kind transfers to
vulnerable groups (e.g., Samurdhi/Divineguma
subsidy programme); and (iii) labour market
programmes that include livelihood and skills
development programmes.” Despite the multitude
of programmes, there are several gaps and
weaknesses such as low coverage, poor targeting,
inadequacy of benefits, lack of coordination among
programmes, budgetary constraints, and inequitable
resource allocation.®

In the above context, this chapter discusses three
key reforms related to social protection in Sri Lanka,
deemed necessary to address vulnerability,

enhance equity and to better face the emerging
demographic challenges. These reforms include: (i)
retirement benefit schemes in Sri Lanka; (ii)
Samurdhi/Divineguma cash transfer/subsidy
programme - the largest social assistance
programme; and (iii) integrating the social protection
system of Sri Lanka. These three reforms will be
discussed in Sections 10.2-10.4, while Section 10.5
provides some concluding remarks.

10.2 Reforming the Current
Retirement System

10.2.1 Current Status and Coverage of
the Retirement System

The retirement system in Sri Lanka is built around a
number of defined contributions and defined benefit
schemes covering both formal and informal workers.
The retirement schemes are mandatory for formal
sector workers while voluntary schemes are
available for informal sector workers.

The Public Service Pension Scheme (PSPS) is a
defined benefit mandatory scheme that covers civil
servants holding permanent and pensionable posts
with a minimum service period of 10 years. The
pension is payable at age 55 for men and age 50
for women, with 60 being the compulsory age of
retirement. Benefits are funded from general tax
revenue and there is no wage ceiling for pension
entitlements.

The PSPS members are mandatorily covered by
survivor and disability benefit schemes, known as
the Widows and Orphans (W&OP) schemes. Unlike
the PSPS, the W&OP schemes are contributory, with
contributions ranging from 6-7 per cent of the basic
salary of members, depending on the salary scale.
The public sector is further supplemented by the

" Tilakaratna, G., et al., (2014), “Updating and Improving the Social Protection Index — Sri Lanka Country Report; Technical Assistance
Consultant’s Report prepared for the Asian Development Bank, Manila, (forthcoming).

8 Tilakaratna, G. (2015), “Addressing Issues of Social Protection to Enhance Equity in Sri Lanka’; Institute of Policy Studies of Sri Lanka
(http://www.ips.lk/talkingeconomics/2015/02/20/addressing-issues-of-social-protection-to-enhance-equity-in-sri-lanka/).
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Table 10.1
Public Service Pension Scheme Coverage

| 2008 2000 | 200 | 20| 202

No. of pensioners (‘000)
Public sector employees (‘000)
Employed labour force (‘000)
Labour force (‘000)

Percentage of public sector workers in employed population (%)

Percentage of public sector workers in labour force (%)

326.4 @ 335.1 349.8 366.0 379.9
8774 927.3 825.5 838.4 841.6
7648 | 7,602 7,707 8,197 8,129
8,082 @ 8,074 8,108 8,555 8,465
11.5 12.2 10.7 10.2 10.4
10.9 11.5 10.2 9.8 9.9

Source: Department of Pensions; Central Bank of Sri Lanka, Annual Report, various years.

Public Service Provident Fund (PSPF), which is a
mandatory contributory system that was set up to
cover government employees not eligible for the
PSPS. Approximately 841,630 workers are covered
by the PSPS, which is around 10 per cent of the
labour force (Table 10.1).

The Employees' Provident Fund (EPF) is a
mandatory provident fund that acts as a retirement
savings scheme for the formal private sector.
Administered and managed by the CBSL on behalf
of the Department of Labour, the EPF is the largest
fund in Sri Lanka in terms of asset size and

Table 10.2
Coverage of Retirement Schemes

PSPS

EPF 2,300 3,357
Farmers 954 1,622
Fishermen 68 148
Self-employed 455 2,650

Membership Eligible Coverage
(‘000) Workers (‘000) | (as % eligible)
842 842 100

69
63
46
17

membership. There is no wage ceiling for
contributing to the EPF, and contributions of 8 per
cent and 12 per cent of gross wages are made by
the employees and employers, respectively. In 2012,
the number of total member accounts stood at 14.6
million of which 2.3 million accounts were active.
This represents a coverage rate of 69 per cent,
based on an estimated 3.4 million private sector
workers eligible for EPF membership (Table 10.2).

Contributory defined benefit pension schemes serve
farmers, fishermen and the self-employed. They
include the Farmers' Pension and Social Security
Benefits Scheme (FPS), Fishermen’s
Pension Scheme (FSPS) and the
pension schemes implemented by the
Social Security Board (SSB) targeting
self-employed workers.

The Farmers’ Pension Scheme was set
up in 1987 and is administered by the
Agriculture and Agrarian Insurance
Board (AAIB).In 2011, total membership
stood at 954,454, which represents a
coverage rate of 63 per cent based on
an estimated farming population of 1.5
million (Table 10.2). The Fishermen’s

Notes: Al figures are for 2012 except membership figures for farmers and fishermen schemes,
which are from 2011. Membership figures do not take into account defaults. Eligible
population for PSPS based on regular public sector employment for 2012. Eligible
population for EPF based on private sector employees for 2012.

Source:  PSPS, EPF membership and population — Central Bank Annual Reports; Farmers/

fishermen membership — Agriculture and Agrarian Insurance Board; Self-employed

Pension Scheme is also managed by
the AAIB, with a total membership of

membership — Sri Lanka Social Security Board; Farmers/fishermen population estimation

— Labour Force Survey 2012 using occupation codes; Own-account workers estimation

— Labour Force Survey 2012 using status of employment.

67,553 in 2011. However, both the
farmers and fishermen’s pension
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schemes have a high incidence of default, so the
actual coverage is likely to be lower.®

The SSB operates several voluntary contributory
schemes targeting self-employed workers. The two
main schemes currently being operated are: 1)
‘Surakuma’— aimed at individuals between the ages
of 18-59 years who are not entitled to the PSPS; 2)
Arassawa’ — aimed at children under 18 years of
age which can be combined with ‘Surakuma’ at the
age of 18 years. The total enrolment for all SSB
schemes stood at 455,438 in 2012, which represents
a coverage rate of 17 per cent based on an estimated
2.6 million self-employed workers. However, the SSB
schemes are also known to have a high default rate,
so actual coverage is likely to be smaller.

In summing up the coverage of the retirement system
in Sri Lanka, approximately 4.6 million people were
covered from all retirement schemes currently being
implemented based on an employed population
which stood at 8.1 million in 2012. This represents a
coverage rate of 57 per cent of the employed
population. However, when the high default rates
are factored in for the informal sector pension
schemes, the effective coverage rate is likely to be
lower (Table 10.2). In addition, only around 40-50
per cent of the current elders are covered under
some form of social protection/old-age benefit

Table 10.3

programme like pension schemes, provident funds
or monthly cash transfers.°

10.2.2 Retirement Income

The benefit amounts provided within the retirement
system varies, with the most generous being the
PSPS. The PSPS pension amount is calculated
based on the last drawn salary with the replacement
rate determined by the years of service. The
replacement rate of the PSPS is fairly generous
compared to the average gross replacement rate of
57.9 per cent for OECD countries. For example,
under the PSPS, a public sector worker would be
entitled to a replacement rate of 85-90 per cent after
30 years of service." However, this pension is not
indexed to inflation or wages and has been adjusted
in an ad hoc basis, eroding its value in real terms.

The average monthly pension value in 2012 was
Rs.19,850 (Table 10.3). However, due to the skewed
distribution of pension payments, the median value
of pension payments is likely to be lower. In 2012,
the government expenditure on pensions as a
percentage of current expenditure was 8.1 per cent,
representing 1.2 per cent of GDP.

The EPF pays a lump sum benefit to private sector
employees upon retirement at age 55 years. The
benefit amount is linked to the level of income and

Expenditure and Average Monthly Pension Values for PSPS

Pension payments (Rs.bn)
Average monthly pension (Rs.)
Pension exp. as share of total current expenditure (%)

Pension exp. as share of GDP (%)

62.9 70.1 73.3 80.3 90.5
16,045 17,433 17460 18,285 19,850
8.5 79 77 79 8.1

1.4 1.5 1.3 1.2 1.2

Source: Department of Pensions; Central Bank of Sri Lanka, Annual Report, various years.

¢ Eriyagama, V. and R.P. Rannan-Eliya (2003), ‘Assessment of the Farmers’and Fishermen’s Pension and Social Security Benefit Scheme

in Sri Lanka Institute of Policy Studies of Sri Lanka, Colombo.

1 |PS (2014), “Demographic Challenges of an Ageing Asia”in Sri Lanka: State of the Economy 2014, Institute of Policy Studies of Sri Lanka,

Colombo.

" Willmore, L. (2008), “Tackling Poverty in Old Age: A Universal Pension for Sri Lanka’, HelpAge International, London.
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In 2012, Expenditure on
Pensions

1.2%

L I
o —

years of contributions made. This lump sum

G
D
P
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represents the cumulative net contributions (gross
contributions less pre-retirement withdrawals) and
the rate of return credited to individual accounts.

The EPF invests primarily in government securities
and loans. In 2012, 93.6 per cent of the total EPF
investment portfolio of Rs. 1,106 billion comprised
of government securities.”? The rate of return on
the EPF is linked to the interest rates applicable to
government securities, and therefore the return is
low compared to other investment instruments. The
average interest rate paid on member balances has
been in the range of 11.50-13.75 per cent for the

Table 10.4

EPF Members' Balances and Benefit Amounts

co
—

MAC==0ZmuxXm

Average Account

Balance (Rs.)

(=]
o~

period of 2008-2012. The long-term rate of return
on EPF balances has been very low.”® The
average annual compound growth rate for the
real return on investments for the EPF was 1.4
per cent for the period 1988-2002."* In 2012,
the average member balance was Rs. 480,970
(Table 10.4). Assuming a 12 per cent interest rate
on investment, a 20 year annuity on this principal
balance would result in a monthly income of Rs.
5,296.

The voluntary defined benefit pension schemes for
the informal sector provide a lifetime flat rate pension
amount based on the age of entry and the
contributory schedule. However, the pension
payments are not index-linked to inflation, and the
adequacy of the pension payments is a major source
of concern for all the programmes currently being
implemented.

The pension entitlement for the farmers and
fishermen's pension schemes is in the range of Rs.
1,000-4,167. However, these pension payments are
not inflation protected. For example, a person joining
these schemes at the age of 18 can expect to receive
a pension of Rs. 4,167 a month. But, at the age of
60, this value would only be worth Rs. 76 in real
terms assuming an inflation rate of 10 per cent."®

Monthly Annuity
for 6% Interest

Monthly Annuity
for 12% Interest

Active Total Balance
Members (GEN D)
(000’s)
2008 2,296 644,955
2009 2,052 752,219
2010 2,165 869,199
2011 2,211 986,046
2012 2,338 1,124,508

Source: Estimated based on data from the Central Bank of Sri Lanka.

~

s

Rate (Rs.) Rate (Rs.)
280,904 2,012 3,093
366,578 2,626 4,036
401,478 2,876 4,421
445,973 3,195 4,911
480,970 3,446 5,296

CBSL (2014), Annual Report 2013, Central Bank of Sri Lanka, Colombo.
Gaminiratne, N. (2004), “Population Ageing, Elderly Welfare, and Extending Retirement Cover: The Case Study of Sri Lanka’, Overseas

Development Institute, UK; Gaminiratne, N (2007), ‘Population Ageing, Policy Responses and Options to Extend Retirement Coverage:Case

Study of Sri Lanka’ Institute of Policy Studies of Sri Lanka, Colombo.
Karunarathne,W. (2005), “Mandatory Savings and Retirement Adequacy: Portfolio Simulation of EPF in Sri Lanka’, National University of

=

Singapore, Singapore.
Willmore (2008).

&

155



The defined benefit schemes for self-employed
workers offered by the SSB suffer a similar fate as
the AAIB schemes. The lack of formal indexation for
the flat rate pensions severely erodes its value at
the age of retirement for members. For an 18 year
old individual joining the scheme today, the
purchasing power of a flat rate pension amount of
Rs. 1,000 paid at the age of 60 will only be worth
Rs. 18 assuming an inflation rate of 10 per cent.

10.2.3 The Need for Reform

An ageing population, a large informal sector
workforce and issues related to adequacy and
sustainability of existing retirement schemes call for
a host of reforms.

Sri Lanka's demographic trends suggest a rapidly
ageing population that will test the ability of the
current retirement system to support the elderly, and
strain intergenerational relations.™® This is a
particularly pertinent issue given how important
traditional family support mechanisms have been
to the elderly population in Sri Lanka. The World
Bank Sri Lanka Ageing Survey (2006) found 77 per
cent of the elderly to be living with their children,
with co-residence forming an important source of
support; around 48.9 per cent of the elderly
population in Sri Lanka receives income support
from their children. However, there is evidence to
suggest that as income and education levels
increase, co-residence is likely to decline in Sri
Lanka.” This would leave a large proportion of the
elderly population without access to a sufficient
retirement income.

Sri Lanka's labour force characteristics point to a
growing informal sector, with 61.1 per cent of total
employment comprised of informal sector
employment in 2012."® A vast majority of them lack

social security coverage. Thus, the inadequacy of
the benefits provided by the current informal sector
pension schemes is a major concern. The pension
amounts are not formally indexed to inflation and
fail to provide sufficient old age income security.
Further, the farmers and fishermen's pension
schemes have been found to be fiscally
unsustainable and high default rates are prevalent
in both programmes.

The adequacy and sustainability of the formal sector
retirement schemes are debatable given that the
PSPS represents a large fiscal cost to the
government (see Table 10.1). It is the most generous
scheme within the current retirement system, but
only covers a relatively small proportion of the
population. The pension amounts under the PSPS
are calculated based on final salary contrary to the
lower average salary. It is also fairly generous in
terms of pre-retirement benefit deductions, where
the replacement rate is only reduced by 2 per cent
for each year below the required 30 years of service.
Further, the PSPS has a generous commutation
scheme, where public sector workers can receive a
lump sum payment equivalent to two years of
pensions in commutation for a pension reduced by
10 per cent compared to the unreduced pension for
the first 10 years."

However, it is important to note that the PSPS is not
formally indexed to inflation, eroding the real value
of its generosity. Further, there is a pay differential
between the public and private sectors. The
generosity of the PSPS is often viewed as a way of
compensating for this pay differential and an
important incentive to attract and retain workers in
the public sector. Therefore, in considering reform
options for the PSPS, it is important to strike a
balance between adequacy and sustainability.

6 World Bank (2008), “Sri Lanka: Addressing the Needs of an Ageing Population”, World Bank, Washington, D.C.

7 Ibid.

8 DCS, “Labour Force Survey 2012; Department of Census and Statistics, Colombo.
9 World Bank (2000), “Review of Superannuation Benefit Programmes in Sri Lanka’ World Bank, Washington, D.C.
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The EPF fails to provide adequate old-age financial
protection to its members. Since the scheme does
not provide its members with a pension or an option
to convert the lump sum benefit payment into regular
periodic payments after retirement, the longevity risk
and the burden of effective investment of the lump
sum payment after withdrawal is fully transferred to
the member. However, even if the lump sum
payments were to be converted to an annuity, the
level of replacement income would be very low (see
Table 10.4).

10.2.4 Reform Options for Sri Lanka's
Retirement System

In assessing the reform options for Sri Lanka's
retirement system, it is important to consider the
desired objectives. The two main principle objectives
of a retirement system in a country should be: to 1)
provide minimum income support to old people; and
2) enable retired individuals to smooth consumption
over the life-cycle.

Government intervention has a key role to play in
achieving the first objective. Traditional family
support mechanisms and other institutions cannot
reliably protect the elderly from deprivation. While
there is a debate about the level of government
intervention that is required, there is a general
consensus that some form of government
intervention is crucial to achieve the first objective.?

The second objective of consumption smoothing
over the life-cycle could be achieved through
occupational pension schemes or through public
and private retirement income schemes. As
discussed in the previous section, Sri Lanka's
retirement system fails in providing an adequate
income replacement. Therefore, in thinking about
reforming the currentincome replacement schemes,
attention should be paid to the desired benefit

amount (targeted replacement level), mode of
payment (lump sum vs. monthly payment) and
parametric choices such as the age at which
retirement benefits should be provided.

Providing basic income protection to the
elderly: In line with the first objective, ensuring
minimum income support for the elderly should be
the foundation of Sri Lanka's retirement system. It
is apparent that the current social security schemes
fail to provide old-age financial protection to a large
portion of the population, particularly those working
in the informal sector. This situation is not unique to
Sri Lanka. Many developing countries have
struggled to expand contributory social security
beyond a small proportion of the labour force.?!
Similar to Sri Lanka, many other countries in South
Asia have large informal sectors and contributory
schemes mostly cover formal sector workers.
Countries with a labour force having a high share of
informal sector workers have low rates of pension
coverage.

20 World Bank (1994), Averting the Old Age Crisis, Oxford University Press, U.K.
21 Barrientos, A. (2007), “New Strategies for Old-age Income Security in Low Income Countries’, Technical Report, International Social

Security Association.
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Therefore, trying to expand contribution based
pension systems to those on low incomes might not
be feasible. Contributory pension schemes should
be viewed as a mechanism for consumption
smoothing for those with sufficient income to save
for old age. A non-contributory basic pension can
ensure old-age income security for the entire
population of the country, regardless of earnings or
occupation.?? Non-contributory pensions could be
means-tested, targeting the elderly who are too poor
to support themselves or universal non-means
tested, which would cover all elderly individuals. Both
approaches have their pros and cons, and it is
important to choose an approach that best suits the
needs of a country.

The means-tested approach has the benefit of
eliminating some of the inherent disadvantages of
a universal non-means tested approach. Since it is
targeted, funds will only be distributed to those most
in need, making it more equitable and progressive.
Means-testing also eliminates the potential
disincentive effects a non-means tested universal
pension could have.?® However, means-tested
programmes are difficult to administer. Countries like
India and Bangladesh that have put in place means-
tested pensions have struggled with effective
targeting. For example, 45 per cent of pension
benefits from India's National Old Age Pension went
to those who are better off. Inability to effectively
reach the poor has also been a feature of
Bangladesh's means-tested pension.?* There are
some weaknesses in Sri Lanka's administrative
structure to effectively execute a mean-tested
pension programme. This is apparent from the
targeting problems inherent in the Samurdhi
programme (see Section 10.3). Therefore, it would
be better in a way for Sri Lanka to adopt a non-means
tested approach.

In assessing the fiscal cost of implementing a non-
means tested universal pension, it was found that
for a monthly benefit amount of Rs. 2,321 (national
poverty line for 2007), a universal pension aimed at
individuals above the age of 70 years would cost
0.8 per cent of GDP and 4.3 per cent of current
government expenditure, which is an amount that
is well below the expenditure on the PSPS.25 For
this particular benefit amount, assuming per capita
GDP growth of 3.6 per cent, the cost would actually
reduce to 0.6 per cent of GDP in 2041. The current
poverty line has increased to Rs. 3,815 and this
would have to be taken into consideration in deciding
the benefit amount of a universal pension. However,
based on above, the fiscal cost would still be
manageable with an increased benefit amount,
assuming moderate GDP growth.

Therefore, implementing a universal (social) pension
seems a viable option for Sri Lanka. It will be
politically popular, and with the correct parameters
set in its design, the fiscal cost could be kept under
control (below the current PSPS expenditure levels).
Once the administration for the programme has been
set up and strengthened, there will be an opportunity
to convert it to a mean-tested pension, which would
further reduce costs and improve the progressivity
of the programme.

Reforming the formal sector retirement
schemes: The formal sector retirement schemes
have an important role to play in achieving the
second desired objective of enabling consumption
smoothing over an individual's life-cycle. Therefore,
reforms should focus on providing adequate
retirement income while ensuring sustainability.

The PSPS represents a significant fiscal cost to the
government to cover a relatively small proportion of

22 Willmore, L. (2007), “Universal Pensions for Developing Countries’, World Development, 35(1):24-51.
2 Hu, Y., and F. Stewart (2009). “Pension Coverage and Informal Sector Workers: International Experiences’; OECD Working Papers on

Insurance and Private Pensions, No. 31, OECD, Paris.
24 Willmore (2008).
25 Ibid.
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the elderly. Therefore, a commonly prescribed
solution is to convert the PSPS into a contributory
system, as was attempted in 2002, which required
civil servants to make a contribution of 8 per cent of
their salaries with the government contributing 12
per cent. The initiative failed due to it being politically
unpopular, and the PSPS reverted to a non-
contributory scheme in 2006. A key insight from this
reform attempt was that it would have only resulted
in modest expenditure savings for the government.
The sustainability of the scheme was in question
because of the high return on investment that was
required relative to wage growth. It was estimated
that the scheme would run cash flow deficits in 45
years.2®

A further deterrent to structural reforms of the PSPS
is the relatively low wages public sector workers earn
compared to private sector workers. Converting the
PSPS into a contributory system would require the
government to increase wages in order to make the
contributions affordable. Therefore, the burden of the
PSPS on tax payers will not reduce.

26 World Bank (2008).
27 Eriyagama and Rannan-Eliya (2003).

In light of this, it is prudent to focus initially on
parametric reforms. One of the most sensible ways
to ensure the sustainability of the PSPS is to
increase the mandatory retirement age. The current
retirement age of 60 is too low considering the high
life expectancy of Sri Lankans. Many developed
countries have already done this to ease the burden
of their pension systems. Increasing the retirement
age improves the passivity ratio (humber of years
worked relative to number of years spent in
retirement). This would increase the country's labour
supply and reduce the size of the pensioner stock,
which would ultimately reduce the pension bill.
However, in the long run, raising the retirement age
within a non-contributory system would not result in
substantial fiscal savings because the government
will have a larger wage bill. Therefore, following this,
it would be feasible to convert the PSPS into a
contributory system since raising the retirement age
would reduce the required contribution rate.

Raising the mandatory retirement age would also
benefit the EPF. This is because increasing the
investment returns alone would not substantially
increase the benefit amounts. Even if a high real
rate of return of 4 per cent is assumed, this would
only increase the lump sum amount by 50-100 per
cent, which would still convert to very low annuities.?”
A central reason for the low lump sum benefits is
the low contribution period. Raising the retirement
age would increase the overall period of
contributions, boosting the value of the retirement
benefits.

In 2011, an attempt was made to introduce a
mandatory contributory pension scheme to cover
private sector workers. The proposed Employee
Benefit Pension Fund was to be designed as an
additional benefit to other retirement benefits private
sector workers were already entitled to such as the
EPF. The contribution was to be 2 per cent of the
employee's monthly gross salary from both the
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employee and employer for a total contribution of 4
per cent. It was further proposed that 10 per cent of
the total gratuity payable by an employer to the
employee at the termination of employment would
go to the fund. A minimum contributory period of 10
years was set for eligibility, with the pension payable
at the age of 60.

Subsequently, the proposed Bill was withdrawn after
stiff opposition from trade unions. A main point of
contention was the mandatory nature of the scheme
because it was not viewed as beneficial to all
workers, particularly FTZ and garment factory
workers who are unlikely to meet the minimum
contributory period of 10 years.?® The low pension
benefit amount was another issue. The proposed
pension benefit structure would have resulted in 15
per cent of the monthly salary being paid for a
contributory period of 10-19 years, 30 per cent for a
contributory period of 20-29 years and 60 per cent
of the monthly salary for a contributory period of
more than 30 years. It was argued that this would
have resulted in very low benefit amounts for workers
earning relatively low salaries, particularly those with
a contributory period of less than 30 years. However,
given that this proposed pension scheme was
designed to be a fully funded scheme to supplement
the EPF/ETF, this would have been a beneficial
scheme for most private sector workers, provided
the fund was managed in a sustainable manner.

Given the failure of this reform effort, the EPF still
remains the main retirement benefit scheme for the
formal private sector. In order to address the lack of
periodic payments for this sector, the EPF should
provide a pension benefit instead of a lump sum.
This is particularly important given the poorly
developed annuities market in the country. The EPF
offering a monthly pension through a centrally

2

®

administered system would be cheaper for
beneficiaries than if they had to rely on annuities.
This would enable better risk pooling and a modest
amount of redistribution could be introduced to
improve the progressivity of the fund. However, this
structural reform effort should be undertaken in
consultation with all stakeholders, including trade
unions and employers in order to mitigate the issues
that arose with the proposed Employee Benefit
Pension Fund in 2011.

Finally, limitations should be imposed on pre-
retirement withdrawals. The current lump-sum
benefit provision increases the longevity risk to
members. The EPF allows pre-retirement
withdrawals under numerous circumstances such
as using the fund balance as collateral for housing
loans or women leaving the labour force after
marriage. This further aggravates the longevity risk
for these individuals and therefore should be limited.

10.3 Reforming the
Samurdhi/Divineguma
Subsidy Programme

10.3.1 Current Status of the Samurdhi/
Divineguma Subsidy Programme

The Samurdhi/Divineguma programme is currently
the main social protection initiative for the poor in
Sri Lanka. It has multiple components, including the
subsidy (or the cash transfer) programme, social
security (or insurance) programme, microfinance
programme and livelihood development. At present,
this programme is administered by the Department
of Divineguma Development.?®

Azwer, M., (2011) , “Workers Vow to Defeat Private Sector Pension Scheme, The Sunday Leader, 29 May 2011, http://www.thes

undayleader.lk/2011/05/29/workers-vow-to-defeat-private-sector-pension-scheme/.

2

®

Until 2014, the Samurdhi subsidy programme and social security programme were administered by the Department of Commissioner

General of Samurdhi (DCGS) while the Microfinance and the Livelihood Development Programmes were under the purview of the Samurdhi
Authority of Sri Lanka (SASL). In 2014, the Department of Divineguma Development was established under the Divineguma Act, No.1 of
2013 by amalgamating the DCGS, SASL and three other entities namely the Southern Development Authority of Sri Lanka, Upcountry
Development Authority and Department of Upcountry Peasantry Rehabilitation.
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Table 10.5

Benefits of the Samurdhi/Divineguma Subsidy Programme (Since April 2015)

Category of Samurdhi/ Total Net Subsidy
Divineguma Beneficiary Monthly Amount
Families Subsidy (Rs.)
(GED)

1-2 member families 1,500 1,345

3-5 member families 2,500 2,245

6 or more members 3,500 3,145
Empowered families 420 n.a

Source: Department of Divineguma Development.

The Samurdhi/Divineguma subsidy programme is
the largest social assistance programme in the
country - both in terms of the budget and the number
of beneficiaries. Under the Samurdhi subsidy
component, identified families are given a cash
transfer on a monthly basis. Since April 2015, the
amount of the monthly cash transfer /subsidy has
been increased to a maximum of Rs. 3,500 and a
minimum of Rs. 420. The amount given depends on
the size of the family, except in the case of
‘empowered families' (i.e., families that are
considered to have graduated out of poverty over
time) who receive a minimum subsidy amount of
Rs. 420 per month (Table 10.5).

The entitled (net) amount of the Samurdhi/
Divineguma subsidy is debited to the personal
account of the beneficiaries at the Divineguma

Figure 10.1

Compulsory Contribution | Contribution
Savings to Social to Housing
(GED) Security Fund Fund (Rs.)
(GED)

100 45 10

200 45 10

300 45 10

365 45 10

Community Based Bank (formerly known as the
Samurdhi Banks). There are deductions from the
total monthly subsidy amount to different
components such as the compulsory savings, social
security fund and the housing fund. An amount of
Rs. 100-365 is deducted from the subsidy amount
as compulsory savings. Its initial purpose was to
promote a savings culture among poor families and
to increase their financial habits. However, at
present, these compulsory savings can only be
withdrawn after a beneficiary reaches the age of 60
years, if he/she suffers from a serious illness or for
an investment need. In addition to the compulsory
savings, an amount of Rs. 45 and Rs. 10 is deducted
from the monthly subsidy for the social security fund
(to use as a premium for the social security
programme) and the housing fund, respectively.

Number of Beneficiaries of the Samurdhi/Divineguma Subsidy Programme (2009-2015)

1,620
1,600
1,580
1,560
1,540
1,520
1,500
1,480
1,460
1,440
1,420
1,400

Beneficiary families

2009 2010 2011

Source: CBSL, Annual Report 2014; Department of Divineguma Development.

Year

2012 2013 2014 2015
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By June 2015, the Samurdhi/Divineguma cash
transfer programme had 1,470,262 beneficiaries.
The number of beneficiaries has shown a decline
over the past six years from around 1,600,000
(Figure 10.1).

10.3.2 Weaknesses in the Samurdhi/
Divineguma Subsidy Programme
and Need for Reforms

Despite being in operation for nearly two decades
and having a substantial coverage of families, the
Samurdhi/Divineguma subsidy programme has
several weaknesses related to targeting, quality of
benefits, etc.

The Samurdhi/Divineguma programme has been
widely criticized for lapses in its targeting - both
inclusion errors (i.e., including those who are not
eligible to receive benefits) and exclusion errors (i.e.,
excluding the eligible person).® According to HIES
2012/13 data, 16.4 per cent of households have
received Samurdhi cash transfers, more than three
times the share of poor households (5.3 per cent),
and much higher than the poverty HCR (6.7 per
cent). However, as shown in Figure 10.2, only less
than 40 per cent of households in the poorest decile

Figure 10.2
Share of Households Receiving
Samurdhi Subsidy by Decile (2012/13)

40 7
351
30
25

% of HHs receiving Samurdhi

% of households receiving
Samurdhi
N
o

1772 T3 74 "5 6 7 8 9 10
Per capita expenditure deciles

Notes:  Some households have multiple recipients of Samurdhi.

Source: Based on data from DCS, Household Income and Expenditure Survey 2012/13.

received Samurdhi/Divineguma cash transfers, while
around 3-15 per cent of households in the top five
deciles were also receiving benefits under this
programme.

A more disaggregated analysis of the HIES 2012/
13 data shows that the share of households
receiving Samurdhi benefits is almost double the
share of poor households in many districts. However,
in almost all districts, only a fraction of poor
households are covered by this programme while a
higher share of beneficiaries are non-poor
households. Except in the districts of Hambantota,
Nuwara Eliya, Batticaloa, Ampara and Ratnapura,
less than a half of the poor households receive
Samurdhi benefits. Such exclusion errors are
particularly higher in the districts of Trincomalee,
Jaffna, Mannar, Killinochchi, Mullaitivu and Colombo
where less than 25 per cent of poor households
receive Samurdhi benefits. Overall, only 38 per cent
of poor households received the Samurdhi subsidy,
indicating that 60 per cent of poor households are
not beneficiaries. These figures indicate the severity
of the targeting issues suffered by the Samurdhi cash
transfer programme at present.

% Tilakaratna, G., et al., (2013), “Safety Nets in Sri Lanka: An Overview’ report prepared for the World Bank, Colombo (unpublished).
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Only less than

40%

of households
in the poorest decile
received Samurdhi/Divineguma
Cash transfers

The Samurdhi/Divineguma subsidy programme also
suffers from the lack of a clearly defined criterion
for selecting beneficiaries, a key factor in targeting
errors. The selection criteria for beneficiaries, stated
at the inception of the programme, was family
income being less than Rs. 1,500 a month. In 2007,
there was an attempt to improve the beneficiary
selection process by adopting a participatory
methodology where potential beneficiaries were to
be selected by the community members. However,
at present, there is no clear eligibility criterion for
selecting beneficiaries while the families that have
been identified initially have simply continued to
receive benefits.®!

The Samurdhi /Divineguma subsidy programme also
lacks an entry and exit mechanism to identify non-
poor households who fall into poverty due to various
risks and vulnerabilities (i.e., the so called 'new
poor'), and to remove those households who have
moved out of poverty over time (‘non-poor'). At
present, the new entrants are added to the

3t Ibid.

Samurdhi/Divineguma programme mostly as a
replacement for a beneficiary who voluntarily exits
the programme or who is deceased. In such an
event, the next person in the priority list (managed
by the Divisional Secretary) becomes eligible. The
lack of an entry and exit mechanism also has
contributed to targeting errors.

Although the Samurdhi/Divineguma subsidy
amounts have increased in recent times, the
amounts are far below the minimum required per
person per month to meet his/ her basic needs,
estimated at around Rs. 3,815 as per the Official
Poverty Line (OPL) for Sri Lanka.®? Under the
Samurdhi/Divineguma programme, the maximum
amount of Rs. 3,500 per month (Rs. 1,500 until end
2014) was received by households with four or more
family members, leaving only around Rs. 875 or less
per person per month in the family. Indeed, the
inadequacy of benefit amounts is found to be a key
reason for dissatisfaction with the Samurdhi subsidy
programme by its beneficiaries,® in addition to
politicization and political interference, which is
considered another major weakness.

10.3.3. Reform Options for the
Samurdhi/Divineguma Subsidy
Programme

The Samurdhi/Divineguma cash transfer programme
has undergone a few waves of reforms during the
last decade. These reforms were aimed at improving
the quality of benefits and the structure and the
design of the programme. Since its inception (and
until 2012), there were seven categories of
beneficiaries, including four categories based on
family size, families who were beneficiaries of the
former Janasaviya programme, empowered families
and self-exited families (see Table 10.6). In 2006,
the amount of subsidy given to these categories was

32 DCS (2015), ‘District Official Poverty Lines’ (http://www.statistics.gov.lk/poverty/monthly poverty/index.htm).

% Tilakaratna, G., et al., (2015), “Social Protection in Sri Lanka: A Household Level Analysis” report prepared for UNICEF, Colombo

(unpublished).
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increased by 50 per cent in 141 Divisional
Secretariat (DS) divisions, identified as the poorest
in Sri Lanka. Accordingly, the maximum amount
given was increased from Rs.1,000 to Rs.1,500 while
amounts given to other beneficiary categories
(except for the so-called 'empowered families') in
the 141 DS divisions were also increased to some
extent. By contrast, there was only a little or no
change in the subsidy amounts received by the
Samurdhi beneficiary families in other DS divisions.
For instance, only the social security component of
the subsidy was raised from Rs. 30 to Rs. 45 for
some categories of beneficiaries, including families
with 3-5 members and families with six or more
members, raising the total subsidy amount received
by these families by only Rs. 15 per month (Table
10.6).

Table 10.6
Changes to Samurdhi/Divineguma Subsidy Programme (2006-2015)

Beneficiary Categories Pre-2006 Changes in 2006
(Amounts in Rs.) Amounts Increased Amounts to
by 50% in 141 DS Beneficiaries in other
Divisions (Rs.) DS Divisions (Rs.)

1 member families 250 375 250
2 member families 350 525 350
3-5 member families 600 900 615
6 or more member families 1,000 1,500 1,015
Empowered families 155 210 155
Janasaviya families 400 415 415
Self-exit families 55 55 55

Beneficiary 2012- 2014 Beneficiary Jan-March 2015 April 2015 -
Categories (Amounts in Rs.) Categories (Amounts in Rs.) | (Amounts in Rs.)
since 2012 since 2015
1-2 members 750 Less than 1,000 1,500

3 members
3-5 members 1,200 3 members 2,000 2,500
6 or more 1,500 4 or more 3,000 3,500
members members
Empowered 210 Empowered 420 420
families families

Source:  Department of Divineguma Development; Tilakaratna, G., ef al. (2013), “Safety Nets in Sri Lanka: An Overview”, report prepared
for and funded by the World Bank (unpublished).
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SAMURDHI / DIVINEGUMA

SUBSIDY PROGRAMME

The maximum amount
of Rs.3,500/- per month
(Rs.1,500/- until end
2014) is received

by households with four
or more family members

In 2012, the Samurdhi cash transfer programme
underwent another set of reforms, where changes
were made to the beneficiary categories, amounts
of benefits as well as the nature of the benefits. The
number of beneficiary categories was simplified in
2012 by bringing it down to four, with four different
amounts ranging between Rs. 210 and Rs. 1,500.

In addition to the changes to the subsidy amounts,
notable changes were made to the method of
payment of the subsidy. Prior to 2012, the subsidy
was provided to the beneficiaries through printed
stamp cards where part of the subsidy was given
as a commodity stamp that could be used to
purchase some selected items from the cooperative
shops, while the other part was given in the form of
a cash stamp. However, commodity stamps had
many weaknesses such as the quality of goods
available to purchase and the mismatch between
the type of goods available at cooperative shops
and the needs of beneficiaries. This method of
stamp cards was changed in 2012 and the full net
subsidy amount was directly transferred to the
Samurdhi Bank accounts of the recipient, while the
compulsory deductions (e.g., compulsory savings,
contribution to social security fund and housing fund)
were transferred directly to the relevant funds. One

3 Tilakaratna et al., (2013).

of the objectives of the change was to promote
capital investment among the poor by improving
saving habits. It was also expected to promote
beneficiaries to use financial institutions like banks.
Moreover, as stamp cards are not printed under this
new method, an overall cost reduction of the
programme was also anticipated.3*

The Samurdhi/Divineguma beneficiary categories
and the subsidy amounts were revised again in
January 2015. The beneficiary families were re-
categorised based on their family size, i.e., families
with less than three members, three-member
families and families with four or more members (in
addition to the so called empowered families), while
the amounts were increased with a maximum of Rs.
3,000 and a minimum of Rs. 420 per month. The
subsidy amounts received by all categories of
beneficiaries except the 'empowered families' were
raised again in April 2015 with a maximum amount
of Rs. 3,500 per month.

Although the reforms in recent years have improved
the quality of the benefits (and the programme
design), the cost of the programme has increased
substantially. As shown in Figure 10.3, following the
reforms in 2012, the cost of the cash transfers
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Figure 10.3
Expenditure of the Samurdhi/Divineguma
Subsidy Programme (2009-2015)
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Source: CBSL, Annual Report 2014, and data from the Department of
Divineguma Development.

increased to over Rs. 15 billion in 2013 (from around
Rs 10.5 billion in 2012 and Rs. 9 billion in 2011).
With the increase in the benefit amounts in 2015,
the cost of the programme is expected to increase
by over 150 per cent in 2015 from its 2014 level. For
instance, the estimated expenditure of the Samurdhi/
Divineguma subsidy programme would be over 40
billion in 2015.%

The rising cost of the Samurdhi/Divineguma subsidy
programme stresses the need to improve its
targeting by bringing down the number of
beneficiaries while ensuring that the benefits are
received by the 'most needy' groups, which in turn
would help reduce the cost of the programme and
ensure its sustainability. Improving targeting errors
would first require identifying a criterion or a set of
criteria to select beneficiaries, keeping in mind that
the Samurdhi/Divineguma programme aims to
reduce poverty and vulnerability.

The best way to identify the poor (and the vulnerable)
is perhaps to define the selection criterion on the
OPL for Sri Lanka, estimated at present to be Rs.
3,815. Accordingly, based on HIES 2012/13 data,

2013 2014 2015

6.7 per cent of the population or 5.3 per cent of
households are currently estimated to be poor. In
addition, there are a considerable number of
households/persons that are just above the OPL,
facing the risk of falling in to poverty due to various
shocks. For example, a 10 per cent increase in the
OPL would raise the share of the poor population to
9.9 per cent and poor households to 7.9 per cent,
while a 20 per cent increase raises these figures to
13.2 and 10.7 per cent, respectively.

Thus, it is important that the Samurdhi/Divineguma
subsidy programme aims to cover the poor as well
as the vulnerable households. Accordingly, the
selection criteria for the subsidy programme can be
10 per cent or perhaps 20 per cent above the OPL.
For instance, it can be defined at around Rs. 4,600
per person per month (20 per cent increase). As
such, a household with four members would be
eligible to receive a Samurdhi subsidy only if their
monthly income is Rs. 18,400 or less, while a
household with two members would be eligible for
the subsidy only if the household income is not more
than Rs. 9,200 per month.

The above proposed reforms can reduce the total
number of beneficiaries, while targeting the 'most
deserved' ones. It can also reduce the cost of the
programme (with the reduced number of
beneficiaries), which will in turn help increase the
subsidy amount in the long run to make it adequate
to cover minimum needs. As discussed earlier,
despite the improvements in Samurdhi/Divineguma
subsidy amounts in recent years, these amounts still
remain rather low and inadequate.

Identifying eligible households/beneficiaries based
on the criterion discussed above is complex and
requires resources (both human and financial) at
the beginning. However, it can be easily done by
pooling together existing human resources at the
divisional level such as the Samurdhi Development/

% Estimations are based on the allocation of funds per month for Samurdhi/Divineguma subsidy programme as per the data from the
Department of Divineguma Development. Monthly allocation for March 2015 was around 2.9 billion while it is around 3.5 billion after the

increase in the subsidy amounts in April.
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Divineguma Officers, Grama Niladaris and officials
at the DS level (including the divisional statistical
officers). Moreover, it is important to revise the
threshold level/selection criteria at least every 2-3
years based on the OPL. It is also important to
conduct rapid surveys at least every two years to
identify the 'new poor' who should be included in
the subsidy programme and those who have clearly
moved out of poverty. The proposed reforms to
improve targeting of the Samurdhi/Divineguma
programme, however, may not appear to be
politically appealing as it will involve removing a
considerable share of 'undeserving' beneficiaries
from the programme (although it will also include
some new 'deserving' groups who are currently not
receiving benefits). Nevertheless, such reforms will
undoubtedly bring considerable benefits in the long
run both in terms of reducing poverty, vulnerability
and inequality, as well as reducing the costs and
ensuring the sustainability of the programme.

10.4 Integration of the
Social Protection System
of Sri Lanka

10.4.1 Current Status of Sri Lanka's
Social Protection System

Sri Lanka has an extensive social protection system
in place. However, these programmes are managed
and implemented by numerous departments and
agencies and there is little or no coordination
between them (Table 10.7). The Department of
Pensions administers the public sector pensions,
while the EPF is managed and administered by the
Department of Labour and the Monetary Board of
the CBSL.The AAIB and the SSB were set up under
the Ministry of Finance and Planning to offer pension
schemes to informal sector workers.

The social assistance programmes are disparate
and spread out amongst many departments and
agencies. The Samurdhi programme was managed
by the Department of the Commissioner General of

Samurdhi with the labour market component
handled by the Samurdhi Authority. However, after
the change in government following the 2015
Presidential election, the programme has been
brought under one roof under the Department of
Divineguma Development. The National Secretariat
for Elders and the National Secretariat for Persons
with Disabilities offer social assistance programmes
targeting the elderly and disabled. Assistance
programmes for children are implemented by many
departments and agencies in addition to the Ministry
of Child Development and Women's Affairs.

Finally, in addition to social assistance programmes
carried out by the central government, several
programmes are implemented by Provincial
Councils, with the main programme being the Public
Assistance Monthly Allowance (PAMA) cash transfer
scheme. Provincial Councils also implement several
assistance programmes targeting the chronically ill
and disabled.

10.4.2 The Need for Integration

Many of the current social protection programmes
have been set up in an ad hoc, reactive and isolated
manner and as a result, operate in a fragmented
fashion. This has resulted in there being programme
overlap. For example, elderly beneficiaries of the
PAMA and Samurdhi programmes are also eligible
to receive a cash transfer benefit from the National
Secretariat for Elders. Therefore, a single beneficiary
could potentially receive cash benefits from multiple
programmes implemented by different departments.
This programme overlap and duplication of
beneficiaries result in high administrative costs and
misallocation of human resources.

Lack of integration also has negative implications
on potential beneficiaries. The existence of
overlapping programmes undermines transparency
in the beneficiary selection process. It also results
in potential beneficiaries being left out of the social
protection system. Integration would promote
synergies between interventions. This in turn would
increase the probability of an intervention being
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Table 10.7

Social Protection Programmes and Implementing Agencies

Social Protection Programmes Implementing Agency

Public Servants Pension Scheme, W&OP, = Department of Pensions - Ministry of Public Administration &

Public Service Provident Fund (PSPF) Home Affairs

Employees’ Provident Fund (EPF) Department of Labour - Ministry of Labour and Labour Relations
and the Monetary Board of the CBSL

Employees’ Trust Fund (ETF), ETF Employees’ Trust Fund Board - Ministry of Finance and Planning

related health and education assistance

Social Security Board Pension Schemes Sri Lanka Social Security Board - Ministry of Finance and Planning

Farmers’ Pension and Fishermen’s Agricultural and Agrarian Insurance Board - Ministry of Finance and

Pension Schemes Planning

Migrant Workers’ Insurance Ministry of Foreign Employment Promotion and Welfare

Public Sector Health Insurance National Insurance Trust Fund (NITF) - Ministry of Economic
Development

Assistance programmes for the elderly National Secretariat for Elders - Ministry of Social Services

Assistance programmes for children Department of Probation and Child Care Services, Ministry of

Education, Ministry of Economic Development, Department of
Commissioner General of Samurdhi, Sri Lanka Transport Board,
Ministry of Child Development and Women’s Affairs, Sri Lanka
Bureau of Foreign Employment

Disaster relief Ministry of Resettlement, Ministry of Disaster Relief, Ministry of
Economic Development

Assistance programmes for the disabled Department of Social Services and National Secretariat for Persons
with Disabilities - Ministry of Social Services, Provincial Councils

Assistance for poor, Samurdhi Social Department of Commissioner General of Samurdhi, Ministry of
Security Economic Development, Samurdhi Authority, Provincial Councils
Labour market programmes for Department of Social Services and National Secretariat for
vulnerable groups Persons with Disabilities - Ministry of Social Services

Labour market programmes for Ministry of Economic Development

disaster affected

Livelihood development assistance Samurdhi Authority, Ministry of Education, Ministry of Economic
programmes Development

Notes:  Implementing agencies for 2010-2015 administration.

Source:  Tilakaratna G., S. Jayawardena Y. Ellepola (2014), “Updating and Improving the Social Protection Index — Sri Lanka Country Report”, Asian Development

Bank, Manila.

successful. International experience in countries
such as Chile, Brazil and Colombia points to
institutional models that have enabled these
countries to successfully integrate their social
protection system. The key features are a centralised

and unified database of beneficiaries, standardised
mechanisms to target them, and the development
of a clear and coherent social protection policy with
a single ministry - such as the Ministry of Planning
- given the role of central coordinator.3®

% Rosero, L., (2013), “Social Protection Systems in Latin America and the Caribbean’, Economic Commission for Latin America and the

Caribbean (ECLAC), Colombia.
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10.4.3 Reform Options for Social
Protection

Integrating the current social protection system in
Sri Lanka would be an intensive process requiring
the build-up of administrative capacity, political will
and designing a unifying social protection
framework. Therefore, it is important to approach
integration in a pragmatic way, with clearly defined
medium and long-term goals.

Developing a centralised beneficiary registry is a
vital component in an integrated social protection
system. Crucially, a ministry has to be identified and
given a central role in managing this registry.
Typically, this has tended to be the ministry assigned
the subject of planning, and appears to make sense
for Sri Lanka to adopt the same. Such a registry, as
the focal point, would assist in unifying the current
social assistance programmes with overlapping
objectives. In addition, a centralised registry would
enable means-testing to be done in an efficient and
effective manner.

Reforms could be enacted in the medium-term to
improve formal sector pension mobility, which would
be an important step towards integration. Pension
portability is an important component of an
integrated social protection system. The dualistic
nature of the private and public sector pensions limits
labour market mobility between the two sectors.
Enacting the reforms suggested in the pension
reforms section, would be a step towards pension
mobility and social protection integration.

In the long-term, establishing a national social
protection framework is critical. The framework must
specify the roles and responsibilities of all institutions
involved in implementing social protection
programmes (including Provincial Councils) with
well-defined objectives and outcomes. In addition,
the framework must clearly establish standards in
terms of selecting beneficiaries. This would help
reduce programme fragmentation and overlap. It
would also make monitoring and evaluation cost
effective and efficient. Within a shared framework,
programmes can be coordinated to allow the
expected outcome of the programme to be achieved
and benefits maximised.

10.5 Summary and Con-
clusion

Despite Sri Lanka's progress in poverty reduction
and achieving a number of MDGs, inequality and
vulnerability remain high. The country also faces a
number of demographic and labour market related
challenges such as rapid ageing of its population
and a large informal sector workforce with little or
no social security. These challenges emphasize the
need for reforms in the social protection system -
that at present comprises a large number of
programmes implemented by several ministries and
targeting various vulnerable groups, and suffers from
a number of weaknesses such as poor targeting,
inadequate coverage and lack of integration. In this
context, three key reforms discussed - the current
retirement benefit schemes; the Samurdhi/
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Divineguma cash transfer/ subsidy programme; and
integrating the social protection system - are
fundamental to address poverty and vulnerability,
enhance equity and allow Sri Lanka to face emerging
demographic challenges.

The retirement system in Sri Lanka fails to cover a
large proportion of the elderly population. Moreover,
the level of retirement income provided by most of
the existing schemes is inadequate. People working
in the informal sector are particularly vulnerable in
this regard. In light of Sri Lanka's ageing
demographics and large informal sector, it is
important to implement reforms that would expand
coverage and provide an adequate retirement
income. A universal pension designed to provide
basic income security to the elderly population is
an important reform option. In addition, a
combination of parametric and structural reforms is
needed to ensure the viability and sustainability of
the current formal sector retirement schemes.

The Samurdhi/Divineguma subsidy programme,

despite being the largest social assistance
programme in Sri Lanka, has many limitations such
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as poor targeting, inadequate benefits, the lack of
clearly defined eligibility criteria, and an entry and
exit mechanism. These, together with the rising cost
of the programme, signal the need to improve
targeting measures and to cover the 'most needy'
groups, which in turn will help bring down costs and
ensure sustainability. It is suggested to define the
selection criterion, using the OPL as a basis, with a
20 per cent increase, to cover the poor as well as
the vulnerable segments clustered just above the
poverty line. This selection criterion should be
revised every 2-3 years based on the OPL, while
also revising the beneficiary list by including the 'new
poor' and removing those who have clearly moved
out of poverty.

Sri Lanka has a fragmented social protection system
that has resulted in programme overlap and high
administrative costs. Integrating the social protection
system will promote synergies between programmes
and improve their efficiency and outcomes. A national
social protection framework that utilises a centralised
registry of beneficiaries will enable the country to
effectively implement social protection programmes
within a unified and coordinated structure.
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11. Policy Reforms for a Productive

Agriculture Sector
11.1 Introduction

ri Lanka's agricultural sector is the sector that

employs and sustains a majority of the

population, and impinges on critical areas
of poverty, food security and related social issues.
It is a sector of production that clearly needs
significant attention to achieve sustainable
development outcomes. Agricultural development
issues are time dependent and context dependent.
The times and contexts, marked by different
development paradigms, have determined the
issues and influenced agricultural policy direction
in Sri Lanka. The issues before liberalizing reforms
in the late 1970s were reflective of the then political
and economic environment based on self-
sufficiency, centred around inward looking policies.
The agriculture policy framework also suffered from
the weakness of being sub-sector specific,
concentrating on individual products or resources
rather than on broader development needs or goals
of the sector as a whole.

At the outset of agriculture policy formation, interest
focused on the export-oriented plantation
agriculture introduced during the colonial era. The
major problem in the beginning was finding suitable
lands to establish plantations; later on, it was to
improve the profitability of plantations. The focus
shifted towards food crops, mainly rice, partly as a
result of world food shortages during regional/global
conflicts of the time, and partly due to the
emergence of nationalistic thinking on food self-
sufficiency. This resulted in the development of a
food crop production sector with heavy support from

the state. Following this evolution, Sri Lanka's
agriculture sector today is dualistic in nature,
comprising an export-oriented plantation sector and
a domestic food crop production sector. The issues
faced by the sector overall have grown and become
more diverse in nature, compared to those of the
plantation dominated era. This is largely because
matters pertaining to the plantation sector are more
technical and trade-oriented, whereas those relating
to the food crop sector are a more complex mix, with
technical, social and political dimensions.

Also, agriculture sector issues today are not sub-
sector oriented, but are identified as integral parts
of broader development objectives such as food
security and poverty reduction. They are relatively
more related to global economic phenomena such
as 'foodflation' and 'regoverned markets' as well as
globally shared technical challenges such as climate
change, among others. However, this does not imply
that the long standing sub-sectoral development
issues are no longer valid. Rather, they appear in
modified forms that are more consistent with current
development paradigms. This transition is given due
attention in identifying the issues and the policy
reforms that should receive priority consideration
in achieving the primary goal of enhanced
productivity, and the broad objectives of food
security and poverty reduction. Hence, identifying
the existing policy framework, along with further
changes or improvements that address sectoral
issues, is the major focus of this chapter.
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11.2 Agricultural Sector in
Sri Lanka

Agriculture which consists of domestic and export
sub-sectors remains a vital sector in the economy
through the provision of income, employment,
foreign exchange, food and raw materials. It also
stimulates growth in the rest of the economy through
its forward and backward linkages with other
economic sectors.

11.2.1 Agriculture Contribution to
Output and Employment

The relative contribution of agriculture to GDP was
10.1 per cent in 2014. The absolute contribution to
total GDP has increased over time at a very slow
pace. In absolute terms, agriculture's contribution
to GDP has increased by 24 per cent from 2008-
2014 as opposed to a 48 per cent increase in total
GDP during the same period (Figure 11.1). However,
its relative contribution to GDP has declined from

Figure 11.1

Agriculture Contribution to GDP (2008-2014)

4,000,000 ~ = Agriculture GDP
Total GDP
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Source: Central Bank of Sri Lanka, Annual Report, various years.
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2014

12.1 per cent in 2008 to 10.1 per cent in 2014 due to
faster growth rates recorded by industry and services
sectors.

Since 2008, the agriculture sector grew at a rate of
little over 4 per cent on average. By contrast,
industrial and services sectors have shown much
higher growth rates of 8.6 per cent and 6.1 per cent,
respectively, for the same period (Table 11.1). The
decline in agriculture's contribution to GDP since
the 1970s has continued to fuel a debate on the
importance of agriculture to Sri Lanka's economic
growth. However, empirical literature indicates that
a transition from primary industries such as
agriculture to secondary industries and services in
the process of development is a global phenomenon
experienced across countries.

The agricultural sector's contribution to Sri Lanka's
employment is still quite significant. Despite a
decline in the employment share with the expansion
of the industrial and services sectors in recent years,
the agricultural sector absorbs nearly 28.5 per cent
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Table 11.1

Growth Rates of GDP (2008-2014)

m

B T T
5.9

2008 7.6 5.6 6.0
2009 3.2 4.2 3.3 3.5
2010 7.0 8.4 8.0 8.0
2011 1.4 10.3 8.6 8.2
2012 5.2 10.3 4.6 6.3
2013 4.7 9.9 6.4 72
2014 0.3 11.4 6.5 74
Average 4.2 8.6 6.1 6.7

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

of the total labour force in 2014 (Figure 11.2). The
most significant employment generation comes from
rice and tea - the two dominant players of the non-
plantation and plantation sectors, respectively. While
utilizing 43 per cent of the total land area of the
country, the sectors remain the mainstay of the rural
economy in Sri Lanka.

11.2.2 Agricultural Exports and Food
for People

Export earnings from agricultural products have
been increasing in value terms, with the share of

Figure 11.2

agricultural exports in total exports hovering around
25 per cent. All the major agricultural exports, except
rubber, have shown positive growth during 2008-
2014. A steady growth in exports of minor agricultural
products - and resultant increase in its share of total
agricultural exports - can be considered as one of
the major transformations in the agricultural sector
over the same period (Figure 11.3). Exports of minor
agricultural products have grown by 300 per cent
from 2008-2014, while its share has risen from 2.5
per cent to 6 per cent of total agriculture exports.

EXPORTS OF MINOR
AGRICULTURAL
FRODUCTS
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Figure 11.3

Composition of Agricultural Exports in Total Exports (2008-2014)
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Source: Central Bank of Sri Lanka, Annual Report, various years.

Domestic agriculture still provides approximately 80
per cent of Sri Lanka’s food requirement in value
terms. Table 11.2 shows the availability of major food
commodity groups categorized by domestic
production, exports and imports in 2013. It is clear

Table 11.2

2011 2012 2013 2014

that more than three fourths (79 per cent) of food
commodities are produced domestically while only
one-fourth is imported. The amount of food exports
from total domestic food production is a mere 4 per
cent. Even at individual commodity level, local

Food Availability in Sri Lanka by Major Food Groups (2013)

Commodity Group Gross Production Imports Exports

Availability | Qty

Qty (000Mt) | (00OMt)

Rice

Wheat & products 819 0
Other cereals 267 216
Starchy roots 574 435
Sugar crops 960 960
Sugar 622 35
Pulses 232 25
Tree nuts 37 45
Oil crops 2,376 2,560
Vegetable oils 267 69
Vegetables 1,108 910
Fruits 869 848
Spices 97 70
Meat 138 139
Animal fats 15 2
Eggs 110 111
Milk 868 325
Fish, seafood 602 435
Total 17,236 13,565

Source: FAO, FAOSTAT data, Food and Agriculture Organization, Rome.
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% Qty % Qty %
(000Mt) (000Mt)

0.0 944 115.3 125 15.3
80.9 52 19.5 1 0.4
75.8 154 26.8 15 2.6

100.0 0 0.0 0 0.0

5.6 592 95.2 5 0.8

10.8 221 95.3 14 6.0
121.6 2 5.4 10 27.
107.7 6 0.3 190 8.0
25.8 206 772 8 3.0
82.1 217 19.6 19 1.7
97.6 70 8.1 49 5.6
72.2 71 73.2 44 45.4
100.7 1 0.7 2 1.4
13.3 16 106.7 3 20.0
100.9 0 0.0 1 0.9
374 546 62.9 3 0.3
72.3 192 31.9 25 4.2
78.7 4,332 25.1 661 3.8
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production of all major food items except for wheat
flour, sugar, pulses and milk which are imported in
bulk quantities, exceeds 75 per cent of the total
availability (Table 11.2).

Table 11.3 indicate that although food imports have
been increasing in both volume and value in
absolute terms, their share in total imports and total
exports have been declining slightly or remained
constant. The total value of food imports has
increased by 73 per cent from 2008 to 2014, but
food imports as a percentage of total imports
increased only from 8.1 per cent in 2008 to 8.4 per
cent in 2014, and even if we consider the impact of
oil price volatility on Sri Lankan import bill, the
increase still remains marginal. Similarly, food
imports as a percentage of total exports increased
from 14 per cent in 2008 to 14.7 per cent in 2014
(Table 11.3). While national level food availability
seems less challenging overall due to larger shares
of local production in most of the food crops, there
are a few aspects to be considered such as the
share of food imports trending upward over the last
couple of years.

11.3Agrarian Development
Issues and Challenges

While the importance of the agricultural sector in
providing food, employment and export income is

Table 11.3

quite clear, the problem at hand at present is how
this sector can effectively contribute to sustained
growth, while addressing existing constraints and
imminent challenges through policy reforms. This
section attempts to identify the major agricultural

Food Import Value and its Share of Total Imports and Total Exports (2008-2014)

Value (Rs. mn)

Value of Food Total Total Imports

Imports Imports w/o Oil
2008 123,203 1,525,705 1,158,865
2009 113,329 1,172,618 921,612
2010 149,568 1,519,737 1,175,928
2011 173,277 2,241,488 1,723,207
2012 166,003 2,441,879 1,817,063
2013 176,423 2,323,128 1,788,080
2014 213,308 2,535,163 1,955,752

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

% of Share

Total Total Imports Total
Exports w/o Oil Exports
878,499 8.1 10.6 14.0
813,911 9.7 12.3 13.9
974,387 9.8 12.7 15.3

1,167,588 77 10.1 14.8
1,245,531 6.8 9.1 13.3
1,344,054 76 9.9 13.1
1,453,176 8.4 10.9 14.7
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development issues and challenges that affect
income, employment, food security, agrarian poverty
and export earnings.

11.3.1 Stagnating Productivity

The macro availability of food has improved slightly
since the 2000s. This, however, does not mean that
Sri Lanka is completely food secure. Table 11.4
provides an insight into the domestic food production
sector and some of its problems. The extents
cultivated for major food crops have been constant
since 2000 due to the present lack of new arable
land to be brought under agriculture. The yield levels
of domestically grown food crops, except for rice,
have stagnated for more than a decade at
unimpressive levels even by developing country
standards. Therefore, domestic production will not
be able to meet national requirements even under
present levels of per capita food consumption. As
the population is growing at approximately 1 per cent
annually and real per capita income is rising at 7.5
per cent per year,' the national requirement will be
rising constantly in the years to come. Due to the
limited scope for further area expansion, a possible
solution to the problem of meeting the growing food
requirement from the domestic production front
should come through yield improvement.

Imperfections in land policy and regulations are
argued to generate some problems relating to
agricultural development such as non-viable
holdings, environmental degradation and low
productivity.? The limited agricultural land market in
Sri Lanka, resulting from state regulations and ill-
defined property rights, is likely to prevent inter
income group land transactions necessary for size
adjustments, leading to continuation with small non-

' Average percentage change in real per capita GDP during 2010-14.

viable holdings. A lack of policy focus on land
resource management has resulted in environmental
degradation such as soil erosion and downstream
sedimentation due to improper land use for
agricultural purposes, especially on hilly slopes in
the up country.® Similarly, a lack of secure property
rights offers fewer incentives to the operators,
making them economically unstable and
unsustainable.* This creates disinterest in farming
activities leading to the sluggishness in the sector.
Also, restrictions on land transfers, especially on
ownership and mortgaging,® prevent lands from
being transferred to the most efficient uses and users
who would be willing to invest in improving land
quality. This too leads to land degradation in the long
run and low productivity.

2 Samaratunga, P, and D. Marawila (2005), “Major Characteristics and their Determinants of the Rural Land Sector in Sri Lanka and
Implications for Policy’, Agricultural Policy Series No.7, Institute of Policy Studies of Sri Lanka, Colombo.

3 Samaratunga, P, (2011), ‘Achieving Economic Efficiency and Equitable Distribution of Land Use through Reforms and/or Market Discipline’
in Kelegama, S. and D. Gunewardena, (eds.), Economic and Social Development under a Market Economy Regime in Sri Lanka: Buddhadasa

Hewavitharana Felicitation, Vijitha Yapa Publications, Colombo.

4 Deininger, K. (2003), Land Policies for Growth and Poverty Reduction, World Bank and Oxford University Press, London.
5 FAO (2012), “FAO Country Programming Framework (2013-2017) for Sri Lanka’; Food and Agricultural Organization, Rome.
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Table 11.4

Production Performance of Major Food Crops in Sri Lanka

Rice, paddy

Extent (‘000ha) 791 811 855

Production (000mt) 2,473 2,793 3,084

Yield (Kg/ha) 3,125 3,444 3,608
Maize

Extent (‘000ha) 31 27 29

Production (000mt) 31 30 42

Yield (Kg/ha) 1,000 1,111 1,452
Pulses

Extent (‘000ha) 42 26 21

Production (000mt) 36 24 20

Yield (Kg/ha) 856 904 945
Roots and tubers

Extent (‘000ha) 48 41 36

Production (000mt) 425 343 345

Yield (Kg/ha) 8,868 8,472 9,528
Vegetables

Extent (‘000ha) 87 77 77

Production (000mt) 576 558 625

Yield (Kg/ha) 6,599 7,250 8,098
Fruits

Extent (‘000ha) 100 107 105

Production (000mt) 810 842 755

Yield (Kg/ha) 8,066 7,892 7,202

1,053 942 1,060 | 1,091 990 @ 1,188
3,875 3,652 4,301 | 3,895 3,846 | 4,621
3,680 3,875 4,056 | 3,570 3,885 | 3,889
52 51 58 51 59 68
136 130 162 138 202 209
2,634 2,552 12,806 | 2,726 3,419 | 3,087
22 20 21 18 20 20

21 23 23 21 26 25
968 1,136 1,102 | 1,163 1,274 | 1,270
36 34 33 34 34 35
368 387 381 399 406 435
10,352 11,374 11,494 11,586 11,924 12,494
78 77 76 78 82 79
723 732 733 759 819 910
9,224 9,507 9,656 | 9,708 9,998 11,461
103 104 112 116 115 115
729 710 786 824 839 848
7075 6,811 7032 | 7078 7,269 7,376

Source: DCS, Agriculture Data (http://www.statistics.gov.lk/agriculture/index.htm), Department of Census and Statistics, Colombo.

11.3.2 Lack of Agricultural Diversi-
fication

There has been diversification of Sri Lankan diets
away from food grains to high value and high
nutritious products over the years (Table 11.5). These
changes are mainly driven by urbanization,
increased female participation in the labour force,
rising average per capita income, and increased
advertising and availability of convenience food. Rice
has traditionally been the staple food item and the
major source of dietary energy for a majority of Sri
Lankans. However, recent data suggest that the
cereals that include rice are becoming less important

in providing not only calories but also proteins in
the diet. On the other hand, the consumption of
meat, fish, eggs and vegetables has increased in
terms of quantity. Also the importance of animal
products as a source of calorie and protein has
increased substantially over the years. However,
both the domestic and the export agricultural sectors
that have been centred on a few crop products have
shown little dynamism over the years. Hence, the
agricultural sector has to meet the challenge of
diversifying its product base to reflect changes
occurring in consumption patterns and export
demand.
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Table 11.5
Changing Composition of Sri Lankan Diets

Food 1964- | 1974- 1984- 1994- 1999- 2004-| 2009-
Consumption 1973 | 1983 1993 1998 2003 2008 2013

Quantity

(kg/capita/year) Rice 95.3 96.2 94.6 90.4 93.0 101.2 | 109.4
Wheat 42.3 45.6 41.7 48.1 46.7 44.2 37.3
Pulses 6.1 2.9 5.2 6.5 77 74 8.8
Starchy roots 29.8 39.7 26.0 18.8 16.9 15.6 18.6
Potatoes 2.9 2.3 3.3 5.8 6.3 6.1 7.7
Vegetables 14.7 20.3 33.0 30.3 313 36.0 41.1
Fruits 42.9 76.2 41.7 40.0 38.3 32.9 35.3
Sugar & sweeteners 22.0 12.6 21.8 25.7 29.8 28.6 272
Fish 15.9 121 15.5 19.4 21.6 19.8 24.6
Meat 4.6 3.7 3.5 5.1 5.9 6.5 6.4
Milk 20.0 24.0 29.1 31.0 32.8 33.0 36.8
Eggs 15 14 2.3 2.3 2.3 2.1 3.1

Calories Total (kcal/ capita/day) 2,258 2,241 2,219 2,264 2,343 2,380 | 2,491
% from cereals 54.8 56.7 55.9 54.7 54.0 55.4 54.7
% from animal 4.6 4.4 5.3 6.1 6.2 6.1 6.5

Protein supply Total (g/capita/day) 465 | 45.3 475 50.8 53.4 545 | 58.1
% from cereals 58.8 62.3 57.8 54.9 53.1 53.4 50.7
% from animals 19.1 18.2 21.4 24.4 25.6 24.5 26.9

Source: FAO, FAOSTAT data (http://faostat3.fac.org), Food and Agriculture Organization, Rome.

11.3.3 Agrarian Poverty make the largest contribution to poverty reduction

] ] ) ) ] efforts as a majority of the poor live in rural and
The domestic agricultural sector in Sri Lanka is . . .
. ) plantation sectors where agriculture is the
characterized by small scale farming. Many small . . L .
. ) predominant economic activity; a majority of the rural

holders do not earn a sufficient income from farming, .
poor and all estate workers rely on agriculture for

and poverty is a predominant phenomenon among their livelihood

them. Agrarian poverty and vulnerability is
widespread in rural areas where approximately 87
per cent of the identified poor is living.® Also, almost
a half of the poor rural population consists of small-
scale farmers.” Low productivity coupled with non-

Because of this clear linkage between agriculture
and poverty incidence, poverty reduction has
become the top priority in agricultural development

N ) i in recent times. Thus, increasing agricultural
competitiveness both in the domestic and export . . . .
] ) productivity and increasing rural income through

markets are partly responsible for rural agrarian .
o ) rural agro enterprises are at the top of the agenda

poverty. Thus, it is critical to enhance agricultural — .
L ) o ) for rural poverty alleviation. Consequently, agrarian
productivity, income diversification and economic . . .
) i poverty stands out as a serious issue demanding
growth in rural areas. The agriculture sector has to

prompt attention at policy level.

¢ http://www.statistics.gov.lk/poverty/Povertylndicators2012 13.pdf.
7 http://www.ifad.org/operations/projects/regions/pi/factsheets/srilanka.pdf.
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Even though the causes of agrarian poverty and
the means available to overcome it vary across
regions, the poor basically suffer from a set of
common issues such as low resource endowment,
low skills, poor access to technology, inadequate
institutional support and low productivity.

Since Sri Lanka's independence, there have been
a number of short-term efforts by successive
governments to alleviate agrarian poverty through
price support and input subsidies.? While these may
not necessarily be sufficient for agricultural growth,
the purpose of such short-term policies is to create
the conditions for efficient allocation of productive
resources while correcting economic imbalances.
Ironically, these short-term support measures have
been in existence in Sri Lanka for almost seven
decades. Yet, their contribution to agrarian poverty
alleviation has been minimal, and the opportunity

cost of such short run interventions is not known.®
Thus, a strong need exists for long run measures to
empower farmers through effective coordination of
existing policy measures with the new policy reforms.

11.3.4 Food Insecurity

The fight against hunger has been a key objective
of development efforts. The depth of hunger for Sri
Lanka in 2014 was 216 kcal/capita/day, indicating a
medium level of food deficit among undernourished
children.™ However, this is not much improved from
the level of 230-240 kcal/capita/day that existed in
the early 1990s. The greater the deficit, the greater
the susceptibility to health risks related to
undernourishment. As of 2012, the share of Sri
Lanka's undernourished population is estimated at
24.6 per cent, a decline from 30.6 per cent in 2000.
The share of underweight children less than 5 years
of age is 26.3 per cent, stunted children is 14.7 per
cent and wasted children 21.4 per cent in 2012."
However, it has been found that, improved health
care alone cannot improve all health related
outcomes as deep rooted socio-economic factors
that include intake of an imbalanced diet, household
high alcohol and tobacco consumption, and lack of
education substantially contribute to child and
maternal malnutrition, especially in the estate
sector.'

One of the major reasons for an imbalanced diet is
the dietary concentration of Sri Lanka's population,
especially those who are in rural and estate sectors,
on a staple commodity (rice) and wheat flour. Even
though there is some recent diversification in the
dietary pattern in general, the composition of the
food basket on average has been more or less static

8 A guaranteed price scheme and a fertilizer subsidy scheme are the major support programmes that have been in existence since 1948

and 1970s, respectively.

¢ Samaratunga, P, etal.,(2012), “Agricultural Pricing and Public Procurement Policies in South Asia’, Briefing Paper No. 10, GDN Agriculture

Policy Series, Global Development Network, New Delhi.

o Depth of hunger, which is the difference between the minimum and the average dietary energy intake of the undernourished population,
indicates by how much food deprived people fall short of minimum food needs. The depth of food deprivation is medium when it is 200 to

300 (Global Hunger Index 2014).

" FAOSTAT available at http://faostat3.fao.org/download/D/FS/E.

2. Jayawardena, P., (2014), “Can People in Sri Lanka’s Estate Sector Break Away from Poor Nutrition: What Causes Malnutrition and How
it Can be Tackled’; Health Economic Series No. 1, Institute of Policy Studies of Sri Lanka, Colombo.
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over the years. The World Food Summit of 1996
defined food security as "when all people at all times
have access to sufficient, safe, nutritious food to
maintain a healthy and active life". This definition
provides the basis for the four components of food
security widely adopted today; availability at national
and global level, accessibility at regional or
household level, affordability at household level, and
household utilization of food in a nutritious way. The
availability of sufficient food and the means to
acquire enough food at the household level do not
ensure proper utilization of food and good health.
Hence, food insecurity is a major determinant of
nutrition related disorders.

Sri Lanka's food security problem is found to be more
severe at the micro (affordability and utilization) level
than at the macro (or availability) level.'
Nevertheless, there are concerns about national
level food security arising from the vulnerability of
the country's exports, the escalation of oil prices,
shortages in global food production and the
escalation of international food prices. The gradual
distancing of traditional food production bases from
the people in favour of specialized foreign food
producers further aggravates the problem. The role
of domestic agriculture in addressing these
heightened with the culmination of a global food
crisis in 2008. However, the solutions must
simultaneously address all aspects. In the long run,
the vulnerability to hunger can be lowered by raising
agricultural productivity for a diverse set of both
competitive and sustainable crops, and promoting
dietary diversification.

e 2

kealfcapita/day

11.3.5 Inefficiency in Water Mana-
gement

The Sri Lankan agricultural economy has historically
been heavily dependent on irrigation, being a rice
based country endowed with sophisticated irrigation
infrastructure. Both irrigation infrastructure and water
stored and delivered are treated as public goods
supplied free of charge to the farmers. Being
considered as a common property with no
ownership, no one takes the responsibility for
management and maintenance, except in certain
cases where the government has sought the
participation of farmers. Apart from the fiscal cost,
free provision leads to overuse and wastage of water,
giving rise to an unaccounted economic loss. The
losses are accruing over time, creating a financially
and economically unsustainable system in the long
run. Currently, the irrigated agriculture sector of Sri
Lanka faces two major problems; inefficiency of
irrigation water utilization, and poor management
of irrigation systems owing to a rising budgetary
burden of providing irrigation water.

Inefficiency in relation to irrigation water use implies
that a unit of irrigated land uses more water than
the requirement for the crop. Consequently, the
extent cultivated with the total volume of water
available will be less than the maximum cultivable
extent. This result is from: (a) a lack of technical
know-how on water management and/or (b) a lack
of an incentive to use water sparingly. At zero price
of irrigation water, there is no incentive for farmers
to limit their water use or to adopt water saving
technologies. The global demand for water for
agricultural and non-agricultural purposes is
increasing steadily, and Sri Lanka is no exception
to this general trend.

11.3.6 Climate Change and Agri-
culture

Agriculture in Sri Lanka has evolved in close
harmony with the prevailing climatic conditions of
respective agro climatic regions of the island.

® Samaratunga, P, (2011), “Multiple Facets of Food (In) Security in Sri Lanka: An Input to Food Policy; in Mittal, S. and D. Sethi(eds.), Policy
Options to Achieve Food Security in South Asia, Foundation Books, New Delhi.
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However, Sri Lanka's climate has undergone
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changes to an extent that the right amount of rainfall
does not come at the correct time of the growing
season. Agricultural productivity is likely to suffer
severe losses because of high temperature, severe
drought, flood conditions, sea level rise and soil
degradation. Thus, the future of agriculture in a
changing global climate in the context of an
increasing human population has to be a policy
priority, and an issue of topical importance to the
scientific community.

Increased occurrence of extreme rainfall events due
to climate change, droughts and floods could lead
to crops losses due to moisture stress and excess
water. Besides the water stresses, these conditions
obstruct the management of operations such as land
preparation, transplanting, weed control, and
fertilizer and agro-chemical application that could
result in yield losses. Moreover, increased
occurrence of rainfall irregularity is likely to cause
severe damages to existing irrigation infrastructure,
limiting the water availability for irrigated crop
production. Crop injuries due to high temperatures
are also inevitable, Sri Lanka being a tropical island.
The same will lead to rapid drying up of tanks giving
rise to scarcity of water for agriculture. Apart from
the direct impact of increased variability of rainfall
and rise of ambient temperature, indirect effects of
increased rainfall intensities worsen land

degradation, especially in hilly areas where
plantation crops are grown.

As an island, Sri Lanka is highly vulnerable to sea
level rise and consequent sea water intrusion to low
lying agricultural lands which could cause
salinization of land available for agriculture. Being a
small developing country, the most appropriate
response to climate change is in general adaptation
rather than mitigation. It has been revealed that with
adaptation, the vulnerability of agriculture to climate
change can largely be reduced.™ Many agricultural
adaptation options have been suggested in the
literature and they include a wide range of micro-
level options such as crop diversification and altering
the timing of operations; market responses such as
income diversification and credit schemes;
institutional changes, mainly government responses
such as removal or preservation of subsidies; and
improvement of agricultural markets and
technological developments.

11.3.7 Regoverning Markets

Rapid and ongoing changes are occurring in
domestic and export procurement systems, with the
growing dominance of supermarkets, high quality
retail, bulk procurement by domestic manufacturing
firms, and increased quality awareness in the global
trading system. This phenomenon has been further
influenced by urbanization, income increases,
increased migration of Sri Lankan citizens, increased
female participation in the labour force, etc. In turn,
new demand patterns emerge, shifting the focus
towards continuous supply of high quality, value
added products with improved processing,
packaging and labelling. As in other developing
countries, the food retail market in Sri Lanka has
gradually evolved from fragmented local markets to
centralized wholesale markets and eventually to the
emergence of supermarkets.

4 Droogers, P, (2004), ‘Adaptation to Climate Change to Enhance Food Security and Preserve Environment Quality: Example for Southern

Sri Lanka Agricultural Water Management, 66, 15-33.
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The most intractable issue arising from the global
market is public concern regarding food safety in
industrialized countries that has resulted in
increased and tightened public standards over the
past two decades.’™ Moreover, significant
institutional changes and intensified border control
on food imports have been serious issues of concern
for Sri Lanka. The country lacks sufficient
administrative and technical capacities to comply,
but the cost of compliance could also weaken its
competitive position on agricultural exports. Any
failure to comply can result in loss of market for
agricultural products. On top of that, international
trade agreements such as the WTO's Agreement
on Agriculture (AOA), Technical Barriers to Trade
(TBT) and Sanitary and Phytosanitary (SPS)
agreements exhibit both facilitative as well as
inhibitive effects on the Sri Lankan agriculture sector.
Imports of genetically modified (GM) organisms,
including food and planting materials, have become
a serious issue of concern in the present day due to
the health effects on human and plant varieties.

The inferior quality of most Sri Lankan farm gate
products has been a serious issue in the present
context of high quality consciousness. A large
proportion of the produce leaving the farm gate are
of a quality far below the expected level at the high
end of the supply chain.”® This is mainly attributed
to poor weather conditions, low cost processing
technology, poor storage facilities, early harvesting
habits and the small-scale nature of production. Poor
quality leads to a direct loss of potential exports and
foreign exchange earnings. Many producers do not
have proper processing facilities and are unaware
of the quality parameters. Thus, the impact of
modern and restructured markets has had a number
of repercussions on small-scale farmers who are
unable to keep up with emerging marketing trends.

11.4 Policy Reforms for
Raising Agricultural
Growth

Dramatically increasing the food supply and export
earnings is a daunting challenge on its own, and
needs certain reforms in the current policy structure
in order to bring about some innovative solutions.
Sri Lanka, even after 67 years of independence,
does not have a sustainable agricultural policy. There
have been some policy papers which have been
presented on agriculture at various stages and
intervals, but nothing sustainable has been

5 Product quality standards such as ISO 9000, ISO 14000 certification and process quality standards such as HACCP have become

essential parameters in the food industry.

6 Samaratunga, P, (2007), “Sri Lanka: Innovative Practice in Integrating Small Farmers into Dynamic Supply Chains: A Case Study of Ma’s
Tropical Food Company’, Regoverning Markets Innovative Practice Series, International Institute for Environment and Development, Lon-

don.
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implemented to date in a coherent manner. The
major factors which need focus in any reform effort
have special reference to the achievement of three
strategic thrusts relevant to the sector - i.e.,
eradication of poverty, food security and sound
ecosystem management. These are explained
separately.

11.4.1 Land Policy

The major objectives of the present land policy which
dates back to Land Development Ordinance of 1935
are to hold untitled land under government
ownership and distribute such lands as small
holdings for agricultural production purposes while
preventing further subdivision of land holdings. The
other major land related policy is the Paddy Lands
Act of 1956 which consolidated the rights of the
tenant paddy farmers and restricted the use of paddy
lands for any other purpose; this was partially and
conditionally relaxed under the Agrarian Services
Act of 2000. Moreover, land use and land resource
management have not been subject to policy
attention except for the Soil Conservation Act of 1953
and its recent revision.

Hence, reforming current national land use policy
to foster a shift from low value to high value
agriculture, addressing the issues of low productivity
and efficiency, is a timely requirement. These policy
reforms should essentially cover strict enforcement
measures of regulations on land use such as limiting
agricultural land uses only to suitable land classes,
amending regulations on soil conservation to prevent
improper land uses, identifying activities leading to
degradation of land and initiating conservation
practices in susceptible areas, preventing land
encroachment especially in environmentally
sensitive areas. Rationalizing land ownership for
efficient use of land resource by revising the dated
regulations on the ownership and removing
restrictions on transactions of such lands to increase
access to land by efficient farmers have to be
considered a top priority. There is a strong need to
execute an integrated and consistent approach in

managing the land resource of the country by
strengthening the organizational and institutional
framework for land management by bringing all the
scattered institutions with duplicating responsibilities
under one umbrella body.

Even though securing land rights is an important
issue, serious thought has to be given to avoid the
possible equity implications for marginalized and
vulnerable groups. Measures to mitigate the effects
of imperfections in credit, input and output markets
have to be undertaken simultaneously in order to
prevent large farmers getting a competitive
advantage over small family farms resulting in a large
scale land sell-out by rural poor. These ill effects
should not be deterrents, as there would not be great
disadvantages in such reforms when considering
the positive results, especially the significant
enhancement on land productivity and production
efficiency.

11.4.2 Irrigation Policy

With new developments, it is obvious that the
approach to water management over the past cannot
continue into the future with a policy thrust towards
high productivity and sustainable water resources.
Maintenance of all existing irrigation projects and
the new water resource development activities are
under the purview of the state institutions.
Subsequent governments have identified the need
for a comprehensive policy revision in the water
sector and are attempting to develop a new set of
policies.

The National Water Policy of 2000 aimed at
transferring the management of irrigation works to
farmer organizations. The introduction of irrigation
charges has been proposed many times, and even
attempted at a pilot scale in the past without success.
A major factor behind this failure was the socio-
political setting that strongly believes that water is
treated as a free gift of nature, or as a public good in
an economic sense. The inherent bureaucratic
inefficiency of state institutions that collect and utilize

183



the irrigation charges was also partly instrumental
in the failure of this initiative.”

Hence, future policy reforms should essentially deal
with these two issues in order to ensure efficiency
and long run sustainability. A Participatory Irrigation
Management (PIM) in the form of farmers working
together with government irrigation agencies taking
the responsibility of irrigation systems management
was adopted in Sri Lanka for this purpose. The main
purpose of PIM is to improve the productivity of
irrigated agriculture, making the system perform
efficiently and reduce government expenditure.
Nevertheless, the problem of irrigation service
provision cost cannot be solved without some form
of a charge. Hence, the long run solution to the
problems of irrigation water use efficiency, equity
and cost recovery seems to lie with a suitable
combination of participatory management and land
based irrigation charges.

Nevertheless, there are three major areas that need
to be systematically looked into before launching
such an attempt. These are administrative
determination of water charges, determining the
suitable institutional arrangement for
implementation, and evaluating the consequences
of such an initiative. This type of policy revision could
be coupled with the introduction of water saving
irrigation technologies for the marginalized people
who would possibly be affected by such a major
policy revision. These could include for example, the
introduction of solar powered drip irrigation,
promotion of agro-wells, rain water harvesting to
increase water use efficiency and to enhance the
income levels of farmers in the water scarce areas.
These can also be considered as adaptation
strategies to minimize the climate change impacts

on the agricultural sector.

11.4.3 Policy on Technology
Transformation

Productivity enhancement in agriculture requires the
choice and use of appropriate technology - i.e., the
technology which is appropriate and adaptable to
local conditions with a majority of rural, relatively
poor farmers. It also determines to what extent the
poor will benefit or lose from integrating into the
modern economy. A National Agricultural Research
Policy (NARP) was formulated in the early 1980s to
foster a public national agricultural system that
ensures demand orientation, client orientation and
high quality in its research and dissemination.
However, the resulting agricultural research system
is also essentially government-centred, and not
successful in commercializing agriculture and
promoting regional specialization and vertical
diversification. Technology adopted in paddy farming
has undergone significant changes over the years.
However, most other agricultural products are grown
under traditional farming methods and characterized
by low productivity.

Enhancing agricultural research and technology by
increasing budgetary and human resources
allocation, with a focus on much broader aspects
like livelihood improvement, rural development, food
security and agro based industries is a necessary
condition for policy reforms in technology generation.
Technology generation does not simply mean the
creation of technology only domestically, by
investing on domestic research. The importation of
technology also plays a pivotal role in the present
context of globalization. As a result, adaptive
research emerges as very important in buying or
acquiring foreign technology before it can be
transferred successfully to different locations in the
country.

7 World Bank (2003), http://documents.worldbank.org/curated/en/2003/02/2171985/sri-lanka-promoting-agricultural-rural-non-farm-sector-

growth-main-report.
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The traditional supply driven process of technology
generation has to change into demand driven
technology development to cater to transformed
markets and niche markets. Promoting research on
the utilization of unexploited indigenous genetic
potentials, especially fruits, aquatic plants and
medicinal herbs; on controlled agriculture (green
house and poly-tunnel technology); on water saving
crop production techniques (solar power drip
irrigation) and non-seasonal crop production; and
small and medium scale agricultural machinery
should be given emphasis, especially in the long
run. However, there can be a problem that only rich
farmers can afford such technology, especially in
the case of embodied technology such as machinery
and hybrid seeds, rather than disembodied
technology such as agronomic practices.
Consequently, the state has to play a role in ensuring
inclusion of all farmers.

Both policy and institutional reforms are needed to
bring R&D, technology and extension under one
umbrella while strengthening the role of public
private partnerships. Agricultural extension is under
increasing pressure to become more effective, more
responsive to clients and less costly to governments.
Despite various attempts at reform for the effective
dissemination of agricultural technology, the process
of reform has remained incomplete. Technology
dissemination process through extension has to be
customized by strengthening existing extension
approaches with adequate budgetary and human
resource investments. Further, the present extension
system which focuses on the production aspect has
to be restructured towards process and value chain
approaches in order to improve competitiveness, to
strengthen business decision-making and to
introduce diversification into processing and value
addition. Establishing a demand driven fee-levying
extension system in addition to the conventional
system, encouraging public private partnerships in
extension delivery, and developing IT technology
infrastructure to enable easy and speedy access to
information by all stakeholders have to be given
careful consideration.

Creating a dynamic data ecosystem that act as a
network of interactions - with government
organizations, private sector and individuals who are
producing and using development information - is a
top priority in modern day agriculture. Time and time
again, the increasing urgency for more data literacy
is heard. Data literacy includes creating more data
producers, strengthening their ability to create
quality data, and enabling stakeholders to be better
data users. This needs taking hard-to-comprehend
information, and putting it into a format that people
can understand. Drawing data from different
organizations and institutions into a common
repository, enforcing common definitions and
standards, creating visual representations of data,
and designing interactive websites and apps are just
a few tools that can be used to make information
more accessible and useful. With the highest level
of resources, and ability to produce valuable tools
to strengthen the economy, the private sector is also
the least likely to make their data public. However,
there may be several private sector companies who
are willing to contribute in any such development
attempts. Those avenues that create close
relationships between public and private sectors
have to be explored to strengthen data sharing,
especially through frequent public-private policy
dialogues.

11.4.4 Marketing Policy

The domestic agricultural sector in Sri Lanka is
characterized by small scale farming. Many small
holders do not earn a sufficient income from farming,
and poverty has been a predominant phenomenon
among them. Low productivity coupled with non-
competitiveness both in the domestic and export
market has partly been responsible for rural poverty.
Added to these, the impact of modern and
restructured markets has had a number of
repercussions on small-scale farmers who are
unable to keep up with emerging marketing trends.
The state marketing policy has historically been
limited to ad hoc procurement of a few products
under a guaranteed price scheme. However, recent
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developments in agricultural markets indicate that
markets are not readily available to absorb the
produce at the time of harvesting, and it was left to
organized traders to purchase at relatively low prices.
This scenario of over-emphasis on the importance
of government intervention still continues without
much change.

This situation has triggered the need for a new
innovative practice working with small holders to
improve their ability to face restructured market
conditions by delivering knowledge, assisting in
accessing capital and advising on food standards
and enterprise planning. Even though there are
certain innovations elsewhere that fulfill these
consumer demands while effectively integrating the
farmers in the supply chain (e.g., MAS Food,
Cargills), lack of capacity to accommodate a large
number of poor farmers has resulted in exclusion
and marginalization. Hence, government policy
should emphasize more on enhancing the value
addition and agro based products among small
holder farmers and linking them with dynamic value
chains.

Development of marketing and allied infrastructure
(trade facilitation) by international trade promotion
and branding for primary and value-added products
with export potential should be a top priority in
agricultural marketing policy. Strengthening trader-
farmer contracts (through Dedicated Economic
Centres, contract grower systems) are a critical
intervention. Private sector investment in agriculture
should be encouraged and the linkages between
producers and the modern value chain actors should
be facilitated. Technical, scientific and financial
assistance should be provided to modernize and
upgrade facilities to international standards,
especially in the area of post-harvest management,
good agricultural practices and food safety. Ensuring
a predictable and transparent trade policy instead
of ad hoc policy changes is required to avoid market
uncertainties and investor confidence. Need-based
state intervention while maintaining market
competition and rural infrastructure development is
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suggested. Maintenance of buffer stocks of essential
commodities is useful to stabilize prices,
consumption and food security.

11.4.5 Climate Change Policy

Recent efforts initiated by the Ministry of
Environment and Renewable Energy such as the
adoption of a National Climate Change Policy in
2012 and National Climate Change Adaptation
Strategy for 2011-16 have helped to fill some gaps
in policy on climate change at the national level.
However, climate change issues are yet to receive
due attention of policy makers at sector level policies.
This cannot be considered as a favourable situation
for a vulnerable country like Sri Lanka. This
significant policy gap on climate change issues in
agriculture needs to be addressed through carefully
designed policies with the participation of policy
makers, researchers and academia from both the
government and non-government sectors. Increased
irregularity of rainfall over time and increased
variance of rainfall and temperature within cultivation
seasons have been reported as crucial climatic
variables for Sri Lankan agriculture with adverse
implications on food security.

In the context of an increasing population and
vulnerability to food security, increased climatic
variance and thereby, instability of agricultural
production, policy priority should be given to areas
of agricultural research and food production
enhancement. However, it should be noted that
some of the climatic issues in the agriculture sector
can be readily addressed by irrigation and
technology policy reforms. Different adaptation
techniques can be used to minimize the vulnerability
to climate change, such as improving stability and
adaptability of crop varieties through genetic
improvement and molecular breeding. Moreover,
strategies are needed to strengthen farmers' abilities
to manage risks such as by changing the cropping
period to take advantages of weather, improved crop
management through crop rotation, inter-cropping
and integrated pest management.
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Growing water scarcity in irrigated areas and
worsening uncertainty of rainfall in rain fed
agriculture are two major climate change
consequences that can be tackled from improved
water use management as suggested in irrigation
policy reforms. State intervention to enhance both
technical and institutional capacities for more
efficient water management and conservation is
therefore of vital importance. Improved moisture
conservation, modern sustainable irrigation
techniques such as solar drip irrigation, rainwater
harvesting and recycling, efficient use of irrigation
water and conservation agriculture are some
avenues that need to be given careful consideration
in policy reforms. Furthermore, redesigning credit
and agricultural insurance instruments to properly
transfer risk needs future policy focus.

11.5 Conclusion and Way
Forward

Agriculture is one of the key sectors of the Sri Lankan
economy with significant contribution to GDP,
employment, and income of the people. While the
importance of the agricultural sector is well
recognized, the problem at present is deciding on
policy reforms to effectively contribute to sustained
growth, while mitigating existing constraints and
future challenges. This chapter attempted to identify
the major agricultural development issues and
challenges that affect the role of agriculture in
providing income, generating employment,
promoting food security, alleviating agrarian poverty
and improving export earnings.

Since independence, Sri Lanka's agriculture has
transformed in many aspects. A focus on field crops
other than rice is particularly noteworthy, while
reducing the food deficit in many varieties of crop
products. The declining percentage of the country's
labour force employed in agriculture and
agriculture's contribution to GDP over the years
cannot be considered as problems due to the
universal trend of slow rise in the demand for food
as compared with other goods and services as

incomes rise. However, long unsolved problems
remain in achieving the major objectives of the sector
that are evident in a relatively high incidence of
agrarian poverty and food insecurity. Dramatically
increasing agricultural productivity to promote food
supply and export earnings is a daunting challenge
on its own and needs certain reforms in the current
policy structure in order to bring about some
innovative solutions.

Hence, within Sri Lanka's current liberal economic
environment, agriculture policy should be directed
towards transforming traditional subsistence
agriculture to one which maximizes productivity. The
government should also give priority to improving
processing, marketing and downstreaming activities
to increase value addition to agricultural products,
providing more employment opportunities in rural
areas, and thereby increasing food security and
lowering agrarian poverty. High priority should be
placed on achieving a broad based shift from
traditional low value to modern high value
agriculture, accompanied by sustained
improvements in productivity and competitiveness
through policy reforms, which will launch the
agriculture sector into a significantly higher growth

path.

While the reforms in factors of production such as
land and labour should be undertaken with a view
to enhancing agricultural productivity and efficiency,
modernizing the systems of agricultural R&D,
technology and extension - focusing on livelihood
improvement, rural development, food security,
improving agro-based industries, initiating
commercial agriculture and preparing the sector to
face global challenges -should be done with the
participation of the private sector. Resources from
agricultural subsidies that are argued to be fiscally
unsustainable, economically inefficient and
environmentally unsustainable such as fertilizer
subsidy should be gradually released for more
productive agricultural investments. Participation of
farmer organizations and the private sector as
partners in agriculture development is recognized
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as essential for equity-based development.
Enhanced youth involvement in agriculture should
be sought through promoting agricultural
entrepreneurship training, encouraging scientific
farming and promoting agro-enterprises. Improved
diversification, especially the restricted agriculture
export base, is essential for transforming agriculture
into a sustainable industry.
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While there have been some isolated policy
documents at various stages, Sri Lanka even today
does not have a sustainable agricultural policy. A
sustainable agricultural policy does not necessarily
mean one that does not evolve over time. It can drop
obsolete policy strategies and add some modern
policy actions, avoiding ad hoc policy changes from
time to time.
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12. Environmental Reforms for

Sustainable Growth

12.1 Introduction

nvironmental concerns have been

increasingly notable in on-going debates

on economic growth strategies for
development. While a number of factors are
essential to achieve high and sustained growth in
the long-run, environmental sustainability is a vital
aspect. Though negative environmental impacts of
growth are apparent, little has been done to
minimize such impacts with policy attention
seemingly focused almost entirely on growth, with
resultant negative implications on the natural
environment and its resources being largely ignored.

Overall, in order to ensure a sustainable
development trajectory for a country, key elements
that have to be assured are sustaining the natural
capital stock and preservation of the natural
environment from pollution. In addition, a proper
adaptation mechanism should be in place to
respond to global environmental threats, such as
climate change. Individual policy level attempts to
find solutions to existing issues are not sufficient.
By and large, the issues call for reforms in the overall
environmental management system of a country.

Though there have been many discussions on
environmental issues, and a recognition of the need
to change existing policies and regulatory
frameworks, nothing tangible has occurred in terms
of changes in the overall environmental
management practices in Sri Lanka. This is in spite
of the country embarking on ambitious large scale
infrastructure development projects that have raised
concerns on environmental damage. A clearly

visible outcome of such omissions is confrontations
among environmental activists, responsible
agencies, groups responsible for environmental
problems and the general public in many instances.
This is a clear symptom of an unhealthy
environmental management system in the country,
and justifies the need for environmental reforms. It
is therefore timely to focus on environmental reforms
as part of a larger economic reform effort to ensure
that intended development outcomes are
environmentally sustainable.

12.2 Key Environmental
Issues in Sri Lanka

Key environmental issues facing Sri Lanka at present
can be discussed under three themes; namely,
degradation of natural capital stock, environmental
pollution and responding to impacts of global climate
change.

12.2.1 Degradation of Natural Capital

At the national level, there are issues in allocation
of natural resources, including land, forests, etc.
Degradation of natural capital brings adverse
impacts on the economy as they play a significant
role in economic activities, though they are not
considered in standard national accounting
frameworks.

Deforestation and forest degradation:

According to Forest Department data, a notable
change in the country's forest cover has been
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Forest Land Accounted for
Around 33.8% of total
Land Area

observed. Forest land accounted for around 33.8
per cent of total land area in 1992, but reduced to
around 27 per cent in 2010 (Figure 12.1).

The causes for forest degradation are numerous.
Forest degradation in the Dry Zone is mainly linked
to the nature of the agriculture system prevailing in
the respective areas. Increased demand for land

Figure 12.1
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by farmers has resulted in considerable
deforestation. Additionally, unsustainable land use
patterns, including in plantation agriculture, has
been the main reason for forest loss and subsequent
land degradation in the hill country. The forest land
which was kept intact in the Northern and Eastern
regions due to absence of development projects
during the conflict-affected years is now exposed to
deforestation and degradation. Unplanned
settlements and development projects are causing
significant changes in the forest cover in the areas.!

Forests provide a number of ecosystem goods and
services. Thus, forest degradation is directly
associated with many other environmental problems
such as negative implications on biodiversity, water
scarcity, land degradation, etc., which lead to
significant environmental costs.

Land degradation: Land degradation, occurring
at varying degrees in different parts of the country,

' UNDP (2011), “Northern Province - Integrated Strategic Environmental Assessment; United Nations Development Programme, Colombo.
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is particularly a problem in sensitive areas,
especially in the hill country, with steep slopes, high
intensity rainfall and inappropriate land use
practices.  For instance, cultivating potatoes and
tea in sloppy lands, without adopting proper soil
management measures has resulted in severe

degradation problems.?

Land degradation in Sri Lanka is highly associated
with the changes in land use pattern over the years
and rate of deforestation. Historically, deforestation
took place due to large-scale conversion of
agricultural lands to grow plantation crops. For
instance, tea lands are already showing signs of loss
of fertility in the uplands,® and cardamom cultivation
in the Knuckles forest area has degraded the soil
cover significantly.* Loss of soil fertility is a direct
consequence of land degradation, which poses
significant problems for agricultural productivity.
Land resources are being used by a number of
economic sectors in the country, such as agriculture,
forestry, irrigation, plantation industries, etc. Due to
inadequate legal interventions, land is being
unsustainably utilized.

12.2.2 Environmental Pollution

Unplanned rapid industrialization reforms that took
place in the early 1980s have in particular, led to a
number of environmental pollution issues.® Lack of
due consideration on the environmental
consequences by the said reforms has made the
intended developments environmentally
unsustainable and caused many environmental
costs such as industrial pollution, agricultural

pollution, etc.

Damage to the environment by excessive
application of chemicals: Heavy use of
agrochemicals, such as chemical fertilizer and
pesticides is continuing with the objective of
increasing agricultural productivity. Agrochemicals
are heavily used particularly in paddy cultivation,
vegetable farming in the uplands and tea plantations.
The government fertilizer subsidy, which represents
a major agricultural policy, has direct implications
on the use of fertilizer in Sri Lanka. Though the
fertilizer subsidy has in part contributed to increase
rice production in the country, its effectiveness and
sustainability, especially in regard to negative
environmental externalities, are often being
questioned.®

As shown in Figure 12.2, the use of fertilizer per
land unit was comparatively low during 1990-94
where there was no subsidy given for paddy
cultivation. The full subsidy came into effect in 1995
and fertilizer use has since increased considerably.
Paddy productivity has also increased with the
subsidy schemes over the years. However, the latest
data show a decrease in paddy productivity even
under increased fertilizer utilization. This provides
some evidence that fertilizer is being used
excessively and paddy cultivation is becoming less
responsive to applied fertilizer. Both lead to negative
environmental externalities where excess fertilizer
reduces soil fertility, bio-diversity and water quality
in agricultural lands.

Studies have found that existing cropping systems
with heavy use of fertilizer in the upper catchment
areas of the Mahaweli have caused increased

2 Samaratunga, P.A. and C.M.M. Chandrasekara (2002), ‘Applicability of Economic Instruments in Controlling Soil Erosion in Up-Country
Sri Lanka’; Ministry of Environment and Natural Resources, Colombo, Sri Lanka.

3 Ananda, J., (1998), “Soil Erosion Damage Function for Smallholder Tea in Sri Lanka: An Empirical Estimation? a paper presented at the 1
World Congress of Environmental and Resource Economists, 24-27 June 1998, Isoladi San Giorgio, Venice, ltaly.

4 Dhakal, B., etal., (2012), “Impacts of Cardamom Cultivation on Montane Forest Ecosystems in Sri Lanka, Forest Ecology and Management,

vol. 274, pp.151-160.

5 lleperuma, O.A., (2000), “Environment Pollution in Sri Lanka: A Review’, Journal of National Science Foundation Sri Lanka, 28(4):301-

325.

¢ Rodrigo, C. (2014), “Key Determinants of Sri Lanka’s Fertilizer Subsidy: Some Research Findings for Policy Makers’ Institute of Policy
Studies of Sri Lanka, Colombo, http://www.ips.lk/talkingeconomics/2014/11/24/key-determinants-of-sri-lankas-fertilizer-subsidy-some-

research-findings-for-policy-makers/.
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Cadmium levels in the Mahaweli river water.” Heavy
use of agrochemicals is a risk factor for the
occurrence of kidney disease in the North Central
Province of Sri Lanka. 8 This calls for promoting more
organic agriculture in the country, which at present
claims only around 5 per cent of agricultural land.®

An agricultural system that operates under organic
fertilizer has the potential to produce Ecosystem
Goods and Services (EGSs). Many EGSs produced
through agricultural systems generate positive
externalities. For example, revitalization of the soil
with rich organic matter is a direct positive externality,
while improving the biodiversity is an indirect positive
externality. However, an agriculture system that is
predominantly based on chemical use will lose most
of these EGSs and create negative environmental
externalities.

Un-coordinated waste management: Over the
years, much emphasis has been laid on dealing with
the Municipal Solid Waste (MSW), as it is the main

Figure 12.2
Fertilizer Consumption and Paddy Productivity (1990-2011)
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7 Bandara J.M., et al., (2011), “Pollution of River Mahaweli and Farmlands under Irrigation by Cadmium from Agricultural Inputs Leading to
a Chronic Renal Failure Epidemic among Farmers in NCP, Sri Lanka’; Environmental Geochemistry and Health, (5):439-53.

8 Bandarage, A., (2013), “Political Economy of Epidemic Kidney Disease in Sri Lanka’, http://sgo.sagepub.com/content/3/4/
2158244013511827full.

¢ Wahundeniya, W.M.K.B., (2013), “Organic Farming Situation in Sri Lanka’; Horticulture Crop Research and Development Institute, Sri
Lanka.
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contributor to the solid waste generated in Sri Lanka.
Handling of MSW is being done with the services
of municipal councils. The management of MSW,
unlike other waste, is backed by a national solid
waste management policy, a national strategy for
solid waste management and technical guidelines.™
As evident from Figure 12.3, a larger proportion of
MSW is biodegradable which can be used to make
organic fertilizer, if appropriate strategies are in
place.

Industrial waste, hospital waste and electronic waste
generation are on an increasing trend. Waste
separation is minimum at household level, thus it
leaves room for electronic and other waste to be
mixed with household solid waste. In addition,
hospital waste and industrial waste also have the
probability of being mixed with MSW since 'open

Figure 12.3
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dumping' is quite common for all these waste types.
With heavy rainfall, these can get easily absorbed
into soil and water, creating environmental pollution.

Industrial waste management is mainly focused on
FTZs and it does not involve a national strategy.
There are other industries in urban areas that violate
the conditions of the Environment Protection Licence
(EPL) issued by the Central Environment Authority
(CEA). It leads industrial waste to be mixed with
solid waste.” In addition, though there is an
environmental management framework for health
care waste in Sri Lanka,™ only a handful of hospitals
implement it. Lack of adoption of set frameworks
leaves room for environmental pollution.™

Sri Lanka does not have an electronic waste
management policy or a strategy in place. The CEA
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CEA (2005), “Technical Guidelines on Solid Waste Management in Sri Lanka; Central Environmental Authority, Colombo; Wijetunga, S.,

(2013), “Community Views and Attitudes for Waste Management Improvement in a Higher Education Institute: Case Study; Journal of

Environmental Professionals Sri Lanka, 1(1): 57-69.

Karunasena, G., and A Kannangara (2013), “Industrial Waste Management: Free Trade Zones in Sri Lanka’, University of Moratuwa, Sri

Lanka, http://www.civil.mrt.ac.lk/conference/ICSBE2012/SBE-12-226.pdf.

N

MOH (2012), “Environmental Management Framework for Healthcare Waste and Infrastructure Development’, Ministry of Health, Colombo.

¥ Visvanathan, C., (2006), “Medical Waste Management Issues in Asia; paper presented at Asia 3R Conference, 30 October -1 November,

2006, Tokyo, Japan.
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has linkages with around 14 private sector
companies in Sri Lanka in managing electronic
waste under a Memorandum of Understanding.
Though MSW is being managed with high emphasis
on a proper policy, strategy and technical guidelines,
other types of waste are not managed in such a
comprehensive manner. This leaves room for
industrial, health care and electronic waste to create
more pollution. The absence of a comprehensive
integrated sustainable waste management policy
has now become a significant issue in environment
management in Sri Lanka.

Air pollution: The WHO estimates the number of
deaths attributable to indoor air pollution and outdoor
air pollution in Sri Lanka to be 4,200 and 1,000,
respectively in 2004. A majority of the residential
areas in Sri Lanka have particulate matter (PM),
ground level ozone (O3), carbon monoxide (CO),
sulfur oxide (SOx), nitrogen oxide (NOx) and lead
(Pb) levels which are higher than recommended
levels. These elevated conditions have the
probability of causing respiratory diseases.'

The WHO estimates
the number of deaths
attributable in

2004 22

Indoor
Air Pollution

4,200

Outdoor
Air Pollution

1,000

While the MOH is fully equipped to treat respiratory
ilinesses, it involves significant costs. Preventing
such health and related environmental impacts have
to be done by limiting the emissions of pollutants.
The main cause of air pollution in Sri Lanka is an
ever increasing vehicle population. The number of
motor vehicles annually registered is clearly showing
an increasing trend (Table 12.1).

The CEA is the responsible authority to measure
air quality in Sri Lanka. However, CO2 emissions
are not measured at the moment because the
machines have malfunctioned, thus creating a
problem of monitoring. Air pollution monitoring
mechanism should also be improved; CO2 emission
data is only available for Sri Lanka up to 2008. The
available data suggest an increase in the emissions
as illustrated in Figure 12.4.

As outdoor air pollution in Sri Lanka is mainly caused
by emissions from vehicles, it is necessary to reduce
the importation of high emission vehicles. One
solution to fill the gap of vehicle demand is to import
more low emission vehicles, namely hybrid and
electric vehicles. As suggested by the US
Environmental Protection Agency (EPA) every gallon

Table 12.1
Number of Motor Vehicles Registered

2003 2006 2009 2012
Buses 1,949 3,346 739 3,095
Cars 21,184 = 27758 5,762 | 31,546
Motor cycles 86,777 156,626 135,421 142,584
Three wheelers | 36,204 & 64,466 37,364 = 98,815

Source: Department of Motor Traffic, Colombo, http://www.motortraffic.gov.lk,

* Nandasena, S., et al., (2012), ‘Air Pollution and Public Health in Developing Countries: Is Sri Lanka Different?; Journal of the College of

Community Physicians of Sri Lanka, 17(1): 15-20.
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of gasoline pumps about 20 to 25 pounds of carbon
dioxide into the air. For Sri Lanka, this amount of
carbon dioxide is released by consuming 3.785 litres
of fuel. The hybrid technology is however capable
of running a car at 20-30km per litre and at zero
emission level using electricity.'®

Sri Lanka's draft 'National Transport Policy' has
placed emphasis on having more cost effective and
environmentally friendly automobiles. However, the
recent increases in the taxes of hybrid cars
discourage consumers from buying them. Therefore,
the government should reconsider its taxation
policies in order to achieve the objectives of
transport policy, and ensure there are no
contradictory policies and strategies dealing with the
same environmental issues.

12.2.3 Global Environmental Threats

Though Sri Lanka is not a significant contributor to
global climate change, the country has to face its
negative impacts like many other developing and

Figure 12.4
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emerging countries. The impacts are and predicted
to be, in terms of increase in air temperature,
changes in intensity and distribution of rainfall,
increased frequency and severity of extreme
weather events and sea level rise. While the specific
impacts of these are different across the economic
sectors, the cost of climate change is not negligible.
Impacts of climate change are particularly to be felt
by agriculture, water management, coastal and
human settlement sectors, health, biodiversity, etc.
The integrated assessment models suggest that the
loss of annual GDP due to climate change impacts
in Sri Lanka will be 1.2 per cent by 2050.'°

A 'National Climate Change Policy' and a 'National
Climate Change Strategy (2011-16)' to deal with
climate change issues are in place in Sri Lanka.
However, still there are several gaps in relation to
mainstreaming climate change into the country's
development process. They include information
gaps, lack of a policy agenda and identification of
priorities, coordination gaps and resource
mobilization gaps."”
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Source: UNDP (2015), “Millennium Development Goals Country Report”, United Nations Development Programme, Colombo.

s Abeygunasekara, S., et al., (2014). “Evaluation and Comparison of Automobile Fuel Systems, Most Appropriate to Sri Lankan Automobile
Standards’, paper presented at the SAITM Research Symposium on Engineering Advancements, 25-26 April 2014, Sri Lanka.

6 Ahmed, M., and S. Suphachalasai (2014), ‘Assessing the Costs of Climate Change and Adaptation in South Asia} Asian Development

Bank, Manila.

7 Senaratne, A., N. Perera, K. Wickramasinghe (2009), “Mainstreaming Climate Change for Sustainable Development in Sri Lanka: Towards
a National Agenda for Action; Working Paper Series No. 14, Institute of Policy Studies of Sri Lanka, Colombo.
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Sri Lanka has to focus more on the impacts of
climate change in regard to the above mentioned
gaps. However, in order to make an adaptation
process effective, reforms are needed in inter-
sectoral policy coordination and institutional
mechanisms. The focal point for climate change in
Sri Lanka is the Climate Change Secretariat (CCS),
which comes under the purview of the ministry
dealing with the subject of environment. While the
CCS undertakes the central role, other ministries
and line agencies too have to be coordinated
effectively in order to mainstream climate change
into the development process.

12.3 Present Environmental
Management System and
Gaps

12.3.1 Issues in Environmental
Governance

At policy level, the subjects of natural environment
and resources are being handled by a specific
ministry in the country's administrative structure, as
in many other countries. The ministry is expected to
provide leadership to manage the country's
environment and natural resources in line with
sustainable development initiatives. In order to
achieve this, it is very important that the ministry
and its implementing agencies have a common
policy direction.

In the case of Sri Lanka, there have been ad hoc
changes in the implementing agencies under
subject ministry. Accordingly, the name of the
ministry has undergone significant changes during
Cabinet reshuffles (Table 12.2). Agencies which are
not directly dealing with environment and natural
resource issues have also been included under the
purview of the ministry. For instance, the Department
of Railways and several agencies dealing with
transport were placed under one ministry along with
the environmental agencies during 1994-97.

The agencies which are directly dealing with the
environment subject such as the Forest Department
(FD), CEA, State Timber Corporation (STC),
Geological Survey and Mines Bureau (GSMB) and
Marine Environment Protection Authority (MEPA)
have been continuously listed under the ministry
dealing with the environment subject. However, the
Department of Wildlife Conservation (DWC), which
owns and manages a significant portion of forests
in the country (accounting for nearly 12 per cent of
the total land area) is frequently placed under
ministries which are not primarily dealing with
conservation. There have been periods where the
DWC was under the ministry dealing with agrarian
services; during 2010-12, the DWC functioned under
the Ministry of Economic Development; and
currently, it is under the Ministry of Tourism and
Sports.

The income generated by the wildlife parks owned
and managed by the DWC is showing a significant
increase, mainly after the end of the North/East
conflict in 2009."® However, there are many
concerns relating to the sustainability of wildlife
parks as certain parks are being over-visited during
some parts of the year, and it creates direct adverse
impacts on wildlife. However, the ministries dealing
with tourism or agrarian services do not have the
capacity to address such issues which are related
to natural resource management.

8 SLTDA, ‘Annual Statistical Report 2013’ Sri Lanka Tourism Development Authority, Colombo.
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Table 12.2
Changes in the Ministry Dealing with Environment Subject (1994-2015)

Period| Name of the Ministry

Environment Subject
Related Agencies
under the Ministry

Other Agencies under the Ministry

1994-
1997

1998-
2000

2001-

2003

2004-

2005

2006

2007

2008-

2009

2009

2010-
2012

2012-
2013

2013-
2015

2015-
todate

Notes:

Ministry of Transport Environment and
Women’s Affairs

Ministry of Forestry and Environment
Ministry of Forestry and Environment
Ministry of Environment and Natural

Resources

Ministry of Environment and Natural
Resources

Ministry of Agriculture, Irrigation and
Mahaweli Development

Ministry of Environment and Natural
Resources

Ministry of Environment and Natural
Resources

Ministry of Environment

Ministry of Environment

Ministry of Environment

Ministry of Environment and
Renewable Resources

Ministry of Mahaweli Development

CEA

CEA, FD, STC
CEA, FD, DWC, STC,
GSMB, WT

CEA, FD, DWC, STC,
GSMB, WT

CEA, FD, DWC, STC,
MEPA, GSMB, WT

CEA, FD, DWC, STC,
MEPA, GSMB

CEA, FD, DWC, STC,
MEPA, GSMB

CEA, FD, DWC, STC,
MEPA, GSMB, WT

CEA, FD, DWC, STC,
MEPA, GSMB, WT

CEA, FD, STC, MEPA,
GSMB

CEA, FD, STC, MEPA,
GSMB

CEA, FD, STC, MEPA,
GSMB

CEA, FD, STC, MEPA,
GSMB

Department of Railways,

Sri Lanka Central Transport Board,
Department of Motor Traffic,

National Transport Commission,
Transport Studies and Planning Centre,
Women’s Affair Division

Department of National Zoological
Garden

Department of National Zoological
Garden

Department of National Zoological
Garden

Department of National Zoological
Garden,Department of Meteorology

National Gem and Jewellery Research
and Training Institute,
National Gem and Jewellery Authority

National Gem and Jewellery Research
and Training Institute,

National Gem and Jewellery Authority
Sustainable Energy Authority

National Gem and Jewellery Research
and Training Institute

National Gem and Jewellery Authority
Central Engineering Consultancy Bureau

National Gem and and Environment
Jewellery Research and Training
Institute

National Gem and Jewellery Authority
Central Engineering Consultancy Bureau

CEA (Central Environment Authority), FD (Forest Department), STC (State Timber Corporation), DWC (Department of
Wildlife Conservation), GSMB (Geological Survey and Mines Bureau), WT (Wildlife Trust), MEPA (Marine Environment

Protection Authority).
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With these types of frequent and ad hoc changes
in administrative structures of the ministry and
agencies dealing with the environment subject, the
intended 'sustainability' objectives are difficult to
achieve. The ministry is expected to provide overall
policy direction to its agencies, but when the policy
direction of the main ministry is not centred on
natural resource management, it creates confusing
policy signals and undermines sustainability as a
core focus of development policy.

In addition, when the implementing agencies of a
ministry change, it leads to a number of
inefficiencies due to logistical issues. The personnel
allocated to address certain subject areas under the
overall environment subject also tend to be
underutilized. The situation is further worsened
when the agencies which are not directly dealing
with the environment subject are listed under the
environment related ministry.

Apart from the above mentioned agencies, there
are other ministries and implementing agencies
which are dealing with environment and natural
resource issues. Water resources in the country
are managed by a number of agencies, such as the
Water Resource Board, Irrigation Department,
Mahaweli Authority, etc. Coastal resource
management is undertaken by the Coast
Conservation Department. Fishery resources are
managed by the Ministry of Fisheries and Aquatic
Resources and its line agencies. Most of such
agencies have a development mandate primarily,
though conservation aspects are also included.

12.3.2 Gaps in Environmental
Planning

Proper environmental planning is essential in
making decisions in regard to planning development
activities and prioritizing them, with due
consideration to the natural environment. In practice,
environment planning has to incorporate all the
elements which deal with development and natural
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environment, such as land use, infrastructure
development, regional development, urban planning,
etc. It should take place at all levels in the decision
making process - national, regional, programme or
project levels.

National and regional planning: At national and
regional levels, environmental planning is based on
the National Physical Plan (NPP) for 2011- 2030,
which was approved by the National Physical
Planning Council in July 2007, as per the Town and
Country Planning (Amendment) Act No 49 of 2000.
The project proposals in relation to the plan were
approved in January 2011. The plan was prepared
with the objective of promoting and regulating the
integrated planning of economic, social, physical and
environment aspects of land in Sri Lanka, and
thereby to promote economic growth. It also aims to
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bring the government, stakeholders and the
community together to discuss, review and make
decisions to guide the future of Sri Lanka's economy,
environment and communities.

A NPP is an important strategic document for any
country. It is of high importance to guide
development in an environmentally and socially
sustainable manner. The plan should provide
guidelines for utilizing the natural resource
sustainability while optimizing economic gains.
However, there are several issues in the current NPP
which limits its effective implementation in
development planning. According to the NPP, the
central hills and the coastal belt is identified as the
key fragile areas of the country. It identifies that the
population density of the identified fragile areas are
higher than that in the rest of the country. Thus, the
NPP identifies the movement of population from the
fragile areas to metro regions as a national priority.
Several metro regions are proposed to be developed
namely, Western Metro Region, Southern Metro
Region, Eastern Metro Region, North Central Metro
Region and Northern Metro Region.

One of the most observable facts in regard to the
NPP is that areas identified for development
activities are covered by natural forests. Thus, forest
areas are allocated for other economic uses such
as rural settlements, agriculture, metro regions, etc.
This calls for careful examination and appropriate
revisions in the plan, so that the natural resource
capital of the country is kept intact. Additionally, it is
questionable if the development projects proposed
in the NPP have been undertaken with adequate
feasibility assessments.

Project level planning: At present, Sri Lanka
uses Environmental Impact Assessment (EIA) as a
tool at the initial stage to identify possible effects of
projects on the environment. The EIA process was
first introduced to Sri Lanka in 1981 and it became
a mandatory requirement by law in 1993; it is a
mandatory requirement as per the National

Environment Act No. 47 of 1980 amended by Acts
No. 56 of 1988 and No. 53 of 2000. In addition, the
EIA provisions are also included in the Coast
Conservation (Amendment) Act No. 57 of 1981 and
the EIA in the Fauna and Flora (Amended) Act No.
49 of 1993. There are around 23 government
agencies which can act as the project approving
agencies for EIA depending on the subject area,
and they are responsible for administering the EIA
process for a project.

According to the National Environment Act, only
large scale development projects which are likely to
have significant negative impacts on the natural
environment are subjected to EIA. When it is
considered that the environmental impacts of a
project are not significant, only an Initial
Environmental Examination (IEE) is required to be
carried out. In addition, projects located in
environmentally sensitive areas are required to go
through the EIA. According to the Fauna and Flora
Act, any development activity which takes place
within a mile from the boundary of any National
Reserve should undergo an EIA process.

There are several drawbacks in using the EIA as
the only tool to integrate environmental aspects into
development planning. First, the EIAs take into
consideration only project-based environmental
impacts and they do not consider the cumulative
impacts of development projects. However, at policy
and programme planning level, strategic decisions
ought to be taken considering the entire impacts of
development projects and not necessarily
considering an individual project impacts on the
environment. Project level environmental
assessments limit the space for coordinated action
among the government agencies. Thus, current
mechanisms constrain effective decision making.
The need is for a more holistic approach which looks
at the cumulative impacts of development projects.

It is argued that rapid industrialization with lack of
monitoring, insufficient technically skilled personnel
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and lack of baseline information for evaluation are
factors that restrict sustainable implementation of
environmental assessments in Sri Lanka.™ Also,
studies document gaps in relation to the present EIA
process itself. For instance, the EIA which was
carried out for the Southern Transport Development
Project in Sri Lanka was highly criticized for its lack
of consideration of environmental issues.?’ Major
environmental concerns such as the impact on the
river basins and wetlands were largely ignored. Lack
of transparency and inadequate involvement with
the affected local communities were also issues in
this context.

Key local level issues such as implications on
biodiversity, ecosystem services which have
significant social implications are under-represented
in ElAs. Also, the assessments of ecological impacts
of development projects have not been done up to
the required details. Accordingly, it seems that the
present EIA system does not provide necessary
information for relevant stakeholders, including
policy makers.?!

12.3.3 Weaknesses in Current
Approach of Environmental Mana-
gement

Though Sri Lanka adopted open market economic
reforms in the late 1970s, it is important to note that
the approach for environmental management in the
country is largely based on a command and control
method.?2 Enough evidence exists to support
market-based mechanisms, rather than command
and control methods as effective pollution mitigating

tools. Market-oriented mechanisms refer to
economic instruments such as taxes, permits and
emission charges, which create incentives for
polluters to reduce pollution rather than paying
penalties.?®

Pollution control is mandated by the National
Environment Act and the regulatory powers are
vested with the CEA. Only a few significant
interventions exist to control pollution and Sri
Lanka's pollution control mechanisms lack market-
based instruments (MBIs). For example, if a firm
pollutes an open water source by its effluents, the
CEA can charge it under existing laws that can lead
to a cancellation of the firm's Environmental
Protection License (EPL) and halt further business.
Such command and control approaches encourage
rent seeking behaviour. There are other rules and
regulation in place to control pollution in Sri Lanka;
public littering is prohibited and it is a punishable
offence; open dumping of MSW can only happen at
an identified place by the local government; at every
registration, it is mandatory for motor vehicles to
pass an emission test. All these mechanisms are
command and control methods.

Sri Lanka introduced a load based licence fee
scheme in 2000. It was initially introduced to high
polluting industries with the aim of expanding
towards moderate and low polluters as well. Market-
based instruments (MBIs) like this are common in
countries such as Thailand, the Philippines and
Malaysia. They are effective in reducing pollution
levels while promoting environmental-friendly
technologies in managing industrial waste.

' Mackee, J., et al., (2001), “Environmental Assessment in Sri Lanka: Its Status and the Potential for the Introduction of Strategic Environmental
Assessment, Journal of Environmental Assessment Policy and Management, 3(02):209-240.

20 ADB (2009), “Southern Transport Development Project Sri Lanka” in ADB and the Environment, A Monitoring Framework for ADB’s
Environment Policy based on Four Case Studies, http://www.forum-adb.org/docs/ADB-and-the-Environment-case1.pdf [accessed 25 April

2015].

2

Samarakoon, M., and J.S. Rowan (2008), ‘A Critical Review of Environmental Impact Statements in Sri Lanka with Particular Reference

to Ecological Impact Assessment, Environmental Management, 41(3).

22 Wilson, C., et al., (2010), “Why do Policy Decision-makers Opt for Command and Control Environmental Regulation? An Economic
Analysis with Special Reference to Sri Lanka’; School of Economics and Finance Discussion Papers and Working Papers Series 259,

Queensland University of Technology, Australia.

2 Edirisinghe, J., et al., (2008), “Taxing the Pollution: A Case for Reducing the Environmental Impacts of Rubber Production in Sri Lanka’;
South Asian Network for Development and Environmental Economics, Nepal.

200

STATE OF THE ECONOMY 2015



STATE OF THE ECONOMY 2015

12.4 Proposed Environ-
mental Reforms

Given the negative economic, social and
environmental impacts highlighted above, it is timely
for Sri Lanka to adopt suitable reforms to address
gaps and deficiencies in its management of the
environment and natural resources. Reforms can
include changes in policies, regulations, and
institutional frameworks. These are discussed below.

12.4.1 Reforming Environmental
Governance

In the case of Sri Lanka, due to existing weaknesses
in the governance mechanism of the environment
sector, it has to undergo system-wide changes. The
reforms should ensure that the basic components
of environmental governance that leads to
sustainable development are in place. There are
mainly seven principles of effective environmental
governance and they are:®*

¢ Environmental laws should be clear, even-
handed, implementable and enforceable,

¢ Environmental information should be shared
with the public,

* Affected stakeholders should be afforded
opportunities to participate in environmental
decision-making,

e Environmental decision-makers, both public
and private, should be accountable for their
decisions,

* Roles and lines of authority for environmental
protection should be clear, coordinated, and
designed to produce efficient and non-
duplicative programme delivery,

o Affected stakeholders should have access to
fair and responsive dispute resolution
procedures,

e Graft and corruption in environmental
programme delivery can obstruct

environmental protection and mask results and
must be actively prevented.

In order to achieve effective environmental
governance, reforms are required in the institutional
structure and the policy structure of the country. In
terms of institutional changes, it is a must that the
ministry dealing with the environment subject and
relevant implementing agencies are assigned a
single policy direction, by bringing all the agencies
with a conservation mandate under the ministry. Ad
hoc shuffling of implementing agencies and
attaching non-relevant subjects to the ministry
handling the environment subject should be avoided.
The role of the ministry as the main government
entity to ensure sustainable development should be
given due prominence in the overall governance
structure of the country.

The institutional reform measures should also take
into consideration the need for creating inter-agency
linkages with the agencies under the mandate of
natural resources and environmental management.
Both the agencies with a conservation mandate,
listed under the ministry dealing with environment
subject and other ministries and agencies which
deal with environment and natural resource
management should have effective coordination.
The coordination is also required for agencies under
environment vis-a-vis other economic sectors.

In terms of policy reforms, attention must be given
to eliminating the contradictory policies with regard
to environmental conservation and economic
development. For instance, though the overall policy
thrust is to promote forest-based ecotourism in Sri
Lanka, there are policy and legal barriers in forest
and wildlife policies for effective implementation of
ecotourism principles.? All the policies and Acts
related to environment and natural resource

24 Benjamin A.H., and S. Fulton (2011), “Effective National Environmental Governance — A Key to Sustainable Development; United Nations

Environmental Programme (UNEP).

% Wickramasinghe, K., (2009), “Ecotourism for Sustainable Forest Management in Sri Lanka’, Environmental Economic Policy Series No.

12, Institute of Policy Studies of Sri Lanka, Colombo.
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management should be reviewed carefully and
revised to eliminate contradictions and gaps.
Ultimately, reforms should make sure that policy and
the legal framework for environmental and natural
resource management are clear and consistent.

Both institutional and policy gaps can be addressed
via an inter-ministerial coordination committee at the
policy making level. There has to be a change in the
current approaches to minimize such conflicts and
thereby move towards environmental conservation
and gaining economic benefits through natural
resources. Mainstreaming climate change into Sri
Lanka's development process is a must in adapting
to the impacts of global climate change. As impacts
are felt across all economic sectors, system-wide
changes are required to incorporate climate change
adaptation into all policies, plans, programmes,
projects, etc., in appropriate manner. Facilitation of
climate change adaptation can be listed as another
important role of an inter-ministerial committee for
ensuring sustainable development.

The existing issues in the environment sector with
regard to development activities show that there is
lack of awareness among important stakeholders
such as the public and more specifically local
communities. Development activities which have
implications on the natural environment should
necessarily consider the involvement of affected
groups from the design stage and create a proper
dialogue in order to reduce possible economic and
social issues. Unfortunately there is no forum at
present for relevant stakeholders to meet and
discuss environmental issues in Sri Lanka. Also,
increased community participation in management
of natural resources such as forests can bring in
sustainable outcomes.  Thus, establishment of
transparency in terms of environmental planning and
management should be an important component of
the reform process.

12.4.2 Enhancing Environmental
Planning

Itis a commendable move that the National Physical
Planning Department is in the process of integrating
climate change and disaster risk reduction aspects
into the NPP. Given the increased frequency and
severity of natural disasters and more visible signs
of global climate change, this is an important step
forward. However, incorporation of climate change
adaptation into national physical planning should
acknowledge that there are significant information
gaps and research needs in relation to climate
change vulnerabilities in various sectors. The NPP
has to be flexible enough to incorporate such
findings in the future. Similar to many other national
plans, the NPP should not exist in isolation of other
strategic plans in different sectors. Revisions and
further improvements in the NPP is a prioritized
need. Meaningful coordination of relevant
stakeholders is a must in this regard. It also calls for
synergy among other policy plans at sectoral level.

Strategic Environmental Assessment (SEA) can be
viewed as an important tool for integrating
environmental aspects into development activities.
There is no exact definition for the SEA, though it is
being increasingly adopted by many developed and
certain developing countries in the world. There are
several definitions proposed by various agencies.
According to OECD, an SEA refers to a range of
analytical and participatory approaches that aim to
integrate environmental considerations into policies,
plans and programmes and evaluate the inter-
linkages with economic and social considerations.?®
It is a complementary tool for EIA. The SEA is a
broader concept than the EIA - which is for a
particular project - and helps in decision making in
regard to government policies, plans and
programmes.

26 OECD (2006), ‘Applying Strategic Environmental Assessment: Good Practice Guidance For Development Co-Operation; DAC Guidelines

and Reference Series, OECD Publishing.
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The SEA is meant for proactive decision making in
regard to the most appropriate development
interventions for a given geographical area.
However, as opposed to the EIA, it does not need
to end at the initial phase in getting legal clearance
for the project. Instead, it can be used to evaluate
and modify policies during and after the process.
Though it implies integration of environmental
concerns into development planning, social aspects
in regard to planning are also usually incorporated.
The SEAs do not necessarily take a 'one-size-fits-
all' approach for different contexts. There is no
uniform approach which is universal in regard to
SEAs. The SEA for a given context has to be
developed based on specific conditions.

There have been many discussions in regard to
weaknesses of the EIA process and the potential
benefits of SEA; it has not been a mandatory
requirement in the case of Sri Lanka. In 20086, the
Cabinet of Ministers approved implementation of
SEA for policies, programmes and plans in Sri
Lanka. The memorandum that was submitted by the
CEA through the Ministry of Environment and
Natural Resources recommends that in the future,
all policies, plans and programmes should be
subjected to a SEA during their development.?”
There have been three pilot scale SEA studies
carried out since then, namely the Trincomalee
Metro Area Development Plan (2008), Hambantota
Development Plan (2010) and Northern Province
Regional Development Plan (2011). There is an
important need to make SEA a mandatory
requirement in development planning, with required
legal provisions in place. This has to be coupled
with capacity building and proper awareness
creation among the stakeholders.

12.4.3 Introduction of Market-based
Instruments

MBIs are based on creating an explicit or implicit
price on emissions, and generate financial

incentives for controlling environment pollution.
Market signals are a key element in implementing
MBIs. These are also called economic incentives
(IEs) and include pollution charges or levies, taxes,
subsidies, and tradable permits. MBIs have the
potential to allow a recommended level of
environmental pollution while compensating the
affected groups at the social cost of environmental
cleaning. MBls can be either direct or indirect. Direct
instruments require the regulator to monitor
emissions. The most used direct instruments are
emission fees and tradable permits. Taxes and
subsidies are the main indirect MBls.

Under an emission fee system, the regulatory
authority charges the polluting entity once the
effluent discharge passes set standards. In a
tradable permit system, once the overall level of
pollution is established, the level of allowable
pollution is allocated among firms in terms of a
permit. If a firm is polluting below its allowable limit,
under the permit, it is possible to trade the rest of
the permit to another entity.

Taxes are common in controlling air pollution. For
example, a tax system to encourage low emission
vehicles can reduce the level of air pollution and
encourage more usage of such vehicles in the
country. At the same time, tax systems are important
in reducing the flow of goods into the country. An
effective tax scheme is capable of reducing the
importation of second hand electronic and electrical
items, limiting the amount of electronic waste being
generated. One example of a possible subsidy
intervention is to provide loan facilities or grants for
entrepreneurs to collect electronic waste and handle
disposal. Under a sufficient subsidy scheme,
electronic waste can be bought for a nominal price
from the consumers where waste collectors are paid
for their services and consumers get a price for their
waste, encouraging more environmentally-friendly
electronic waste disposal. Another popular subsidy
scheme is the deposit-refund system. In such a

27 CEA (n.d.), ‘A Simple Guide to Strategic Environmental Assessment (SEA)’ Central Environment Authority, Colombo.
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Box 12.1
Deposit Refund Systems in Sri Lanka

Deposit refund systems are a famous MBI tool that most countries use to minimize the consumption
of potentially harmful products. This is done at the point of sale, and the consumer can claim the
refund at the end of the useful life of the product by returning it to the sales point. Deposit refund
system is a preventive mechanism, the charge or the deposit is paid in advance before the pollution
occurs. Hence, it rewards the good environmental practices rather than penalizing the bad. The
revenue collected from such a system can be applied to recycling efforts. Sri Lanka in 2011, attempted
to implement the deposit refund system to the use of pesticide containers. However, it has not yet
been finalized as the proposal for implementation of the scheme is awaiting Cabinet approval.

system, a deposit is taken by the regulators when
the items are sold to the consumer and it will be
returned after use (Box 12.1). This sort of system is
also ideal in controlling electronic waste with LED
batteries and CFL bulbs.

Emission fee systems are ideal in controlling
pollution through industrial waste disposal.
Industries are known to dispose their effluent to
nearby streams, ultimately damaging the
ecosystems, downstream water quality and even
ground water. Once emission fee systems are
established, the monitoring agencies can be vigilant
about the levels of emissions and charge them

accordingly. However, the major drawback in such
a system is that the regulatory authorities are
responsible for monitoring, where a possibility of
bribes and cost of monitoring and technical support
can cripple such a system easily. A tradable permit
system is also ideal for controlling industrial and
hazardous waste, especially for an industrial zone.
Since there are many industries in a zone, where
firms are polluting at different levels, a tradable
permit system will ensure that pollution is controlled
by the pricing of permits. There are enough
examples from developing countries around the
world regarding implementation of MBIs for
controlling environmental pollution (Box 12.2).

Box 12.2
Market Based Instruments (MBI) in Developing Countries

Malaysia stands as one of the first countries to implement effluent charges. In 1978, Malaysia
introduced effluent fees, paired with licensing in order to control pollution from the palm oil industry.
In 1997, the Philippines implemented environmental fees for wastewater discharge from industrial
sources. Colombia introduced a pilot programme of water effluent charges. This is after experiencing
no success in pollution control with command and control regulations. Ecuador implemented a water
effluent charge system in the municipality of Quito. Here, the enterprises discharging above national
standards for organic content and Total Soluble Solids (TSS) pay a per-unit charge equal to the cost
incurred by the municipality. Also, the provision of subsidies and tax relief for the mining sector
mercury recovery investments is a priority for the Ecuadorian authorities. Brazil and Colombia extended
subsidies in the clean technology area. Important aspects of the programme were industrial pollution
abatement investments, as well as income tax and value-added tax rebates for clean technology
adoption. Furthermore, Jamaica offers tax and tariff relief for pollution abatement investments, while
Mexico offers subsidies for industrial pollution abatement investments. This is administered by
exempting a set of pollution control equipment from import taxation. In addition, for industrial abatement
investments, the Venezuelan authorities provide tax and tariff relief.
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However, the implementations of MBIs are heavily
dependent upon the regulatory and enforcement
mechanisms, and the strength of the institutions.
Three key requirements for this are setting up rules,
monitoring performance, and enforcing compliance.
It is important that as a first step, Sri Lanka
recognizes environment and development as
complementary rather than substitutes. Once this
is accepted, the problems of weak regulatory
institutions, understaffing and lack of resources can
be better addressed.

12.5 Conclusion

Ad hoc policy interventions do not lead policy
makers to find lasting solutions to existing and
emerging environmental threats in Sri Lanka. Most
of the environmental issues arise due to lack of
consideration in making system-wide changes, such
as in governance structure, environment planning
and monitoring, and approach to environmental
management. As Sri Lanka gears to revisit its
development framework and relevant economic
reforms, it is timely to mainstream environment
sector reforms to ensure sustainable growth in the
long-term.

As previously discussed, three types of reforms in
the environment sector in Sri Lanka can be identified.
First, there should be changes in the environment
governance structure, where environmental
sustainability is given due recognition in policy
planning and implementation. This has to be
supported with enhancing inter-agency linkages,
policy coordination and meaningful stakeholder
participation. Mainstreaming climate change into
development planning becomes an important need
in this regard. Secondly, changes should be made
in the current method of environmental planning by
addressing gaps in the NPP and making SEAs
mandatory for the relevant development
interventions. Thirdly, weaknesses in the current
command and control based environmental
management system can be avoided by introducing
appropriate MBls to manage not only existing
environment problems, but also those that can arise
due to the growth process.
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Appendix A: Macroeconomic Indicators (Statistical Base)

Table A1: Socio-Economic Indicators

. Basicindicator

Area:

Mid year population (2014)

Population growth rate (2014)

Life expectancy at birth (2013)

Infant mortality rate (2010)

Gross school enrolment ratio (2005)(a)
Adult literacy rate (2013)

Human development index (HDI) (2013)
Human poverty index (HPI) (2005)

. Output, labour force and employment
GNP at current market prices

GDP at current market prices

GDP per capita at current market prices
Labour force (p)

Labour force participation
Unemployment

. Real output growth

GDP(g)

Agriculture, forestry, and fishing
Mining and quarrying
Manufacturing

Construction

Services

. Prices & wages

CCPI (2002 = 100) -annual average
CCPI(2006/07 = 100) - annual average (n)
WPI-annual average

Implicit GNP deflator (g)

Real wage rates ()

Workers in wages boards trades
Governmentemployees

. Consumption, investment, and savings (g)
Consumption
Gross domestic capital formation
Gross domestic savings
Gross national savings
Net Imports of Goods and Services

. Government finance (g)
Revenue

Expenditure & net lending
Current expenditure

Capital expenditure & net lending
Currenta/c balance

Budget deficit

Primary deficit

Overall deficit (before grants)
Public debt

External

Domestic

Unit

Sq.km.

('000)

%

Years

Per 1000 live births
%

%

Value

Value

Rs.bn.
Rs.bn.
Us$
Mn.

%o

%o

%o
%
%
%o
%
%o

% change
% change
% change
% change

% change
% change

% of GDP
% of GDP
% of GDP
% of GDP
% of GDP

% of GDP
% of GDP
% of GDP
% of GDP
% of GDP

% of GDP
% of GDP

% of GDP
% of GDP

65,610
20,675
n.a.
74.3
9.9
62.7
92.5
0.75
17.8

2010
5,534.0
5,604.0
2,397.0

8.1(h)
48.1 (h)
4.9(h)

8.0
7.0
15.5
7.3
9.3
8.0

5.9
6.2
11.2
7.3

243
2.7

80.7
27.6
19.3
254

8.3

14.6
229
16.7
6.1
2.1

-1.7
-8.0

36.1
45.8

2011
6,471.0
6,543.0
2,836.0
8.6()
47.8()
42()

8.2
14
18.5
7.9
14.2
8.6

6.7
10.6
79

-2.0
0.1

84.6
29.9
15.4
221
14.6

14.8
219
15.7
6.2
0.9

-1.4
-6.9

35.6
42.9

2012
7,424.0
7,579.0
2,922.0

85()

52.6()

4.0()

6.3
5.2
18.9
5.2
216
4.6

7.6
3.5
8.9

13.8
-3.7

83.1
30.6
16.9
24.0
13.7

13.9
20.5
14.9
5.6
-1.0

1.1
-6.5

36.5
42.7

2013
8,448.0
8,674.0
3,280.0

8.8()

53.8()

4.4()

7.2
4.7
11.5
7.5
14.4
6.4

6.9
9.2
6.7

-1.2
0.6

80.0
295
20.0
258

9.5

13.1
19.2
13.9
54
0.8

0.8
-5.9

341
44.2

2014(e)
9,545.0
9,785.0
3,625.0
8.8(
53.3()
4.3()

74
0.3
11.0
8.0
20.2
6.5

33
3.2
5.1

0.4
7.0

78.9
29.7
21.1
27.0

8.5

12.2
18.3
13.5
4.8
-1.3

-1.6
-6.0

31.8
43.7
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Unit 2010 2011 2012 2013 2014(e)
7. Externaltrade
Terms of trade % change 27.4() -8.9() -1.5()) 4.6()) 4.3(j)
Import price index % change 10.2 (j) 22.0() -5.8()) -4.7(j) -1.5()
Export price index % change 40.4 (j) 11.1G) -7.3() -0.3() 2.7()
Import volume index % change 19.6 () 23.6()) 0.5() -1.5()) 9.5()
Exportvolume index % change -13.3() 10.2 (j) 0.2 () 6.7() 4.3()
8. External finance ()
Trade balance % of GDP 9.7 -16.4 -15.8 -11.3 -11.1
Current account balance % of GDP 2.2 7.8 -6.6 3.8 2.7
Capital & financial accountbalance % of GDP 5.7 7.0 7.2 4.6 2.7
Foreign directinvestments % of GDP 0.9 15 15 13 1.2
Foreign portfolio investments % of GDP 0.5 0.3 0.5 0.3 0.2
Import capacity months of imports (d) 7.7 4.7 5.4 5.7 6.1
External debt % of GDP 50.1 55.3 62.5 59.4 57.4
Debt-service ratio (m) % of exports 16.7 12.7 19.7 23.5 20.2
9. Exchangerates (year end)
USA. Rs./US$ 111.0 113.9 127.2 130.8 131.0
UK. Rs./UK Pound 171.4 175.4 205.5 215.6 204.0
Japan Rs/Yen 14 15 15 1.2 1.1
European Union Rs./Euro 147.6 147.4 168.1 180.5 159.4
India Rs./Rs. Indian 2.5 2.2 23 2.1 2.1
SDR Rs/SDR 170.8 174.9 195.3 201.4 189.9
10. Money supply
Narrow money supply (M1) % change 209 7.7 2.6 7.7 26.3
Broad money supply (M2) % change 15.8 19.1 17.6 16.7 13.4
Domestic credit % change 18.6 34.3 21.7 13.7 10.5
External banking assets % change 6.1 -74.0 -126.3 -195.5 119.8
11. Interestrates
Treasury bill yield rates
3 month % perannum 7.2 8.7 10.0 7.5 5.7
12 months % perannum 7.6 9.3 11.7 8.3 6.0
Call money rates % perannum 8.0 9.0 9.8 7.7 6.2
Average prime lending rate % perannum 9.3 10.8 14.4 10.1 6.3
Commercial banks saving % perannum 9.5 8.5 10.5 9.1 8.0
NSB saving % perannum 5.0 5.0 5.0 5.0 5.0
Commercial banks fixed deposits % perannum 17.0 11.0 17.0 16.0 12.0
NSB fixed deposits % perannum 8.5 8.5 12.5 9.5 6.5
12. Share market indicators
Annual turnover Rs. bn. 570.3 546.3 213.8 200.5 340.9
Companies listed No. 242 272 287 289 294
Market capitalisation Rs. bn. 2210.5 2213.9 2167.6 2459.9 3104.9
Net purchases by non-nationals Rs.mn. -26335 -19039 38661 22783 21217
Share price indices
CSE Share (Index, 1985 =100) 6,635.9 6,074.4 5,643.0 5,912.8 7,299.0
CSE Sensitive(f) (Index, 1998 Dec = 1000) 7,061.5 5,229.2 5,119.1 - -
Notes:  (@: Combined first, second, and third level gross enrolment ratio.

b
©): Average of four quarters.
d

(e): Provisional.

): Months of same year imports.

): Excluding Northern and Eastern Provinces.

() The Milanka Price Index (MPI) was introduced in January 1999, (1998 December = 1000) to replace the Sensitive Price Index.
(@: From 2003, data are based on GDP estimates compiled by the Dept. of Census and Statistics.

h): Excluding Northern Province.

i): Excluding Mullaitivu and Killinochchi districts.
j): From 2007 onwards, trade indices have been calculated with a wider coverage using 2010 as the base year.

I): Data covers the entire island.

m):The rebased CCPI (2006/07 = 100) has replaced CCPI (2002 =100).

(
(
(
(k): Estimates from 2006 onwards are based on National Accounts data of the Dept. of Census and Statistics.
(
(
(

n): Overall debt service ratios were reclassified to capture debt servicing”of government, short-term debt in accordance with the
External Debt Statistics Manual (2003)“of the IMF."
(p): Data up to 2011 for household population aged 10 and above“while that of 2012 onwards for those aged 15 and above.

(q): Real wage rate indices are based on CCPI (2006/07 = 100).

Sources: IPS database.
Central Bank of Sri Lanka, Annual 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, 1992-2014

Constant Prices (c) Growth Rates
GDP PGDP POP(b) GDP PGDP POP
Rs. mn. Rs.mn. (‘'000)
1992 563,061.9 32,311.6 17,426 43 33 0.9
1993 602,171.5 34,125.1 17,646 6.9 5.6 13
1994 636,061.5 35,552.0 17,891 5.6 4.2 14
1995 670,742.2 36,984.0 18,136 5.5 4.0 14
1996 695,934.0 37,954.5 18,336 38 2.6 1.1
1997 739,763.0 39,840.7 18,568 6.3 5.0 13
1998 774,796.0 41,247.7 18,784 4.7 3.5 1.2
1999 808,340.0 42,419.2 19,056 43 2.8 14
2000 857,035.0 44,866.2 19,102 6.0 5.8 0.2
2001 843,794.0 44,889.8 18,797 -1.5 0.1 1.6
2002 877,284.0 46,365.6 18,921 4.0 33 0.7
2003(d) 1,733,222.0 90,399.1 19,173 59 4.6 13
2004 1,827,597.0 94,036.4 19,435 54 4.0 14
2005 1,941,671.0 98,843.0 19,644 6.2 5.1 1.1
2006 2,090,548.0 105,274.9 19,858 7.7 6.5 1.1
2007 2,232,656.0 111,415.5 20,039 6.8 5.8 1.2
2008 2,365,501.0 116,837.9 20,246 6.0 4.9 1.1
2009 2,449,214.0 119,613.9 20,476 3.5 24 1.1
2010 2,645,542.0 127,958.5 20,675 8.0 7.0 1.0
2011 2,863,691.0 137,222.2 20,869 8.2 7.2 1.0
2012 3,045,288.0 149,807.6 20,328 6.3 9.2 0.9
2013 3,266,041.0 159,451.3 20,483 7.2 6.4 0.8
2014() 3,506,664.0 169,608.9 20,675 74 6.4 0.9

Notes:  (@): Provisional.

(b): From 1997 the figures are based on “Statistics on Vital Events 2000-2010” published by Registrar General’s Department in
January 2011. 2001 figure is based on Census of Population and Housing-2001. From 2008 the figures are provisional.

(©: Upto 2002 data are based on 1996 prices and 2003 onwards data are based on 2002 prices.
(d): From 2003, data are based on GDP estimates compiled by the Department of Census and Statistics.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Table A6: Labour Force Participation of the Household Population
All Island, 2002-2014

Household Labour Labour Labour force
population force force Employed Unemployed
(10 yrs. & over) participation
No. mn. No.mn. rate (%) No.mn. Rate No.mn. Rate
2002
ql 14.1 7.3 51.7 6.7 91.3 0.6 8.7
q2 14.2 7.0 49.5 6.3 90.2 0.7 9.8
q3 14.3 7.0 49.4 6.4 90.9 0.6 9.1
q4 14.3 7.2 50.6 6.7 92.5 0.5 7.5
2003 (@)
ql 15.6 7.6 49.1 6.9 90.8 0.7 9.2
q2 15.6 7.5 48.3 6.9 91.9 0.6 8.1
q3 15.7 7.6 48.6 7.0 91.6 0.6 8.4
g4 15.8 7.8 49.6 7.2 92.1 0.6 79
2004
q1 (b) 16.3 8.0 49.0 7.3 91.9 0.7 8.1
q2 (e) 16.5 8.0 48.6 7.3 91.0 0.7 9.0
q3 (e) 16.7 8.0 47.8 7.3 91.5 0.7 8.5
g4 (e) 16.7 8.2 48.8 7.5 91.8 0.7 8.2
2005 (c) 16.9 8.1 48.3 7.5 92.3 0.6 7.7
2006 (d)
ql 14.8 7.6 51.7 7.1 92.8 0.5 7.2
q2 14.8 7.5 51.1 7.1 93.7 0.5 6.3
q3 15.0 7.6 50.7 7.1 93.6 0.5 6.4
q4 15.0 7.6 51.0 7.1 93.7 0.5 6.3
2007(d)
ql 15.0 7.5 49.8 7.0 93.8 0.5 6.2
q2 15.0 7.4 49.0 6.9 93.5 0.5 6.5
q3 15.0 7.5 50.2 7.1 94.4 0.4 5.6
q4 15.1 7.6 50.1 7.2 94.5 0.4 55
2008 (a)
ql 16.3 8.0 49.1 7.6 94.9 0.4 5.1
q2 16.3 8.0 49.0 7.6 94.5 0.4 55
q3 16.3 8.2 50.3 7.7 94.5 0.4 55
a4 16.4 8.2 49.7 7.7 94.6 0.4 54
2009 (@)
ql 16.6 8.2 49.2 7.7 94.5 0.5 5.5
q2 16.5 8.0 48.3 7.5 93.8 0.5 6.2
q3 16.7 8.1 48.7 7.6 94.1 0.5 59
q4 16.6 8.1 48.5 7.6 94.3 0.5 57
2010 (a)
ql 16.9 8.1 48.2 7.7 95.0 0.4 5.0
q2 16.8 8.1 47.9 7.6 94.6 0.4 54
q3 16.8 8.0 47.4 7.6 95.1 0.4 4.9
q4 17.0 8.3 48.8 7.9 95.5 0.4 4.5
2011 (a)
ql 16.9 8.1 48.0 7.8 95.7 0.3 4.3
q2 17.2 8.3 48.3 8.0 95.8 0.4 4.2
q3 171 8.3 48.3 7.9 96.1 0.3 39
a4 - - - - - - -
2012 (e)
ql - - - - - - -
q2 17.8 8.3 46.4 7.9 96.1 0.3 39
q3 17.8 8.4 47.2 8.1 95.9 0.3 4.1
q4 18.1 8.7 48.1 8.4 96.1 0.3 39
2013 (e)(g
ql 16.4 8.9 54.2 8.5 95.4 0.4 4.6
q2 16.4 8.9 54.2 8.5 95.6 0.4 4.4
q3 16.4 8.8 53.8 8.4 95.6 0.4 4.4
g4 16.4 8.7 53.0 8.3 95.9 0.4 4.1
2014 (e)(g
ql 16.4 8.8 53.4 8.4 95.9 0.4 4.1
q2 16.5 8.8 53.6 8.4 95.5 0.4 4.5
q3 16.6 8.9 53.2 8.5 95.8 0.4 4.2
q4 16.6 8.8 52.9 8.4 95.6 0.4 4.4

Notes:  Upto 4™ quarter 2002, data excludes both Northern and Eastern provinces.
@ Including Eastern province but excluding Northern province.
() Excluding Vavunia,Mullaitivu Kilinochchi districts.
© Quarterly labour force survey was conducted as a one off survey in August 2005.
() Excluding Northern & Eastern provinces.
© Allthedistricts are included.
@ LabourForce Survey was not conducted for this quarter.
@© Allpersons of age 10 years and over are considered to be in the working age (Labour Force) , before 2013. However, this was
changed as age 15 and over from 2013 onward.
Source: Department of Census and Statistics, Quarterly Report of the Sri Lanka Labour Force.
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Table A7: Gross Domestic Fixed Capital Formation, 1992-2014

Private(a) Public(b) Private(@) Public(b) Private@  Public(b) Private(@  Public(h)
(Rs. mn., current market prices) (As % of GDP) (At constant prices(c)€))  (Growth in real terms)
1992 86,407 13,632 20.3 3.2 8640.7 1363.2 39.0 5.3
1993 105,305 20,570 21.1 4.1 11084.7 2165.3 28.3 58.8
1994 136,649 17,611 23.6 3.0 14693.4 1893.7 32.6 -12.5
1995 147,280 23,595 22.1 35 17533.3 2808.9 19.3 48.3
1996 160,181 23,328 20.9 3.0 13238.1 1927.9 -24.5 -31.4
1997 186,950 29,923 21.0 34 21738.4 3479.4 64.2 80.5
1998 221,754 33,960 21.8 33 26399.3 4042.9 214 16.2
1999 266,518 35,210 24.1 3.2 60572.3 8002.3 129.4 97.9
2000 311,460 41,132 24.8 33 46486.6 6139.1 -23.3 -23.3
2001 267,298 42,346 19.0 3.0 21556.3 3415.0 -53.6 44.4
2002 298,731 31,812 18.9 2.0 35563.2 3787.1 65.0 10.9
2003(f) 318,909 46,285 17.5 25 62,531.2 9,075.5 75.8 139.6
2004 422,060 51,262 20.2 25 47,961.4 5,825.2 -23.3 -35.8
2005 478,917 94,347 19.5 3.8 46,049.7 9,071.8 4.0 55.7
2006 624,972 105,938 21.3 3.6 55,307.3 9,375.0 20.1 33
2007 714,084 170,604 20.0 4.8 51,006.0 12,186.0 -7.8 30.0
2008 852,708 262,602 19.3 6.0 52,313.4 16,110.6 2.6 32.2
2009 838,629 308,811 17.3 6.4 142,140.5 52,340.8 171.7 2249
2010 1,128,151 323,851 20.1 5.8 154,541.2 44,363.2 8.7 -15.2
2011 1,402,217 370,298 214 5.7 177,495.8 46,873.2 14.9 5.7
2012 1,695,184 494,621 224 6.5 190,470.1 55,575.4 7.3 18.6
2013 1,946,925 589,723 224 6.8 290,585.8 88,018.4 52.6 58.4
2014(d) 2,119,243 633,020 21.7 6.5 415,537.8 124,121.6 43.0 41.0

: Private sector and public corporations.

: Government and public enterprises.

: Current series deflated by GDP deflator.

: Provisional.

: Upto 1995 data are based on 1982 prices. From 1996-2002 data are based on 1996 prices. 2003 onwards
data are based on 2002 prices.

(®: From 2003, data are based on GDP estimates compiled by the Department of Census and Statistics.

Notes:

gggee

o)

Source:  Central Bank of Sri Lanka, Annual Report, various issues.
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Table A12: Basic Indicators of the General Price Level, 1994-2014

CCpI CCPI CCPI WPI GDPD
(1952=100) % change (2002=100) % change (2006/07 % change (1974=100) % change (1996=100) % change
=100)

1994 1,527.4 8.4 873.4 5.0 82.3 9.3
1995 1,644.6 7.7 950.3 8.8 89.2 8.4
1996 1,906.7 15.9 1,145.1 20.5 100.0 121
1997 2,089.1 9.6 1,224.3 6.9 108.6 8.6
1998 2,284.9 94 1,298.7 6.1 117.8 8.4
1999 2,392.1 4.7 1,295.3 0.3 123.1 4.4
2000 2,539.8 6.2 1,317.2 17 131.3 6.7
2001 2,899.4 14.2 1,471.2 11.7 147.6 124
2002 3,176.4 9.6 100.0 1,628.9 10.7 160.0 8.4
2003 3,377.0 6.3 105.8 1,679.1 3.1 168.2 5.1
2004 3,632.8 7.6 115.3 9.0 1,889.0 12.5 183.0 8.8
2005 4,055.5 11.6 128.0 11.0 2,105.9 11.5 202.1 10.4
2006 4,610.8 13.7 140.8 10.0 2,351.5 11.7 2249 11.3
2007 5/416.1 17.5 163.1 15.8 2,924.4 24.4 256.4 14.0
2008 199.9 22,6 129.2 3,653.6 249 298.3 16.3
2009 206.8 34 133.6 3.5 3,500.9 4.2 315.8 5.9
2010 219.1 59 141.9 6.2 3,893.0 11.2 338.9 7.3
2011 226.5 6.9 151.5 6.7 4,306.5 10.6 365.5 7.9
2012 - - 162.9 7.6 4,457.3 35 398.1 8.9
2013 - - 174.2 6.9 4,867.9 9.2 424.8 6.7
2014() - - 179.9 33 5,022.1 3.2 446.4 5.1
Notes:  (a): Provisional.

(b): CCPI (2002 = 100) has been replaced since June 2011.
CCPI: Colombo Consumers Price Index

WPI: Wholesale Price Index

GDPD: GDP Deflator

Sources: Department of Census and Statistics.
Central Bank of Sri Lanka, Annual Report, various issues.
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Table A13: Wage Rate Indices, 1993-2014
(December 1978 =100)

Workers in wages boards trades(a) Government employees(b)
Nominal Real Nominal Real

1993 685.8 116.6 675.5 114.8
1994 712.4 111.7 735.5 115.4
1995 740.3 107.7 792.5 115.4
1996 801.7 100.7 818.2 103.0
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 1,205.2 85.4 1,525.0 108.1
2004 1,233.0 81.3 1,872.1 123.3
2005 1,329.7 78.5 2,417.5 142.7
2006 1,358.2 70.5 3,150.8 163.5
2007 1,648.8 73.6 3,828.4 171.6
2008 2070.4 75.5 4116.1 150.4
2009 21714 76.7 4502.8 159.0
2010 2865.3 95.3 4651.6 154.7
2011 2996.1 93.3 4964.5 154.7
2012 3662.0 106.2 5304.7 153.8
2013 3869.2 104.9 5568.3 150.9
2014(0) 4012.2 105.3 6058.0 159.0

Notes:  The wage rates used in the calculation of index numbers are minimum wages.
@: Combined index for workers in agriculture, industry and commerce, and services.
(b): Combined index for non-executive officers and minor employees.
(©: Provisional.

Source:  Central Bank of Sri Lanka, Annual Report, various issues.
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Table A14: Sri Lanka's Direction of Foreign Trade, 1997-2014

1. Exports to selected countries and groupings

USA
UK.
Germany
Japan

EC
Germany
UK

ASEAN
Singapore
Malaysia

SAARC
India

NAFTA
USA
Canada

APEC
USA
Japan
Singapore

Japan

India

Hong Kong
USA

UK
Taiwan

EC
Germany
UK

ASEAN
Singapore
Malaysia

SAARC
India

NAFTA
USA
Canada

APEC
USA
Japan

Unit 1997 1998 1999 2000 2001 2002 2003 2004 2005
US$ mn. 1666 1890 1792 2193 1926 1764 1777 1869 1988
US$ mn. 525 530 604 737 576 590 640 779 777
US$ mn. 230 232 216 230 199 199 232 274 272
US$ mn. 234 196 159 230 186 140 162 158 145
% of total exports 35 336 353 334 26.1 29.0 30.0 325 309
% of exports to EC 171 179 162 15.2 15.8 14.6 15.1 14.6 13.9
% of exports to EC 39 41 45 48.5 45.8 433 41.6 41.6 39.6
% of total exports 34 3 3.1 3.5 29 2.6 2.5 2.6 29
% of exports to ASEAN 43.7  38.1 379 38.7 51.4 63.6 61.8 67.9 52.2
% of exports to ASEAN 16.6  10.1 6 5 5.9 84 11.7 7.1 9.5
% of total exports 3.1 3 3.8 4.2 33 5.5 6.8 8.8 103
% of exports to SAARC 37 332 337 306 45.6 66.5 70.0 77.3 86.7
% of total exports 455 51.5 498 505 421 39.6 36.6 34.4 333
% of exports to NAFTA 953 954 951 95.4 95.1 94.6 94.6 94.5 94.1
% of exports to NAFTA 3.2 3.1 3.1 3.1 34 33 34 3.6 3.7
% of total exports 59.8 589 56.3 57.8 59.5 54.6 52.2 47.8 46.2
% of exports to APEC 724 834 841 83.5 83.1 82.5 80.6 81.4 82.3
% of exports to APEC 10.2 8.6 7.5 8.7 8.0 6.6 74 6.9 5.9
% of exports to APEC 0.1 19 2.1 23 25 31 3.0 338 33
2. Imports from selected countries and groupings
US$ mn. 479 556 561 646 337 355 448 412 380
US$ mn. 560 539 512 600 709 853 1073 1439 1835
US$ mn. 411 411 459 516 500 491 560 619 648
US$ mn. 187 230 216 255 266 219 198 240 205
US$ mn. 282 305 251 311 221 263 273 312 277
US$ mn. 372 379 347 390 323 288 276 291 279
% of total imports 176 233 194 18.8 14.2 14.6 16.5 15.7 14.5
% of imports from EC 205 202 158 16.5 16.3 13.6 13.0 154 13.9
% of imports from EC 316 303  29.1 32.8 26.0 29.5 24.8 24.8 21.6
% of total imports 1147 196 211 21 19.4 19.1 19.8 20.0 20.5
% of imports from ASEAN 383 368 482 467 4438 46.0 46.2 51.2 48.2
% of imports from ASEAN 223 228 18 20.5 22.7 21.7 25.6 24.1 25.7
% of total imports 13.1 15.1 14.2 14 11.9 15.6 17.6 19.7 22.4
% of imports from SAARC 839 833 814 848 844 89.4 91.5 91.4 92.6
% of total imports 5.7 7.1 5.5 6 49 3.8 3.5 3.6 3.2
% of imports from NAFTA 64.7 75.0 89  84.1 91.5 93.8 85.4 84.4 71.2
% of imports from NAFTA 19 13.6 9.3 15.6 8.2 5.8 14.3 15.3 28.0
% of total imports 619 459 534 54.9 55.6 52.1 49.2 46.4 44.0
% of imports from APEC 59 116 9.1 9.2 10.1 8.5 7.1 7.6 6.2
% of imports from APEC 94 281 236 232 12.8 13.8 16.0 13 11.6
% of imports from APEC 9.1 157 19 17.8 15.6 16.8 18.7 20.5 224

Singapore
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Cont./

Unit 2006 2007 2008 2009 2010 2011 2012 2013 2014@)

s

. Exports to selected countries and groupings

USA US$ mn. 2006 1970 1869 1576 1701 2145 2126 2494 2731
UK. US$ mn. 880 1018 1090 1024 990 1112 1059 1078 1116
Germany US$ mn. 329 438 405 347 400 510 455 468 498
Japan US$ mn. 164 160 159 139 171 223 217 224 237
EU % of total exports 337 37.6 374 38.5 333 339 330 315 314
Germany % of exports to EU 14.2 15.2 13.4 12.7 13.9 14.3 14.1 14.3 14.3
UK % of exports to EU 379 354 359 37.6 344 31.1 328 329 32.0
ASEAN % of total exports 34 3.0 3.2 4.8 9.0 7.0 39 30 38
Singapore % of exports to ASEAN 39.0 34.8 29.7 25.8 65.5 55.4 26.1 33.7 33.6
Malaysia % of exports to ASEAN 12.9 15.7 17.2 13.9 94 133 180  15.1 10.7
SAARC % of total exports 8.7 8.5 6.9 6.2 7.2 6.6 7.8 74 7.9
India % of exports to SAARC 81.6 79.8 74.5 73.0 76.8  74.1 744 704 70.9
NAFTA % of total exports 309 27.6 249 24.1 21.6 224 24.3 26.4 27.1
USA % of exports to NAFTA 94.2 933 92.4 92.2 91.5 905 89.6 908 90.6
Canada % of exports to NAFTA 36 37 4.4 43 5.0 5.4 6.1 5.5 5.7
APEC % of total exports 44.0 38.8 37.0 379 398 387 38.1  40.1 41.6
USA % of exports to APEC 81.5 66.4 623 58.7 49.5 525 57.1 59.9 59.1
Japan % of exports to APEC 6.6 5.4 5.3 5.2 5.0 5.5 5.8 5.4 5.1
Singapore % of exports to APEC 3.0 2.7 25 3.2 14.9 10.0 2.7 25 3.0

2. Imports from selected countries and groupings

Japan US$ mn. 450 413 426 224 584 1025 552 668 941
India US$ mn. 2173 2610 3447 1820 2570 4431 3640 3171 4023
Hong Kong US$ mn. 659 725 695 517 580 632 605 430 351
USA US$ mn. 201 412 279 259 168 266 234 416 492
UK US$ mn. 303 230 250 254 267 304 297 281 290
Taiwan US$ mn. 275 264 251 201 264 352 365 435 443
EU % of total imports 13.7 12.4 12.5 12.6 10.9 9.2 9.3 9.2 8.2
Germany % of imports from EU 15.8 16.4 16.0 19.3 172 183 179 231 20.6
UK % of imports from EU 21.5 16.5 14.2 19.8 182 164 16.7 169 18.3
ASEAN % of total imports 21.7 16.9 15.8 18.7 18.8 18.6 18.2 18.6 16.2
Singapore % of imports from ASEAN 52.9 58.4 55.8 55.8 61.8 564 48.2 502 40.0
Malaysia % of imports from ASEAN 23.7 14.8 16.1 15.1 15.2 182 232 170 23.6
SAARC % of total imports 229 249 26.0 20.1 214 23.7 21.0 19.9 223
India % of imports from SAARC 92.4 92.7 94.0 88.6 89.3 92.1 90.2 88.4 92.7
NAFTA % of total imports 4.1 44 4.7 5.2 33 32 30 3.6 4.1
USA % of imports from NAFTA 48.0 83.5 42.4 48.4 37.6 41.3 41.2 64.0 61.2

Canada % of imports from NAFTA 51.5 16.1 57.6 51.6 624 587 58.1 35.2 38.6

APEC % of total imports 43.8 46.1 43.0 47.8 46.3 46.6 48.7 52.0 53.1

USA % of imports from APEC 5.3 79 4.6 53 2.7 2.8 2.5 44 4.8

Japan % of imports from APEC 11.9 7.9 7.0 4.6 94 109 5.9 7.1 9.1

Singapore % of imports from APEC 26.2 215 20.6 219 25.2 225 18.0 18.0 12.2
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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Table A16: Structure of Commodity Exports, 1995-2014

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1. Agricultural exports

Value (US$ mn.) 829.0 961.0 1060.0 1088.0 947.0 10050 932.0 938.0 965.0 1065.2
Growth 18.1 15.9 10.3 26 -13.0 6.1 -7.3 0.6 29 104
% of total exports 21.8 23.5 22.8 22.7 20.5 18.2 19.3 20.0 18.8 18.5
1.1 Plantation crops
Value (US$ mn.) 695.00 829.00 916.00 918.00 783.00 850.00 796.00 771.00 815.0 903.30
Growth 21.3 19.3 10.5 02 -147 8.6 -6.4 -3.1 5.7 10.8
% of total exports 18.3 20.2 19.7 19.1 17.0 154 16.5 16.4 159 15.7
1.1.1 Tea
Value (US$ mn.) 481.0 615.0 719.0 780.0 621.0 700.0 690.0 660.0 683.0 738.9
Growth 134 279 16.9 85 -204 12.7 -1.4 4.3 35 8.2
% of total exports 12.6 15.0 15.5 16.3 13.5 12.7 143 14.0 133 12.8
1.1.2 Rubber
Value (US$ mn.) 111.0  104.0 79.0 44.0 33.0 29.0 24.0 27.0 39.0 51.3
Growth 53.1 6.3 -240 443  -25.0 -12.1 -17.2 12.5 44.4 31.5
% of total exports 29 25 1.7 0.9 0.7 0.5 0.5 0.6 0.8 0.9
1.1.3 Coconut kernel products
Value (US$ mn.) 69.0 81.0 82.0 56.0 84.0 77.0 41.0 41.0 48.0 58.6
Growth 37.7 174 1.2 -31.7 50.0 83 468 0.0 171 22.1
% of total exports 1.8 20 1.8 1.2 1.8 1.4 0.9 0.9 0.9 1.0
1.2. Minor agricultural crops
Value (US$ mn.) 1340 1320 1450 1700 165.0 155.0 1360 168.0 150.0 1619
Growth 3.7 -1.5 9.9 17.2 29 -6.1 -123 235 -10.7 7.9
% of total exports 35 3.2 3.1 35 3.6 2.8 2.8 3.6 29 28

2. Mineral exports

Value (US$ mn.) 87.0 96.0 90.0 60.0 64.0 97.0 86.0 90.0 84.0 120.0
Growth 0.2 10.3 -6.3 -33.3 6.7 51.6 -11.3 4.7 -6.7 429
% of total exports 23 2.3 19 13 14 18 18 19 16 2.1

3. Industrial exports

Value (US$ mn.) 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 4,506.1
Growth 19.6 4.7 143 5.0 -1.6 206 -134 -2.1 9.5 133
% of total exports 754 734 74.1 75.2 77.0 77.6 77.0 77.3 77.5 78.3
3.1 Textile & garments
Value (US$ mn.) 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 2,808.9
Growth 19.4 2.6 19.6 8.2 -1.4 230 -147 4.7 6.2 9.1
% of total exports 48.7 46.4 49.0 51.3 52.6 54.0 52.8 51.6 50.2 48.8
3.2 Petroleum products
Value (US$ mn.) 85.0 1040 97.0 73.0 74.0 98.0 68.0 73.0 65.0 99.6
Growth 6.1 224 -6.7 24.7 14 324  -30.6 74 -11.0 53.2
% of total exports 2.2 2.5 2.1 15 16 18 14 16 13 17

4. Total commodity exports Inc. petroleum
Value (US$ mn.) 3,806.6 4,095.0 4,639.0 4,798.0 4,610.0 5,522.0 4,817.0 4,699.0 5,133.0 5,757.2
Growth 18.6 7.6 133 34 -39 19.8 -12.8 24 9.2 12.2

5. Total commodity Eeports excl. petroleum
Value (US$ Mn.) 3,721.6 3,991.0 4,542.0 4,725.0 4,536.0 5,424.0 4,749.0 4,626.0 5,068.0 5,657.6
Growth 19.0 7.2 13.8 4.0 4.0 196 -124 -2.6 9.6 11.6
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2005 2006 2007 2008 2009 2010 2011 2012 2013  2014@)

1. Agriculture exports

Value (US$ mn.) 1,153.8 1,292.7 1,507.2 1,854.8 1,690.3 2,306.42,527.802,331.50 2,581.10 2,793.90
Growth 8.3 12.0 16.6 23.1 -8.9 36.4 9.6 -7.8 10.7 8.2
% of total exports 18.2 18.8 19.7 229 239 26.7 23.9 239 24.8 25.1
1.1 Plantation crops
Value (US$ mn.) 970.40 1,098.20 1,275.80 1,567.60 1,449.90 1,779.60 1,963.30 1,745.90 1,818.10 2,030.00
Growth 74 13.2 16.2 229 -7.5 22.7 10.3 -11.1 4.1 11.7
% of total exports 15.3 16.0 16.7 19.3 20.5 20.6 18.6 17.9 17.5 18.2
1.1.1Tea
Value (US$ mn.) 810.2 881.2 1,025.2 1,271.5 1,185.1 1,440.6 1,490.90 1,411.90 1,542.20 1,628.30
Growth 9.6 8.8 16.3 24.0 -6.8 21.6 35 -5.3 9.2 5.6
% of total exports 12.8 12.8 13.4 15.7 16.7 16.7 141 14.4 14.8 14.6
1.1.2 Rubber
Value (US$ mn.) 46.9 93.1 109.4 125.1 98.6 173.2 2064 125.1 71.3 453
Growth 8.6 98.5 17.5 14.4 -21.2 75.7 19.2 -39.4 “43.0 -36.5
% of total exports 0.7 14 14 1.5 14 20 20 13 0.7 0.4
1.1.3 Coconut Kernel Products
Value (US$ Mn.) 48.8 52.8 60.3 82.4 58.2 55.4 - - - -
Growth -16.7 8.2 14.2 36.7 -29.4 4.8 - - - -
% of Total Exports 0.8 0.8 0.8 1.0 0.8 0.6 - - - -
1.2. Minor agricultural crops
Value (US$ mn.) 183.4 1946 2315 287.3 2404 71.6 88.7 76 101.3 165.2
Growth 13.3 6.1 19.0 241 -16.3 -70.2 239 -14.3 333 63.1
% of Total Exports 29 2.8 3.0 35 34 0.8 0.8 0.8 1.0 1.5

2. Mineral exports

Value (US$ mn.) 1433 1199 1278 97.8 88.7 24.2 329 61.3 51.6 59.5
Growth 19.4 -16.3 6.6 -23.5 9.3 -72.7 36.0 86.3 -15.8 15.3
% of total exports 23 17 17 1.2 13 03 03 0.6 0.5 0.5

3. Industrial exports

Value (US$ mn.) 4948.4 5,401.1 59673 6,158.0 5,305.4 6,096.17,991.707,371.20 7,749.40 8,262.00
Growth 9.8 9.1 10.5 32 -13.8 14.9 31.1 -7.8 5.1 6.6
% of total exports 78.0 78.5 78.1 75.9 74.9 70.7 75.7 75.4 74.6 74.2
3.1 Textile & garments
Value (US$ mn.) 22,894.5 3,080.4 3,339.6 3,468.7 3,274.2 3,356.04,191.20 3,991.10 4,508.30 4,929.90
Growth 3.0 6.4 8.4 39 -5.6 25 249 4.8 13.0 94
% of total exports 45.6 44.8 43.7 42.8 46.2 38.9 39.7 40.8 43.4 44.3
3.2 Petrolium products
Value (US$ mn.) 1309 1884 168.9 2549 1347 2634 5527 463  427.7 338
Growth 314 439 -10.4 50.9 47.2 95.5 109.8 -16.2 -7.6 -21.0
% of total exports 2.1 2.7 2.2 3.1 19 3.1 5.2 4.7 4.1 3.0

4. Total commodity exports inc. petroleum
Value (US$ mn.) 6,346.7 6,882.7 7,640.0 8,110.6 7,084.5 8,625.810,558.809,773.5010,394.3011,130.10
Growth 10.2 8.4 11.0 6.2 -12.7 21.8 224 -7.4 6.4 7.1

5. Total commodity exports excl. petroleum
Value (US$ mn.) 6,215.8 6,694.3 7,471.1 7,855.7 6,949.8 8,362.410,006.1 9,310.5 9,966.6 10,792.1
Growth 9.9 77 11.6 5.1 -11.5 20.3 19.7 -7.0 7.0 8.3

Note:  (a): Provisional.
Sources: Central Bank of Sri Lanka, Annual Report, various issue; IPS database.
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Table A19: Tourist Arrivals by Country of Residence, 2003-2014

2003 2004 2005 2006 2007 2008
No. Growth No. Growth No. Growth No. Growth No. Growth No. Growth
North America 25,110 26.4 29,759 18.5 46,457 56.1 35,323 -24.0 28,355 -19.7 24,311 -14.3
Canada 11,164 345 14,633 31.1 21,185 448 14,623 -31.0 11,869 -18.8 10,258 -13.6
U.S.A. 13,946 20.6 15,126 8.5 25,272 67.1 20,700 -18.1 16,486 -20.4 14,053 -14.8
Western Europe 255,169 27.4 284,440 11.5 227,191 -20.1 228,445 0.6 194,448 -14.9 167,187 -14.0
Germany 58,908 6.8 58,258 -1.1 46,350 -20.4 47,402 2.3 35,042 -26.1 30,625 -12.6
United Kingdom 93,278 38.1 106,645 143 92,629 -13.1 88,306 -4.7 94,060 6.5 81,331 -13.5
France 28,585 43.0 29,996 49 26,653 -11.1 22,693 -14.9 8,091 -64.3 10,594 30.9
Italy 15,654 28.6 18,862 20.5 10,192 -46.0 12,424 21.9 11,451 -7.8 9,126 -20.3
Netherlands 118,197 54.9 21,455 179 15,156 -29.4 19,360 27.7 17,526 -9.5 13,030 -25.7
Asia 1177,351 24.0 198,068 11.7 223,351 12.8 242,132 8.4 202,480 -16.4 173,039 -14.5
Japan 17,115 25.8 19,641 14.8 17,148 -12.7 16,189 -5.6 14,274 -11.8 10,075 -29.4
India 90,603 29.5 105,151 16.1 113,323 7.8 128,370 13.3 106,067 -17.4 85,238 -19.6
Pakistan 9,704 43.6 9,638 -0.7 11,029 14.4 11,145 1.1 10,204 -8.4 7,885 -22.7
Australasia 22,965 73.9 26,540 15.6 29,738 12.0 25,127 -15.5 22,924 -8.8 21,839 -4.7
Australia 19,958 77.9 23,247 16.5 25,986 11.8 21,849 -15.9 20,241 -7.4 19,536 -3.5
Other(a) 20,047 19.8 27,395 36.7 22,571 -17.6 28,576 26.6 45,801 60.3 52,099 13.8
Total 500,642 27.3 566,202 13.1 549,308 -3.0 559,603 1.9 494,008 -11.7 438,475 -11.2
Contd.../
2009 2010 2011 2012 2013 2014(b)
No. Growth No. Growth  No. Growth No. Growth  No. Growth No. Growth
North America 24,948 2.6 40,216 61.2 49,057 22.0 59,236  20.7 65616 10.8 72,653 10.7
Canada 10,707 4.4 21,123 973 24671 168 29,329 189 30926 54 33,282 76
US.A. 14,241 13 19,093  34.1 24,386 27.7 29,907 226 34,690 16.0 39,371 135
Western Europe 170,123 1.8 256,861 51.0 315,210 22.7 373,063 184 421,037 129 479,007 13.8
Germany 29,654 -3.2 45,727  54.2 55,882 22.2 71,642  28.2 85470 19.3 102,977 205
United Kingdom 81,594 03 105496 293 106,082 06 114,218 7.7 137,416 203 144,168 49
France 15,886 50.0 31,285 969 48,695 556 56863 168 64,388 13.2 78,883 22.5
Italy 7,514 177 11,423  52.0 13,527 18.4 15,871 173 17,982 13.3 21,116 17.4
Netherlands 11,291 -13.3 17,861  58.2 23,966 34.2 26,754 11.6 22,281 -16.7 24,196 8.6
Asia 174,534 09 244,124 399 333,841 36.8 380,289 139 509,653 34.0 650810 27.7
Japan 10,926 8.4 14352 314 20,586 434 26085 26.7 29923 14.7 39,136 30.8
India 83,634 -1.9 126,882 51.7 171,374 35.1 176,340 29 208,795 184 242,734 16.3
Pakistan 7,373 -6.5 9,148  24.1 14,724 61.0 16,056 9.0 25,336 57.8 25,424 03
Australasia 26,068 19.4 37,290 43.0 46467 246 57,776 243 60,836 53 65252 73
Australia 23,239 19.0 33,456 440 41,728 247 51,614  23.7 54,252 5.1 57,940 6.8
Other(a) 52,217 0.2 75,985 455 111,400 46.6 135,241 214 217,451 60.8 259,431 19.3
Total 447,890 2.1 654476 46.1 855,975 30.8 1,005,605 17.5 1,274,593 26.7 1,527,153 19.8

Notes: (a): Latin America & the Caribbean, East Europe, Africa, and Middle East.
(b):  Provisional.

Source: Ceylon Tourist Board, Annual Statistical Report, various issues and Monthly Statistical Bulletin, 2012.
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Themes of the “Sri Lanka: State of the Economy Reports

1992 Macroeconomic Policy

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

2005 Post-Tsunami Economic Issues

2006 Agriculture Reforms: Irrigation Water Charges and Land Policy
2007 Empowerment of the Poor

2008 Political Economy Dilemma of Reforms

2009 The Global Economic Crisis: Issues, Impacts and Outlook
2010 Growth and Stability in Post-conflict Economic Recovery
2011 Post-Conflict Growth and Recovery

2012 Keeping Sri Lanka on the Growth Expressway

2013 The Transition to a Middle-Income Economy

2014 Rising Asia: Opportunities and Challenges for Sri Lanka

2015 Economic Reforms: Political Economy and Institutional Challenges



Sri Lanka's fiscal constraints, the demographics of a contracting labour force, and skill deficien-
cies suggest that a rise in infrastructure investment will spur growth only temporarily. Sustaining
higher growth in the long run must come via a competitive export sector through improvements
in productivity, notably due to innovation and to investments in human capital.

Overhauling Sri Lanka's tax system, tackling loss making state-owned-enterprises (SOEs), im-
proving labour market efficiency, filling skill gaps in the work force, improving productivity of
agriculture, delivering a better safety net to the poor and vulnerable, to name a few, are amongst
a raft of reforms that need attention. Such reforms are politically difficult to deliver through the
legislative phase, and are often even more difficult to implement. Reforms generate distribu-
tional impacts that create 'losers' and 'winners', entailing short-term adjustment costs and the
potential for long-term benefits. Thus, while reforms need to be ambitious in scope, it is typically
the case that ambition may have to be tempered by political economy realities.

An agenda setting for reforms must begin with attempts to strengthen interactions between
institutions, policy processes, and policy outcomes. 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. The Sri Lanka: State of the Economy 2015 report
addresses these through an overarching theme of "Economic Reforms in Sri Lanka: Political
Economy and Institutional Challenges". The report examines in some detail the many inter-
related reforms that touch on important economic policy areas - trade and investment, labour
market, foreign employment, education, health, social protection, agriculture and the environ-
ment. Given the array of issues, the report argues for coherence and prioritization in the design
of reforms on several fronts, so that they add up to a plausible overall economic strategy that will
help Sri Lanka to achieve sustained high growth in the long-run.

INSTITUTE OF POLICY STUDIES OF SRI LANKA

100/20, Independence Avenue
Colombo 7

SRI LANKA

Tel: 94 11 2143100, Fax: 94 11 2665065

Email: ips@ips.lk, Website:www.ips.lk

Blog: ‘Talking Economics’ - http://ipslk.blogspot.com
Twitter: www.twitter.com/TalkEconomicsSL
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