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1. Policy Perspectives

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

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

Sri Lanka's most obvious development achievements
in its post-conflict phase of growth have been in the
areas of infrastructure. Infrastructure development has
been driven by an ambitious public investment
programme that has seen the country's public
investment-to-GDP ratio climb to an average of 6.0-
6.5 per cent from the more typical range of 4.0-4.5
per cent, seen over the last decade. Whilst this shift
has been accompanied more recently with a better
mix of fiscal consolidation efforts -- focused more on
cutting current spending than on axing investment and
raising taxes -- there has also been a greater reliance

‘
‘

For Sri Lanka, the
transition to a post-
conflict era raises

legitimate economic,
political and social

aspirations that call for
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harmonious growth
process
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on foreign private capital to meet Sri Lanka's
development programmes.

Greater reliance on such sources of funding
may be inevitable, as the country climbs up
the rank of middle income countries,
whereby traditional sources of overseas
development assistance (ODA) funding for
large scale infrastructure projects are on the
wane. However, in the case of Sri Lanka,
the uptake of costlier funds has been swift
in order to meet post-conflict development
aspirations. The share of non-concessional
loans and commercial borrowing in Sri
Lanka's outstanding foreign debt has
increased sharply from 7.3 per cent in 2006
to 42.9 per cent in 2011. Indeed, in July
2012, Sri Lanka announced the issuance of
a fresh US$ 1 billion Sovereign Bond, the
fifth since the country started to tap the
international capital market. Dependence on
such foreign capital to finance public
expenditures necessarily imposes constraints
on domestic policy options on the
macroeconomic front. Indeed, as noted in
the ‘Sri Lanka: State of the Economy 2011’
report, "foreign currency denominated debt
carries well-known additional risks,
especially in relation to the exchange
rate…the trade-off between fiscal conditions
and exchange rate management can constrict
a country's macroeconomic space
considerably."

Such stresses and strains on the economy
were clearly evident in the second half of
2011. Sri Lanka's financial market had swung
sharply from an environment of excess rupee
liquidity in the beginning of 2011, to
constrained liquidity conditions by the third
quarter of 2011. Excess rupee liquidity was
created as the Central Bank of Sri Lanka
(CBSL) stepped up intervention in the foreign
exchange market to prevent an undue
appreciation of the currency on the back of
significant higher inflows of foreign capital.
The relaxed monetary policy regime in turn
fuelled a mini credit boom -- with credit to

the private sector growing at 34 per cent -
draining liquidity in the financial market and
leading to upward pressure on interest rates.

Despite evidence of a sharply deteriorating
external current account deficit, driven by a
surge in imports fuelled by access to
relatively cheap credit and an over-valued
exchange rate, the CBSL continued to hold
policy interest rates steady and resorted to
reverse intervention in the foreign exchange
market to ensure that the rupee stays within
a pre-determined band. In doing so, Sri Lanka
also saw its accumulated gross official
reserves -- a large component of which is
borrowed liabilities -- fall from a peak of
US$ 8 billion in July 2011 to US$ 5.5 billion
by February 2012 in defense of the currency.
The policy strategy was reminiscent of what
followed in 2008 which eventually saw Sri
Lanka approach the International Monetary
Fund (IMF) for a Stand-By Arrangement (SBA)
for balance of payments (BOP) support in
February 2009.

With the SBA yet to be fully disbursed,
policy corrections were put in place in
February 2012, allowing the exchange rate
to move in line with underlying economic
fundamentals, adjusting policy interest rates
and imposing a ceiling on credit growth of
commercial banks. Whilst the policy
corrections were in the right direction
bringing some long-awaited adjustments,
they did involve a cost. As opposed to a
more gradual depreciation of the currency,
the sudden policy shift saw the rupee
depreciate by over 20 per cent with
significant overshooting and volatility as
would be expected. Attempts to force the
pace of credit growth too, lead to financial
resource misallocation that Sri Lanka can ill
afford. More critically, uncertainty in
movements of key macroeconomic
indicators destabilizes investor confidence
in policy, as well as the near term outlook
for the economy.
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Thus, Sri Lanka needs to be more sensitive
to the risks of undermining its long term
growth objectives and be more circumspect
in implementing prudent and timely policy
interventions. Competent management of the
macroeconomic environment is all the more
critical in an era of increased reliance on
foreign capital and global economic
uncertainties that makes the country more
vulnerable to periodic BOP stresses.

The upshot of efforts to regain
macroeconomic stability is that the country
will see a slowdown in its targeted GDP
growth for 2012.  Not surprisingly, the
tighter monetary policy stance and subdued
global demand saw the CBSL revise Sri
Lanka's GDP forecast down to 7.2 per cent
for 2012. This should not be a cause for
alarm; a lower growth target in an
environment of macroeconomic stability is
to be preferred to one of high growth
accompanied by unsustainable
macroeconomic fundamentals.

While economic growth alone should not
be the sole yardstick by which governments
attempt to gain legitimacy, growth does
matter. Rapid growth over a period of years
allows countries such as Sri Lanka to grow
from low income levels to middle-income
status. The trickier part is to ensure that the
growth process is sustainable and inclusive.
This is particularly so for a country emerging
from a prolonged and divisive conflict. For
Sri Lanka, the transition to a post-conflict
era raises legitimate economic, political, and
social aspirations that call for a steady and
politically harmonious growth process.

The available evidence suggests that much
has already been achieved in bridging sectoral
and regional disparities. Higher growth has
been accompanied by sharper declines in
poverty across the more disadvantaged estate
and rural agriculture sectors, relative to the
better off urban areas of economic activity.

Nonetheless, socio-economic disparities do
persist across provinces and population
groups in the country. While Sri Lanka has
seen a reduction of inequality at the aggregate
level over recent years, more than a half of
income is still received by the richest 20 per
cent of households.

Income inequality captures both vertical
inequality among individuals or households,
and horizontal inequality across economic,
social and political groups with common
identities such as ethnicity, caste, gender and
location. The extremes of the equity
spectrum -- perfect equality or perfect
inequality -- are both inimical to growth.
For most countries, inequality lies
somewhere between these two, and impacts
on their efforts to maximize growth,
dependent partly on specific country
contexts.

More recent literature finds that inequality
may shorten growth duration. For instance,
it can make it difficult for the poor to invest
in education and health and improve their
economic opportunities. At the same time,
the evidence cautions against distortionary
incentives to address inequality. Poorly
designed efforts can be more harmful to
growth than inequality per se. On balance,
promoting policies that maximize the use
of productive resources can tilt the scales
towards the notion that attention to
inequality can bring significant long run
benefits for growth. What is also perhaps
critical to the argument is emerging evidence
that suggests that for developing countries,
longer growth spells -- as opposed to rapid
growth spells -- are associated with more
equality in income distribution. Thus,
sustaining a country's long term growth
momentum is vital.

For Sri Lanka, the sources of faster growth in
recent years have been kick-started, not
surprisingly, by the government. There has
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been a remarkable strengthening of the
country's infrastructure development
programmes, making up for decades of
underinvestment. Better infrastructure in
roads, ports, airports, etc., that will improve
running costs and cut-down on delays will
filter through to all parts of the economy
and bring gains in efficiency. Even as the
rapid expansion of the country's physical
assets bode well for longer term growth
prospects, the multiplier effects of the
infrastructure boom is also providing an
immediate boost to current growth. In 2011,
construction activities grew by 14.2 per cent,
and by 17.9 per cent in the first half of 2012.
The momentum will continue for some time
yet, but it would be prudent to desist from
extrapolating long term growth targets based
on growth rates of the recent past.

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

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

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

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

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



Policy Perspectives

5

as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.

Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.

Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.

The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.

Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.

Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing



State of the Economy 2012

6

countries of 1 per cent. Despite stated policy
intentions to raise this to 1.5 per cent of
GDP by 2016, more needs to be done to
put in place a holistic innovation policy that
will bring together entrepreneurs and
different organizations within the so-called
'innovation system,' such as universities,
public laboratories, banks, business
chambers, and other enterprises. Unless Sri
Lanka improves its training in advanced
science and technology related subjects, and
develops skills in problem solving and
creativity, it will exhaust the gains from
adopting existing 'catch-up' technology
without leaving much room for further
productivity gains.

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

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

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

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

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



2008$2009 j¾Ihkays we;s jQ wd¾Ól w¾nqofha 

miq lïmk ;jÿrg;a fkdkeiS mj;S' hqfrdamdkq 

ixúOdkfha rgj,a tkï Kh nßka mSä; rgj,a  

Tjqkaf.a hym;a wd¾Ól ;;a;ajhg kej; 

msúiSug fjr ork w;r;=r§ wd¾Ól w¾nqoh 

fya;=fjka weußld tlai;a ckmoh wdka;sl 

jYfhka muKla wd¾Óluh jYfhka j¾Okhla 

fmkakqï lrhs' wfkla w;g ÈhqKq fjñka mj;sk 

wd¾Ólhla Bg idfmalaIj fkdkeiS mej;s w;r 

wd¾Ól j¾Okfhys ie,lsh hq;= ld¾h idOk 

,nd .ekSug fjr orñka isá' ksiel jYfhkau 

ixj¾ê; rgj, úp,kh jk o< foaYSh ksIamdÈ; 

j¾Okh mqoa.,hkaf.a Ôjk ;;a;ajh my; 

fy<Sug fya;= ú we;s w;r th wd¾Ól n,h 

ngysr isg fmrÈ.g f.k hEug o fya;= ù we;' 

Y%S ,xldjo ±kg mj;sk fj<|fmd< wd¾Ólh 

;=< keÕS tk ;rejla njg m;a ù we;s w;r" 

2009 j¾Ifha uehs udifha§ §¾> ld,Skj mej;s 

isú,a hqoaO ;;a;ajh ksud ùu;a iuÕ o< foaYSh 

ksIamdÈ;h idudkH jYfhka 8] la f,i jd¾;d 

fldg we;' 2011 j¾Ifha wjidkfha§ o< foaYSh 

ksIamdÈ; j¾Okh 8'3] la o" ú/lshd wkqmd;h 

4'2] o WoaOukh 6'7] la o fmkakqï lrñka 

Y%S ,xldj iqúfYaIs jYfhka f,dal wd¾Óluh 

wjmd;hlg <Õd ùu wNsnjd uOHia: uÜgfuka 

wd¾Ól j¾Okfha ;srirnj yd Ñria:dhS nj 

;yjqre ù we;' 2011 j¾Ifha§ tal mqoa., 

wdodhu weußldkq fvd,¾ 2836 fmkakqï lrñka 

o" ta iuÕu rfÜ ksrfmaCI oßøNdjh my; 

fy<ñka" wdodhï úiu;dj wju lrñka o YS>% 

yd Ñria:dhS wd¾Ól j¾Okhla <Õd lr .ekSu 

iïnkaO rcfha wNsm%dhka uQ,sl fldg .ksñka 

by< wd¾Ól j¾Okhla <Õd lr f.k we;' 

isú,a hqO ;;a;ajh ksud lsÍu;a iuÕ Y%S ,xldfõ 

lemS fmfkk ixj¾Okhla fmkakqï lrkqfha 

há;, myiqlï iïnkaOfhka h' há;, myiqlï 

ixj¾Ok l%shdoduh ksYaÑ; b,lalhka iuÕ jq 

fmdÿ wdfhdack jevigykla uÕska l%shd;aul 

lrkq ,nhs' o< foaYSh ksIamdÈ;fha 6'0 - 6'5 

w;r j¾Okhla fmkakqï lrñka há;, myiqlï 

ixj¾Okh iïnkaOfhka rdcH wdfhdackh by< 

w.hla fmkakqï fldg we;s w;r th miq.sh 

oYl lsysmh ;=< ta yd iïnkaOfhka fmkakqï l< 

4'0 - 4'5 jvd jeä w.hla olajhs' fuu j¾Okh 

uE; ld,Sk jYfhka Y%S ,xldj t<eô wdodhï 

;yjqre lr .ekSu i|yd jQ m%h;ak iuÕ b;d 

fyd¢ka uqiq ù we;s w;r" tjeks m%h;akhka 

wdfhdack  yd nÿ jeä lsÍu hk lreKq ms<sn|j 

iDKd;aul ;SrK fkdf.k mqkrdj¾;k úhoï 

lmd yeÍu iïnkaOfhka jeä jYfhka fhduq 

fjñka tu ;;a;ajh bgq lr f.k we;s w;r Y%S 

,xldfõ ixj¾Ok jHdmD;s idlaId;a lr .ekSu 

i|yd úfoaY fm!oa.,sl wdfhdack fj; ±ä 

úYajdihla ;nd lghq;= fldg we;' 

wm rg uOHu m%%udKfha wdodhï ,nk rgla 

jYfhka ÈhqKq ù ;sîu fya;=fjka uyd mßudK 

há;, myiqlï iïnkaO jHdmD;s i|yd úfoaY 

ixj¾Ok iyfhda.s;djh (ODA) jeks mdrïmßl 

l%shd úëka ySk ù f.k hhs' tjka wjÈhl fufia 

uQ,H ms<sn| úYd, úYajdihla ;nd lghq;= lsÍu 

fkdje,elaúh yels lreKla fõ' flfia fj;;a 

Y%S ,xldj iykodhS fkdjk úfoaY wdOdr ,nd 

.ekSu läkï ù we;af;a mYapd;a hqOiufha miq 

ixj¾Ok wruqKq uqÿka muqKqjd .ekSfï wruqfKks' 

2011 j¾Ifha§ Y%S ,xldfõ lemS fmfkk úfoaY 

Kh f,i fmkakqï l< yels iykodhs fkdjk 

Kh yd jdksc Kh iïnkaOfhka i,lk úg 2006 

j¾Ifha mej;s m%;sY;h jQ 7'3] isg 2011 j¾Ih 

jk úg 42'9] olajd iqúfYaIs j¾Okhla fmkakqï 

lrhs' 2012 j¾Ifha cQ,s udifha§ Y%S ,xldj 

úiska weußldkq fvd,¾ ì,shk 1 l rka Khlr 

ksl=;a lrkq ,enQ w;r th cd;Hka;r m%d.aOk 

fj<|fmd,g ,xldj msúiSfuka miq Khlr ksl=;a 

l< miafjks wjia:djh' rdcH úhoï i|yd tfia 

úfoaY uQ,H flfrys mj;sk mrd§k;ajh id¾j 

wd¾Ólfha foaYSh m%;sm;a;s iïnkaOfhka ksiel 

jYfhka n,mEï we;s lrhs' fuu lreKq —Y%S 

,xldfõ 2011 rdcH wd¾Ól ;;a;ajh˜ keue;s 

jd¾;dfõ fufia i|yka fõ'  —úfoaY Kh wm 

1'  m%;sm;a;s oDIAáfldAKhka

i



ljqre;a okakd wu;r wjodkï f.k ths' 

úfYaIfhkau úksuh wkqmd;h iïnkaOfhka 

tu wjodku mj;S' uQ,H fldkafoais yd úksuh 

wkqmd; l<ukdlrKh w;r w;rueÈ ;;a;ajh 

;=<ska rgl id¾j wd¾Ól wjldYh ie,lsh hq;= 

uÜgfuka wjysr lrkq we;' 

2011 j¾Ifha fojeks Nd.fha wd¾Ólh ;=< tjeks 

mSvk b;d meyeÈ<sj olakg we;' Y%S ,xldfõ 

uQ,H fj<|fmd, 2011 j¾Ifha uq,a Nd.fha§ 

remshf,a wêl øjYS,s;djfha isg 2011 j¾Ifha 

;=kajk ld¾;=fõ§ ixfrdaOl øjYS,s;dj olajd 

úp,kh ù we;' remshf,a wêl øjYS,s;dj we;s 

ùug fya;= jQfha Y%S ,xld uy nexl=j (CBSL) 

úiska iqúfYaIs jYfhka úfoaY uQ,H furgg .,d 

tafuka miq úfoaY úksuh fj<|fmdf,a we;súh 

yelsj ;snQ uqo,a wêl f,i jeä ùu je<elaùug 

mshjr .ekSuhs' ,sys,a uq,HlrK m%;sM,hkays 

iq¿ uQ,H W;aidyhka i|yd uÕ mEÿ w;r tys§ 

fm!oa.,sl wxYh i|yd 34] l uQ,H j¾Okhla 

we;s lrñka yd uQ,H fj<|mf,a øjYs,s;dj Y+kH 

lrñka fmd,S wkqmd;h by< wkqmd;hla olajd 

f.k f.dia we;'

wdkhk jákdlï b;d by< keÕSu yd by< .sh 

úksuh wkqmd;h fya;=fjka u;= jQ úfoaY cx.u 

.sKqï ysÕh fkdi,ld yßñka uy nexl=j úiska 

;jÿrg;a fmd,S wkqmd; fkdfjkiaj mj;ajdf.k 

hkq ,enQ w;r" m%:u jYfhka ks.ukh lrk ,o 

mrdifha remsh, mj;So hkak iy;sl lr .kq 

jia úfoaY úksuh fj<|fmd,g kej; ueÈy;a 

fjk ,§' tfia l%shd;aul fjñka" Y%S ,xldj ;u 

uq¿ úfoaY ixÑ; m%udKh" tkï 2011 cQ,s udifha 

weußldkq fvd,¾ ì,shk 8 isg 2012 fmnrjdß 

udifha§ weußldkq fvd,¾ ì,shk 5'5 olajd 

úp,kh jq úfoaY Kh jeä jYfhka we;=<;a jQ 

tu úfoaY ixÑ; ,nd .;af;ah' 2008 j¾Ifha§ 

wkq.ukh lrkq ,enQ m%;sm;a;su l%shdud¾. uÕska 

Y%S ,xldj 2009 j¾Ifha ;u f.jqï fYaI (BOP) 

mshjd .ekSu i|yd fmdfrd;a;= ie,iqula (SBA) 

f,i cd;Hka;r uQ,H wruqo, (IMF) fj; <Õd 

fjk nj wkdjrKh flßK' 

fmdfrd;a;= ie,iqï uÕska f.jqï fYaI mshjd 

.ekSug fhdod ;sìh §" úksuh wkqmd;h wd¾:sl 

uq,O¾u yd l%shd lsÍug bv i,iñka yd jdKsc 

nexl=j, uQ,H j¾Ok Wmßu iSudj yd fmd,S 

wkqmd; .,mñka 2012 j¾Ifha fmnrjdß ui§ 

m%;sm;a;s fjkialï isÿ lrk ,§' m%;sm;a;s 

ksjerÈ lsÍï §¾> ld,hla mej;s .e,mSï isÿ 

lrñka ksjerÈ udj;l msúi isá w;r" ta i|yd 

úhoula o ±Íug isÿ úh' uqo,a l%u l%ufhka 

wjm%udKh ùug m%;súreoaOj yÈisfha we;s jQ 

m%;sm;a;suh fjki n,dfmdfrd;a;= fkdjQ f,i 

b,lal mrhd hñka 20] lg jvd jeäfhka remsh, 

wj;rKh jk nj wkdjrKh úh' uQ,H j¾Okh 

fj; .uka lsÍug .;a W;aidyhka ys § o Y%S 

,xldjg md,kh l< fkdyels f,i uQ,H iïm;a 

úiu f,i fn§ hdula isÿ úh' tfyhska uQ,sl 

id¾j wd¾Ól o¾Ylj, wia:dhs;dj fya;=fjka 

wdfhdackhkaf.a m%;sm;a;s ms<sn| ;enQ úYajdih 

fukau wd¾Ólh ms<sn| jQ wfmaCIdj o wia:dhs 

;;a;ajhg m;a úh' 

fufia Y%S ,xldj ;u §¾> ld,Sk ixj¾Ok wruqKq 

CIh ù hdu ms<sn| jvd;a ixfõ§ úh hq;=jdla 

fukau úplaIKYS,s fukau ld,Sk m%;sm;a;suh 

ueÈy;aùï ms<sn|j jvd;a iqmßCIdldÍ úh 

hq;= fõ' id¾j wd¾Ól mßirfha ;rÕldß 

l<ukdlrKh" úfoaY uQ,H ms<sn|j jQ fkdukd 

úYajdih yd f.da,Sh wd¾Ól wia:dhs;djla mej;s 

ld, mßÉfþofhaÈ jvd;a ;SrKd;aul idOlhla 

jQ w;r f.jqï fYaI ysÕh we;s ùug o jvd;a 

mdol úh' 

furg id¾j w¾Ól ia:dhs;dj kej; w;alr .kq 

msKsi jq W;aidyhkays § isÿ jQfha 2012 jif¾§ 

b,lal.; o< foaYSh ksIamdÈ;fha j¾Okh 

;jÿrg;a ukao.dó ùuhs' t;l=ÿ jqj;a ±ä 

uQ,H m%;sm;a;s wdl,am yd ±uqKq f.da,Sh b,a¨u 

yuqfõ Y%S ,xld uy nexl=j úiska 2012 j¾Ih 

i|yd Y%S ,xldfõ o< foaYSh ksIamdokh ms<sn| 

mq¾jl;kh m%;sfYdaOkh lrk ,oafoa 7'2] 

f,ih' fuh mqÿuhg lreKla fkdfõ' ta id¾j 

wd¾Ól ia:dhs;dj ;=< jq ukao.dñ j¾Ok b,lal" 

ia:dhs fkdjk id¾j wd¾Ól uq,O¾u iuÕ hd jq 

by< j¾Okhlg ys;jdÈ f,i n,mdk neúks'   

rdcHhka ks;Hkql+, ;;a;ajh ,nd .ekSug orK 

m%h;akfha§ zzj¾OkhZZ hk lreK ;=<§ wd¾Ól 

j¾Okh muKla ñkqï oKavla f,i fkd.kS' §¾> 

ld,hla ;=< isÿ jQ YS>% wd¾Ól j¾Okh Y%S ,xldj 

jeks rgj,a iïnkaOfhka wvq wdodhï uÜgfï 

isg uOHu wdodhï uÜgu olajd j¾Okh ùug 
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Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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wjia:d i,id we;' ÿIalru ld¾hh jkqfha fuu 

j¾Ok l%shdj,sh ;srir fukau th l%shd;aul 

jkafka o hkak ms<sn| iy;sl ùuh' fuu 

ldrKh úfYaIfhka wod< jkafka §¾> ld,Sk 

jYfhka hqoaOhlska wk;=rej bÈßhg .uka lrk 

rgla iïnkaOfhks' Y%S ,xldj iïnkaOfhka" tys 

mYapd;a hqO ixl%dka;s iufha we;s jQ wd¾Ól" 

foaYmd,k yd iudchSh wNs,dIhka yuqfõ ia:dhS 

fukau foaYmd,kuh jYfhka iuldó j¾Okhlg 

bv i,id we;'

±kg mj;sk lreKqj,ska fy<sù we;af;a 

,xldfõ tla tla fldgiaj, fukau l,dmSh 

jYfhka úiu;djla we;s ùug fndfyda lreKq 

fya;= ù we;s njhs' wd¾Ólfha we;s jQ by< 

j¾Okh iïnkaOfhka i,lk úg ,xldfõ 

jvd;a oßø;djfhka fmf<k .%dóh lDIs m%foaY 

yd j;=lrfha ck;dj oßø;djfha iqúfYaI 

my<hEula fmkakqï lrk w;r th jvd by< 

wdodhï ;;a;ajhla iys; kd.ßl ck;dj yd 

ixikaokh lsÍfï§ jvd iqúfYaIS j¾Okhls' 

tfia jqj;a Y%S ,xldfõ m<d;a uÜgfuka fjkaj 

ck lKavdhï w;ro iudc wd¾Ól úiu;djhla 

;j ÿrg;a mj;S' Y%S ,xldj uE; jljdkqj ;=<§ 

úiu;djhka wju lsÍu Wmßu wkaoñka isÿ 

lr ;snqKo" uq¿ wdodhfuka yß wvlau Okj;a 

20] l msßila w;r muKla ixikaokh fõ' 

mqoa.,hska w;r tkï .Dy uÜgfuka isria f,i 

wodhï úiu;djh ±lsh yels w;ru jd¾.sl l=, 

ia;%S mqreI fNaoh yd foaYmd,kuh jYfhka  isria 

úiu;djho y÷kdf.k we;' iu;=,s;Ndjfha 

w;sYh iSudka;sl tkï mQ¾K jYfhka iduQysl 

nj fyda mQ¾K úiu;dj hk wka;hka oaú;ajhu 

zzj¾OkhZZ i|yd m%;sjd§ f,i n,mdhs' fndfyda 

rgj, zzúiu;djhZZ by; lS wka;hka fol w;r 

fld;kl fyda ia:dk.; ù  we;s w;r" j¾Okh 

Wmßu lr .ekSu i|yd ork m%h;akh ráka rgg 

fjkia fõ'

uE; ld,Sk lreKqj,ska fy<sù we;af;a 

úiu;djh j¾Okh ySklr ùug fya;= úh 

yels njhs' WodyrKhla f,i oßø;djfhka 

fmf<kakkayg wOHdmkh iy fi!LHh fjkqfjka 

wdfhdackh lsÍu ÿIalr ld¾hhla ùu Tjqkayg 

wd¾Ól wjia:djla lrd <.d ùug o ÿIalr fõ' 

ta w;ru tjeks lreKq zzúiu;djhZZ we;s lr,Su 

iïnkaOfhka o fya;=mdol fõ' wid¾:l f,i 

isÿ lrk W;aidyhl§ tjeks lreKq úiu;djhg 

jvd j¾Okh flfrys RKd;aul f,i n,mdkq 

we;' wfkla w;g M,odhS iïm;a Wmßu whqßka 

m%fhdackhg .ekSu m%j¾Okh lrjk m%jD;a;s 

u.ska zzúiu;djhZZ ms<sn| wjOdkh fhduq 

lsÍu ld,jljdkqjla wjidkfha § zzj¾OkhZZ 

i|yd Okd;aul jYfhka n,mdkq we;s njg 

woyi we;s lrjhs' we;eï úg fuu ld¾hh 

iïnkaOfhka  RKd;aul idCIshla ù we;af;a 

ÈhqKqfjñka mj;sk rgj,a iïnkaOfhka i,lk 

úg iS>% j¾Ok l%shdj,shg jvd È¾>ld,Sk j¾Ok 

l%shdj,Ska wdodhï úiu;djh wju lsÍug jvd 

ys;jd§ f,i n,mdk njhs' fufia rgl §¾> 

ld,Skj mj;sk .uH;dj b;d w;HdjYH fõ'

Y%S ,xldfõ uE; ld,Skj isÿ jQ YS>% j¾Okfha 

uQ,dY%hka mK .ekaùug wdKavqj bjy,a jQ nj 

fkdryils' oYl .Kkdjla uq¿,af,a wju jYfhka 

wdfhdackhla isÿ jQ há;, myiqlï iïnkaOfhka 

ixj¾Okhla isÿ lsÍug ta yd ne¢ jevigyka 

iqúfYaIS jYfhka l%shd;aul lrkq olakg ,efí' 

uydud¾." jrdh" .=jkaf;dgqm, wdÈh ixj¾Okh 

lrñka we;s jk há;, myiqlï ixj¾Okh u.ska 

m%udoh j<lajñka wd¾Ólfha iEu wxYhla fj;u 

iqNodhS m%;sM, we;s lrñka ld¾hCIu;dj by< 

kexùug WmldÍfõ' rgl fN!;sl iïm;aj, YS>% 

jHdma;sh §¾> ld,Sk j¾Ok ie,iqï flfrys o 

tjeks há;, myiqlïj, nyqúO m%;sm, mj;akd 

j¾Okh fõ.j;a lr,Sug o ifya;=l fõ' 2011 

j¾Ifha § bÈlsÍï lghq;= 142 la j¾Okh jQ w;r 

2012 j¾Ifha m<uq Nd.fha§ 17'54] la o j¾Okh 

úh' fuu .uH;dj ;jÿrg;a hï;dla ld,hla 

olajd mj;skq we;' tfyhska th uE; w;S;fha 

j¾Ok wkqmd; mdol fldg .ksñka §¾> ld,hla 

j¾Ok b,lal wkqudk lsÍfuka je<elaùug ;rï 

úpCIKYS,S jkq we;'

§¾> ld,Sk j¾Ok .;sl;ajfhka ksÍCIKh lrkq 

,nk kshduk wdh;k" fj<|m, iajNdjh rcfha 

N+ñldj iy m%;sm;a;s i|yd f¾Çh nys¾ksfõYk 

fya;=mdol fkdfõ' ksiel jYfhkau ixj¾Okfha 

tla wjÈhl§ tu j¾Okh by< kxjk lreKq tu 

ixj¾Okfha ;j;a wjÈhl§ Bg RKd;aul f,i 

n,mdkq we;'

há;, myiqlï i|yd uqo,a fhoùu" mj;akd 

há;, myiqlï kv;a;= lsÍu fukau kj 
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as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.

Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.

Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.

The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.

Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.

Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing
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wdfhdackh isÿ lsßu o úhoï iys; l%shdjkah' Y%S 

,xldj ;u há;, myiqlï <.dlr .ekSfuys,d 

úfoaY uQ,H flfrys jeä úYajdihla ;nd .kS' 

flfia fj;;a óg fmr idlÉPd l< mßÈ iyk 

fkdue;s úfoaY Kh by< hEu fya;=fjka fjk;a 

wjodkï ;;a;ajhkag uqyqK §ug isÿjk fyhska 

tjeks úi÷ulg hdhq;af;a wjidk Wmdh f,ihs'

;srir fukau §¾> ld,Sk j¾Okhla i|yd 

jQ m%;sm;a;s jevigyk ;=,§ úfoaY iïm;a 

fh§u iïnkaOj m%h;ak i|yd tys uq,a ;ekla 

ysñ ù we;' tys§ Y%S ,xldj fuu m%h;akh 

yuqfõ ÿ¾j, f,i m%;spdr olajd we;' tkï 

miq.sh oYl fol ;=<§ o< cd;sl ksIamdokh 

i|yd rfÜ whNdrh l%u l%ufhka wvq jQ w;r 

th 2011 j¾Ifha§ 14'2] f,i ±lajQfha 20] la 

jQ uOHu wdodhï idudkHhg idfmaCIljh' 2011 

j¾Ifha§ Y%S ,xldfõ foaYSh b;sß lsÍï m%;sY;h 

jQfha 15'4] ls' tjeks ;;a;ajhlg Y%S ,xldfõ 

iudc ixialD; iïu;h;a n,md we;' tkï 

furg b;sß lsÍï iïnkaOfhka i<lk úg ta 

i|yd jQ b;sß lsÍï mqreoao b;d wvq uÜgul 

mj;s' tfukau ta i|yd oyl .Kkdjla ;=< 

furg mej;s id¾j wd¾Ól mßirh ta i|yd 

wdOdr wkqn, § fkdue;' by< uÜgul mj;sk 

WoaOukh wd¾Ólfha idudkH wx.hla ù we;s 

w;r" th b;sß lsÍï wffO¾hj;a lsÍug;a Kh 

.ekSu Èßu;a lsÍug;a fya;= ù we;'

Bg wu;rj" Y%S ,xldfõ j¾;udk ck.yk 

fjkialï iïnkaO lrefKa§" tkï b;d blauka 

jfhdajDoaO ck.ykh jeäùfï m%jK;djhla 

;=< wdodhï Wmhkakkaf.a ixLHdj wvqùu yd 

hefmkakka ixLHdj by< hEu fya;= fldgf.k 

hï ld,hla .;ùu;a iuÕ Y%S ,xldfõ §¾> 

ld,Sk wd¾Ól j¾Ok wNs,dIhkag m%;súreoaO 

f,i n,mdkq we;'

b;sß lsÍï isÿ fkdlsÍu yd m%udKj;a iudc 

wdrCIKhla fkdue;sùu fya;= fldgf.k 

jfhdajDoaO ck;dj ;jÿrg;a ;reK ck.ykh 

u; hefmkq we;' tjeks ;;a;ajhla ;=<§ 

;reK Y%ñlhkayg jfhdajDoaO msßi /ln,d 

.ekSug isÿjk neúka Tjqkaf.a b;sßlsÍï 

my< ±óug fya;=jkq we;' .Dyia: b;sßlsÍï 

wvqùfï m%jK;djfha wfkla me;slv jkqfha 

by< hk mdßfNda.sl úhouhs' 2011 jif¾§ Y%S 

,xldfõ uq¿ mßfNdackh o foaYSh ksIamdokfhka 

84'6] la úh' uE; j¾Ihkays§ mdßfNda.sl 

úhou YS>%fhka by<hEu tla m%jK;djls' 

ieneúkau nexl= fCIa;%h úiska tla tla 

fCIa;% iïnkaOfhka wkdjrKh lr.;a mßÈ 

2011 jif¾ foieïn¾ jk úg mdßfNda.sl 

Kh ,nd .ekSï 60] lska by< f.dia we;' 

tfukau iuia; wd¾Ól mßirh" tkï 

WoaOukfha yeisÍu" fmd,S wkqmd;" úksuh 

wkqmd;j, ish,a,lau b;sßlrkakkaf.a yd Kh 

,nd.kakkaf.a yeisÍï rgdjg n,mdhs' tneúka 

mßfNdackh yd wdfhdackh w;r fukau foaYSh 

yd úfoaYSh b,a¨u w;ro ukd iu;=,s;;djla 

we;s ùu flfrys úpCIKYS,S m%;sm;a;s ;sîu 

w;HdjYH fõ'

wdfhdackh yd b;sßlsÍï iïnkaOj wvq keUqrejla 

iys; jQ o ySk jk Y%u n,ldhla o iys;j" tkï 

;reK msßia ia;%Ska yd jeäysáhka jekakjqkaf.ka 

Y%u n,ldhg odhl;ajhla fkdue;s ;;a;ajhla 

;=<§ wvq M,odhS;djla iys; lDIsld¾ñl fCIa;%h 

jeks fCIa;%hka wd¾Ól j¾Okh i|yd wdOdr úh 

yels wdldrh iqúfYaIS wjOdkhlg fhduq l< yels 

jkqfha úfYaIfhka th furg /lshd wjia:djka 

ìys lsÍfï jeo.;a uQ,dY%hla f,i iy wd¾Ól 

ixj¾Okhg jvd jeo.;a jQ iudc wd¾Ól m%ñ;Ska 

tkï wdydr iqCIs;Ndjh yd oßø;dj wju lsÍu 

jeks lreKqj,§ m%Odk ks¾Kdhlhla ùu mokï 

fldg .ksñks' ieneúkau Y%S ,xldj jeks wvq - 

uOHia: wdodhula iys; rgj,a ;=< Yla;su;a jQ 

foaYSh wdydr ksIamdok fCIa;%hl mej;Sfï jdis 

ms<sn| 2008 j¾Ifha f.da,Sh wdydr w¾nqofha§ 

úfYaIfhka fmkajd fok ,o w;r" j¾;udkh 

jk úg f,dalfha NdKav fj<|m, j¾Okh ùfï 

m%jK;djla ;=< furg wdydr wjYH;djfhka 

85] l m%udKhla tu fCIa;%h u.ska imhkq 

,efí' 

flfia jqjo lDIs fCIa;%fha M,odhS;dj by< 

kexùfuys wNsfhda.hka úYd, m%udKhla 

mj;S' lDIsl¾udka;h ;=< M,odhS;dj 

;yjqre lsÍfï§ lDIs m¾fhaIK yd jHdmD;s 

i|yd isÿlrk ;srir wdfhdackh ;=<ska 

ìys jQ kj ;dCIKh w;HjYH fõ' miq.sh 

oYl lsysmh ;=< fï iïnkaOfhka Y%S ,xldj 

úiska olajk ,o m%;spdr wju uÜgul mj;S'

State of the Economy 2012

8

Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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M,odhS;d j¾Okfha ish¿u wxYhka 

iïnkaOfhka wd¾Ólh iukaú; jk nj 

;yjqre lsÍu" tkï Y%ñlhkaf.a iy m%d.aOkfha 

ld¾hCIu;dj wdfhdack wjia:djla yd jHdmdr 

weo.ekSfuys ,d mqyqKq Y%u n,ldhla 

;rÕldÍ;ajhlska isàu jeo.;a ldrKhla nj 

y÷kdf.k we;' b;d ir, jQ ±kqu Wmfhda.S 

lr.;a ld¾hhka yd ld¾hhka wvqùf.k hk 

w;r ixlS¾K ikaksfõokhla yd úfYaI {dkh 

wjYH jk /lshdjkaf.a m%udKh by< hEu;a 

olakg ,efí' Y%S ,xldfõ mj;akd udkj iïm;a 

wdh;k úiska b,a¨ï lrkq ,nk wdldrfha 

mqyqKq Y%uhla f,i ixj¾Okh lsÍug iy 

mj;ajdf.k hEu ms<sn| ;yjqre lrkafka kï" 

kj ksmqK;djla ,nd.ekSug yels jk wdldrhg 

;D;Sl wOHdmkh yd mqyqKq Y%ñlhka fj; ux fm;a 

újr lsÍu iïnkaOfhka jQ ;SrKd;aul lreK 

flfrys m%;sm;a;sj,§ wjOdkh fhduq l< hq;= 

fõ' j¾;udkfha mj;sk ;D;Sh wOHdmkh wvq - 

uOHia: wdodhï Wmhk rgj,a i|yd m%udKj;a 

fkdjk" tfukau mgq fCIa;%hlska yd jvd wvq 

uÜgul mj;sk njg y÷kdf.k we;' Wiia 

wOHdmk mk; fyj;a Wiia wOHdmk ;;a;aj 

iy;sllrK n,h ,nd §fï yd .=Kd;aul 

rduqlrKfha mk; f,i o mk; y÷kajd §ug 

ork ,o W;aidyhka ys § o fmkakqï l< mßÈ" 

wOHdmk l%uh yd wdlD;sh fjkilg Ndckh 

lsÍu ;=<ska ;;a;aj iy;sllrKh yd n,h 

,nd §fï rduqj fj;g ux fm;a újr lrkq 

we;' Y%S ,xldfõ Y%ufha ñ, by< hk neúka" 

furg wOHdmkh m%;sixialrKh lsÍu ;jÿrg;a 

fkdie,ls,a,g Ndckh l< hq;= lreKla fkdfõ' 

óg fmr i|yka l< mßÈ Y%S ,xldfõ j¾;udk 

ck.yk yd Y%u n,ldh iïnkaO m%jK;djla 

furg §¾> ld,Sk j¾Ok b,lalj,g m%;súreoaO 

f,i l%shd;aul fõ'

wOHdmk m%;sixialrK isÿ lsÍu w;HjYH jqjo 

tajd l%shd;aul ùug fukau tys m%;sM, ,nd §ug 

o hï ld,hla .; jkq we;' ta w;r ld,fha§" kj 

fidhd .ekSï yd jHjidhlhka m%j¾Okh lsßu 

i|yd jQ  wkqmQrl Wmdh ud¾. ;=<ska fõ.j;a 

m%;sM, w;a lr .; yel' úoHdj" ;dCIKh yd 

wd¾Ól m%;sm;a;s hk uQ,sldx.hkaf.ka iukaú; 

jk kjH;d m%;sm;a;shla ;=<ska ixj¾Okh" 

jHdma;sh yd kj ksIamdok l%shdj,Ska" fiajd" 

jHdmdr fyda wdh;k wdlD;s m%j¾Okh lsÍug 

b,lal flf¾' kjH;d jHjidhl;aj wNsj¾Okh 

;=<ska wd¾Ólhla ;=< M,odhs;dj ;srir f,i 

mj;ajd.; yels wjia:djka by< kxjhs'

Y%S ,xldj ;=< m¾fhaIK yd ixj¾Okh fjkqfjka 

o< foaYSh ksIamdÈ;fhka fjka lrkq ,nk 

m%;sY;h my< w.hla .kS' ±kg mj;akd o;a; 

;=<ska fy<s ù we;af;a f,dalfha ixj¾Okh fjñka 

mj;akd rgj,a i|yd ks¾foaY lr w;s 1] yd 

ixikaokh lrk úg th Y%S ,xldfõ o< foaYSh 

ksIamdÈ;fhka 0'1] l ;rï wvq m%;sY;hls' 

2016 jk úg o< foaYSh ksIamdÈ;fhka 1'5]

l m%;sY;hla olajd th by< kexùu i|yd 

ilik ,o m%;sm;a;s ;SrK tla mfil ;sìh§ 

jvd;a wjYH lreKla ù we;af;a úYajúoHd," 

rdcH m¾fhaIKdh;k" nexl=" jHdmdr lKavdhï 

iy wfkl=;a jHdmdr wdÈ jHjidhlhka yd 

úúO wdh;k tys —kjH;d moaO;sh˜ hgf;a 

taldnoaO lrjk ys;jd§ kjH;d m%;sm;a;shla 

iïmdokh lsÍuhs' Y%S ,xldj w;s kùk úoHdj 

iy ;dCIKh yd ine¢ úIhhka iïnkaO mqyqKq 

lsÍfï m%j¾Okh fkdlsÍu yd .eg¨ ksrdlrKh 

yd ks¾udKYS,s nj yd iïnkaO l=i,;d j¾Okh 

fkdlsÍu hk lreKq ;=< mj;akd ;dCIKh Ndú; 

lsßu ;=<ska ,nd .kakd jq m%;sM, iy wkd.; 

idOk uÜgu ;=rka lrhs' fujeks ixl%dka;s isÿ 

jk mßirhla fj; tu rfÜ md,kh fukau 

ixúOdkj, ;;a;ajh jeks mq¿,a jQ fya;=ka ±ä 

f,i n,mEï t,a, lrhs' th Y%S ,xldfõ kefkda 

;dCIKsl uOHiA:dk jeks m%uqL fmf,a wdh;k 

u.ska kjH;d l%shdj, fhfok fm!oa.,sl yd rdcH 

yjq,aldß;ajh Èß .ekaùu tkï rdcH há;, 

myiqlï jevigykaj, úYd, m%n, fm!oa.,sl 

wxYfha iyNd.s;ajh úh yelsh' ke;akï id¾j 

wd¾Ólfhys b;d úpCIKYS,S l,uKdldß;ajhla 

úh yelsh' tysÈ wdh;ksl iy md,kuh wx.hka 

b;d jeo.;a jkafkah' hï rgl wdh;k" 

m%;sm;a;s l%shdj,sh yd m%;sm;a;sj, m%;sM, w;r 

isÿ flfrk wka;¾l%shdldÍ;ajhkays§ tu rfÜ 

iudc foaYmd,k yd wd¾Ól ,CIK n,mdk nj 

meyeÈ,s lreKls'

Ökfha keÕS isàu;a" rdcHfha yd fj<|fmd< w;r 

idfmaCI jdis ms<sn| jQ kjHlrKhka yuqfõ" fulS 

lreKq ;jÿrg;a lemS fmkqKs' zzrdcH OkjdohZZ 

hkak jd.a fldaIhg meñKs w;r" bka ;srir 

wd¾Ól j¾Okhla w;A m;a lr .ekSu Wfoid 
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as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.

Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.

Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.

The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.

Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.

Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing
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rdcH fj; Okjd§ Wml%u Ndú; lsÍfï yelshdj 

yd ksmqK;dj mj;sk nj úia;r fldg we;' 

YS%s ,xldj o miqld,Skj ;u Woafhda.su;a rdcH 

wdfhdack jevigyka yd fm!oa.,SlrKh lrk 

,o rchg wh;a jHdmdr kej; rch fj;g ,nd 

.ekSfuka o b;d Yla;su;a f,i wd¾Ól fCIa;%h 

lrd wj;s¾K úh' flfia fj;;a ixikaokh 

lsÍï fndfyda úg ksuù we;' ksoiqkla jYfhka Y%S 

,xldj rdcH wdh;k kej; wE|d .ekSfï§ Ökfha 

l%ufõoh Ndú;d fkdlrhs' tkï rdcH wdh;khla 

jYfhka mej;" fm!oa.,SlrKh jQ miq ;rÕldÍ 

f,i l%shd;aul jkafka kï th wE|d fkd.kS' 

fm!oa.,sl yd rdcH yjq,a jHdmdr M,odhs;dj iy 

ld¾hCIu;dj jeä ÈhqKq lsÍu i|yd úl,amhla 

úh yelsh' fm!oa.,sl wdfhdaclhkaf.a msúiSu 

fndfyda úg foaYmd,ksl iy wd;aud¾:ldó wruqKq 

iys; iy uQ,Huh jYfhka ys;lr fkdue;s 

jHdmD;s l%shd;aul ùu j<lajhs' mqoa.,sl yd rdcH 

yjq,a jHdmdr Y%S ,xldfõ wkd.;hg .e,fmkafka 

kï M,odhS kshduk wdh;k f.dvke.Su fm!oa.,sl 

wdfhdack wE|d .ekSug bjy,a fõ' fuys§ o Y%S 

,xldj wjYH wdh;k we;s lsßfuys,d miqnEug 

,laj we;' by; idldÉPdfjka meyeÈ,s jk 

lreKla jkqfha úúO udkhka ms<sn| jQ m%;sm;a;s 

ie,iqï lsÍfï§ .e,mSula ;sìh hq;= njhs'

Y%S ,xldj yuqfõ bv m%ia:djka yd wNsfhda. 

úYd, m%udKhla mj;S' wd¾Ól j¾Okh läkï 

lsÍu i|yd f.da,Sh wd¾Ólh iuÕ iïnkaO 

ùu yd ndysr n,mEïj,ska th j<lajd .ekSu 

;u rg uOHia: wdodhï ,nk rgla f,i ;j 

ÿrg;a mej;Su j<lajk wdldrfhka udkj 

iïm; m%fhdackhg .ekSu" b;d by< tal mqoa., 

j¾Okhla we;s jk wdldrhg iudc ixp,;djh 

by< ±óu yd md,kh lsÍu" ;srir j¾Okhla 

muKla fkdj rg ;=< iudc taldnoaO;djhlao 

f.dvkxjk wdldrfhka ixúOdkuh yd md,k 

l%uhla we;s lsÍu'

;srir yd iudk j¾Okhla <Õd lr .ekSu i|yd 

jQ ud¾.h t;rï ir, fkdfõ' ta i|yd ld,hla 

.; jkjd muKla fkdj wjysr;d o mj;S' tfiaa 

jqjo Y%S ,xldj tjeks wjysr;d miqlr hd hq;=h' 

wjidkfha foaYmd,k lem lsÍï yd foaYmd,k 

kdhl;ajfha iajNdjh úiskau ;u rfÜ ck;djf.a 

jvd;a Wiia Ôjk ;;a;ajhla Wfoid rg .uka 

lsßu ms<sn| lreKq fy<s lrkq we;' 

fïjd iy fï yd iïnkaO jQ lreKq Y%SS ,xldfõ 

j¾Okh fõ.j;a lsÍu i|yd jQ wjia:djka iy 

wNsfhda. ms<sn| újdoh yd iïnkaO fõ' ta 

ms<sn|j fuu jd¾;dfõ b;sß fldgfia § idlÉPd 

lsÍug kshñ; h'
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Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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2008/09 fspd; ”Nfhs epjp neUf;fbapd; 

gpd; tpisTfs; ,d;Dk; KOikahf 

mfytpy;iy. INuhg;gpa xd;wpaj;jpd; fld; 

Rikf;Fl;gl;l ehLfs; jkJ nghUshjhuj;ij 

gioa epiyf;F nfhz;Ltu ,d;Dk; 

Nghuhbf;nfhz;bUf;fpd;wd. ,e; epjp 

neUf;fb Vw;gl;lijj; njhlu;e;J mnkupf;fh 

khj;jpuNk rpW tsu;r;rpiaf; fz;L tUfpwJ. 

kWjiyahf tsu;e;J tUk; nghUshjhuq;fs; 

,e;neUf;fbapypUe;J xg;gPl;LuPjpapy; 

ghjpg;Gf;fspd;wp kPz;L> nghUshjhu 

tsu;r;rpapy; Fwpg;gplj;jf;fNjhu; milit 

mile;Jnfhs;s jkJ Kaw;rpfisr; 

nrytpl;Lf;nfhz;bUf;fpd;wd. cz;ikapy;> 

mgptpUj;jpaile;j ehLfsJ cWjpaw;w 

nkhj;jj; Njrpa cw;gj;jp tsu;r;rpahdJ> 

tho;f;ifj;juj;jpy; rLjpahd neUf;fbfisj; 

Njhw;Wtpj;jpUg;gNjhL nghUshjhu 

gyj;jpy; Nkw;fpypUe;J fpof;if Nehf;fpa 

efu;nthd;iwAk; Vw;gLj;jpapUf;fpd;wJ. 

,yq;ifAk; $l jdJ ePz;l fhyg;Nghu; 2009 

Nk khjk; KbTf;F te;jijj; njhlu;e;J 

tpiuthdNjhu; kPnsOr;rpiaf; fhl;b 

nkhj;jj; Njrpa cw;gj;jpapy; ruhrup 08 

tPj tsu;r;rpAld;> tsu;e;J tUk; re;ijg; 

nghUshjhuq;fspilNa Xu; cja jhuifahf 

khwptUfpwJ. 2011k; Mz;bd; epiwtpy; 8.3 tPj 

nkhj;j Njrpa cw;gj;jp tsu;r;rpAlDk;> 4.2 

tPj Ntiyapd;ik tPjj;JlDk;> 6.7 tPj gz 

tPf;f tPjj;JlDk;> ,yq;ifahdJ cyfpd; 

nghUshjhug; gpd;diltpd; ghjpg;Gf;fspypUe;J 

Fwpg;gplj;jf;f tifapy; rpwg;ghf jd;idf; 

fhj;Jf;nfhz;bUg;gJk;> eLj; jtizapy; 

epiyahd tsu;r;rpf;Fk;> cWjp epiyf;Fk;> 

jd;id epiyg;gLj;jpf; nfhz;bUg;gJk; 

Kjw;ghu;itapNyNa njspthfj; njupfpwJ. 

2011 ,y; 2836 mnkupf;f nlhyu; Ms; tPj 

nkhj;jj; Njrpa cw;gj;jpAldhd ,e;j 

cau; tsu;r;rpahdJ ehL jOtpa uPjpapy; 

KOikahd tWikiaf; ifahs;tjpyhd 

njspthd Kd;Ndw;wq;fSlDk;> tUkhdr; 

rkkpd;ik tPo;r;rpAlDk;> tpiuthd kw;Wk; 

rkkhd tsu;r;rp Fwpj;j murhq;fj;jpd; 

njuptpf;fg;gl;l mgptpUj;jpf; Fwpf;Nfhs;fSld; 

,ize;jtifapy; ngwg;gl;Ls;sJ.

NghUf;Fg; gpe;jpa tsu;r;rpf;fl;lj;jpy; 

,yq;ifapd; kpfj; njspthd mgptpUj;jp 

milTfshdit fPo;f;fl;Lkhdj; JiwfspN-

yNa fhzg;gLfpwJ. fPo;f;fl;Lkhd 

mgptpUj;jpahdJ Fwpj;j  ,yf;nfhd;Wldhd 

nghJ KjyPl;L epfo;r;rpj;jpl;lk; xd;wpdhy; 

Kd;ndLf;fg;gLfpd;wJ. mjd; gb ehl;bd; 

nkhj;jj; Njrpa cw;gj;jpapd; tpfpjhrhuk; 

vd;w tifapy; ehl;bd; nghJ KjyPlhdJ 

fle;j jrhg;jj;jpd; toikahd 4.0 - 4.5 

tPjk; vd;w mstpypUe;J ruhrup 6.0 - 6.5 

tPjk; tiu cau;e;jpUf;fpwJ. ,e;j 

efu;thdJ kpf mz;ikapy; – KjyPLfis 

rLjpahf epWj;JtjpYk;> tup mwtpLtjpYk; 

my;yhky;  eilKiwr; nrytpdq;fisj; 

Jz;bg;gjpy; $Ljy; ftdk; nrYj;Jk;– 
epjpj;jpul;rp Kaw;rpfSld; rpwe;j Kiwapy; 

gpizf;fg;gl;L Kd;ndLf;fg;gl;lJ. mj;NjhL 

,yq;ifapd; mgptpUj;jp epfo;rpj;jpl;lq;fis 

epiwT nra;tjw;fhf ntspehl;L jdpahu;  

KjyPLfspy; ngupa mstpy; jq;fpapUf;f 

Ntz;ba Xu; epiyikAk; Vw;gl;bUf;fpwJ.

,g;gbahd epjp %yq;fspy; mjpfk; jq;fpapUg;gJ 

jtpu;f;f Kbahjjhf khwptpLtjw;Ff; fhuzk;> 

vkJ ehlhdJ> eLj;ju tUkhd ehLfspd; 

me;j];ij mle;Js;s fhuzj;jhy;> cjtp 

epjpfis toq;Fk; ghuk;gupa %yq;fs; (ODA) 
jkJ epjp cjtpfis gbg;gbahff; Fiwj;Jf; 

nfhz;bUg;gjhFk;. vJ vg;gb ,Ug;gpDk;> 

,yq;ifahdJ NghUf;Fg; gpe;jpa mgptpUj;jp 

mgpyhi\fis epiwNtw;wpf; nfhs;Sk; 

nghUl;L> Ngustpyhd fPo;f;fl;Lkhd 

nraw;jpl;lq;fSf;fhf nryT $ba 

ntspehl;L mgptpUj;jp  epjpfis Ntfkhfg; 

ngw;WtUfpwJ. ,jdhy; ,yq;ifapd; nkhj;j 

ntspehl;Lf; fld;fspy; 2006y; 7.3 tPjkhf 

,Ue;j rYifapy;yhf; fld;fSilaTk;> 

tu;j;jff; fld;fSilaTk; gq;fhdJ 2011y; 

42.9 tPjkhf kpf Ntfkhf mjpfupj;Js;sJ. 

cz;ikapy; 2012 [˜iyapy; ,yq;ifahdJ 

1. nfhs;iff; fz;Nzhl;lq;fs;.
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Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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01 gpy;ypad; mnkupf;f nlhyu;fSf;fhd jq;fg; 

gpizfspd; tpepNahfk; gw;wp mwptpj;jJ. ,J 

,yq;ifahdJ ru;tNjr %yjdr; re;ijapy; 

,Ue;J gzk; ngw;Wf; nfhs;s Muk;gpj;j 

gpd;duhd 05tJ jq;fg; gpiz tpepNahfkhFk;. 

nghJr; nrytpdq;fSf;fhd epjpaPl;lj;Jf;fhf 

,t;thwhd ntspehl;L %yjdq;fspy; 

jq;fpapUg;gjhdJ> Ngupdg; nghUshjhu 

mk;rq;fs; kPjhd cs;ehl;L nfhs;ifj; 

njupTfs; kPJ jtpu;f;fKbahj jilfis 

Vw;gLj;Jk;. cz;ikapy;> “,yq;if: 2011k; 

Mz;bd; nghUshjhu epiy” vd;w mwpf;ifapy; 

Fwpg;gplg;gl;bUg;gJ Nghy> “ntspehl;L 
ehzaj;jhy; epu;zapf;fg;gl;l fldhdJ 

tpN\lkhf ehza khw;WtPjk; njhlu;ghf 

kpfTk; mwpag;gl;l Nkyjpf Mgj;Jfisf; 

nfhz;LtUk;. tup epge;jidfSf;Fk;> 

ehzakhw;W tPj Kfhikj;Jtj;jpw;Fk; 

,ilapyhd tpl;nlLj;jyhdJ ehl;bd; 

Ngupdg; nghUshjhu  ntspia Fwpg;gplj;jf;f 

tifapy;   neUf;fbf;Fs;shf;Fk;.”   

nghUshjhuj;jpd; kPjhd mj;jifa 

mOj;jq;fSk; neUf;Fjy;fSk; 2011k; 

Mz;bd; ,uz;lhk; miug;gFjpapy; njspthfj; 

njupe;jd. ,yq;ifapd; epjpr; re;ijahdJ> 

2011k; Mz;bd; Muk;gj;jpy; &ghTf;fhd 

kpifj; jputj;jd;ik epiyapypUe;J> 

mNj Mz;bd; 03k; fhyhz;lhFk; NghJ 

,Wf;fkhd jputj;jd;ik epiyf;F Ntfkhfj; 

jsk;gYf;Fl;gl;lJ. &ghTf;fhd ,k;kpif 

jputj;jd;ik epiyahdJ> ntspehl;L %yjd 

cl;gha;r;ry; Fwpg;gplj;jf;f msT cau;thff; 

fhzg;gl;l epiyapy; ehzaj;jpw;fhd 

kpifg; ngWkjpNaw;wk; xd;W Vw;gLtijj; 

jLf;FKfkhf ntspehl;L ehzakhw;Wr; 

re;ijapy; ,yq;if kj;jpa tq;fp jdJ 

jiyaPl;il mjpfupj;j fhuzj;jpdhy; 

cUthdJ. mjdhy; Vw;gl;l ];jPukhd 

ehzaf; nfhs;if epiy rpwpaNjhu; fld; 

nropg;igj; Njhw;Wtpj;J> jdpahu; Jiwf;fhd 

fld;fs; 34 tPjkhf mjpfupj;J epjpr;re;ijapy; 

jputj;jd;ik tPo;r;rpaile;jNjhL> tl;b 

tPjq;fspd; Nky; Nehf;fpa mOj;jq;fSf;Fk; 

fhuzkhf mike;jJ.

xg;gPl;L uPjpapy; kypthd fld;fSf;fhd 

tha;g;Gf;fs; Vw;gl;ljd; fhuzkhfTk; 

Nkyjpfkhfg; ngWkjpaplg;gl;l  ehza khw;W 

tpfpjj;jpd; fhuzkhfTk;> ,wf;Fkjpapy; Vwgl;l 

rLjpahd mjpfupg;gpd; fhuzkhfj; Njhd;wpa 

ntspehl;L eilKiwf; fzf;Fg; gw;whf;Fiw 

kpf Nkhrkhd epiyia mile;jpUg;gjw;fhd 

rhd;Wfs; njd;gl;l NghJk; ,yq;if kj;jpa 

tq;fpahdJ nfhs;if tl;b tPjq;fis 

njhlu;e;J epiyahf itj;jpUe;NjhL> VyNt 

jPu;khdpf;fg;gl;l ehzag; ngWkjp vy;iyf;Fs; 

&gh epiyj;jpUg;gij cWjpg;gLj;Jk; 

nghUl;L ntspehl;L ehza khw;Wr; 

re;ijapy; vjpu;kiw jiyaPl;ilr; nra;jJ. 

mt;thW nra;jjdhy; ,yq;if jdJ 

ehzaj;ij ghJfhj;Jf;nfhs;Sk; Kaw;rpapy; 

jdJ jpul;ba nkhj;j cj;jpNahf”u;t 

xJf;Ffs; – mtw;wpd; ngUk; gFjp ngw;w 

fld; nghWg;Gf;fshf ,Uf;Fk; epiyapy;- 

2011 [˜iy khjk; 08 gpy;ypad; mnkupf;f 

nlhyu;fspypUe;J> 2012 ngg;utup khjkhFk; 

nghOJ 5.5 gpy;ypad; mnkupf;f nlhyu;fshf 

tPo;r;rp mile;jijf; fz;lJ. ,jd; NghJ 

filg;gpbf;fg;gl;l nfhs;if cghakhdJ 2008k; 

Mz;by; gpd;gw;wg;gl;l nfhs;if cghaj;jpw;F 

xg;ghdJ. mg;Nghija me;eltbf;ifapd; 

tpisthf 2009 ngg;utupapy; ,yq;if 

ru;tNjr ehza epjpaj;ij mZfp jdJ 

nrd;kjp epYitia rupnra;J nfhs;tjw;fhf 

Nkyjpf epjp Vw;ghnlhd;iwf; (SBA) 
NfhupaJ.

,d;Dk; KOikahf nrYj;jg;gl Ntz;bAs;s 

,e;j Nkyjpf epjp Vw;ghl;Lld;> ehzakhw;W 

tPjk; mb epiyg; nghUshjhu mbg;gilfSld; 

,ize;J efu;tij mDkjpf;fTk;> nfhs;if 

tl;b tPjq;fis rupg;gLj;jp> tzpf tq;fpfspd; 

fld; tsu;r;rpf;fhd ghJfhg;Gf; $iunahd;iw 

Vw;gLj;jTnkd 2012 ngg;utupapy; 

nfhs;ifj; jpUj;jq;fs; Nkw;nfhs;sg;gl;ld. 

,f;nfhs;ifj; jpUj;jq;fs; rupahd jpirapy; 

nraw;gl;L ePz;l fhykhf vjpu;ghu;f;fg;gl;l 

rpy khw;wq;fisf; nfhz;L te;jNjhL> 

mjw;fhf Ntz;b rpy nrytpdq;fSk; 

Vw;gl;ld. $Ljy; gbKiwapyhd ehzag; 

ngWkhdj; Nja;nthd;Wf;F vjpu;g;Gj; 

njuptpf;fg;gl;l epiyapy;> jpBu; nfhs;if 

efu;thdJ> Fwpg;gplj;jf;ftifapy; 

,yf;iff; fle;J nrd;Wk; vjpu;ghu;f;fg;gl 

KbAkhd ,yF jd;ikAlDk; 20 

tPjj;Jf;F Nkw;gl;l ngWkhdj; Nja;it 

&ghtpy; Vw;gLj;jpaJ. fld; tsu;r;rp efu; 

Ntfj;ij tpirg;gLj;Jtjw;fhd Kaw;rpfSk; 

$l> ,yq;ifahy; jhq;f Kbahj> epjp 

tsq;fspd; jtwhd xJf;fPl;Lf;Nf ,l;Lr; 

nry;fpd;wd. kpfj; jPu;f;fkhf> gpujhd Ngupdg; 
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as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.

Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.

Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.

The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.

Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.

Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing

nghUshjhuf; Fwpfhl;bfspd; efu;tpyhd 

epr;rakw;w jd;ikfs; nfhs;if KjyPl;lhsu; 

ek;gpf;ifiaAk; nghUshjhuj;Jf;fhd fpl;ba 

jtiz ntspj; Njhw;wj;ijAk; jsur; nra;J 

tpLfpd;wd.

,t;thwhf> ,yq;ifahdJ jdJ ePz;l 

fhy tsu;r;rp ,yf;Ffis NtuWf;fpd;w 

Mgj;Jf;fs; Fwpj;J kpfTk; ftdkhf ,Uf;f 

Ntz;baNjhL> Kd;ndr;rupf;ifahdJk; 

fhyj;Jf;Fj; NjitahdJkhd nfhs;ifj; 

jiyaPLfis Nkw;nfhs;tjpy; kpfTk; 

mtjhdkhf ,Uf;fTk; Ntz;Lk;. ntspehl;L 

%yjdj;jpy; mjpfk; jq;fpapUf;fpd;w  xU 

ehl;il njhlu;e;Nju;r;irahd nrd;kjp epYit 

mOj;jq;fSf;F mjpfk; cl;gLj;jf;$ba 

cyfg; nghUshjhu epr;rakpd;ikfs; 

epyTfpd;w xU fhyg;gFjpapy; kpf 

mj;jpahtrpakhd Njitahf miktJ 

Ngupdg; nghUshjhur; #oiy jifikAld; 

Kfhikj;Jtk; nra;tjhFk;. 

Ngupdg; nghUshjhu ];jpuj;jd;ikia 

kPsg;ngw;Wf; nfhs;tjw;fhd Kaw;rpapd; 

,Wjp tpisthdJ> 2012k; Mz;bw;F 

,yf;fhf nfhs;sg;gl;Ls;s nkhj;jj; Njrpa 

cw;gj;jp tsu;r;rpapy; ehL xU ke;j fjpia 

miltjhf ,Uf;Fk;. vdNt ,Wf;fkhd 

ehzaf;nfhs;if epiyAk; ke;j fjpapyhd 

cyff; Nfs;tpAk; epyTk; epiyapy; ,yq;if 

kj;jpa tq;fpahdJ> ,yq;ifapd; 2012f;fhd 

nkhj;jj; Njrpa cw;gj;jp vjpu;T $wiy 

7.2 tPj khff; Fiwj;J kPsikj;jpUg;gJ 

Mr;rupaj;Jf;Fupajy;y. ,J Fwpj;J mr;rk; 

nfhs;sTk; Njitapy;iy. Ngupdg; nghUshjhu 

];jpuj;jd;ik epyTk; #onyhd;wpy; Fiw 

tsu;r;rp ,yf;nfhd;whdJ> epiyaw;w 

Ngupdg; nghUshjhu mbg;gilfSldhd 

cau; tsu;r;rp tPjnkhd;iw tpl Nkyhff; 

nfhs;sg;gly; Ntz;Lk;.

murhq;fq;fs; rl;l”u;tj;jd;ikiag; 

ngw;Wf;nfhs;s Kay;ifapy; mbg;gilahff; 

nfhs;fpd;w Vf msTNfhyhf nghUshjhu 

tsu;r;rp khj;jpuk; ,Uf;ff; $lhJ. vd;whYk; 

tsu;r;rp Kf;fpakhdJ jhd;. gy tUl 

fhyq;fspyhd Ntfkhd nghUshjhu 

tsu;r;rp ,yq;if Nghd;w ehLfs; Fiw 

tUkhd kl;lj;jpypUe;J eLj;ju tUkhd 

epiyf;F tsu cjTk;. ,q;Fs;s kpff; 

fbdkhd gFjp ahnjdpy;> tsu;r;rpr; 

nrad;KiwahdJ epiyahdjhfTk; 

midj;ijAk; cs;slf;fpajhfTk; ,Ug;gjid 

cWjpg;gLj;JtjhFk;. ,yq;ifahdJ tpN\

lkhf> ePz;l fhyk; njhlu;e;j gpuptpidthjg; 

Nghu; xd;wpypUe;J kPz;LtUfpd;w xU 

ehlhFk;. ,yq;ifiag; nghWj;jtiuapy; 

NghUf;Fg; gpe;jpa xU Afj;ij Nehf;fpa 

khWifahdJ rl;l”u;tkhd nghUshjhu> 

murpay; kw;Wk; r%f mgpyhi\fis 

Nknyor; nra;jpUf;fpwJ. mit cWjpahdJk; 

murpay; uPjpahf ,irthdJkhd tsu;r;rpr; 

nrad;Kiwnahd;iw Ntz;b epw;fpd;wd.

Jiw thupahdJk; kw;Wk; gpuhe;jpa 

uPjpahdJkhd NtWghLfSf;fpilapy; 

,zf;fk; fhz;gjpy; Vw;fdNt gy tplaq;fs; 

rhjpf;fg;gl;bUf;fpd;wd vd;gjw;F gy 

rhd;Wfs; fhzg;gLfpd;wd. nghUshjhu 

uPjpahd cau; tsu;r;rpahdJ> nghUshjhu 

eltbf;iffs; kpFe;j efu;g;Gwg; gpuNjrq;fspd; 

nry;te;j kf;fNshL xg;gpLifapy;> kpfTk; 

mD$yk; Fiwe;j Njhl;lg;Gw kw;Wk; 

fpuhkpa tptrhaj; Jiw rhu;e;j kf;fSf;F 

kj;jpapyhd tWikiaAk; ngUksTf;Ff; 

Fiwj;jpUf;fpwJ. vd;whYk; r%f> nghUshjhug; 

ghFghLfs; khfhzq;fSf;fpilNaAk; 

rdj;njhiff; FOf;fSf;fpilNaAk; 

njhlu;e;Jk; fhzg;gLfpd;wd. mz;ika gy 

tUlq;fshf nkhj;j mstpy; tUkhdr; 

rkkpd;ikapy; xU tPo;r;rpia ,yq;if 

fhZk; mNjNtis> miuthrpf;Fk; Nkw;gl;l 

tUkhdkhdJ ,d;Dk; tPl;Lj;Jiwapdupd; 

20 tPjkhd nry;te;ju;fshNyNa 

ngw;Wf;nfhs;sg;gLfpwJ.

tUkhdr; rkkpd;ikahdJ> jdp egu;fs; 

my;yJ tPl;Lj;JiwapdUf;F ,ilapyhd 

epiyf;Fj;Jr; rkkpd;ik kw;Wk; kw;Wk; 

,dk;> Fyk;> ghy;> ,lk; Nghd;w nghJ 

milahsq;fSldhd nghUshjhu> r%f 

kw;Wk; murpay; FOf;fSf;fpilapyhd 

fpilahd rkkpd;ik Mfpa ,U gFjpfisAk; 

cs;slf;fpajhFk;. ePjpj;jd;ikapd; 

gy;NtW msTfspYkhd jPtpuq;fs; – 
KOikahd rkj;Jtk; my;yJ KOikahd 

rkj;Jtkpd;ik – Mfpa ,uz;LNk 

tsu;r;rpf;F vjpuhditahFk;. gy ehLfisg; 

nghWj;jtiuapy; rkkpd;ikahdJ> 

,t;tpuz;Lf;Fkpilapy; mike;J tpN\lkhd 

ehl;Lr; #o;epiyfspy; gFjpahfj; jq;fp epd;W 

tsu;r;rpia cr;rg;gLj;Jtjw;fhd mtu;fsJ 

Kaw;rpapy; jhf;fk; nrYj;Jk;.

iii
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Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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kpf mz;ika Ma;Tfs; rkkpd;ikahdJ> 

tsu;r;rp ePbg;Gf; fhyj;ijf; FWf;Fk; vd 

fz;Ls;sd. cjhuzkhf mJ> Viofs; 

fy;tpapYk; Rfhjhuj;jpYk; KjyPL 

nra;tijAk; jkJ nghUshjhu tha;g;Gf;fis 

mjpfupj;Jf; nfhs;tijAk; rpukkhdjhf 

Mf;Fk;. mNj Neuk; rkkpd;ikia 

eptu;j;jpg;gjw;fhf xOq;fw;w Cf;Ftpg;Gf;fis 

toq;FtJ Fwpj;Jk; rhd;Wfs; vr;rupf;fpd;wd. 

rkkpd;ikahdJ nghUshjhu tsu;r;rpf;F 

tpistpf;Fk; jPq;Ffis tpl> xOq;fPdkhf 

tbtikf;fg;gl;l Kaw;rpfs; jd;dstpy; 

tpistpf;Fk; jPq;Ffs; mjpfkhditahf 

,Uf;Fk;. midj;J tplaq;fisAk; 

ftdj;jpw; nfhs;Sk; NghJ> cw;gj;jpj; jpwd; 

kpf;f tsq;fspd; gad;ghl;il cr;rg;gLj;Jk; 

nfhs;iffis Cf;Ftpg;gjhdJ> rkkpd;ik 

Fwpj;Jf; ftdk; nrYj;JtJ tsu;r;rpf;F 

Kf;fpakhdJk;> ePz;l fhy mbg;gilapYkhd 

ed;ikfisg; ngw;Wj; jUk; vd;w vz;zf;fU 

Fwpj;j mstPLfis ftpo;j;J tpl KbAk;. 

,e;j tpthjj;jpy; NkYk; Kf;fpakhf miktJ 

ahnjdpy;> tsu;e;J tUk; ehLfSf;fhd 

kpf ePz;l tsu;r;rpf; fhyg; gFjpfs; – Jupj 
tsu;r;rpf; fhyg; gFjpfSf;F vjpuhf – 
tUkhdg; gq;fPl;byhd $Ljy; rkj;Jtj;Jld; 

,izf;fg;gl;bUf;fpwJ vd;w tsUk; 

rhd;whFk;. ,t;thW> xU ehl;bd; ePz;l 

fhy tshu;r;rpapy; epiyahd gyj;jpul;rp kpf 

Kf;fpakhdjhFk;.

,yq;ifiag; nghWj;jtiuapy; Ntfkhd 

tsu;r;rpf;fhd %yq;fs;> mz;ika tUlq;fspy; 

murhq;fj;jhy; KLf;fptplg;gl;Ls;snjd;gJ 

Mr;rupakhdjy;y. gy jrhg;j fhyf; Fiw 

KjyPl;il <L nra;J> ehl;bd; fPo;f;fl;Lkhd 

mgptpUj;jp epfo;r;rpj; jpl;lq;fs; Fwpg;gplj;jf;f 

tifapy; gyg;gLj;jg;gl;Ls;sd. ghijfs;> 

JiwKfq;fs;> tpkhd epiyaq;fs; 

Nghd;wtw;wpyhd rpwe;j fPo;fl;likg;G 

trjpfshdit> ,aq;F nryTfis 

mjpfupf;fr; nra;J> jhkjq;fisf; Fiwj;J 

nghUshjhuj;jpd; midj;Jg; gFjpfSf;Fk; 

ed;ikaspj;J tpidj;jpwdpyhd 

,yhgq;fisg; ngw;Wj; jUk;. ehl;bd; ngsjPfr; 

nrhj;Jf;fspyhd Ntfkhd tpupthf;fk;> 

ePz;l fhy tsu;r;rp vjpu;ghu;f;iffSf;F 

ey;y re;ju;g;gkhf mikAk;. fPo;f;fl;Lkhdr; 

nropg;gpd; gd;klq;Fj; jhf;fq;fs; eilKiw 

tsu;r;rpf;F cldbj; J}z;Ljy;fis toq;Fk;. 

2011y; epu;khzj;Jiw eltbf;iffs; 14.2 

tPj;j;jhYk;> 2012d; Kjy; fhyhz;by; 17.5 

tPjj;jhYk; tsu;e;jJ. ,e;j gyj;jpul;rpahdJ> 

,d;Dk; rpy fhyq;fSf;Fj; njhlUk;. 

vd;whYk; fpl;ba fle;j fhyj;jpd;  tsu;r;rp 

tPjq;fis mbg;gilahff; nfhz;L ePz;l fhy 

tsu;r;rp ,yf;Ffis Gwr;nrWfy; nra;tijj; 

jtpu;j;Jf; nfhs;tJ Kd;ndr;rupf;ifahd 

fhupakhf mikAk;. 

Neu;Nfhl;L Gwr;nrWfy;fshdit; nfhs;iffs;> 

murpd; tfpghfk;> re;ij epiyikfs; kw;Wk; 

ePz;l fhy tsu;r;rp ,aq;fpaiyj; jPu;khdpf;fpd;w 

rPuhf;fy; epWtdq;fs; Mfpatw;wpy; jhf;fk; 

nrYj;jkhl;lh. cz;ikapy; mgptpUj;jpapd; 

xU fl;lj;jpy; tshu;r;rpiaj; J}z;Lfpd;w 

fhuzpfs; kw;nwhU fl;lj;jpy; mjidj; 

jil nra;Ak;. fPo;f;fl;Lkhd epjpaplyhdJ – 
,Uf;Fk; fPo;f;fl;Lkhdq;fisg; guhkupg;gJk; 

Gjpa KjyPLfSk; – nryT $bajhFk;. 

,yq;ifahdJ jdJ Gjpa fPo;f;fl;Lkhdj; 

Njitfspy; ngUksTf;fhd epjpiag; ngw 

ntspehl;Lr; Nrkpg;Gf;fspy; jq;fpapUg;gijj; 

njupT nra;jJ. vg;gbapUg;gpDk; NkNy 

fye;JiuahbaJ Nghy jpul;ba rYifapy;yh 

ntspehl;Lg; nghJf; fldhdJ NtW 

Mgj;Jf;fis tpistpf;Fk;. mj;NjhL> 

filrp topKiwahfNt mJ gad;gLj;jg;gly; 

Ntz;Lk;.

cs;ehl;L ts efu;T Kaw;rpfs; epiyahd> 

cWjpahd> ePz;l fhy tsu;r;rpf;fhd nfhs;if 

epfo;r;rp epuypd; Muk;gj;jpy; fhzg;gLk; 

tplakhFk;. ,yq;ifahdJ ,k;Kaw;rpfspy; 

kpff;; FiwthfNt ntw;wpaile;Js;sJ. 

– ehl;bd; nkhj;jj; Njrpa cw;gj;jpf;fhd 

tUkhd tpfpjhrhuk; fle;j 02 jrhg;jq;fshf 

njhlu;e;Jk; tPo;r;rpaile;J 2011y; 14.2 

tPjkhf mike;J> xg;gPl;lstpy; 20 tPjkhd 

Fiw – eLj;ju tUkhdr; ruhrupiaf; 

fhl;baJ. ,yq;ifapd; cs;ehl;Lr; Nrkpg;G 

tpfpjhrhukhdJ 2011y; 15.4 tPj khf 

mike;jJ. mJ jtpu Nrkpg;G tplaj;jpy; 

r%f – fyhrhu epakq;fSk; nry;thf;Fr; 

nrYj;Jfpd;wd. - mjhtJ> ,yq;ifau;fsplk; 

Nrkpf;Fk; fyhrhuk; ,y;iy. - vd;gNjhL> 

fle;j gy jrhg;jq;fshf ehl;bd; Ngupdg; 

nghUshjhur; #oYk; ,jw;F cjttpy;iy. 

Xu; cau; gztPf;fr; #oy; nghUshjhuj;jpd; 

toikahd gz;ghf ,Ue;Jte;jJ. 

mJ Nrkpg;ig mijupag;gLj;jp fld; 

thq;fiy Cf;Ftpj;jJ. mj;NjhL ehl;bd; 
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as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.

Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.

Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.

The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.

Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.

Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing

jw;Nghija Fbj;njhifapay; khWif – 
xU rpy ciog;gsu;fSlDk; ngUksT 

jq;fpapUg;NghUlDkhd Ntfkhf %g;gilAk; 

rdj;njhif - ,yq;ifapd; ePz;l fhy 

tsu;r;rp mgpyhi\fSf;F vjpuhf mikAk;. 

Nrkpg;G kw;Wk; NghJkhd r%fg; ghJfhg;G 

vd;gd ,y;yhj xU epiyapy;> taJ 

Kjpu;e;jtu;fs; cjtpf;fhf ,isatu;fspy; 

jq;fpapUg;gu;. mj;jifa re;ju;g;gq;fspy; 

KJikailjyhdJ ,sk; ciog;ghsu;fspd; 

Nrkpg;G Mw;wiyf; Fiwf;Fk;. Vnddpy;> 

mtu;fs; taJ Kjpu;e;jtu;fis ePz;l fhyk; 

guhkupf;f Ntz;bNaw;gLk;. 

Fiwe;j cs;ehl;L Nrkpg;gpd; kWgf;fk; 

ahnjdpy; cau; Efu;Tr; nrythFk;. 2011y; 

,yq;ifapy; nkhj;j Efu;thdJ nkhj;jj; 

Njrpa cw;gj;jpapd; 84.6 tPjkhff; fhzg;gl;lJ. 

Efu;Tr; nrytpdkhdJ mz;ika tUlq;fspy; 

Ntfkhf tsUk; xU fhuzpahf ,Ue;J 

tUfpwJ> cz;ikapy; tq;fpj;JiwAila 

Jiwthupahd ntspg;gLj;Jif  Efu;Nthu; 

fldhdJ 2011 brk;gu; tiu 60 tPjj;jhy; 

tsu;e;jpUg;gijf; fhl;LfpwJ. kPz;Lk; xl;L 

nkhj;j Ngupdg; nghUsjhur; #oYf;F – 
gztPf;fk;> tl;b tPjq;fs;> ehzakhw;W 

tPjq;fs; vd;gtw;wpyhd efu;Tfs; 

Mfpatw;wpw;F - Nrkpg;ghsu;fSilaTk; fld; 

ngWeu;fSilaTk;  elj;ij kPJ jhf;fk; 

fhzg;gLfpd;wJ> vdNt Efu;Tf;Fk; kw;Wk; 

KjyPl;Lf;Fk;> ntsp ehl;L kw;Wk;  cs;ehl;L 

Nfs;tpf;Fk; kj;jpapy; nghUj;jkhdNjhu; rkep 

iyia Njhw;Wtpf;fpd;w Kd;ndr;rupf;ifahd 

nfhs;iffs; fhzg;gLtJ kpf Kf;fpa  

khFk;.

gbg;gbahff; Fiwe;J nry;Yk;> Ntiy nra;Ak; 

taijAila  rdj; njhifnahd;Wld; 

Fiwe;j Nrkpg;Gk; kw;Wk; KjyPLk; fhzg;gLk; 

#onyhd;wpy; – ,isQu;fs; >ngz;fs;> 

Kjpatu;fs; Mfpa Fiwg; gad;ghl;L 

Fbj;njhifia Copau;gilf;F ftu;tJldhd 

– cw;gj;jp uPjpahd milTfs; khj;jpuk; 

jhd; ePz;lfhy tsu;r;rpf;F Mjutspf;Fk;.  

,yq;ifapd; tsu;r;rpf;F tptrhak; Nghd;w 

Fiw cw;gj;jpj;jpwd; JiwfsJ MjuT 

toq;Fk; ,aYikahdJ tpN\lkhf ehl;bd; 

Kf;fpakhdNjhu; Ntiy tha;g;G %yk; vd;w 

tifapYk;  mj;NjhL czTg;ghJfhg;G 

kw;Wk; tWikj;jzpg;G Nghd;w tsu;r;rpf;F 

mg;ghw;gl;l rpy r%fg; nghUshjhu 

msGUfspd; cs;ikak; vd;wtifapYk; 

ftdj;jpw;FupaJ. cz;ikapy; 2008d; cyf 

czT neUf;fbahdJ> ,yq;if Nghd;w 

Fiw – eLj;ju tUkhd ehnlhd;wpy; gykhd 
cs;ehl;L czT cw;gj;jpj; Jiwnahd;W 

,Ug;gjd; ed;ikfis Kidg;GWj;jpf; 

fhl;baJ. – jw;NghJ> cyf czTg; nghUs; 

re;ijfspy; epiyaw;w jd;ik tsu;e;J tUk; 

epiyapy; ,yq;ifapd; cs;ehl;L czT 

cw;gj;jpj; JiwahdJ ehl;bd; czTj; 

Njitapy; 85 tPjj;ij toq;FfpwJ. 

vJ vg;gbapUg;gpDk; tptrhaj;Jiwapyhd 

cw;gj;jpj; jpwid mjpfupg;gjw;fhd rthy;fs; 

gythFk;. tptrhak; nra;ag;gLfpd;w 

epyj;jpd; msit tpupthf;fk; nra;jy; 

my;yJ Fwpg;gpl;lsT epyj;jpy; tptrha 

eltbf;iffis jPtpug;gLj;Jjy; Mfpad 

fhzp kw;Wk; fhLfspd; Ruz;ly;thjg; 

ghtidf;F topNfhyp ,aw;if tsj; ju 

tPo;r;rpf;F fhuzkha; mike;J epiyahd> 

ePz;l jtiz tsu;r;rpiaj; jilg;gLj;j 

KbAk;. tptrhaj;Jiwapy; cw;gj;jpj; jpwid 

cWjp nra;tjhdJ> tptrha Ma;TfspYk;> 

tpupthf;fq;fspYkhd epiyahd KjyPl;bD}L 

J}z;lg;gl;l Gjpa njhopy; El;gg; gad;ghl;il 

Ntz;b epw;fpd;wJ. mz;ikj; jrhg;jq;fshf 

,J njhlu;gpy; ,yq;if kpff; FiwthfNt 

nraw;gl;bUf;fpd;wJ. 

xl;L nkhj;jg; nghUshjhukhdJ 

nkhj;jf; fhuzp cw;gj;jpj; jpwd; 

tsu;r;rpia mile;jpUf;fpwJ vd;gij 

cWjpg;gLj;JtjhdJ – ciog;ghsu;fSk; 

%yjdKk; gad;gLj;jg;gLfpd;w tpidj;jpwd; 

– fPOiog;gpy; <LgLk; fpuhkg;Gw Copaj;ij 

$Ljy; cw;gj;jpj; jpwd; kw;Wk; ey;y rk;gsk; 

nfhz;l njhopy;fSf;F khw;Wk; mikg;G 

uPjpahd khWiff;F topNaw;gLtjidf; 

Fwpf;Fk;. ehl;bd; 4.2 tPj Ntiyapd;ik 

tPjj;JlDk; kw;Wk; Ntiy nra;Ak; tajpyhd 

rdj;njhifapy; xU FWf;fk; Vw;gLk; vd 

vjpu;T $Wfpd;w vjpu;fhy Fbj;njhifapay; 

mgptpUj;jpfSlDk; jw;Nghija cau;> ePz;l 

fhy tsu;r;rpahdJ jtpu;f;f Kbahky; NtW 

fhuzpfshd Nju;r;rp kpf;f> cw;gj;jpj; jpwd; 

tha;e;j kw;Wk; nefpo;thd Copag;gilnahd;W 

fhzg;gLtjpy; jq;fpapUf;Fk;.

Nghl;bj; jd;ikAk; ftu;r;rpAk; nfhz;l 

xU KjyPlhf kw;Wk; tpahghughukhf 

epiyf;f Ntz;Lkhapd;> Nju;r;rp kpf;f 

Copag;gilnahd;wpd; Kf;fpaj;Jtk; ,g;NghJ 

v
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Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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ed;F czug;gLfpwJ. ,yFtpy; fzdp 

kag;gLj;jYf;Fl;gl;Ls;s ghuk;gupa cly; 

ciog;G kw;Wk; mwpT ”u;tg;gzpfSf;fhd 

Nfs;tp Fiwe;JtUfpwJ>. mNj Neuk; rpf;fyhd 

njhlu;ghly; kw;Wk; epGzj;Jt rpe;jdh uPjpahd 

njhopy;fs; mjpfupj;Jf;nfhz;L tUfpd;wd. 

,yq;ifahdJ ehl;bYs;s kdpj tsq;fis 

mgptpUj;jp nra;J Kfhikj;Jtj;Jf;Fl;gLj;jp 

epWtdq;fs; Nfs;tpia Vw;gLj;Jfpd;w 

Nju;r;rpfSld; kf;fs; njhopy;fspy; 

Eiotij cWjpg;gLj;jTk; Ntz;Lnkdpd;> 

cau; juj;jpyhd %d;whk; epiyf; 

fy;tpf;fhd tha;g;Gf;fis Nkk;gLj;JtJk; 

kw;Wk; Gjpa Nju;r;rpfisf; fw;Wf;nfhs;s 

KbAkhd njhopyhsu;fisg; gapw;Wtpg;gJk; 

nfhs;iff; ftd <u;g;Gf;Fupa kpf Kf;fpa 

tplaq;fshFk;. eilKiwapy; cs;s 

%d;whk; epiyf; fy;tpj; JiwahdJ xU 

eLj;ju tUkhdKila ehl;Lf;F fhyj;jpd; 

NjitfSf;Fg; NghjhjjhfTk;> kpff; 

FWfpa tiunay;iyiaf; nfhz;ljhfTk; 

juk; Fiwe;jjhfTk; fhzg;gLfpwJ. fy;tp 

KiwikiaAk; fl;likg;Gf;fisAk; 

khw;WtjhdJ njspthfNt vjpu;ghuhj 

rpukq;fisj; Njhw;Wtpf;Fk;. Vw;fdNt 

cau; fy;tpf;fhd rl;lnkhd;iw 

mwpKfg;gLj;Jtjw;fhf Nkw;nfhs;sg;gl;l 

Kaw;rpfs; ,jw;Fr; rhd;whFk;. mt; cau; 

fy;tpr; rl;lkhdJ cj;jpNahf”u;tkhf 

cau; fy;tpj; ju cWjpg;gLj;jy;> cupj;Jr; 

rhd;wspf;if kw;Wk; ju epu;zar; rl;lk; vdg; 

ngauplg;gl;lJ. ju cWjpg;gLj;jYf;Fk;> 

cupj;Jr; rhd;wspf;if epu;zaj;jpw;Fk; 

topaikg;gJ mjd; Nehf;fkhFk;. ,yq;ifapd; 

rdj;njhif Kjpu;r;rpailtjhYk; 

kw;Wk; ciog;ghsu;fSf;fhd Nfs;tp 

mjpfupj;Jf;nfhz;L tUtjhYk; ehl;bd; 

fy;tp Kiwikia khw;wpaikg;gij kpf 

ePz;l fhyj;Jf;F Gwe;js;s KbahJ. 

Vw;fdNt Fwpg;gplg;gl;lJ Nghy jw;Nghija 

Fbj;njhifapay; kw;Wk; Copau; gil 

nry;newpfshdit ehl;bd; ePz;l fhy 

tsu;r;rpf; Fwpf;Nfhs;fSf;F vjpuhfj; 

njhopw;gl;Lf; nfhz;bUf;fpd;wd. 

fy;tp kW rPuikg;G mj;jpahtrpak; vd;w 

NghJk;> eilKiwg;gLj;jTk; tpisTfisj; 

juTk; fhyk; vLf;Fk;. ,ilf; fhyj;jpy;> 

Gj;jhf;fj;ijAk;> Kaw;rpahz;ikiaAk; 

Cf;Ftpg;gjw;fhd ,izg;G cghaq;fs; 

tpiuthd tpisTfisj; ju KbAk;. xU 

Gj;jhf;ff; nfhs;ifahdJ tpQ;Qhdj;jpd; 

%yf;$WfisAk;> njhopy; El;gk; 

kw;Wk; mgptpUj;jpia Cf;Ftpg;gjw;fhd 

ntspg;gilahd ,yf;iff; nfhz;Ls;s 

nghUshjhuf; nfhs;iffisAk; Gjpa 

cw;gj;jpfs;> nrad;Kiwfs;> Nritfs; 

Mfpatw;iw nraw;wpwd; kpf;f tifapy; 

gad;gLj;JtijAk;> gug;GtijAk; kw;Wk; 

tpahghu my;yJ epWtd khjpupfisAk; 

cs;slf;fp ,Uf;Fk;. Gj;jhf;fj;ijAk; 

Kaw;rpahz;ikiaAk; tsu;g;gjhdJ> xU 

nghUshjhuj;jpy; epiyahd cw;gj;jpj;jpwd; 

tsu;r;rpf;fhd re;ju;g;gq;fis Nkk;gLj;Jk;. 

Ma;T kw;Wk; mgptpUj;jpf;fhd(R&D) 
,yq;ifapd; nkhj;jj; Njrpa cw;gj;jpg; gq;F 

kpff; FiwthdjhFk;. cyfshtpa uPjpapy; 

mgptpUj;jpaile;JtUk; ehLfSf;fhf 

gupe;Jiuf;fg;gl;bUf;fpd;w 1% vd;w 

msNthL xg;gpLk; NghJ ,yq;ifapy; 

mjd; msT ,Uf;fpd;w juTfspd; gb 

nkhj;jj; Njrpa cw;gj;jpapy; 0.1% vd;w 

kpff; Fiwe;j msitf; fhl;Lfpd;wJ. 2016k; 

Mz;lhFk; NghJ ,jid nkhj;jj; Njrpa 

cw;gj;jpapy; 1.5% khf mjpfupg;gjw;fhd 

nfhs;if Nehf;fq;fs; Fwpg;gplg;gl;bUe;j 

NghjpYk; gy;fiyf; fofq;fs;> nghJ Ma;T 

$lq;fs;> tq;fpfs;> tu;j;jf rk;Nksdq;fs; 

kw;Wk; Vida njhopy; Kaw;rpfs; Nghd;w 

Kaw;rpahsu;fisAk; tpj;jpahrkhd 

epWtdq;fisAk; Gj;jhf;f KiwikapDs; 

xd;wpizf;fpd;w xl;L nkhj;jkhd Gj;jhf;ff;  

nfhs;ifnahd;iw eilKiwg;gLj;j> nra;a 

Ntz;bait mjpfk; fhzg;gLfpd;wd. 

,yq;ifahdJ cau; tpQ;Qhdk; kw;Wk; 

njhopy; El;gk; njhlu;ghd ghlq;fspy; jdJ 

gapw;rpfis Nkk;gLj;jp gpurpdk; jPu;j;jy; 

kw;Wk; Gj;jhf;fk; Mfpatw;wpyhd Nju;r;rpfis 

mgptpUj;jp nra;J nfhs;stpy;iynadpd; 

mJ eilKiwapYs;s <Lfl;Lk; njhopy; 

El;gj;ijf; iff;nfhs;tjd; ed;ikfis 

,og;gNjhL vjpu;fhy cw;gj;jpj;jpwd; 

milTfSf;fhd re;ju;g;gq;fisAk; mJ 

,of;Fk;.

,j;jifa gy khWjy;fs; ,lk; ngWfpd;w 

#oyhdJ> epWtdq;fspd; juk; kw;Wk;> 

xU ehl;by; mjd; MSif Nghd;w 

gue;j fhuzpfspd; gykhd nry;thf;fpw;F 

cl;gLfpd;wJ. mJ> ,yq;if eNdh njhopy; 

El;g kj;jpa epiyak; (SLINTEC) Nghd;w 

vi



Kd;Ndhb epWtdq;fspD}lhf Gj;jhf;f 

efu;Tfisr; nra;Ak; jdpahu;- nghJj; Jiw 

gq;Flikfis (PPPs) Cf;Ftpg;gjhf> mjhtJ 

mur fPo; fl;Lkhd epfo;r;rpj;jpl;lq;fspy; 

Ngustpyhd jdpahu; Jiwg; gq;F nfhs;syhf 

,Uf;fyhk;. my;yJ Ngupdg;nghUshjhuj;jpd; 

kpfTk; mtjhdkhdNjhu; Kfhikj;Jtkhf 

,Uf;fyhk;.mq;F epWtd  uPjpahd kw;Wk; 

MSif uPjpahd gupkhzq;fs; kpf 

Kf;fpakhd ,aYikg; gLj;Jk;  fhuzpfshf 

,Uf;Fk;. epWtdq;fs;> nfhs;ifr; 

nrad;Kiwfs; kw;Wk; nfhs;if tpisTfs; 

Mfpatw;Wf;fpilapyhd  Clhl;lq;fspy;  

Fwpg;gpl;l xU ehl;bd; r%f> murpay; 

kw;Wk; nghUshjhug; gz;Gfs; nry;thf;Fr; 

nrYj;Jk; vd;gJ Vw;Wf; nfhs;sg;gl;lNjhu; 

cz;ikahFk;.

rPdhtpd; vOr;rpNahLk; ehL kw;Wk; 

re;ij Mfpatw;wpd; rhu;G eyd;fs; gw;wpa 

GJg;gpf;fg;gl;l tpthjq;fNshLk; ,e;j 

tptfhuq;fs; re;jpf;F te;jpUf;fpd;wd. 

“mur Kjyhspj;Jtk;” vd;w nrhy;yhdJ 

Ngufuhjpapy; ,lk;gpbj;J> epiyahd 

nghUshjhu tsu;r;rpiag; ngw;Wf; nfhs;Sk; 

nghUl;L Kjyhspj;Jtf; fUtpfisf; 

ifahSk; jifikiaAk; Mw;wiyAk; 

ngw;Ws;s ehl;ilf; Fwpf;fpwJ. ,yq;ifAk; 

$l gpe;jpa nghUshjhu tl;lj;jpy;> ,yf;Ff; 

Fwpf;fg;gl;l nghJ KjyPl;Lj; jpl;l epfo;r;rpj; 

jpl;lj;JlDk; Vw;fdNt mur cilikahf 

,Ue;J jdpahu; kag;gLj;jg;gl;l tu;j;jf 

Kaw;rpfis kPsf; ifafg;gLj;jpAk; $Ljy; 

gyj;Jld; ,j;Jiwapy; <Lgl;Ls;sJ. 

vJ vg;gbapUg;gpDk; xg;gPLfs; ngupJk; 

epiwtile;J tpl;ld. cjhuzj;Jf;F 

,yq;if mur fl;likg;Gf;fis kPsg;ngw;Wf; 

nfhs;tjpy; rPdhtpd; mbr;RtLfisg; 

gpd;gw;Wtjpy;iy. mjhtJ mur cilikahf 

,Ue;J jdpahu; kag;gLj;jg;gl;l gpd;du; 

Nghl;bj;jd;ikAld; ,aq;Fk; epWtdq;fis 

ifafg;gLj;Jtjpy;iy. jdpahu; – nghJj; 

Jiwg; gq;FilikahdJ cw;gj;jpj; jpwidAk; 

nraw;wpwidAk; Nkk;gLj;Jtjw;fhd 

xU khw;wPlhf mika KbAk;. jdpahu; 

KjyPl;lhsupd; EiothdJ ngUk;ghYk; 

murpay; uPjpahf Ra ey Nehf;Ff;nfhz;l 

Mdhy; epjp uPjpahf MNuhf;fpakw;w 

nraw;jpl;lq;fs;  mKy;gLj;jg;gLtijj; 

jLf;ff;$bajhFk;. jdpahu; - nghJj;Jiwg; 

gq;Filikfs; ,yq;ifapd; vjpu;fhyj;jpw;Fg;  

nghUj;jnkdpd; jhf;fKs;s  rPuhf;fy; Kftu; 

epWtdq;fisf; fl;bnaOg;GtjhdJ> jdpahu; 

KjyPl;ilf; ftu;tjw;fhd Kf;fpa Cf;fpahf 

mikAk;. ,q;Fk; $l ,yq;ifahdJ> 

Njitahd Kiwahd epWtdq;fis 

cUthf;Ftjpy; gpd;dilT fz;Ls;sJ.

NkNy eilngw;w fye;JiuahlypypUe;J 

njspthtJ ahnjdpy;> nfhs;iffis 

tbtikg;gjpy; gy;NtW jpirfspypUe;Jk;> 

,irtpizg;G Vw;gl;L mit epahakhd xl;L 

nkhj;j tsu;r;rp cghankhd;iw cUthf;f 

Ntz;Lk; vd;gjhFk;. ,yq;iff;fhd 

re;ju;g;gq;fSk;> rthy;fSk; gythFk;: 

cyfg; nghUshjhuj;ij Kd;Ndhf;fpj; 

js;sp> tsu;r;rpia Cf;fg;gLj;jp> ntspthup  

mOj;jq;fspypUe;J mjidg; ghJfhj;jy;>  

mjd; kdpj ts Fzhjpraq;fisg; 

gad;gLj;jp ehLfis eLj;ju tUkhd 

kl;lj;jpy; rpf;f itf;fpd;w epiyikiaj; 

jtpu;j;jy;. – cau; jyh tUkhd tsu;r;rpAld; 

$ba r%f mirtpaf;fj;ij Kfhikj;Jtk; 

nra;J Cf;Ftpj;jy;> epiyahd tsu;r;rpia 

khj;jpukd;wp ehl;by; r%f xl;bizitAk; 

Vw;gLj;Jfpd;w> epWtd uPjpahd kw;Wk; 

MSiff; fl;likg;Gf;fis cUthf;Fjy; 

vd;gdNt mitahFk;. epiyahd kw;Wk; 

ePjpahd tshu;r;rpf;fhd ghij ,yFthdjhf 

,uhJ. mjw;Ff; fhyk; vLf;Fk;. rpy 

gpd;dilTfSk; Vw;glKbAk;. MdhYk; 

,yq;if Kd;Ndhf;fp efu Ntz;Lk;. 

,Wjpahf> murpay; mu;g;gzKk; murpay; 

jiyikj;Jtj;jpd; ,ay;Gk;> rpwe;j tho;f;ifj; 

juq;fs; Fwpj;jhd ehl;L kf;fsJ rl;luPjpahd 

mgpyhi\fis epiwNtw;Wjw;fhd khw;wj;ij 

tiutpyf;fzg;gLj;Jk;. 

,itAk; Vida tptfhuq;fSk; ,yq;ifapy; 

tsu;r;rpia Ntfg;gLj;Jtjw;fhd re;ju;g;gq;fs; 

kw;Wk; rthy;fs; Fwpj;j tpthjj;Jld; 

njhlu;Ggl;ljhFk;. mJ gw;wp ,e;j mwpf;ifapd; 

vQ;rpa gFjpapy; fye;Jiuahlg;gLk;.
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as being at the core of some socio-economic
parameters that go beyond growth, such as
food security and poverty reduction. Indeed,
the global food crisis of 2008 highlighted
the merits of having a strong domestic food
production sector in a low-middle income
country like Sri Lanka -- currently providing
85 per cent of the country's food requirement
-- under conditions of growing volatility in
world commodity markets.

Still, however, the challenges to raising
productivity in the agriculture sector are
many. Expanding the extent of agricultural
land operated, or intensifying operations in
a given extent of land often comes at the
expense of exploitative land and forest usage,
leading to natural resource degradation that
can in turn, impede sustainable long term
growth. Ensuring productivity gains in
agriculture call for new technology,
generated through sustained investment in
agricultural research and extension. Sri Lanka
has done poorly in this regard over recent
decades.

Ensuring that the economy overall enjoys
total factor productivity growth -- the
efficiency with which workers and capital
are used -- means facilitating a structural
transition of shifting the often
underemployed rural labour to more
productive and better paid jobs. With the
country's rate of unemployment at 4.2 per
cent and future demographic developments
that suggest a shrinking working age
population, sustaining higher long term
growth will critically depend, among other
factors, on the availability of a skilled,
productive, and flexible workforce.

The importance of a skilled workforce for
staying competitive and attracting investment
and business is now well recognized. The
demand for routine manual and cognitive
tasks that are easily computerized are
reducing, while the demand for complex

communication and expert thinking types of
jobs are increasing. If Sri Lanka is to develop
and manage the available human resources
in the country to ensure that people enter
work equipped with the skills demanded by
firms, improving access to high quality
tertiary level education, and training workers
who are able to learn new skills, are critical
areas for policy attention. The present tertiary
education sector is found to be inadequate,
narrow in scope, and of low quality for a
middle-income country. Clearly, changing
the education system and structures will run
up against opposition, as already evident
from efforts to introduce a Higher Education
Bill -- officially titled the Higher Education
Quality Assurance, Accreditation and
Quality Framework Bill -- to pave the way
for a quality assurance and accreditation
framework. As Sri Lanka's population ages
and workers become more expensive,
reforming the country's education system
cannot be ignored for too long. As already
mentioned, current demographic and labour
force trends are working against the country's
long term growth objectives.

Education reform, though essential, will take
time to implement and produce results. In
the interim, complementary strategies to
promote innovation and entrepreneurship
can produce faster results. An innovation
policy constitutes those elements of science,
technology and economic policy that
explicitly aim to promote the development,
spread, and efficient use of new products,
processes, services, and business or
organizational models. Fostering innovation
and entrepreneurship improves the chances
of sustaining productivity growth in an
economy.

Sri Lanka's share of GDP to research and
development (R&D) is poor. The available
figures suggest it is as low as 0.1 per cent of
GDP when compared with the globally
recommended value for developing
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2. Macroeconomic Performance

2.1 Introduction

Sri Lanka continued to build on its strong post-con-
flict growth performance, recording GDP growth of
8.3 per cent in 2011, maintaining the momentum
generated by the government's infrastructure related
development drive. Higher growth, however, was also
accompanied by increasing signs of macroeconomic
stress from the second half of 2011. This is not en-
tirely unexpected. Greater recourse to foreign financ-
ing of government expenditure needs, as undertaken
by Sri Lanka, limits options for policy manoeuvre.
There is a trade-off between fiscal conditions and ex-
change rate management when currency movements
impact debt ratios. Inflows of foreign capital, associ-
ated with higher volumes of borrowing, then spills
over into the conduct of monetary and exchange rate
policy management.

These stresses were particularly evident in the Sri
Lankan economy from the third quarter of 2011. Sub-
sequent policy corrections, particularly with regards
to exchange rate policy setting, have helped to avert a
prolonged period of macroeconomic instability and a
longer recovery in growth prospects. Nonetheless, it
is a salutary lesson that the country must learn, fol-
lowing on from its foreign exchange crisis of 2009,
that implementation of prudent macroeconomic
policy is a must if Sri Lanka's long term growth and,
hence, its socio-economic development objectives are
to be met.

2.2 Output and Employment
GDP growth of 8.3 per cent in 2011, was driven by
strong growth in industry and services sectors, account-
ing for approximately 29.3 per cent and 59.5 per cent
respectively of total output. Agricultural output
slumped sharply to record a growth of only 1.5 per
cent on the back of adverse weather conditions expe-
rienced in the first quarter of 2011.

7

‘ It is often better to
ensure an early trade-

off between growth and
stability as opposed to
encouraging rampant

growth and risk
potential instability in

the macroeconomic
front

‘
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Inclement weather in the form of severe
floods in the first quarter of 2011 caused
extensive crop damage -- as a result of direct
crop damage as well as indirect impacts on
yield -- in key agriculture products, particu-
larly in paddy and other food crops. Paddy
production contracted by 10 per cent in
2011, while many other field crops such as
maize, green gram, kurakkan, etc., also saw
a downturn in production.

The drag on agricultural output was com-
pensated by improved performance in the in-

Figure 2.1
GDP Growth

dustry sector, with much of the higher growth
emanating from construction related activi-
ties, where growth accelerated to 14.2 per
cent in 2011, from 9.3 per cent in the previ-
ous year. Other industry sectors such as min-
ing and quarrying and utilities (electricity,
water and gas) have also seen a fairly strong
upturn in output. By contrast, manufactur-
ing, the most critical sub-sector in industry,
saw only a marginally higher rate of growth
in 2011, with the manufacturing share of
GDP continuing to stagnate at 17.3 per cent.

Source: CBSL, Annual Report, various years.

Table 2.1
GDP Sectoral Output

Share of GDP (%)          Rate of Change (%)
2011 2010 2011

Agriculture 11.2 7.0 1.5
  Tea 1.0 13.8 -0.9
  Paddy 1.5 17.5 -8.4
  Other food crops 3.6 4.4 2.5
Industry 29.3 8.4 10.3
  Manufacturing 17.3 7.3 7.9
  Construction 7.1 9.3 14.2
Services 59.5 8.0 8.6
  Wholesale and retail trade 23.6 7.5 10.3
  Transport and communication 14.3 11.9 11.3
  Banking, insurance and real estate 8.8 7.5 7.9
  Government services 7.1 5.4 1.2

Source: CBSL, Annual Report, various years.
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In the services sector, domestic demand and
high trade volumes saw the wholesale and
retail sector expand substantially by 10.3 per
cent in 2011 relative to a growth rate of 7.5
per cent in the previous year. Financial ser-
vices also saw an expansion, albeit at a lower
rate of growth. By contrast, transport and
communication services -- a key area that Sri
Lanka is keen to develop as a regional hub
-- saw slower growth in 2011. The sharp drop
in cargo handling is of particular concern
given the significant capital investments be-
ing made in the ports and aviation sectors in
the country.

Higher growth has been accompanied by a
wider dispersion of economic activity across
the country in recent years. The share of eco-
nomic activity generated in the Western Prov-
ince has declined over time from 50 per cent
in 2006 to 45 per cent by 2010. This is in
keeping with the government's stated policy
objective of ensuring that regional dispari-
ties are bridged and the benefits of economic

growth are more equitably distributed within
the country.

The increased focus on the rural economy is
also reflected in the sectoral share of em-
ployment across the country. Despite the
sharp decline in agriculture's contribution to
GDP, it remains the source of livelihood for
the majority of those in the labour force. In
2011, the agriculture sector share of employ-
ment rose marginally to 32.9 per cent with
the addition of 82,000 jobs. The industry
and services sectors absorbed 48,000 and
60,000 jobs in 2011, with their share of
employment being 24.3 per cent and 42.8
per cent, respectively.

Sri Lanka has continued to see a marked drop
in its rate of unemployment in recent years.
This trend persisted into 2011, with the rate
of overall unemployment estimated at 4.2
per cent, although marked differences across
provinces, gender, age, level of education,
etc., still continue to persist. As the country

Source: CBSL, Annual Report, various years.

Figure 2.2
GDP by Province and Sectoral Share of Employment
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aims for higher growth, labour market con-
straints -- skills gaps as well as issues of labour
productivity -- will be key factors in whether
or not Sri Lanka is able to sustain high growth
over the longer term. In addition, emerging
labour market trends in Sri Lanka hold sig-
nificant implications for any policy approach
adopted in regard to promotion of foreign
employment, particularly in the context of
current initiatives to encourage more skilled
migrants to seek temporary employment over-
seas.

Table 2.2
Labour Force Trendsa

2009 2010 2011

Labour force (‘000 persons) 8,074 8,108 8,236
LFPRb (%) 48.7 48.1 48.2
  Male 66.6 67.1 66.5
  Female 32.8 31.2 31.8
Unemployment rate (%) 5.7 4.9
By gender
  Male 4.3 3.5 2.7
  Female 8.6 7.7 6.8
By age group
  15-19 20.9 20.3 15.4
  20-29 15.4 13.8 12.4
By education level
  GCE (O/L) 8.5 6.9 5.2
  GCE (A/L) 11.2 11.6 9.0

Notes: a: Date excludes Northern Province.
b: Labour Force Participation Rate.

Source: CBSL, Annual Report, various years.

2.3 Consumption, Savings and
Investment
The relatively sharp upturn in consumption
expenditure in 2011, particularly of private
consumption -- rising to 69.8 per cent of GDP
compared to 65.2 per cent of GDP in 2010
-- is indicative of the demand-driven nature
of economic performance in 2011. Indeed,
higher consumption spending saw Sri Lanka's
domestic savings ratio plummet sharply to
15.4 per cent of GDP in 2011 from 19.3 per
cent recorded in 2010. Clearly, Sri Lanka's

Table 2.3
Consumption, Investment and Savings

(% of GDP) 2009 2010 2011
Consumption 82.1 80.7 84.6
  Private 64.4 65.2 69.8
  Government 17.6 15.6 14.8
Investment 24.4 27.6 29.9
  Private 17.9 21.4 23.7
  Government 6.6 6.2 6.3
Domestic savings 17.9 19.3 15.4
National savings 23.7 25.4 22.1

Source: CBSL, Annual Report, various years.
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low domestic savings ratio, despite gains
made in raising per capita income, is a cause
of concern as low savings limits domestic
resource mobilization for investment pur-
poses.

Moreover, as a matter of setting macroeco-
nomic policy, Sri Lanka should make attempts
to encourage saving over consumption, par-
ticularly in order to ensure that future con-
sumption relative to current consumption is
not penalized, as a rapidly ageing popula-
tion finds itself without adequate retirement
incomes. The country needs to not only fo-
cus on policy decisions around pensions fund-
ing and retirement savings, but also on en-
suring an environment that encourages sav-
ings. Low interest rates, designed to encour-
age private investment, can also discourage
savings. Here, maintaining a real return on
savings is important so that there is no trans-
fer of wealth from savers to borrowers.

2.4 Fiscal Policy Developments
Government budgetary management over the
years has also failed to contribute to the
country's efforts to raise savings. Persistent

fiscal deficits signal that the government is
drawing on resources of other sectors in the
economy. Over more recent years however,
Sri Lanka has made progress in key fiscal bal-
ances in keeping with the country's commit-
ments under the IMF SBA arrived at in July
2009.  The overall deficit has seen a marked
reduction from 9.9 per cent of GDP in 2009
to 6.9 per cent of GDP in 2011 and is ex-
pected to be contained further to 6.2 per cent
of GDP in 2012. Fiscal consolidation has
been accompanied by a consistent decline
in Sri Lanka's government debt to GDP ratio
from 86.2 per cent in 2009 to 78.5 per cent
in 2011.

The turnaround has come about despite a
sustained public investment drive with pub-
lic investment as a percentage of GDP main-
tained at an average of 6.5 per cent of GDP
over the period 2009-11. This is in contrast
to earlier efforts where fiscal targets have of-
ten been met, simply, by cutting back on
allocated expenditure on capital investment.
Thus, the decline in current expenditures from
18.2 to 15.4 per cent of GDP between 2009
and 2011 is the most promising aspect of Sri
Lanka's recent fiscal consolidation efforts.

Figure 2.3
Key Fiscal Trends

Source: CBSL, Annual Report, various years.
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Table 2.4
Current Expenditures

(% of GDP) 2009 2010 2011 2012
Expenditure on goods and services 7.9 6.9 6.6 6.7
  Salaries and wages 5.6 5.4 4.9 4.9
Interest payments 6.4 6.3 5.5 4.9
  Foreign 0.7 1.0 1.1 0.6
  Domestic 5.7 5.3 4.4 4.3
Transfers and subsidies 3.9 3.5 3.3 3.1
  Households and other sectors 3.1 2.8 2.6 2.5

Samurdhi 0.2 0.2 0.1 0.2
Pensions 1.8 1.6 1.5 1.5
Fertilizer 0.6 0.5 0.5 0.4
Other 0.6 0.5 0.5 0.4

Source: CBSL, Annual Report, various years.

Salaries and wages of public sector employ-
ees account for one-third of government rev-
enues. A relatively low inflationary environ-
ment that dampened demand for public sec-
tor wage increases, and an estimated 6 per
cent reduction in the overall number of pub-
lic sector employees between 2009 and
2011,1  has allowed the government some
flexibility to restrain recurrent spending on
wages and salaries. Meeting interest pay-
ments on debt that take up another one-third
of government revenue has also been helped
since mid-2009 by a sharp reduction in do-
mestic interest rates as well as by a relatively
stable rate of exchange in regard to external
debt service obligations.

Table 2.5
Operational Losses/Profits of Select SOEs

(Rs. bn) 2009 2010 2011
Ceylon Petroleum Corporation -26.2 -27.0 -94.0

Ceylon Electricity Board -11.0 4.8 -25.5

SriLankan Airlines -12.2 -6.3 -19.1

Department of Posts -2.5 -3.0 -4.6

Sri Lanka Railways -4.8 -3.2 -4.1

Sri Lanka Transport Board -5.2 -8.4 -3.8

Source: CBSL, Annual Report, various years.

However, significant weaknesses in financial
management of SOEs continue, exerting pres-
sure on public finances. Operational losses
by SOEs not only dent government tax rev-
enue enhancement efforts, but they are also
a source of high government borrowing from
the banking sector that crowd out private
sector investment. If Sri Lanka is to prevent
continuous hemorrhage of scarce domestic
resources through growing financial losses
incurred by SOEs, reforming of operational
management of state enterprises has to be a
priority item on the government's agenda for
long term fiscal sustainability.

Such action is all the more necessary in view
of continuing revenue deficits and attempts

 1 See CBSL, Annual Report 2011.
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to improve revenue collection via a host of
reforms recommended by a Presidential
Commission on Taxation in 2010. Despite
GDP growth in excess of 8 per cent over the
last two years, tax revenue as a percentage
of GDP declined to 12.4 per cent in 2011
from 12.9 per cent in 2010. Sri Lanka's rev-
enue to GDP ratio of 14.3 per cent is a well
below average performance for a country that
has attained lower middle income status
whereby the ratio should be in the region of
20 per cent. Recommendations of the Presi-
dential Commission on Taxation -- to ratio-
nalize the tax system, broaden the tax base
and improve administrative oversight on tax
collection -- should be implemented in a
systematic fashion if Sri Lanka is to see a
continuous improvement in its tax revenue-
to-GDP ratio over the medium term.

Better domestic resource mobilization is vi-
tal for fiscal consolidation. Sri Lanka has been
relying on a mix of domestic and foreign
finance to bridge its fiscal deficit.  Histori-
cally, such foreign financing has been by
way of grants and concessional assistance.
Increasingly, however, the country has turned
to non-concessional sources of funding as
the major component of foreign financing

Figure 2.4
Trends in Deficit Financing

Source: CBSL, Annual Report, various years.

of its fiscal deficit. Even as the transition away
from grants can be expected as countries like
Sri Lanka graduate to middle income status,
a swift accumulation of costlier external debt
to bridge fiscal financing needs can make the
country more vulnerable to external shocks
and constrain macroeconomic policy space.
A tighter policy environment in which to
manoeuvre, calls for prudent macroeconomic
management -- a coordinated approach to
both fiscal and monetary policies, as well as
exchange rate management. In the absence
of this, macroeconomic stability can begin
to unravel and hinder the country's long term
growth prospects.

2.5 Monetary Policy
Whilst improvements in overall fiscal policy
trends, particularly in containing the fiscal
deficit, contributed towards allowing a mod-
erate inflationary environment to persist,
monetary policy management has not been
without problems. With the end of the con-
flict in May 2009 and increased reliance on
government foreign borrowing to finance de-
velopment expenditures, the CBSL intervened
in the foreign exchange market to prevent an
undue appreciation of the Sri Lankan rupee.
The resulting build-up of reserves saw an ex-
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pansion of the monetary base, with signifi-
cant volumes of excess liquidity in the fi-
nancial market. Credit growth to the private
sector which was slow to expand initially as
Sri Lanka's long-drawn conflict ended pre-
cipitately, began to gather momentum from
mid-2010, and accelerated during 2011. In-
deed, as credit growth to the private sector
picked up sharply, financial sector develop-
ments shifted swiftly from an environment
of excess liquidity in the first quarter of 2011
to an environment of tight liquidity by the
third quarter of 2011. Despite credit growth
to the private sector averaging 34.5 per cent
in 2011, relative to 25 per cent growth in
2010, policy rates remained unchanged
throughout 2011.

A rapid credit expansion can have broader
implications for medium term financial sec-
tor stability as experienced by Sri Lanka in
2008/09.  The loan-to-deposit ratio of the
banking sector has climbed steadily from 71

Figure 2.5
Credit Growth and Interest Rates

Notes: a: AWPR = Average Weighted Prime Lending Rate.
Repo = Repurchase Rate.

Source: CBSL, Monthly Economic Indicators, various issues.

per cent in 2009 to 85 per cent by end 2011.
Sector-wise credit exposure in 2011 indicates
the high growth in consumption lending, a
segment that is particularly vulnerable to a
general economic slowdown when it comes
to servicing debt obligations.

Whilst keeping policy rates unchanged, the
CBSL was also simultaneously attempting to
hold the currency steady for much of 2011.
The initial pressure on the rupee to appreci-
ate in the face of foreign capital inflow be-
gan to reverse from mid-2011 as Sri Lanka's
current account position on the BOP began
to weaken significantly. Access to cheap
credit and an overvalued exchange rate were
pulling in imports and widening the country's
trade balance sharply. Thus, even as import
expenditure expanded and the currency be-
gan to come under pressure, the CBSL
adopted a policy stance of reverse interven-
tion of selling dollars to ensure that the ru-
pee remained within a pre-determined band.

2 See IPS, Sri Lanka: State of the Economy 2010, IPS, Colombo.
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Figure 2.6
Sector-wise Lending

Source: CBSL, Annual Report, various years.

Clearly, such a policy stance holds inherent
threats to macroeconomic stability, particu-
larly so in the face of a weak global eco-
nomic environment that can have a signifi-
cant drag on a country's foreign exchange
reserves. Despite the CBSL stance, the Bud-
get 2012 presented in November 2011, sought
a change of policy with regards to exchange
rate management in announcing a nominal
depreciation of 3 per cent against the US
dollar.

Tight liquidity conditions in the domestic
financial sector saw upward pressure on in-
terest rates, particularly in the fourth quarter
of 2011. The CBSL, however, held off from
adjusting policy rates until February 2012,
whereby an upward adjustment of 50 basis
points was effected. Additional measures to
curb credit growth to the private sector were
also announced in February 2012, where the
CBSL slapped a mandatory ceiling on com-
mercial bank credit growth for 2012 of 18
per cent and 23 per cent if the balance 5 per
cent comes from foreign sources.

A redeeming feature of Sri Lanka's monetary
policy management has been that inflation-

ary pressures have remained moderate with
annual average inflation rising marginally
from 6.2 per cent in 2010 to 6.7 per cent in
2011. Much of the inflationary pressure ema-
nated from rising food prices following in-
clement weather in the first quarter of 2011,
and adjustments to fuel prices in April 2011.
Despite high credit growth, the inflationary
consequences were mitigated to an extent
by the fact that much of the credit growth is
likely to have been channeled to higher im-
port expenditures, dampening pressure on
domestic output. In addition, an overvalued
exchange rate also helped to curb import-
related price inflation.

Rising inflationary pressures will be of some
concern in 2012. Adjustments to adminis-
tered prices and a depreciating rupee will be
driving inflationary pressure. While front
loading in the credit growth ceiling imposed
on commercial banks will see credit growth
remain high for the first half of 2012, it is
likely to ease thereafter, especially if export
growth is hampered by a weakening global
economy.
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Figure 2.7
Exchange Rate Trends

Source: CBSL, Monthly Economic Indicators, various issues.

2.6 Balance of Payments
The performance of Sri Lanka's export earn-
ings from both goods and services is going
to be a critical lynchpin to the country's long
term growth objectives. Not surprisingly, the
reversal in exchange rate policy management
introduced in the Budget 2012 was presented
as a necessary adjustment to support the ex-
port sector to compete in an increasingly
volatile and weak global economic environ-
ment. Despite a healthy 8 per cent GDP

growth rate achieved in Sri Lanka's immedi-
ate post-conflict phase of development, the
contribution of exports to drive growth has
been poor. The country's exports-to-GDP ra-
tio has declined persistently from 26 per cent
in 2005 to 17.8 per cent in 2011. Whilst
this points to structural constraints to export
growth, a steady appreciation of the real ef-
fective exchange rate (REER) of 26 per cent
from 2007-2011 would not have helped the
export sector to retain price competitiveness
in international markets.

Figure 2.8
Real Exchange Rate Trends

Source: CBSL, Annual Report, various years.
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With import expenditure growth (51 per cent)
far outstripping export earnings growth (22
per cent) in 2011, even healthy earnings from
remittances and tourism could not help to
bridge Sri Lanka's ballooning current account
deficit of 7.8 per cent of GDP. As mentioned
previously, even as the current account was
weakening and exerting pressure on the ex-
change rate, the CBSL resorted to selling dol-
lars in the foreign exchange market in an at-
tempt to prop up the currency.

Sri Lanka's gross official reserves built up since
the end of the conflict and SBA with the IMF
peaked at US$ 8 billion (sufficient for 5.7
months of imports) in July 2011 on the back
of the country's fourth US dollar benchmark
offering in the global bond markets since
2007. Indeed, the bond issue followed an
upgrade of Sri Lanka's long-term foreign and

Table 2.6
External Current Account Developments

2009 2010 2011

Trade balance (US$ mn.) -3122 -4825 -9710
Remittances (US$ mn.) 3330 4116 5145
Tourism (US$ mn.) 350 576 830
Current account (% of GDP) -0.5 -2.2 -7.8

Source: CBSL, Annual Report, various years.

local currency issuer ratings to "BB-" from
"B" with the outlook on both listed as "stable"
by Fitch Ratings. Similarly, Moody's Inves-
tors Service lifted the outlook on Sri Lanka's
below-investment-grade "B1" credit to "posi-
tive." By end 2011, Sri Lanka's official re-
serves had dipped to US$ 5,958 million with
a further drop to US$ 5,522 million by Feb-
ruary 2012, sufficient for 3.2 months of im-
ports. The depletion of reserves compelled
the CBSL to allow the exchange to move in
line with market conditions from February
2012. Indeed, as would be expected, there
was significant volatility and overshooting
of the exchange rate in the immediate after-
math of the policy change. In effect, the
currency saw a nominal depreciation in the
range of 20 per cent following the relaxation
of controlled intervention by the CBSL.

Figure 2.9
Gross Official Reserves

Notes: Official reserves exclude Asian Clearing Union (ACU) balances.

Source: CBSL, Monthly Economic Indicators, various issues.
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The policy correction was welcomed, not
least to avert a potential foreign exchange
crisis as that experienced in 2009 from a
similar attempt to prop up a currency under
pressure, that eventually led to Sri Lanka's
approach to the IMF for a SBA. Most im-
portantly, however, the policy stance to al-
low the exchange rate to reflect underlying
macroeconomic fundamentals is welcome
from the stance of meeting the country's long
term structural challenges.  Sri Lanka's ac-
cumulation of reserves since the end of the
conflict, and the initial resultant upward
pressure on the exchange rate, was prima-
rily driven by a rebalancing of flows on the
capital account with larger volumes of for-
eign currency denominated borrowing by the
government.

The accumulation of costlier commercial and
non-concessional forms of foreign debt has
been swift. Indeed, the share of concessional
funding in Sri Lanka's outstanding foreign
debt has dropped sharply from 96 per cent
in 2005 to 57 per cent by 2011. While there
may be year-to-year fluctuations in the re-

sultant external debt service ratios in response
to exchange rate policy, export earnings per-
formance, bunching of debt service repay-
ments, etc., the overall trend is suggestive
of higher external debt service ratios in the
medium to longer term. This calls for a strat-
egy that will support stronger demand for
Sri Lanka's goods and services overseas, al-
lowing the country to service its fast grow-
ing external debt obligations comfortably.

2.7 Conclusion
Sri Lanka's overall post-conflict development
focus on accelerated, but balanced regional
growth has yielded positive results since the
end of the conflict in May 2009. GDP growth
has averaged 8 per cent with significant im-
provements in achieving better regional par-
ity as made evident by the country's overall
achievements in tackling poverty and depri-
vation. Nonetheless, the country's growth
strategy propelled by a rapid roll-out of a
public infrastructure investment drive, fi-
nanced largely by borrowed funds -- espe-
cially foreign currency denominated debt --
does impose challenges on macroeconomic

Figure 2.10
Outstanding Public External Debt

Source:  CBSL, Annual Report, various years.
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policy management. It raises a country's vul-
nerability to external shocks and can often
constrain the space for policy
manoeuverability. In such circumstances, any
deviation from prudent and timely policy
adjustments can be costly for macroeconomic
stability and medium term growth
sustainability.

Sri Lanka did come up against such constraints
and instituted policy corrections, particularly
reversing the approach to maintain the ex-
change rate within a pre-determined band.
The imposition of credit ceilings on com-
mercial bank lending, policy interest rate re-
visions, re-imposition of import duties, etc.,
were other changes effected to ensure that
the country retains stability on the macro-
economic front. The overall impact of these
policy adjustments will be to lower Sri
Lanka's GDP growth in 2012, forecast to be
in the region of 7.0 per cent, down from the
previous estimate of 8 per cent growth.

A slowdown in GDP growth in 2012 should
not be viewed with concern. It is often bet-
ter to ensure an early trade-off between
growth and stability as opposed to encour-
aging rampant growth and potential insta-
bility in the macroeconomic front that will
require sharper policy adjustments that drag
growth down more and for longer. For Sri
Lanka, the immediate priority is to regain
stability, particularly on the exchange rate
front. A weakening global economic outlook
will help, easing pressure on international
oil prices that together with reduced domes-
tic demand will allow the exchange rate to
stabilize. Although inflation will pick up in
the second half of 2012, monetary tighten-
ing will ensure that inflation remains fairly
moderate, allowing the country to renew ef-
forts to raise its GDP growth target back on
track to 8 per cent in 2013.
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3. Expanding Sri Lanka’s Global Economic Reach

3.1 Introduction

After suffering a major setback in 2011, the prospects
for the world economy strengthening in 2012 remain
bleak. Growth in global economic output which
slowed down considerably from 5.0 per cent in 2010
to 3.8 per cent in 2011 is expected to slow down
further to 3.5 per cent in 2012.1  Improved economic
data emerging from the United States (US) for the
second half of 2011 and the uptake of more prudent
policy measures by the Euro Zone in response to the
worsening of the sovereign debt crisis has somewhat
alleviated the risk of a severe economic downturn.
The IMF, however, warns that the recovery is fragile,
and another bout of volatility in Europe or an oil price
spike as a consequence of geopolitical uncertainty
would severely dampen the prospects of a global eco-
nomic recovery in the near future.

With the Euro Zone expected to experience a mild
recession in 2012 and the pace of growth in the US
constrained by indebted consumers, high unemploy-
ment, and a weak housing market, the much needed
impetus required to keep the global economy afloat
is expected to come from emerging and developing
economies. Economic growth in emerging and devel-
oping economies is expected to average 5.7 per cent
in 2012, with Asia and Latin America leading the
way.

In line with the projected slowdown in world GDP,
world trade growth too is estimated to decline to 3.7
per cent in 2012, down from 5 per cent in 2011.2

Whilst current forecasts for 2013 are more positive
with an anticipated improvement in world trade
growth of 5.6 per cent, it will depend on the ability
of the Euro Zone to avoid further recessions. Unpre-
dictable factors such as geopolitical developments and
natural disasters can change all projections.

‘
‘

“ There is a need to
diversify Sri Lanka's

export market share and
look towards the rapidly
developing economies of
Asia, not only as sources
of assistance, but also as

economic partners”

3  IMF, World Economic Outlook, April 2012.
2   World Trade Organization, World Trade Report 2012.
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The Sri Lankan economy has not been im-
mune to global developments. With Sri
Lanka's key exports markets suffering yet
another setback, coupled with geopolitical
tensions in the country's major oil import-
ing economies, the trade balance deterio-
rated significantly, particularly in the latter
part of 2011.  The US$ 5 billion trade defi-
cit at the end of 2010 almost doubled to
US$ 9.7 billion by the end of 2011, stem-
ming from a massive increase in imports,
particularly of intermediate goods. The
changing global economic landscape suggests
the crucial need for Sri Lanka to diversify its
external economic linkages and look at stra-
tegic ways of moving forward. In this con-
text, this Chapter examines the changing
global dynamics and possible implications
for the Sri Lankan economy in the near term.

3.2 Outlook for Sri Lanka's Key Export
Markets
The US and EU are among the largest econo-
mies in the world, contributing 19.1 per cent
and 14.3 per cent respectively of total world
GDP in 2011.3  They are also the largest

markets for Sri Lanka's exports, accounting
for roughly 54 per cent of overall exports in
201 (Figure 3.1). As such, these two markets
play a key role in determining the impact of
any external shock on Sri Lanka's domestic
economy.

3.2.1 Growth Prospects for US and EU
There has been a rapid decline in several Euro
Zone economies in 2011 due to the region's
sovereign debt crisis, with knock-on effects
on the US economy as well. However, recent
IMF forecasts indicate that the West will per-
form more positively than previously pre-
dicted. With stronger labour market outcomes
-- including a decreasing unemployment rate,
and renewed consumer confidence -- the US
economy has picked up and is predicted to
attain a GDP growth rate of 2.1 per cent and
2.4 per cent for 2012 and 2013, respectively.
The US unemployment rate shot up follow-
ing the global financial crisis of 2008/09, but
tapered off thereafter and has since come
down to 8.9 per cent in 2011 (Figure 3.2).
Personal consumption expenditure has also
increased, following a dip in 2009 (Figure

Figure 3.1
Sri Lankan Exports by Destination: 2011

Source: CBSL, Annual Report 2011.

3  IMF, World Economic Outlook, April 2012.
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Figure 3.2
US Annual Unemployment Rate, 2000-2011

Sources: US Department of Labor, Bureau of Labor Statistics and US Bureau of
Economic Analysis.

Figure 3.3
US Overall Personal Consumption Expenditure and Expenditure on

Essential vs. Non-essential Items, 2005-2010

Source: US Bureau of Economic Analysis.

3.3). Furthermore, spending on non-essen-
tial items, such as household appliances and
motor vehicles, saw a rise from 2009 to 2010,
although it has yet to reach levels recorded
in 2008 prior to the crisis.

However, certain domestic factors continue
to be areas of concern. Several tax provisions,
including tax cuts introduced by the previ-
ous Republican administration, are due to
expire in 2013. Coupled with proposed re-

ductions in government spending this could
slow down economic recovery in the US.
Moreover, there is little expectation that
medium-term debt reduction will take place
before 2013 due to the November 2013 Presi-
dential Election and bipartisanship in the US
Congress, with Democrats unwilling to shift
their position on major welfare programmes,
including, Medicare, Medicaid, and Social
Security, while Republicans refuse to enter-
tain policy reforms that call for tax increases.
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Box 3.1
Instability of Real GDP Forecasts

The IMF publishes its projections for global economic growth in its World Economic Outlook
annually, with accompanying updates through the year. However, uncertainty in economic
recovery among advanced economies and instability in financial markets have led to constant
revisions with each successive report. The Euro Zone debt crisis and challenges in US domestic
policy, such as policymakers' inability to reach an agreement on medium-term debt consolida-
tion have placed substantial constraints on growth in developed markets. Furthermore, the
devastating earthquake and tsunami that hit Japan, and the Arab Spring uprisings in several oil-
exporting nations resulted in further disruptions in global economic output. However, new
figures published in April 2012 indicate a more positive outlook throughout much of the world.
The European Central Bank (ECB) and IMF have negotiated bailout packages for debt-ridden
economies in the region, and the US has picked up its growth following renewed consumer
confidence and a stronger labour market. Developing countries have also been affected by
these events, projecting an expected rise in real GDP growth rates of 0.3 percentage points,
compared to figures published in the previous January 2012 report.

Developments in European economies may
also hold back US growth. The role of the
US as a hub for financial markets may see it
receive strong negative spillovers from finan-
cial markets in the euro area as it battles the
sovereign debt crisis. Heightened stress on
sovereign debt and the banking system in the

euro area may lead to a fall in confidence in
the US corporate sector, affecting investment
and demand, and ultimately hampering
growth in output. The two economies are so
closely connected that the US could experi-
ence an economic slowdown of roughly 40
per cent of that experienced in the Euro Zone.4

Table 3.1
Overview of Real GDP Forecasts: Changing Projections for 2012 (%)

June September January April
2011 2011 2012 2012

World 4.5 4.0 3.3 3.5
Advanced economies 2.6 1.9 1.2 1.4
    US 2.7 1.8 1.8 2.1
    Euro area 1.7 1.1 -0.5 -0.3
    United Kingdom 2.3 1.6 0.6 0.8
    Japan 2.9 2.3 1.7 2.0
Emerging and developing economies 6.4 6.1 5.4 5.7
   Developing Asia 8.4 8.0 7.3 7.3
       China 9.5 9.0 8.2 8.2
       India 7.8 7.5 7.0 6.9
       ASEAN-5 5.7 5.6 5.2 5.4
   Latin America & the Caribbean 4.1 4.0 3.6 3.7
       Brazil 3.6 3.6 3.0 3.0
       Mexico 4.0 3.6 3.5 3.6
   Middle East & North Africa 4.4 3.6 3.2 4.2
   Sub-Saharan Africa 5.9 5.8 5.5 5.4

Source: IMF, World Economic Outlook, various years.

4  IMF, World Economic Outlook, April 2012.
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Box 3.2
How did Greece Incur So Much Debt?

Among the many countries struggling with debt in the Euro Zone, Greece has arguably been the
most severely affected. European countries granted Greece a second bailout package worth US$
173 billion, with strict austerity measures attached to the package, including increased taxes and
cutbacks on public sector pay and pensions.

The proximate causes of the debt crisis are many. Indeed, it is alleged that manipulation of data
prior to the entry of Greece into the Euro Zone in 2001 may have masked emerging vulnerabilities.
For instance, the Maastricht Treaty stipulated the criteria necessary to join the Euro Zone, including
setting boundaries for inflation and debt levels. A key indicator was ensuring a budget deficit of no
more than 3 per cent of GDP. It is argued that certain expenditures were omitted from the
government's budget balance sheets in order to cover up the country's true debt figures, whereby
Greece seemingly met all the necessary criteria to join the Euro Zone.

Having joined as a member of the Euro Zone, Greece was allowed to obtain loans at low interest
rates. The country borrowed heavily to help fund its expenditures, including rising public sector
wages and the 2004 Olympic Games, which went beyond its budget. Banks were willing to lend
to Greece, believing there was little risk of default, as the country's currency was now the same as
that of more stable, wealthier economies like Germany. With increasing debt, Greece was ill-
prepared to face the global financial crisis of 2008/09. The economic downturn meant increased
spending on welfare benefits and a decrease in tax revenue, adding to the country's spiraling debt.
To help combat the crisis, the IMF and the ECB drew up a bailout package of US$ 146 billion in
May 2010. In October 2011, the Euro Zone implemented a debt-restructuring plan that involved
negotiating a 50 per cent reduction of Greek debt among banks and assorted investors. However,
it remains to be seen whether the country will dig itself out of the crisis it is currently experiencing.

Sources: BBC News, Q&A: Greek debt crisis, 2 March, 2012; Little, Allan, How ‘magic’ made Greek debt
disappear before it joined the euro, BBC News, 3 February 2012.

Despite recent upward revisions, the Euro
Zone economies are still expected to experi-
ence a recession in the coming months. The
euro area is projected to experience a GDP
growth rate of -0.3 per cent in 2012 and 0.9
per cent in 2013. The sovereign debt crisis
that plagued the Euro Zone was the result of
a confluence of several factors. Mispriced
risk, weak macroeconomic policy, and inad-
equate prudential frameworks were coupled
with flaws in the EUs Economic and Mon-
etary Union (EMU) to produce excessive pub-
lic and private sector imbalances. A key flaw

of EMU governance is argued to be its Sta-
bility and Growth Pact which, despite being
designed to promote fiscal discipline, did
not successfully limit poor fiscal policy.5

Banks were lending at a growing rate across
borders without supervision and regulation
that extended beyond national borders. The
ECB was not permitted to act as lender of
last resort, although this did not prevent a
moral hazard scenario from forming. Mar-
kets operated as if governments and central
banks would be ready with bail-out pack-
ages if things went badly. Banking systems

5  IMF, World Economic Outlook, April 2012.
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and economies in the Euro Zone were seen
as 'too big to fail,' and sovereign and credit
risks were underestimated and mispriced.

3.2.2  Sri Lanka's Exports to the US
and EU
Over the years, Sri Lanka's main export items
to the US and EU have remained largely un-
changed. As illustrated in Table 3.2, despite
a marginal decline in its share, garment ex-
ports continue to account for over three-quar-
ters of exports to the US, while exports to
the EU have demonstrated an increasing trend.
Rubber exports have increased in importance
in the US. Pearls, precious stones and met-
als, coffee, tea and other spices are some
other important export products both in the
US and EU markets. Additionally, fish ex-
ports have become significant in the EU.

Economic stagnation in both the US and EU
in the recent past has been a concern for Sri
Lanka, given that over half of its exports are

Table 3.2
Top Sri Lankan Products to the US and EU: 2005 and 2010

Product                   2005                  2010
Export Value Share Export Value Share
  (US$ mn.)  (%)   (US$ mn.)  (%)

US
Articles of apparel, clothing and textile 1657.0 83.5 1370.9 77.7
Rubber and articles thereof 119.9 6.0 177.7 10.1
Pearls, precious stones and metals 55.2 2.8 32.9 1.9
Coffee, tea, mate and spices 22.9 1.1 29.9 1.7
Plastics and articles thereof 22.2 1.1 17.8 1.0
Total 1877.1 94.6 1629.2 92.3

EU
Articles of apparel, clothing and textile 1003.2 52.5 1699.5 58.5
Rubber and articles thereof 208.2 10.9 249.8 8.6
Pearls, precious stones and metals 174.0 9.1 240.4 8.3
Coffee, tea, mate and spices 93.6 4.9 130.2 4.5
Fish 45.2 24 114.8 3.9
Total 1524.3 79.8 2434.7 83.8

Source: Department of Customs of Sri Lanka.

destined to these two economies. A reduc-
tion in the purchasing power of middle-end
consumers leading to spending cuts was a
main factor contributing to sluggish demand
in the US and EU markets. While the out-
look for the first quarter of 2012 has been
somewhat more optimistic, significant risks
still linger. The Asian Development Bank
(ADB), in its report on Sri Lanka's economic
outlook for 2011 and 2012, predicts a de-
cline in export growth of 11 per cent in 2012
mainly owing to weaker demand -- especially
from Europe -- as key trade zones cut back
orders.6

Textile and clothing is the primary export of
Sri Lanka to the US and EU, where its pros-
pects remain mixed. Despite the gloomy
outlook in the developed world and loss of
EU (Generalized System of Preferences) GSP-
plus concessions, garment exports remained
significant in 2011, rising by 24.6 per cent
to US$ 4.2 billion compared to an overall

6 ADB, 2012, Asian Development Outlook 2012: Confronting Rising Inequality in Asia, ADB, Manila.
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Box 3.3
Sri Lanka's Market Share in the US and EU: The Case of Garment Exports

Despite considerable increases recorded in absolute export earnings to both the US and EU
markets, it is of concern to note that Sri Lanka's relative market share in garment exports has been
losing ground. The increase in export earnings over the years has been due largely to a shift in Sri
Lankan garments exports from the US to the EU. As indicated in Figure 3.4, Sri Lanka has been
seeing a steady decline in its market share in the US, from 2.3 per cent in 2005 to 1.8 per cent in
2011. Sri Lanka has been losing out to countries such as Pakistan, Vietnam, Bangladesh, Indone-
sia, India, Cambodia and Bangladesh. Pakistan's share in the US apparel market was significantly
below that of Sri Lanka's in 2005 at 1.8 per cent, but is now ahead of Sri Lanka at 2.1 per cent.
Diversification of its product range, marketing and large investments in value-added sectors in-
cluding in sewing machines, stitching, knitting, finishing and knitting processing have contributed
towards Pakistan's progress.

 Sources: Calculated using data from OTEXA, US Imports of Textile, Apparel and the Market Access
Database, and Statistical Database.

Figure 3.4
Export Shares in the US and EU Textile and Clothing Markets, 2005-2011

                           US                                                            EU

While Sri Lanka has been successful in penetrating the EU market, 2010 and 2011 have seen a
marginal decline in the share compared to 2009. Moreover, Sri Lanka is bound to lose its foothold
further as the EU GSP-plus concessions are eroded. As mentioned previously, Sri Lankan garment
exports will face higher tariffs under new reforms that will come into effect in 2014. Whereas China
and Turkey still account for over half of the garment export share in the EU, as seen in Figure 3.4,
Sri Lanka has been losing its market share to competitor countries such as Bangladesh, India,
Vietnam, Pakistan and Cambodia. Bangladesh has been particularly successful in penetrating the
EU market, with an increase from 6.2 per cent in 2009 to 11.2 per cent in 2011.

Bangladesh is already a beneficiary of GSP-plus concessions, and Pakistan will also become
eligible under the new reforms. Additionally, India is scheduled to sign a trade agreement with the
EU in 2014 which would guarantee benefits to Indian garment imports through tariff preferences.
With competitor countries gaining from such tariff concessions, securing market share in the EU
will be a challenging task for Sri Lanka in 2014 and beyond. Therefore, it is imperative that market
diversification takes place in Sri Lankan garment exports. In this respect, Sri Lanka has made rapid
inroads into new markets such as Turkey and the United Arab Emirates.

Sources: Memon N. Ahmed (2011), Pakistan Textile Journal, (http://www.ptj.com.pk/Web-2011/01-
2011/Dr.Noor-2.htm).
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export growth of 22.4 per cent.7  Earnings
from garment exports to the US increased by
21.5 per cent in 2011, while those to the EU
recorded an increase of 25.1 per cent. High
quality of Sri Lankan garments coupled with
the rising cost of production in competitor
countries were key contributory factors that
helped sustain a strong demand.

The US garment market is predominantly
driven by non-athletic apparels such as jeans
wear, casual wear, corporate wear, occasional
wear and intimate wear.8  This is advanta-
geous to Sri Lanka as the bulk of Sri Lankan
apparel exports are concentrated in casual
wear for women and men, and there is ex-
pectation that the country will benefit from
an anticipated pick-up in the US market. In
the EU, the strong image Sri Lankan apparel
has established has helped in sustaining de-
mand, despite the crises engulfing countries
in the region. In particular, Sri Lanka's rec-
ognized values of corporate responsibility in
manufacturing and ethical differentiation of
products complying with required interna-

tional standards have contributed to a resil-
ient performance. Such factors have played a
big role in securing orders, despite the fact
that Sri Lanka no longer has a cost advantage
compared to other competitors. However,
future developments in the global environ-
ment could pose significant challenges to Sri
Lanka's industry. Under new reforms that will
come into effect in 2014 through the EU GSP
system, Sri Lankan exports to the EU are set
to face higher tariffs.9

3.3 A Weakening Balance of Payments
3.3.1 Trade Imbalances
Sri Lanka's trade deficit, which has been on
the rise since 2005 peaked in 2011, record-
ing a dramatic increase in the second half of
2011 (Figure 3.5). The trade deficit which
was US$ 5 billion at the end of 2010 almost
doubled to US$ 9.7 billion by the end of
2011. While exports grew by 22 per cent
supported mainly by industrial exports, im-
ports recorded a massive increase of 51 per
cent, reflecting a sharp growth in intermedi-

Figure 3.5
Export and Import Earnings of Sri Lanka: 2000-2011

Source: CBSL, Annual Report, various years.

7  CBSL, Annual Report 2011.
8 Gupta, Ankur (2012), The US Apparel and Footwear Industry Outlook to 2015 - Changing Consumer Behavior and Purchasing Decisions

(http://www.articlesbase.com/clothing-articles/the-us-apparel-and-footwear-industry-outlook-to-2015-changing-consumer-behavior-and-
purchasing-decisions-5652845.html).

9 Sri Lanka could face many challenges with both Pakistan and Bangladesh eligible to benefit from EU trade concessions, and a possible free
trade agreement with India is also expected to exert more pressure.
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ate goods, led primarily by oil imports and
investment goods for government infrastruc-
ture projects. Current global economic con-
ditions suggest that the trade deficit is likely
to remain high in 2012.

There has been significant volatility in com-
modity price movements during 2005-10,
particularly in oil prices. Oil prices peaked
in 2005, increasing by 41.3 per cent during
the year, owing largely to increased global
demand. After a drop in prices during 2006-
07, prices increased by a noteworthy 36.4
per cent in 2008. Increased global demand
for oil, owing to the rapid growth of emerg-
ing economies, especially that of China and
India, was a major factor. Moreover, on the
supply side, there was a significant tighten-
ing of world oil production which also con-
tributed towards exceptionally high prices.

Oil prices experienced a historical low in
the aftermath of the global financial crisis,
falling by 36.3 per cent in 2009. However,
the declining trend saw a turnaround in 2010,
led by the quick recovery in emerging econo-
mies, and the resurgence continued through
to 2011. Supply risks owing to geopolitical

uncertainty in the Middle East and North
Africa created upward pressure on oil prices
during the year. However, the slowdown in
global economic conditions and industrial
activity in 2011, led to a relatively lower
demand for oil during the year, causing oil
prices to remain close to its 2010 level.

As of March 2012, oil prices had overtaken
the previous peak values of April 2011 and
were back at about US$115 per barrel.10

While the fluctuations in oil prices are largely
due to increased geopolitical risks, particu-
larly in Iran, other supply setbacks over the
past year have also contributed towards dwin-
dling global oil production. The IMF fore-
casts a decline in oil prices to around US$
110 per barrel in 2013, in line with prices in
future markets, but supply constraints present
significant upside risks.

For Sri Lanka, the threat of rising oil prices
has a strong bearing on its external trade ac-
count. The increase of international petro-
leum prices from US$ 78 per barrel in 2010
to US$110 in 2011 alone is estimated to
account for US$ 1.5 billion of the expansion
in the trade deficit. Although export earn-

Figure 3.6
World Commodity Prices, 2005-2011

10  IMF, World Economic Outlook, April 2012.

Source: IMF, World Economic Outlook, various years.
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ings recorded a considerable increase, this
was by no means sufficient to offset the ris-
ing import bill. Had Sri Lanka maintained a
more diversified export base, both in terms
of products and markets, there would have
been scope for higher export earnings, thereby
lessening the adverse impact on the trade
balance.

The deterioration of the trade balance was
also a result of a series of policy oversights.
The combination of an overvalued exchange
rate, a relaxed monetary policy stance and
moral suasion on commercial banks to lend,
led to an unavoidable credit boom, fuelling
an unsustainable increase in imports, pres-
sure on the rupee and a sharp erosion of re-

Box 3.4
Global Tourist Flows and Impact on Sri Lanka's Tourism

According to the latest UNWTO World Tourism Barometer, despite stalled global economic re-
covery, international tourist arrivals recorded an increase of 4.4 per cent in 2011 amounting to a
total of 980 million, up from 939 million in 2010.11  By region, Europe recorded the highest growth
of 6 per cent. Unlike in previous years, growth was higher in developed economies (5 per cent)
than in emerging ones (3.8 per cent), owing largely to political turmoil in the Middle East and North
Africa. UNWTO predicts continued growth of international tourism in 2012, although at a slower
rate. Emerging economies are expected to regain the lead with stronger growth in Asia and the
Pacific and Africa, followed by the Americas and Europe.

Growing concerns of crises in the EU can weigh heavily on global tourism, given that Western
Europe is the largest source of international departures, accounting for 38 per cent of the global
total in 2010.12  The outlook for outbound tourism in 2012 in the UK and Germany -- two of the top
outbound tourism sources -- remains uncertain. The debt crisis has had limited impact on Germany's
outbound travel, as Germans seem to cut spending in other areas and continue spending on
holidays. However, a worsening economic situation could change this pattern. In the UK, domes-
tic tourism is expected to have higher priority over international tourism in 2012, given the wors-
ening economic conditions, and the Olympics to be held in summer 2012.

In the US, the recession depressed both international outbound, as well as, domestic travel in the
post-2008 period. According to the Office of Travel and Tourism Industries, outbound travel was
flat in the second half of 2011, reflecting a 3 per cent drop in travel to Canada and Mexico and
offsetting a 3 per cent gain in travel to overseas destinations.13

Country-wise data show that Sri Lanka was among the top five countries that experienced the
highest growth rate of tourists in 2011 at 31 per cent.14  Indeed, tourism has shown remarkable
growth in the post-conflict period and is one of the key sources of foreign exchange earnings. The
largest number of arrivals in 2011 were from India (171,374), followed by the UK (106,082),
Germany (55,882) and France (48,695).15  However, the share of tourists from Western Europe
and North America has been on the decline. Given the current economic turmoil in Europe and
the fact that close to 40 per cent of tourist arrivals are from Western Europe, prospects for Sri
Lanka's tourism industry in 2012 could be somewhat gloomy, unless this could be offset by
increased arrivals from other regions, such as Asia.

11 World Tourism Organization (2012), UNWTO World Tourism Barometer, Volume 10, March 2012.
12 Grant, Michelle (2011), "Impact of the Western European Debt Crisis on Global Outbound Tourism,"  Euromonitor International, (http:/

/blog.euromonitor.com/2011/10/impact-of-the-western-european-debt-crisis-on-global-outbound-tourism.html).
13 Cook, S. (2012), U.S. Travel Outlook, (http://www.ustravel.org/sites/default/files/page/2009/09/March2012_ public.html?utm_source=

MagnetMail&utm_medium=email&utm_term=mike.stauf).
14 World Tourism Organization (2012), UNWTO World Tourism Barometer, Volume 10, March 2012.
15 CBSL, Annual Report 2011.
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serves. The subsequent devaluation of the
rupee by 3 per cent in the 2012 Budget, ac-
companied by increases in policy interest
rates, restricting bank lending and the rais-
ing of prices of fuel and electricity to reflect
cost of imports and production, were late
but required adjustments to avoid a major
BOP deterioration. These factors reinforce the
economy's susceptibility to global market
developments.

3.3.2 Capital Flows
A dramatic decline in global foreign direct
investment (FDI) flows was a significant
unfavourable outcome of the global finan-
cial crisis. Prior to the global crisis, the lev-
els of global FDI showed an increasing trend,
supported by favorable global economic
growth, financial conditions and low inter-
est rates (Figure 3.7). The financial crisis saw
a massive drop in FDI inflows by 11.5 per
cent and 32.1 per cent in 2008 and 2009,
respectively. Despite post-crisis recovery, low
levels of global FDI still remain a key con-
cern. According to the United Nations
'World Investment Report 2011' global FDI
flows have risen moderately in 2010 but are
still 15 per cent below their pre-crisis
average.

Figure 3.7
Global FDI Flows: 2005-10

Source: United Nations, World Investment Report 2011.

Indeed, the report notes a clear shift in glo-
bal FDI inflows from developed economies
to developing and emerging economies in
the post-crisis period. Developing countries,
which accounted for 37 per cent of global
FDI flows in 2005, saw an increase in their
share to over 50 per cent by 2010, whereas
developed countries experienced a declining
share. The buoyant economic performance,
a better investment environment and an in-
crease in corporate earnings of developing
countries may have contributed in making
them an attractive FDI destination by 2010.

The FDI inflows to Asia were mainly domi-
nated by East Asia, which accounted for over
a half of total FDI flows to the region. The
industrial success of major East Asian econo-
mies such as Hong Kong and China, the con-
ducive business environment prevailing in
the East Asian economies and greater eco-
nomic integration within ASEAN countries;
especially between China and ASEAN, and
resultant interregional FDI flows contributed
to high FDI flows. The other regions of Asia
such as South Asia seem to be experiencing
relatively poor and stagnant FDI flows ow-
ing to factors such as political uncertainty,
unrest, hostile business environments and
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time consuming administrative procedures.
The FDI flows to South Asia are dominated
largely by India - its share of 53 per cent of
South Asia's FDI inflows in 2005 had risen
to 77 per cent in 2010. The dynamic perfor-
mance of the Indian economy compared to
the other South Asian countries helped to
make India a more favorable FDI destina-
tion compared to the rest of South Asia.

FDI flows to Sri Lanka have over the period
2005-2011, been fairly volatile, owing both
to domestic and external developments.
With net inflows having peaked at US$ 691
million in 2008 -- led by the rapid increase
in telephone and telecommunication related
FDI -- there was a sharp drop following the
global downturn. With the post-conflict re-
covery in the economy, FDI inflows in 2011
increased to US$ 896 million, led by FDI
into the hotels and restaurants on the back
of expected expansion of the country's tour-
ism activities.

Sri Lanka's sources of FDI have seen a change
over the years. As shown in Table 3.3, the
UK and US which ranked third and seventh

respectively in terms of FDI flows in 2005
have declined in importance. India has in-
creased in importance over the years and is
the second largest investor at present, espe-
cially in the services sector. Mauritius and
Hong Kong have also emerged as important
sources of FDI. Hence a clear shift in FDI
flows from Western economies to develop-
ing and emerging Asian countries is evident.

With the graduation to low middle income
status, Sri Lanka has seen a gradual reduction
in dependency on traditional forms of ODA,
to other forms of foreign finance to meet its
developmental needs. These are primarily in
the form of bilateral lines of credit and mul-
tilateral donor funding. Total foreign finance
commitments to Sri Lanka by both bilateral
and multilateral donors, have increased from
US$ 1,740 million in 2005 to US$ 3,260
million in 2010.16  The relative contribution
by multilateral donors such as the World
Bank and ADB has declined, while bilateral
donors have become more significant. As
depicted in Figure 3.8, China is the primary
source of foreign finance, accounting for 25
per cent of the total in 2010. The bulk of

Table 3.3
Top Ten Investors in Sri Lanka: 2005 and 2011

     FDI Values (US$ million)
Rank Country 2005 Country 2011

1 Malaysia 99.6 Mauritius 253.3
2 Singapore 30.6 India 146.8
3 UK 26.4 Hong Kong 138.8
4 India 17.9 Malaysia 89.5
5 Luxemburg 17.3 British Virgin Islands 53.5
6 Hong Kong 15.5 Singapore 53.0
7 USA 12.8 UAE 52.9
8 Italy 10.6 UK 52.0
9 Sweden 10.1 Netherlands 51.4

10 Belgium 8.4 Japan 27.2

Source: Board of Investment of Sri Lanka.

16 Department of External Resources, Performance Report 2010, Ministry of Finance and Planning, Colombo.
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such finance has been committed towards
infrastructure projects. In 2010, for instance,
58.8 per cent of China's foreign finance com-
mitments were directed towards the Puttalam
coal power project, while other projects in-
cluded the implementation of the
Hambantota port development, Mattala-
Hambantota international airport, and the
Colombo-Katunayake expressway.

In addition to bilateral and multilateral fi-
nancial commitments, Sri Lanka has also in-
creasingly resorted to issuing bonds in the
international capital market since obtaining
a sovereign rating in 2006. Indeed, the coun-
try raised its fifth international sovereign bond
for US$ 1 billion in July 2012.

As global growth continues to slow and Euro
Zone prospects remain weak, Sri Lanka's BOP

Figure 3.8
Sources of Foreign Finance Commitments to Sri Lanka: 2005 and 2010

Source: Department of External Resources, Performance Report, various years.

is likely to remain under stress. The reliance
on current transfers to offset the widening
current account deficit may prove challeng-
ing. The expectation of higher remittances
and tourist earnings to bridge the massive
trade deficit is not sustainable - the funda-
mental reasons for the deteriorating trade
balance needs to be recognized and dealt
with. In this context, it is vital that the pru-
dent policy reforms initiated recently are
taken forward in view of the economy's long-
term stability and faster growth. In addition,
Sri Lanka must focus on diversifying its
sources of earnings from exports in terms of
both products, as well as markets. It is clear
that the country is increasingly building closer
economic relations with the Asian region -
as sources of trade and capital flows. As glo-
bal economic activity shifts from East to West,
Sri Lanka too must position itself to take ad-

Table 3.4
Borrowing from International Capital Markets

Date Issued Type      Amount Period
(US$ million)  (Yrs)

2006 September Syndicated loan 100 3
2007 October Sovereign bond 500 5
2008 June Syndicated loan 150 3
2009 October Sovereign bond 500 5
2010 September Sovereign bond 1000 10
2011 July Sovereign bond 1000 10
2012 July Sovereign bond 1000 10

Source: Compiled from www.cbsl.gov.lk.
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vantage of new opportunities, including
closer engagement with evolving interna-
tional governance structures in place to ad-
dress global economic issues.

3.4 International Governance Archi-
tecture
As previously mentioned, developing and
emerging economies are spearheading glo-
bal economic growth. Asia in particular is at
the forefront of rising output, but Latin
America, the Middle East/North Africa, and
Sub-Saharan Africa are also expected to ex-
perience robust economic growth in the com-
ing years. As these regions close the income
gaps with the developed countries, their in-
fluence on international institutions and
frameworks governing global economic dis-
cussions are expected to strengthen. How-
ever, there is increasing concern whether
emerging economies are taking on the mantle
of leadership through South-South coopera-
tive frameworks such as the BRICS (Brazil,
Russia, India, China, and South Africa) or in
multilateral groups such as the G-20.

3.4.1 Regional Dynamics
The leader behind Asia's robust economic
growth is China. Despite decreased demand
for Chinese exports from weakening econo-
mies like those in the Euro Zone, China's
output is expected to be relatively healthy
due to strong levels of domestic consump-
tion and investment. Asia's second largest
economic powerhouse is India. Despite a
slowdown in growth -- due in part to policy
uncertainty and constraints in supply chains,
in addition to increased interest rates and
weakened demand for its exports -- the
nation's growing middle class is expected to
provide a surge in consumption and a boost
in output. Indeed, India's middle class is pro-
jected to increase to over a quarter of a bil-
lion people by 2015, and will be a major
source of consumer power in the years to
come.

A region facing a reasonably steady growth
path, albeit less robust, is Latin America.
High commodity prices have played a key
role, with Mexico, Brazil, and Venezuela
among the top 15 oil producers in the world.
A key driver behind Latin America's growth
is Brazil, the second largest economy in the
region. Unlike many of its neighbours, it is
projected to experience an increase in real
GDP on the back of tighter macroeconomic
policies and strong domestic demand. How-
ever, the country is at risk of overheating if
capital flows rise sharply enough to reach
previous levels, coupled with increased
growth in credit and imports.

Both Asia and Latin America have regional
trade agreements that have brought key ben-
efits for participating countries. The Asso-
ciation of Southeast Asian Nations (ASEAN)
Free Trade Area (AFTA) is an agreement
among ASEAN members that aims to lower
intra-regional tariffs within the group through
a Common Effective Preferential Tariff (CEPT)
scheme. Over 99 per cent of the products on
the CEPT Inclusion List of ASEAN-6 (a more
limited set of Southeast Asian economies)
enjoy a tariff range of between 0-5 per cent.
The remaining members of ASEAN are ex-
pected to implement similar tariff reduction
measures in the near future. AFTA also aims
to reduce non-tariff barriers (NTBs) through
a process of verification and cross-notifica-
tion of barriers, the implementation of a da-
tabase on all NTBs employed by member
states, and the eventual elimination of un-
necessary and unjustifiable non-tariff mea-
sures.

A key trading bloc among South American
countries is MERCOSUR, or the Common
Market of the South. Major players include
Brazil and Argentina, but membership ex-
tends to eight other nations on the conti-
nent, including Venezuela and Chile. The
primary aim of the group is to facilitate the
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movement of goods, capital, services, and
labour across its borders. The bloc has been
enlisted with the responsibility of regulating
tariff policies on exports and imports in ad-
dition to arbitrating any trade disputes among
its members. The proposition of a
MERCOSUR Development Bank to loan funds
for the development of member nations has
been discussed, as has the idea of creating a
free trade area spanning the entire continent.

Over the past decade, there was a widely
held belief that the emerging economies of
BRICS would play key roles in the future
development of global governance architec-
ture. However, it may now be the case that
these countries have passed their prime, and
in fact, are no longer the dynamic, rapidly-
developing economies they once were. In-
deed, a report examined 60 emerging market
economies for their long term potential to
take advantage of the changing global eco-
nomic landscape, where the countries were
subsequently ranked based on factors such
as economic diversification, corruption, en-
trepreneurship, and business climate.17  It
emerged that the BRICS countries were well
below the expected top tier, with Brazil at
31, Russia at 51, India at 23, China at 13,
and South Africa at 26. Smaller countries such
as Chile, Tunisia, and Jordan placed among
the top few were seen as the most versatile
economies most ready to adapt to a chang-
ing global economy.

Furthermore, China and India do not seem
to be taking up the slack in global gover-
nance left over by weakening markets in the
West. During the G-20 Summit of 2011,
China was faltering on its decision on
whether or not to help fund the European
Financial Stability Facility (EFSF), which aims
to provide more credit to banks in the region
and would help provide additional aid to

Greece, which is currently battling a deep-
ening debt crisis. The Asian juggernaut was
also hesitating on its decision to purchase
European bonds. Both issues revolve around
the worsening situation in Greece and its
implications on other economies in the Euro
Zone, and doubts as to whether bailout plans
drawn up by the EU will help stabilize the
regional economy.

China's stated goals are to see a more equi-
table system of global governance through
several facets. These include improving the
international monetary system through ex-
panding the use of the Special Drawing Rights
(SDR) facility of the IMF, whose goal is to
supplement member countries' official re-
serves, and setting up a stable and manage-
able international reserve currency system.
In addition, it has called for an expansion of
free trade through a curbing of existing trade
and investment protectionism and commit-
ment to reject additional protectionist mea-
sures. However, there is little evidence that
the country has sought to address the above
mentioned issues in the near future.

India's role as a leader among G-20 mem-
bers is perhaps even less pivotal. There is
widespread sentiment that the country's pub-
lic and administration are rather indifferent
to the G-20.18  India is nowhere near the eco-
nomic giant that China is, and is in fact, by
far the poorest nation in the G-20, with a
GDP per capita of US$ 1,000 in 2008 -- com-
pared to the G-20 average that exceeds US$
23,000. It is also still a major recipient of
aid and has very limited financial clout.

However, India does have a certain amount
of influence over redesigning international
financial regulation. The country has three
representatives on the Financial Stability
Board (FSB), an international body tasked

17 KPMG and Overseas Development Institute, Change Readiness Index 2012.
18 Cox, S., (2010), "India in the G20: Macroeconomic Policy Coordination, Regulation and Global Governance," Centre for Economic

Policy Research, UK.
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with coordinating national financial authori-
ties across the world and designing regula-
tory and supervisory guidelines in the finan-
cial sector. Like its East Asian cousin, India
has also sought an expansion of the SDR fa-
cility of the IMF, and has called for the orga-
nization to increase the amount members
contribute to the Fund. However, the
country's relatively weak financial clout may
also be an indicator of its prospects of influ-
encing global governance.

This attitude may also explain why India has
done little to voice the issues and concerns
of its South Asian neighbours. Despite the
expectation for India to discuss economic
and financial constraints with its smaller
neighbours, like Sri Lanka, Bangladesh, and
Nepal, and relay these problems to the wider
G-20 community, this has not happened.
India is the only member in the G-20 that
represents the South Asian Association for
Regional Cooperation (SAARC), and as such,
is the only country likely to voice issues fac-
ing the region at G-20 summits. However,
the problem remains that there is currently
no consultative mechanism in place for In-
dia to discuss and identify with its regional
neighbours the specific issues that may be
brought before the G-20. Without such a
mechanism it is difficult for India to suc-
cessfully represent South Asia at the G-20,
despite widespread expectation for it to do
so.

3.4.2 Regional Dynamics and Sri Lanka
It is no surprise that Sri Lanka has very little
involvement on the global scale, but it is
disappointing to note that it also has a mini-
mal amount of involvement in regional dy-
namics as well. The country only has four
regional trade agreements in place - i.e., the
bilateral agreements with India and Pakistan,
the South Asian Free Trade Agreement

(SAFTA), and the Asia Pacific Free Trade
Agreement (APTA). All together these agree-
ments cover only 21 per cent of its total
trade.19

The India-Sri Lanka Free Trade Agreement
(ISFTA) that was signed over ten years ago
has seen trade volume increase between the
two countries. However, discussions have yet
to produce a Comprehensive Economic Part-
nership Agreement (CEPA), despite extensive
negotiations spanning several years. Such an
agreement would facilitate trade in goods and
services between the two countries as well
as cross-border investment. Gaining greater
access to India's rapidly growing middle
class, promoting Indian FDI into Sri Lanka's
services sector, harnessing India's technologi-
cal advantage in the IT sector, and establish-
ing a regulated environment for profession-
als and other workers to move freely between
borders would be key advantages expected
from the CEPA.

Closer cooperation with India could also
bring about greater access to other emerging
and rapidly developing markets in Asia. In-
dia has signed a Trade in Goods Agreement
with ASEAN along with Comprehensive Eco-
nomic Cooperation Agreements (CECAs)
with Japan, Malaysia, Singapore, and South
Korea, which aim to break down barriers in
the flow of goods, services, and foreign in-
vestment. As of now, Sri Lanka has very lim-
ited integration with East Asia. The Bay of
Bengal Initiative for Multi-Sectoral Techni-
cal and Economic Cooperation (BIMSTEC)
seeks to link the two sub-regions of South
Asia and Southeast Asia. However, the trade
liberalization component of the agreement
has yet to be finalized and currently, the ini-
tiative is not considered among Sri Lanka's
enforced agreements. The APTA is the only
regional trade arrangement in place that di-

19 United Nations Economic and Social Commission for Asia and the Pacific (2010), Asia-Pacific Trade and Investment Report 2011: Post-
crisis Trade and Investment Opportunities, United Nations, New York.
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rectly links Sri Lanka with East and Southeast
Asia. Despite being implemented in 1975
as the Bangkok Agreement, it has offered Sri
Lanka only limited access to markets in the
East, with tea and coir forming the main part
of goods exported under the agreement.

Another way in which Sri Lanka may be able
to benefit from the growth and development
taking place in emerging Asia is through de-
veloping supply chains and production net-
works in the region, which has been the main
driver of intra-regional trade within East Asia.
A detailed analysis carried out by the ADB
indicates that increasing levels of intra-re-
gional trade in East Asia is primarily due to
an increase in trade in parts and components
(intermediate goods).20 Unlike Central and
South Asia, East Asia's trade in intermediate
goods is based largely on supply chains that
use parts and components manufactured in
individual countries which are subsequently
assembled in a separate location, and then
exported. Sri Lanka's engagements in such
regional supply chains remain almost non-
existent at present. Unlike Sri Lanka, which
has not sought to engage in preferential agree-
ments in recent years, the trend for most other
countries has been to seek alternative options
through bilateral and regional initiatives,
particularly in the face of a stalled deal un-
der the WTO Doha Development Round
(DDR).

3.4.3 Stalling of the Doha Round and
the Emergence of Other Trade Relations
Negotiations of the WTOs DDR launched
in 2001, which first collapsed in 2003, have
come to a standstill with the onset of the
financial crisis in 2008. The failure of DDR
has been recognized as a consequence of the
substantial changes in the global economic
system which became evident with the on-
set of the crisis, as well as the large political

commitment required to work at a multilat-
eral level. Some believe that the DDR is not
'dead' but rather 'not in the best of health.'
The WTOs current strategy is to focus on
simple and relatively uncontroversial trade
issues for the time being, such as trade fa-
cilitation. However, others argue that con-
tinuing shifts of power in the world economy
and the increasing convergence of trade and
finance may make the DDR impossible to
conclude.

The crucial need to keep the DDR alive, es-
pecially from a developing country perspec-
tive, is evident due to several reasons. First
and foremost, the DDR has promised due
consideration of the special development
needs of disadvantaged WTO members
through the application of the principle of
'less-than-full-reciprocity,' which is particu-
larly important in the context of the global
slowdown and resultant setbacks in the Mil-
lennium Development Goal (MDG) achieve-
ments in many Least Developed Countries
(LDCs). Second, the aftermath of the crisis
has seen increasing rhetoric on trade protec-
tionism, particularly on the part of the de-
veloped world towards Asia and other emerg-
ing markets. In a time of global economic
crisis and political uncertainty, there is a
threat that the absence of a multilateral trad-
ing system could reinforce a move towards
protectionism.

Third, the weakening global trading system
has led to the increasing proliferation of bi-
lateral and regional trade arrangements,
which are adding to the already existing 'spa-
ghetti-bowl' problem. In the ASEAN region,
there are already FTAs between ASEAN and
all six of its dialogue partners (Australia,
China, India, Japan, Korea, and New
Zealand), as well as numerous other bilat-
eral FTAs. The EU has just completed nego-

20 ADB, 2010, Institutions for Regional Integration: Toward an Asian Economic Community, ADB, Manila.
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tiations with Korea, which has put pressure
for the Korea-US FTA to be ratified as soon
as possible. The EU has also completed ne-
gotiations with India, and is negotiating with
Singapore, Malaysia, and hoping to do so
with other ASEAN countries. Recently,
China, Korea and Japan announced revital-
ization of their FTA initiative. Another im-
portant development, in terms of its impli-
cations for international governance archi-
tecture and geopolitical relations, is the pro-
posed Trans-Pacific Partnership (TPP) initia-
tive among nine Asia-Pacific Economic Co-
operation (APEC) member states.

The TPP is an FTA initiative that aims to
deepen economic integration in the Asia-
Pacific, with the current negotiations includ-
ing Australia, Brunei, Chile, Malaysia, New
Zealand, Peru, Singapore, the US and Viet-
nam. It intends to build on an existing ar-
rangement, the Trans-Pacific Strategic Eco-
nomic Partnership,21  and is seen as a means
of keeping the US engaged in Asia. The mem-
ber countries account for almost 40 per cent
of the global economy. Japan's decision to
start consultations with countries currently
negotiating the TPP is an important develop-
ment, and has elevated the significance of
this initiative.

So far, 11 rounds of negotiations have been
held, the most recent being in March 2012.
The objective of the negotiations is to de-
velop an FTA which will be able to adapt
and incorporate current issues, concerns and
interests. The TPP has been called a 'state-
of-the-art' trade agreement that would go
beyond existing 'traditional' trade agreements
as its scope involves dealing with behind-
the-border impediments to trade and invest-
ment. For instance, there is additional focus

on cross-cutting 'horizontal issues' such as
regional integration, regulatory coherence,
competitiveness, development and small and
medium enterprises (SMEs).

While the TPP provides an opportunity to
advance free trade, specifically in a DDR
dead world, the realistic implementation of
the agreement will be a challenge. It has been
argued that despite claims of the TPP being
an innovative, timely and ambitious project,
it suffers from 'divisiveness and elusiveness
of its goals.'22  For example, market access
in goods continues to be handled in three
separate chapters with an additional group
negotiating rules of origin. Keeping them
separate makes it easier to use less liberaliz-
ing tools like tariff rate quotas (TRQs) and
various 'product forward' rules to limit the
free flow of goods among members. Also,
the TPP has yet to develop common posi-
tions and commitments for LDCs which is a
key component of the WTO Doha Round.
Ensuring concessions for LDCs is imperative
in maintaining a balanced global trading sys-
tem. This is also important because bilateral
trade between TPP and LDCs stands at close
to $32 billion.23

Of greater concern is the fact that the emer-
gence of the TPP raises some critical issues
for both the Asian geo-political architecture
as well as the multilateral trading system.
First is the issue of whether the TPP can be
viewed as a 'building block' towards strength-
ening the global trading system, or as a 'stum-
bling block.' Some argue that while the TPP
is supposed to bring the Asia-Pacific region
together, without careful consideration and
a manageable framework, it is likely do the
opposite, excluding key partners and making
it difficult for those excluded to join, the

21 The Trans-pacific Strategic Economic Partnership includes Singapore, Brunei, Chile and New Zealand.
22 Lehmann, Jean-Pierre (2011), "TPP - Fresh Trade Winds in the Pacific or a Hot-air Balloon?", (http://www.fungglobalinstitute.org/

index.php?option=com_zrticles&id=204&view=publication&tmpl=component&print=1).
23 Ahmed, Faisal (2011), "Trans-Pacific Partnership should Include China", The Economic Times, (http://articles.economictimes. indiatimes.com/

2012-01-07/news/30601865_1_tpp-trans-pacific-partnership-apec-members)
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most important being China.24  The high stan-
dards the US is advocating for in the TPP --
stronger intellectual property rights, stronger
labour and environmental standards and regu-
latory discipline of state owned enterprises
-- will make it especially hard for develop-
ing countries and transitional economies to
join. A TPP of this kind could end up as a
series of bilateral agreements revolving
around the US.25

In terms of its geopolitical consequences, the
TPP has been viewed as a means for the US
to create regional allies against China. It has
been stated that the US appears to be culti-
vating a 'new and somewhat threatening Asia-
Pacific policy that combines trade with geo-
politics.'26  It has also been pointed out that
the US now stands out as a major resistant
force against the DDR, in contrast to the
Clinton administration in 1993 which
worked towards generating momentum to
conclude the Uruguay Round and stimulate
the global trading system.

Another worry is the possibility of the TPP
overshadowing the East Asia Summit (EAS),27

which the US and Russia joined recently,
and is another grouping by which the US is
linked to Asia.  Economic integration in East
Asia has been market-driven, led by produc-
tion networks through which both middle-
income and LDCs have experienced growth
and development. The TPP, on the other hand,
has a narrow trade agenda and lacks focus
on integration. This carries a potential risk
of overriding ASEAN-style economic coop-

eration within APEC, which has been deliv-
ering progress in economic integration.28

Economically, at present, the TPP may not
have a direct impact on Sri Lanka, given that
neither China nor India is a part of the ini-
tiative. However, any impact on the geo-po-
litical climate and a possible divide between
the US and its partners and China could carry
significant implications to small economies
like Sri Lanka, whose growth and develop-
ment prospects depend to a large extent on
the performance of developed and emerging
economies. However, even as countries seek
to strengthen their economic positions
through bilateral and regional trade initia-
tives, a weaker global economic outlook is
also promoting a shift towards more protec-
tionist trade policy positions at national lev-
els.

3.4.4 Weakening Global Outlook and
Emergence of Protectionism
As highlighted before, the high risks and frag-
ile situation in the global economy amidst
slowly improving growth suggests that sev-
eral concerns still remain both in the devel-
oped and developing world. According to
the WTO, despite it being three years since
the trade volumes began to shrink in 2008/
09, world trade still remains fragile with sev-
eral downside risks remaining. A cause for
worry, particularly for developing economies
such as Sri Lanka, is the possibility that the
sluggish pace of economic recovery might
lead to an influx of restrictive trade measures
which could gradually undermine the ben-

24  Drysdale, Peter (2011), "Are there Real Dangers in the Trans-Pacific Partnership Idea?", East Asia Forum, (http://www.eastasiaforum.org/
2011/04/18/are-there-real-dangers-in-the-trans-pacific-partnership-idea/).

25 The Singapore negotiations in 2011 were largely conducted on a bilateral basis, where the US exchanged offers with Vietnam and Malaysia
separately, which were not made public to the rest of the partners. Officials have still not decided how to consolidate these bilateral
agreements together at the end of the process.

26 Lehmann, Jean-Pierre (2011), "TPP - Fresh Trade Winds in the Pacific or a Hot-air Balloon?", (http://www.fungglobalinstitute.org/
index.php?option=com_zrticles&id=204&view=publication&tmpl=component&print=1).

27 The EAS originally comprised of ASEAN members plus China, Japan, South Korea (ASEAN+3) plus Australia, India and New Zealand
(ASEAN+6).

28 Armstrong, Shiro (2011), "The TPP, APEC and East Asian Trade Strategies," East Asia Forum, (http://www.eastasiaforum.org/2011/11/14/
the-tpp-apec-and-east-asian-trade-strategies/).
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efits of trade openness. In fact, according to
the latest Global Trade Alert (GTA) report
which monitors trade tensions,29  protection-
ism is at its highest level since the immedi-
ate aftermath of the global financial crisis in
2009.30  However, this trend has not been
very evident as protectionist measures tend
to take new and subtle forms, many of which
are not captured by existing WTO prohibi-
tions. For instance, the GTA report identi-
fies 101 out of the 132 new protectionist
measures adopted in the fourth quarter of
2011 as forms of discriminatory state inter-
vention other than traditional trade defense
measures or tariff increases. Such measures,
termed 'behind-the-border' or 'creeping pro-
tectionism' include environmental clauses,
discriminatory investment measures, export
subsidies, discriminatory bailouts, and wage
subsidies.

The GTA report also shows that these mea-
sures are not limited to the developed world,
but are also rising in emerging markets in-
cluding China, India, Russia, Brazil, and

Table 3.5
Highest Imposers of Discriminatory Measures

Rank          Number   Number of Tariff Lines Numer of Sectors Number of Trading
        Imposed                 Affected          Affected  Partners Affected

1 EU27 (242) Vietnam (927) Algeria (62) China (195)

2 Russia (112) Venezuela (786) EU27 (58) EU27 (181)
3 Argentina (111) Kazakhstan (729) China (47) Argentina (175)
4 UK (59) China (698) Nigeria (45) Germany (161)
5 Germany (58) Nigeria (599) Kazakhstan (43) India (154)
6 India (56) EU27 (550) Germany (42) UK (154)
7 China (55) Algeria (476) USA (42) Belgium (153)
8 France (51) Russian Federation (439) Ghana (41) Finland (153)
9 Brazil (49) Argentina (429) Indonesia (40) Indonesia (151)

10 Italy (47) Indonesia (388) Russia (40) France (150)

Source: Evenett, Simon J., (2011), Trade Tensions Mount: The 10th GTA Report, Center for Economic

Policy Research, UK.

Vietnam (Table 3.5). China ranks first in
terms of the number of trading partners af-
fected by discriminatory measures and third
and fourth in terms of number of sectors and
number of tariff lines affected, respectively.
Vietnam has affected the highest number of
tariff lines, while Russia has imposed the
second highest number of discriminatory
measures. India has also imposed a signifi-
cant number of protectionist measures and
has in turn affected a large number of its
trading partners.

Mounting trade tensions between China and
the US is another cause for concern, as it
could further dim the already gloomy eco-
nomic outlook. Frictions have increased as
China and the US both focus on the high-
end manufacturing sector including new en-
ergy and materials. US protectionism has
been shifting from traditional sectors to
emerging ones. In the past two years, the US
has launched a host of trade investigations
targeting China's new-energy products.31  Sig-
naling a further rise in trade protectionism,

29  Evenett, Simon J. (2011), Trade Tensions Mount: The 10th GTA Report, Center for Economic Policy Research, UK.
30 Since July 2011, new protectionist measures have outnumbered liberalization measures by nearly three to one.
31 One example is the launching of US anti-dumping investigations against China's leading solar panel manufacturers.
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the US set up the Interagency Trade Enforce-
ment Center in February 2012 to investigate
'unfair trade practices' from its major trad-
ing partners. Moreover, trade investigations
from the US have also prompted other na-
tions to follow suit.32

While China has been affected by trade pro-
tection, as noted earlier, it is also a signifi-
cant offender. Results of a study which at-
tempts at identifying the most harmful state
measures to the world trading system indi-
cate that China appears top on the list with
the measure of export tax rebates affecting
243 tariff lines and 155 trading partners.33

Another important factor is China's policy
stance to increase reliance on domestic con-
sumption as opposed to exports under its 12th
Five-Year Plan.

Such rising protectionist trends in both the
developed world and emerging economies
could have significant repercussions for de-
veloping countries and LDCs, in particular
for countries that depend on external demand
for its goods and services to sustain growth.
As a small open economy, Sri Lanka is de-
pendent to a large extent on external demand
both to sustain domestic growth as well as
to earn foreign exchange for its import ex-
penditures. In the context of the significant
expansion in Sri Lanka's trade deficit, boost-
ing exports has become crucial. However,
rising protectionism -- not only in Sri Lanka's
key export markets, but also in other poten-
tial and emerging economies -- will pose con-
siderable challenges in accelerating export
growth.

3.5 Conclusion
Despite a negative outlook on the fiscal in-
stability in the Euro Zone, risks in global

economic development have shifted mark-
edly to a slowdown in global economic
growth, and volatile international oil prices.
Ongoing developments in Iran and sanctions
imposed by the EU suggest continuing vola-
tility in oil prices, with such risks posing
significant implications for the Sri Lankan
economy.

Furthermore, developments in Western
economies are likely to impact Sri Lanka's
export market. While garment exports to the
EU have been on the rise in recent years, the
sovereign debt crisis plaguing the region, in
addition to higher tariffs which will come
into effect in 2014, may affect the prospects
of the country's garment export industry. Also
of concern is the fact that, in spite of recent
improvements in the US economy, Sri
Lanka's export share in the US market, par-
ticularly garment exports, has been on the
decline. Such concerns are particularly note-
worthy given Sri Lanka's high concentration
of exports in these economies.

Sri Lanka has yet to effectively link with
emerging markets in East and Southeast Asia,
such as Taiwan, Malaysia, and South Korea.
The APTA is currently the only trade agree-
ment linking Sri Lanka with economies in
the East, yet its impact on trade relations has
been marginal. The progress of implement-
ing the BIMSTEC agreement has been slow
and is also likely to yield very few economic
benefits. With regard to the two economic
giants of Asia, Sri Lanka has no close eco-
nomic relations with China, and has failed
to build on existing relations with India, for
example, by implementing the CEPA.
Through greater economic cooperation with
India, Sri Lanka would be able to access other
dynamic groupings in Asia, such as ASEAN.

32 The imposition of anti-dumping duties by the US on Chinese-coated paper in 2006 prompted Brazil, Argentina and Thailand to launch
similar investigations

33 Evenett, Simon J. and Johannes Fritz (2012), "Jumbo Discriminatory Measures and the Trade Coverage of Crisis-Era Protectionism", GTA
Analytical Paper No. 3, Center for Economic Policy Research, UK.
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Another way of accessing these markets
would be to develop supply chains in East
Asia in order to harness the growth and dy-
namism that is currently taking place in the
region.

In contrast to the highly concentrated export
destinations, Sri Lanka's sources of FDI,
ODA, and foreign finance commitments have

shifted over the years from Western markets
to emerging economies, in line with global
developments. As such, there is a need to
diversify Sri Lanka's export market share and
look more strategically at opportunities in
the rapidly developing economies of Asia,
not only as sources of assistance, but also as
economic partners.
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4. Reducing Inequality Amidst Fast Growth

4.1 Introduction
Policies directed towards accelerated growth have
become the centre of policy efforts in the world. Yet,
inequality trends in the world are on the rise. Even
traditionally more egalitarian countries such as, Ger-
many, Denmark and Sweden, have experienced wid-
ening inequalities between the rich and the poor. This
implies that, though strong economic growth has been
able to reduce absolute poverty, it has not been able
to distribute its benefits evenly.1  Consequently, there
has been a shift in the emphasis of policy frameworks
of many countries from poverty reduction to the re-
duction of inequality.

Sri Lanka is not an exception in setting its policies
towards accelerating economic growth but ensuring,
at the same time, that issues of equity are not ne-
glected. This, the country has achieved in its post-
conflict phase of development, sustaining growth in
excess of 8 per cent during 2010-11. Even more criti-
cally, the country has witnessed a sharp reduction in
poverty over the recent past. These achievements are
in line with one of the major objectives of the
'Mahinda Chinthana: Vision for the Future' develop-
ment strategy -- i.e., to achieve equitable develop-
ment through pro-poor, pro-growth and pro-regional
public spending. The most recent available data sug-
gest that while reduction in poverty has been accom-
panied by improvements in bridging inequities, socio-
economic disparities still persists among provinces
and population groups in the country. In this back-
drop, it is important to examine where Sri Lanka stands
in terms of income inequality and the possible cau-
salities behind the current status. This will enable a
better understanding of whether the benefits of accel-
erated economic growth have permeated to all seg-
ments of the population in the country. To this end,

42

The benefits of growth
take considerable time

to reduce inequities
substantially. Policy

efforts on growth have
to be aligned with

appropriate welfare
policies to meet the

challenges of inequality

‘

‘

1 Gurría, A., (2011), Remarks made at the press conference organised at the launch of the report on "Divided we Stand: Why Inequality Keeps
Rising", OECD, Paris. Available at http://www.oecd.org/document/22/0,3746, en, 21571361_ 44315115_49185046_1_1_1_1,00.html.
(Accessed on 23/04/2012).
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Section 1.2 discusses the relationship be-
tween economic growth and income inequal-
ity. Section 1.3 identifies income inequality
trends in Sri Lanka. Section 1.4 discusses how
far the country is from achieving equity. Sec-
tion 1.5 identifies possible reasons that de-
termine inequality in Sri Lanka. Section 1.6
concludes with policy implications.

4.2 Income Inequality: A Matter for
Growth?
The relationship between income inequality
and growth is complex and could work both
ways. On the one hand, inequality could
become an incentive for effective function-
ing of a market economy - i.e., if all indi-
viduals in a society are not getting an equal
share of income, it would be an incentive
for a person to get ahead of the other. On the
other hand, inequality might also be destruc-
tive for growth - i.e., if only a few have all
they want while others struggle to survive, it
will hold back growth. Neither of these sce-
narios will allow an economy to grow at its
fastest possible rate,2  and striking a balance
between these two extreme scenarios, there-
fore, is of some importance.

If income inequality is an incentive for people
to work, earn and invest more, why is it a
matter of policy concern? Income inequality
has inefficient social and economic out-
comes, and addressing it is of importance
for a number of reasons: (i) Income inequal-
ity is directly linked to poverty reduction.
Poverty reduction in a given country and at a
given point of time is fully determined by
the rate of growth of the mean income of the
population and change in the distribution of
income;3  (ii) Extreme inequality leads to eco-
nomic inefficiency and curtails growth; (iii)

Higher inequality is associated with higher
levels of crime in a country. A positive rela-
tionship between income inequality and
crime is to be found;4  (iv) Income inequal-
ity leads to unequal access to health care
services and education. Indeed, high income
inequality is reflected in a lower life expect-
ancy rate; (v) The labour market is also af-
fected by income inequality in a country.
Equal income distribution can minimize the
gender wage gap and discrimination against
women; (vi) Similar to the link between in-
come inequality and crime, there is also a
positive relationship between income in-
equality and corruption; and (vii) Extreme
inequality can undermine social stability and
solidarity.

Theories on economic growth and inequal-
ity have a long history dating back to the era
of classical economists like Adam Smith and
David Ricardo, and to Marxian theory. Ac-
cording to Adam Smith, economic inequal-
ity is unavoidable in an attempt to achieve
higher economic growth. Higher social di-
vision as a result of income inequality is also
argued to lead to higher productivity. In con-
trast, Marxian theory suggests that economic
growth will be sustained with equal income
distribution. Kuznets theory, which argues
that income inequality would change as eco-
nomic growth changes -- or more precisely,
income inequality would rise first and then
decline with economic growth -- can be con-
sidered as a plausible theory of inequality.

There is mixed evidence on growth and in-
equity around the world. For instance, there
are studies that point to a significant nega-
tive relationship between inequality and
growth in democratic countries.5  By con-

2 See Berg, A. G. and J.D. Ostry (2011), "Inequality and Unsustainable Growth: Two Sides of the Same Coin?", Staff Discussion Note, IMF,
April 2011.

3 Bourguignon, F., (2004), "The Poverty-Growth-Inequality Triangle", proceedings of the Indian Council for Research on International
Economic Relations. New Delhi.

4 ILO (2008), "World of Work Report 2008: Income Inequalities in the Age of Financial Globalization", ILO, Geneva.
5 Persson, T. and G. Tabellini (1994), "Is Inequality Harmful for Growth? Theory and Evidence," American Economic Review, Vol. 84, pp.

600-621.
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trast, other studies suggest that there is a nega-
tive relationship for poor countries, but a
positive relationship for rich countries.6  Ac-
cording to Berg and Ostry (2011), the more
relevant issue for the developing countries is
the relationship between income distribution
and sharp growth spells,7  rather than the
long-run average growth. Longer growth spells
are associated with more equality in income
distribution. They note that "half the inequality
gap between Latin America and emerging Asia
would, according to our central estimates,
more than double the expected duration of a
growth spell. Inequality typically changes
only slowly, but a number of countries in
our sample have experienced improvements
in income distribution of this magnitude in
the course of a growth spell. Inequality still
matters, moreover, even when other deter-
minants of growth duration -- external shocks,
initial income, institutional quality, open-
ness to trade, and macroeconomic stability
-- are taken into account."

Among the several social and economic im-
pacts of income inequality, its impact on
economic growth and poverty reduction is
important. Thus, policy frameworks of many
countries have been changed over time in
response to this. The first generation of Pov-
erty Reduction Strategy Papers (PRSPs) focused
mainly on 'poverty reduction,' and conse-
quently, each country PRSP began by pro-
viding a contextual definition of poverty and
designing projects and programmes aimed
at reducing poverty in their respective coun-
tries. The second generation of PRSPs which
focuses on growth, poverty and inequality is
a response to the involvement in the first
generation PRSPs. This paradigm shift shows
that policy concerns of these countries shifted
from poverty reduction to achieving equity.

Income inequality is twofold: vertical income
inequality and horizontal income inequal-
ity. Vertical inequality consists of inequality
among individuals or households, while hori-
zontal inequality is defined as economic,
social, and political inequality among groups
with common identities, typically culturally
defined -- e.g., by ethnicity, religion or race.8

In other words, vertical inequality is a sum-
mary measure of the general level of inequal-
ity between rich and poor people in a coun-
try, irrespective of the group characteristics
such as ethnicity, caste, gender and location.

Given that achieving a targeted rate of growth
depends on the level of inequality at the ag-
gregate and spatial levels, where inequality
can either promote or hold back accelerated
growth, understanding country contexts is
critical for future policy decisions. In this
context, the next section provides a detailed
analysis of the current situation of income
inequality in Sri Lanka. Different inequality
measurement indicators such as distribution
of income across different income groups
(quintiles), income distribution ratios
(quintile ratio) and Gini coefficient are used
to assess the prevailing situation.

4.3 Income Distribution across Differ-
ent Income Groups
The income distribution pattern across dif-
ferent income groups (quintiles) shows the
inequality of wealth concentration. In Sri
Lanka, at the aggregate level, more than half
of the income is earned by the richest 20 per
cent of households. In contrast, the poorest
20 per cent of households receive less than 5
per cent of the income (4.5 per cent). The
remaining 60 per cent of households, who
are in the middle income categories, receive

6 Barro, R. J., (2000), "Inequality and Growth in a Panel of Countries", Journal of Economic Growth, Vol. 5, pp. 87-120.
7 Defined as the interval starting with a growth up-break and ending with a down-break.
8 Stewart, F., G. Brown, and A. Cobham (2009), "The Implications of Horizontal and Vertical Inequalities for Tax and Expenditure Policies",

CRISE Working Paper No. 65.
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41.4 per cent of income. The distribution of
income across the income groups at the ag-
gregate level itself shows the income inequal-
ity that persists in the country (Figure 4.1).

Spatial inequality can be observed by exam-
ining income distribution across sectors and
provinces of the country. The estate sector
shows a relatively low level of inequality
compared to the rural and urban sectors. Yet,
close to half of the income (49.4 per cent) of
the estate sector is concentrated with the rich-
est 20 per cent of households. Comparatively
higher levels of income inequality can be
observed in urban and rural sectors. In both
these sectors, over half (53 per cent) of the
income is with the richest 20 per cent of
households (Figure 4.1).

Similar inequality patterns among income
groups can be observed across provinces, with
slight variations. In the North-Western and
Sabaragamuwa Provinces, the richest 20 per
cent of households receive close to 60 per
cent of income, while the poorest 20 per

Figure 4.1
Share of Income of Households across Income Quintiles

by Sector and Province- 2009/10

Source: Based on Department of Census and Statistics of Sri Lanka, 2011, Household Income
and Expenditure Survey 2009/10 Final Report.

cent receives less than 5 per cent. This sig-
nals the prevalence of higher levels of in-
equality in these provinces. The Southern,
Northern and Eastern Provinces show rela-
tively lower levels of inequality, with the
richest 20 per cent of households receiving
less than half of total income of each prov-
ince (Figure 4.1).

District-wise observations show that in all
the districts, the richest 20 per cent of the
households receive more than 40 per cent of
income. However, inequality levels are much
higher in Ratnapura, Kurunegala, Gampaha,
and Matale districts.

A comparison of income distribution among
a few selected countries in Asia shows that
such high levels of unequal distribution of
wealth is a common phenomenon, irrespec-
tive of the level of economic growth (Figure
4.2). More than 40 per cent of income is
found to be concentrated with the richest 20
per cent of households in these Asian coun-
tries.
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Figure 4.2
Comparison of Income Shares of the Richest 20 per cent of

Households across Countries

Notes: Income shares are graphed for the latest year for which the data are
available or taken for earlier years for comparison purposes.

Source: Based on World Bank, World Development Indicators (WDI) database.

The quintile ratio is also widely used as a
measurement of inequality. It measures in-

equality as a ratio of income received by the
richest and the poorest. Whilst the ratio can

Figure 4.3
Quintile Ratios by Provinces in 2006/07 and 2009/10

Note: Quintile Ratio is the ratio of income received by the richest 20 per cent of households to the
income received by the poorest 20 per cent of households (expenditure quintiles have been
taken as a proxy for income as used by the Department of Census and Statistics of Sri Lanka).

Source: Based on Department of Census and Statistics of Sri Lanka, 2011, Household Income and
Expenditure Survey 2009/10 Final Report.
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be measured in alternate ways,9  for the pur-
poses of this analysis, the quintile ratio is
taken as the income received by the richest
20 per cent of households in comparison to
the income received by the poorest 20 per
cent of households. At the aggregate level,
the quintile ratio has fallen from 6.7 in 2006/
07 to 5.7 in 2009/10. This shows that the
richest 20 per cent of households received a
6.7 times higher income than that of the
poorest 20 per cent of households in 2006/
07 (Figure 4.3). Given that the ratio has
dropped to 5.7 by 2009/10, these figures in-
dicate a reduction of inequality at the aggre-
gate level over recent years in Sri Lanka.

The quintile ratios across the provinces also
show a declining pattern, indicating a fall in

9 Different ways of measuring the quintile ratio: [Q5/ Q1], [Q5/ (Q1+Q2)], [Q1/Q5]. The 'Q' refers to the Quintile. The number shows the
quintile. i.e.: Q1 is the poorest, while Q5 is the richest.

inequality in all the provinces between the
two periods. However, the Western Province
shows the highest level of inequality (with a
quintile ratio of 6.2 in 2009/10), followed
by the Central, Southern and North-Central
Provinces (Figure 4.3).

The comparison among the same set of Asian
countries as before, shows higher quintile
ratios for all the countries, indicating higher
levels of inequality in these countries. Fur-
ther, as shown in Figure 4.4, the level of
inequality in these countries is also associ-
ated with their per capita GDP -- i.e., higher
the per capita GDP, higher the inequality
and vice versa.

Figure 4.4
Country Comparisons of GDP Per Capita and Inequality

Notes: Quintile Ratio is the ratio of income received by the richest 20 per cent of households to the
income received by the poorest 20 per cent of households. Quintile ratios are graphed for the
latest year for which the data are available for comparison purposes.
The GDP per capita values are taken for the respective years the quintile ratios are calculated
for each country.

Source: Based on World Bank, World Development Indicators (WDI) database.
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The above section looked at the income in-
equality in Sri Lanka using both the distribu-
tion of income across different income groups
and the quintile ratio. The next section looks
at inequality using the Gini coefficient -- a
widely used measurement of inequality.

4.4 How far is Sri Lanka from Achiev-
ing Income Equality?
The Gini coefficient measures the extent to
which the distribution of income (or con-
sumption expenditure) among individuals or
households within an economy deviates from
a perfectly equal distribution. The closer the
coefficient is to zero, the more equal the dis-
tribution of income is. Overall, Sri Lanka has
experienced a reduction of inequality in re-
cent years. The Gini coefficient of expendi-
ture has come down from 0.4 in 2002 to
0.36 in 2009/10. However, the Gini coeffi-

cient of income does not show a reduction
of inequality (Figure 4.5). Nonetheless, it
should be noted that expenditure is the more
reliable indicator, since households are prone
to smooth expenditure when income
changes. As such, the Gini coefficient of
expenditure would be the more reliable in-
dicator of income distribution.

A comparison across countries show that Sri
Lanka has a long way to go in achieving
equality compared to other countries such
as Indonesia, South Korea and the EU re-
gion. However, it should be noted that the
cross country comparison uses the Gini co-
efficient of income due to data limitations
(Figure 4.5).

There are also considerable levels of inequal-
ity across geographical regions in Sri Lanka.
The level of inequality is higher in both the

Figure 4.5
Change in Gini Coefficient over the Years in Sri Lanka and

Comparison across Countries

Source: Based on Department of Census and
Statistics of Sri Lanka, 2011, Household
Income and Expenditure Survery 2009/10
Final Report.

Source: Based on Central Intelligence Agency
(CIA), The World Fact Book.
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urban and rural sectors, as compared to the
estate sector. This implies that despite a
higher level of poverty in the estate sector,
income is much more equitably distributed
in this sector compared to the other two sec-
tors of the economy (Figure 4.6).

Across provinces, the Western Province has
the highest level of inequality measured by
the Gini coefficient. The Central, Southern
and the North-Western Provinces record the
next highest levels of inequality (Figure 4.6).
Similarly, higher levels of inequality are to
be found in the districts of Colombo,
Gampaha, and Kandy. The districts of Jaffna,
Trincomalee, Moneragala and Vavuniya have
experienced the lowest levels of inequality
in the country.

While it is important to analyze the current
status of inequality, it is also necessary to
understand changes in inequality over time.
This is examined both at the aggregate level
and in terms of spatial differences as depicted
in Figures 4.7 and 4.8, respectively.

Figure 4.6
Gini Coefficient by Sectors, Provinces and Districts in 2009/10

Notes: Gini coefficient here refers to Gini coefficient based on expenditure (Gini coefficient of
expenditure is a better measurement than Gini coefficient of income).

Source: Based on Department of Census and Statistics of Sri Lanka, 2011, Household Income and
Expenditure Survey 2009/10 Final Report.

At the aggregate level, the level of inequality
measured by the Gini coefficient has reduced
by 0.04 points between 2006/07 and 2009/
10. The changes across sectors and the dis-
tricts provide an understanding of the changes
in spatial inequality during this period. Al-
though the current status of inequality is lower
in the estate sector compared to the other
two sectors, inequality has increased only in
this sector. It has increased from 0.26 to 0.30
between 2006/07 and 2009/10.  This indi-
cates that the reduction of poverty in the es-
tate sector has not necessarily brought equal
benefits to all households in the sector. This
is re-inforced by the rise in district Gini co-
efficients of Nuwara-Eliya and Kegalle dis-
tricts, where there is a substantial share of
the estate sector population. In contrast, the
level of inequality measured in terms of Gini
coefficient in all other districts have reduced
in 2009/10 as compared to 2006/07.

Examining the changes in the level of spatial
inequality with growth over the years would
take the analysis a step forward. Due to the
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data limitations, the changes are graphed only
at the provincial level (Figure 4.8). The data
indicate the negative relationship between

growth and reduction in inequality across
provinces. In particular, the Western Prov-
ince shows a marked growth in the output

Figure 4.7
Change in Gini Coefficient by Sectors and Districts between 2006/07 and 2009/10

Notes: Gini coefficient here refers to Gini coefficient based on expenditure (Gini coefficient of
expenditure is a better measurement than Gini coefficient of income).

Source: Based on Department of Census and Statistics of Sri Lanka, Household Income and Expenditure
Survey, 2006/07 Final Report, and 2009/10 Final Report.

Figure 4.8
Change of GDP and the Gini Coefficient of Expenditure from 2006 to 2009 by Provinces

Notes: The GDP change is provided in Rs. 10,000 billions

Sources: Based on CBSL, Annual Report 2011; Department of Census and Statistics of Sri Lanka,
Household Income and Expenditure Survey 2009/10 Final Report.
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but a lower level of reduction of inequality.
This indicates that in the Western Province,
benefits of growth have not trickled down
adequately for a substantial reduction of in-
equality to have occurred. In contrast, the
North-Central Province has been able to re-
duce inequality remarkably during the con-
sidered period, even with a lower level of
growth. This suggests that growth is not the
only factor which brings in income equality.

Based on the above analysis which provides
an initial understanding of the current situa-
tion of inequality in Sri Lanka, measured us-
ing different indicators, the following sec-
tion attempts to assess the most probable
reasons for the prevalence of inequality in
the country.

4.5 Determinants of Income Inequal-
ity in Sri Lanka
This section discusses the key factors that
may be contributing to income inequality in
Sri Lanka. These include wage differentials
in different occupation categories, gender

wage differentials, contribution of migration
and remittances to inequalities, disparities
in education -- including both differences in
access to education and educational out-
comes -- concentration of economic activi-
ties, and contribution of infrastructure to in-
equalities. Each of these factors is discussed
in detail below.

4.5.1 Wage and Skills Differentials
The determination of the wages by the mar-
ket is one of the major causes of economic
inequality within the modern market econo-
mies. This is caused by supply and demand
interactions for different types of work.
Hence, wages are determined on the market
price of skills. For instance, increased com-
petition for a given type of work can lead to
a fall in wages for that type of work. Work
which require higher levels of skills are of-
ten in short supply and are paid higher wages.
The above interactions in labour markets lead
to wage differentials, causing income in-
equality among workers.

Figure 4.9
Currently Employed Persons by Occupation Categories by Provinces, 2010

Source: Based on Department of Census and Statistics of Sri Lanka, Sri Lanka Labour Force Survey:
Annual Report 2010.

0

10

20

30

40

50

60

%
 o

f 
em

p
lo

ye
d

 p
eo

p
le

Province

Senior officials and 
managers

Professionals

Technical and associated 
professionals

Clerks

Proprietors and managers 
of enterprises

Sales and service workers

Skilled agriculture and 
fishery workers

Low skilled occupa�ons



State of the Economy 2012

52

This scenario can be observed for Sri Lanka
by looking at occupation categories across
provinces. Western, Central and Southern
Provinces, which have a higher share of
people employed in low skilled occupa-
tions,10  record higher levels of inequality (Fig-
ure 4.9). At the same time, the dominance
of an economic sector in a region, in terms
of providing employment, results in wage
differentials. The productivity differentials of
economic sectors affect wages. For example,
Central, North-Central and Sabaragamuwa
Provinces have the majority of their labour
in the agriculture sector. The agriculture sec-
tor typically records the lowest productivity,
in turn leading to greater inequality across
these provinces -- i.e., the low labour pro-
ductivity of the agriculture sector translates
into low wages for workers in agriculture,
increasing inequalities in these provinces.

The higher level of employment of women
in the private sector and the wage differen-
tials for women is another possible factor
leading to inequalities in certain provinces.
Although women are more productive than

Table 4.1
Current Employed Persons, by Sector of Employment

           Public  Sector      Private Sector
                                      Male (%)                   Female (%)                Male (%)         Female (%)
Western 61 39 69 31
Central 53 47 72 28
Southern 59 41 71 29
East 71 29 88 12
North-Western 56 44 71 29
North-Central 70 30 67 33
Uva 58 42 61 39
Sambaragamuwa 56 44 65 35
Total 60 40 70 30

Note: Percentage by gender of total employed.

Source: Based on Department of Census and Statistics of Sri Lanka, Sri Lanka Labour Force
Survey: Annual Report 2010.

men, they are found to be paid less in Sri
Lanka.11 In particular, women are paid less
in the private sector and the agriculture sec-
tor. There is no wage difference to be found
between male and female workers in public
sector employment.12  Thus, the higher rate
of female participation in the private sector
might be one of the reasons for high income
inequality in the Sabaragamuwa, Western and
North Central Provinces (Table 4.1). How-
ever, wage differentials are not the only fac-
tor, and there could be multiple reasons be-
hind the inequality levels observed in Sri
Lanka. Some of these are discussed below.

4.5.2 Contribution of Migration and
Remittances to Income Inequality
Whilst migration may be identified as a re-
sponse to unequal distribution of wealth,
migration itself can contribute to increasing
inequality. Indeed, migration is perhaps a
major demographic attribute that is contrib-
uting to income inequality in Sri Lanka.  As
remittances increase the income of remittance
receiving households, it leads to affordability
for better services such as education and

10 Craft and related workers, plant and machine operators and assemblers, and elementary occupations were considered as the occupations
which require lower levels of skills.

11 Gunawardena D., (2008), "An Analysis of Gender and Ethnic Wage Differentials in Sri Lanka: 1996-2004", available at http://www.google.lk/
#hl=en&sclient=psy-ab&q=An+Analysis+of+Gender+and+Ethnic+ Wage+Differentials+in+Sri+Lanka:+1996-2004. (Accessed
on 23/04/2012).

12 Ibid.
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12 Ibid.

53

                                                        Reducing Inequality Amidst Fast Growth

health, compared to non-migrant house-
holds. Further, increased income of migrant
households leads to changes in their con-
sumption patterns. Better access to educa-
tion leads to higher education outcomes
among migrant households. Such develop-
ments can create income inequality between
migrant and non-migrant households.

In Sri Lanka, remittances are positively re-
lated to the level of income of the income
receivers.13  Indeed, it is found that the poor-
est 10 per cent of income receivers gets 1.3
per cent of their income as remittances, while
the richest 10 per cent of income receivers
gets 4.6 per cent of their income from remit-
tances. This clearly explains that remittances
have significant impact on household income
and thereby, have an impact on inequality.
Further, the majority of remittances receiv-
ing households are in the top income decile
which further links remittance to income
inequality.14

In contrast to the impact of external migra-
tion, internal migration from rural to urban
areas is more likely to contribute towards
reduced income inequality in the long run.
For example, people moving from rural to
urban areas, which are considered economi-
cally advanced areas, contribute to improved
production and increased incomes. As a re-
sult, income disparities among individuals
between rural and urban areas can reduce in
the long run.

4.5.3 Disparities in Education
Education policies are considered a tool for
reducing income inequality in a country.
Education has a direct link to employment

and employability, which affects income and
inequality. Differences in both access to edu-
cation and educational outcomes contribute
to income inequality. In the case of Sri Lanka,
there is evidence to suggest that the contri-
bution to total inequality from education has
increased progressively over time, from 12
per cent in 1980 to 15 per cent in 2002.15

Despite universal free education policies,
significant disparities do exist across income
groups, gender, regions, in terms of access,
quality of education and also in educational
outcomes. For example, the estate sector and
the poorest quintile register the lowest net
enrolment ratio in upper secondary and col-
legiate education cycles. One of the factors
for such disparities is the unequal distribu-
tion of resources.16  Thus, disparities in edu-
cation in countries can be a significant fac-
tor in explaining inequality.

4.5.4 Unequal Spatial Concentration of
Economic Activities
The differences in intensity of economic ac-
tivities across regions are a cause for spatial
inequalities. The World Bank (2009) identi-
fies three spatial dimensions of density, dis-
tance, and division to describe geographic
transformation using the concept of market
access.17  The report highlights that density
is the most important dimension in the 'lo-
cal' geographic scale, and distance is the
most important dimension in the 'national'
geographic scale. The density indicates the
size of economic output or total purchasing
power per unit of surface area. It is found to
be highly correlated with the geographic con-
centration of labour and capital.

13 Karunaratne, H.D., (2008), "International Labour Migration, Remittances and Income Inequality in a Developing Country: The Case of Sri
Lanka", available at http://www.google.lk/#hl=en&sclient=psy-ab&q=International+Labour+Migration%2C+Remittances+and+I
ncome+Inequality+in+a+Developing+Country:+The+Case+of+Sri+Lanka&oq. (Accessed on23/04/2012).

14 Ibid.
15 Gunatilaka, R., (2011), "Income Distribution after Economic Reforms in Sri Lanka, 1980-2002", in S. Kelegama and D. Gunewardena

(eds.), Economic and Social Development Under a Market Economy Regime in Sri Lanka, Vijitha Yapa.  Sri Lanka.
16 IPS/UNDP (2012),"Second National Human Development Report: Sri Lanka", (forthcoming).
17 The World Bank (2009), "World Development Report 2009: Reshaping Economic Geography", The World Bank, Washington DC.
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With growth, economic activities are more
likely to be concentrated at the local scale
and then at the national scale. The local scale
concentration would lead to urbanization.
At the national level, production and work-
ers will be concentrated in the leading areas.
During the early stages of development, in-
frastructure and social services would tend
to be concentrated in economic centres. Later,
with progress in development, more internal
integration would lead to higher distinction
between the leading and lagging regions in
terms of economic activity, but a lesser dis-
tinction for living standards. Further devel-
opment, which would lead to structural trans-
formation, would level off the spatial distri-
bution of economic activities, reducing spa-
tial disparities. However, living standards
would widen for a prolonged period before
slowly converging.18

The relationship between economic concen-
tration and its relatedness to inequality in
Sri Lanka can be observed to a certain extent
when provincial level indicators are exam-
ined. For instance, the Western Province
which generates close to half of the output
of the country (45 per cent) records the high-
est level of inequality. The Central, South-
ern and North-Western Provinces record the
next highest levels of contribution to total
output of the country, together with higher
levels of inequality (see Figure 4.6).

4.5.5 Differential Access to Infrastruc-
ture Facilities
Differential access to infrastructure facilities
is a major determinant of spatial inequality.
Studies have shown that the contribution of
infrastructure to total inequality in Sri Lanka
increased progressively over the years, from
13 per cent in 1980 to 26 per cent in 2002.19

The spatial inequality could be across prov-
inces and also within provinces, between
urban and rural populations. Such studies
confirm that the concentration of most of
the formal employment in urban centers is
due to remoteness (poor road network, com-
munication barrier) leading to poorer access
to markets for the rural population. This fur-
ther prevents lagging regions from being ab-
sorbed into the growing economy.20

Infrastructure is one of the determinants of
the spatial dimension of 'distance.' Accord-
ing to the World Bank (2009), the distance
measures the ease of reaching markets and
determines access to opportunities. Hence,
when a region is far, and less accessible from
an economically dense centre in a country,
it is likely to lag behind. However, it should
be noted that economic distance is not the
same as, but is related to, physical distance.
During the early stages of development, in-
frastructure and social services typically tend
to be concentrated in economic centres, but
gets leveled off during later stages.

4.6 Conclusion and Policy Implications
Inequality is desirable for economic growth.
Yet, higher inequality could lead to negative
effects on growth. As countries adopt accel-
erated growth strategies, widening of inequali-
ties at the initial phases is an expected out-
come. However, balancing growth and over-
all welfare of the population remains a chal-
lenge for governments in sustaining growth
momentum.

There is ample evidence globally to suggest
that the benefits of growth take a long time
to trickle down to reduce inequalities sub-
stantially. Hence, prudent policies should be
in place to address inequalities and to man-

18 Ibid.
19 Gunatilaka, R., (2011).
20 Kumara, T.  and D. Gunewardena ( 2011), "Spatial Inequality" in S. Kelegama and D. Gunewardena (eds.), Economic and Social Development

Under a Market Economy Regime in Sri Lanka, Vijitha Yapa,  Sri Lanka.
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age rising levels of inequity. As such, im-
proved investments in human capital and
regional infrastructure -- thereby improving
connectivity of lagging regions to economic
centres, creating more opportunities in pro-
ductive sectors and productive employment,
etc., -- are two key areas for policy attention.

Investment in human capital is one of the
most important elements in achieving greater
income equality in the country.  This requires
investment in early childhood development
and education. Investment in education to-
gether with investment in skills development
would help improve the employability of the
workforce. This would be instrumental in
reducing income inequality. However, this
should go hand-in-hand with the creation of
more productive and rewarding employment
opportunities. Furthermore, it is necessary to
tie up employment opportunities with train-
ing and career prospects.

Although accelerated economic growth re-
quires that concentration be more on lead-
ing regions, lagging regions also need to grow
along, without falling 'far behind.' This
stresses the need to focus on regional devel-

opment while achieving the objective of ac-
celerated economic growth. In this sense, the
government initiatives on regional develop-
ment are noteworthy. The improvement of
infrastructure, connecting the lagging regions
to markets and economic centres, etc., would
open up access to economic opportunities.
This will help to ensure a higher possibility
that the benefits of growth will be shared by
all and bridge inequities across the country.

Reducing inequality also requires better jobs
for the poor. Better jobs can be generated
with structural transformation from agricul-
ture to the more productive industrial and
services sectors. The infrastructure improve-
ment within the regions and connectivity is
one of the ways of achieving this, as they
encourage industry and services growth.
However, such structural transformations may
be slow to occur. In the interim, there is an
onus on governments to ensure that less pro-
ductive sectors of the economy and the popu-
lation that derive a livelihood from such eco-
nomic activities are not left behind. These
and other issues of sustaining agriculture pro-
ductivity and growth will be examined next
in Chapter 5 of this report.
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5. Optimizing Natural Resources and Agriculture
5.1 Introduction
In order for Sri Lanka to achieve its targeted GDP
growth in excess of 8 per cent in the medium to
longer term, various economic sectors will have to
contribute significantly by raising their output -- al-
though the degree and nature of increased contribu-
tion may vary depending on the sector. The issue of
sustainability comes into play, when the activities
of the sectors have significant linkages to the natu-
ral environment, including 'natural capital.' Al-
though the present classification of economic sec-
tors does not include natural capital as a sector --
whereby the actual contribution is largely unnoticed
-- it contributes significantly to the economy of Sri
Lanka.

Natural resources are directly linked to the economy
primarily via agriculture, fisheries, tourism and for-
estry. In addition, there is an array of indirect means
through which natural resources contribute to eco-
nomic activities. The contribution of natural re-
sources to economic development is not well cap-
tured in the conventional system of national ac-
counting. The inherent feature of some natural re-
source-based activities is that they are provided free
and thus do not have market prices. This can lead
to the neglect of the role of natural resources in
policy formulation. In certain instances, the goods
and services obtained through natural resources are
counted under other economic sectors. Therefore,
care has to be taken in making policies and strate-
gies, since the issues related to natural resources
are not well reflected in the current statistics.

The natural resource base in Sri Lanka will undoubt-
edly have to contribute its fair share to the country's
medium and long term strategy to achieve the tar-
geted high rate of growth. In turn, accelerated eco-
nomic growth can have implications on the natural
resource base, particularly on its sustainability.
Agriculture has a major role to play in this as the
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largest sector dependent on natural resources
at present. Unlike in many other uses of natu-
ral resources, in agriculture its values are de-
termined in the market, albeit incompletely.
Further, agriculture is at the core of some
socio-economic parameters that go beyond
growth, such as food security and poverty
reduction. Hence the role of agriculture, in
an attempt to achieve accelerated economic
growth, stands out as a special concern.

In this context, it is imperative and timely
to assess the real economic contribution of
natural resources to attain and sustain a high
growth rate and its repercussions on the
sustainability issue, which might in turn
determine growth in the long term. In this
connection, it is a challenging task to in-
crease the economic contribution of natural
resource-based sectors in the short term in
order to support high growth. Moreover, glo-
bal environmental challenges such as climate
change are also expected to decelerate the
rate of growth if appropriate actions are not
taken. Therefore, impacts of global climate
change have also to be taken seriously in
making policies for accelerated economic
growth.

The nexus between the economy and envi-
ronment consists of a complex web of rela-
tionships. Hence, it is a challenge to isolate
the individual linkages to assess the specific
contributions of the natural environment to
the economic performance of a country.
Therefore, the assessment which follows fo-
cuses on the most significant aspects of natu-
ral resources which are linked to economic
growth. Accordingly, agriculture, fisheries,
forests and tourism have been selected as the
key sectors of high policy relevance in main-
taining a high targeted growth rate in Sri
Lanka. The discussion focuses on the current
contribution of the sectors to GDP and the

ways and means in which the sectors can
participate in the anticipated growth process
in a sustainable manner.

5.2 Agriculture
5.2.1 The Status-quo of the Agriculture
Sector
Agriculture is one of the key sectors of the
Sri Lankan economy with a significant con-
tribution to GDP and employment, while
being the main income source of the rural
population. The relative contribution of ag-
riculture to GDP was 11.2 per cent in 2011.
The absolute contribution of the agriculture
sector to the GDP has increased over time,
but at a very slow pace. In absolute terms,
agriculture's contribution to GDP has in-
creased by 53.5 per cent from 2006-2010
(Figure 5.1). However, its relative contribu-
tion to GDP has declined from 14.3 per cent
in 2002 to 11.2 per cent in 2011 due to faster
growth rates recorded by industry and ser-
vices sectors.

Owing to this gradual reduction of the con-
tributions of agriculture to GDP and employ-
ment,1 there was a growing concern that its
contribution to the economy is no longer
important. However, this mind set has
changed significantly after the global food
crisis of 2008. The merits of having a strong
domestic food production sector in a low-
middle income country like Sri Lanka, under
conditions of growing volatility in world
commodity markets, has received due atten-
tion. Indeed, domestic agriculture still pro-
vides 85 per cent of Sri Lanka's food require-
ment in value terms and provides employ-
ment to 33 per cent of the total labour force,
while utilizing 30 per cent of the habitable
land mass. It is the main stay of the rural
economy which houses 38 per cent of the
rural population. As such, it is highly un-

1  Agriculture from here onwards refers to food production although some issues raised are common to both food production and plantation
sectors.
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Figure 5.1
Agriculture Contribution to GDP

likely that Sri Lanka's domestic agriculture
will lose its national importance in the near

future, even if world food prices fall and food
imports become cheaper.

Source:  CBSL, Annual Report, various years.

Figure 5.2
Employment by Economic Activities

Source:  CBSL, Annual Report, various years.
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Whilst this is the current status quo, the prob-
lem at hand is how this lacklustre agricul-
ture sector could effectively contribute to
higher growth -- aspired to be achieved and
maintained over an extended period of time.
The ideal response of the agricultural sector
to this could be multipronged.

• Increasing the growth rate of food produc-
tion to match domestic demand

• Introducing and expanding non-traditional
products mainly for exports

• Releasing resources for fast growth in in-
dustry and services

• Conserving the resource base in agricul-
ture and protect it from degradation

Increasing the growth rate of food
production
Currently, the agriculture sector produces
nearly 85 per cent of the food requirement
of the country and the balance is imported.
Sri Lanka is now self sufficient with its staple
food, rice. The country is producing nearly
94 per cent of its rice requirement in an av-
erage crop year and the entire requirement,
or more, in a favourable crop year. Individual
per capita food production in selected food
items (rice, pulses and milk) have increased
over the last decade (Table 5.1). However,
Sri Lanka still strongly depends on imported
sugar (local production accounts only for 9
per cent of the total requirement), pulses and
nuts (local production amounting to 24 per
cent of the total requirement), milk (local
production fulfilling only 78.5 per cent of
the requirement) and fish (local production
accounting for only 83.6 per cent of the re-
quirement).

Therefore, while Sri Lanka is generally self-
sufficient in its staple food of rice, 15 per
cent of the country's food requirement is still
imported. The cost of food imports was 12.2
per cent of total import expenditure in 2010.
This is a substantial burden on the country's

BOP and a hindrance to the achievement of
accelerated economic growth. Also, this is
directly related to the macro level food secu-
rity of the country. The situation would be
further aggravated when the country moves
along the anticipated high growth path, as
the resulting improvements in per capita in-
come will lead to increased demand for food.
This is especially true for Sri Lanka, where
the low income strata dominate the country's
population. If domestic food production is
not increased to match the increased demand
resulting from this income growth and con-
tinuing population growth, the need for food
imports will be further exacerbated. The in-
creased food imports will result in a further
strain on the BOP and, if not, would result
in higher rates of inflation. Both could strain
or undermine the efforts of achieving, and
maintaining, high economic growth in the
country. Nevertheless, Sri Lanka as country
with a tradition in agriculture with large pro-
portions of resources already committed to
it, has a rational option of increasing do-
mestic food production in order to avoid this
predicament.

Increasing non-traditional agricultural
exports
The role of agriculture in supporting higher
economic growth rates does not stop at meet-
ing the growing food requirement. As a sec-
tor that employs a large portion of the na-
tional resource base, it should contribute to
increasing the trade volume and income gen-
eration. The possibilities of expanding ex-
ports of traditional plantation crops any fur-
ther, are limited. However, the current situ-
ation where substantial amounts of land and
labour are being continuously committed to
the production of traditional food crops un-
der substandard technologies is something
that needs to be reconsidered. At least part
of these resources have to be diversified into
agricultural products with an export poten-
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tial to buttress current efforts to achieve a
higher economic growth. The pros and cons
of this proposition will be discussed in the
sections to follow.

Releasing resources to non-agricultural
sectors
Agriculture has an imperative role in the
transformation of an agricultural economy
to an industrial one as the main source of
labour supplied to the growing 'capitalist
sectors.'2  Although the conditions assumed
in this classical theory of Lewis are not en-
tirely valid in contemporary Sri Lanka, the
need for transferring labour and some land
into other sectors emerges as a basic require-
ment for attaining higher growth. As such, a
growth spurt can only be generated from in-
dustry and services, but not in agriculture.

However, this necessitates growth of output
per unit of labor and land in agriculture too,
as the amount being already produced or
more will have to be produced with less land
and labour after such a transformation. This
is another dimension of the necessity of
boosting agricultural production concomitant
to the acceleration of GDP growth. Further,
agriculture contributes to economic growth

by being the source of raw material to other
sectors. Sri Lanka, being a developing coun-
try, possesses a higher potential for agro-based
industries and in this case too, agriculture
sector has a main role of supplying inputs to
the industry sector. Thus, the need for the
enhancement of agricultural production is
strongly felt in a situation where a high eco-
nomic growth rate is the expectation.

Conserving agricultural resource base
Resource degradation is a customary prob-
lem in agriculture, and it is particularly se-
vere where attempts are made to accelerate
production. Increasing agricultural produc-
tion could be done either through expand-
ing the extent operated, or intensification of
operations in a given extent. Higher food de-
mand from rapid growth will provide an in-
centive for the agriculture sector to apply
both these strategies in order to increase out-
put in both the short and long run. How-
ever, the experience in Sri Lanka as well as
in other countries is that under these circum-
stances, small farmers tend to use resources,
especially land and forests, exploitatively --
resulting in their degradation. This, in the
long run leads to a reduction of a country's
natural capital, which in a more comprehen-

2 Arthur Lewis theory on 'duel sector model' in 1954 explains the transition of labour between two sectors, from the agriculture to the
industrial sector.

Table 5.1
Per-capita Food Production 2002-2010

Year Rice (MT) Pulses (MT) (Green Gram, Potatoes (MT) Milk (L)
Dhal, Cowpea, Soya Beans)

2002 0.15 1.15 4.67 9.64
2003 0.16 1.37 3.73 9.70
2004 0.14 0.97 4.18 9.78
2005 0.17 1.28 4.04 9.80
2006 0.17 1.17 3.95 9.89
2007 0.16 1.20 3.89 10.10
2008 0.19 0.95 3.70 10.29
2009 0.18 1.03 3.02 11.41
2010 0.21 1.08 2.51 11.99

Source: Department of Census and Statistics, Food Balance Sheet.
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sive framework of national accounting, would
be a factor discounting a set GDP growth
target. The same degradation, in future, will
result in reduced productivity and reduced
value added in the agricultural sector. As
such, it is of utmost importance to respond
to the enhanced demand for food, resulting
from the pursuit of accelerated growth, with
caution and with necessary legal and institu-
tional backing to ensure sustainable resource
use.

5.2.2  How to Increase Agricultural
Production
Use unutilized land
At present, 1.2 million ha of high land and
0.7 million ha of low land are available for
crop production, and nearly 80 per cent of
the total arable extent is annually cultivated.
As such, even under the most favourable
conditions in economic and natural environ-
ments, only a 20 per cent increase in area
cultivated can be expected.

Sri Lanka has introduced several development
programmes such as 'Api Wawamu Rata
Nagamu,' 'Rehabilitation of 1000 tanks,' and
'Divi Neguma' to cultivate unutilized agri-
cultural lands. However, the sustainability
of these programmes is doubtful as some of
them have already faded out. In addition,
most of these programmes are aimed at main-
taining nutritional levels, rather than increas-
ing agricultural production as a whole. For
instance, the Divi Neguma programme is
promoting the concept of home gardening.
Yet, home gardens represent only 3.9 per cent
of the total cultivable land,3  and even if
fully cultivated at current productivity lev-
els, it is hardly adequate to add significantly
to present production levels.

Sri Lanka has encountered several adverse
experiences in the past when expanding ar-
able land areas. For example, during the 'Pro-

duction War' declared by the government in
1978 to accelerate agricultural production,
Sri Lanka lost a considerable extent of virgin
forest land due to clearing and inappropriate
use, ultimately resulting in enhanced land
degradation. Thus, as pointed out earlier, it
is imperative to identify sustainable meth-
ods to increase agriculture production by in-
creasing the cultivated extent without harm-
ing the resource base and the environment.
This is an exceedingly difficult task as Sri
Lanka is already using most of the cultivable
land and the remaining forest cover is too
limited for further exploitation.

Increase productivity of existing re-
sources
In the face of growing scarcity of land and
water, and emerging challenges due to cli-
mate change, productivity gains in agricul-
ture will be the remaining option available
for achieving increased agricultural output.
Sri Lanka's historical experience of agricul-
tural productivity growth casts doubts on
whether it is possible to raise productivity in
the near future. Productivity improvement has
to be gained through the introduction of new
technology, generated through sustained in-
vestment in agricultural research and exten-
sion (R&E). In countries like Sri Lanka where
small farmers dominate the sector, invest-
ments in R&E have to be done by the public
sector.  As illustrated by Figure 5.3, the in-
vestment pattern in agricultural R&E over the
past four decades clearly shows that it had
an upward trend during the green revolution
starting around the 1970s, declining from
1977 and continuing on a negative trend
thereafter. This has been as low as 0.6 per
cent of agricultural GDP after the 1980s, and
was further reduced to 0.01 per cent after
1999. Most of these R&Es were allocated to
rice, as it is the staple food, achieving na-
tional self sufficiency. However, productiv-
ity of other main crops increased at insig-

3  Area of home gardens (land below 40 perches or below 0.1 ha) are 188,994 acres, whereas total cultivated land area is 4,797,004 acres.
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nificant rates. Under these circumstances, it
is doubtful whether productivity can grow
significantly within the next few years be-
cause Sri Lanka has not accumulated the tech-
nological capital necessary for this over the
past three decades.

Figure 5.3
Investment in Agricultural R&E in Sri Lanka and Productivity Growth

Find new technology and materials
Another possible option, to find new ad-
vanced technology and new genetic materi-
als to achieve better productivity, is to im-
port them. Most countries have adopted high
yielding varieties to get high returns. Figure

Source: IPS, Sri Lanka: State of the Economy 2011.

Figure 5.4
Area Planted with Improved Varieties in Different Regions

Source:  World Bank, World Development Report 2008.
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5.4 shows the area planted with improved
varieties in different regions as a percentage
of total crop areas between 2000 and 2005.
South Asia is only second to East Asia in us-
ing high yield varieties. Thus, there is a high
potential to increase production in Sri Lanka
by adopting imported new technology.

Nevertheless, importing technology and high
yielding varieties will be very costly and they
will directly and indirectly affect the trade
balance. Further, even if Sri Lanka imports
technology and high yield varieties, it will
take several years to adapt it to domestic con-
ditions. As such, it is highly unlikely that
the country will be able to do it within a
short period of time in order to achieve rapid
growth in the near future.

In addition, agricultural bio-technology has
the potential for generating a substantial im-
pact on many facets of agriculture, especially
in crop and animal productivity, yield sta-
bility and environmental sustainability. Ag-
ricultural bio-technology has been adopted
by many developed countries. Developing
countries are lagging behind in introducing
this technology due to the large investment
expenditure needed to experiment and imple-
ment bio-technology. However, as Sri Lanka
achieves better growth outcomes, it may be
possible to import new technology as it will
take a long time to invent them domestically
-- and again, at large capital cost. It also takes
several years to perform the necessary adap-
tive research before commercial utilization.

Agricultural diversification
Most of the options discussed earlier to en-
sure national (or macro) level food security
entail large fiscal expenditure and sometimes,
foreign exchange spending. Therefore, to
minimize the impact on the trade balance,
one option would be to adopt agricultural
diversification, with more non-traditional
agricultural products for export. Agricultural
diversification can be regarded as a re-allo-

cation of some farms' productive resources,
such as land, capital and labour into new
activities. These can be new crops or live-
stock products, value-adding activities that
have export potential, or provision of ser-
vices to other farmers and non-farm activi-
ties such as operating restaurants and shops
which enhance farm earnings.

There are a number of ways to diversify agri-
culture. At present, there are several crop
diversification programmes in Sri Lanka to
increase national production whilst giving
adequate consideration to safeguarding the
environment. Some of the crop diversifica-
tion programmes are agricultural diversifi-
cation of marginal tea lands, inter-cropping
coconut lands, introduction of fruit crops in
dry zone uplands, and homestead develop-
ment. There have been numerous
programmes to diversify fragmented lands
with fruits, vegetables and coconuts. The
newly introduced Divi Neguma programme
also supports a diversification strategy by
providing different types of fruits and veg-
etable seeds to recipients. Further, vertical
diversification can be introduced to utilize
surplus labour available in farm households
through activities such as domestic food pro-
cessing. There can also be horizontal diver-
sification, where uneconomical or less pro-
ductive traditional food crops are replaced
with high value, labour intensive products
with comparative advantage, such as horti-
cultural products.

It should be noted that agricultural diversifi-
cation is strongly influenced by price policy,
infrastructure development (especially mar-
kets and roads), urbanization, and techno-
logical improvements (especially informa-
tion systems). To accelerate agricultural di-
versification, Sri Lanka needs to take a series
of measures to reform the R&E sector and
the institutional arrangements responsible for
integrating production and markets. The
other immediate measures include develop-
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ing roads, creating appropriate infrastructure
and encouraging private sector participation
for value addition and processing. There is
hope in this respect because of the present
drive to improve infrastructure, as rural roads
record the second highest rate of return on
investment (after R&E) among agricultural
development interventions.4

5.2.3 Challenges in Expanding the
Agriculture Sector
In light of the above facts, it is clear that the
agriculture sector has a serious role in achiev-
ing and sustaining high growth, either by its
contribution to GDP or by way of support-
ing to reduce rural poverty, ensure food se-
curity and to supply labour to other sectors,
etc.

Agricultural intensification can pose several
challenges. It can generate environmental
problems, such as reducing biodiversity,
mismanaging irrigation water, agrochemical
pollution, land degradation, etc. In general,
agriculture and environment agendas are in-
separable. Degradation of natural resources
undermines the basis for agricultural produc-
tion and increases vulnerability to risk, im-
posing high economic losses from the un-
sustainable use of natural resources. The ag-
riculture-for-development agenda will not
succeed without more sustainable use of
natural resources -- i.e. water, forests, and
soil conservation. Thus, it is imperative to
have a strong and well-established institu-
tional system and good governance for bet-
ter implementation of agricultural policies,
alongside efforts to raise investments in agri-
culture.

Adapting agricultural systems to climate
change challenges is also becoming an im-
portant area, as the adverse impacts are al-

ready evident in some parts of the country
by way of irregular rain fall patterns. In addi-
tion, some developmental programmes are
decelerating the agricultural expansion
programmes. For example, urbanization
programmes and some infrastructural
programmes have already acquired existing
agricultural lands. Furthermore, with the in-
creasing pattern of rising per capita income,
the consumption pattern of the food basket
is also changing. Therefore, meeting the new
food requirements of the population is also
another challenge.

5.3 Fisheries
The fisheries sector has become an impor-
tant economic sector with high potential for
growth in Sri Lanka's post-conflict era. In
2011, the fisheries sector accounted for 1.3
per cent of GDP.  In addition to its direct
economic contribution, the sector has an
important role to play in ensuring food secu-
rity of the country as a main source of pro-
tein. It also provides both direct and indirect
employment opportunities, particularly to
low skilled workers.

The fisheries sector in Sri Lanka primarily
consists of three sub-sectors, namely coastal,
off-shore and fresh water fisheries. In terms
of annual fish production of each sector, the
coastal sub-sector takes the first place, fol-
lowed by the off-shore sub-sector (Figure
5.5).5   Both coastal and off-shore sub-sec-
tors recorded remarkable growth after the end
of the separatist conflict in May 2009. The
coastal line in the Northern and Eastern Prov-
inces which comprises 60 per cent of the
total length of the coastal line in Sri Lanka
became available for resuming fishery and
related livelihoods after 2009.

4 Fan, S., Jitsuchon.S, and N. Methakunnavut  (2004), " The Importance of Public Investment for Reducing Rural Poverty in Middle-income
Countries: The Case of Thailand", DSGD Discussion paper No.7, International Food Policy Research Institute (IFPRI).

5 Coastal and off-shore fish production saw a sharp drop in 2005 following the December 2004 Asian tsunami.
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However, fisheries resources are as yet highly
under-utilized. Sri Lanka possesses a territo-
rial sea of 21,500 km2 and an Exclusive Eco-
nomic Zone (EEZ) of 517,000 km2.  The EEZ
is seven times larger than the geological ex-
tent of the country. Under the UN Law of
the Sea, Sri Lanka is entitled to lodge a claim
for an extended area of seabed where the
thickness of the sediment layer is over 1 km.
The claim is being submitted and, if accepted,
Sri Lanka will gain an additional seabed area
which would be 23 times the island's land
area. In addition to the living resources, the
extended area is found to be rich in non-
living resources such as hydrocarbons and a
variety of economically important minerals
including manganese nodules.

Given the vast potential that the country
possesses in terms of its fisheries resources,
there is enough room for increasing the fish-
eries sector contribution to support Sri Lanka's
accelerated growth strategy. Increasing the
sectors contribution to national GDP has al-
ready been acknowledged in Sri Lanka's me-
dium term policy frameworks. However, in

Figure 5.5
Annual Fish Production by Sub-sectors (1999 - 2011)

Source: Based on data from the National Aquaculture Development Authority of Sri Lanka.

order to increase and sustain the fisheries
sector contribution to economic growth, ad-
equate attention has to be paid to issues which
hamper increased utilization and sustainability
of the fisheries resources. As of now, there is
no comprehensive database on fisheries
resources in Sri Lanka, which is vital for
effective policy formulation. Although there
are regulations in place, they are not properly
enforced to handle unsustainable activities
associated with fisheries. Better regulation also
calls for an effective institutional set up where
co-management is being foreseen as a
successful tool. In addition, there are
infrastructural constraints, inadequate
technological facilities, and issues in the
marketing of fish. Furthermore, there are large
research gaps existing in an array of scientific
and socio-economic aspects related to
fisheries resource, such as the bio-economic
aspects of sustainable fish harvesting and
sustainable fishery management, etc. Hence,
there is an essential need for addressing the
said issues if the fisheries sector is to be geared
towards supporting the country's efforts to
raise GDP growth in a sustainable manner.
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5.4 Forests
The depletion of forest resources and associ-
ated losses in biodiversity have been long
discussed environmental issues in Sri Lanka.
The extent of natural forests in 2010 was es-
timated to be 1,883,310 ha, which accounts
for nearly 28.7 per cent of the total land area
of the country.6   Increasing population pres-
sure has created land fragmentation and farm-
ers tend to cultivate crops by clearing sur-
rounding natural forest areas.  Forests have
now become more vulnerable to depletion,
in the face of an increasing demand for land
for rapid development activities, in the post-
conflict period. Whilst the reported contri-
bution of the firewood and forestry sector to
national GDP is only 0.6 per cent, it does
not capture the actual contribution of the
forestry sector to Sri Lanka's economy. Eco-
system services provided by the forests and
community level benefits of forests are some
of the aspects that are not included in the
statistics.

At micro level, forests contribute significantly
to rural economies. They primarily provide
inputs needed for agricultural activities tak-
ing place around the forests by providing land,
the primary means for chena cultivation,
serve as a source of firewood and as a supple-
mentary source of food. However, unlike in
some other countries in the region, commu-
nities are not as dependent on forests for
commercial purposes. Instead, forest lands
are cleared and used for crop production,
which remain the main source of livelihood
for the peripheral communities. Increased
demand for emerging commercial agricultural
activities has threatened the sustainability of
the forest resource to a significant extent.7

Forest-based tourism has been a source of
forests' economic contribution over the years.
The forest resources possess a significant
potential for developing forest-based tour-
ism,8 including ecotourism.  Revenue from
foreign tourists visiting wildlife national parks

6 Ministry of Environment, Progress Report 2011 and Action Plan 2012.
7 Senaratne, A. and K. Wickramasinghe (2011), "Commons vs. Commons: Managing Scarce Water Resources in Dry Zone Village Tank

Systems in Sri Lanka", Economic and Environment Program for South East Asia (EEPSEA) Research Report.
8 Wickramasinghe, K., (2009), "Ecotourism for Sustainable Forest Management in Sri Lanka",  Environmental Economic Policy Series No.

12, Institute of Policy Studies, Colombo.

Figure 5.6
Revenue from Foreign Tourists Visiting National Parks in Sri Lanka

Source:  Sri Lanka Tourist Development Authority, Annual Statistical Report 2010.
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in Sri Lanka marked a momentous growth in
2010 (Figure 5.6).  This is due to the in-
creased tourist arrivals after the end of the
conflict in 2009. The opening up of national
wildlife parks which were restricted during
the conflict period for security reasons, also
made a significant contribution.

However, the forest sector is not well uti-
lized in terms of exploiting its potential for
providing recreational benefits. Given the
vast diversity and richness in forest resources
and associated cultural wealth in adjoining
communities, promotion of forest-based tour-
ism for high-end tourists can increase the
earnings to the economy. Therefore, devel-
opments in the forest-based tourism sector
can be considered an important and signifi-
cant avenue to support Sri Lanka's current
growth strategies.

However, the anticipated improvements in
forest-based tourism will not be a medium
and short term reality if insufficient atten-
tion is paid to the issues of the resultant en-
vironmental consequences. More specifically,
negative implications to the natural environ-

ment due to increased visitations should not
be taken lightly. Over the years, certain wild-
life parks have been experiencing over-visi-
tation which can damage the sustainability
of the resource and consequently reduce the
potential for earnings from tourism. Contin-
ued increases in tourist arrivals following the
end of the conflict could further worsen the
problem. Therefore, careful attention has to
be paid to regulate tourist visits to wildlife
parks, learning from the experiences of other
countries which have been successful in ef-
fectively regulating tourism in the natural
forest areas.

In addition, forests provide an array of envi-
ronmental services which are not valued in
the market, such as carbon sequestration,
preservation of biodiversity and nutrient re-
cycling. Since these services are not priced,
the services are not reflected in the national
accounts and thus are largely ignored in
policy formulation. If the sustainability of
the forest resources are not assured, it can
have severe impacts on various aspects such
as agricultural production, water scarcity, and
energy security, etc.

Figure 5.7
Monthly Tourist Arrivals (2009 - 2012)

Source: Sri Lanka Tourism Development Authority.
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While certain goods and services provided
by the forests are not accounted for, the
present system of national accounting also
does not make any adjustment for the degra-
dation and depletion of forests. This has been
true for most other natural sectors also. In
this connection, present estimates of national
output can be considered an over-estimate,
as natural resource degradation has not been
taken into account. Although the degrada-
tion issues are currently ignored in national
accounting, there remains a clear need for
balancing conservation and utilization of
natural forests, failing which, subsequent
developments might impede growth pros-
pects.

5.5 Tourism
The coastal resources and natural forest re-
sources play an important role as a natural
attraction for foreign tourists. Tourism was
Sri Lanka's fifth largest source of foreign ex-
change earnings in 2011, increasing by more
than 44 per cent, relative to earnings in 2010.
The country recorded the highest ever tourist
arrivals in 2011, rising by more than 30 per
cent as compared to 2010, with the trend
continuing into the first quarter of 2012 (Fig-
ure 5.7).  Given the sector's potential, spe-
cial policy attention should be paid towards
the development of a sustainable tourism
sector.

As per forecasts made by the Sri Lanka Tour-
ism Development Authority (SLTDA), the
tourism sector is expected to attract more
than 2.5 million tourists, generate about

600,000 direct and indirect employment op-
portunities and earn about US$ 2,500 mil-
lion of foreign exchange by 2016. Substan-
tial tourism development activities are in
place, in order to develop tourism infrastruc-
ture and to cater to the demands of increased
tourist arrivals in the coming years.

However, if the tourism sector is to be made
a significant contributor to the growth pro-
cess, volume-based tourism targets alone will
not be sufficient. Necessary care has to be
taken to ensure the environmental and so-
cial sustainability of the tourism business,
because favourable natural and social envi-
ronments are the mainstay of a viable tour-
ism industry. Although Sri Lanka's post-con-
flict environment has opened new avenues
for developing an array of tourism products,
most of the time they are not effectively regu-
lated. For instance, whale watching is being
carried out without any regulations or good
practice guidelines. Sustainability of the
whale resources can be under great threat as
a result. If the issues related to social and
environmental sustainability of tourism are
not taken into consideration, the potential
environmental and social costs can lead to a
retardation of the rate of economic growth.

5.6 Coastal Resources
The coastal zone plays a crucial role in the
economy of Sri Lanka. The coastal zone con-
sists of around 25 per cent of the total land
area of Sri Lanka.  Almost a third of the
country's population, two-thirds of the total
urban population, two-thirds of the indus-

Table 5.2
Contribution of Coastal Sector to National GDP (%)

Sector 1983 1989 2004 2005
Coastal GDP 35.1 40.2 44.0 43.0
Non coastal area 64.9 59.8 56.0 57.0

Source: Nayanananda, O.K., (2007), “The Study of Economic Significance of Coastal Region
of Sri Lanka in the Context of Environmental Changes of Pre and Post Tsunami”, Coast
Conservation Department and The Ministry of Environment and Natural Resources.
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trial facilities and over 80 per cent of tourist
infrastructure are accommodated within this
zone. There has been an increasing trend in
the contributions of the coastal area to the
national GDP, rising from around 35 per cent
in 1983 to 43 per cent in 2005 (Table 5.2).
Agriculture, fisheries, trade and tourism sec-
tors have been playing a major role in the
coastal economy over the years. The contri-
bution may have been increased further in
the post-conflict period due to developments
in the associated economic sectors.  Accord-
ingly, natural resources play an important
role in the overall performance of the coastal
districts of the country.

In addition to fisheries and tourism, other
economic activities involving the use of
coastal resources are coral mining for lime
production, capturing of live ornamental fish
mainly for export, and sand mining on the
beaches and sand dunes. These activities have
so far been environmentally damaging.

When the economic activities which are
based on the coastal sector, such as tourism
and fisheries are developed, there will be an
increased threat to the sustainability of coastal
resources. Whilst the sector holds the poten-
tial to further enhance its contribution to the
country's overall growth, it is vital to mini-
mize the environmentally damaging practices
through policies and laws, and their effec-
tive implementation. The adoption of better
fishery management approaches, effective law
enforcement to minimize harmful harvest-
ing methods and the promotion of sustain-
able fishing techniques are some of areas to
be addressed.

5.7 Water Resources
According to the available estimates of wa-
ter scarcity, there is no water scarcity in Sri
Lanka as per 1991 data.9  However, by 2025,

with the projected increase in population,
the demand for both irrigation and domestic
and industrial water is expected to increase.
Using the Falkenmark indicator, which uses
annual per capita water availability to de-
fine water scarcity, it has been found that
the country as a whole and the Dry Zone in
particular, will reach a level of medium-wa-
ter scarcity by 2025 (Table 5.3).  As per 1991
scarcity levels, only five districts were in the
medium to severe scarcity categories. Three
more districts are expected to enter into this
category by 2025.

Water scarcity in the rural areas of the Dry
Zone will continue to impose severe impacts
on agriculture-based livelihoods, food secu-
rity and poverty. The consequences of water
scarcity on Dry Zone agriculture would fur-
ther intensify the problem of poverty and food
security in the coming decades, if appropri-
ate measures are not adopted. Additionally,
water scarcity can have a number of other
implications on human security, for instance
the lack of water in major reservoirs leads to
reduced hydro power generation in the coun-
try, which would have a serious implication
on the energy security of the country.

In addition to population related impacts,
global climate change is also expected to
challenge the water security situation in Sri
Lanka. Although precise scientific estimates
are not available in this regard, it is predicted
that there will be changes in the temporal
and spatial distribution of rainfall in the com-
ing years. Such changes have been seen in
Sri Lanka during recent years. Changes in rain-
fall distribution will cause adverse impacts
on cropping patterns and thereby on the ag-
ricultural performance of the country. In ad-
dition to the Dry Zone agriculture, planta-
tion agriculture in the Wet Zone will also be
adversely affected, since plantation crops are

9 Amarasinghe, U.A., and L. M. R. Sakthivadivel (1999), "Water Scarcity Variations within a Country: A Case Study of Sri Lanka", Research
Report 32, International Water Management Institute, Colombo.
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highly sensitive to water shortages. Accord-
ingly, water scarcity, when aggravated by the
process of climate change will impact the
foreign exchange earnings of the country.
However, exact magnitude of the impact of
climate change on water scarcity is not yet
known.

The issues related to water scarcity can pose
constraints on targeted contributions of in-
dividual economic sectors, such as agricul-
ture and energy, towards economic growth.

Table 5.3
Level of Water Scarcity, by District in 1991 and Projections for 2025

Area 1991 2025
Sri Lanka N M
Wet Zone N N
Dry Zone N M
Districts in the Wet Zone
Colombo MS S
Galle N N
Gampaha M MS
Kalutara N N
Kandy MS MS
Kegalle N N
Matara N M
Nuwara Eliya N M
Ratnapura N N
Districts in the Dry Zone
Ampara N N
Anuradhapura N M
Badulla N N
Batticaloa N M
Hambantota N M
Jaffna S S
Killinochchi N MS
Kurunegala M MS
Mannar MS MS
Matale N N
Moneragala N N
Mullaitivu N N
Polonnaruwa N N
Puttalam MS S
Trincomalee N N
Vavuniya N M

Also, there will be significant indirect im-
plications on retarding the anticipated growth
rate. Water scarcity problems have to be care-
fully dealt with and appropriate policy ac-
tions need to be taken to conserve and effec-
tively utilize available water resources by
different sectors. In this regard, it is impor-
tant to encourage efficient water allocation
through meaningful coordination between
relevant government agencies and the pro-
motion of water efficiency in agriculture, etc.

Notes: N – Little or no water scarcity, M – Moderate water scarcity, MS –
Medium to severe water scarcity, S – Severe water scarcity.

Source: Amarasinghe et. al., (1999).
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5.8 Global Environmental Threats:   Cli-
mate Change
Climate change is a global environmental
threat to which Sri Lanka has made a negli-
gible contribution. Regardless, Sri Lanka is
going to be a victim of various impacts of
global climate change, which might affect
the economy in numerous ways. Climate
change can pose constraints on reaping ben-
efits from the natural resource base, by way
of its adverse effects on agriculture, fisher-
ies, tourism, etc. In addition, climate change
can have impacts on other economic sectors
and the well-being of the population. As
stated in the ‘National Climate Change Ad-
aptation Strategy (2011 - 2016)’, the impacts
of climate change will be primarily in terms
of (i) increased frequency and intensity of
natural disasters such as droughts, floods and
landslides; (ii) variability and unpredictability
of rainfall patterns; (iii) increase in tempera-
ture, and; (iv) sea level rise.

The agriculture sector will be adversely af-
fected by the aforementioned impacts of cli-
mate change. It will have implications on
national food security and also on export-

oriented plantation agriculture activities such
as tea and rubber products. Time series data
on tea yield shows that tea production has
been greatly affected by climatic conditions.
As shown in Figure 5.8, significant yield drops
have been observed in years which have re-
corded droughts, such as 1982, 1989, 1992
and 2003.  Also, the tea sector will be more
vulnerable for yield drops, as with the im-
pacts of climate change the frequency of natu-
ral disasters is expected to increase.

The coastal zone is also going to be affected
through sea level rise, which will result in
numerous impacts such as the inundation of
low-lying areas, salt water intrusion into
coastal water bodies and the consequent
changes to the coastal ecosystems. Addition-
ally, increased frequency of extreme events,
such as cyclones, will affect infrastructure
and coastal livelihoods.

In addition, climate change is expected to
post significant constraints on the growth of
other sectors such as energy, industry, hu-
man settlements, infrastructure, etc. It will
also have direct impacts on human health

Figure 5.8
Tea Yield in Different Tea Growing Areas (1980 - 2007)

Source: Based on data from the Sri Lanka Tea Board.
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due to increased health stress, spread of vec-
tor borne diseases and health implications
due to extreme events.

Therefore, despite Sri Lanka's negligible con-
tribution to global climate change, its im-
plications can pose challenges to the
sustainability of long term growth, particu-
larly if appropriate adaptation measures are
not taken at the correct time. Hence, there is
a need to mainstream adaptations to climate
change into the national development
agenda.10  As Sri Lanka has a negligible con-
tribution to global green house gas emissions,
adaptation to climate change should be the
main focus, over that of mitigation. Sri Lanka
can obtain benefits via climate change miti-
gation activities such as clean development
mechanisms and carbon trading. From a
policy perspective, it is encouraging to note
that Sri Lanka is in the process of developing
a climate change policy which is required
for the effective integration of climate change
into the development agenda. A climate
change adaptation strategy has already been
prepared for the period of 2011-16 which
provides a prioritized framework for action
and investment aimed at systematically mov-
ing towards a climate-change resilient future.

Box 5.1
Accounting for the Role of Natural Resources in Economic Output

The role of the natural capital is not well captured in the present system of national accounting.
Also the depreciation of natural resources is not included in the national accounts. Therefore,
it is questionable whether the current national statistics can be used as a basis in formulating
policies for sustainable development. Presently, there is an increasing recognition of incorpo-
rating the contribution of natural resources into the national income accounting system. The
Ministry of Environment together with other relevant state and non-state agencies is in the
process of developing a green accounting system for Sri Lanka. The process has been initiated
by developing a mechanism for integrating the forestry sector into national accounting in the

country.

10 Senaratne, A., N. Perera, and 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.

5.9  Conclusion
Sri Lanka's natural resource base has the po-
tential to contribute significantly to Sri
Lanka's long term growth. For most of the
natural-resource based sectors, such as tour-
ism, fisheries and forests, the resource base
remains under-utilized. Therefore, their con-
tribution can be increased by adopting sus-
tainable policies. On the other hand, certain
natural resource sectors, such as coastal fish-
eries, lack effective regulatory and enforce-
ment mechanisms which lead to over-exploi-
tation.

Agriculture, being the sector that supports
over one-third of the total population and
using the largest share of natural resources,
has a significant role to play in supporting
higher growth. This involves increasing do-
mestic production while conserving the re-
source base.  Both import substitution and
export promotion are possible avenues of
making this contribution. However, the lack
of land for agricultural expansion and the
non-availability of an improved technologi-
cal stock resulting from 30 years of neglect
of agricultural R&E pose serious problems.
Scarcity of land may be partially remedied
through agricultural diversification but this,
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again, needs new technology. One solution
available for the lack of technology could be
importing it, but this is expensive and also
somewhat time consuming. As a result, im-
port substitution may become socially un-
profitable and export promotion almost im-
possible, due to a marginal competitive ad-
vantage. Consequently, these avenues should
be tried with caution, especially in the short
run. Hasty decisions may lead to uneconomic
exploitative use and therefore degradation of
the agricultural resource base. However,
world prices in agricultural commodities
show no sign of declining in the near future
and therefore, chances exist in the long run
for both import substitution and export pro-
motion to be gainfully undertaken. Sri Lanka
should learn from past mistakes and invest
adequately in agricultural R&E now, in or-
der to exploit these long run opportunities
for sustained growth.

A single approach would not help to
sustainably utilize the natural resource base

in Sri Lanka and maintain its contribution to
growth. Given the complexity of the natural
environment and its multifarious links with
the economy, actions essentially have to be
resource-specific. In addition, comprehensive
legal mechanisms and their effective enforce-
ment emerge as a must, and multi-stake-
holder collaboration becomes a key neces-
sity in this regard.  Long term economic
growth can be unfavorably affected if the role
of natural resources is not well reflected in a
country's economic policies. Therefore, in-
tegration of sustainable practices is critical.
Even as these issues are addressed, the over-
riding need to shift surplus agriculture labour
to more productive sectors of economic ac-
tivity, has to receive immediate policy at-
tention. This requires an in-depth assessment
of the human resource development needs
of the country and appropriate policy mea-
sures to enhance education and labour mar-
ket outcomes. These issues will be taken up
in Chapter 6 of this report.
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6. Maximizing Human Resource Potential

6.1 Introduction: Growth Targets and Challenges in the
Human Resources Front

Sri Lanka's current policy framework aims to reposi-
tion the country in the global arena as a knowledge-
based, middle income country with better and im-
proved living standards. The focus is on developing
Sri Lanka's naval, aviation, commercial, energy, and
knowledge sectors into regional hubs. Following the
ending of the conflict in May 2009, the country has
overcome the main obstacle to investment and growth.
With better security, and other government incentives,
Sri Lanka is already seeing improved investor confi-
dence and living standards. For instance, of total for-
eign arrivals, the proportion of arrivals for business
purposes has increased from 8.6 per cent in 2009 to
13.7 per cent in 2010,1  and the economy has grown
at more than 8 per cent over the last two years. How-
ever, sustaining this growth momentum will critically
depend, among other factors, on the availability of a
skilled, productive and flexible workforce.

The importance of a skilled workforce for staying com-
petitive and attracting investment and business is now
well recognized. The skills demanded by the global
labour market are changing constantly. The demand
for routine manual (such as assembling machinery)
and cognitive (such as keeping records) tasks that can
easily be computerized are reducing, while the de-
mand for complex communication (e.g., skills needed
for persuading and negotiating with suppliers and
customers) and expert thinking (e.g., problem solving
skills) types of jobs are increasing.2  The demand for
skilled workers is already rising within Sri Lanka as
well, and some sectors such as information and com-
munication technology (ICT) are experiencing worker
shortages. The immediate human resource need for

‘
‘

1 The Ceylon Chamber of Commerce, "Sri Lanka Economic Summit 2011", www.chamber.lk/manager/upload_ file/news/n_6191_1.pdf
[ accessed on March 20th , 2012].

2 World Bank (2011), Transforming School Education in Sri Lanka, World Bank, Washington, D.C.

Sri Lanka's prospects
for growth will partly
depend on a workforce

that is able to create and
adapt new technologies
and has the necessary

general skills to be
competitive in the

global market
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the country is to cater to this rising demand.
In addition, over the long run, a flexible
workforce that can create new ideas and adopt
new technology easily will be essential for
the country to make a mark in the global
knowledge economy and stay competitive in
the global market. Competencies in the skills
that are in demand as well as the flexibility
to learn new skills to adjust to constant
changes, are also important in maintaining
productivity growth.

The critical task facing policy makers is to
develop and manage the available human
resources in the country to cater to this de-
mand. This will on the one hand, require
improving access to high quality tertiary level
education that gives due attention to chang-
ing requirements in the market, and training
workers who are able to learn new skills.
Assessing the tertiary education system in Sri
Lanka, World Bank (2009) finds the present
tertiary education sector in the country inad-
equate, narrow in scope and of low quality
for a middle income country.3  Expanding and
improving the tertiary education sector alone
is not sufficient. The foundations for further
training in advanced science and technology
related subjects, and developing skills in
problem solving and creativity are laid at the
school level. As such, policies should be
designed to improve the quality of general
education at all levels, with opportunities for
studying in a broad array of subject areas.
Good quality general education is an essen-
tial foundation for future training, where
emphasis is not only on facts, but in critical
thinking, effective communication, problem
solving, and creativity.

Sri Lanka's demographic profile is changing.
Decreasing fertility rates and increasing life
expectancy has resulted in a rapid ageing of
the population. These demographic changes
have created new challenges to the labour
market. In essence, the country's labour force
is stagnating and growing older. Studies from
other countries show that a stagnant labour
force can dampen economic growth. For
example, declining workforces are estimated
to reduce the per annum growth rates of
France and Germany by 0.2 to 0.5 percent-
age points and that of Japan by 0.8 percent-
age points.4  Along with population ageing,
the dependent population of a country -- chil-
dren and the elderly who are typically not
employed -- in relation to the working popu-
lation will increase. This increasing eco-
nomic dependency is estimated to slow
growth (compared to growth that would have
taken place given the present age structure)
by another 0.2 to 0.3 percentage points in
France, Germany and Japan.5

The Sri Lankan labour force growth is also
slowing down, and it is estimated to start
reducing by 2030.6  The country's labour
force is also ageing. Given this, the country
will increasingly need to pay attention to
making best use of available labour resources
and encourage labour force participation. At
present, the skill development in the coun-
try is mainly geared towards entrants to the
labour market. However, the above demo-
graphic changes have increased the need for
extending training to mid-career workers.

Health is an important determinant of hu-
man resource development that ensures suc-

3 World Bank (2009), The Towers of Learning, World Bank, Washington, D.C..
4 Martins, J.O., F. Gonand, P. Antolin, C. de la Maisonneuve, and K.Y Yoo  (2005), "The Impact of Aging on Demand, Factor Markets and

Growth", OECD Economics Working Papers No. 420.
5 Ibid.
6 Vodopivec, M. and Arunatilake, A., (2010), "Population Ageing and Labour Market Participation of Old Workers in Sri Lanka", Journal

of Population Ageing, DOI 10.1007/s12062-011-9045-5.
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cess in education and greater productivity in
work life. Improving the health of the popu-
lation will be critical in making best use of
available human resources. The importance
of nutrition for reducing health care costs,
morbidity and mortality, and increasing pro-
ductivity is well documented in the litera-
ture.7  Studies also show that well nourished
children are more likely to succeed in edu-
cation. Along with nutrition, diseases that
are more prevalent amongst the productive
age population, such as non-communicable
diseases (NCDs), also influence work life and
productivity. Encouraging labour force par-
ticipation of older workers will partly de-
pend on preventing and better managing the
diseases that are more prevalent amongst the
elderly, such as NCDs.

The rest of this Chapter discusses the impor-
tance of a skilled and healthy workforce for
improving productivity, sustaining competi-
tiveness and managing the labour force.

6.2 Meeting the Current Demand for
Labour
Globalization accelerates the pace of inno-
vation and technology. Along with these
changes new occupations are emerging and
skill requirements and competencies are
evolving. A major challenge countries face
today is to enhance the responsiveness of
education and training systems to cater to
these ever changing skill requirements. With
a view to making Sri Lanka a key logistics
centre, large scale development activities
have already been initiated in the naval, avia-
tion, commercial, energy, road, transport,
and urban development and irrigation sec-
tors. New job opportunities are projected in
an array of occupations that include, airport

and aviation engineers, professionals, tech-
nicians and craft-related skilled workers in
the building and construction industry; and,
machine operators, mechanics, automobile
and motor mechanic technicians, environ-
mental managers and skilled workers in the
metal and light engineering sector. Catering
to this anticipated demand in required quan-
tities, and training workers who have not only
the technical skills but also the necessary
general skills to be competitive in the world
market, is a major challenge for the country.
The following section highlights the magni-
tude of this challenge, taking the example of
ICT and tourism sectors.

ICT skills have become a fundamental re-
quirement in the service and industry sectors
of the country. According to the National
ICT Workforce Survey carried out in 2010,
from 2006 to 2009, the IT workforce has in-
creased by 4,200 new entrants each year. The
IT work force is expected grow at an average
growth rate of 17 per cent per annum.8  Ac-
cordingly, the demand for new IT workers
will be 50,000 in 2010. This survey further
shows that the preferred minimum academic
qualification required for an IT professional
is a Bachelor's degree. According to the In-
formation and Communication Technology
Agency (ICTA),9 the demand for new IT
graduates (3,970 a year) is lower than the
supply of graduates (4,473 a year). However,
the current supply of graduates may not be
sufficient to fulfill demand for two reasons.10

First, when recruiting IT employees, soft skills
knowledge is also considered an important
requirement in IT, non-IT and Business Pro-
cess Outsourcing (BPO) sector organizations.
Second, many IT graduates, especially those
with required soft skills, migrate abroad for

7 Alderman, H., (2008), "Stimulating Economic Growth through Improved Nutrition, Disease Control Priorities Project", World Bank.
[Accessed on 25th April, 2012] www.dcp2.org/file/223/dcpp-nutritionpolicybrief-web.pdf .

8 ICTA (2011), "National ICT Workforce Survey", Information and Communication Technology Agency of Sri Lanka.
9 Ibid.
10 Information on the supply of non-graduate IT workers in the country is not readily available.
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employment. Indeed, employers find that
essential soft skills, especially communica-
tion skills are lacking in employees.11

Information Technology Enabled Services
(ITES)/BPOs have emerged as one of the fast-
est growing sectors in Sri Lanka and the fifth
largest export earner in the country. Current
earning of the BPO sector is estimated to be
US$ 400 million. This level is estimated to
reach US$ 1 billion by 2015 and US$ 2 bil-
lion by 2020.12  Sri Lanka is recognized as a
key BPO destination in the world. Sri Lanka
has been featured in the A. T. Kearney Glo-
bal Service Location Index (GSLI), which
analyzes and ranks the top 50 countries
worldwide for providing outsourcing activi-
ties, including IT services, contact centers
and back-office support. Further, Sri Lanka's
ranking has improved from 29th in 2007 to
16th in 2009, showing a steady expansion
in its BPO sector.13  This achievement is
mainly attributed to low labour costs, wide-
spread use of English, strong educational
system, and the increasingly open and well
regulated business environment. However,
continued expansion of the sector will criti-
cally depend on the access to skilled work-
ers with required IT knowledge and com-
munication skills in English.

Restoration of peace has started a new era
for the tourism industry in Sri Lanka. Tourist
arrivals increased by 30 per cent in 2011 to
reach 855,975 arrivals -- the highest recorded
to date. This gave rise to an increase in earn-
ings from the sector of 44.2 per cent amount-
ing to US$ 830 million in 2011. Sri Lanka is
targeting to attract 2.5 million annual tour-
ist arrivals and US$ 2.75 billion earnings by

2016 as well as an estimated 500,000 em-
ployment opportunities -- both direct and in-
direct -- from the sector. The challenge is to
accommodate a three-fold increase in differ-
ent types of tourists, including wildlife, cul-
ture and business. In line with the tourist sector
expansion, tremendous growth is envisaged
in food and beverages, transport and construc-
tion industries in the country.14 The investor
interest in the sector is already increasing.
Already, more than 210 investment applica-
tions were processed in 2011 to build 9,192
rooms and several international hotel chains
such as Shangri-La, Sheraton, Hyatt and Sun
City, have entered the tourism industry in the
country.  A one-stop unit has been established
at the SLTDA to facilitate investments. These
factors highlight the increased need for skilled
workers for sustaining growth in the sector.
In 2011, student intake for training in the
hotel industry has increased by 72 per cent to
meet the skills shortage in the industry.15  The
question is whether the present pool of job
seekers qualifies for these training
programmes, and whether they have the nec-
essary soft skills needed by the sector. Also,
the sector cannot expect to depend only on
new trainees. The demand for a substantial
component of the employment opportunities
in the sector will require persons experienced
in the sector.

Besides IT, there is a rapidly growing demand
for English language skills in the country to-
day. Individuals competent in English have
access to better quality jobs with higher sala-
ries and benefits in the domestic as well as
the international labour market. According
to the findings of a vacancy survey in 2010,16

the most demanded skills by white collar

11 The Ceylon Chamber of Commerce, "Sri Lanka Economic Summit 2011", www.chamber.lk/manager/ upload_file/news/n_6191_1.pdf
[ accessed on March 20th , 2012].

12 Ibid.
13 ICTA (2011), National ICT Workforce Survey, Information and Communication Technology Agency of Sri Lanka.
14 CBSL, Annual Report 2011.
15 Ibid.
16 Vacancy survey collects and analyzes the job advertisements in two national weekend newspapers, Sunday Observer and Silumina.
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occupations include English (44 per cent of
advertisements),17 ability to use IT (18 per
cent of advertisements),18 and communica-
tion skills (12 per cent of advertisements).
Among graduates in Sri Lanka, English lan-
guage and ICT skills are identified to be the
scarcest general skills needed for a middle
income country.19

According to a Business Outlook Survey car-
ried out in 2011, the shortage of man power
with required skills has become the second
most severe constraint encountered by the
business community in Sri Lanka.20  This situ-
ation will slow growth of investments and
job creation in the country. Despite a low
literacy level, Sri Lanka's closest competitor,
India, does well in terms of teaching key sub-
jects and the better quality of schools com-
pared to Sri Lanka. For example, in 2010, Sri
Lanka scored 6.87 in the quality of science

and mathematics education compared to a
score of 7.63 for India, and Sri Lanka scored
7.40 in the management of schools compared
to 8.55 for India.

6.3 Skills to Stay Competitive in a Chang-
ing World
In the changing global and technological pat-
terns across the world, future prosperity of a
country depends on a skilled workforce that
is able to innovate and adopt new technolo-
gies constantly. Across the world, countries
are realizing the need for talented workers to
remain competitive, and create new ideas
and for sustaining growth. The BRICS group
of countries is expanding their investments
in education aimed at improving high-end
technical talent, as they have realized the
importance of human resources in science
and technology.21  At the same time, devel-

Figure 6.1
Aggregate Knowledge Economy Index (KEI) and Sub Indices,

Sri Lanka and Selected Countries

17 Managers, professionals, technical and associate professionals and clerical support workers.
18 Ministry of Productivity Promotion (2011), LMI Bulletin, Vol. 1 No 1, Manpower Panning, Development and Research Division.
19 World Bank (2009), The Towers of Learning, Washington, D.C.
20 The Ceylon Chamber of Commerce, January 2012, http://chamberblog.chamber.lk/wp-content/uploads/2012/02/Business-Outlook-

Survey.pdf, [accessed, 29th March, 2012].
21 The Levin Institute (n.d), "The Evolving Global Talent Pool - Lessons from the BRICS Countries", levin.suny.edu/pdf/LevinBRICSFinal.pdf

[accessed on April 20th, 2012].

Source: Based on data from World Bank, Knowledge Assessment Methodology (KAM) 2012 database.
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oping countries are making strategic decisions
to attract highly skilled workers from across
the globe to support knowledge creation, as
they have realized the importance of this fac-
tor for creating and commercializing new
products and services.

Sri Lanka lags behind in the global knowl-
edge economy. The World Bank's Knowl-
edge Assessment Methodology (KAM) pro-
duces the Knowledge Economy Index (KEI)
to help countries identify the challenges and
opportunities they face in making the transi-
tion to knowledge-based economies.22  The
KEI is constructed as the simple average of
four sub-indexes based on three key indica-
tors each, which represent four pillars of the
knowledge economy: economic incentive
and institutional regime; education and hu-
man resources; innovation and technologi-
cal adoption and; ICT infrastructure. Sri
Lanka's performance according to this index
is poor and it lags behind in most of the

country's comparators in all four pillars (Fig-
ure 6.1).

Although the country's knowledge economy
has grown, it has not kept pace with growth
in other countries. According to the latest
KEI rankings, Sri Lanka has fallen from 87th
place in 2000 to 101st place in 2012 out of
145 countries. Sri Lanka's position has suf-
fered especially due to poor performance in
the 'economic incentive regime' (EIR) and
ICT infrastructure indices (Table 6.1). Al-
though the number of internet users per thou-
sand people have increased from 10 in 2000
to 90 in 2012, the number of internet users
in other countries have increased even faster,
bringing down Sri Lanka's normalized internet
users indicator from 4.4 to 2.6.23  Similarly,
its computer users indicator has fallen from
3.5 in 2000 to 2.3 in 2012. Sri Lanka's EIR
pillar has declined, mainly because of the
weakening of its tariff and non-tariff barriers
and regulatory quality indicators.

Table 6.1
Sri Lanka's Knowledge Economy: 2000 vs. 2012

Variable             2012           2000
 Actual Normalized Actual Normalized

Tariff & non-tariff barriers 72.2 2.9 71.0 6.2
Regulatory quality -0.3 3.6 0.3 6.0
Rule of law -0.1 5.6 0.0 5.9
Royalty payments and receipts(US$/pop.) 0.0 0.9 0.0 0.7
S&E journal articles/mn. people 6.3 3.6 5.2 3.7
Patents granted by USPTO/mn. people 0.2 4.7 0.3 5.3
Average years of schooling 8.5 4.3 8.1 4.9
Gross secondary enrolment rate 87.2 4.9 85.1 5.9
Gross tertiary enrolment rate n/a n/a 5.3 2.2
Total telephones per 1000 people 860.0 3.5 60.0 3.0
Computers per 1000 people 40.0 2.3 10.0 3.5

Internet users per 1000 people 90.0 2.6 10.0 4.4

22 World Bank, Knowledge Assessment Methodology 2012, www.worldbank.org/kam  [accessed, 27th March, 2012].
23 For a flexible cross-country comparison, each variable has been normalized on a scale of 0 to 10 relative to other countries in the

comparison group.

Source: Based on data from World Bank, Knowledge Assessment Methodology (KAM) 2012 database.
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Sri Lanka's performance in the KEI is con-
strained by its limited ICT penetration and
innovation and technology adoption. A closer
examination of the indicators measuring
achievements in knowledge economy shows
that Sri Lanka performs well in terms of rule
of law,24  and the gross secondary enrolment
rates. Nonetheless, Sri Lanka's performance
is even below the average for lower middle
income countries in all the three indicators
measuring innovation and technical adapta-
tion (i.e., royalty payments and receipts, tech-
nical journal articles, patents granted). Also,
the country's position in two indicators of
the ICT pillar -- internet users per 1000
people and computers per 1000 people are
either below or equal to the lower middle
income countries position (Figure 6.2). These
statistics further highlight the need to pay
attention to modernizing and improving the

quality and relevance of tertiary education
in the country.

6.4 Education and Skills Development
for Meeting Changing Needs
Sri Lanka's ability to cater to the increasing
demand for skilled labour will depend on
the success of the country's education sys-
tem to cater to these demands in adequate
numbers and quality. Further, given increas-
ing trends of labour migration, especially
skilled labour, the need is not just to cater to
the domestic needs of the market.

Currently, Sri Lanka's tertiary education sys-
tem caters to only a very small proportion of
the population. Due to the limited number
of placements in the state funded universi-
ties, only 17 per cent of those who qualify

24 This indicator includes several sub-indicators which measure the extent to which agents have confidence in and abide by the rules of
society. These include perceptions of the incidence of both violent and non-violent crime, the effectiveness and predictability of the
judiciary, and the enforceability of contracts.

Figure 6.2
Knowledge Economy Indicators, 2012 -- Sri Lanka and Averages for Lower Middle

Income and Upper Middle Income Countries

Source: Based on data from World Bank, Knowledge Assessment Methodology (KAM) 2012 database.
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25 Department of Census and Statistics, Statistical Pocket Book 2011.

for university education gain admission to
state universities. Each year, more than
100,000 qualified students are forced to
abandon their ambitions to enter university.25

Compared to other comparable countries,
the number of students enroled in tertiary
education is extremely low in Sri Lanka. For
example, in 2009, only 3.6 per cent of 20-
24 year olds were enrolled in a university
while only a further 3.6 per cent of the same
age group was enrolled in technical and vo-
cational training (TVET) courses (Figure 6.3).
Meanwhile, the average tertiary enrolment
rates for lower middle income countries and
upper middle income countries are around
23 per cent and 43 per cent, respectively.
To be successful in the global arena, Sri
Lanka has to urgently find means of improv-
ing opportunities for tertiary education in
the country.

The public sector is the main provider of
tertiary education in the country. The need

Figure 6.3
Education Participation of 5-24 Year Olds, 2009

Source: Based on data from Department of Census and Statistics, Labour Force Survey
2009 data.

to expand, modernize and improve the qual-
ity and relevance of education provided by
this sector has received increasing attention
in recent times, especially as high unemploy-
ment rates among graduates and related so-
cial problems have been a recurring issue in
Sri Lanka. Part of the problem in the lack of
preparedness amongst university graduates for
the world of work, is the mismatch between
the skills taught by the higher education in-
stitutes and competencies needed by the
market. Major reasons for this mismatch are
the outdated curricula, lack of interaction with
the private sector when designing degree
programmes, and lecture style teaching and
learning processes which do not encourage
learning by doing, as well as the learning of
soft skills.26  Further, Sri Lankan universities
produce job seekers, rather than entrepreneurs
who can create jobs. Part of the reason for
high unemployment amongst graduates is the
lack of suitable job opportunities in the coun-
try.

26 National Education Commission, (2009), National Policy Framework on Higher Education and Technical and Vocational Education.
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Although there is no legal barrier for private
universities to function in the country, these
institutions are unable to offer degrees un-
less affiliated with a foreign university. Al-
though different higher education institutions
have attempted to get authority to award
degrees, these attempts have not been suc-
cessful due to political economy reasons, and
issues with controlling the quality of educa-
tion. Affiliation to foreign universities in-
creases the costs of awarding a degree. Not-
withstanding, various private sector degree-
awarding institutions have sprung up across
the country to cater to the increased demand
for higher education. The absence of an ac-
creditation system for private sector higher
education providers makes it difficult to regu-
late the quality of programmes offered by
these institutions. There are around 30 de-
gree awarding private institutions currently
functioning in the country, but the govern-
ment has not recognized these institutions
as higher education providers. Therefore,
there is no proper monitoring mechanism to
ensure the quality of the programmes offered
by these institutes.

The absence of a robust accreditation system
makes it difficult to regulate the quality of
the programmes offered. According to the
government, the Higher Education Quality
Assurance, Accreditation and Quality Frame-
work Bill (now shelved), was to pave the
way for a quality assurance and accredita-
tion framework to be introduced to both state
and non-state universities. Such regulation
is one means of improving the quality of
education provided in the tertiary education
sector. However, past experiences suggest that
regulation alone cannot create an environ-
ment that is dynamic and proactive to
changes in the market. The present tertiary

education market in the country is supply
driven and non-competitive, discouraging
much needed change in the system.

6.5 A Good Foundation in Education is
Essential for Effective Higher Level
Training
Sri Lanka's general education system has not
been able to provide quality education. De-
spite a high literacy rate, competencies in
more demanding subjects such as English,
science, mathematics and IT, is inadequate
to cater to the growing demand of students
for higher learning. For example, according
to the National Education Research and Evalu-
ation Centre (NEREC), assessment for grade
8 students conducted in 2008, half of the
students scored below 50 per cent in math-
ematics, while around 40 per cent of stu-
dents scored below 50 per cent in science
and technology subject.27  According to na-
tional assessment of grade 4 students con-
ducted in 2009, the proportion of students
scoring above 50 per cent for English was
around 56 per cent while only one-fourth
have scored above 75 per cent.28  These low
achievements in science and mathematics at
lower levels of education, restrict opportu-
nities for pursuing higher education in sci-
ence and mathematics related subjects in the
country. For example, according to the re-
cently released O-Level results, pass rates for
mathematics, science and English are 55, 62
and 45 per cent, respectively.29  At least a
credit pass in O-Levels is required for pursu-
ing higher studies in science and mathemat-
ics. In addition, most science and technol-
ogy related vocational training courses require
a pass in English language. The above results
indicate that close to half the students will
not have the basic qualifications for higher
studies.

27 National Education Research and Evaluation Center (2008), "National Assessment of Achievement of Grade 8 Students of 2007 in Sri
Lanka", University of Colombo.

28 National Education Research and Evaluation Center (2009), "National Assessment of Achievement of Grade 4 Students in Sri Lanka",
University of Colombo. Competencies in English are not tested in Grade 8.

29 Kanagara, A., Sunday Observer, http://www.sundayobserver.lk/2012/04/01/new41.asp.
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Measures have been taken to move towards
a competency based curriculum (from an
examination based curriculum) giving spe-
cial attention to English and IT education
and improving competencies in life skills.
The National ICT Education drive was
launched in 2005 with the aim of strength-
ening and expanding IT education from pri-
mary to higher education. The reforms intro-
duced, include IT as a common subject for
all A-Level students, English medium instruc-
tion for A-Level science streams and bilin-
gual education (English medium instruction
in selected subjects) at the secondary level.
However, IT is still in the early stages of de-
velopment in schools while English medium
instruction is available only in around 6 per
cent of secondary schools.30

Part of the problem in promoting necessary
competencies are resource disparities for
more demanding subjects such as science,
English and IT. Only 10 per cent of second-
ary schools have facilities to teach A-Level
science streams. Schools offering science
subjects in A-Levels are not rationally located
and a majority of these are to be found in
urban areas. For instance, one-fifth of these
schools are located in the Colombo district
followed by Jaffna district. On the other hand,
in rural schools there is a deficit of teachers
for more demanding subjects such as English
and IT. Only half the schools have at least
one primary English teacher in the school,
while only one-fourth of secondary schools
have an IT teacher in the school. This situa-
tion is worst in the districts which suffered
severe infrastructural and human resource
constraints due to the conflict. Only 6 per
cent of schools in Kilinochchi and Mullaitivu
districts have at least one primary level En-
glish teacher for a school, while less than 16

per cent of schools in Kilinochchi, Mannar,
and Batticaloa districts have secondary level
IT teachers.31

The school system has not yet been success-
ful in harnessing the soft skills of students.
As pointed out in World Bank (2011), one
main issue in the present education system
is the lecture based teaching and learning
process in schools, which does not allow
students to learn from doing.32  Although the
need to change the teaching and learning
process in schools to encourage engagement,
exploration, and problem solving skills have
been recognized, the initiatives introduced
to change the system have not been success-
ful due to various reasons. For one, retrain-
ing of teachers to use the new method has
not been successful due to the poor quality
of training. Second, the teachers find it diffi-
cult to use the proposed methods as they are
time consuming, and it is difficult to cover
the vast syllabus while using such methods.
The quality and availability of teachers is also
a main problem in improving teaching.
Available statistics at the aggregate level sug-
gest that there are adequate teachers in the
country, although there are issues in their
quality and the way they are distributed across
the country. Schools in urban areas have more
than the required cadre of teachers, while
schools in rural areas are suffering due to
teacher shortages. Also World Bank (2011)
points out that many teachers are themselves
not competent in the subjects that they
teach.33  This is revealed in a study by the
Department of Examination of 207 teachers
who applied for O-Level paper marking in
2010. The study asked the teachers to take
an exam similar to the O-Level mathematics
paper consisting of two papers. The results
revealed that although most teachers per-

30 Calculations based on School Census 2010, Ministry of Education.
31 Ibid.
32 World Bank (2011), Transforming School Education in Sri Lanka, World Bank, Colombo.
33 Ibid.
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formed well in paper I, only 42.5 per cent of
teachers were able to score over 80 per cent
in paper II, which tested higher order skills.

Many students discontinue school education
due to poor performance at the national level
examinations. Each year, more than 100,000
students leave the school system without even
succeeding in the first national level exami-
nation. Only about a half of the students
who sit for O-Levels qualify to follow A-
Levels.34 Each year, about 300,000 students
sit for O-Levels but only 50 to 60 per cent of
them qualify to sit for A-Levels.  Only a small
proportion of students pursue A-Levels in
science and mathematics subjects. This is
partly due to the low numbers of students
qualifying to study A-Levels in the science
stream, as well as a lack of opportunities to
study A-Levels in the science stream. Only
22 per cent of A-Level students are studying
in the science stream, while 52 per cent are
studying in the arts stream, and 25 per cent
are studying in the commerce stream.35

The transition from school to the world of
work is also not smooth. School leavers who
do not succeed at the O-Levels are the prime
target for specific training and skills devel-
opment programmes designed to meet the
skills demand of the country. However, most
of these school leavers enter the labour force
without following any skill development
programme.36 This is partly due to the lack of
a systematic link between TEVT and second-
ary education, leaving a majority of school
leavers with no access to skills development
programmes.  As seen in Figure 6.3, about
46 per cent of 17-19 year olds are not par-

ticipating in any type of education
programme. On the other hand, the general
acceptance of the country's TEVT sector is
poor, due to low recognition of the qualifi-
cations, lack of career development paths,
lack of interaction with industry and the poor
effectiveness of the courses in catering to the
demands of the market. A system of National
Vocational Qualification (NVQ) was estab-
lished to provide national level accreditation
for tertiary and vocational training and to
certify on-the job training, but this alone has
not been successful in improving the quality
standards of training institutions.37

6.6 The Effect of Population Ageing and
Demographic Change on the Economy
Changing demographics can influence the
availability of a skilled work force in the
country. As highlighted in the introduction,
in many developed countries, ageing and re-
ducing work forces are estimated to slow
economic growth. Studies looking at the ef-
fects of population ageing in Japan argue that
the fast changing age structure will influence
Japan's productive capacity in three main
ways.38  Ageing will decrease savings and
capital accumulation, it will reduce the
labour force, and population ageing may slow
the growth in total factor productivity.

6.6.1 The Effects of Ageing on Savings
and Investments
Ageing can influence savings rates in oppos-
ing ways. Ageing and increasing retirement
age are both factors that will reduce savings
rates. On the other hand, declining labour
force participation rates (or leaving the labour

34 Department of Census and Statistics, Statistical Pocket Book 2011.
35 Calculated using data from Ministry of Education, Sri Lanka Education Information - 2010.
36 Asian Development Bank (2005), Technical Assistance to the Democratic Socialist Republic of Sri Lanka: Preparing the Education Sector

Development Program, Manila.
37 National Education Commission (2009), National Policy Framework on Higher Education and Technical and Vocational Education.
38 Horlacher, D.E. and MacKellar, L., (2003), "Population Ageing in Japan: Policy Lessons for South-East Asia", Asia-Pacific Development

Journal, Vol. 10, No.1.
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force early) and increased life expectancy af-
ter retirement will increase savings rates.39

Older people looking at a shorter life span
are more likely to consume than save. In-
creases to retirement age will reduce years
after retirement while, increasing life expect-
ancy will have the opposite effect. Shorter
years in retirement are likely to reduce sav-
ings. Some people may choose to leave the
labour force earlier. This will lengthen the
time in retirement and therefore increase sav-
ings. These effects will be different in devel-
oping countries where social security systems
are not well developed. In such countries, in
the absence of savings, and adequate social
security, the elderly will depend on the
younger generations for support. In such in-
stances, ageing will not have the above dis-
cussed positive effects on savings. In fact, in
such cases, ageing can reduce the ability of
younger workers to save as they have to sup-
port older adults longer.

6.6.2 Ageing and the Labour Force
Population projections for Sri Lanka show
that Sri Lanka's population is ageing (Figure

6.4). The Proportion of 60 plus people in
the population is estimated to increase to 20
per cent by 2030. At the same time, the pro-
portion of working age population (people
who are between the 15-59 age group) is
declining sharply. Population ageing is the
result of declining fertility rates and increas-
ing life expectancy. Sri Lanka's life expect-
ancy at birth is 77.2 for females and 68.8 for
males.40  The life expectancy at birth has in-
creased by about a year for males and by
about 5 years for females from 1980-82 to
2000-02. Assuming retirement at 60 years,
males can expect to live 9 years after retire-
ment, while females can expect to live 17
years after retirement. According to a recent
study, in 2006, only about a tenth of old
people received pensions as their major
source of income and about a third received
non-pension government assistance.41  The
majority of those who receive pensions are
former government servants, whose pensions
are financed by the Budget, rather than
through private savings. This indicates that
most relied on their family or the govern-
ment for old age support. The reliance on

Figure 6.4
Population Projections for Sri Lanka, by Age Group

Source: Based on data from Department of Economic and Social Affairs of the
United Nations Secretariat, World Population Prospects (2006 revision).

39 Ibid.
40 Gunesekara, H. R., (2008), Life Tables for Sri Lanka and Districts 2000-2002, Department of Census and Statistics.
41 Vodopivec, M. and Arunatilake, A., (2010). ), "Population Ageing and Labour Market Participation of Old Workers in Sri Lanka", Journal

of Population Ageing, DOI 10.1007/s12062-011-9045-5.
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the family for old age support is greater for
females for two reasons. Females participate
less in the labour force even in their produc-
tive years and they are estimated to live longer
than males. These statistics indicate that in
Sri Lanka, although life expectancy has in-
creased life in retirement, savings rates are
not likely to increase because of ageing, as
most individuals rely on their families for
old age support, rather than on savings and
pensions. Also the propensity to save for the
younger population will be reduced, as they
have to bear the increased burden of provid-
ing for the elderly.

As shown in Figure 6.5, Sri Lanka's work force
is ageing. The Sri Lankan tertiary education
sector mainly caters to new entrants to the
labour market. Given that the requirements
in the labour market are changing constantly
and new occupations are emerging and re-
placing others, the country needs a demand

driven education system that caters to all age
groups. The education system should focus
on a lifelong learning system which involves
formal training as well as informal on-the-
job training. The need for lifelong learning
is even greater, as the proportion of young
workers joining the labour market is slowing
down. Further, the unemployment rates for
the country are very low (less than 5 per cent).
To make best use of available resources, Sri
Lanka will have to focus on promoting mid-
career workers.

There are already indications that the Sri
Lankan labour force growth has slowed down.
Since 2004, the labor force growth has stag-
nated (Figure 6.5). Further, the labour force
is ageing. As seen in Figure 6.5 workers, aged
30 years and above, in the labour force is
increasing, while the number of workers be-
low 30 years of age is decreasing. A young,
educated, and growing labour force can stimu-

Figure 6.5
Trends in Working Age Population and Labour Force, by Age Group

Note: Data excludes Northern and Eastern Provinces except for 2003, 2004, 2008 and 2009.
Data for 2003, 2008, 2009 and 2010 only excludes Northern Province, while 2004 only
excludes Mullaitivu and Kilionochchi districts in the Northern Province. Age
disaggregated data are not available for 2005.

Source: Based on data from the Department and Census and Statistics, Labour Force Survey –
Annual Report  2010.
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late economic growth. An older work force
will be slower to innovate and adopt new
technologies unless they are retrained con-
stantly. Slow technology adoption and inno-
vation will likely dampen growth. One
method of countering these effects is to im-
prove the labour force participation rates of
women and youth. As seen in Figure 6.6,
labour force participation rates are fairly low
for women and youth in Sri Lanka. Improv-
ing labour force participation rates for eld-
erly can also counter the slowing of the labour
force.

A large number of individuals leave the coun-
try for foreign employment annually. In re-
cent years, the number leaving the country
for foreign employment has far exceeded the
number entering the labour force in the coun-
try. For example, in 2011, the labour force
increased by 128,000 from 2010 to 2011,
while the number of departures (not adjusted
for returnees) for foreign employment was
263,000.42  Although promoting foreign em-
ployment is attractive in terms of remittances,

Figure 6.6
Labour Force Participation Rates, by Age and Sex for Sri Lanka

Source: Based on data from the Department and Census and Statistics, Labour
Force Survey – Annual Report, 2010.

as the labour resources become scarcer, poli-
cies for promoting foreign employment will
need to be re-evaluated.

6.7  The Importance of Health as an
Investment for Sustaining Economic
Growth
Health has a major role to play in sustaining
economic growth. It is now well recognized
that healthy children are more effective learn-
ers and are more successful in the labour
market. At the same time, ill health is known
to reduce labour force participation as well
as productivity in the labour market.

6.7.1 Nutrition and Economic Growth
The importance of nutrition for reducing
morbidity and related health care costs as
well as improving the returns to education
and productivity in work life are well docu-
mented in the literature. Studies have shown
that although improvements in living stan-
dards are estimated to improve the nutrition
levels of a population, these improvements

42 CBSL, Annual Report 2011.
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take place over a long period.43  Therefore,
given the importance of nutrition for upgrad-
ing living standards and human development,
improving the nutrition levels of a popula-
tion needs policy attention. On account of
the fact that labour resources are becoming
scarcer, attention should not only be on im-
proving average levels of nutrition, but also
on addressing the inequities in nutrition.

According to the Ministry of Healthcare and
Nutrition, the nutritional status of children,

Table 6.2
Opportunities for Adequate Nutrition, by Sector

            2000            2006
Mean   EOI Mean   EOI

Under five children Sri Lanka 81.5 0.899 82.6 0.926
with at least minimum Urban 89.8 85.4
height-for-age Rural 81.8 83.7

Estate 56.3 59.0

Under five children Sri Lanka 77.0 0.903 78.6 0.934
with at least minimum Urban 84.2 82.7
weight-for-age Rural 76.1 78.5

Estate 65.4 69.9

Under five children Sri Lanka 84.5 0.962 84.9 0.980
with at least minimum Urban 88.5 85.3
weight-for-height Rural 83.0 84.8

Estate 86.0 85.7

Newborns with at least Sri Lanka 83.9 0.965 83.4 0.962
minimum birth-weight Urban 86.0 87.1

Rural 83.7 83.5
Estate 77.2 69.3

Maternal BMI >18.5 Sri Lanka 76.4 0.917 83.8 0.931
Urban 87.5 90.3
Rural 75.4 83.9
Estate 52.3 68.5

Note: EOI, constructed using methods developed by Ali and Son (2007) refers to Equity in Opportunity
Index. An EOI above one indicates that opportunities are equitably distributed.

Source: Based on data from Department of Census and Statistic, Demographic and Health Surveys 2000
and 2006/07.

43 Alderman, Harold (2008), "Stimulating Economic Growth through Improved Nutrition", Disease Control Priorities Project, World
Bank. [Accessed on 25th April, 2012] www.dcp2.org/file/223/dcpp-nutritionpolicybrief-web.pdf .

43 Ministry of Healthcare and Nutrition (2010), National Nutrition Policy of Sri Lanka, Ministry of Healthcare and Nutrition.
45 Ibid.

youth and women are not satisfactory in Sri
Lanka.44  For example, according to the De-
mographic and Health Survey (DHS) 2006/
07, 16.6 per cent of babies in the country
were underweight, 21.1 per cent of children
under-five were underweight (low weight for
age); about 14.7 per cent of under-five chil-
dren were wasted (low weight for height),
and 17.3 per cent of under-five children were
stunted (low height for age).45  Further, there
are wide disparities in the prevalence of
malnutrition across the country (Table 6.2).
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Although the nutrition level of the country
has improved from 2000 to 2006, these im-
provements are marginal. Also opportunities
for adequate nutrition are inequitable in the
country across income classes (Table 6.2).
The average opportunities for adequate nu-
trition are particularly low in the estate sec-
tor. Further, opportunities for average nutri-
tion have declined in some sectors for some
measures of malnutrition (for example, new-
borns with adequate birth-weight in the es-
tate sector).

The need to improve nutrition levels in Sri
Lanka has been recognized since the early
1980s. The first Nutrition Policy for Sri Lanka
was developed in 1986 and the need to re-
vise this policy and address current issues is
already recognized by policy makers. This
will require the involvement of a variety of
stakeholders, targeting different segments of
the population such as pregnant mothers,
infants, children, youth, and elderly, etc.

6.7.2  Non-communicable Diseases,  In-
juries and Economic Growth
Diseases that especially affect the working
age population such as NCDs can affect
labour productivity in terms of loss of work
days and reduced productivity. Studies that
assess the impact of NCDs on economic
development are limited. However, available
research indicates that NCDs can have long
term macroeconomic impacts in terms of
labour supply, capital accumulation and
GDP, and further, these effects are likely to
be larger in developing countries.46  They fur-
ther find that the loss of labour resources
due to NCDs and health care costs owing to
NCDs have resulted in reducing the quality

and quantity of labour supply, globally. For
example, it is estimated that in the US, men
and women with chronic diseases work 6.1
per cent and 3.9 per cent fewer hours, re-
spectively.

The NCD prevalence rate in Sri Lanka is high
and increasing. Working and near retirement
population groups are more likely to be af-
fected by NCDs. Presently, the mortality rate
due to NCDs in Sri Lanka is 20-50 per cent
higher compared to developed countries.47

Specifically, mortality rate for hypertension,
ischemic heart disease (IHD), cancer, and
diabetes are significant among working and
near retirement age groups. Further, the mor-
tality rates are higher for males than for fe-
males.48  Also, a recent World Bank study
finds that NCDs contribute most to the dis-
ease burden in Sri Lanka, accounting for 85
per cent of ill health, disability and early
death.49  Although NCDs were earlier a dis-
ease of the affluent, the study finds that NCD
prevalence amongst the poorer groups is in-
creasing in the country. As the country's
health care system is less engaged in caring
for NCDs, individuals have to bear the cost
of treatment.

A number of factors influence NCD preva-
lence. According to DHS 2006/07,
imbalanced diets, sedentary lifestyles, and
lack of physical activity are factors affecting
overweight, and other diet related NCDs such
as diabetes mellitus, cardiovascular disease,
hypertension and certain types of cancers.50

In addition, obesity, tobacco and alcohol
consumption and diets high in sugar, oil and
salt are also proven to influence the preva-
lence of NCDs.

46 Bloom, D.E., et. al. (2011), "The Global Economic Burden of Non-communicable Diseases", World Economic Forum.
47 E., Michael at el., (2010), "Prevention and Control of Selected Chronic NCDs in Sri Lanka: Policy Options and Actions", World Bank
48 Ibid.
49 World Bank, "Tackling Non-Communicable-Diseases in Sri Lanka", http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/

SOUTHASIAEXT/0,,contentMDK:22839556~menuPK:158844~pagePK:2865106~piPK:2865128~theSitePK:223547,00.html
[accessed, 2nd May, 2012].

50 Ministry of Healthcare and Nutrition (2010), National Nutrition Policy of Sri Lanka, Ministry of Healthcare and Nutrition.
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Although not exactly a disease, injuries are
also a major cause of morbidity and deaths
in Sri Lanka. They contribute to reducing the
quality and quantity of labour supply in the
country both directly and indirectly. When
working age people are injured, the supply
of labour is directly affected. In addition,
even when non-working age people are in-
jured, working age people who are caregivers
may miss work time. Although a number of
initiatives have been started to reduce the
number of accidents and injuries in the coun-
try, these continue to be a main health bur-
den. According to the Ministry of Health,
traumatic injuries remain the major cause of
hospitalization in the country, and they have
increased over time. One of the major con-
tributory factors for traumatic injuries is road
traffic injuries caused by excessive speeding,
drinking and driving, and not using safety
methods such as seat belts and helmets. Ac-
cording to the Traffic Division of the De-
partment of Police, there were 2,721 deaths
and 26,847 injuries due to road accidents in
2010. Further, it has been reported that Sri
Lanka loses around 500,000 man-days due
to occupational accidents.51

In 2009, the National Policy and Strategic
Framework for Preventive and Control of
Chronic NCDs was established with the ob-
jective of reducing premature mortality (less
than 65 years) due to chronic NCDs by 2 per
cent annually, over the next 10 years.52  This
framework addresses issues concerning
awareness programmes, and regulation aimed
at reducing the prevalence of NCDs, screen-
ing for NCDs, strengthening capacity for car-
ing for NCD related diseases, improving in-
formation on NCD related issues and raising
funds for the prevention and management of
NCD related health services. Health services
for NCDs are provided through special clin-

ics in the secondary care facilities and above.
Some of the lower level facilities provide
follow up care for NCDs. Government ini-
tiatives for improving health care for NCDs
are still being piloted. Careful monitoring of
the impacts of present initiatives and their
effectiveness in controlling and managing
NCDS will need to be in place to ensure
desired health outcomes related to NCDs.
Sri Lanka has also started several initiatives
to reduce morbidity and mortality relating
to injuries and accidents. Indeed, 2011-2020
has been declared as the Decade of Action
for Road Safety and Decade of Action
Programmes, in an attempt to reduce the
health burden and related economic losses
relating to accidents.

6.8 Conclusion and Policy Recommen-
dations
Sri Lanka's development initiatives aim to
transform the country into a knowledge-based
strong middle income country. The govern-
ment is particularly focused on developing
the naval, aviation, commercial, and energy
and knowledge sectors of the economy. With
the ending of the conflict, prospects for
growth look promising. However, sustain-
ing the growth momentum, among other
things will require an adequate and skilled
workforce that is able to create and adapt to
new technologies, and has the necessary gen-
eral skills to be competitive in the global
market.

The employment opportunities envisaged to
be created through the government's vision
to develop Sri Lanka as a knowledge-based
economy has already increased the demand
for highly skilled workers who are particu-
larly skilled in ICT and English language
skills. In addition, to sustain productivity
enhancements and to remain competitive in

51 Ministry of Healthcare and Nutrition (2009), National Policy and Strategic Framework on Injury Prevention and Management in Sri
Lanka.

52 Ministry of Healthcare and Nutrition (2009), Non-communicable Disease Policy.
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the global market, Sri Lanka will need to ex-
pand its workforce in S&T. However, the abil-
ity of the present education system to cater
to these emerging demands is questionable.

At present, the main provider of tertiary and
vocational training in the country is the pub-
lic sector. Lack of resources has limited the
expansion of the tertiary and vocational edu-
cation sector and contained improvements
to its relevance and quality. At the same
time, the scope of university education in
the country is very limited. The options for
improving resources in the higher education
sector include, either increasing public in-
vestments in the sector or, encouraging pri-
vate participation in the sector. Given the
current budget constraints facing the govern-
ment, large increases in public investments
to higher education are unlikely. Further, an
increase in public investments alone will not
make the universities dynamic centers of
teaching and learning that react to changes
in the market in a timely manner. To intro-
duce such changes, the way universities are
governed and financed will need to be
changed. Although there is no explicit legal
barrier, the political economy context of the
country discourages investment in private
universities. Sri Lanka is one of a very few
countries in the world that has discouraged
foreign universities functioning in the coun-
try. Those who cannot enter public universi-
ties have few options for pursuing higher
education. Only those from highly affluent
families are able to obtain university educa-
tion outside the country. The absence of an
accreditation system for private sector higher
education providers makes it difficult to regu-
late the quality of the offered programmes.
Unless these issues in improving access to
better quality education in the country are
addressed, Sri Lanka will soon face a severe
talent shortage.

The foundation for more productive tertiary
education in S&T related subjects and rel-

evant competencies in general skills such as
ICT and English language skills, are laid at
the general education level. Available data
indicate that the education outcomes in these
vital subject areas are lacking in the country.
Although the need to improve skills in ICT,
English, science and mathematics have been
well recognized and several programmes have
been implemented to improve delivery of
education, changes are taking place slowly.

Life expectancy in Sri Lanka has increased
over the past several years, raising the num-
ber of years in retirement. Longer years in
retirement could increase the propensity to
save for current workers, thereby increasing
savings and investments in the country. How-
ever, in the case of Sri Lanka, as only a lim-
ited proportion of workers rely on their sav-
ings for old age support, longer life expect-
ancy can lead to lower savings.

Increasing life expectancy and reducing fer-
tility rates are changing the age structure of
the population. These demographic transi-
tions are also reflected in the labour force.
Sri Lanka's working age population is shrink-
ing, while the older population is growing.
Labour force projections for the country in-
dicate that the labour force growth has al-
ready stagnated, and it will start to decline
around 2030. Estimates for other countries
where similar demographic changes are tak-
ing place shows that such changes to the
labour force can slow economic growth.
However, the effect of these changes on eco-
nomic growth can be minimized by improv-
ing productivity and increasing labour force
participation. Sri Lanka's labour force par-
ticipation rates are low for females, youth
and older adults. The country will increas-
ingly need to find means of encouraging
labour force participation of these groups of
individuals. Along the same lines, introduc-
ing programmes to train and retrain workers
so that they remain employable and produc-
tive throughout their lives, are important.
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Health is estimated to play an important role
in contributing to increasing labour supply
and productivity. Health is also instrumen-
tal in enhancing the effectiveness of educa-
tion. Although Sri Lanka performed well in
terms of lowering infant and maternal mor-
tality and in increasing life expectancy, it
has several existing and emerging health chal-
lenges. With nearly a fifth of its population
malnourished, the nutrition level of the coun-
try is low. Studies for other countries indi-
cate the importance of improving the nutri-
tion level as an important strategy for increas-
ing growth. Several programmes have already
been started to improve the level of nutri-
tion in the country. Unlike the earlier
programmes, the new initiatives are looking
at a multi-sectoral approach for improving
nutrition. Given the importance of nutrition
for sustaining growth, it is prudent to moni-
tor the impact of these initiatives in improv-
ing nutrition in the country, and take neces-
sary action to revise and reform programmes
as needed.

Demographic change, increases to living stan-
dards, and lifestyle changes to the country
have resulted in increasing NCDs and the
prevalence of injuries in the country. Again,
studies for other countries show that in-
creased disease burden, especially among the
working age population, has the potential to

decrease the quality and quantity of labour
supply in the country. As shown earlier,
labour is becoming increasingly scarce. As
such, it will be important to initiate
programmes to improve health services for
prevention and management of NCDs and
injury-related health issues.

In summary, the global environment is
changing constantly, and with it, the skills
that are in demand in the market are chang-
ing. At the same time, the demographic and
epidemiological structure of Sri Lanka has
changed over time. Labour resources are in-
creasingly getting scarce, and the age struc-
ture of the work force is changing. As dis-
cussed in this Chapter, to cater to these
changes, the country needs to pay attention
to making the best use of available resources
by encouraging labour force participation and
employability and minimizing loss of work-
days due to illnesses and disability. To re-
main competitive in this changing global
market, the education system at all levels
will also need to be modernized and im-
proved, giving particular attention to educa-
tion in science and mathematics and to im-
proving competencies in general skills.
Complementary strategies to promote inno-
vation and entrepreneurship will be discussed
next, in Chapter 7 of this report.
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7.  Stimulating Innovation for Sustained High Growth

7.1 Introduction
In positioning Sri Lanka for an era of faster growth, it
is rightly acknowledged that "successful integration
with the global economy and its sustained success in
international competition will depend increasingly
on effective combinations of science, technology and
innovation."1  Towards this end, there is also recog-
nition of the fact that the country needs capacity in
research and innovation, especially in view of at-
tempts to position Sri Lanka as a 'knowledge hub'
under the current policy framework. Creating sup-
porting structures which ensure that goods and ser-
vices produced in the country are globally competi-
tive, therefore, becomes essential. This depends
mainly on enhancing the level of innovation of the
Sri Lankan economy.

In the policy document "Sri Lanka: Emerging Won-
der of Asia," the term 'innovation' features forty times,
attesting to the emphasis placed on its importance.
Yet, on each occasion it refers to innovation in par-
ticular sectors and the 'need' for promotion thereof.
Taking a holistic approach, driving innovation at a
national, strategic level, therefore, needs to become
the new priority. Although technology has perme-
ated many levels of the economy and society in the
country, Sri Lanka has missed successive 'waves' of
transformative technology, partly due to the distrac-

Making innovation
policy a key priority

will determine how Sri
Lanka country places

itself in a rapidly
changing global economic

environment, delivering
high growth and pros-

perity for its people

“Innovative entrepreneurs, with their new products, new processes, new
markets, and novel approaches to putting inventions to effective use, are

key to an economy’s long-term growth”

DR. WILLIAM J. BAUMOL

Harold Price Professor of Entrepreneurship and Academic Director, Berkley
Center for Entrepreneurship and Innovation, New York University; Senior
Economist and Professor Emeritus, Princeton University, USA.

1 Ministry of Finance and Planning (2010), Sri Lanka: The  Emerging Wonder of Asia, pp.126.

‘
‘
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tion of its long conflict. The UK, Europe and
the US advanced on the basis of the indus-
trial revolution. South Korea, Taiwan, and
other East Asian 'tiger' economies latched
on to the ICT and electronics (semi-conduc-
tor) revolution. China, India and Cuba caught
the bio-technology revolution.

Sri Lanka ranks poorly in the Global Innova-
tion Index, at 82nd out of 115 economies
ranked, but does show promise on several
sub-indicators analyzed in the report. The
challenge now is to see which elements of
these technology revolutions can still be
adopted in the country to drive higher value
exports and greater domestic value addition
of products, while improving the standard
of living of the people. Meanwhile, latch-
ing on to new and emerging technological
revolutions like nanotechnology, which can
be truly transformational, must also be
looked at.

The overarching issue for all of this is the
need to create a dynamic innovation culture
in the country, and for this, having a holis-
tic innovation policy is essential. While nei-
ther national governments, public institu-
tions, or even firms, can fully predict what
the next technology revolution would be or
forecast how best to latch on to it; by creat-
ing a culture where innovation thrives and
permeates through the majority of the
economy, economic actors in the country
would be able to be nimble and agile in
capitalizing on whatever new technologies
emerge and use them to benefit national
development and achieve faster economic
progress. For this, having the right policy
frameworks in place is vital.

Some initiatives in this regard have already
been taken. Sri Lanka adopted a Science and
Technology Policy (STP) in June 2009. While
this identifies the general S&T capability re-
quired, and highlights the broad areas of fo-

cus, it does not provide specific priorities.
Moreover, innovation policy is much sharper
than S&T policy. In fact, innovation may not
necessarily be achieved through improved
S&T capability alone. A more recent initia-
tive towards advancing this agenda has been
by the Ministry of Technology and Research
which published its ‘Science, Technology and
Innovation Strategy (2011-2015).’ This docu-
ment takes a far more advanced approach, as
well as providing concrete goals and imple-
mentation plans; however, it still remains
the strategic plan of an individual line min-
istry. As this Chapter will argue, promoting
innovation requires a much more holistic out-
look through a national innovation policy that
takes a 'whole-of-government approach,' gets
the buy-in of a wider array of stakeholders,
as well as provides clear direction on what
needs to be done by these stakeholders, in-
cluding line ministries beyond just the Min-
istry of Technology and Research.

The rest of this Chapter is organized as fol-
lows. Section 7.2 will look at the importance
of innovation to economic growth, review-
ing relevant literature. Section 7.3 attempts
to dissect what innovation is and the ele-
ments in promoting it. Section 7.4 discusses
the importance of innovation policy, while
Section 7.5 provides an overview of the sta-
tus of innovation policy making in Sri Lanka.
Section 7.6 introduces the concept of na-
tional innovation system (NIS) and how it
feeds in to effective innovation policy-mak-
ing, while Section 7.7 reviews Sri Lanka's
performance across selected elements of the
NIS (with several sub-sections focusing on
particular areas like R&D, human capital,
incentives, and financing and commercial-
ization). Section 7.8 highlights the impor-
tance of international openness and coop-
eration to strengthen innovation, while Sec-
tion 7.9 discusses reversing the 'brain drain'
and leveraging the diaspora. Finally, Section
7.10 provides a way forward and concludes.
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7.2 What is Innovation and Why is it
Important?
The relationship between economic growth
and technological development is well es-
tablished in the literature.2  Although not the
only pillar of innovation, technological de-
velopment is both part of the process of in-
novation as well as a result of it. Innovation
involves much more than knowledge of the
relevant S&T. At least since Schumpeter
(1911), economists have accepted a distinc-
tion between the formulation of a working
idea for a product or process (an invention)
and the application of that idea to the
economy (an innovation).3

The literature stresses that innovation, i.e.,
the improvement of existing or the creation
of entirely new products, processes, services,
and business or organization models, drives
long-run economic growth and quality-of-life

Box 7.1
Sri Lanka in Bottom Half of Global Innovation Index

Sri Lanka was ranked 82nd out of 125 economies in the Global Innovation Index 2011 issued
by INSEAD, an international business school. Sri Lanka stands behind India but ahead of other
key South Asian countries. Out of the sub-indices measured, the country is placed at 96 in the
innovation input sub-index, which evaluates the environment for innovations, while been
placed far above at 65 in the innovation output sub-index, bringing it among the top 20
countries in terms of innovation efficiency. Within innovation inputs; institutions, human
capital and research, market sophistication and business sophistication are found to be of
relatively low order, while innovation infrastructure seems to be of a higher quality.  Within the
innovation outputs; Sri Lanka ranks low in science outputs such as patent applications, journal
articles, new business density and hi-tech exports, while performing relatively well in creative
outputs such as trade mark registrations, recreation and culture, and creative goods exports.

Source: The Global Innovation Index 2011 www.globalinnovationindex.org

improvements.4  The US Department of Com-
merce has estimated that technological in-
novation has been responsible for as much
as 75 per cent of growth in the US economy
since World War II.5  Innovation achieves
this impact by the enabling of productivity
and competitiveness improvements that lie
at the core of economic growth. For instance,
the innovative use of IT was responsible for
two-thirds of total factor productivity increase
in the US between 1995 and 2002 and virtu-
ally all of the growth in labour productiv-
ity.6

Innovation also leads to job growth. As the
Organization for Economic Cooperation and
Development (OECD) noted in a review of
studies on productivity and employment,
"Technology both eliminates jobs and cre-
ates jobs. Generally it destroys lower-wage,
lower-productivity jobs, while it creates jobs

2 For example; Romer, P.M., (1990), "Endogenous Technological Change" Journal of Political Economy, Vol. 98. No. 5:  Grossman, G.
and E. Helpman (1991), Innovation and Growth in the Global Economy, MIT Press.

3 Schumpeter, J.A.,(1911), The Theory of Economic Development, Oxford University Press, (1938 edition), as cited in Metcalfe, J.S., (2000),
"Science, Technology and Innovation Policy in Developing Economies" a paper presented at a workshop on "Enterprise Competitiveness
and Public Policies", Barbados, November 1999.

4 Ezell and Atkinson (2010), "The Good, The Bad, and The Ugly of Innovation Policy: A Policymaker's Guide to Crafting Effective Innovation
Policy", The Information Technology and Innovation Foundation.

5 Ideas in Action with Jim Glassman (2010), "Is America Suffering an Innovation Gap?", http://www.itif.org /media/america-suffering-
innovation-gap.

6 Robert D. Atkinson and Andrew S. McKay (2007), "Digital Prosperity: Understanding the Economic Benefits of the Information Technology
Revolution", Information Technology and Innovation Foundation, http://www.itif.org/files/digital_prosperity.pdf.
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that are more productive, higher-skilled and
better paid."7  For a country like Sri Lanka
where wages in basic manufacturing are ris-
ing (and consequently, the advantage of low-
cost labour in the country is declining), and
aspirations and attitudes towards employment
are evolving towards higher-earning jobs, cre-
ating jobs that encourage higher productiv-
ity and better skills and pay becomes increas-
ingly important. The OECD report noted that,
historically, the income generating effects of
new technologies have proven more power-
ful than the labour-displacing effects: tech-
nological progress has been accompanied not
only by higher output and productivity, but
also by higher overall employment.

Innovation has become a more central driver
of growth and competitiveness. As modern
technologies have brought the world ever
closer together, global economic competi-
tion has become more intense than ever.
Governments are constantly searching for
strategies to win in this global competition
to achieve economic growth and prosperity
for their people, and attract foreign invest-
ment and talent to their shores. In just the
past decade, a large number of countries have
come to the realization that spurring innova-
tion in the economy must be a central com-
ponent of their economic development strat-
egies.8  For example, in 2009, the UK made
a conscientious decision to "place innova-
tion at the center of the country's economic
growth strategy." Three dozen other countries
have now created national innovation agen-
cies and implemented national innovation
strategies designed specifically to link sci-
ence, technology, and innovation with eco-
nomic growth.9  An analysis of Eastern Euro-

pean countries found that both innovation-
oriented and business-friendly policies en-
hance national innovation and boosts com-
petitiveness in international markets.10  The
study highlights the crucial role of universi-
ties and the existing knowledge base comple-
mented by R&D commitments from both
public and private sources in driving inno-
vation.

7.3 Innovation Policy and Key Elements
in Promoting Innovation
It is important to understand what consti-
tutes innovation in the developing world.
Generally it does not mean something 'new'
in absolute terms, but something new for
the society under consideration. Innovation
is usually instigated by a key actor -- an en-
trepreneur who brings the project to fruition
in designing the new product or process,
looking for finance, and exploring markets.
The entrepreneur interacts with different or-
ganizations within the so-called 'innovation
system,' such as universities, public labora-
tories, banks, business chambers, and other
enterprises. In addition, the environment in
which innovation takes place is strongly in-
fluenced by broader factors such as the mac-
roeconomic situation, the level of infrastruc-
ture development, and the quality of institu-
tions and governance.

A key success factor, is to integrate a vision
for innovation in to long term development
strategies. For example, China decided to
become "the world's factory." Malaysia
aimed at becoming an "information society
world leader." This vision allows a country
to define priorities and implement them
across ministries and throughout the
economy with well-aligned policies and in-

7 OECD (1994), "The OECD Jobs Study: Facts, Analysis, Strategy", http://www.oecd.org/dataoecd/42/51/1941679.pdf
8 Ezell, S.J. and R.D. Atkinson (2010), "The Good, The Bad and The Ugly of Innovation Policy: A Policymakers Guide to Crafting Effective

Innovation Policy", The Information Technology and Innovation Foundation.
9 Stephen Ezell (2009), "America and the World - We're No. 40!", Democracy: A Journal of Ideas, Issue 14, Fall 2009.
10 Krammer, S.M.S., (2009), "Drivers of National Innovation in Transition: Evidence from a Panel of Eastern European Countries", Research

Policy, Vol. 38, pp 845-860.
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vestments. This requires an explicit 'govern-
ment-wide approach.'

Innovation policy is, therefore, fundamen-
tally different from simply promoting ideas
and projects from research to market, or the
reverse -- identifying needs and calling upon
research or the science base to satisfy them.
This linear and mechanistic view of the in-
novation process is outdated; a holistic and
biological approach is more appropriate.11

Governments should see their role as creat-
ing a favourable climate in which innova-
tive projects can flourish.

7.4 Government Policy Support for
Innovation
In the innovation arena, a government "has
basically three functions - providing incen-
tives and facilities to elicit or support inno-
vative projects; removing bureaucratic, regu-
latory, competitive and other obstacles to
innovation; and improving the knowledge
base and its use in developing technical edu-
cation and R&D structures."12  As explained
in Ezell and Atkinson (2010), innovation
policy constitutes those elements of science,
technology and economic policy that explic-
itly aim to promote the development, spread,
and efficient use of new products, processes,
services, and business or organizational mod-
els. Innovation policy conscientiously and
proactively anticipates and articulates the
intersecting roles and relationships of poli-
cies in S&T, R&D, education, workforce train-
ing, immigration, tax, trade, intellectual
property (IP), and digital infrastructure in cre-
ating economic and social welfare. An inno-
vation policy should not exhibit favouritism
to domestic over foreign firms located in the
country or vice-versa; all firms located in the
country should be able to enjoy the benefits

of the country's innovation policies. In con-
trast, industrial policy is designed to inter-
vene in an economy to support, favour, or
restructure specific business or sectors. In-
dustrial policies often seek to pick specific
national champion firms. This was a staple
of Japanese and South Korean economic
growth policy following World War II.

To clarify the differences between innova-
tion policy and industrial policy, it is useful
to envision a continuum of government-mar-
ket engagement increasing from left to right
from a 'laissez faire' approach to 'support-
ing factor conditions for innovation' to go-
ing further by 'supporting key broad tech-
nologies/industries' to, at the most extreme,
'picking specific technologies/firms', or in
other words, picking winners. As emphasized
by Ezell and Atkinson (2010), government
support and engagement is best placed at
points two and three of this spectrum, sup-
porting factor conditions and placing strate-
gic bets to support potentially breakthrough
technologies (e.g., nanotechnology, biotech-
nology, robotics, etc.) and industries (e.g.,
broadband telecoms, life sciences, clean en-
ergy, etc.), all the while enabling competi-
tive markets. This appears to be the approach
taken by Sri Lanka as well, for example,
through the general promotion of
nanotechnology through the National
Nanotechnology Initiative (NNI) since 2006.

The science, technology, and innovation
policies of developing economies should not
be aimed primarily at reaching the frontiers
of world science, technology and innovation.
Rather, the central concern should be with
the "absorption and adaptation of established
practices to suit local resource endowments
and market prospects."  This is an important
consideration for Sri Lanka (Box 7.2).

11 Aubert, Jean-Eric (2010), 'Innovation Policy for the Developing World', Special Report, World Bank Institute.
12 Ibid.
13 Metcalfe (2000), 'Science, Technology and Innovation Policy in Developing Economies', paper presented at workshop on Enterprise

Competitiveness and Public Policies, Barbados, November 1999.
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Box 7.2
Innovation as Adaptation

Innovation as a concept does not simply mean the domestic development of cutting-edge
scientific discoveries – for example, Sri Lanka trying to develop a game-changing technology,
but also the adaption and use of existing innovations for productive use in the local context.
This balance needs to be struck in Sri Lanka. While continuing to drive new innovation, for
example, through innovative private-public partnership mechanisms such as the SLINTEC, Sri
Lanka needs to cooperate more closely with technology champions in the world – from the
world’s most innovative nation, the US; or Europe’s innovation and technology champion,
Germany; to Eastern technology giants like, Japan, China, South Korea and even India.

Many developing countries like Sri Lanka have a long way to go before they can start creating
world-changing, cutting-edge technologies. However, this does not mean that their development
should not focus on creating an innovation culture. According to the report on ‘Building Sri
Lanka’s Knowledge Economy’ published by the World Bank in 2008, large rewards from
technology accrue to those that adopt new technologies, adapt them, and make them productive
in the local context. A report on Indian innovation revealed that India achieved a five-fold
growth in output by simply adopting existing information and technologies elsewhere. East
Asian champions like South Korea, Singapore and Malaysia also grew rapidly by adopting
existing technologies by often ‘looking East,’ towards early adopters like Japan. Of course, later,
they developed new and advanced capabilities and became global innovation hubs themselves.

Thus, an innovation culture for developing countries like Sri Lanka must be understood as the
building of a technical culture and a system of incentives that support the adoption and
subsequent adaptation of existing (often foreign) technologies.

Source: Wijesinha, A., (2012), ‘What is An Appropriate Path for Sri Lanka as an Emerging Economy?’,
paper presented at Symposium on E.F. Schumacher Centenary Birth Celebrations, Practical Action,
Colombo April 2012

7.5 Status of Policy Relating to Innova-
tion in Sri Lanka
So far, in Sri Lanka, innovation has been seen
mainly through the lens of 'science and tech-
nology.' In 1998, Sri Lanka established a
National Science and Technology Commis-
sion as a policy making body with the re-
sponsibility of making recommendations on
all aspects of scientific and technological
development. Prior to this, a Presidential
Task Force on S&T Development had pub-
lished its report in 1991. More recently, how-
ever, a Science and Technology Policy was
adopted by the Cabinet of Ministers in May
2009 (see Box 7.3).

The more recent government vision and policy
document, "Sri Lanka: Emerging Wonder of

Asia," is the main macro-level policy which
refers to science, technology and innovation,
and it recognizes that a broad range of policy
areas need to be considered. It states,

"Adoption and application of advanced
technologies by industries will be pro-
moted. A legislative basis for growth
of high-technology industry will be
provided through means such as na-
tional banking regulations, low-inter-
est loans, tax incentives, and duty-free
import of selected capital goods. Sup-
port will be given for application of
advanced technologies in industry in-
cluding biotechnology and
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nanotechnology. High-tech industrial
parks with requisite modern physical
infrastructure facilities will be estab-
lished" (p.70).

Meanwhile, the Ministry of Technology and
Research has under its wing many science
and research institutions engaged in R&D and
technology development and transfer. Some
of these are, the Arthur C. Clark Institute for
Modern Technologies (ACCIMT), the Na-
tional Science Foundation (NSF), and the
Industrial Technical Institute (ITI, formerly

the CISIR). The ITI, in particular, supports
the industry sector though scientific and in-
dustrial research and provision of training,
consultancy, technology transfer, design, fab-
rication, calibration, trouble-shooting, and
quality assurance services.

7.6 Concept of the National Innovation
System
Frameworks aimed at supporting science,
technology and innovation have evolved from
so-called 'linear' models of innovation into
models based on the concept of the NIS. Lin-

Box 7.3
Sri Lanka’s National Science and Technology Policy, 2009

Sri Lanka was a latecomer to the S&T game and introduced the STP only in 2009, although
attempts to design and adopt a national STP date back to the 1960s. The 10 objectives of the
National S&T Policy are:

1. Foster a science, technology and innovation culture that effectively reaches all citizens
of the country

2. Enhance science and technology capability for national development, make use of
science and technology expertise in the national planning process, and strengthen
governance and policy implementation mechanisms

3. Build up, and progressively expand and improve the resource base of scientists and
technologists necessary to respond to the developmental needs of the country

4. Promote basic, applied and developmental research, particularly in areas of national
importance and priority

5. Develop, or acquire and adapt, scientific knowledge and technologies for transfer, to
achieve progressive modernization of all sectors and to enhance the country’s
competitiveness in the  world economy

6. Ensure sustainable use of natural resources for development, while protecting the
environment

7. Document, research into the scientific basis of, and promote indigenous knowledge-
based technologies

8. Develop a culture of innovation and IP, and ensure the protection of Intellectual
Property Rights (IPRs).

9. Ensure quality standards of S&T institutions, products and services to achieve national
and international recognition

10. Promote the application of S&T for human welfare, disaster management, adaptation
to climate change, law enforcement and defence, to ensure human and national
security

The National S&T Policy declares ambitious targets to increase investment for S&T up to 1.5 per
cent of GDP by 2016. This value was just 0.17 per cent in 2006 and is in fact the highest
allocation in post-independence history (highest being 0.4 per cent in 1975). The target is
ambitious even when compared with the globally recommended value for developing countries
of 1 per cent.

Source: Witharana, D., (2010), “Innovation Sustainability and Development: A New Manifesto”, accessed
via http://anewmanifesto.org.
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ear models imply that there is a direct causal
relation from initial impulse to final outcome,
which is innovation; the initial impulse can
be either of a 'supply push' nature; that is, it
originates from government initiatives to set
up institutions and policies to encourage R&D,
or of a 'demand pull' nature; that is, the ini-
tial impulse comes from the demands and
needs existing in the markets. Linear models
of the 'push' category tends to emphasize sup-
ply-side policies (e.g., investment in training,
R&D, and national ICT infrastructures), while
'pull' models imply demand-side policies (e.g.,
market stimulation, user training, or the es-
tablishment of uniform standards). In practice,
national policies have often been volatile mix-
tures of technology push and demand pull
models, reflected in swings of emphasis be-
tween interventionist and laissez-faire policies.

The concept of a NIS is not new to the world,
but is still new to developing countries like
Sri Lanka. It is largely viewed as a system of
interconnected institutions to create, store and
transfer the knowledge, skills and artifacts
which define new technologies. UNCTAD
(2011) notes that, "although there are many
definitions of an NIS, in simple terms this
concept refers to the network of institutions in
the public and private sectors whose activities
and interaction initiate, import, modify and
diffuse new technologies."14

In practice, this is the network of universities,
research centres, think tanks, firms, business
associations, and more generally, producers and
users of knowledge in the country. Meanwhile,
supportive government policies are important
in fostering NIS. Public policy does have a
role to play in cultivating this network. Sri

Lanka's recent example of providing tax
breaks for private sector firms that utilize
public research institutions for their R&D
is such an example.

The NIS concept is novel for Sri Lanka,
where interaction among various actors and
institutions involved in technological in-
novation remains weak.15  In this context,
it is important to pay attention to how the
government policy framework, R&D activi-
ties, education system, culture, history, tra-
ditions, etc., play their roles in this net-
work system. Developing a robust innova-
tion system in a country requires a robust
network, consisting of government institu-
tions, regulators, research institutes, uni-
versities, enterprises, consulting firms and
professional/business groups. It is not just
creating the right environment for this net-
work to operate, but also providing the right
government interventions to ensure that a
productive nexus develops from this.

A key idea of the NIS perspective is that
firms do not engage in innovation in isola-
tion. Innovation depends on the existence
of a variety of agents and institutions (much
greater in scope than just technology pro-
viders and technology users) and on the
effectiveness of the interactions between
these agencies and institutions. The ability
and propensity of an enterprise to innovate
not only depends on its access to knowl-
edge from research institutes or technology
services centres, but also on many other
factors including, access to finance, human
resources, adequate basic physical infra-
structure, firm-level capabilities (design, op-
eration, maintenance, managerial),16  in-

14 UNCTAD, (2011), Key Aspects of Entrepreneurship and Innovation Policy Framework for Enhancing Local Productive Capacities,
UNCTAD.

15 Wickremasinghe, S. (2006), “National Innovation System: A Way Forward to Stimulate Innovation,” Vidya Newsletter, Vol.8, No.2,
National Science Foundation, Colombo.

16 Sri Lanka lacks a national institution to help improve firm-level capabilities. Although the National Institute of Business Administration(NIBM)
was started with that objective, it has since lost that focus and currently engages almost entirely in running vocational training programmes
in business /management, IT, and English, which are perhaps more lucrative.
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ter-firm linkages and collaboration partner-
ships in R&D among academic and commer-
cial entities, general business services, and
demand conditions.

Thus, a broad range of matters need to be
considered in formulating appropriate poli-
cies:17

• Increasing the supply of knowledge in the
system by reinforcing education, particu-
larly science education, as well as build-
ing a deep pool of human capital in sci-
entific research, engineering, managerial,
etc. Supply-side policies should be
complemented with demand-side incen-
tives.

• Promoting stronger linkages between vari-
ous players in the national innovation sys-
tem, for example, by supporting research
networks, providing incentives for inter-
firm collaboration, and facilitating link-
ages between public research institutions
and private enterprises, as well as be-
tween national firms and foreign compa-
nies. Policies to encourage public-private
partnerships, the development of technol-
ogy clusters, and the promotion of tech-
nology parks are other examples of poli-
cies in this broad area.

• Dealing with FPRs may have an impor-
tant role in facilitating transfer of tech-
nology from academia to the productive
sector and from international to domes-
tic markets.

• Creating avenues for commercializing and
financing innovation, for example by ex-
ploring the suitability of venture capital
models of some developed countries, as
well as fiscal incentives to support inno-
vation.

7.7 National Innovation System in Sri
Lanka: Reviewing Performance
While innovation policy discussions, and
the NIS, point to a plethora of indicators
and areas for consideration, this Chapter lim-
its itself to discussing selected areas when
assessing Sri Lanka's performance, owing
mainly to data unavailability.

7.7.1 Research and Development
Sri Lanka displays a very low level of na-
tional R&D investment as a proportion of
GDP - a characteristic that has not changed
over time. The number of R&D scientists
have also decreased over time. Indeed, the
Budget 2012 notes that Sri Lanka's "univer-
sities as well as research and technology
institutes have around 4,000 researchers at
present. This number should be increased
to about 20,000 by the year 2020."

Public R&D institutions form the bulk of
the NIS in Sri Lanka, along with universi-
ties. The National R&D Survey (2008) con-
ducted by the National Science Foundation
(NSF) reveals that dedicated R&D institu-
tions account for 29.4 per cent of the total
R&D scientists in the country, while uni-
versities account for 61 per cent and the
private sector around 9.6 per cent. Creating
mutual confidence and motivation between
the public sector (public research institu-
tions and universities) and the private sec-
tor is the need of the hour. It is noted that
"R&D scientists (both in universities and
research organizations) are distancing them-
selves from the industry. Unfortunately,
most of the industrialists are not fully aware
of the potential and capabilities of the sci-
entists at universities and (public) R&D or-
ganizations. Such a situation highlights the
importance of networking R&D institu-
tions."18

17 Adapted from UNCTAD (2011).
16 Wickremasinghe, S.I., (2011), “The Status of SMEs in Sri Lanka and Promotion of their Innovation Output: Through Networking of S&T

Institutions,” Asia-Pacific Tech Monitor, Jul-Aug2011, UN-ESCAP Asian and Pacific Centre for Transfer of Technology, pp.17.



State of the Economy 2012

102

Performance on Innovation Inputs
Gross expenditure on R&D has recorded a
significant increase over time, particularly
after 2000. During the four-year period be-
tween 1996 and 2000, the expenditure has
marked a growth of 28 per cent, which has
increased to 33 per cent between 2004 and
2008 (Figure 7.1).

Figure 7.1
Gross Expenditure on R&D (1966 – 2008)

                 Note: GERD = Gross Expenditure on R&D.
  Source: National Science Foundation, Science and Technology Policy Research Division.

However, the investment on R&D does not
seem to have improved proportionate to the
growth of national output. The R&D expen-
diture-to-GDP ratio has declined from 0.4
per cent in 1975 to 0.11 per cent in 2008,
recording a diminishing trend over the years.

Figure 7.2
R&D Expenditure by Sector (2004-2008)

Figure 7.3
R&D Expenditure by Nature of Research

Activities

Source: National Science Foundation, R&D
Survey 2008.

Source: National Science Foundation, R&D
Survey 2008.
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Although the total allocation for R&D has
risen over time, the composition by sector
shows an interesting trend. The share by
higher education and the state sectors have
declined over time whereas the reverse has
been recorded for the share of the private
sector. Out of the total expenditure, the
shares for applied research and basic research
seem to have moved in opposite directions.
The share of allocation for basic research has
risen from around 10 per cent to 30 per cent

Source: National Science Foundation, R&D Survey 2008.

between 2004 and 2008, while that for ap-
plied research has fallen from nearly 90 per
cent to 70 per cent.

The composition of investment by discipline
over the years shows a notable trend. The
shares of investment in the fields of natural
science and social science have declined,
where the latter has marked a significant fall
from around 26 per cent to 6 per cent be-
tween 2004 and 2008. The remaining three

Figure 7.4
Gross Expenditure on R&D by Discipline

Figure 7.5
Number of Patents Registered in Sri Lanka (1997-2008)

  Source: National Science Foundation, R&D Survey 2008.
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fields have improved, where the share of ex-
penditure in engineering and technology has
doubled.

Meanwhile, the expenditure on R&D by the
private sector, out of total R&D expenditure,
is low. As Figure 7.2 demonstrates, unlike
in most developed countries where much of
the R&D expenditure is by the private sector
(over 65 per cent in most cases), in Sri Lanka
it is a mere 18 per cent. The bulk of R&D
expenditure in Sri Lanka is by the state sector
(57 per cent). This has strong implications
on the rate of commercialization of S&T re-
search.

Performance on Innovation Outputs
The registration of patents in the country has
fluctuated over time, resulting in the figures
from 1997 and 2008 to be nearly the same.
During the 11 years considered, the highest
number of patents has been recorded at 190
in 2004, while the lowest has been 112 in
2003.

A significant feature of the trend is that be-
fore 2002, the majority of patents have been
registered by non-resident scientists, while
the pattern has reversed since then. This could
be an indication of improved conditions
within the country for scientists to carry out

research, but more analysis is required be-
fore drawing any conclusions.

Dissemination of research carried out by Sri
Lankan scientists through publishing in jour-
nals has been gradually improving, includ-
ing the numbers of publications per scientist
which has improved marginally over time.

A country's high-tech exports are another sig-
nificant output measure of the ability to in-
novate and commercialize their findings ef-
fectively. In Sri Lanka, the value of high-tech
exports have fluctuated over the years, where
it increased from 2002 but drastically de-
clined after 2008, recording over a two-fold
drop from US$ 102 million in 2008 to US$
45 million in 2009, and yet managing to
improve by 25 per cent in 2010 (Figure 7.6).
The share of high-tech exports out of the to-
tal manufactured exports has followed the
same trend, recording 2.2 per cent in 2001
and falling to 1 per cent by 2010. The high-
est high-tech exports in recent years were re-
corded in 2007 at US$ 108 million while
the highest share has been recorded at 2.3
per cent in 2005. While Sri Lanka recorded
an average 1.8 per cent of high-tech exports
share each year in the last decade, South
Korea recorded 75 per cent, Thailand 27 per
cent, and Singapore and Malaysia over 50
per cent.19

Table 7.1
Publication Trends in Science Citation Index (SCI)

Journals by Sri Lankan Scientists
Year No. of Publications
2004 231
2005 239
2006 233
2007 269

2008 303

Source: National Science Foundation, R&D Survey 2008.

19 Ministry of Technology and Research, Science, Technology and Innovation Strategy (2011-2015).
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Figure 7.6
Performance of High Technology Exports from Sri Lanka (2001-2010)

Note: High-tech products with high R&D intensity, such as in aerospace, computers,
pharmaceuticals, scientific instruments, and electrical machinery

Source: Online World Bank Database, http://data.worldbank.org/.

7.7.2 Moving from Research to Inno-
vation: Industry Linkages, Financing,
and Commercialization
As articulated earlier, innovation is distinct
from research and does not automatically
result from it. The nexus of industry-research
collaborations, appropriate financing op-
tions, and support for commercialization are
vital drivers to move research towards inno-
vation.

Industry-research linkages
Unlike in most developed countries, many
universities in developing countries like Sri
Lanka have not established sufficiently strong
linkages with industry. Such collaborative
efforts have become quite pronounced in the
developed world, providing benefits to both
parties. Industry obtains access to university
laboratories, talented research scientists, and
a pool of potential recruits. In turn, universi-
ties receive industry's financial support, nec-
essary to conduct their work and expand their

resources, and they also get feedback from
industry to adapt research to the needs of the
economy.

The Five Year Strategy of the Ministry of Tech-
nology and Research observes that, "at present
very few knowledge intensive companies and
very little R&D that is required for innova-
tion, is taking place in the private sector. On
the other hand, most of the R&D undertaken
by Sri Lankan scientists end up as mere pub-
lications in scientific journals, with very few
research outputs yielding a commercial prod-
uct or a process. As such, the contribution
of R&D to the growth of our GDP at present
is negligible." (p. 31)

Currently in Sri Lanka, very few examples of
significant industry-research linkages exist.
The most prominent one is SLINTEC, which
is a first-of-its-kind initiative bringing together
leading private sector firms together with
leading Sri Lankan nanotechnology scientists.
SLINTEC, established in 2008 as a private
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company is a Rs. 420 million venture with
the shareholding owned by the government
(50 per cent) and five private sector founder
promoters (50 per cent collectively). The
government shares are held through its nomi-
nee, NSF, and the five private sector founder
promoters are Brandix Lanka Ltd., Dialog
Axiata PLC, Hayleys PLC, Loadstar (Pvt.) Ltd.,
and MAS Capital (Pvt) Ltd. In its first full
year of operations alone, SLINTEC was able

to secure five international patents on
nanotechnology products, including carbon
nanotubes, nano fertilizer and nano rubber.
This is impressive when compared with Sri
Lanka's historic average of 1.8 total interna-
tional patents per year.20

More recently, a leading private enterprise
Laugfs Holdings Limited, set up a joint ven-
ture with SLINTEC to set up the country's

Box 7.4
Ceramics Council Attempts Research-Industry Collaboration

During ‘The Competitiveness Programme’ funded by the USAID, the ceramics industry cluster
(Ceramics Council) established the Center of Technical Excellence in Ceramics (CENTEC) through
a partnership among Sri Lankan ceramic manufacturers, suppliers, the government and
universities. CENTEC, opened in 2007, was aimed primarily to be a lab which will investigate
ways in which the industry can cut costs, improve production efficiencies and enhance quality
of ceramics products.

The Centre, modeled as a PPP, was funded by several ceramics industry firms through both
cash contributions as well as donations of equipment. Additionally, the USAID funded a few
pieces of expensive testing equipment. The Centre was set up as a limited liability company
with a Board of Directors (comprising mostly of the heads of the ceramics industry firms), was
housed as a small unit within the government Industrial Technology Institute (ITI) premises, and
had links to the universities of Moratuwa and Peradeniya in Sri Lanka and Alfred University in
the US.

Although initially hailed as a model for industry-research collaboration that other sectors could
emulate, there does not appear to have been a significant contribution of the Centre to enhancing
performance in the ceramic industry. However, this cannot be conclusively judged as no
evaluation has been conducted. The critical constraint to its operations is the lack of a full-time
manager. The Centre has found it difficult to attract and retain a dynamic manager due to the
limited scope of the Centre’s work. Moreover, the staff of the Centre (mostly ITI technicians on
secondment) had not sought to actively engage with the industries, seek projects, offer testing
services, etc., and rather waited for them to approach the Centre.

Although the performance has been lackluster so far, the ceramics companies had been satisfied
with the few testing projects that had been undertaken by the Centre in the past. It appears that
the ceramics industrialists recognize the importance of the establishment, and discussions are
underway to restructure and revive it again. As part of the restructuring process, appointment of
a second tier of directors is being mooted, which will comprise of the most senior technical
officers of each firm. This aims to ensure that each firm takes a greater interest in the Centre, and
engage it in research and testing.

Source: Interview with former President of Ceramics Council and current Board Director of the CENTEC,
and Lanka Business Online (LBO), ‘Lab Edge - Sri Lanka opens ceramics R&D lab to enhance
competitiveness’, 5 th April 2007 http://www.lankabusinessonline.com/fullstory.

php?nid=1326052179 [accessed on June 13th 2012].

20 Ministry of Technology and Research, Science, Technology and Innovation Strategy (2011-2015).
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first plant to produce titanium oxide from
mineral sand. The new venture would allow
value to be added to mineral sands, which
have so far been exported from the country
in raw bulk form. The setting up of the plant
will allow production of titanium oxide from
ilmanite, obtained from mineral sands ex-
tracted from Sri Lanka's Pulmoddai region.
SLINTEC is also spurring international col-
laborations. Recently, a partnership was
formed between SLINTEC and Nagarjuna
Fertilizers and Chemicals Ltd. of India to
develop nanotechnology-based plant nutri-
tion solutions with an estimated investment
of Rs. 800 million. SLINTEC is set to carry
out research while Nagarjuna will develop
the product.

Similar industry-research partnerships in ar-
eas aside from nanotechnology need to be
cultivated, drawing encouragement from
SLINTEC's successes. There are some lim-
ited examples of this, for example in the ce-
ramics industry and in the mobile commu-
nications industry (see Boxes 7.4 and 7.5).
Sri Lanka can learn from other country expe-
riences as well. For example, Taiwan Prov-
ince of China has used R&D consortia to
foster cooperation between laboratories in
the government-funded Industrial Technol-
ogy Research Institute and local private en-
terprises. This joint effort has resulted in tech-
nology transfer and innovative processes and
products.

Box 7.5
Telco Giant Dialog Axiata Partners with Moratuwa University for Research Lab

The first ever research lab for Telecommunication Technologies Research was opened at the
Moratuwa University, which is acclaimed to be one of the best in Sri Lanka for engineering and
telecommunication programmes. The first of its kind in Sri Lanka, the laboratory, which
specializes in Applied Mobile Telecommunication Technologies Research, was set up as a
part of Dialog’s social investment towards uplifting and facilitating R&D and higher learning in
Sri Lanka.

Applied research projects and product development initiatives that are beneficial to the industry,
and are academically challenging are undertaken by the laboratory, whilst providing for
technology transfer with similar research bodies. New ideas in wireless communication, which
encompass the spheres of designing, prototyping, testing, and training are explored, with the
objective of developing new products and services that will serve the purpose of taking Sri
Lanka to the forefront of mobile technologies, thereby ensuring Sri Lanka’s place in the
challenging and evolving world of mobile technology.

Two creations of the laboratory – a remotely activated GSM alarm device and a learning
management system – are being used in two Dialog-supported national initiatives, namely
the Disaster and Emergency Warning Network (DEWN) and the Digital Bridge, respectively.

“The Dialog-University of Moratuwa Mobile Communications Research laboratory is a
realization of the University’s dream to actively interact with the private sector for mutual
benefit, through the development of relevant and innovative technologies” - Prof. Dileeka
Dias, Director, Dialog-University of Moratuwa Lab

Source: Dialog Axiata website, available at http://www.dialog.lk/about/responsibility/outreach-cr/
research-lab/.
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Commercialization
Commercialization is the final stage of a pro-
cess of innovation where a product has come
from a R&D stage to a market-ready product
(Figure 7.7). This is the most challenging part
of technology-based innovation. Support for
commercialization (in terms of product de-
velopment, patent applications, and finance
for business spin-offs), which is essentially
the pinnacle of an innovative process, is lack-
ing in Sri Lanka.

According to the Sri Lanka Inventors Com-
mission (SLIC), several inventors in the coun-
try have been able to commercialize their
inventions, noting that at present there are
14 commercialized inventors in the category
of Rs. 1 million capital or less, six with Rs.
1-5 million, two between Rs. 5-10 million,
and five with a capital of over Rs. 10 mil-
lion.21  In Sri Lanka, independent inventors

have limited options to build and refine pro-
totypes in preparing for commercialization.
University facilities are already resource-con-
strained and may not be able to offer free or
concessionary-rate services to build proto-
types, while private firms are unlikely to pro-
vide these services unless the technology can
be ex-ante acquired from the inventor and
owned.

A recent example of efforts to support com-
mercialization through 'techno-entrepreneur-
ship' by the government is the unique 'Tech-
nology Marketplace' hosted by the Ministry
of Technology and Research held in late
2011. The initiative, hailed as a success for
a first-time event, brought together all of the
government research institutions together
with interested private sector parties, to see
if productive partnerships to commercialize
research can be forged.22

Figure 7.7
The Process of Innovation

Source: Sri Lanka Inventors Commission Strategic Plan (2012-2014).

21 http://www.sundaytimes.lk/120415/BusinessTimes/bt018.html.
22 'Technology Marketplace Hailed as Great Success', Daily FT, available at http://www.ft.lk/2011/10/26/ %E2%80%98technology-

marketplace%E2%80%99-hailed-as-a-great-success/.
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Financing
Financing innovations is a key challenge in
Sri Lanka. The challenge is particularly true
for SMEs in the country. In an environment
where general access to finance for SMEs are
a severe constraint,23  finding finance for in-
novations maybe tricky, as banks are already
risk-averse when it comes to SME lending.
While some efforts are being made to ad-
dress this, for example by the SLIC (in allo-
cating funds to support patent applications
and inventions labs for prototype building)
as well as the NSF (particularly in funding
start-ups), this needs scaling up and made
accessible to more individuals and institu-
tions.

Venture Capital (VC) is an important financ-
ing source for tech start-ups globally, and
was a critical success factor in creating the
booming IT industry in 'Silicon Valley,' Cali-
fornia. Previous attempts at VC showed
mixed results, with some trailblazing firms
emerging as a result of it, but also a sudden
decline in VC-led activity (see Box 7.7).
Currently, VC activity in Sri Lanka is very
tempered and the government would need
to revisit the past experience and see how
best to stimulate the VC industry in Sri Lanka
once more, with a particular focus on aiding
innovation.

Box 7.6
National Science Foundation Launches Grant Scheme Supporting Tech Start-ups

The National Science Foundation (NSF) has recently called for applications for a new technology
grant scheme called “Support for Start-up Businesses Based on Novel Technologies.”  It states
as its rationale, “having considered the fact that many research and experimental development
projects are confined to laboratories without progressing into commercial applications and
also with a view to develop an entrepreneurial culture among researchers/scientists/engineers
in the research institutes and universities…” The scheme aims to provide an opportunity for
start-up companies or spin-offs using university/institute-based new technologies. This grant
programme rightly identifies that entrepreneurs often find it difficult to obtain necessary seed
funding in financial markets given the financial risks involved in establishing technology-
based start-up companies or corporate spin-offs stemming from novel technology research
and development.

The objectives stated by the NSF for this grant scheme are:
- Convert university and research institute research outputs into marketable products/

services
- Encourage scientists, researchers, and engineers to become successful entrepreneurs
- Encourage establishment of new technology-based firms by state and non-state

organizations and individuals
- Promote technology transfer and commercialization of new technologies

Source: www.nsf.lk

23 'Wijesinha, A. (2010), "Post-Conflict Sri Lanka's Enterprises Struggle to Grow", 'In Asia', The Asia Foundation Blog available at http://
asiafoundation.org/in-asia/2010/10/13/post-conflict-sri-lankas-enterprises-struggle-to-grow/.
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Box 7.7
Previous Efforts at Venture Capital in Sri Lanka and the Banker's Trap

The VC industry in Sri Lanka emerged in the early 1990s, resulting from a government decision
to provide fiscal incentives for VC funds (tax deductability for investment in approved VC funds
and a 10-year tax holiday for VC profits). Prior to 1990, no VC firms existed in Sri Lanka.
However, by 1992 there were seven.

The two development banks at that time, National Development Bank (NDB) and Development
Finance Corporation of Celyon (DFCC), one state bank - People’s Bank, one private bank –
Commercial Bank, two investment banks – DCIC and Asia Capital, and one finance company
jointly with another private bank – Central Finance/Hatton National Bank (HNB) floated VC
subsidiaries, launching seven VC funds. By the end of 1992, all seven funds were qualified and
in the years 1993-1996 they made 76 investments, an average of just over three investments
per year, per fund. The average in 1997-1999 dropped dramatically to less than one investment
per year per fund. This drop reflects that the funds had invested much of their capital by 1997.
The per-investment average (for the decade) was about Rs. 10 million.

The total funds base of all seven VC companies was around Rs. 1.5 billion. All seven VC
companies collectively invested Rs. 1 billion in 101 projects during the 9 years from 1991 to
1999. A study funded by USAID revealed that the performance of only 1 out of the 101
investments truly qualified as a ‘successful VC investment’ in terms of a return equal to a
significant multiple of the value of the original investment.

The successful VC investment was Millennium Information Technologies (MIT). The VC fund
PVIC was the only company to invest in MIT when it first bid for the computerization contract
at the Colombo Stock Exchange and required expansion. PVIC invested Rs. 7.5 million in
1996. In 1999, PVIC sold its stake to a foreign fund for Rs. 43 million, a 573 per cent return on
investment. Subsequently, MIT sold out to the London Stock Exchange for US$ 30 million.

The defining feature of all these VC companies, as clear from the list of VCs given above, was
that they were all subsidiaries of banks. The Boards of Directors of these companies were filled
largely by veteran bankers. Moreover, even much of the senior management positions of the
VC funds were taken up by bankers seconded from the parent companies. An important feature
of banking is ‘downside protection.’. Bankers are, by training, keen to minimize the overall risk
of an investment portfolio by diversifying across the different variables such as the sector, stage
of growth, and size of investment. This was in line with the standard investment theory of
hedging against the downside risks of an investment portfolio by investing in assets whose
movements are negatively correlated with each other.

Essentially, the funds were managed by bankers with a ‘banker’s mindset’ rather than by venture
capitalists with a ‘venture capital/risk capital mindset.’ In deciding on the investments, they
chose ‘moderate risk, moderate return’ projects, with a heavy focus on ‘downside protection’
as highlighted earlier. As the VC companies rarely had industry experts, enterprise experts, and
those with strategic business development expertise, these funds did not really pick ‘winning
firms,’ i.e., firms with high intellectual capital and extremely strong upside potential if the right
guidance and hand-holding was provided. Furthermore, as the VC companies employed
predominantly bankers, the firms that received the investments received little or no management,
operational, and strategic input from the VC Company. By the early 2000s, many of the
companies invested in by the VC funds had either returned only modest returns, or had
underperformed completely; and consequently, many of these VC funds themselves failed.

Source: Wijesinha, A. (2011), ‘Introducing Venture Capital for Traditional and Small Enterprises in Sri
Lanka’, Briefing Paper, Policy Strategy Committee, Ministry of Traditional Industries and Small
Enterprise Development, April 2011.
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7.7.3 Talent Pool for Innovation: In-
vesting in S&T Education
Limited Supply of Relevant Talent Pool
Building a qualified pool of individuals
geared towards S&T and R&D will be criti-
cal to Sri Lanka's innovation ambitions. Edu-
cation -- especially science education at all
levels -- is important not only for increasing
general science and technology literacy, but
also to build up a critical mass of scientists,
researchers and engineers. While these are
indicated as priorities for Sri Lanka under the
'knowledge-hub' initiative, several supply-
side bottlenecks need to be overcome. Al-
though in the higher education section of
'Sri Lanka: Emerging Wonder of Asia' docu-
ment, it states that, "…higher education
policy will focus on “fostering a culture of
research and innovation…," it is clear that
this will be a major challenge by virtue of
the fact that very few students are engaged in
science and engineering courses at Sri Lankan
universities.24  Compared to a distinct knowl-
edge-led economy like Singapore, where the

majority enrolment is in engineering sciences
with nearly 30 per cent, in Sri Lanka the
majority enrolment is in Arts, with over 30
percent (Figure 7.8).

Yet, this cannot be only attributed to A/L
students preferring arts and humanities
streams over science and engineering. It is,
more critically, a reflection of the limited
number of schools that offer science stream
classes at A/Ls, thus constraining those in-
terested from undertaking it. Only 10 per cent
of all secondary schools in the country have
a science stream at the A/L (Grades 12-13).
This naturally restricts the number of students
who are able to gain admission to science
and engineering programmes in university.
Moreover, there are significant spatial dis-
parities as well. Even schools that do offer
science education are not rationally located,
with the majority located in the Western
Province. The School Census (2008) of the
Department of Census and Statistics reveals
that there was one school with A/L science

Figure 7.8
Tertiary Education Enrolment by Subject Area - Sri Lanka vs Singapore

Source: Arunatilake, N., (2011), “Making Everyone Work for Growth: Creating a Winning Workforce”,
presentation at IPS Annual National Conference, October 2011.

24 This is, of course, aside from the broader challenge of expanding tertiary education in Sri Lanka, where at present, of more than 100,000
deserving students with the necessary A/L qualification, only around 15 per cent gain entrance into university (IPS, Sri Lanka: State of the
Economy 2011).
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stream for every 400 km2 in Mullaitivu and
Vavuniya, and for every 200 km2 in Mannar;
while there was one for every 10 km2 in Co-
lombo, 25 km2 in Gampaha and 45 km2 in
Kandy. It also revealed that 80 per cent of
schools in Killinochchi did not have science
labs, while only 11 per cent of schools in
Colombo and 10 per cent of schools in
Gampaha suffered the same problem. These
issues become especially pertinent in Sri
Lanka's post-conflict context where inclusive
growth and equity in economic opportuni-
ties need to be central concerns.

At the qualified-professional end of the spec-
trum too, Sri Lanka fairs poorly but has been
showing improvement. Sri Lanka records only
237 researchers per million people, well be-
low the developing country average of 374.25

However, the total number of S&T person-
nel has increased from around 27,000 in

2004 to around 44,000 in 2008, recording a
60 per cent increase (see Figure 7.9). This
stems mainly from the expansion in the state
sector, recording over two-fold increase, with
the higher education and private sectors ex-
panding only marginally. However, the num-
ber of scientists has marked a declining trend
over time, where the number between 2004
and 2008 recorded a significant fall of around
700. Scientists in the state and private sec-
tors have improved in numbers, while those
in the higher education sector have dropped
considerably. Comparison of 2006 and 2008
status, nevertheless, indicates that all three
sectors are improving in terms of the strength
of scientists.

Sri Lanka produced just 2.5 PhDs per year on
average during 1991-2000 in 7 universities
(Colombo - 5 per year and Peradeniya - 6 per
year).26  Meanwhile, qualification levels of

Figure 7.9
Science and Technology Personnel by Sector (1966 - 2008)

25 World Bank (2008), 'Building Sri Lanka's Knowledge Economy'.
26 Gamage, S. (2008), "Sri Lanka's Innovation System According to the 2008 Building the Knowledge Economy Document of the World

Bank: A Critique', presentation at LirneAsia, March 25, 2008.

Note:  S&T personnel include all scientists, technicians and supporting staff involved in S&T
research, service and   management activities.

Source: National Science Foundation, R&D Survey 2008.
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university faculties remain poor, with 23 per
cent of humanities and social science teach-
ers having only a Bachelors degree and 33
per cent having a Masters degree from the
same university.

Addressing Not Only Supply but also
Demand
The improvement of higher education will
not be fully effective at stimulating innova-
tion unless it is also accompanied by an ex-
pansion of opportunities for graduates to
apply their skills and talents. With a signifi-
cant amount of R&D activity occurring in
the private sector, business enterprise serves
as a primary source of demand for S&T spe-
cialists. By providing employment opportu-
nities and career paths for scientists and tech-
nologists, enterprises encourage students to
enroll in scientific and technological fields.
As more students graduate with relevant skills
and motivation, this growing pool of human
capital will, in turn, attract more enterprises
to the region, thus creating a virtuous, self-
reinforcing circle of technological capacity
development and R&D activity. Governments
could review whether firms, particularly
SMEs, face negative or positive incentives
when hiring university graduates. Possible
positive incentives could include tax breaks
or financial aid, to support internships or
offset the initial cost of hiring and training
new employees. Enterprises could also be
encouraged to employ students as interns or
part-time researchers, laying the foundation
for later employment.

7.7.4 Incentives for Innovation
Incentives for innovation in Sri Lanka are
mainly in the form of tax concessions and
tax breaks for R&D, and this too particularly
through the most recent 2012 Budget pro-
posals announced in November 2011. The
tax incentives announced were:

• Reduction of income tax on research
income from 24 per cent to 16 per cent.

• Reduction in personal income tax of
all those engaged in research and tech-
nology from 24 per cent to 16 per cent.

• Reduction in income tax on all institu-
tions engaged in research and technol-
ogy to 20 per cent and such institu-
tions are exempt from VAT.

• Triple deduction in relation to R&D ex-
penditure undertaken by enterprises
through government institutions, to pro-
mote private institutions to use govern-
ment research facilities.

• Government institutions to extend re-
search facilities to SMEs at a nominal
fee.

• Allocation of 50 per cent of research
related income earned by government
institutions carrying out research for the
private sector, to be shared among such
researchers as a promotional allowance.

• Allocating Rs. 300 million to the Na-
tional Research Council to encourage
special research that would facilitate
economic development.

These measures have been commended by
private sector groups.27  However, interviews
with leading industrialists revealed that sev-
eral key challenges may constrain the afore-
mentioned incentives: (i) the small number
of suitable government research institutions
capable of catering to industry needs (the ITI
was the only one mentioned by those inter-
viewed); and (ii) limited capacity in, and
low-industry orientation of, government re-
search facilities. However, this is a vicious
cycle and needs to be broken. Government
research institutions cannot develop greater
industry-orientation without kick-starting this
process. Meanwhile, Sri Lanka's private sec-
tor needs to be given confidence in the abili-

27 "National Chamber Commends the 2012 Budget Proposals", The Island, November 22, 2011 http://www.island.lk /index.php?page_
cat=article-details& page=article-details&code_title=39577 [accessed on 1 May 2012].
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ties of government research institutions, and
for this their financial and human resource
capacities need to be expanded.

Budget 2011 too had announced the grant-
ing of a research allowance to university staff
and researchers to incentivize them to con-
duct more research. However, the scheme
has only been in place for less than a year,
and it is unclear as to the impact this incen-
tive has had in terms of spurring more re-
search among university academics. More-
over, the budget proposal did not specify
which areas of research this would be appli-

Box 7.8
Staying Linked with Innovation Leaders - US, Germany, China and India

As Sri Lanka’s innovation capacity is at a nascent stage, it will be important to develop linkages
with the technology and innovation leaders of the global economy. In the midst of the antagonism
stemming from the issues surrounding the end to the armed conflict, Sri Lanka must find a
strategic balance with the West, particularly with innovation leaders like the US. Despite its
current economic troubles, the strength of the US economy lies in its capacity to invent and
innovate. These inventions are converted into commercial or military products at a rate much
faster than in other countries. Many social factors and flexibility in economic policies contribute
to this innovative dynamism. America’s gross domestic expenditure on R&D is the second
highest in the world (next to Japan) and has consistently been higher than the OECD and EU
average. It accounts for a significant 43 per cent of all pharmaceutical patents, half of all
medical patents and almost 20 per cent of all environmental patents. In addition, it publishes
nearly 280,000 scientific articles each year, the highest in the world.

Meanwhile, Europe has its own leaders, especially Germany. Products with the insignia ‘Made
in Germany’ still command an unrivaled global position, renowned for their high quality and
cutting-edge technology. In 2008, Germany spent around 2.6 per cent of its GDP on R&D, well
above the EU average of 1.9 per cent. In 2009, firms based in Germany registered the third
highest number of patents in the world. In an analysis of the world’s leading innovation hubs,
five German cities featured in the top 15 – Frankfurt, Hamburg, Berlin, Stuttgart, and Munich.
The country boasts over 750 publicly-funded research institutions, the highest in Europe. Yet,
it is the German private sector that leads the way in R&D. Of the 62 billion Euros spent on R&D
in 2009, more than two-thirds were by the private sector. Germany’s leadership in innovation
and its sustained focus on developing a highly skilled workforce is what will help it adapt its
economy well to the changing tides.

Closer to home, the Asian innovation leaders are China and India, but China is the clear
frontrunner. While the economic relationships between Sri Lanka and China appear strong at
the moment, much of the partnerships are related to infrastructure (ports, airports, railways, and
roads). Sri Lanka can capitalize on the friendly economic ties on another, possibly equally
important front, technology and knowledge transfer for innovation. China has 708 researchers
per million people compared to 119 in India. By 2009, China had over 16,000 PhDs in science
and engineering, while India had around 6,400. In 2007, the Chinese filed 245,000 patents
compared to 35,000 in India. China is set to overtake Japan as the second largest spender on
R&D after the US in the next two years.

Source:  Wijesinha, A., ‘Sri Lanka in a Changing Global Economic Landscape’, Public Lecture at the
American Centre, 22 September 2011, Colombo.

cable to, and it is likely that it is not a fo-
cused measure meant just for S&T research.
Additionally, the element of innovation has
not come in, where commercializing research
is incentivized through this allowance.

7.8 Importance of International Open-
ness and International Cooperation for
Innovation
Much of the literature on innovation points
to the importance of 'international openness'
as an important element in spurring innova-
tion. The literature emphasizes that domes-
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tic innovation cannot be achieved without
greater openness to international trade and
investment and greater access to international
markets.28  Technology transfer through height-
ened trade and investment linkages is a key
way in which the level of domestic innova-
tion gets upgraded. Sri Lanka has not moved
fast enough on international trade and in-
vestment treaties. It is yet to agree on a CEPA
with India, and no ambitious treaties with
other nations are in the pipeline. Sri Lanka
needs to consider moving more aggressively
on technology partnership agreements at least
like that between India and the US, for ex-
ample, in its thrust to become a knowledge
hub (see Box see 7.9). For this, looking both
East as well as West will be necessary (Box
7.8).

7.9 Reversing 'Brain Drain' and Lever-
aging the Diaspora to Strengthen Inno-
vative Capacity
'Brain drain' was first used to describe the
outflow of scientists and technologists to the
US and Canada in the 1950s and early 1960s.
Now it is used more generally to imply the
outflow of technologically, professionally
and academically qualified persons towards
developed countries and to other fast-devel-

oping countries.  As such, 'brain drains' be-
tween home and host nations are perhaps
the most widely recognized demography of
scientific and technical human capital diffu-
sion trends.

The problem of scarcity of human capital for
innovation is exacerbated in many develop-
ing countries by serious problems of 'brain
drain.' By some estimates, up to one-third
of R&D professionals from the developing
world reside and work in OECD countries.29

With decades of conflict, security and po-
litical uncertainty, and the resultant laggard
economic growth, Sri Lanka has faced sig-
nificant 'brain drain' over the past couple of
decades. Consequently, academic and re-
search institutions in the country have not
sufficiently expanded to absorb graduates in
S&T, and sufficient employment opportuni-
ties in commercial sectors have been slow
to emerge. The conditions of work are less
attractive in Sri Lanka than in developed coun-
tries, where professional opportunities are
more enticing, funding is more forthcoming,
and there is a consequent lack of a critical
mass of researchers required to create active
research communities.

28 UNCTAD (2011), "Key Aspects of Entrepreneurship and Innovation Policy Framework for Enhancing Local Productive Capacities",
UNCTAD.

29 Ibid.
30 Anas, M.U.M. and Wickremasinghe, S., (2010), "Brain Drain of Scientific Community from Developing Countries: The Case of Sri Lanka",

Science & Public Policy Journal, 38(5):381-388.

Box 7.9
India Partners with US for R&D Center

The agreement to initiate a Joint Clean Energy R&D Center in India was one major outcomes of
US President Barack Obama's visit to India in 2010. India and the US pledged to make an effort
to promote clean energies through the initiation of this Joint Clean Energy R&D Center.  The
Joint R&D Center will focus mainly on solar energy, energy efficiency, bio-fuels, clean coal
technology and an integrated gasification combined cycle project that turns coal into synthesis
gas. Apart from its contribution to sustainable economic development, the joint venture is also
projected to contribute to the Indian economy by creating a number of new jobs in India.

Source: http://www.ens-newswire.com/ens/nov2010/2010-11-08-02.html.
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A study using a database of 220 expatriate
scientists and technologists, available in the
expatriate scientists' database of the Science
and Technology Management Information
System of the NSF, reveal that the most com-
monly cited reason by expatriate scientists
for leaving Sri Lanka was to gain further quali-
fications and/or develop skills (71.3 per cent),
followed by better career advancement op-
portunities (59.4 per cent agreed).30 The study
further reveals that expatriate scientists were
also concerned about issues such as lack of
intellectual leadership, suitable role models,
recognition and incentive schemes, and ex-
cessive bureaucracy. However, on the ques-
tion of returning to Sri Lanka, the study was
equally revealing. An overwhelming major-
ity (96 per cent) of the scientific community
surveyed noted that, if their needs are ad-
equately met they would be willing to re-
turn to Sri Lanka. Of them, nearly a half
would prefer to work permanently in Sri
Lanka. Better working environment or work-
ing conditions, as well as adequate salaries
and benefits were the main needs they would
consider for returning. The study quotes a
qualitative interview with a senior manager
of a well-established private company who
observes "that many private sector industries
in Sri Lanka have overlooked the issue of cre-
ating job opportunities for science graduates
and there is a very weak university-industry
institute partnership. Since we offer better
salaries to them than the government sector,
making use of them towards a knowledge-
based economy should help reduce the brain
drain of the country."

While providing a dynamic environment for
graduates to engage in innovative activities
and thereby stem the brain drain, it is also
important to encourage expatriate scientists
to return to their native country. Returning

expatriates bring with them much-needed
tacit knowledge about new scientific meth-
ods, equipment and promising areas of en-
quiry, as well as collaborative networks that
they have built which can help in national
innovation efforts in their country of origin.

Several countries have useful schemes aimed
at this. For example, India's Council for Sci-
entific and Industrial Research provides tem-
porary employment to highly qualified In-
dian scientists and technologists returning
from aboard as a means of eliminating the
uncertainty and economic problems faced by
potential returnees from abroad.31  Establish-
ment of 'science parks' could also be useful
to provide a dynamic environment for expa-
triate scientists to return for regular periods
and conduct collaborative research with lo-
cal partners, and teach or undertake specific
projects at 'home.' Such science parks are
currently established in India, China, Korea,
and Thailand, among other countries. The
'Sri Lanka Emerging Wonder of Asia' docu-
ment states that such projects will be initi-
ated in Sri Lanka too, noting that "two sci-
ence parks will be established in the South-
ern and North-Western Provinces with a view
to facilitating high-tech industries to operate
in a dynamic environment that enables them
to nurture ideas, innovate and develop. These
science parks will contain fully equipped
laboratories and office spaces, innovation
centres to bridge designers and industries and
convenient amenities for both local and over-
seas companies alike." (p.122)

7.10 Way Forward for Sri Lanka
With technological transformations continu-
ing at a rapid pace, and the emergence of a
globalized market place, all countries are
under pressure to become more innovative.
For Sri Lanka too, adopting existing technolo-

31 Krishna, V.V. and B. Khadria (1997), 'Phasing Scientific Migration in the Context of Brain Gain and Brain Drain in India', Science,
Technology & Society, Vol. 2, No. 2.
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gies and best practices, while gradually de-
veloping new ones, is the quickest way for
its products to move up the value chain and
for its economy as a whole to move up the
development ladder. If Sri Lanka is truly as-
piring to be a knowledge-hub, it needs to
take the creation of an innovation culture
and an innovation system more seriously.
Fostering a forward-looking innovation sys-
tem that supports knowledge-interaction
among various parties and commercializa-
tion is critical. In Sri Lanka, the general un-
derdevelopment of the individual compo-
nents of the innovation system, as well as
the nexus between them, is a symptom of
the low priority given to S&T and R&D in-
vestment over the past several years. This may
be largely attributed to the distraction of the
country's long conflict. In post-conflict Sri
Lanka, reversing this will be a key determi-
nant of the country's competitiveness in the
coming decades.

This Chapter stresses weaknesses on several
fronts, which highlight the need for holistic
policy action. Greater investment in R&D is
a must, but prioritizing the fields to which
the funding needs to be directed should be
carefully planned. The R&D undertaken, with-
out limiting to publications, should be taken
forward to research outputs with a commer-
cial value so that there will be a contribu-
tion to the growth of national production.
Instead of the present  context  where the
bulk of R&D expenditure is by the state, cre-
ation of an enabling environment for greater
private sector involvement is essential to
better commercialize S&T research. In mov-
ing from research to innovation, improving
industry-research association is key in order
to adapt research to the needs of the
economy. Focus on generating means to fi-
nance innovation, scaling it up as well as
making it accessible to more people/institu-
tions. Expanding and deepening the talent
pool is another area calling for urgent atten-
tion. Creation of more space in the science

stream in the education sector is essential.
in addition, attracting enterprises, both lo-
cal and foreign, that will demand the knowl-
edge and skills of scientists also needs to be
addressed. Although Sri Lanka is in an ad-
vance position in terms of incentivizing in-
novation by way of tax concessions, to en-
sure full utilization of these, upgrading the
research capacity of state institutes will have
to be seriously looked into, particularly in
areas such as industrial research, which have
a direct contribution towards GDP growth.

A key point made in this Chapter is that in-
novation goes beyond just research. Innova-
tions come from the entrepreneurs who make
them happen and ultimately depend on a
society's responsiveness and ability to trans-
form research into something that adds value
to people's lives, as well as, to the economy.
Encouraging these entrepreneurs with appro-
priate policy support for 'techno-entrepreneur-
ship' is important, for example, by setting a
conducive business environment, providing
better access to capital through VC,
incentivizing commercialization of inven-
tions, etc.

For a successful innovation policy to kick-
in, it will need firm political backing to give
credibility to the vision, and facilitate the
adoption of key measures for removing bu-
reaucratic hurdles. It is also important to have
efficient mechanisms that facilitate cross-
departmental cooperation, as by its very na-
ture, innovation policy concerns parts of gov-
ernment that usually work independently.
Therefore, this Chapter calls for a powerful
National Innovation Council chaired by the
President or Prime Minister which can drive
the innovation policy agenda at a national,
strategic level.Sri Lanka could consider in-
corporating the term 'innovation' in the offi-
cial name of the relevant ministry mandated
to overlook this area, as it would further dem-
onstrate the government's commitment to the
concept and its recognition of its importance.
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Several countries already have this. For ex-
ample, the Ministry of Economic Develop-
ment and Innovation in Canada, the Minis-
try of Economy, Innovation and Development
in Portugal, the Ministry of Science, Tech-
nology and Innovation in Malaysia, the Min-
istry of Science, Technology and Innovation
in Denmark, the Ministry for Innovation and
Technology in Austria, the Ministry of Eco-
nomic Affairs, Agriculture and Innovation in
the Netherlands, the Ministry of Science and
Innovation in New Zealand, and the Minis-
try for Innovation, Science, Research and
Technology in the state of North Rhine-
Westphalia, Germany.

Meanwhile, rewarding and recognizing in-
novations is also important. In an environ-
ment where there are numerous award
schemes in Sri Lanka, a Presidential National
Innovation Awards scheme  introduced to
promote and recognize successful innova-
tions, particularly those that have resulted
from industry-research collaborations, will
be of immense value. This should go beyond
the currently operational Presidential Awards
for Inventors, that takes a much narrower fo-
cus.

While much of the literature on the impor-
tance of innovation to economic develop-
ment focuses almost exclusively on its im-
pact on building more productive and com-
petitive firms and products, Sri Lanka needs
to look at the innovation imperative more
holistically -- on how it matters to society as
a whole. Innovations would be important
not just for firm-level progress, but also so-
cial development. Innovations can lead to
better ways of delivering public health care,
safer and more efficient public transport,
better disaster warning systems, etc.

In summary, Sri Lanka needs to take a holis-
tic approach to innovation if it is to succeed
in building a competitive economy capable
of growing at a sustained, fast rate. Sri Lanka's
competitor countries are moving forward at
a rapid pace in this regard. Making innova-
tion policy a key priority in the coming de-
cades will determine how the country places
itself in a rapidly changing global economic
environment, delivering high growth and in-
creased prosperity for its people.
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8. Reinforcing Growth with Better Institutions

8.1 Introduction

Achieving and sustaining a high level of inclusive
socio-economic growth is a core policy priority in
Sri Lanka, particularly in its post-conflict phase of
development. The most crucial foundation that un-
derpins all facets of socio-economic growth is the
nature and quality of a country's institutional frame-
work. Whilst the role of institutions in stimulating
and sustaining growth is summarily referred to in Sri
Lanka's domestic policy discourse, the primacy of
the institutional framework has not received due at-
tention in the policy process. Moreover, there are
significant gaps in knowledge on the contours and
dynamics of institutions as they relate to the Sri
Lankan policy space. This Chapter addresses crucial
questions including, what are institutions; how are
institutions situated in the policy process; what is
the link between institutions and socio-economic
growth; which institutions matter and why; and, how
do you build high quality institutions that are sus-
tainable over time.

Mapping out and unpacking complex phenomena
such as a country's institutional framework is not a
linear exercise, given the web of interdisciplinary
threads that underpin it. As such, this Chapter will
specifically focus on four key policy areas that are
crucial for Sri Lanka to stay on the growth trajectory
and discuss the underlying institutional framework
that needs to be in place for development to be sus-
tainable. The four areas that will be analyzed in de-
tail are: state capacity and taxation; the role of land
titles in enhancing agricultural sector productivity;
public and private investment in physical infrastruc-
ture development; and, building institutions to en-
hance industrial sector productivity through the de-
velopment of SMEs. It is argued that unpacking the
institutional underpinnings of each of these four ar-
eas will help understand the nature and contours of

‘
‘

Political commitment
and the nature of the

political leadership are
central to the building

of high quality
institutions; institutions
that foster sustainable
socio-economic growth
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institutions required to get to a sustainable
level of growth in these specific policy sub-
sectors, whilst also bridging at least some
component of the existing knowledge gap
on institutions as they relate to the policy
process in Sri Lanka.

The next section of this Chapter provides a
conceptual framework for the analysis of
institutions and growth. This section sets out
the analytical basis for the exploration of
the four specific policy areas in the Sri Lankan
context in Section 5.3. Policy conclusions
and the way forward are discussed in Sec-
tion 8.4.

8.2 Institutions and Socio-economic
Growth: A Conceptual Framework
Understanding the role of institutions in
socio-economic growth is now recognized
by development thinkers and practitioners
as being crucial in shaping the policy pro-
cess and outcomes. The centrality of institu-
tions in the development process is evi-
denced by the vast and growing literature
on this subject. The complexity of the sub-
ject is seen in the web of multidisciplinary
threads that are woven together to define,
explain and operationalize institutions and
their interactions in the broader socio-eco-
nomic growth process. However, whether it
is the ‘old institutional economics’ strand
of thinking propagated by scholars such as
John Commons and Thomas Veblen, 'new
institutional economics' associated with
works by Douglass North and Oliver
Williamson, or 'institutionalist political
economy' as coined by authors such as
Ha-Joon Chang, the debate is no longer
whether institutions matter or not in the
policy process.

As demonstrated by the awarding of the
Nobel Prize in Economics to numerous
scholars in new institutional economics over
the years -- Ronald Coarse (1991), Douglass
North and Robert Fogel (1993), and Elinor
Ostrom and Oliver Williamson (2009) -- in-
stitutions are firmly ensconced in any mean-
ingful discourse on development. The rel-
evant questions for policy makers are how
to define institutions and their dynamics in
the policy process,1  how to determine which
institutions matter to stimulate and sustain
socio-economic growth, and how to acquire
and embed high quality institutions that pro-
mote sustainable development.

8.2.1 Conceptualizing Institutions and
Institutional Dynamics in the Policy
Process
Institutions as discussed in this Chapter fol-
low the definition adopted by North (2005),2

which emphasises and distinguishes between
the role of both individuals and organiza-
tions as well as both formal and informal
institutions in the policy process:

'Institutions are the rules of the game -
both formal rules, informal norms and
their enforcement characteristics. To-
gether they define the way the game is
played. Organizations are the players.
They are made up of groups of individu-
als held together by some common ob-
jective.' (p.22)

A schematic depiction of North's concep-
tual framework is illustrated in Figure 8.1.
This framework provides a useful template
to understand the dynamics of institutions
in the policy process. For instance, entities
such as the state and the market are con-

1 See Chang, Ha-Joon (ed.), (2007), Institutional Change and Development, United Nations University Press, New York; Rodrik, D., (2007),
One Economics Many Recipes: Globalization, Institutions and Economic Growth, Princeton University Press; Shirley, M., (2008),
Institutions and Development, Edward Elgar, U.K.

2 North, D., (2005), “Institutions and the Performance of Economies over Time,” in C. Menard and M. Shirley (eds.), Handbook of New
Institutional Economics, Springer, Netherlands.
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ceived as organizations that continuously
interact with both formal institutions such
as the Constitution, laws and property rights
structures of a country, and informal insti-
tutions such as the level of trust, power and
corruption - what scholars refer to as 'social
cohesion.'3

What is important to note is that more of-
ten than not, social cohesion or the nature
of informal institutions are key determinants
of the efficacy of a country's institutional
framework as a whole. A noteworthy fea-
ture in post-conflict societies for example,
is that whilst formal institutions such as the
legal framework maybe solid, informal in-
stitutions or factors of social cohesion, such
as trust, may well be eroded and power re-
lationships maybe inimical to sustainable
growth -- further emphasising the fact that
informal institutions play a more important
role in shaping policy outcomes.

A second crucial feature set forth in North's
framework is that there is a mutually re-
inforcing causal link between individuals/
organizations and institutions. Constructs
such as path dependence and mental mod-
els/cognitive perceptions of individuals' in-
terpretation of real world phenomena influ-
ence the nature and contours of institutions
and the manner in which institutions relate
to the policy process.4  Figure 8.2, adapted
from the writings of Jenkins (1993) and Hill
(2009) on the policy process,  while incor-
porating North's conceptualisation of insti-
tutions, provides a useful framework to un-
derstand the dynamics of institutions in the
policy process -- in this instance, the devis-
ing and implementation of pro-growth poli-
cies.

Although this schematic is a stylized por-
trayal of the complex and multi-layered na-
ture of the policy process, it provides a num-
ber of useful insights that help to unpack
the 'black box' of public policy. The dia-
gram sets out the key components and con-
figurations of the policy space -- a socio-
economic and political arena where institu-
tions, organizations and individuals interact
in a dynamic fashion to influence public
policy.

First, the policy space as illustrated in Fig-
ure 8.2 includes both the 'internal' policy
process consisting of the chain of interac-
tions from policy objectives to policy out-
comes as well as what is termed the policy
'environment,' which consists of the broader
social, economic, political and cultural con-
text within which the policy process is em-
bedded. This 'external' environment and the
'internal' policy process are complex con-
structs that mutually re-inforce one another
over time, with path dependence playing a
vital role in these interactions. Moreover,
institutions -- both formal and informal -
can be a part of both the external environ-
ment and the internal policy process as
shown in Figure 8.2.

Second, the political system consists of two
non-transparent, interrelated mechanisms:
the decision system and the organizational
network. The decision system comprises
authoritative actors -- for example an Execu-
tive President -- who have the capacity or
power to make direct policy choices. These
actors in turn operate within the parameters
of institutional and organizational layers
such as the electoral system, legislative and
judiciary branches of the state, and bureau-
cratic networks. As such, any policy deci-
sion made within the 'black box' of the po-

3 Easterly, W., Ritzan, J. and Woolcock, M., (2006), "Social Cohesion, Institutions and Growth", Working Paper No. 94, Center for Global
Development, Washington D.C.

4 See Jenkins, B., (1993), Policy Analysis: Models and Approaches, in M.Hill (ed.), The Policy Process: A Reader, U.K: Prentice Hall,
UK.; Hill, M.,( 2009), The Public Policy Process, Pearson Education Limited, UK.
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litical system rests on the outcome of a dy-
namic interaction between the decision sys-
tem and organizational networks.

Third, there is a bi-directional flow between
the political system and policy objectives
such as the demand for inclusive and sus-
tainable socio-economic growth, for instance
through various individuals and organiza-
tions defined here as 'mediating variables.'
Further, these policy objectives impact on,
and are in turn impacted upon by the insti-
tutions that make up the external environ-
ment.

Fourth, policy decisions and choices com-
ing out of the political system result in policy
outputs - or the direct outputs of political
choices. These policy outputs then have real
world consequences or policy outcomes
(both intended and unintended) - including
those that arise from political inaction. In
this context, the 'policy gap' is conceptual-
ized as the gap between policy outputs and
policy outcomes. What is clear from this
depiction of public policy and of the inter-
actions between institutions and the policy
process is that context matters; the socio-

Source: Knight-John, M., (2011), "Privatization, Competition and Regulatory Governance: A Case
Study of Sri Lanka's Telecommunications Sector", PhD Thesis, University of Manchester.

Figure 8.1
Defining an Institutional Framework
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8.2.2 Understanding the Role of Insti-
tutions in Socio-Economic Growth
A straightforward application of basic eco-
nomic principles would indicate that socio-
economic growth is linked to the ability of
a country to increase its human and physi-
cal capital and improve its technology. How-
ever, this leaves open the question as to why
some countries have less human and physi-
cal capital and technology and also make
less effective use of their factors and oppor-
tunities. The development literature is re-
plete with debates on the differences in
socio-economic growth amongst countries.
Why have countries such as Brazil, Russia,
India, and China recorded impressive growth
rates whilst other countries in Sub-Saharan
Africa, Latin America and South Asia have
stagnated? How are differences between the
industrialized and newly industrialised coun-
tries (NICs) and poorer lagging regions ex-
plained? What are the fundamental causes
for these significant cross-country variations?

Geography and initial resource endowments
are recognized in the literature as being nec-
essary conditions for socio-economic
growth; and, cross-country differences in
these variables are considered to be impor-
tant explanatory factors in determining
whether a particular society is rich or poor.
However, how a society uses favourable geo-
graphical factors and its resource endow-
ments relate again to a country's institutional
framework. Additionally, whilst the impor-

tance of growth engines such as sound macro-
economic policies, investment and innova-
tion, and education is acknowledged, it is
argued that these factors are proximate and
not the ultimate causes of growth. In the
final instance, there is general agreement
across the development literature, that in-
stitutions are the fundamental cause of socio-
economic growth and that differences in the
nature and quality of institutional frame-
works explain cross-country variations in
growth.5

In contrast to Acemoglu and Robinson
(2012) who argue very strongly that particu-
lar forms of institutions are clearly linked to
specific outcomes, economists such as Ha-
Joon Chang (2007) suggest that there is a
considerable knowledge gap in the under-
standing of which institutions and in what
form, are necessary and sufficient for sus-
tainable development. This gap broadens in
view of the fact that the contours and dy-
namics of institutions are context-specific
and that blue-prints are often futile in de-
velopment practice, emphasizing the need
for more country case studies to enhance
understanding on the subject. The argument
posited by Acemoglu and Robinson (2012)
is fundamentally that 'inclusive' economic
and political institutions are essential for
sustainable development. They argue that it
is these types of institutions -- in contrast to
'extractive' socio-economic and political
institutions -- that enforce property rights,
create level playing fields, encourage invest-
ments in new technologies and skills, and
facilitate innovation. Interestingly, the Chi-
nese success story in this analysis is not a
sustainable one; it is only a matter of time
before social cohesion shaped by an authori-
tarian political regime undermines the growth
process.

5 See Acemoglu, D. and J. Robinson (2007), “The Role of Institutions in Growth and Development,” Commission on Growth and
Development, Working Paper No. 10, World Bank, Washington D.C; Acemoglu, D. and J. Robinson (2012), Why Nations Fail: The
Origins of Power, Prosperity and Poverty,  Crown Publishers, New York.

political and economic characteristics of a
particular country matters. In light of the
analysis in this Chapter, there is no univer-
sal recipe for sustainable socio-economic
growth, and a policy transfer of any kind
needs to take note of the formal as well as
informal institutional structures that prevail
in a particular society.
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Whilst there is consensus in the institutional
literature on the centrality of political insti-
tutions in shaping and sustaining the growth
process, the position adopted by Acemoglu
and Robinson (2007, 2012) in advancing the
case that democratic political systems are
crucial for sustainable development is de-
batable. The political system, whilst central
to the policy process, is only one element
in the dynamic web of interactions amongst

The notion of state capitalism, associated with the British East India Company, has over recent
years been resurrected and reengineered in emerging economies with remarkable success.
The high levels of growth achieved by countries such as China, Brazil and Singapore over
several decades for instance, point to the sustainability of this model of development.

What in essence is state capitalism and what needs to be in place for this approach to work
well? As described in “The Special Report,” The Economist, January 21st, 2012, p.3, state
capitalism:

“....tries to meld the powers of the state with the powers of capitalism. It depends
on government to pick winners and promote economic growth. But it also uses
capitalist tools such as listing state-owned companies on the stock market and
embracing globalization.”

The critical factor for success in this model is a competent state. A state that has the capacity to
use capitalist tools to achieve sustainable economic growth – as in the case of China where the
state has been successful in converting industries into companies run by professional managers
and avoiding the pitfalls of crony capitalism. The Chinese success story with the commanding
heights of the economy directed by a one party state (Chinese Communist Party) does not fit the
recipe for sustainable growth propounded by scholars such as Acemoglu and Robinson (2012).
However, China’s GDP has grown at an average of 9.5 per cent over the past 30 years with
international trade recording 18 per cent growth in volume terms. This is no mean achievement.
What this does imply is that the manner in which institutions function are not necessarily linked
to their form, as assumed in the orthodox development literature. In Chinese SOEs for example,
the government exercises control through ownership of shares rather than through the traditional
mode of reporting directly to government ministries. Brazil, which has a democratic political
system, has a different albeit successful version of state capitalism – acquiring minority shares
in a broad spectrum of SOEs and channelling resources into a handful of national champions
in natural resources and telecommunications.

Whilst state capitalism has its flaws – for instance, principal agent problems associated with
regulating companies that it also owns and manages – the evidence from around the world
suggests that this model is here to stay. Moreover, the pitfalls associated with ‘extractive’
institutions – such as corruption, nepotism and political capture inimical to sustainable growth
– are not alien to liberal capitalism. As such, it is up to individual nations to foster ‘inclusive’
institutional structures and processes that will lay the foundation for sustainable socio-economic
growth.

institutions, individuals and organizations
that shape policy choices and outcomes (see
Figure 8.2). It is conceivable therefore, that
a 'democratic political system' can co-exist
with informal institutions of rent-seeking and
power that are 'extractive' in the way they
function; or alternatively that an 'authori-
tarian political system' can be constrained
by forces of social cohesion that are 'inclu-
sive.'

Box 8.1
Whither State Capitalism?
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The questions remain as to which institu-
tions matter to stimulate and to sustain
growth, and how a society can acquire and
embed a sound institutional framework that
will facilitate stable, inclusive and sustain-
able socio-economic development. Two
important caveats highlighted in this regard
is that whilst high quality institutions may
well be a result of economic prosperity, as
they are their cause,6 a growing body of em-
pirical research suggests that institutions
are very strong determinants of aggregate
incomes. For instance, a society that is able
to establish rules of the game that strengthen
the property rights of investors and entrepre-
neurs, has a greater chance at achieving a
long term increase in productive capacity.

As argued in Chang (2007), the problem
arises from the fact that the mainstream de-
velopment literature fails to distinguish be-
tween the forms and functions of institu-
tions. As such, forms of institutions such as
democracy, independent judiciary, and ab-
sence of state ownership, for example, are
confused with the functions they perform --
such as the rule of law, respect for private
property, enforceability of contracts and re-
straints on corruption. This confusion has
resulted in reductionist thinking that pre-
empts the reality of the type of state capital-
ism practiced in China and Brazil for in-
stance, that has undoubtedly shown results
for over two decades (see Box 8.1). The rise
and success of state capitalism has also ex-
posed the futility of maintaining intellec-
tual divisions between the constructs of
states and markets -- a case in point being
the rather narrow conceptualization of in-
stitutions set forth in the 2002 World De-
velopment Report on "Building Institutions
for Markets."7  As will be further evidenced
by the Sri Lankan case studies analyzed in

Section 8.3, states and markets play an in-
herently complementary role in the devel-
opment process.

However, as noted in Rodrik (2004) and re-
iterated in Chang (2007), there is a tendency
towards what they term 'property rights re-
ductionism' in the mainstream development
literature. In response to which institutions
matter to stimulate and sustain socio-eco-
nomic growth, the orthodox literature has
tended towards over-simplifying what is
meant by the institutional framework by fo-
cusing almost entirely on formal institutions
of property rights. The problem with this
approach is that at an empirical level, it can-
not accommodate real world cases such as
China's development story -- where high and
sustained levels of growth have been
achieved with a complex assortment of pri-
vate, public and hybrid ownership patterns
and with relatively unclear property rights
structures. What is important to note is that
property rights, in terms of sustainable socio-
economic growth, need not necessarily be
the Western-style structures propounded in
works such as the World Bank (2002). In
essence what matters is the manner in which
these institutions function to create incen-
tives that facilitate growth and development.

Extending this line of thinking further to the
question of what type of institutions are
important to achieving and sustaining socio-
economic growth and reflecting on the dis-
cussion above on forms and functions, it is
argued that informal institutions in a given
society, such as trust, power, corruption and
culture, play a more important role than for-
mal institutions such as laws and property
rights in shaping policy outcomes. This line
of thinking can lead to rather sticky policy
insights which are context specific and not

6 Rodrik, D., (2004), Institutions and Economic Performance - Getting Institutions Right, CESifo DICE Report, Ifo Institute for Economic
Research, University of Munich.

7 World Bank (2002), Building Institutions for Markets: World Development Report 2002, World Bank, Washington, D.C.
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readily amenable to generalization, given
that local values and norms shape informal
institutions and their dynamics. However,
on a positive note, getting to a deeper un-
derstanding of the local context provides for
a far better chance at getting institutions right
-- which in turn lays a more solid founda-
tion for inclusive, stable and sustainable
growth. Once again, this reiterates the need
for specific country cases, such as the four
policy issues in the Sri Lankan context, ana-
lyzed in detail in Section 8.3.

8.3 Institutional Requirements for Sus-
tained Growth in Sri Lanka
As set out in Sections 8.1 and 8.2, the driv-
ers of growth cannot be generalized across
all economies. Case specific studies of in-
dividual economies are important as the
ground realities of different countries vary
from each other. What follows is a discus-
sion of the institutional imperative in terms
of the Sri Lankan economy. Four distinct ar-
eas for discussion are selected, given the sig-
nificant role played by each in the overall
economy and their potential to contribute
to the envisaged growth momentum in the
country.

8.3.1 Taxation and State Capacity in Sri
Lanka
Post-conflict Sri Lanka has seen an increas-
ing role of the state in development oriented
activities. The government has taken the lead
role in many economic activities such as
the provision of physical infrastructure

through programmes like 'Gama Naguma'
and 'Maga Naguma' and livelihood devel-
opment schemes such as 'Divi Naguma.'
This has resulted in a sharp rise in govern-
ment expenditure in recent years (Table 8.1).

To sustain this investment drive and to pro-
vide the high quality formal institutional
framework required to sustain targeted lev-
els of growth, the state requires resources.
Taxation is the main process through which
a government raises revenue. Any force
which hinders this process undermines state
capacity for resource mobilization, thereby
limiting the ability of the state to provide
capital for development programmes as well
as desirable formal institutions for the pub-
lic. State capacity to mobilize resources to
meet the growing demand for capital and
the provision of high quality institutions for
sustained growth is a key issue in Sri Lanka.
Issues of revenue collection and public ser-
vice delivery need to be addressed in order
to achieve and sustain the targeted level of
growth. Current weaknesses in revenue gen-
eration can be attributed to three major rea-
sons: the limited tax base, poor decentrali-
zation of revenue collection authority, and
weak tax administration.

A key reason for declining government rev-
enue is its limited tax base. Tax evasion
among corporates, traders and professionals
by means of non-filing of returns, under-re-
porting of income or over-statement of ex-
penses is a common phenomenon in the

Table 8. 1
Government Investment in Infrastructure (as % of GDP)

2008 2009 2010 2011

Total   5.2   6.4   6.0   5.8
Physical infrastructure   3.8   5.3   5.0   4.8
Social infrastructure   1.4   1.1   1.0   1.0

Source: CBSL, Annual Report 2011.
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country.8  As the World Development Re-
port (2002) indicates, developing countries
have a:

'...disproportionate reliance on tax revenue
from large firms, which are more visible and
easier to tax...High tax burdens, along with
harassment by tax officials and unnecessary
cost of compliance can contribute to a firm's
decision to exit the formal economy.'(p110)

In Sri Lanka, weak corporate disclosure can
be observed due to the above reasons. Out
of over 30,000 registered companies, only
255 are listed in the share market.9  A simi-
lar trend can be seen among professionals
such as doctors and lawyers with private
practices.

Successful lobbying by powerful stake hold-
ers to deter or subvert taxes is another source
of revenue loss for the government. This also
harms the doing-business environment by
sending negative signals to investors as such
actions signify state capture at the hands of

a few successful companies. In other words,
this is an instance where Sri Lanka has fallen
victim to crony capitalism unlike China (see
Box 8.1). Sri Lanka has also seen ad hoc tax
exemptions by the Board of Investment (BOI)
to attract foreign investors. While this only
led to a marginal improvement in FDI, the
loss of government revenue due to these ex-
emptions is calculated to be as much as 1
per cent of GDP per annum.10

The 13th Amendment to the Constitution
of Sri Lanka, enacted in 1987, is widely rec-
ognized as the first attempt at decentraliz-
ing administrative authority. It instituted
Provincial Councils (PCs) which were del-
egated the authority to take administrative
and fiscal decisions at the provincial level.
Devolution of power at the local level can
be beneficial as it enables authorities at the
grass roots level to provide development
programmes and public services tailor made
for a particular locale. Thus, Sri Lanka at
least has nominal formal institutions in
place for sustained local level development.

8 Waidyasekera, D. D. M., (2009), “The Role and Importance of Taxation”, Daily News, URL: http://www.dailynews.lk/2009/03/05/
bus15.asp (accessed on May 1, 2012).

9 Kelegama, S., (2011), “Political Economy of Taxation in Sri Lanka”, paper presented at the "International Conference on Taxation and State
Building", November 3-4, 2011, Colombo.

10 Kelegama S., “Tax Issues - Current System Not Delivering Needed Revenue”, The Sunday Times, URL: http://sundaytimes.lk/101121/
BusinessTimes/bt10.html (accessed on May 1, 2012).

Table 8.2
Fiscal Operations of Provincial Councils

2007 2008 2009 2010 2011

Tax revenue as a percentage of 18.9 21.6 19.1 21.3 23.2
total expenditure
Central government transfers  as a 78.1 74.1 72.1 73.5 74.8
percentage of total expenditure
Current expenditure  as a percentage 82.0 85.9 85.4 81.9 81.8
of total expenditure
Capital expenditure  as a percentage 18.0 14.0 14.5 18.1 18.1
of total expenditure

Source: Based on data from CBSL, Annual Report 2011.
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However, the role played by the PCs in the
country's provincial development has been
limited. As Table 8.2 indicates, these insti-
tutions have over the years been dependent
on central government grants for their ex-
penditure. It also shows that the share of
capital expenditure at the provincial level
has been very low compared to current ex-
penditure.

The 2011 Budget restructured revenue allo-
cation, reassigning their main source of rev-
enue -- the Turnover Tax (TT) -- to the cen-
tral government, and allowing other trans-
fers to be made from the central government
to local authorities to compensate for the
loss of TT. These include (i) one-third of
revenue collected from the Nation Building
Tax (NBT) by the central government; (ii)
entire stamp duty collected; and (iii) 70 per
cent of revenue generated from motor ve-
hicle registration fees.

These recent changes have left the PCs
weaker in terms of their power to make any
meaningful contribution to the economic
development of the provinces. This is an in-
stance where forms differ from functions;
although the formal institution of local au-
thorities has been set up, its functions have
been curtailed, leaving the PCs ineffective.

The failure on the part of PCs to enhance
their capacity for greater revenue mobiliza-
tion also lies in the fact that they are not
sufficiently incentivized to exhibit better
performance. For example, empowering lo-
cal governments would encourage local au-
thorities to perform better, leading to better
provision of public goods. However, as
pointed out above, local level authorities
are increasingly deprived of their autonomy
to engage in better provision of public
goods. Also, performance is not naturally

guaranteed by delegating authority; the nec-
essary checks and balances also need to be
there. Authorities would not be incentivized
if they are not held accountable to the pub-
lic. In this regard, developing a state-citizen
nexus at the local level is crucial. However,
this is lacking in Sri Lanka, especially at the
local level.

Local government expenditure should ide-
ally be tied to their revenue collection, thus
creating a transparent fiscal process. As stated
above, authorities should be held account-
able to the public. In Sri Lanka though, this
process is hindered by the dependence of
PCs on the central government. Moreover,
societal apathy can be observed among the
public towards the operations of the PCs.
While PCs themselves do not actively en-
gage in information sharing with the public,
agencies responsible for the provision of in-
formation, such as the media, show similar
apathy. This is largely created by the dis-
connect between the internal policy envi-
ronment and the external political environ-
ment as portrayed in Figure 8.2. Citizens
lack a sense of social cohesion which leaves
public involvement minimal in the politi-
cal process. Also, much of the political at-
tention in Sri Lanka is held by the centre,
which is becoming increasingly powerful.
Both these factors leave PCs with no real
commitment to greater revenue generation
at the local level. As indicated in Box 8.2,
this fact contrasts with the practice of a coun-
try like South Africa where the citizens 'felt'
a direct link between revenue collection and
public service delivery. As such, increasing
the revenue pool by expanding the tax base,
proper incentivizing of tax administration
and greater decentralization of authority re-
main the challenges in expanding state ca-
pacity for better provision of institutions and
public services for sustained development.
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Box 8.2
Political Economy of Tax Administration - The South African Success Story

Since 1960, South Africa has maintained the ratio of tax collection to GDP above 20 per
cent. It was the highest among middle income countries in the period from 1960 to 2000.
The period between 1997 and 2002, saw average tax revenue of over 25 per cent compared
to the middle income country average of 15 per cent. What factors led to this remarkable
performance in revenue collection?

• Firstly, tax reforms have been supported by two of the most significant stake
holders; the state and ‘upper-income white groups, especially because these
segments were made to understand the benefits that can be delivered through
a greater revenue pool.

• Secondly, automation of tax collection facilitated more efficient tax
administration at all levels.

• The introduction of a pay-as-you-earn (PAYE) tax, the collection of which
was facilitated by employers.

• Revenue collection bodies, the Inland Revenue, Customs, and Excise
Department were integrated to form one revenue collection authority – the
South African Revenue Services (SARS).

• Lastly, greater information sharing occurs between the fiscal management
authorities, namely, the Finance Ministry, Central Bank, and SARS.

This scenario is in direct contrast to developing countries like Sri Lanka where tax
administration has failed to garner stakeholder support, is infested with cumbersome and
extended procedures, has minimal information sharing, and has been stagnant in its revenue
structure.

Source: Chang, Ha-Joon (2007), Institutional Change and Development, United Nations University
Press, New York.

8.3.2 Land Titling and Agricultural
Productivity
Although Sri Lanka's agricultural sector con-
tribution to GDP has been dropping consis-
tently, a significant share of the population
is still employed in this sector. Therefore,
enhancing productivity in the agricultural
sector has strong implications on sustaining
the country's growth momentum.

The literature suggests that establishing well-
functioning agricultural markets are espe-
cially significant in relation to productivity.
Property rights and land titling is a key de-
terminant of dynamic agricultural markets,

and establishing secure land titles leads to
increasing agricultural productivity. It cre-
ates opportunities for easy access to credit,
thus increasing the level of investment in
agriculture. This process, as argued for in-
stance, in the World Development Report
(2002), also enables land transfers from in-
efficient parties to more efficient ones. More-
over,

'Land is considered as the basic asset
of the poor and in theory secure prop-
erty rights to land are identified as the
key to the realization of economic and
non-economic benefits through greater
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investment, increased access to credit
markets, increased transferability and
transactions, decreased risk and fear
of expropriation and sustainable man-
agement of resources.'(pp. 103-104)11

In Sri Lanka, nearly 82 per cent of land is
controlled by the state, while close to 27
per cent of peasants suffer from landless-
ness.12  Land allocation in Sri Lanka occurs
both through formal and informal institu-
tions. Formal land distribution is mainly
governed by the state under the State Land
Ordinance, Land Development Ordinance
and Land Grant (Special Provisions) Act.
However, poor targeting of land distribution
by the authorities has led to the neglect of
poor farmers who are interested in agricul-
ture; it is common practice for land to be
distributed among cronies of officials, who
have no interest in agricultural activities. Ab-
sentee landlords have acquired land through
corrupt practices of regulatory agencies.
There are numerous authorities which con-
trol land in Sri Lanka. These include the For-
est Department, Department of Wildlife
Conservation, Mahaweli Authority, Planta-
tion Companies, Southern Area Develop-
ment Authority, Coast Conservation Depart-
ment and Urban Development Authority.
The lack of a clear mandate for these indi-
vidual institutions has led to overlapping
functions, allowing space for malpractice in
land distribution and ineffective governance
of land in Sri Lanka.

While formal property arrangements and land
markets can be seen in the urban and plan-
tation sectors, informal arrangements in land
transfers and land use are highly prevalent
in rural agriculture. This is due to inflexible
legal restrictions imposed by the state on
rural agricultural land with regard to inher-
itance, sub-division and transfer. As a re-
sult, informal institutions have developed
in the above transactions as well as in land
mortgages, leases and sales. This is a prime
example of where both informal and formal
institutions are at play. However, instead of
leading to the efficacy of formal institutions,
these informal arrangements have emerged
because formal institutions have failed to
guarantee agricultural sector growth.

As argued earlier, well-functioning land
markets lead to increased agricultural pro-
ductivity. Indeed, studies have shown that
non-functional formal land markets are posi-
tively related to the reduction of the extent
of paddy cultivated in Sri Lanka.13  The key
drawback is in not establishing proper land
titling, especially with regard to alienated
and encroached land.14  Rigidities in prop-
erty rights in Sri Lanka are (i) segmentation
of the land sales market; (ii) reduced access
to land by the poor; (iii) prevention of land
sales even when the current owner fails to
succeed at farming; and, (iv)reduced access
to credit as such land is not accepted by the
formal financial system as collateral. All

11 Samaratunga, P., (2008), "Achieving Economic Efficiency and Equitable Distribution of Land Use through Reforms and/or Market Discipline",
in S. Kelegama and D. Gunewardena (eds.), Economic and Social Development under a Market Economy Regime in Sri Lanka: Buddhadasa
Hewavitharana Felicitation Volume II, VijithaYapa Publications, Colombo.

12 IPS, (2004), "Land Policy in Sri Lanka", in Sri Lanka: State of the Economy 2004, Institute of Policy Studies of Sri Lanka, Colombo.
13 Samaratunga, P., and D. Marawila (2006), "Rural Land Sector in Sri Lanka: Major Characteristics, Determinants and Implications for Land

Policy", Institute of Policy Studies of Sri Lanka, Colombo.
14 A "Land Titling and Related Services Project" implemented from 2001 to 2006 aimed at building the institutional framework by improving

titling methods and identifying the legal constraints to the operation of efficient land administration and making necessary recommendations.
Although it failed to achieve the intended outcome within the duration of the project, it made draft recommendations to the Registration
of Title Act (1998) which can be adopted to improve the legal basis for title registration, and was successful in linking title and deed
registration through the Registrar General's office. A total of 19,458 land parcels were surveyed and given titles under this project [Centre
for Poverty Analysis, (2006), "Putting Land First: Exploring the Links between Land and Poverty", Colombo].
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these factors eventually lead to productivity
issues in the agricultural sector.

Informal land rental markets have emerged
in rural areas as an alternative to this issue.
These informal arrangements have led to the
creation of larger operational holdings, higher
investment, greater use of technology, more
commercialization of production, and in-
creased displacement of inefficient cultiva-
tors.15  Perhaps a possible policy measure
would be to adopt and legalize the existing
informal land market arrangements which
are obviously better suited for local needs.

As suggested by the literature pertaining to
Sri Lanka, land titling in itself is not a con-
cern of the rural agricultural sector. How-
ever it can certainly be seen as a means to
an end in overcoming the drawbacks preva-
lent in agricultural land markets that are
outlined above, which adversely affect pro-
ductivity in the sector.

8.3.3 Public-Private Partnerships in
Physical Infrastructure
Post-conflict Sri Lanka has seen a heightened
infrastructure development drive. Govern-
ment involvement in infrastructure, both at
the national and rural level, is being driven
by various programmes, with a sharp rise in
public investment in infrastructure. With
total public investment in infrastructure hov-
ering in the range of 5 per cent of GDP, Sri
Lanka appears to be in line with suggested
investment requirement in infrastructure for
a developing country, estimated to be around
5.5 per cent of GDP.16  In Sri Lanka, nearly

all requirement of investment in infrastruc-
ture is being provided by the government.

While infrastructure development is crucial
for sustaining high growth, the current in-
frastructure drive is mainly financed through
foreign grants and loans which come with a
hefty price tag. Therefore, promoting private
participation in infrastructure development
remains crucial for Sri Lanka. In fact, the
CBSL states:

'In 2011, policy measures were initi-
ated by the government to improve the
performance of SOEs to increase their
return on investment through the de-
velopment of an economically feasible
cost reflective pricing structure, and
thereby reducing the reliance on the
government budget. SOEs are also ex-
pected to explore innovative Public-Pri-
vate Partnership (PPP) strategies and
attract private investments to catalyze
the development process.' (p.60)17

The case for private investment in infrastruc-
ture is also justified by the fact that like
many developing countries, public monopo-
lies in infrastructure provision in Sri Lanka
has led to poor service quality and drain of
public finance. The CPC made a loss of Rs.
94 billion in 2011 compared to Rs. 27 bil-
lion in 2010 and the CEB saw a financial
downturn with a loss of Rs. 25.5 billion
from a profit of 4.8 billion the year before.
Box 8.3 outlines some of the factors which
led to this fiscal drain.

15 Jogarathnam, T., (2001), "Allocation of State Land for Peasant Agriculture in Sri Lanka: Towards an Employment Strategy Framework in Sri
Lanka", URL: http://ilo-mirror.library.cornell.edu/public/english/region/ asro/colombo/ download/ jogprf01.pdf (accessed on May 1, 2012).

16 World Bank (2005), Infrastructure and the World Bank: A Progress Report, URL: http://siteresources.worldbank.org/DEVCOMMINT/
Documentation/20651863/DC2005-0015(E)-Infrastructure.pdf (accessed on April 28, 2012).

17 CBSL, Annual Report 2011.
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Box 8.3
Key Issues of Selected SOEs in Sri Lanka

The CEB, CPC, SLR and SLTB have been among the main SOEs which are famous for having
suffered from chronic financial failure, as the numbers below indicate.

Financial Performance of Selected SOEs (Rs. bn.)
2009 2010 2011

Operating loss of SLR 4.8 3.2 4.1
Operating loss of SLTB 8.0 8.4 3.8
Operating loss of CPC 26.2 27.0 94.0

Operating loss of CEB 11.0 -4.8 25.5

                    Source: CBSL, Annual Report, various years.

While there are many case-specific reasons for this poor fiscal performance from one SOE to
another, a few key factors which are common among these can be identified. When it comes
to CEB and CPC, they have been victims of price manipulation. As opposed to many countries
that let the forces of demand and supply decide the price of utility, energy, and power prices,
in Sri Lanka the rates have always been maintained by the state below the cost of supply. This
practice, which is fuelled by short term political economy interests, has not allowed state
utilities to follow global practices of conducting revisions based on a pricing formula which
factors in international prices, exchange rate and various taxes payable at customs. Unlike in
the case of the CPC, the Public Utilities Commission of Sri Lanka (PUCSL) introduced such a
tariff calculation formula for the CEB to be instituted every six months. However, apart from its
initial exercise in January 2011, the PUCSL has failed to continue with the tariff revisions.

In the case of the SLR and SLTB, the two salient factors which are common to both remain the
problem of overstaffing and poor maintenance and upgrading of infrastructure. Successive
governments in Sri Lanka have used entities such as the SLR, SLTB and even CPC and CEB to
absorb surplus workers, leaving them heavily overstaffed with under qualified employees.

In addition, both SLR and SLTB have suffered from a lack of maintenance and upgrading of
infrastructure. Although the road network is now improving, the railroad network is yet to be
improved and integrated with the road transport network. Moreover, apart from a few ad hoc
attempts, no regular effort has been made to raise the quality and quantity of the assets of SLR
and SLTB, mainly due to capital constraints.

As discussed earlier, an SOE does not nec-
essarily have to be a white elephant. As evi-
denced in Box 8.1, China has managed to
channel its resources to SOEs and sees them
making profits. However, this success is
largely dependent on the manner in which
the institutions function as opposed to the
type of institutions (i.e., form versus func-
tion), and Sri Lanka does not follow the

Chinese footsteps of retaining the public
structure while functioning as a competi-
tive firm.

Therefore, many countries, including Sri
Lanka now look towards PPPs in attracting
the necessary capital for developing these
sectors. PPPs allow the government to draw
necessary investment and management skills
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while maintaining a presence in ownership
and strategic policy setting.18  In terms of
institutions, the key areas which need focus
in order to establish successful PPPs as indi-
cated in Figure 8.2 are: (i) political and regu-
latory reform (formal institutions or internal
policy framework); and (ii) enhancing cred-
ibility by strengthening the external policy
environment.

Building effective regulatory agencies is a
prime catalyst in attracting private invest-
ment in infrastructure. However, Sri Lanka
is behind in establishing the required for-
mal institutions for PPPs. Firstly, there seems
to be a general lack of understanding of the
concept of PPPs and its implementation. This
is clearly seen in the failure to set up a one-
stop-shop for the assessment and implemen-
tation of PPP projects. This is in direct con-
trast to South Korea which has seen over a
decade of successful PPPs in infrastructure.
South Korea has set up the necessary judi-
cial framework in the form of the Act on
Public-Private Partnerships in Infrastructure,
and its PPP projects are governed by a cen-
tral agency, namely, the Public and Private
Infrastructure Investment Management Cen-
tre (PIMAC).19

Although the BOI is positioned as the pre-
mier investment promotion agency of Sri
Lanka, with line agencies obtaining neces-
sary clearances to facilitate speedier invest-
ment approvals and implementation, no con-
crete steps have been taken in this regard.
However, the enactment of the Strategic De-
velopment Projects (Amendment) Act, No.
12 of 2011 can be considered a positive step
in setting up the legal framework to bring in
investment to key projects. This Act allows
the BOI to select and recommend invest-
ment projects which are of strategic signifi-

cance to the economy, for various benefits
such as tax exemptions for 25 years. A sa-
lient feature of this Act is the fact that in-
stead of a ministry, the power to approve a
project lies with the Parliament, thus increas-
ing its public accountability.

Secondly, necessary regulatory agencies need
to be established in each of the sectors of
physical infrastructure. Currently, only the
telecommunications sector and electricity
sector have 'independent' regulatory agen-
cies, namely, the Telecommunications Regu-
latory Commission of Sri Lanka (TRCSL) and
the PUCSL. Although two utilities, petro-
leum and water, are assigned to the PUCSL
on paper, they do not come under the regu-
latory purview of the Commission in prac-
tice. The National Transport Commission
(NTC) regulates the transport sector although
it has not been instituted as an independent
regulator.

Thirdly, capacity building in regulatory agen-
cies for efficient regulatory governance is
equally important. Most regulatory agencies
in Sri Lanka lack the necessary human re-
sources as well as the technical know-how
for implementing regulatory mechanisms. A
prime example is the fact that despite a
greater degree of private investment in elec-
tricity generation, Sri Lanka has failed to
guarantee cost effective prices to the con-
sumer owing to the initial power purchase
agreements (PPAs) signed with power pro-
ducers. These PPAs were initially negotiated
at a high price. As such, currently one of the
largest items of expenditure for the CEB is
the power purchase bill of independent power
producers (IPPs). The gross generation of
electricity by IPPs as a percentage of the to-
tal was 40 per cent in 2010.20  There has
been a failure as yet to establish reasonable

18 D. Jeffery (2009), Private Sector Investment in Infrastructure: Project Finance, PPP Projects and Risk, Kluwer Law International, Netherlands.
19 "Knowledge Sharing on Infrastructure Public-Private Partnerships in Asia - PPPI Series" (2009), Post-event Statement URL:  http://

www.adbi.org/event/2965.korea.ppp/ (accessed on April 30, 2012).
20 The Ceylon Electricity Board, Statistical Digest 2010.
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PPAs with the IPPs despite numerous dis-
cussions.

Apart from setting up the formal institutions,
enhancing the credibility of the political and
regulatory framework is equally important
for attracting private investment. Creating
investor confidence in the political and regu-
latory regime is perhaps the single most
important factor which brings in private in-
vestment. The re-nationalization of some key
entities in recent years -- for instance, Shell
Gas, Sri Lanka Insurance, and Apollo Hos-
pitals -- and the Revival of Underperforming
Enterprises and Underutilized Assets Act of
2011 (more commonly known as the Expro-
priation Bill), which brought in 37
'underperforming' enterprises within govern-
ment purview, are some measures which can
hinder investor confidence.

The doing-business environment of a coun-
try is a key concern for investors in making
investment decisions. Sri Lanka moved up
the ranking in the World Bank Doing Busi-
ness Index, from 98 in 2011 to 89 in 2012.21

However, it ranks fairly low in the Corrup-
tion Perceptions Index (CPI), where Sri Lanka
ranked at 86 in 2011 with a CPI score of
3.3.22  Similarly, local opinion polls con-
ducted by a leading business magazine
(LMD) indicate a drop in the LMD-Nielsen
Business Confidence Index (BCI), from 170
a year ago to 135 by April 2012.23  Policy
actions such as the Expropriation Bill had
some bearing on investor confidence, espe-
cially in view of perceived lack of transpar-
ency in policy decisions within the 'black
box' of the political system, which results
in policy gaps.

Independence of regulatory agencies is of
equal significance for improving the busi-
ness environment as well as investor confi-
dence. Several instances of regulatory fail-
ure and lack of regulatory independence can
be observed in Sri Lanka. As pointed out
above, there has been a failure to assign the
petroleum and water utilities to the inde-
pendent regulator (PUCSL) specifically set
up for that purpose. Moreover, arbitrary po-
litical decisions often seem to over-ride regu-
latory independence in the country. For ex-
ample, the PUCSL has drawn up a Roadmap
for Tariff Rebalancing which was to be imple-
mented from 2011. This requires the PUCSL
to revise electricity tariffs every six months
to eventually move to cost reflective prices
by 2015. However, apart from its initial ex-
ercise in January 2011, the PUCSL has re-
frained from revising tariffs mainly due to
political expediency. Electricity consumers,
especially the household category, consti-
tute a solid voting bloc. The TRCSL has per-
formed equally poorly. The Telecom Regu-
latory Environment (TRE) Survey, a multi-
country study assessing the perceived regu-
latory efficacy of telecommunications regu-
lation, indicates that Sri Lanka has failed to
reach even the average of the five-point scale
of assessment. The survey results cite the
lack of workable independence and trans-
parency in regulatory procedures to be among
the main regulatory bottlenecks in the tele-
communications sector.24

Addressing the above issues remains a cru-
cial policy challenge for Sri Lanka in attract-
ing more private participation in infrastruc-
ture development. More often than not, cre-
ating competition by bringing in private in-

21 The World Bank, (2012), Doing Business in Sri Lanka, URL: http://www.doingbusiness.org/data/exploreeconomies/sri-lanka?topic=getting-
credit (accessed on April 30, 2011).

22 Transparency International (2011), Corruption Perception Index 2011, URL: http://cpi.transparency.org/cpi2011/ results/#CountryResults
(accessed on May 5, 2012).

23 Lanka Monthly Digest (2012), “Biz Confidence Index Plummet”, URL: http://lmd.lk/2012/04/01/business-sentiment-8/(accessed on April
30, 2012).

24 Brahmanage, B. and H. Weerasekera (2011),  "ICT Sector Performance Review for Sri Lanka",URL: lirneasia.net/wp-content/uploads/
2010/07/LK_SPR_Final_Draft.pdf (accessed on April 29, 2012).
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vestment in infrastructure leads to high qual-
ity service delivery. According to the World
Bank (2002), countries such as Argentina,
Brazil, Chile, and Peru, enjoy the benefits
of competition in electricity transmission.
Sri Lanka's own telecommunications sector
is another example for this where increased
private investment has provided users with
high quality service delivery combined with
the latest technology.

8.3.4 Increasing Industrial Productiv-
ity through SME Development
The significance of the SME sector in any
country is evidenced by the major role played
by these entities in many successful econo-
mies. For example, the SME sector in South
Korea, which was in fierce competition with
China, found innovative ways of surviving
by exporting to China; by 2003, South Ko-

rea managed to emerge as the second lead-
ing exporter to China. A similar significant
role was played by SMEs in the development
of Taiwan and post-World War II Japan.

The SME sector in Sri Lanka is a significant
development thrust area for several reasons.
SMEs constitute the bulk of the industrial
sector in Sri Lanka, with around 91 per cent
of industries in the country identified as
SMEs. They account for 26 per cent of in-
dustrial employment. Therefore, given the
significance of the sector, it is imperative
that the institutional set up for its smooth
functioning be strengthened to boost the con-
tribution to Sri Lanka's economic growth.

Numerous benefits to the SME sector have
been provided by the government (Box 8.
4). However, several key areas still remain

Box 8.4
Existing Incentives Granted to the SME Sector in Sri Lanka

Incentives granted by Budget 2012:
• Reduce expenses of the pre-establishment year from the income of the first year in

which tax becomes payable (for SMEs with an annual turnover of less than Rs.500
mn.)

• Four year tax holiday for small scale enterprises in selected activities with a minimum
investment of Rs. 25 mn.

• Tax holiday of up to six years for medium scale enterprises depending on the size of
the investment.

• Three year tax holiday for existing enterprises in selected activities with a minimum
investment of Rs. 50 mn., on or before March 31, 2015.

• Exemption from Economic Service Charge (ESC) up to Rs. 100 mn. for SMEs with a
quarterly turnover of less than Rs. 500 mn.

• Reductions and exemptions from custom duties on imports, value added tax (VAT),
and NBT.

Other Incentives:

• Initiation of the Technology Development Fund (TDF) for SMEs, to facilitate
commercialization of research activity by the Ministry of Industry and Commerce and
National Enterprise Development Authority (NEDA).

• Provision of support services to selected industrial clusters such as the Moratuwa
Wood Cluster, Wewaldeniya Cane Cluster and Batticaloa Handloom Cluster.

• Provision of research services from state institutions at a nominal fee for SMEs.

Source: Wijesinha, A., (2011), “Strong Steps, but Tax Relief is Half the Story,” Talking Economics
Digest, July-December 2011, Institute of Policy Studies of Sri Lanka, Colombo.
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neglected, in order to transform SMEs in Sri
Lanka to a similar growth engine as in coun-
tries such as Japan and South Korea.

The chief deficiency in the SME related policy
space is the lack of a formal definition for
SMEs in Sri Lanka. Different political and
financial institutions have their own defini-
tions which vary from each other, making it
difficult to implement comprehensive poli-
cies related to SMEs. For example, catego-
rizing enterprises as small and medium is a
difficult task as the scale would differ based
on the industry; while a particular enterprise
may fall into the 'medium' category based
on investment, the same enterprise would
not fall into the medium category based on
the number of employees.

While definitional issues render it difficult
to set up a broad policy framework, the lack
of a comprehensive policy framework itself
remains a crucial policy gap in the current
SME scenario. Several institutions in the
country are mandated to implement SME
related policies. These include the Ministry
of Industry and Commerce, Ministry of Tra-
ditional Industries and Small Enterprise De-
velopment, Ministry of Economic Develop-
ment, Ministry of Local government and Pro-
vincial Councils, Ministry of Finance and
Planning and the CBSL. The existence of
concurrent jurisdiction among these various
institutions has compelled entrepreneurs to
consult several agencies in enterprise set-up
and operation. This drives up the cost of
production as entrepreneurs have to deal
with the bureaucratic red tape of several agen-
cies in obtaining approvals.

The ill effects of the lack of clear mandates
for different institutions can be mitigated

by establishing a comprehensive, all-encom-
passing SME policy which clearly demarcates
the specific functions of the institutions in-
volved in SME development. However, apart
from an SME White Paper in 2002 and the
'Draft SME Policy 2010,' no substantial steps
have been taken toward this goal. Moreover,
the draft of the policy document in 2010
appears to be largely overlapping with the
recommendations of the SME White Paper
in many areas, and is in essence a 'reinven-
tion of the wheel.'

Sri Lanka is also lagging behind in setting
up specialized financial institutions and
strengthening the existing institutions that
cater to the needs of SMEs.25 More often than
not, banks and other financial institutions
lack the technical know-how in dealing with
SME-related financial needs which are dif-
ferent from those of big corporate firms.
Similarly, information sharing and awareness
about various financial instruments available,
such as those outlined in Box 8.4, remains
low. Empirical evidence emerging from pub-
lic-private dialogues held with the cut-flower
industry in Nuwara-Eliya, for example, re-
veal that not a single PPD participant was
aware of the special loan schemes offered
by the CBSL to the SME sector.26

Another need highlighted by the same focus
group was the need for holistic support for
market and business development. Many of
them are unaware of the function of value
chains both locally and regionally and how
to plug into them. While a few champions
find their way into the markets, many struggle
with the inability to do so. Therefore, the
selected institutions mentioned above should
be clearly mandated to provide the required
support services in finding markets and mov-

25 As per Budget 2005, the SME Bank was set up in Sri Lanka with a view to addressing the need for a specialized financial institution. This
was amalgamated with the Lankaputhra Bank in 2007. In 2010, six rural regional development banks around the country were merged
to form the Regional Development Bank, mandated to assist rural SMEs as well as microenterprises.

26 Wijesinha, A., (2011), "Strong Steps, but Tax Relief is Half the Story", Talking Economics Digest, July-December 2011, Institute of Policy
Studies of Sri Lanka, Colombo.
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ing up the value chain. The same applies to
business development as well. Sri Lanka
needs to set up institutions or mandate the
existing ones to promote better business prac-
tices such as improving management and
accounting practices and technology upgrad-
ing.27

As set out previously, apart from getting the
above formal institutions right for the de-
velopment of the SMEs, informal institutions
are of equal significance, if not more so.
Improving the overall business climate by
establishing anti-corruption and anti-rent
seeking practices is of great importance for
the development of SMEs. Indeed, it is per-
haps more crucial for the SME sector as it is
more vulnerable to the risks emerging from
a negative business climate.

8.4 Policy Conclusions
The discussion in this Chapter has focused
on crucial policy issues relating to Sri Lanka's
institutional framework. The Chapter has
analyzed key policy questions pertaining to
the definition of formal and informal insti-
tutions in the policy space, and the manner
in which institutions are embedded in the
policy process. The four case studies selected
to unpack the complex dynamics of institu-
tional forms and functions in Sri Lanka --
taxation and state capacity; land titles and
agriculture sector productivity; PPPs in in-
frastructure development; and SME devel-
opment -- provide rich insights on the link
between institutions and socio-economic
growth, and on the type of institutions that
matter for sustainable growth.

The case studies build on and elaborate the
specific ramifications of the conceptual
framework -- reiterating the point that con-
text matters and that there is no universal
blue print solution to address institutional

gaps. As such, whilst understanding the
workings of formal institutions in other coun-
tries is useful for policymakers, the preva-
lence of informal institutional forces ren-
ders policy transfer a difficult exercise.  Ad-
dressing the policy question of how to build
high quality institutions that are sustainable
over time requires in-depth analysis of spe-
cific case studies, each providing useful les-
sons for policymakers. Whilst the specific
facts gathered from case studies may not be
generalizable across time and space, the ac-
cumulation of empirical knowledge consti-
tute extremely useful insights for the policy
community.

The specific policy conclusions coming out
of the analysis are as follows. In enhancing
state capacity to attain the growth objectives
of the country, policy measures such as in-
creasing the tax base, creating effective de-
centralization for local economic develop-
ment, as well as adopting efficient methods
of tax administration, are significant. In re-
lation to policy measures to increase agri-
culture productivity, setting up formal insti-
tutions with clear mandates as well as es-
tablishing proper land titling matter will fa-
cilitate more efficient allocation of resources
in the sector. Similarly, in order to attract
private investment, understanding PPPs as
well as creating PPP-oriented institutions in
the country is the need of the day. The SME
sector of the country requires a holistic policy
and institutional framework to be put in
place to facilitate its growth. More impor-
tantly, the theme highlighted in the discus-
sion is the need to promote informal insti-
tutions such as accountability and the do-
ing-business environment for promoting
growth in all these sectors. This will lead to
establishing the missing link between the
external and internal policy environments
in Sri Lanka, and consequently lead to a solid

27 Ibid.
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institutional set-up which will help sustain
the growth targets for the country.

At a more general level, the analysis
emphasises some key ingredients critical to
the process of building high quality institu-
tions that are sustainable over time. Policy
continuity underpinned by strong political
commitment and transformational political
leadership is vital to foster inclusive formal
and informal institutions. However, this does
not imply that particular forms of political
systems -- such as democracy for example
-- would necessarily facilitate institutional
structures that are amenable to inclusive and
sustainable socio-economic development.
Neither, as seen in the case of state capital-
ism in China, is it necessarily the case that
one-party states are prone to dismal levels
of socio-economic development.

The nature of informal institutions or social
cohesion matters; it may well be the case
that the prevalence of perverse interest group
dynamics and rent-seeking behaviour under-
mines and offsets expected functional out-

comes. What is important is to identify
policy levers to enhance social cohesion in
a society; to build an inclusive informal in-
stitutional framework. Whilst this exercise
is not an easy one, or one that can be insti-
tuted over the short term, it is crucial for
sustainable policy outcomes. Further, given
the prevalence of path dependence, once a
'virtuous policy cycle' is set in motion and
embedded in the policy space, it is likely
that it will continue over time.

Building informal institutional structures
that are conducive to inclusive and sustain-
able growth requires the presence of a vi-
brant and informed civil society; a bottom-
up social force that engages actively in the
policy space. Moreover, the state has a cru-
cial role to play in shaping the context and
milieu within which civil society is orga-
nized.  In the final instance, therefore, po-
litical commitment and the nature of the
political leadership are central to the build-
ing of high quality institutions -- institutions
that foster sustainable socio-economic
growth.





Talking Economics 
Insights



State of the Economy 2012

140

9.  Leveraging Migration for Development

9.1 Introduction
International migration is considered to be a conse-
quence of disparities in development among coun-
tries, resulting from the combined effects of supply-
push and demand-pull factors.  Given the rising trend
of global migration, migration and development nexus
has taken centre stage in the research and policy agenda
of developing countries in recent years. This link be-
tween migration and development can be discussed
in two ways: how development affects migration and
how migration affects development. Indeed, it is ar-
gued that the migration and development link can be
understood to revolve around three Rs: Recruitment,
Remittances and Return.1  Recruitment includes both
motivation and facilitating factors which in turn in-
cludes low economic growth, high underemployment
or unemployment rate, population growth, income
inequality, pressure on land and urban environment
and poor governance, etc.  There is a direct link be-
tween remittances and the development of sending
countries, and it has both micro and macro level im-
pacts.  Return, which is the end product of the migra-
tion cycle, is expected to bring saved capital and ac-
quired skills from overseas that can be productively
invested in the home country. With more than 1 mil-
lion estimated Sri Lankans working abroad as migrants,
this discussion aims to examine the impact of migra-
tion on economic development in Sri Lanka. It will
identify barriers which hinder the developmental im-
pact of migration in Sri Lanka, and provide policy im-
plications for maximizing the development benefits
of migration to the country.

9.2 Impact of Migration on the Sri Lankan
Economy
In this section, of the three 'Rs' mentioned above,
only recruitment and remittances will be discussed
due to the data limitations available in the return stage.

‘
‘

The search for new
skilled employment
opportunities, while

taking in to
consideration local

labour markets, is key to
enhancing the

development benefits of
migration

1 Sorensen, N.N., N. V. Hear and P. E. Pedersen (2002), The Migration-Development Nexus:  Evidence and Policy Options, International
Organization for Migration.



Leveraging Migration for Development

141

Under recruitment, only the labour market
impacts will be discussed as this discussion
is limited to the impact of migration on eco-
nomic development in Sri Lanka.

9.2.1 Impact of Remittances
Sri Lanka has witnessed a steady increase in
the inflow of remittances from US$ 9 mil-
lion in 1975 to US$ 5,145 million in 2011.
The impact of these increased remittances

Figure 9.1
Trends in Remittance Inflows

Source:  CBSL, Annual Report, various years.

can be divided broadly into two categories:
macro level impact and micro level impact.

Compared to ODA, FDI and other portfolio
flows, remittances are a steady flow of capi-
tal for Sri Lanka, which also goes directly to
the community. Apart from being a steady
source of capital, remittances often play a
counter-cyclical role when a country faces a
downturn. As such, the contribution of re-

Table 9.1
Worker Remittances in Relation to Selected Macro Variables (1990-2010)

Remit- Exports Imports Total GDP Exports Imports Total GDP
tances Earnings Payments Current Earnings Payments Current

Receipt Receipt
in BOP in BOP

1990 401 1984 2686 3096 8033 20.21 14.9 12.9 4.9

1995 727 3807 5311 5822 13030 19.10 13.7 12.5 5.6

2000 1160 5522 7320 7811 16596 21.01 15.9 14.8 6.9

2005 1918 6347 8863 9,983 24406 30.22 21.6 19.2 7.8

2009 3330 7085 10207 12,500 42068 47.00 32.6 26.6 7.9

2010 4116 8307 13512 15,266 49551 49.55 30.5 26.9 8.3

Source: CBSL, Annual Report, various years.
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mittances to macroeconomic stability, BOP
support and national savings can be im-
mense.

As can be seen in Table 9.1, Sri Lanka's im-
port expenditure has continuously outstripped
export earnings, placing pressure on the
country's trade balance.  In this context, re-
mittances have played an important role in
bridging the gap in the external current ac-
count. In 2010, remittances contributed to
49 per cent of export earnings, 30 per cent of
import expenditure and 27 per cent of total
current receipts in the BOP.

Sri Lanka has also managed to maintain a
much higher rate of national savings and in-
vestment as a result of private current trans-
fers.2  While remittances lead to increased
investment and are likely to have an effect
on economic growth, a good investment cli-
mate including the presence of a well-devel-
oped financial system will partly determine
the extent to which remittances are able to
be used productively in physical and human
capital.

At the micro level, the impact of remittance
occurs through several channels such as; eas-
ing deprivation in meeting basic needs of

households, increasing their ability to cope
with adverse shocks, allowing them to pur-
chase land and other productive assets, re-
leasing them from indebtedness, promoting
small scale enterprise development, and in-
creasing investment in education and health.
Studies have shown that migrant households
spend more on food, non-food, education,
health, durable goods and housing compared
to non-migrant households.3  The difference
in expenditure on durable goods is found to
be more significant compared to the differ-
ence in spending on health, education and
food. Other studies support these findings
to suggest that remittances have been used
mainly for education, health and improving
lifestyle through the purchase of consumer
durables, rather than spending on produc-
tive assets.4   In fact, remittance receiving
households are found to enjoy better quality
housing compared to non-remittance receiv-
ing households. Though the expenditure on
health and education is higher among mi-
grant households, the return on this expen-
diture is low, with no difference between
migrant and non-migrant households in terms
of school enrolment and morbidity levels.
However, the impact of remittances depends
on the characteristics of remittance users.
Characteristics such as education background,

Table 9.2
Contribution of Remittances to National Savings and Investment

% of GDP 1991-1994 1995-1999 2000-2004 2005-2010

Domestic savings    16.5    17.3    16.0 17.2
National savings    20.5    21.4    21.0 22.6

Total investment    19.9    25.4    23.7 27.1

Source: CBSL, Annual Report, various years..

2 In Sri Lanka's national accounts, worker remittances are treated as a component of national savings and therefore, national savings are equal
to the sum of domestic savings and net private current transfers from abroad.

3 Arunatilaka, N., P. Jayawardena, and D. Weerakoon (2011), "Sri Lanka" in Kelegama, S., (ed.), Migration, Remittances and Development
in South Asia, Sage, New Delhi; Jayaweera, R., "Migration Profile: Sri Lanka 2011", Institute of Policy Studies of Sri Lanka (forthcoming).

4 Samaratunga, P., R. Jayaweera and N. Perera (2011), "Impact of Migration and Remittances on Investment in Agriculture and Food Security
in Sri Lanka", Institute of Policy Studies of Sri Lanka, Colombo.
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skills in financial management, and con-
sumption and savings patterns affect the use
of remittances received.

9.3 Impact of Migration on the Labour
Market
Migration has many impacts, both negative
and positive, on the labour market in a coun-
try, such as on the labour force, employment
level, unemployment level and wage rates.
Though there is no available data on net
migration in Sri Lanka, departures for foreign
employment have increased over the last two
decades and a significant stock of Sri Lankan
migrants are working abroad. At the same
time, the rate of unemployment in Sri Lanka
has dropped persistently to 4.2 per cent by
2011. Indeed, foreign employment has in part
contributed to this significant reduction in
unemployment.

So far, Sri Lanka has been able to maintain a
relatively healthy growth rate at a time when
the country was witnessing a rise in labour
out-migration. It suggests that economic
growth has not been constrained by a lack of
labour supply resulting from an increased
number of migrants. This could be related to
the high numbers of unskilled migration,
which is a prominent feature in Sri Lanka's
migration trends. Indeed, around 67 per cent
of the workers departing for foreign employ-
ment in 2011 were identified as unskilled
workers.5   As the majority (60 per cent) are
housemaids -- who worked as unpaid family
workers or were unemployed before they
migrated -- the impact of their departure on
the overall domestic labour market would
have been marginal.

The impact of migration on wages is harder
to measure as the required data is not avail-
able. However, available evidence in certain
sectors suggests that the impact can be quite
significant. For instance, daily wages for car-
penters and masons in the construction sec-
tor recorded increases of 11.9 per cent and
10.3 per cent respectively in 2011, follow-
ing increases of 6.7 per cent and 6.9 per cent
respectively in 2010, due to the continued
high demand for workers for construction
activities -- exacerbated by the shortages of
such workers due to migration for foreign
employment.6  The lack of labour due to
migration is found to be an issue in agricul-
tural activities, where family members left
behind also cannot engage in agriculture ac-
tivities as they have to look after migrants'
children.7  This partly contributes to increased
wages in agriculture labour.

Apart from the impact of migration of un-
skilled labour, high-skilled migration may
adversely affect some sectors in Sri Lanka,
such as the health sector. In the health sec-
tor, compared to other countries in the re-
gion, Sri Lanka has the highest expatriation
rate of doctors and the third highest expa-
triation rate of nurses to OECD countries. In
a database of 157 countries, Sri Lanka had
the 37th highest expatriation rate of doctors
and the corresponding rank for nurses was
66.8

9.4 Barriers that Hinder the Develop-
ment Impacts of Migration and Remit-
tances
Discussion on the barriers that hinder the
impact of migration can be divided into two

5 CBSL, Annual Report 2011.
6 Ibid.
7 Samaratunga, P., R. Jayaweera and N. Perera (2011), "Impact of Migration and Remittances on Investment in Agriculture and Food Security

in Sri Lanka", Institute of Policy Studies of Sri Lanka, Colombo.
8 Arunatilaka, N., P. Jayawardena, and D. Weerakoon (2011), "Sri Lanka" in Kelegama, S., (ed.), Migration, Remittances and Development

in South Asia, Sage, New Delhi.
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categories: issues that discourage individual
migration and country level issues.

9.4.1 Issues Faced by Individual
Migrants
With the objective of earning more foreign
exchange, Sri Lanka promotes migration
through different ways such as bilateral
agreements and Memorandums of Under-
standing (MOUs). However, even with such
agreements in place, migrants face many is-
sues related to stages of the migration pro-
cess; pre-departure, destination, and return.

Lack of access to information is one of the
major issues in the pre-departure stage. Most
migrant workers rely on informal networks
to seek information on job placements. Most
potential migrant workers develop networks
of returned migrants, as well as with migrants
still abroad, to search for information on job
opportunities.9  In fact, migrant women are
found to prefer informal channels rather than
registered recruitment agencies because of the
high cost involved in preparing for migra-

tion. However, informal networks pose sig-
nificant risks because of the presence of bo-
gus recruitment agencies in the country. The
other issue faced by migrants is financing
the costs involved with migration, including
that of child care arrangements, especially
for female migrants. Studies have shown that
a majority of migrants mortgaged their agri-
cultural lands to cover their migration cost.10

There are different issues faced by migrant
workers at the destinations such as violation
of human rights, including labour rights,
harassment, and abuse at the work place.
According to data from the Sri Lanka Bureau
of Foreign Employment (SLBFE), in 2010, the
majority of complaints related to breach of
employment contract (21 per cent) followed
by the non-payment of agreed wages (20 per
cent).  The non-payment of the agreed wage
is the most common complaint among fe-
male migrant workers (9 per cent) while the
breach of employment contract is the most
common complaint among male migrant
workers (39 per cent). In addition, a consid-

Figure 9.2
Departures for Foreign Employment by Manpower Groups (1994-2011)

Source:  SLBFE, Annual Statistics Handbook of Foreign Employment 2010; CBSL, Annual Report 2011.

9 Ukwatta, S.,(2010), "Economic and Social Impact of the Migration of Sri Lankan Transitional Domestic Workers on Families and Children
Left Behind", PhD Thesis, Universtiy of Adelaide.

10 Samaratunga, P., R. Jayaweera and N. Perera (2011), "Impact of Migration and Remittances on Investment in Agriculture and Food Security
in Sri Lanka," Institute of Policy Studies of Sri Lanka, Colombo.
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erable number of complaints are related to
being stranded without employment, sick-
ness, lack of communication, etc. Overall,
the percentage of complaints received from
male migrant workers are lower than those
received by female migrants, which further
confirms that females are more vulnerable
to risks at destination compared to their male
counterparts.

9.4.2 Country Level Issues
Unskilled labour migration is prominent in
Sri Lanka's migration patterns.  Figure 9.2
shows that both skilled and unskilled labour
categories have recorded significant increases
in migration for foreign employment. The
share of professional and clerical related cat-
egories to total departure still remains at very
low levels.11  As mentioned earlier, around
67 per cent of total migrants fall in to the
unskilled labour category, where there is a
higher probability of vulnerability and lower
wages.

Female migrants who seek foreign employ-
ment as housemaids overseas are still domi-
nating, although the share has declined
sharply from 60 per cent in 1994 to 41 per
cent in 2011. The most important point with
regard to the gender decomposition of mi-
gration is that, in 2010, male migrants domi-
nated all manpower categories, except in the
case of housemaids. Male domination is
more significant in skilled categories such
as professionals, skilled and semi-skilled
groups. Contributing to the decline in fe-
male migration, besides the higher probabil-
ity of risks faced by female migrants, is also
social issues such as child care arrangements,
family breakdowns, and increased alcohol
usage by such male-headed migrant house-
holds.

The Middle East region continues to domi-
nate the foreign employment market, ac-
counting for more than 90 per cent of total
departures from the country. Within the
Middle East region Saudi Arabia, Qatar, Ku-

Table 9.3
Supply Gap by Skills Level, 2009

Occupation Category  Demand Supply Supply Gap     % of
Unutilized

Professional 4,798 2,820 1,978 41
Middle level 7,043 6,392 651 9
Clerical & related 16,237 6,706 9,531 59
Skilled 265,453 61,230 204,223 77
Semi-skilled 12,501 6,036 6,465 52
Unskilled 120,034 50,158 69,876 58
Housemaid 356,157 113,777 242,380 68

Total 784,232 247,119 537,113 68

Notes: Supply = Total Departures. There are major limitations in the data pertaining to the demand for
jobs from overseas – i.e., the number of vacancies has been artificially increased as the same job
order is distributed among a number of recruitment agents in Sri Lanka. Thus, the analysis on
supply gap may be an overestimate.

Source: Compiled using data from SLBFE, Annual Statistics Handbook of Foreign Employment 2009.

11 It is important to point out that the data pertaining to professional/high skilled categories are underestimated due to the fact that most such
migrants tend to migrate on self-and-settlement bases, as opposed to registering with the SLBFE.
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wait, and the United Arab Emirates (UAE)
account for 80 per cent of such departures.
Saudi Arabia is the major importer of Sri
Lankan migrants, compared to the other coun-
tries in the region.

The mismatch between the international de-
mand for jobs and its supply capabilities is
one of the major issues in Sri Lanka related
to the international migration. As depicted
in Table 9.3, this mismatch is more signifi-
cant with regard to skills that are demanded
by foreign countries.12  The highest percent-
age of unutilized employment opportunities
is observed in the skilled level (77 per cent),
whilst the lowest is observed in the middle
level (9 per cent). It further explains that cur-
rent demand from overseas is mainly for
skilled labour, while Sri Lankan labour mi-
gration is concentrated on housemaids and
low skilled categories.  It is also significant
to note that even as the majority of Sri Lankan
migrant workers are made up of housemaids,
68 per cent of employment opportunities
remained unutilized in this sector.

9.5  Way Forward
To address the issue of skills mismatch, the
skills of potential migrant workers should be
enhanced. The key solution for this is the
initiation of training programmes. The 2012
Budget proposals clearly acknowledged the
lack of formal training institutes for migrant
workers in Sri Lanka. In response, it proposed
the enhancement of selected hotel schools
and technical colleges into special foreign
employment institutes.  However,
policymakers should consider the local labour
market conditions, especially the demand for
some skills, when promoting high-skilled
migration with the objective of earning more
foreign exchange.

Due to the unskilled nature of migrant labour,
limited destinations, and demand and sup-
ply mismatches, there is scope for Sri Lankan
migrant workers to look into new labour
markets. Penetration into new labour mar-
kets is twofold: searching for new geographi-
cal labour markets and searching for employ-
ment opportunities, with enhanced skills, in
the existing markets. Therefore, both exist-
ing and emerging markets should be explored.
Existing markets are mainly in the Middle
East. Though they have been tapped for a
long time, they are not yet saturated. In ad-
dition, there are emerging markets in coun-
tries like Canada, Italy, Cyprus, Israel, Ma-
laysia, Singapore, and South Korea. Direct
government involvement is an important way
of penetrating into new labour markets
through MOUs and bilateral agreements.
Strengthening organizational linkages is an-
other way, whereby Sri Lankan embassies
overseas can play a role in promoting Sri
Lankan labour in those countries, as well as
engaging in the provision of information on
job placement and skills requirements in rel-
evant countries.

Protection and welfare of Sri Lankan migrants
is a responsibility of the government as there
are a number of human rights violation cases
recorded. Human rights at the destination
countries can be ensured through bilateral
agreements between sending and receiving
countries. In this aspect, it is important to
identify where migrants face the most prob-
lems.  In 2010, 47 per cent of the complaints
were from Saudi Arabia, followed by Kuwait
(21 per cent). Comparative figures for total
departures for foreign employment reflect the
high share with Saudi Arabia and Kuwait car-
rying about 45 per cent of the total. In Jor-
dan, although the complaints constituted a
high share of total complaints (about 9 per

12 These data have to be read with caution as the demand figures are based on what recruitment agencies provide and there can be duplication
of the same job by the provider.
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cent), the total departures to Jordan were only
3.5 per cent of total departures. Also, 3 per
cent of complaints received are from Leba-
non where only around 2 per cent of total
departures are recorded.  It is important to
note here that only around 7 per cent of com-
plaints are recorded in U.A.E where almost
15 per cent of total departures are recorded.
In addition to human rights at the destina-
tions, social welfare of the returnee migrants
should be ensured as the majority of migrant
workers do not contribute to a formal social
protection scheme in the domestic economy.

One of the major barriers in planning and
management of migration in Sri Lanka is the
limited or incomplete statistics on migration.
The SLBFE is the most reliable data source,
but there are problems. Only those who reg-

ister with the SLBFE are captured in the sta-
tistics for temporary labour migration on
contract basis, leading to significant under-
estimates.13  Therefore, a strengthening of da-
tabases should be undertaken through a more
integrated data collection mechanism, in
association with the Department of Immi-
gration and Emigration and other stakehold-
ers. In addition, developing a data base of
trained labour in different vocational train-
ing programmes, who are willing to migrate
will be valuable. It will allow employers to
get an idea of the potential labour supply.
The present database of SLBFE captures only
departing migrants. However, returnee de-
tails should also be collected as a require-
ment for proper assessment of net migration
stock, and for the planning of productive re-
integration programmes.

13  They are mostly unskilled workers -- housemaids, and semi-skilled workers primarily focusing in the Middle Eastern region for employment.
As most of the workers in professional, and high skilled categories seek job opportunities directly, and migrate under the general emigration
laws of the receiving country, mostly on settlement basis, they do not register with the SLBFE.
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10. Supporting Growth through Enhanced Foreign Direct Investment

10.1 Introduction

With the return of peace, Sri Lanka is at a threshold
of economic growth and development. Whilst the
country has already made a rapid recovery in GDP
growth, sustaining this growth momentum into the
long term will require a substantive increase in in-
vestment. Sri Lanka is currently bridging its savings-
investment gap by resorting to higher volumes of for-
eign borrowing. A more satisfactory means, however,
is to tap into other sources of external finance such
as FDI. Indeed, FDI brings cumulative benefits in the
form of skills, knowledge, and technology-transfer that
are critical to sustaining productivity growth for an
economy aiming to sustain an accelerated growth
momentum in the long term. Since embarking on a
liberal economic policy platform from the late 1970s,
Sri Lanka's efforts to attract high volumes of FDI have
been hampered by political instability as a conse-
quence of the country's separatist conflict. With the
ushering in of peace, the country is in an ideal posi-
tion to harness the gains from FDI towards its na-
tional development effort. The aim of this discussion
is to explore and shed light on the opportunities and
constraints that Sri Lanka faces in aiming to attract
more FDI in the current global environment.

10.2 The Changing Role of FDI in Developing
Countries
FDI can be defined broadly as 'the category of inter-
national investment that reflects the objective of a
resident entity in one economy to obtain a lasting
interest in an enterprise resident in another country.'1

FDI could be categorized broadly into import-substi-
tuting FDI and export-oriented FDI. The former (also
referred to as 'market-seeking FDI’) is undertaken by
multinational enterprise (MNE) affiliates with the
objective of serving the domestic market in the host

Sri Lanka has potential to
sustain and enhance its

growth by attracting
export-oriented FDI, in

light of current changes in
the international

organization of production
and its comparative
advantage in labor-

intensive manufacture

‘
‘

1  IMF (1993), Balance of Payments Manual (5th Edition), International Monetary Fund, Washington D.C.
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country. Export-oriented FDI (or efficiency-
seeking FDI) on the other hand, refers to
cross-border investments undertaken in MNE
affiliates engaged in production to service
the wider global market.

Historically, FDI flows to developing coun-
tries have been dominated by import-substi-
tuting FDI. In the face of increased trade pro-
tection, MNEs, in their bid to uphold former
export markets, resorted to undertake tariff-
jumping FDI. Over the last two decades, in
light of the role of export-oriented FDI in
the 'Asian Tiger' economies, the discussion
on FDI in developing economies revolved
extensively around export-oriented FDI. Ex-
port-oriented MNEs disperse production ac-
tivities geographically across national bound-
aries, with the fundamental premise of ex-
ploiting differences in the availability and
relative cost of traditional factor endowments
in different geographic regions in the pursuit
of maximizing profits.

Export-oriented FDI is, however, not a ho-
mogenous phenomenon. Rather, it is a com-
plicated and finely differentiated means of
globalization of production.2 Opportunities
available for a particular host-country to at-
tract export-oriented FDI are largely depen-
dent upon the appropriate typological char-
acteristics, the investment climate and the
changing patterns of international production
in the global context. Three important dis-
tinctions could be drawn in relation to the
different categories of export-oriented pro-
duction activities, namely; (i) resource-based
manufacturing, (ii) labour-intensive final
consumer goods, and (iii) assembly processes
within vertically integrated global produc-
tion systems; each having its unique deter-
minants in terms of site-selection. MNE in-
volvement in a host country is primarily re-
liant upon the existence of the relevant natu-

ral resources. For the second and third prod-
uct categories, the abundance of low cost
labour is more the pertinent factor. It is gen-
erally considered that the natural starting
point for a typical developing country in the
process of export-oriented industrialization
(EOI), is the production of labour-intensive
consumables such as clothing, footwear and
sports goods.

Since the late 1960s, the phenomena of in-
ternational production fragmentation (also
referred to as global production sharing) has
become a noticeable and important feature
of the international division of labour. Inter-
national production fragmentation refers to
the cross-border dispersion of component
production/assembly, within vertically inte-
grated production processes. This has wit-
nessed labour-intensive component produc-
tion and assembly within vertically integrated
international industries increasingly being
located in developing economies. This prac-
tice is now seen in a number of industries
where technology permits industries to sepa-
rate labour-intensive production from other
production activities. Component assembly
within the electronics industry is still by far
the most dynamic. Other industries include
electrical appliances, automobile parts, elec-
trical machinery, watches and cameras. Con-
cerns have been raised that as a consequence
of rapid advancements in the automation of
production processes in industrial economies,
the process of international specialization may
be reversed. Notably however, in a number
of high-tech industries, the pace of cyclical
change and obsolesces as a consequence of
rapid innovation and continuous technical
change, the automation of production pro-
cesses has proven to be a formidable chal-
lenge. In this light, the indications are that
global production sharing is set to intensify
and continue well into the future.

2 Athukorala, P., (2006), "Product Fragmentation and Trade Patterns in East Asia," Asian Economic Papers, Vol. 4, No.3.
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Furthermore, by the mid-1980s, successful
indigenous enterprises of the newly indus-
trialized economies (NIEs) had become key
overseas investors in their own right. In their
quest to maintain competitiveness in the face
of rising cost pressure at home, these so
called Third World MNEs have turned to
investing in latecomers. The intermediary
role played by these ‘Third World MNEs’ in
linking latecomers to the global economy is
anticipated to intensify in the future. Un-
like MNEs from industrial economies, they
are more accustomed and readily adaptable
to operating in difficult business environ-
ments exhibited in developing countries. It
is also argued that these MNEs, having de-
veloped specialized knowledge of small-
scale labour-intensive production processes
in the manufacture of standardized products,
possess a competitive advantage over indig-
enous firms and MNEs from industrial coun-
tries operating in latecomer environments.

In essence, globalization has brought about
profound changes to the manner in which
international production is organized. Con-
sidering these developments, Sri Lanka, given
its comparative advantage in international
production (i.e., labour-intensive manufac-
ture), has ample opportunities to link its
economy to the global economy by engag-
ing in labour-intensive component manufac-
ture/assembly within vertically integrated
and/or tightly controlled production pro-
cesses. Export-oriented FDI has surged in
importance as the principal channel through
which latecomers can exploit these oppor-
tunities. Improving the investment climate
and revamping the policy-induced incentive
structure in order to exploit the opportuni-
ties presented is seen as paramount priority
for latecomers to support growth through
EOI.

10.2.1 Determinants of Export-oriented
FDI
Having a comparative advantage in interna-
tional production may not necessarily guar-
antee the involvement of MNEs in the export
expansion of a host country. Rather, a host
of other factors also influence the MNE site
selection process. More specifically, it could
be argued that 'the relative attractiveness of
a given country for export-oriented FDI de-
pends on both its comparative advantage in
international production and the investment
climate.'3  The term 'investment climate'
entails both the general business environment
and the foreign investment policy regime.

The natural starting point for all latecomers
is getting the 'fundamentals' right. More ex-
plicitly, 'fundamentals' refers to the general
business environment. Political stability is
deemed fundamental to attract all forms of
FDI. Export-oriented MNEs engaged in hi-tech
industries compared to 'footloose' export-
oriented MNEs, who are engaged in light
consumer goods industries, and are particu-
larly sensitive in this regard. Investment un-
dertaken by MNEs in globally integrated hi-
tech industries such as electronics and elec-
trical goods involves far greater sunk costs.
Furthermore, given that these MNEs most
often employ and/or service other MNEs
which employ modern production manage-
ment techniques such as, just-in-time and
total quality management which maintain
zero inventory systems, disruptions along the
value chain would prove detrimental in en-
suring timely delivery of the end product to
the market. Thus, unlike MNEs involved in
the light consumer goods industries (e.g.,
clothing, footwear and sport goods), MNEs
in hi-tech industries place a far greater em-
phasis on political stability and policy con-
tinuity. Thus, MNEs in the hi-tech industry

3 Athukorala, P., (1995), "Foreign Direct Investment and Manufacturing for Export in a New Exporting Country: The Case of Sri Lanka,' The
World Economy, Vol. 18, No. 4.
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seek far more stable political climates within
which to operate.

Other factors, which constitute the invest-
ment climate, range from macroeconomic
stability, the orientation of the trade policy
regime, foreign investment policy regime,
labour market policies, the strength and qual-
ity of judicial and regulatory institutions, and
the availability and access to infrastructure.

10.3 Trends and Patterns of FDI in Sri
Lanka
Consistent with Sri Lanka's comparative ad-
vantage in international production, standard
labour-intensive manufacture was the most
attractive sector for FDI. Thus, Sri Lanka's
initial spurt of FDI was into manufacturing,
with a heavy concentration of export-oriented
foreign enterprises involvement in the tex-
tile and garment industry. Indeed, the uncer-
tainties related to the long separatist conflict
tended to reinforce the trend towards more
of this 'footloose' type of FDI that did not
require significant capital investment nor pro-
duction process networks. Other notable in-
dustries that drew in FDI included footwear,
travel goods, plastics, diamond cutting, and

jewellery manufacture. From the 1990s, the
sectoral distribution of FDI in Sri Lanka started
to move away from manufacturing and into
services activities with the initiation of moves
to de-regulate and privatize SOEs in areas
such as utilities. As such, nearly 60 per cent
of FDI inflows have been concentrated in
the services sector over the last decade. It is
also noteworthy that only a handful of ma-
jor MNE engaged in export-oriented manu-
facture has setup operations in Sri Lanka over
the last decade, and that export-oriented FDIs
have remained heavily concentrated in the
labour-intensive light consumer goods sec-
tor.

As clear from Figure 10.1, FDI inflows have
risen steadily in recent years despite the
unfavourable security climate during this
time. The major drivers for FDI during 2006-
08 were in areas such as energy and tele-
communications. In the aftermath of the glo-
bal financial crisis, FDI flows deteriorated
sharply, but picked up in the post-conflict
era, with a noteworthy jump in FDI in 2011
mainly as a result of renewed interest in the
leisure sector following the revival of tour-
ism prospects in the country.

Figure 10.1
Trends in FDI Inflows to Sri Lanka (1990-2011)

Source: CBSL, Annual Report, various years.
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Sri Lanka's performance has been relatively
lacklustre when assessed against peer com-
petitors (Figure 10.2). Noticeably, Vietnam,
another latecomer to the process of EOI,
which reoriented its industrial policy a good
three years further down the road than Sri
Lanka in 1980, has been far more successful
in attracting FDI. When benchmarked against
the performance of newly industrialized
economies such as Thailand, Malaysia and
South Korea, Sri Lanka's track record is even
weaker.

10.4  Opportunities for a Latecomer:4
Sri Lanka
The ensuing section will assess the consis-
tency of Sri Lanka's policy regime for exploit-
ing the opportunities present to attract greater
volumes of FDI. The Sri Lankan experience
will be compared to countries such as Thai-
land, Malaysia, Philippines, Bangladesh and
Vietnam. India has been left out of the com-
parative analysis as its attractiveness in terms

Figure 10.2
FDI Flows as a Percentage of Gross Domestic Capital Formation (GDCF)

Source: Based on data compiled from UNCTAD, World Investment Report 2010: Investing in a Low
Carbon Economy, United Nations, Geneva.

of FDI has been heavily geared towards in-
vestments in services.

10.4.1 The Political Environment
Political instability was a major impediment
to Sri Lanka's prospects for attracting FDI.
Prior to the escalation of the separatist con-
flict in 1983, two MNE giants in the elec-
tronics industry, namely Motorola and Har-
ris Corporation, were particularly eager to
setup export-oriented ventures within the
country, to the extent that both companies
had been in the process of establishing the
required infrastructure to commence opera-
tions. Brewing political instability, as a con-
sequence of the escalation in violence, trig-
gered both companies to abandon their in-
vestments, leading to their subsequent with-
drawal in search of safer pastures. In the end,
Malaysia proved to be the preferred destina-
tion.

As can be noted from Figure 10.3, through-
out much of the 1990s and up until the end

4 The term latecomer exporting countries refers to developing countries which are gradually orienting themselves towards specializing in
manufactured exports in their attempt to replicate the success of the NIEs of East Asia.
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of the separatist conflict, the political cli-
mate had remained largely unfavourable.
With the conclusion of the conflict in May
2009, the political climate has shown signs
of stability and improvement. Despite this
recent upward trend, the level of confidence
in the political environment, compared to
other more advanced developing economies
such as the NIEs, is moderate and still far
from attractive to entice investors in hi-tech
industries. With the return of peace, it is en-
visaged that the renewed confidence in the
Sri Lankan political climate will be sustained
over the long term to better enhance the
country's prospects for attracting export-ori-
ented FDI.

10.4.2 Trade Policy Regime
From around 2001, the relatively liberal trade
policies of the preceding decades saw some
reversals with the introduction of the unfet-
tered use of para-tariffs. By 2009, in addi-
tion to Customs duties -- the principal tariff
levied on imports -- nine other border charges
and fees (i.e., para-tariffs) had been intro-

Figure 10.3
Political Stability and Absence of Violence Indicators

Note: a. The index varies between 0 (worst score) and 100 (best score).
Source: Compiled from data obtained from World Bank (2011), World Governance Indicators Database.

duced. By January 2011, two of these para-
tariffs were withdrawn. However, the aver-
age level of tariff protection remains signifi-
cantly higher than before. The level of para-
tariffs imposed on industry increased more
than four-fold, from 2.5 per cent in Novem-
ber 2002 to 10.6 per cent by January 2011.5

Whilst export-oriented ventures under the
BOI scheme are exempt from Customs du-
ties, they are still liable to incur border
charges and fees on importation of both, capi-
tal goods and raw materials, which can erode
the competitiveness of exports.

In addition to the levying of para-tariff on
imports, the Budget of 2011 saw the intro-
duction of para-tariffs in the form of cess on
exports of all commodities in raw and semi
processed form. Exports of finished goods are,
however, exempt from such levies. The stated
rationale behind such a policy stance has
been to encourage domestic value addition.
However, such requirements suffice as lo-
cal-content requirements which are deemed
inconsistent with attracting export-oriented

5 Purcell, G., and F.M.Z Ahsan (2011), "Sri Lanka's Trade Policies: Back to Protectionism," Working Paper No.2011/03, Australia South Asia
Research Centre, Australian National University. Integrated Learning and Implications for Science and Technology Policy”, Technological
Forecasting and Social Change, Vol. 66, No. 1.
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FDI, particularly given the present context
and intensity of international production frag-
mentation.

10.4.3 Labour Market Policy
Sri Lanka is argued to have a long history of
trade unionization and worker militancy.6

These trade unions wield significant politi-
cal influence and are driven by political agen-
das. Given the high degree of politicization,
historically, governments were of the view
that worker protection was a central priority.
Labour market policies have remained largely
unchanged over the decades and still reflect
this view.

Whilst the strength of trade unions threaten
to pose obstacles to private investment, the
more serious and immediate impediment to
investors lie in terms of labour redundancy
and associated costs. As per the Termination
of Employment of Workmen (Special Provi-
sions) Act (TEWA) of 1971, employers re-
quire consent from the Commissioner of
Labour, with the exemption of dismissal on
serious disciplinary infraction. It is also noted
that severance pay associated with redun-
dancy dismissal is highly excessive, particu-
larly considering the levels established by Sri
Lanka's peers (see Table 10.1). The above
elements of labour market rigidities lead to
two forms of difficulties for investors. Firstly,
investors lack the flexibility to restructure their
labour force in response to future market
conditions and technological change, since
redundancy costs are too high. Secondly, in-
vestors are unable to assess the true cost of
labour as restructuring and exit costs are un-
known and may be very high. These impedi-
ments can be detrimental in attracting ex-
port-oriented FDI in labour-intensive manu-
facture, given that these enterprises operate

in a highly volatile global environment and
thus require the flexibility to restructure their
operations in response to global events in
order to remain competitive.

10.4.4 Institutional, Regulatory and
Infrastructure Quality
In terms of institutional and regulatory qual-
ity indicators, Sri Lanka's position is medio-
cre. Bureaucratic red tape and corruption are
areas of concern. The judicial system in par-
ticular is marred by excessive delays, prompt-
ing investors to often pursue out-of-court
settlements. Obtaining access to essential
infrastructure services is subject to consider-
able delay (see Table 10.1). Considering these
and other institutional and regulatory impedi-
ments, Sri Lanka's ranking in terms of the
'Ease of Doing Business' index is poor, com-
ing a distant 102 out of 183 countries sur-
veyed by the World Bank.7

10.4.5 Foreign Investment Regime and
Policy Induced Incentives
Sri Lanka's average measures of openness to
foreign equity ownership are comparatively
liberal. Another notable area where Sri Lanka
has progressed pertains to the strength of laws
enacted to safeguard the interests of foreign
investors. In other aspects of FDI regulation
however, Sri Lanka is lagging well behind its
peers. In terms of the time involved in set-
ting up a fully-fledged foreign venture, the
ease of establishing a foreign venture, and
judicial assistance extended to foreign enter-
prises in arbitrating commercial disputes, Sri
Lanka's standing is markedly poor (see Table
10.1).

The prevailing foreign investment approval
process gives preferences to projects invest-
ing substantial amounts of capital, are agree-

6 Athukorala, P., and S. Rajapatirana (2000), Liberalisation and Industrial Transformation: Sri Lanka in International Perspective, Oxford
University Press, New Delhi.

7 World Bank (2012), Doing Business in a More Transparent World: Comparing Regulation for Domestic Firms in 183 Economies, World
Bank, Washington, D.C.
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able to undertake high-levels of domestic
value addition and the willingness of inves-
tors to locate in difficult regions (i.e., North
and East provinces) of the country whilst ig-
noring a project’s capability to generate em-
ployment, technology spill-over and its ex-
port potential. FDI in services are given
prominence over manufacturing with IT,
BPO and tourism receiving the greatest promi-
nence in terms of investment promotion and
qualification for special incentives. This how-
ever, neglects the potential of export-oriented
manufacturing in linking Sri Lanka to the glo-
bal economy.

There can also be other adverse signals to
investors. In November 2011, Sri Lanka en-
acted legislation titled 'Revival of
Underperforming Enterprises and
Underutilized Assets' in Parliament. Under
the Act, the control of underperforming and
underutilized assets of 37 private companies
is to be transferred to the government. Whilst
Sri Lanka currently provides constitutional
provisions against expropriation of foreign-
owned assets, such legislation is bound to
give an undesirable signal, undermining con-
fidence of both, domestic and foreign inves-
tors.

Sri Lanka offers a host of fiscal incentives to
foreign investors setting up export-oriented
ventures through the BOI. These include tax
holidays, the duty free importation of project-
related capital goods and raw material, and
exemption from exchange control require-
ments for companies engaged in the export
of more than 90 per cent of its output. For
investors to qualify for BOI concessions, a
minimum paid-in capital threshold of Rs.
50 million (approximately US$ 380,000) has
been stipulated. Furthermore, access to these
incentives also depends on meeting a 35 per
cent domestic content requirement.

Considering that Sri Lanka has to compete
with other developing nations for FDI, it is

crucial that policy-induced incentives are
utilized to make the country more attractive
to foreign investors. However, the minimum
paid-in capital requirement seems excessive
given the thresholds established by other
developing countries (see Table 10.1). Fur-
ther, the domestic content requirement of
35 per cent, too, seems inconsistent given
the degree of international production shar-
ing, and Sri Lanka's prospects in attracting
export-oriented FDI in labor-intensive com-
ponent assembly/manufacturing within ver-
tically integrated and/or tightly controlled pro-
duction systems.

10.5 Conclusion and Policy Recommen-
dation
Sri Lanka, in light of on-going changes in the
international organization of production and
its comparative advantage in international
production in labor-intensive manufacture,
has the potential to sustain and enhance its
growth potential by attracting export-oriented
FDI. In order to achieve this objective, it is
vital to build on the liberalization reforms
carried out and sustained during the past
three decades. In this regard, rationalization
of the country's external trade policy regime
is needed to make exports more competi-
tive. The FDI approval process must be made
more accommodative of other considerations
such as a potential of a project to generate
employment and technology spill-over,
whilst the process must also be streamlined
and made more transparent to minimize hin-
drances to foreign investors. Further, eligi-
bility criteria for investors to qualify for BOI
concessions must be re-assessed to more ap-
propriate levels. In other aspects of the in-
vestment climate, any constraints posed by
regulations pertaining to labour laws, bureau-
cratic red tape and corruption must be ad-
dressed to enhance the ease of doing busi-
ness, in order to make Sri Lanka a more at-
tractive destination for foreign investors
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11. Looking Beneath Global Rankings and Sri Lanka

11.1 Introduction
An online search of global rankings of countries brings
up a dizzying array of indices. From government and
gender to competitiveness and corruption, there is an
index for nearly everything. Some are relatively ob-
scure and infrequent, while others receive global at-
tention, are published annually, and feature promi-
nently in the policy discourse. Some, like the 'Doing
Business Index', are especially relevant to Sri Lanka
and their findings particularly important to take note
of, and address the challenges that they bring to light.
Others, like the 'Most Expensive Cities in the World
Survey,' may not be especially relevant for a country
like Sri Lanka. Many indices provide room for govern-
ments and policymakers to take action to improve a
country's rankings, while others use fairly abstract
information and measure characteristics of a national
economy which are harder to address. There are also
differences in the information sources used to com-
pile the rankings. Some indices use annual percep-
tions surveys which are standardized across countries,
while other indices are composites of further indices.
The 'Global Competitiveness Index,' for example, uses
executive opinion surveys with structured question-
naires standardized across all countries the survey is
carried out in. Meanwhile, indices like the 'Index of
Economic Freedom' and 'Economic Freedom of the
World' are compiled mostly by using existing sec-
ondary data sources from organizations like the World
Bank, IMF, and Economist Intelligence Unit (EIU).

11.2 Global Indices - Take With a Pinch of Salt?
Compiling global indices that are free of controversy
or contention is not easy. Using, for example, mea-
sures of economic freedom in comparisons across
countries is questionable given various concerns re-
garding their reliability. On the theoretical side, in
the final analysis, many indices are not very sensitive
to substantial variations in the weights of different
components. Comparisons are also marred by differ-

Exploring the
mainsprings of global
ranking indices would

expose important policy
handicaps, while giving
policymakers a clearer

insight to help boost Sri
Lanka's performance in

global rankings

‘
‘
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ences in collecting statistical data across coun-
tries, on which these indices are based. The
data collection processes themselves have
come under severe criticism.1

However, it must be stated that while the
appropriateness of a particular index or the
credibility and accuracy of its findings de-
serve questioning, and politicians and bu-
reaucrats often do have serious contentions
with these indices (particularly when the
country performs poorly on certain indica-
tors), it cannot be denied that many of these
global indices are widely published and gain
global attention. This makes it crucial that
they are duly recognized by national govern-
ments and are taken seriously. Particularly
for a country like Sri Lanka, with a small
open economy competing for trade and in-
vestment with other dynamic players in the
region, these indices ought to matter. Often,
when investors arrive in a country to arrange
investment deals, they cite the country's per-
formance on these indices, and negotiate
based on them. This is a particular challenge
for investment promotion agencies, like the
BOI, where investors would negotiate tax
breaks and generous fiscal and other conces-
sions, based on the country's good or weak
performance on global indices. This was a
particular challenge during the conflict era
in Sri Lanka.

Yet, despite domestic media featuring quite
heavily several of the indices relevant to con-
temporary Sri Lanka when they are released
globally, and with government officials and
politicians frequently citing Sri Lanka's im-
provements on them, there is very little de-
bate and discussion on these indices; their
appropriateness, their accuracy, their rel-
evance, their measurement, or indeed how

best to address the policy challenges that they
pose. This discussion is a preliminary attempt
at drawing out these issues using a selected
set of global indices, in the hope that it stirs
a deeper debate.

11.3 Doing Business Index
The 'Doing Business Index' (DBI) prepared
by the World Bank, is an index that ranks
countries according the 'ease of doing busi-
ness,' within their borders. A fundamental
premise of the DBI is that economic activity
requires good rules, including well defined
property rights, rules that increase the pre-
dictability of economic interactions and rules
that provide contractual partners with core
protections against abuse.2  The DBI looks at
domestic, primarily small and medium-sized
companies, and measures the regulations
applying to them.

Data for the DBI is collected in a standard-
ized way, and the countries are evaluated
according to various aspects related to the
ease of doing business -- starting a business,
dealing with construction permits, getting
electricity, registering property, getting credit,
protecting investors, paying taxes, trading
across borders, enforcing contracts and re-
solving insolvency. One of the key features
of the DBI is that it not only highlights the
extent of specific regulatory obstacles to busi-
ness, but also identifies their source and
points to what might be reformed.

In 2012, Sri Lanka was ranked at 89 out of
133 countries, just above China (91) and
Vietnam (98), and well above Bangladesh
(122), Indonesia (129) and India (132).
Singapore, Hong Kong and New Zealand were
ranked as the top three countries in the DBI
for that year.

1 Anecdotal evidence in the past suggests instances where surveys are conducted by foreign consultants at the departure lounge of the Sri
Lankan airport, with interviews being carried out fleetingly with one locally-based consultancy firm.

2 World Bank and IFC (2012), Doing Business 2012, World Bank and International Finance Corporation, Washington D.C.
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Despite the fairly good data collection meth-
odology discussed above, the DBI does have
a few limitations that Sri Lankan stakehold-
ers must be cognizant of when interpreting
the data. These have, in fact, been acknowl-
edged in the report itself. One of its major
drawbacks is that the collected data refers to
the businesses in the 'economy's largest busi-
ness city' and may not be representative of
regulations in other parts of the country.3  This
is particularly relevant to a country like Sri
Lanka as the differences between the busi-
ness environment in Colombo and the rest
of the country can be quite significant. Local
government regulations pertaining to busi-
ness registration, trade licenses, etc., can be
tedious, and can also vary widely according
to the capabilities and business-friendly na-
ture of each local authority. This was clearly
revealed in an assessment conducted by The
Asia Foundation (TAF) -- the Economic Gov-
ernance Index4  which evaluated the busi-
ness environment for private enterprises in

Box 11.1
Issues with the DBI Methodology

The methodology of the DBI is claimed to be transparent; using factual information about what
laws and regulations say, and allowing multiple interactions with local respondents to clarify
any possible misinterpretations of questions. However, a World Bank (2008) report titled “Doing
Business: An Independent Evaluation,” found issues in its transparency as the DBI makes
ongoing changes to previously presented data that would affect already ranked countries. The
report recommended that the DBI web site “disclose all data corrections and changes as they
are made, explaining their effect on the rankings to rectify this error” (p. xvii).

Another problem in the DBI methodology is that it assumes that a business has full information
on what procedures are required and does not waste time when completing procedures.
However, in reality, completing a procedure may take longer if the business lacks information
or is unable to follow up promptly. Likewise, the business may choose to disregard some
burdensome procedures or may find informal ways of side-stepping them. For both reasons
the time delays reported in the DBI would differ from surveys based on perception.

the regions through perceptions surveys of
stakeholders at the local level.

A particular indicator on which Sri Lanka
might be unfairly penalized for is in the
'taxes, incentives and paying taxes' pillar. In
Sri Lanka, the statutory contributions to the
Employees' Provident Fund (EPF) and Employ-
ees' Trust Fund (ETF) pension funds have been
counted as separate payments -- a total of 24
payments. It is reported that the CBSL is ne-
gotiating the status of these payments with
the International Finance Corporation (IFC)
to consider these payments as one per year,
per fund.5 The same is true of VAT payments,
for which the Inland Revenue Department
allows payments every quarter (considering
cash flow issues of smaller firms), but the
DBI has assumed these are excessive mul-
tiple tax payments and it results in lower
scores on the 'paying taxes' pillar.

Time lags are also an issue, as reforms made
in the current year may not be captured in

3 Ibid.
4 The EGI, thus ranks 48 Municipal and Urban Council localities across 7 of the 9 provinces in Sri Lanka. The survey spans 4,969 firms within

48 Local Authority boundaries, consisting of 15 Municipal Councils and 33 Urban Councils. See TAF (2007), Economic Governance
Index: A Measure of the Local Enabling Environment for Private Enterprise in Sri Lanka.

5 'Improving the Business Climate in Sri Lanka', The Island, available at http://www.island.lk/index.php? pagecat=article-details&page=article-
details&code_title=41627
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that year's report. For instance in Sri Lanka,
in 2011, the Ministry of Finance reduced
rates of a number of direct and indirect taxes
as well as eliminated some. However, these
did not get reflected in the 2011 DBI report.

Through a high-level government task-force,
efforts are underway to address weaknesses
highlighted in the DBI with the goal of im-
proving Sri Lanka's ranking, in turn with the
intention to improve Sri Lanka's attractive-
ness to foreign investors. Yet, there is a criti-
cal flaw in this approach because the DBI is
based on the ease of doing business for do-
mestic, particularly small and medium-sized
businesses, as clearly articulated in method-
ology sections of DBI reports. In other words,
the benchmark firm of the DBI is not a for-
eign firm, but a domestic one. Therefore,
business regulation issues that particularly
impact foreign investors may not get cap-
tured. Also, the issues faced by larger firms
may also be missed.

Therefore, focusing exclusively on rising up
the DBI rankings and assuming that it is the
complete remedy to the country's business
regulation bottlenecks may not be prudent.

11.4 Network Readiness Index
The 'Network Readiness Index' (NRI) mea-
sures the degree to which developed and
developing countries across the world lever-
age ICT to enhance competitiveness. It is a
part of the Global Information Technology
Report (GITR) produced by the World Eco-
nomic Forum (WEF) in collaboration with
the INSEAD Business School.

NRI comprises of three sub-indices that mea-
sure the environment for ICT in a country.
These three sub-indices are; the environment
sub-index, the readiness sub-index and the

usage sub-index. Under these sub-indices,
NRI covers a total of nine pillars and 71 vari-
ables. The final NRI score is a simple aver-
age of the three composing sub-index scores,
while each sub- index's score is a simple
average of those of the composing pillars. In
doing this, the index assumes that all com-
ponents contribute equally to national 'net-
work readiness.'

In the latest rankings, out of the 133 coun-
tries listed in 2012, Sri Lanka is ranked 71st
with a score of 3.88. However, its position
among the South and South East Asian coun-
tries appears to have improved considerably.
It is now ahead of Thailand (77) and Indone-
sia (80), and just behind India (69). But it is
important to point out that these latest
rankings of the index cannot be compared
with previous years as the index has now
been "radically reworked" for the 2012 re-
port.6  Therefore, it can only be used as a
figure to identify Sri Lanka's position against
the rest of the world for 2012 and not for
measuring improvement in, or deterioration
of, the ICT environment in the country.

Among ICT-related global indices, the NRI
has the most number of indicators and uses
a combination of survey, quantitative and
qualitative data. Since the indicators cover a
wide array of ICT-related dimensions, as well
as other dimensions that are not directly re-
lated to ICTs but may impact ICT environ-
ment, usage and readiness, the NRI is con-
sidered to be fairly comprehensive in its cov-
erage.

11.5 Indices of Economic Freedom
There are a number of indices that measure
economic freedom, but the 'Economic Free-
dom of the World Index' (EFW) is the most
widely recognized due to its coverage of a

6 http://lirneasia.net/2012/04/revamped-network-readiness-index-for-2012-out/.
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The NRI also has a few weaknesses. Even though the NRI is credited for having a fairly compre-
hensive coverage, as it includes indicators directly and indirectly related to ICT, it does not have
a weighted system in which the indicators are weighed according to their relevance. For ex-
ample, state of cluster development, number of utility patents, subsidies for R&D, administrative
burden, efficiency of tax system, overall infrastructure quality, extent of staff training are factors
common to a number of industries and may have little direct connection with the ICT environ-
ment, readiness, or usage per se. However, these indicators are also given the same weight,
resulting in a country that would score higher on the aforementioned indicators, even though
other direct indicators that are directly related to ICT are weaker.7  The reverse is also true. This
poses a challenge for national apex ICT bodies, like Sri Lanka's ICTA, who are constantly under
pressure to improve country performance on global ICT-related rankings. However, due to the
aforementioned nuances, which officials may not always be aware of, such ICT agencies may
receive undue criticism of failing to deliver improved performances on these indicators.

Another problem that arises is that although the NRI is said to use 53 indicators in total to
calculate the figures, the report only provides the scores for the main nine sub-indices. Under
each of these sub-indices, there are other indicators that are indirectly or directly related to the
ICT environment. However, as the report only gives the scores of the overall sub-indices (politi-
cal and regulatory framework, business and innovation, infrastructure and digital content,
affordability, skills, etc.) it is difficult to determine whether the direct indicators had more of an
impact on the overall NRI score or whether it is a result of the indirect indicators. For example,
variables like effectiveness of law-making bodies, efficiency of the legal system in settling dis-
putes, laws relating to ICT, intellectual property protection fall under political and regulatory
framework and are all given the same weightage, but in reality they have varying degrees of
relevance to the ICT environment of the country. Since the report does not go beyond the 9 sub-
indices, it is difficult to fully dissect which of the 53 indicators had more of an impact on
determining the country's NRI score.

While the NRI includes several indirectly related indicators, it is also criticized for missing out
some key indicators that are more directly related to the ICT environment. For example, it does
not have an indicator that looks at market concentration (with measures like the Herfindahl-
Hirschman Index, for instance) or degree of competition in ICT markets. A potential investor
would be interested to know if the barriers to entry into a market, for example the telecoms
market, are high or low. There are no indicators to measure mobile, fixed line, and internet
growth. These areas undergo continuous, rapid change and this makes accurate and up-to-date
measurement difficult, if not impossible. Nevertheless, these are critical forces shaping the ICT
sector and should be considered as important components. Likewise, measuring the total
investment in ICTs by businesses in a country may provide a better picture of usage than the
current indicators, but the NRI does not include such components.

Box 11.2
Key Concerns with the NRI

longer time period.8  The EFW is an attempt
by the Fraser Institute, based in Canada, to
measure the degree of economic freedom in

countries around the world. Another popu-
lar index that measures the same concept is
the 'Economic Freedom Index' (EFI) by the

7 Goswami, D., (2006), "A Review of the Network Readiness Index",<http://www.regulateonline.org/content/view/823/74/1/.
8 Dawson, John W., (2007), "The Empirical Institution-Growth Literature: Is Something Amiss at the Top?", Econ Journal Watch, Vol. 4, No.

2, pp. 184-196.
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Heritage Foundation, a US-based conserva-
tive think-tank and the Wall Street Journal, a
news agency.

The EFW uses 42 data points to formulate a
summary index and to measure the degree of
economic freedom in terms of size of gov-
ernment (expenditures, taxes, and enter-
prises), legal structure and security of prop-
erty rights, access to sound money, freedom
to trade internationally, and regulation of
credit, labour, and business. The index rarely
uses domestic data sources within the coun-
try and tends to rely primarily on external
sources such as the IMF, World Bank, and
WEF.9

The EFI is a series of 10 economic measure-
ments created by the Heritage Foundation
which touch on various aspects of economic
freedom in a country. These areas are busi-
ness freedom, trade freedom, government
spending, fiscal freedom, monetary freedom,
investment freedom, financial freedom, free-
dom from corruption, and labour freedom.10

Each of the 10 areas is scored out of 100
with 100 being the highest level of economic
freedom. The methodology however, has
changed over time as various new data
sources become available. For example, in
2007, labour freedom was given its own in-
dicator with the increased availability of
labour data.

In the latest reports of the EFW (2009), Sri
Lanka is ranked 107 with a score of 6.12
(scored from 1 to 10), and for the EFI (2012)
ranked 97 with a score of 58.3 (scored from
1 to 100) for the EFI. In the EFW index, Sri
Lanka is ranked below most other South Asian
and South East Asian countries, but in the
EFI Sri Lanka is ranked above India, Pakistan
and China.

However, there are a few concerns one should
be mindful of. One main issue that arises is
related to comparisons between countries.
Such country comparisons are flawed to some
extent because the differences in collecting
data across countries are not accounted for.
This can be particularly observed in the Sri
Lankan context, in the pillar of labour free-
dom. Indeed, "the EFW index depicts Sri
Lanka as doing well, above both the regional
and developing country averages. However,
this is hard to explain, given rigid labour
market regulations in the country. Sri Lanka's
TEWA requires that firms with 15 or more
employees must justify layoffs and provide
generous benefits to displaced workers. The
redundancy cost in terms of number of weeks
of salary that is required to be paid in Sri
Lanka is a staggering 217, compared to 56
and 87 in India and Vietnam respectively."11

11.6 Global Competitiveness Index
The 'Global Competitiveness Index' (GCI)
is an annual index, covering 142 economies
around the world, constructed by the WEF
that aims to rank countries according to the
level of competitiveness of their economies.

The GCI identifies 12 pillars that drive pro-
ductivity and competitiveness in an economy.
These pillars include institutions, infrastruc-
ture, health and primary education, labour
market efficiency, technological readiness,
and innovation. These pillars are given a
weighted average, depending on their impact
on the country's competitiveness. The index
consists of over 100 different variables; two-
thirds of it comes from the executive opin-
ion survey carried out by various partner in-
stitutions in each country, and one-third
comes from other publicly available sources.

9 Gwartney. J, R. Lawson and J. Hall (2011), Economic Freedom of the World: 2011 Annual Report, Fraser Institute, Canada.
10 The Heritage Foundation website, available at http://www.heritage.org.
11 Abeysekera, A., and A. Wijesinha (2011), Talking Economics, IPS Blog, available at http://www.ips.lk/talkingeconomics/ 2011/07/economic-

freedom-involving-stakeholders-in-improving-the-business-regulatory-environment-in-sri-lanka/.
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Sri Lanka is ranked at 52 out of a 142 coun-
tries in the latest GCI report with an overall
score of 4.33. It is above all the South Asian

Box 11.3
Economic Freedom - Imposing Ideology?

These indices are considered as important indicators of growth in a country as the literature
posits that economic freedom is positively correlated with economic growth. However, with the
developmental-state model followed in the dynamic East Asian economies, and the emergence
of heterodox economic ideologies that challenge mainstream, neo-liberal economic thinking
that advocates little to no government role in the economy and free markets, the suitability of
examining economic freedom as measured by these indices and its relationship to economic
growth has come in to question. In fact, many have gone to the extent of referring to the EFI,
which is a product of the Heritage Foundation and the Wall Street Journal, as being a measure-
ment that enforces liberal policy thinking as the measures used to determine economic free-
dom, and are very selective and often considered debatable.  The problem here arises when the
level of economic freedom of a country is used to make assumptions regarding its growth and
development. Although there is a positive relationship between these two factors, it can be
argued that the effect of business regulations is more important than reduced government
consumption, for instance. In fact, some of the countries ranked highest in the EFW are Nordic
states like Finland, Sweden, and Denmark which have extensive, publicly-funded welfare poli-
cies. Therefore, it is safe to assume that the various paths taken by countries to achieve growth
and development are far more complex and intricate than what is indicated by these indices
and that it is a vital aspect that needs to be taken into account.

countries listed in the 2011-2012 rankings,
including India (56). Switzerland, Singapore
and Sweden are the top three countries ranked
in this index.

Box 11.4
GCI - Contentions on 'Competitiveness'

Although the GCI is widely known as a well crafted measure of a country's level of competitive-
ness, there are some contentions regarding the concept of 'competitiveness' and its usefulness.
The concept originates mainly from business school literature in which the competitiveness of
companies is measured relative to their market share and profitability.12  When this concept is
transferred to a national economy, questions arise regarding its relevance and necessity. For
instance, if country A produces textiles and its  textile market share increased in 2012, it is
meaningful to say that country A has become more competitive in producing textiles but would
it be as meaningful to say that country A is less or more competitive as an economy in 2012?
The answer may vary according to individual interpretations of the issue, but it is still an
interesting question worth probing further, when using indices such as the GCI, to make judg-
ments about a country's economy. However, assuming that the answer would be 'yes' to the
above, the GCI is still problematic as it only looks at competitiveness from the macro-level and
fails to provide insights into the competitiveness of separate sectors (i.e., textiles, computers,
etc.) that impact the level of competitiveness of the economy as a whole.

12 Lall, S., (2001), "Competitiveness and Developing Countries: An Economic Evaluation of the Global Competitiveness Report", World
Development, Vol.29.
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The GCI is also often used as a tool to mea-
sure the yearly performance of a country but
it is important to keep in mind that a coun-
try accelerating its rankings may not neces-
sarily be a reflection of the country's im-
proved competitiveness; rankings are relative
to other countries. For example, Sri Lanka's
improvement in terms of rankings could be
due to an increase in competitiveness in Sri
Lanka or a decrease in competitiveness of
other countries. For the purpose of analysis,
however, it would be more useful to look at
the score rather than the ranking as this would
give a better indication of the level of, and
changes in, competitiveness indicators in a
particular country.13  Sri Lanka for instance,
leaped to 52nd in 2011-2012 from its previ-
ous rank of 62nd in 2010-2011. While much
attention is given to this increase in rankings,
in terms of scores, Sri Lanka has only increased
by 0.08 from 4.25 in 2010-2011 to 4.33 in
2011-2012. This is a significant area that
needs to be considered when using the in-
dex for analysis and decision-making.

11.7 Corruption Perception Index
The CPI is a measurement of the degree of
corruption in countries, covering 182 of them.
It looks into corruption which involves the
public sector of a country -- public officials,
civil servants and politicians. Created by
Transparency International (TI), a global good
governance watchdog, the index is an aggre-
gate indicator that combines different sources
of information about corruption. The coun-
tries assessed must have three or more data
sources for it to be included in the index.
Initially the CPI used a wide range of indica-
tors such as experts' assessments as well as
surveys of households and firms, but since
2002, it has dropped the surveys of the gen-

eral public. In 2011, the index used 17 data
sources from 13 institutions.

The data sources used to compile the index
include responses to questions involving
bribery of public officials, kickbacks in pub-
lic procurement, embezzlement of public
funds, and on questions that explore the
strength and effectiveness of anti-corruption
efforts by the public sector. Through this
method, it strives to cover both the adminis-
trative and political aspects of corruption.
TI notes that perceptions are used to mea-
sure corruption in this index because corrup-
tion is largely a hidden activity and therefore
is difficult to measure.

Sri Lanka is currently ranked 86 in the latest
list of rankings (2011) with a score of 3.3.
New Zealand, Denmark and Finland are the
top three countries with the lowest levels of
corruption with scores of 9.5, 9.4 and 9.4,
respectively. Serbia, Bulgaria, Panama and
Jamaica are also ranked 86 with the same
score as Sri Lanka, while India, Vietnam,
Bangladesh, and Indonesia, are ranked lower
down.

The CPI has been widely praised for bring-
ing the issue of corruption to the global policy
agenda and raising international awareness
regarding corruption in the public sector.
However, there are a few limitations that need
to be considered.

11.8 Conclusion
It is clear from the preceding discussion that
many of these indices are by no means per-
fect and sans-contention. While this 'brief'
has only considered a select set of global
indices to highlight this challenge, it speaks

13 Wijesinha, A. and D. Hirimuthugodage (2011),"Sri Lanka Continues its Rise Up Global Competitiveness Index," Talking Economics,
available at http://www.ips.lk/talkingeconomics/2011/09/sri-lanka-continues-its-rise-up-global-competitiveness-index-jumps-10-ranks-in-
2011-12-world-economic-forum-report/.



Looking Beneath Global Rankings and Sri Lanka

165

Box 11.5
Corruption - Too Multifaceted to Measure?

Corruption is most often a phenomenon that is difficult to measure due to its concealed nature.
This has resulted in the CPI using perceptions as its tool of measurement. However, percep-
tions are often subjective and are affected by various external factors such as media attention;
and while external factors could influence perceptions, the index itself could also affect percep-
tions. Therefore, the overall level of influence over its main tool of measurement would vary
from country to country and person to person. The CPI has taken measures to make this index
as objective as possible by removing the use of public opinion and using professional data
sources and institutions to obtain data. However, even though this may reduce the degree of
subjectivity, it cannot be completely eliminated. In addition to this, the index indicates that it
distinguishes between the 'perception' and the 'experience' of corruption, but studies have
shown that the 'distance' between perceptions and experiences varies greatly from country to
country.14  Therefore, there is a large gap between objective and subjective data, and this has
been one of the major sources of controversy in corruption indices like the CPI.15

Moreover, there are many ways in which corruption can occur, and the different types of
corruption will cause different problems, depending on the circumstances resulting in the
'degree of corruption' being somewhat ambiguous. For example, the information from the
Gallup International survey (used in the 1997-99 CPIs) refers to the 'number of corrupt acts.'
The International Crime Victim Survey (2000 CPI), Global Competitiveness Report, and World
Bank Private Sector Survey are directed toward the 'amount of bribes paid.' The Asian Intelli-
gence Issue and World Bank Private Sector Survey question the 'damage done by corruption.'
The other sources of corruption ratings do not indicate which definition of the 'degree of
corruption' that they attempt to measure.16  As these sources measure various aspects of cor-
ruption and CPI uses these sources to form a composite, it becomes difficult to clearly distin-
guish what the CPI is really measuring.

 The CPI is also said to use, for the most part, expert assessments of expatriates of the country in
question. However, this can be considered problematic as the longer these expatriates live
outside of their country of origin, the less likely they are to have a good understanding of the
real situation in the country.

These drawbacks in the CPI could have undesirable effects. Countries that are ranked high in
the list would be discouraged from taking measures to minimize corruption in the public sector
because the high score (lower level of corruption) would conceal or disregard corruption in
that country. While others with significantly low scores (higher level of corruption) would be
less attractive to potential foreign investors resulting in harmful effects to that country's economy.

14 Byrne, K.  (2010), Building Public Support for Anti-Corruption Efforts, World Bank, Washington D.C.
15 Urra, F., (2007), "An Analytical Review of Corruption Measurements and its Problems: Perception, Error and Utility", George Town

University.
16 Thompson, T. and Shah, A. (2005), "Transparency International's Corruption Perception Index: Whose Perceptions are they Anyway?"

Discussion Draft (unpublished), available at http://www.acb.gov.jm/pdf/TransparencyInternationalCorruptionIndex.pdf [accessed on
2nd May 2012].
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to a broader issue emphasized in the intro-
duction -- that closer examination of the con-
struction, relevance, and biases of global in-
dices is essential; particularly when taking
policy and/or economic decisions based on
them.

Yet, however much these indices are criti-
cized on various grounds in the domestic
economic arena, they are a key element in
the basket of factors that foreign investors
and business partners look at when consid-

ering doing business with and in Sri Lanka.
Therefore, ignoring them would be to the
country's peril. At the same time, taking them
at face value is also imprudent. Peeling a
few layers and exploring what lies beneath
the surface of these indices would not only
expose important caveats and reveal the limi-
tations, but also provide a better understand-
ing to governments and policymakers on what
they can do to boost Sri Lanka's performance
in global rankings, and improve how the
country is perceived in the global arena.
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12. Prospects

The outlook for global economic prospects remains
subdued with the most recent growth forecast for the
world economy seeing a slight reduction to 3.5 per
cent in 2012 and 3.9 per cent in 2013. The slow-
down in GDP growth is being felt across the world,
including in the emerging economic giants, China
and India (Table 12.1). With a GDP growth rate of
7.2 per cent in the first half of 2012, Sri Lanka too is
expected to see a slowdown in growth for the year
overall, after two consecutive years of meeting its 8
per cent target. Whilst the slowdown is in part re-
lated to global economic outcomes -- i.e., weak glo-
bal demand conditions for Sri Lanka's exports -- policy
interventions to correct underlying macroeconomic
misalignments are exerting the greater influence.

The performance of Sri Lanka's export sector in recent
times is troubling, losing global market share as well
as recording a declining contribution to GDP. Given
the greater uncertainty pervading global economic
conditions, the lackluster performance in export earn-
ings growth adds to Sri Lanka's vulnerability to peri-
odic BOP stresses. Indeed, in the first half of 2012,
export earnings did poorly, contracting by 2.2 per cent
to US$ 5 billion, relative to a much healthier growth
in earnings of 35 per cent in the corresponding period
in 2011 (see Figure 12.2).

Table 12.1
World Economic Outlook

2010 2011 2012a 2013a

World output (%) 5.3 3.9 3.5 3.9
  US 3.0 1.7 2.0 2.3
  Euro Zone 1.9 1.5 -0.3 0.7
  China 10.4 9.2 8.0 8.5
  India 10.8 7.1 6.1 6.5
World trade volume (%) 12.6 5.9 3.8 5.1
Oil prices (US$) 79.0 104.0 101.8 94.2

Notes: a: Projections.
Source: IMF, World Economic Outlook, July 2012.

‘ The prospects for a
rapid recovery will
depend on investor

confidence in
macroeconomic stability

and enabling institu-
tional environment
pervading economic

management

‘
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As argued previously, domestic macroeco-
nomic policy management has a strong bear-
ing on Sri Lanka's export performance. Sri
Lanka's exchange rate policy in recent years
has not helped, ensuring that an overvalued
real exchange rate hindered the competitive-
ness of the country's exports in international
markets. Whilst the realignment of exchange
rate policy in February 2012 provided wel-
come relief, the hike in interest rates, raising
the cost of working capital for exporters, cre-
ated another constraint (Figure 12.1). Thus,
stability and predictability in the macroeco-
nomic environment has been a missing ele-
ment in promoting sustained export sector
growth.

The rapidly deteriorating trade balance --
driven by a surge in import expenditure on
the back of an overvalued currency, import
duty reductions and access to easy credit --
prompted a direct policy intervention in the
form of a sharp reversal of import duties on
the main import item, i.e., motor vehicles
in March 2012. Indirect policy measures of
allowing the exchange rate to float and a
ceiling on commercial bank lending also

Figure 12.1
Trends in Exchange Rate, Interest Rates and Prices

Notes: Interest rate refers to the average weighted prime lending rate.
Source: CBSL, Monthly Economic Indicators, various issues.

helped curb import expenditure. Indeed, to-
tal import expenditure growth in the first half
of 2012 declined 4.2 per cent to US$ US$
9.7 billion, relative to a growth rate in ex-
cess of 46.5 per cent in the corresponding
period in 2011.

Primarily as a result of the curb on imports,
an expanding trade deficit is being reined in.
Sri Lanka's trade deficit stood at US$ 4.7 bil-
lion in the first half of 2012, slightly above
the US$ 4.2 billion deficit recorded in the
comparative period in 2011 (Figure 12.2).
The trade deficit is likely to narrow further
in the second half of 2012, as the antici-
pated slowdown in economic growth rein-
forces a declining demand for imports. The
forecast trend for international oil prices --
US$ 101.8 per barrel in 2012 with a decline
to US$ 94.2 per barrel in 2013 -- will also
help ease pressure on the trade balance.

The relatively healthy growth in earnings from
workers' remittances and tourism receipts --
17.4 per cent and 24.3 per cent respectively
during the first half of 2012 -- will also help
to moderate the country's external current
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account deficit from a high 7.8 per cent of
GDP in 2011. Indeed, by June 2012, remit-
tances and tourism earnings absorbed 72 per
cent of the trade deficit in comparison to a
much lower figure of 60 per cent in the
course of 2011.

Nonetheless, Sri Lanka's external current ac-
count balance will remain under stress in
2012. The outcome for the overall BOP po-
sition will depend on capital account inflows.
To this end, available data suggest gross in-
flows of FDI have improved -- estimated to
be US$ 452 million in the first half of 2012,
relative to an inflow of US$ 393 million over
the same period in 2011.1  In July 2012, Sri
Lanka received the final tranche of US$ 415
million under the SBA from the IMF, and
raised US$ 1 billion by placing the country's
fifth US dollar benchmark offering in inter-
national bond markets.

In view of the stresses on the BOP, the re-
covery of gross official reserves from a peak

Figure 12.2
Trends in the Trade Balance and Current Account (January-June 2012)

Source: CBSL, Monthly Economic Indicators, various issues.

of US$ 8 billion in July 2011 (sufficient for
5.7 months of imports) has been slow. In
February 2012, official reserves stood at US$
5.5 billion after the aborted attempt to prop
up the currency. By end July 2012, reserves
had risen to US$ 7 billion, sufficient for 3.5
months of imports. The foreign currency gen-
erated through the US$ 1 billion Sovereign
Bond helped to add to the country's gross
official reserves bringing reserves to US$ 7
billion by end July 2012. However, it is
building up the share of non-borrowed re-
serves that Sri Lanka needs to focus on if it is
to ensure a sustainable BOP position in the
medium to long term.

Under the circumstances, it is not surprising
that the inflow of foreign capital in July 2012
by way of the IMF drawings and the Sover-
eign Bond helped to calm the foreign ex-
change market only temporarily. Pressure on
the currency continued to be exerted with
the rupee at Rs. 131 to the US dollar at end
July 2012, relative to Rs. 113 per US dollar

1 CBSL, A Summary of External Sector Performance, various issues.
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in January 2012. In line with expected de-
velopments in the current account of the
BOP, pressure on the rupee will ease in the
second half of 2012. This will come about
as a result of compressed import demand, as
opposed to the more desirable path of a ro-
bust export earnings trajectory.

 The initial compression on import demand
through tax hikes, exchange rate adjustments
and interest rates will align with a general
slowdown in the economy. Indeed, the full
impact of the tighter monetary policy envi-
ronment on output will begin to manifest
more clearly in the second half of 2012 as
dampened investments and consumer de-
mand drags down economic growth. How-
ever, the trade-off between growth and mac-
roeconomic stability should not be viewed
as a permanent set-back. It is a necessary
adjustment for past policy misalignments and
can pave the way for a resumption of steady
growth in the medium term.

The lagged effects of a spiral of credit growth,
adjustments to administered prices, and a
depreciating currency have consequences on
price stability. Inflation will begin to edge
up, as evident from movements in point-to-
point inflation rate from a low of 2.7 per
cent in February 2012 to 9.8 per cent by July
2012 (see Figure 12.1). As the lagged effects
work through, the annual average rate of in-

flation has begun to climb from May 2012.
Whilst the annual inflation rate still remains
fairly moderate at 6 per cent by July 2012,
there is limited room to ease the current
monetary policy stance in the coming
months.

Developments on the fiscal front do not sup-
port an easing of monetary policy in the im-
mediate future. The forecast fiscal deficit of
6.2 per cent of GDP for 2012, down from
6.9 per cent of GDP in 2011, is likely to
come under pressure in view of the post-Bud-
get 2012 policy changes, particularly with
regards to import duties and the exchange
rate. Already, in the first five months of
2012, Sri Lanka has seen a sharp decelera-
tion in revenue collection, with revenue
growth dropping to 9.1 per cent, as opposed
to revenue growth of 23.8 per cent in the
same period in 2011 (Table 12.2). The up-
ward revision on excise duties on motor ve-
hicles from March 2012 has had a dampen-
ing effect on revenue collection as the vol-
ume of imported vehicles dropped sharply.
Indeed, in the first five months of 2012,
growth of excise duties collected on petro-
leum and motor vehicles dropped to 13.8
per cent, from a rapid increase of over 118
per cent in the corresponding period of 2011.
The general downturn in economic activi-
ties will further erode revenue generation in
the coming months.

Table 12.2
Fiscal Outcomes (January-May 2011 and 2012)

      Growth (%)              Share of Approved Estimate (%)

2011 2012 2011 2012

Total revenue 23.8 9.1 36.8 34.9
  Tax revenue 19.8 11.9 36.6 35.3

Current expenditurea 10.2 23.6 35.4 40.2
Public investment 16.6 46.6 25.1 30.6

Notes: a: Expenditure estimates are for January-April.

Source: Ministry of Finance and Planning, Mid-year Fiscal Position Report, various years.
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Even as revenue growth has declined in 2012,
expenditure growth on both current and pub-
lic investment spending has risen relative to
2011. Current expenditure growth of 23.6
per cent in the first five months of 2012 is
far in excess of the 10.2 per cent growth re-
corded for 2011 (Table 12.2). With the de-
preciation of the currency and rising interest
rates, Sri Lanka's interest payments on both
its domestic and foreign debt is on the rise.
Despite heavier current spending, the mo-
mentum on public investment has been
maintained, with expenditure growth at 46.6
per cent during January-May 2012, account-
ing for nearly a one-third of the allocated
expenditure for the year. Whether the public
investment programme will continue at the
forecast level in the second half of 2012 will
clearly depend on overall revenue generation
efforts. Should revenue fall short of expecta-
tions, the temptation to slow public invest-
ment will be a factor in efforts to ensure a
manageable fiscal deficit.

Even temporary interruptions to planned in-
vestment programmes can be costly. More
critically, as economic growth slows in 2012,
a cutback in public investment will prolong
the recovery to the targeted 8 per cent growth
for 2013. The most likely outcome is that

public investment will remain around the
same as that for 2011 (around 6.0 per cent
of GDP), as opposed to a higher target of 6.6
per cent of GDP set out in Budget 2012 fore-
casts, leaving some room to adjust fiscal
deficit outcomes. Thus, if as expected, the
actual public investment-to-GDP ratio con-
tinues relatively unchanged, and the overall
fiscal deficit remains below 7 per cent of
GDP, Sri Lanka can weather a downturn in
economic growth in 2012 and anticipate a
reversal of fortunes in 2013. Indeed, if fiscal
conditions are not allowed to get out of hand,
and global demand conditions continue to
remain relatively subdued in 2013, it will
allow Sri Lanka an opportunity to reset inter-
est rates at a lower level once again, without
heightened risks of igniting inflationary pres-
sures.

Much of the prospects for a rapid recovery
will depend on investor confidence, not only
on the outlook for macroeconomic stability
in the medium term, but also on the enabling
legal, institutional and regulatory environ-
ment pervading economic management. In
this context, volatility in Sri Lanka's stock
market performance has been an area draw-
ing the attention of both domestic and for-
eign investors. The All Share Price Index

Figure 12.3
Revenue from Excise Duties (January-May)
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(ASPI) has shown significant volatility, surg-
ing upwards from 2008 before beginning a
sharp reversal from 2011. Indeed, the ASPI
peaked at 7,798 in February 2011 before regu-
latory intervention to restrict credit extended
by brokers halted the upsurge (Figure 12.4).
More damaging to investor perception has
been regulatory concerns that have beset ac-
tivities in Sri Lanka's share market in recent
months.

Whilst the activities of the CSE have limited
bearing on the country's long term develop-
ment objectives, it is an important -- albeit
imperfect -- barometer of private investor ac-
tivity in the country. Regulatory lapses can
have damaging consequences in efforts to
build up Sri Lanka's debt and equity mar-
kets, identified as key areas for development
to generate long term private investment in
the Sri Lankan economy. Such investment is
critical if Sri Lanka is to generate GDP growth
in excess of 8 per cent to sustain its long
term development efforts. Active private sec-
tor investment participation -- be it in infra-
structure development or investment in health

Figure 12.4
Equity Market Trends

Source: CBSL, Weekly Economic Indicators, various issues.
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allow government finances to play a support-
ive role in critical areas such as provision of
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the vulnerable. Already, it is clear that even
as public finances have been focused on fa-
cilitating private investment in economic ac-
tivity through enhanced infrastructure services,
public investment in improving Sri Lanka's
health and education outcomes have fallen
behind (Figure 12.5).
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ing labour force with the necessary skills to
be productively employed is a must to sus-
tain long term growth and related develop-
ment objectives that the country has set for
itself. This requires investments, particularly
to strengthen Sri Lanka's tertiary education
sector. Indeed, in the absence of productiv-
ity gains, and more savings and investment,
some of the sources of Sri Lanka's faster
growth of recent years -- especially the heavy
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sources of foreign borrowing that has under-
pinned Sri Lanka's development efforts, also
means that the country has to generate suffi-
cient foreign exchange earnings to service its
debt repayments in the coming years. If Sri
Lanka is to do this comfortably, the country
must move from demand-induced growth
that relies heavily on foreign savings to grow-
ing its real economy, i.e., that part of the

Figure 12.5
Public Investment Trends
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economy that is concerned with actually pro-
ducing goods and services. This requires
sound monetary, fiscal and regulatory poli-
cies that will encourage private investment
spending to improve productivity, and allow
the country to build on what has already been
achieved in its post-conflict phase of devel-
opment.
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Appendix A: Macroeconomic Indicators

Appendix A: Macroeconomic Indicators (Statistical Base)
Table A1: Socio-Economic Indicators

1. Basic indicator Unit
Area: Sq. km. 65,610
Mid year population (2011) ('000) 20,869
Population growth rate (2011) % 1.0
Life expectancy at birth (2011) years 74.9
Infant mortality rate (2007) per 1000 live births 8.5
Gross school enrolment ratio (2005)(a) % 62.7
Adult literacy rate (2010) % 91.9
Human development index (HDI) (2011) Value 0.691
Human poverty index (HPI) (2005) Value 17.8

2007 2008 2009 2010 2011(e)
2. Output, labour force and employment

GNP at current market prices Rs. bn. 3,540.0 4,306.0 4,779.0 5,534.0 6,471.0
GDP at current market prices Rs. bn. 3,579.0 4,411.0 4,835.0 5,604.0 6,543.0
GDP at current factor cost prices (k) Rs. bn. 3,578.7 4,410.7 4,835.3 5,604.1 6,542.7
GDP per capita at current market prices US$ 1,634.0 2,014.0 2,057.0 2,400.0 2,836.0
Labour force mn. 7.5(b)    8.1(h) 8.1(h) 8.1(h) 8.2(h)
Labour force participation % 49.8(b) 49.5(h) 48.7(h)  48.1(h) 48.2(h)
Unemployment % 6.0(b) 5.4(h) 5.8 (h) 4.9(h) 4.2(h)

3. Real output growth
GDP % 6.8 6.0 3.5 8.0 8.3
Agriculture, forestry, and fishing % 3.4 7.5 3.2 7.0 1.5
Mining and quarrying % 19.2 12.8 8.2 15.5 18.5
Manufacturing % 6.4 4.9 3.3 7.3 7.9
Construction % 9.0 7.8 5.6 9.3 14.2
Services % 7.1 5.6 3.3 8.0 8.6

4. Prices & wages
CCPI (2006/07 = 100) % change - - 3.5 6.2 6.7
New CCPI (2002=100) % change 15.8 22.6 3.4 5.9 -
WPI (annual average) % change 24.4 24.9 -4.2 11.2 10.6
Implicit GNP deflator % change 14.0 16.3 5.9 7.3 7.8
Real wage rates
Workers in wages boards trades % change 4.1 2.7 1.5 24.3 -2.0
Government employees % change 5.0 -12.4 5.7 -2.7 0.0

5. Consumption, investment, and savings
Consumption % of GDP 82.4 86.1 82.1 80.7 84.6
Gross domestic capital formation % of GDP 28.0 27.6 24.4 - 29.9
Gross domestic savings % of GDP 17.6 13.9 17.9 19.3 15.4
Gross national savings % of GDP 23.3 17.8 23.7 25.4 22.1
Net imports of goods and services % of GDP 10.4 13.7 6.5 8.3 14.6

6. Government finance
Revenue % of GDP 15.8 14.9 14.5 14.6 14.3
Expenditure & net lending % of GDP 23.5 22.6 24.9 22.9 21.4
Current expenditure % of GDP 17.4 16.9 18.2 16.7 15.4
Capital expenditure & net lending % of GDP 6.1 5.7 6.7 6.1 6.0
Current a/c balance % of GDP -1.6 -2.0 -3.7 -2.1 -1.1
Budget deficit
Primary deficit % of GDP -1.8 -2.2 -3.5 -1.7 -1.4
Overall deficit (before grants) % of GDP -6.9 -7.0 -9.9 -8.0 -6.9
Public debt
External % of GDP 37.1 32.8 36.5 36.1 35.6
Domestic % of GDP 47.9 48.5 49.8 45.8 42.9
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Unit 2007 2008 2009 2010 2011(e)

  7. External trade
Terms of trade % change -1.0 3.0 (j) -2.7 (j) 27.5 (j) -9.3 (j)
Import price index % change 5.9 5.2 (j)  5.3 (j) 10.2 (j)  22.0 (j)
Export price index % change 4.8 8.4 (j)  2.4 (j)  40.4 (j) 10.9 (j)
Import volume index % change 4.1 18.6 (j)  -31.2 (j)  19.6 (j)  23.5 (j)
Export volume index % change 7.3 -2.0 (j)  -14.7 (j) -13.3 (j)  10.4 (j)

8. External finance
Trade balance % of GDP -11.3 -14.7 -7.4 -9.7 -16.4
Current account balance (g) % of GDP -4.3 -9.5 -0.5 -2.2 -7.8
Capital & financial account balance % of GDP 6.5 4.4 6.2 5.7 7.0
Foreign direct investments % of GDP 1.7 1.7 0.9 0.9 1.5
Foreign portfolio investments % of GDP 0.3 0.1 0.0 -0.5 -0.3
Import capacity months of imports (d) 5.3 3.1 8.3 7.7 4.7
External debt (g) % of GDP 51.0 43.7 49.7 50.1 48.8
Debt-service ratio % of exports 13.1 15.1 19.0 15.9 12.6

9. Exchange rates (year end)
U.S.A. Rs./US$ 108.7 113.1 114.4 111.0 113.9
U.K. Rs./UK Pound 217.2 163.3 181.7 171.4 175.4
Japan Rs./Yen 1.0 1.3 1.2 1.4 1.5
European Union Rs./Euro 160.3 159.5 163.7 147.6 147.4
India Rs./Rs. Indian 2.8 2.4 2.5 2.5 2.2
SDR Rs./SDR 171.6 174.3 178.7 170.8 174.9

10. Money supply
Narrow money supply (M1) % change 2.7 4.0 21.4 20.9 7.7
Broad money supply (M2) % change 16.6 8.5 18.6 15.8 19.1
Domestic credit % change 16.3 18.0 0.5 18.6 34.3
External banking assets % change 33.2 -65.9 417.2 -6.1 -74.0

11. Interest rates
Treasury bill yeild rates
3 month % per annum 21.3 17.3 7.7 7.2 8.7
12 months % per annum 20.0 19.1 9.3 7.6 9.3
Call money rates % per annum 25.0 14.7 9.1 8.0 9.0
Average prime lending rate % per annum 18.0 18.5 10.9 9.3 10.8
Commercial banks saving % per annum 16.5 16.5 10.5 9.5 8.5
NSB saving % per annum 5.0 5.0 5.0 5.0 5.0
Commercial banks fixed deposits % per annum 20.0 20.3 19.0 17.0 11.0
NSB fixed deposits % per annum 15.0 15.0 9.5 8.5 8.5

12. Share market indicators
Annual turnover Rs. bn. 105.0 110.5 142.5 570.3 546.3
Companies listed No. 235 235 232 242 272
Market capitalisation Rs. bn. 820.7 488.8 1092.1 2210.5 2213.9
Net purchases by non-nationals Rs. mn. 11254 13951 -789 -26335 -19039
Share price indices
CSE share (Index, 1985=100) 2,541.0 1,503.0 3385.6 6,635.9 6,074.4
CSE sensitive(f) (Index, 1985=100) 3,291.9 1,631.3 3849.4 7,061.5 5,229.2

Notes: (a): Combined first, second, and third level gross enrolment ratio.
(b): Excluding Northern and Eastern Provinces.
(c): Average of four quarters.
(d): Months of same year imports.
(e): Provisional.
(f): The Milanka Price Index (MPI) was introduced in January 1999, (1998 December=1000) to replace the Sensitive Price Index.
(g): From 2003, data are based on GDP estimates compiled by the Dept. of Census and Statistics.
(h): Excluding Northern Province
(i): Based on CCPI (1952=100)
(j) Estimates from 2006 onwards are based on  national accounts data of the Dept. of Census and Statistics.

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, 1989-2011

          Constant Prices (c)                                Growth Rates
       GDP                   PGDP              POP(b) GDP     PGDP               POP
     Rs. mn.                   Rs.mn.              (‘000)

1989 486,140.6 28,893.9 16,825 2.3 0.9 1.4

1990 516,152.7 30,335.2 17,015 6.2 5.0 1.1

1991 539,954.8 31,270.9 17,267 4.6 3.1 1.5

1992 563,061.9 32,311.6 17,426 4.3 3.3 0.9

1993 602,171.5 34,125.1 17,646 6.9 5.6 1.3

1994 636,061.5 35,552.0 17,891 5.6 4.2 1.4

1995 670,742.2 36,984.0 18,136 5.5 4.0 1.4

1996 695,934.0 37,954.5 18,336 3.8 2.6 1.1

1997 739,763.0 39,840.7 18,568 6.3 5.0 1.3

1998 774,796.0 41,247.7 18,784 4.7 3.5 1.2

1999 808,340.0 42,419.2 19,056 4.3 2.8 1.4

2000 857,035.0 44,866.2 19,102 6.0 5.7 0.3

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 3.3 0.7

2003(d) 1,733,222.0 90,399.1 19,173 5.9 4.6 1.3

2004 1,827,597.0 94,036.4 19,435 5.4 4.0 1.4

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 0.9

2008 2,365,501.0 117,005.5 20,217 6.0 5.0 0.9

2009 2,449,214.0 119,766.0 20,450 3.5 2.4 1.2

2010 2,645,432.0 128,089.5 20,653 8.0 6.9 1.0

2011(a)  2,863,854.0 137,230.1 20,869 8.3 7.1 1.0

Notes: (a): 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

(c): Up to 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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Appendix A: Macroeconomic Indicators

Table A6: Labour Force Participation of the Household Population
 All Island, 2001-2011

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

2001
q1 13.7 6.7 49.2 6.2 92.3 0.5 7.7
q2 14.0 6.9 49.0 6.3 91.7 0.6 8.3
q3 13.9 6.7 48.3 6.2 92.2 0.5 7.8
q4 14.1 6.8 48.9 6.2 91.7 0.5 8.3

2002
q1 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 (a)
q1 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
q4 15.8 7.8 49.6 7.2 92.1 0.6 7.9

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
q4 (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)

q1 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)
q1 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 5.5

2008 (a)
q1 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 5.5
q3 16.3 8.2 50.3 7.7 94.5 0.4 5.5
q4 16.4 8.2 49.7 7.7 94.6 0.4 5.4

2009 (a)
q1 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 5.9
q4 16.6 8.1 48.5 7.6 94.3 0.5 5.7

2010 (a)
q1 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 5.4
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)
q1 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 17.1 8.3 48.3 7.9 96.1 0.3 3.9
q4 (f) - - - - - - -

Notes: ((a) Including Eastern province but Excluding Northern province
(b) Excluding Vavunia,Mulathivu ,Kilinochchi districts.
(c) Quarterly labour force survey was conducted as a one off survey in August 2005
(d) Excluding Northern & Eastern provinces
(e) All the districts are included
(f) Labour Force Survey was not conducted for the 4th quarter of 2011

Source:  Department of Census and Statistics, Quarterly Report of the Sri Lanka Labour Force.

Notes: Up to 4th quarter 2002, data excludes both Northern and Eastern Province 
 (a)  Including Eastern province but Excluding Northern province 
 (b)  Excluding Vavunia, Mulathivu, Kilinochchi districts.
 (c)  Quarterly labour force survey was conducted as a one off survey in August 2005   
 (d)  Excluding Northern & Eastern provinces  
 (e)  All the districts are included
 (f)  Labour Force Survey was not conducted for the 4th quarter of 2011    

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, 1989-2011
    Private(a)       Public(b) Private(a) Public(b) Private(a) Public(b) Private(a) Public(b)

(Rs. mn., current market prices)         (As % of GDP)      (At constant prices(c)(e)) (Growth in real terms)

1989 39,943 14,306 15.9 5.7 4160.7 1490.2 28.8 33.8

1990 57,910 12,507 18.0 3.9 2895.5 625.4 -30.4 -58.0

1991 68,368 15,838 18.4 4.3 6215.3 1439.8 114.7 130.2

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 3.5 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 3.4 21738.4 3479.4 64.2 80.5

1998 221,754 33,960 21.8 3.3 26399.3 4042.9 21.4 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 3.3 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 2.5 62,531.2 9,075.5 75.8 139.6

2004 422,060 51,262 20.2 2.5 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 3.3

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 52,340.8 171.7 224.9

2010 1,128,151 323,851 20.1 5.8 154,541.2 44,363.2 8.7 -15.2

2011(d) 1,402,217 370,298 21.4 5.7 179,771.4 47,474.1 16.3 7.0

 Notes: (a): Private sector and public corporations.
(b): Government and public enterprises.
(c): Current series deflated by GDP deflator.
(d): Provisional.
(e): Up to 1995 data are based on 1982 prices.  From 1996-2002 data are based on 1996 prices and 2003 onwards

data are based on 2003 prices.
(f): 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.

data are based on 2002 prices.
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Appendix A: Macroeconomic Indicators

                Table A12: Basic Indicators of the General Price Level, 1991-2011

                            CCPI                                        CCPI                                                  WPI                                                GDPD
(1952=100)  % change         (2002=100)  % change              (1974=100)  % change                (1996=100)  % change

1991 1,131.5 12.2 710.8 9.2 62.5 11.0

1992 1,260.4 11.4 773.0 8.8 68.8 10.0

1993 1,408.4 11.7 831.8 7.6 75.3 9.5

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 12.1

1997 2,089.1 9.6 1,224.3 6.9 108.6 8.6

1998 2,284.9 9.4 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 1.7 131.3 6.7

2001 2,899.4 14.2 1,471.2 11.7 147.6 12.4

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 2,351.6 11.7 224.9 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 3,653.6 24.9 298.3 16.3

2009 206.8 3.4 3,500.9 -4.2 315.8 5.9

2010 219.1 5.9 3,893.0 11.2 338.9 7.3

2011(a) 226.5 6.9 4,306.5 10.6 365.4 7.8

Notes: (a) Provisional.
CCPI : Colombo Consumers’ Price Index.
GCCPI : Greater 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, 1990-2011
                                   (December 1978=100)

                         Workers in wages boards trades(a)                    Government employees(b)

   Nominal     Real Nominal    Real

1990 453.5 107.6 476.8 113.2

1991 518.8 109.7 534.6 113.2

1992 590.0 112.0 557.6 106.0

1993 685.8 116.6 675.5 114.8

1994 712.4 111.7 735.5 115.4

1995 740.3 107.7 792.5 115.4

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 2171.4 76.7 4502.8 159.0

2010 2865.3 95.3 4651.6 154.7

2011(c) 2996.1 93.3 4964.5 154.7

Notes: The wage rates used in the calculation of index numbers are minimum wages.
(a): Combined index for workers in agriculture, industry and commerce, and services.
(b): Combined index for non-executive officers and minor employees.
(c): Provisional.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Table A14: Sri Lanka's Direction of Foreign Trade, 1994-2011
Unit 1994 1995 1996 1997  1998 1999 2000 2001 2002

1.Exports to selected countries and groupings

U.S.A US$ mn. 1115 1354 1396 1666 1890 1792 2193 1926 1764
U.K. US$ mn. 285 345 389 525 530 604 737 576 590
Germany US$ mn. 223 254 239 230 232 216 230 199 199
Japan US$ mn. 165 200 256 234 196 159 230 186 140

EC % of total exports 31.3 31 29.4 35 33.6 35.3 33.4 26.1 29.0
Germany % of  exports to EC 22.2 21.6 19.8 17.1 17.9 16.2 15.2 15.8 14.6
UK % of exports to EC 28.4 29.3 32.2 39 41 45 48.5 45.8 43.3

ASEAN % of total exports 3.9 3.7 2.8 3.4 3 3.1 3.5 2.9 2.6
           singapore % of exports to ASEAN 60.6 52.3 52 43.7 38.1 37.9 38.7 51.4 63.6
           Malaysia % of exports to ASEAN 4.6 15.7 23.5 16.6 10.1 6 5 5.9 8.4

SAARC % of total exports 2.7 2.7 2.6 3.1 3 3.8 4.2 3.3 5.5
           India % of exports to SAARC 27.2 31.3 39.6 37 33.2 33.7 30.6 45.6 66.5

NAFTA % of total exports 36.8 37.3 35.6 45.5 51.5 49.8 50.5 42.1 39.6
                USA % of exports to NAFTA 94.4 95.4 95.6 95.3 95.4 95.1 95.4 95.1 94.6
                Canada % of exports to NAFTA 4.3 3.5 3.1 3.2 3.1 3.1 3.1 3.4 3.3

APEC % of total exports 49.6 50.1 48.7 59.8 58.9 56.3 57.8 59.5 54.6
               USA % of exports to APEC 70.1 71 69.8 72.4 83.4 84.1 83.5 83.1 82.5
              Japan % of exports to APEC 10.4 10.5 12.8 10.2 8.6 7.5 8.7 8.0 6.6
              Singapore % of exports to APEC 0.2 0.1 0.1 0.1 1.9 2.1 2.3 2.5 3.1

2. Imports from selected countries and groupings

Japan US$ mn. 527 499 497 479 556 561 646 337 355
India US$ mn. 404 469 562 560 539 512 600 709 853
Hong Kong US$ mn. 317 357 354 411 411 459 516 500 491
U.S.A US$ mn. 285 173 198 187 230 216 255 266 219
U.K. US$ mn. 248 243 252 282 305 251 311 221 263
Taiwan US$ mn. 250 286 288 372 379 347 390 323 288

EC % of total imports 16.3 15.3 15.4 17.6 23.3 19.4 18.8 14.2 14.6
             Germany % of imports from EC 21.8 20.5 18.4 20.5 20.2 15.8 16.5 16.3 13.6
              UK % of imports from EC 31.8 29.8 30.1 31.6 30.3 29.1 32.8 26.0 29.5

ASEAN % of total imports 13.2 12.8 12.6 14.7 19.6 21.1 21 19.4 19.1
           Singapore % of imports from ASEAN 37.2 36.6 37.7 38.3 36.8 48.2 46.7 44.8 46.0
           Malaysia % of imports from ASEAN 28.8 31.1 26.7 22.3 22.8 18 20.5 22.7 21.7

SAARC % of total imports 10.3 10.2 11.9 13.1 15.1 14.2 14 11.9 15.6
          India % of imports from SAARC 82.7 86.1 86.9 83.9 83.3 81.4 84.8 84.4 89.4

NAFTA % of total imports 6.3 3.6 4.3 5.7 7.1 5.5 6 4.9 3.8
                  USA % of imports from NAFTA 95 91.3 84.6 64.7 75.0 89 84.1 91.5 93.8
                  Canada % of imports from NAFTA 4.6 7.9 10 19 13.6 9.3 15.6 8.2 5.8

APEC % of total imports 55.4 50.2 50.4 61.9 45.9 53.4 54.9 55.6 52.1
                USA % of imports from APEC 10.8 6.5 7.3 5.9 11.6 9.1 9.2 10.1 8.5
               Japan % of imports from APEC 11 9.4 9.2 9.4 28.1 23.6 23.2 12.8 13.8
               Singapore % of imports from APEC 8.8 9.3 9.5 9.1 15.7 19 17.8 15.6 16.8
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Unit 2003 2004 2005          2006    2007       2008   2009 2010 2011(a)

1. Exports to selected countries and groupings

U.S.A US$ mn. 1777 1869 1988 2006 1970 1869 1576 1701 2145
U.K. US$ mn. 640 779 777 880 1018 1090 1024 990 1112
Germany US$ mn. 232 274 272 329 438 405 347 400 510
Japan US$ mn. 162 158 145 164 160 159 139 171 223

EU % of total exports 30.0 32.5 30.9 33.7 37.6 37.4 38.5 33.3 33.9
           Germany % of  exports to EU 15.1 14.6 13.9 14.2 15.2 13.4 12.7 13.9 14.3
            UK % of  exports to EU 41.6 41.6 39.6 37.9 35.4 35.9 37.6 34.4 31.1

ASEAN % of total exports 2.5 2.6 2.9 3.4 3.0 3.2 3.9 8.8 7.0
           Singapore % of exports to ASEAN 61.8 67.9 52.2 39.0 34.8 29.7 31.2 67.1 55.5
           Malaysia % of exports to ASEAN 11.7 7.1 9.5 12.9 15.7 17.2 16.9 9.6 13.3

SAARC % of total exports 6.8 8.8 10.3 8.7 8.5 6.9 6.2 7.2 6.6
            India % of exports to SAARC 70.0 77.3 86.7 81.6 79.8 74.5 73.0 76.8 74.1

NAFTA % of total exports 36.6 34.4 33.3 30.9 27.6 24.9 24.1 21.6 22.4
            USA % of exports to NAFTA 94.6 94.5 94.1 94.2 93.3 92.4 92.2 91.5 90.5
           Canada % of exports to NAFTA 3.4 3.6 3.7 3.6 3.7 4.4 4.3 5.0 5.4

APEC % of total exports 52.2 47.8 46.2 44.0 38.8 37.0 37.0 39.6 38.7
             USA % of exports to APEC 80.6 81.4 82.3 81.5 66.4 62.3 60.1 49.8 52.5
             Japan % of exports to APEC 7.4 6.9 5.9 6.6 5.4 5.3 5.3 5.0 5.5
             Singapore % of exports to APEC 3.0 3.8 3.3 3.0 2.7 2.5 3.3 14.9 10.0

2. Imports from selected countries and groupings

Japan US$ mn. 448 412 380 450 413 426 224 584 1025
India US$ mn. 1073 1439 1835 2173 2610 3447 1820 2570 4431
Hong Kong US$ mn. 560 619 648 659 725 695 517 580 632
U.S.A US$ mn. 198 240 205 201 412 279 259 168 266
U.K. US$ mn. 273 312 277 303 230 250 254 267 304
Taiwan US$ mn. 276 291 279 275 264 251 201 264 352

EU % of total imports 16.5 15.7 14.5 13.7 12.4 12.5 12.6 10.9 9.2
             Germany % of imports from EU 13.0 15.4 13.9 15.8 16.4 16.0 19.3 17.2 18.3
              UK % of imports from EU 24.8 24.8 21.6 21.5 16.5 14.2 19.8 18.2 16.4

ASEAN % of total imports 19.8 20.0 20.5 21.7 17.0 15.8 18.7 18.9 18.6
           Singapore % of imports from ASEAN 46.2 51.2 48.2 52.9 58.4 55.8 55.8 61.8 56.4
           Malaysia % of imports from ASEAN 25.6 24.1 25.7 23.7 14.8 16.1 15.1 15.2 18.2

SAARC % of total imports 17.6 19.7 22.4 22.9 24.9 26.0 20.1 21.4 23.7
           India % of imports from SAARC 91.5 91.4 92.6 92.4 92.7 94.0 88.6 89.3 92.1

NAFTA % of total imports 3.5 3.6 3.2 4.1 4.4 4.7 5.2 3.3 3.2
           USA % of imports from NAFTA 85.4 84.4 71.2 48.0 83.5 42.4 48.4 37.6 41.3
           Canada % of imports from NAFTA 14.3 15.3 28.0 51.5 16.1 57.6 51.6 62.4 58.7

APEC % of total imports 49.2 46.4 44.0 43.8 46.1 43.0 47.8 46.3 46.6
                USA % of imports from APEC 7.1 7.6 6.2 5.3 7.9 4.6 5.3 2.7 2.8
               Japan % of imports from APEC 16.0 13 11.6 11.9 7.9 7.0 4.6 9.4 10.9
               Singapore % of imports from APEC 18.7 20.5 22.4 26.2 21.5 20.6 21.9 25.2 22.5

Cont../

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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Appendix A: Macroeconomic Indicators

Table A16: Structure of Commodity Exports, 1992-2011

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

1. Agricultural exports

Value (US$ mn.) 604.7 655.3 702.1 829.0 961.0 1060.0 1088.0 947.0 1005.0 932.0

Growth -5.7 8.4 7.1 18.1 15.9 10.3 2.6 -13.0 6.1 -7.3

% of total exports 24.6 22.9 21.9 21.8 23.5 22.8 22.7 20.5 18.2 19.3

1.1 Plantation crops

Value (US$ mn.) 491.52 534.61 572.73 695.00 829.00 916.00 918.00 783.00 850.00 796.00

Growth -8.7 8.8 7.1 21.3 19.3 10.5 0.2 -14.7 8.6 -6.4

% of total exports 20.0 18.7 17.8 18.3 20.2 19.7 19.1 17.0 15.4 16.5

1.1.1 Tea

Value (US$ mn.) 339.8 412.7 424.2 481.0 615.0 719.0 780.0 621.0 700.0 690.0

Growth -21.3 21.4 2.8 13.4 27.9 16.9 8.5 -20.4 12.7 -1.4

% of total exports 13.8 14.4 13.2 12.6 15.0 15.5 16.3 13.5 12.7 14.3

1.1.2 Rubber

Value (US$ mn.) 67.5 64.0 72.5 111.0 104.0 79.0 44.0 33.0 29.0 24.0

Growth 5.8 -5.3 13.3 53.1 -6.3 -24.0 -44.3 -25.0 -12.1 -17.2

% of total exports 2.7 2.2 2.3 2.9 2.5 1.7 0.9 0.7 0.5 0.5

1.1.3 Coconut kernel products

Value (US$ mn.) 60.8 38.3 50.1 69.0 81.0 82.0 56.0 84.0 77.0 41.0

Growth 42.2 -37.0 30.9 37.7 17.4 1.2 -31.7 50.0 -8.3 -46.8

% of total exports 2.5 1.3 1.6 1.8 2.0 1.8 1.2 1.8 1.4 0.9

1.2. Minor agricultural crops

Value (US$ mn.) 113.1 120.7 129.2 134.0 132.0 145.0 170.0 165.0 155.0 136.0

Growth 37.3 6.7 7.0 3.7 -1.5 9.9 17.2 -2.9 -6.1 -12.3

% of total exports 4.6 4.2 4.0 3.5 3.2 3.1 3.5 3.6 2.8 2.8

2.  Mineral exports

Value (US$ mn.) 62.7 75.7 86.9 87.0 96.0 90.0 60.0 64.0 97.0 86.0

Growth 1.3 20.7 14.7 0.2 10.3 -6.3 -33.3 6.7 51.6 -11.3

% of total exports 2.5 2.6 2.7 2.3 2.3 1.9 1.3 1.4 1.8 1.8

3. Industrial exports

Value (US$ mn.) 1,763.2 2,102.3 2,398.9 2,870.0 3,006.0 3,436.0 3,607.0 3,551.0 4,283.0 3,710.0

Growth 42.5 19.2 14.1 19.6 4.7 14.3 5.0 -1.6 20.6 -13.4

% of total exports 71.7 73.4 74.8 75.4 73.4 74.1 75.2 77.0 77.6 77.0

3.1 Textile & garments

Value (US$ mn.) 1,214.0 1,412.4 1,551.9 1,853.0 1,902.0 2,274.0 2,460.0 2,425.0 2,982.0 2,543.0

Growth 51.0 16.3 9.9 19.4 2.6 19.6 8.2 -1.4 23.0 -14.7

% of total exports 49.3 49.3 48.4 48.7 46.4 49.0 51.3 52.6 54.0 52.8

3.2 Petroleum products

Value (US$ mn.) 63.2 78.8 80.1 85.0 104.0 97.0 73.0 74.0 98.0 68.0

Growth -20.5 24.6 1.7 6.1 22.4 -6.7 -24.7 1.4 32.4 -30.6

% of total exports 2.6 2.8 2.5 2.2 2.5 2.1 1.5 1.6 1.8 1.4

4. Total commodity exports inc. petroleum

Value (US$ mn.) 2,460.8 2,863.7 3,208.6 3,806.6 4,095.0 4,639.0 4,798.0 4,610.0 5,522.0 4,817.0

Growth 23.8 16.4 12.0 18.6 7.6 13.3 3.4 -3.9 19.8 -12.8

5. Total commodity exports excl. petroleum

Value (US$ mn.) 2,397.6 2,784.9 3,128.5 3,721.6 3,991.0 4,542.0 4,725.0 4,536.0 5,424.0 4,749.0

Growth 25.7 16.2 12.3 19.0 7.2 13.8 4.0 -4.0 19.6 -12.4
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1. Agricultural exports

Value (US$ mn.)

Growth

% of total exports

1.1 Plantation crops

Value (US$ mn.)

Growth

% of total exports

1.1.1 Tea

Value (US$ mn.)

Growth

% of total exports

1.1.2 Rubber

Value (US$ mn.)

Growth

% of total exports

1.1.3 Coconut kernel products

Value (US$ mn.)

Growth

% of total exports

1.2. Minor agricultural crops

 Value (US$ mn.)

Growth

% of total exports

2. Mineral exports
 Value (US$ mn.)

Growth

% of total exports

3. Industrial exports
Value (US$ mn.)

Growth

% of total exports

3.1 Textile & garments

Value (US$ mn.)

Growth

% of total exports

3.2 Petroleum products

Value (US$ mn.)

Growth

% of total exports

4. Total commodity exports inc. petroleum
Value (US$ mn.)

Growth

5. Total commodity exports excl. petroleum
Value (US$ mn.)

Growth

Notes: (a):    Provisional.

Sources: Central Bank of Sri Lanka, Annual Report, various issues; IPS database.

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011(a)

938.0 965.0 1065.2 1,153.8 1,292.7 1,507.2 1,854.8 1,690.3  2,306.4 2,527.80

0.6 2.9 10.4 8.3 12.0 16.6 23.1 -8.9 36.4 9.6

20.0 18.8 18.5 18.2 18.8 19.7 22.9 23.9 26.7 23.9

771.00 815.00 903.30 970.40 1,098.20 1,275.80 1,567.60 1,449.90 1,779.60 1,963.30

-3.1 5.7 10.8 7.4 13.2 16.2 22.9 -7.5 22.7 10.3

16.4 15.9 15.7 15.3 16.0 16.7 19.3 20.5 20.6 18.6

660.0 683.0 738.9 810.2 881.2 1,025.2 1,271.5 1,185.1 1,440.6 1,490.90

-4.3 3.5 8.2 9.6 8.8 16.3 24.0 -6.8 21.6 3.5

14.0 13.3 12.8 12.8 12.8 13.4 15.7 16.7 16.7 14.1

27.0 39.0 51.3 46.9 93.1 109.4 125.1 98.6 173.2 206.4

12.5 44.4 31.5 -8.6 98.5 17.5 14.4 -21.2 75.7 19.2

0.6 0.8 0.9 0.7 1.4 1.4 1.5 1.4 2.0 2.0

41.0 48.0 58.6 48.8 52.8 60.3 82.4 58.2 55.4 -

0.0 17.1 22.1 -16.7 8.2 14.2 36.7 -29.4 -4.8 `

0.9 0.9 1.0 0.8 0.8 0.8 1.0 0.8 0.6 -

168.0 150.0 161.9 183.4 194.6 231.5 287.3 240.4 71.6 88.7

23.5 -10.7 7.9 13.3 6.1 19.0 24.1 -16.3 -70.2 23.9

3.6 2.9 2.8 2.9 2.8 3.0 3.5 3.4 0.8 0.8

90.0 84.0 120.0 143.3 119.9 127.8 97.8 88.7 24.2 32.9

4.7 -6.7 42.9 19.4 -16.3 6.6 -23.5 -9.3 -72.7 36.0

1.9 1.6 2.1 2.3 1.7 1.7 1.2 1.3 0.3 0.3

3,631.0 3,977.0 4,506.1 4,948.4 5,401.1 5,967.3 6,158.0 5,305.4 6,096.1 7,991.70

-2.1 9.5 13.3 9.8 9.1 10.5 3.2 -13.8 14.9 31.1

77.3 77.5 78.3 78.0 78.5 78.1 75.9 74.9 70.7 75.7

2,424.0 2,575.0 2,808.9 2,894.5 3,080.4 3,339.6 3,468.7 3,274.2 3,356.0 4,191.20

-4.7 6.2 9.1 3.0 6.4 8.4 3.9 -5.6 2.5 24.9

51.6 50.2 48.8 45.6 44.8 43.7 42.8 46.2 38.9 39.7

73.0 65.0 99.6 130.9 188.4 168.9 254.9 134.7 263.4 552.7

7.4 -11.0 53.2 31.4 43.9 -10.4 50.9 -47.2 95.5 109.8

1.6 1.3 1.7 2.1 2.7 2.2 3.1 1.9 3.1 5.2

4,699.0 5,133.0 5,757.2 6,346.7 6,882.7 7,640.0 8,110.6 7,084.5 8,625.8 10,558.80

-2.4 9.2 12.2 10.2 8.4 11.0 6.2 -12.7 21.8 22.4

4,626.0 5,068.0 5,657.6 6,215.8 6,694.3 7,471.1 7,855.7 6,949.8 8,362.4 10,006.1

-2.6 9.6 11.6 9.9 7.7 11.6 5.1 -11.5 20.3 19.7



xxi

Appendix A: Macroeconomic Indicators

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
 T

ab
le

 A
17

: T
ou

ri
sm

, 1
99

2-
20

11

U
ni

t
19

92
19

93
19

94
19

95
19

96
19

97
19

98
19

99
20

00
20

01

To
ur

is
t a

rr
iv

al
s

N
o.

39
3,

66
9

39
2,

25
0

40
7,

51
1

40
3,

10
1

30
2,

26
5

36
6,

16
5

38
1,

06
3

43
6,

44
0

40
0,

41
4

33
6,

79
4

Ex
cu

rs
io

ni
st

 a
rr

iv
al

s
N

o.
5,

65
1

6,
09

3
8,

41
3

10
,5

56
12

,8
63

18
,2

65
27

,6
29

28
,3

35
44

,5
18

60
,0

84
To

ur
is

t n
ig

ht
s

00
0

4,
05

5
4,

14
8

4,
25

1
4,

02
4

2,
94

7
3,

68
0

3,
94

4
4,

47
9

4,
05

6
3,

34
2

Ea
rn

in
gs

R
s.

  m
n

.
8,

82
5.

6
10

,0
36

.8
11

,4
01

.6
11

,5
51

.6
9,

55
9.

1
12

,9
80

.0
14

,8
68

.0
19

,2
97

.3
19

,1
62

.2
18

,8
63

.3
U

S$
  m

n.
20

1.
4

20
8.

0
23

0.
7

22
5.

4
17

3.
0

21
6.

7
23

0.
5

27
4.

9
25

2.
8

21
1.

1
R

ec
ei

pt
s 

pe
r t

ou
ri

st
 p

er
 d

ay
U

S$
49

.7
50

.1
54

.2
56

.1
57

.9
58

.6
59

.5
61

.4
62

.3
63

.1
A

ve
ra

ge
 d

ur
at

io
n

N
ig

ht
s

10
.3

10
.6

10
.4

10
.0

9.
8

10
.1

10
.4

10
.3

10
.1

9.
9

A
cc

om
m

od
at

io
n

  R
oo

m
s

N
o.

10
,2

14
10

,3
65

10
,7

42
11

,2
55

11
,6

00
12

,3
70

12
,7

70
12

,9
18

13
,3

11
13

,6
26

  B
ed

s
N

o.
19

,9
07

20
,2

42
20

,9
29

21
,6

80
22

,0
40

22
,9

44
23

,3
73

24
,2

16
24

,9
53

25
,5

95
O

cc
up

an
cy

 ra
te

, g
ra

de
d

%
55

.3
57

.0
56

.6
52

.6
40

.3
49

.1
52

.8
57

.6
52

.3
42

.1
Sr

i L
an

ka
 n

at
io

na
ls

  A
rr

iv
al

s
N

o.
33

9,
10

9
37

5,
74

0
42

2,
36

7
45

9,
44

1
48

8,
05

5
48

2,
85

0
48

1,
79

3
52

1,
07

3
51

4,
44

8
48

7,
35

6
  D

ep
ar

tu
re

s
N

o.
42

0,
74

9
41

6,
24

6
44

8,
43

7
50

4,
42

0
49

4,
25

8
53

0,
71

2
51

8,
05

0
49

6,
96

3
52

4,
21

2
50

5,
34

1
Em

pl
oy

m
en

t
  D

ir
ec

t
N

o.
28

,7
90

30
,7

10
33

,9
56

35
,0

68
31

,9
63

34
,0

06
34

,7
80

36
,5

60
37

,9
43

33
,7

10
  I

nd
ir

ec
t

N
o.

40
,3

06
42

,9
94

47
,5

38
49

,0
95

44
,7

48
47

,6
08

48
,6

92
51

,1
84

53
,1

20
47

,1
94

C
on

td
…

/
U

ni
t

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

(a
)

To
ur

is
t a

rr
iv

al
s

N
o.

39
3,

17
1

50
0,

64
2

56
6,

20
2

54
9,

30
8

55
9,

60
3

49
4,

00
8

43
8,

47
5

44
7,

89
0

65
4,

47
6

85
5,

97
5

Ex
cu

rs
io

ni
st

 a
rr

iv
al

s
N

o.
63

,5
60

82
,0

66
11

0,
00

0
11

9,
61

8
12

8,
71

9
98

,4
32

87
,6

95
89

,5
26

11
2,

49
7

11
9,

87
5

To
ur

is
t n

ig
ht

s
00

0
3,

98
9

5,
09

3
5,

74
2

4,
75

4
5,

79
3

4,
94

0
4,

16
6

4,
07

5
6,

54
8

8,
56

0
Ea

rn
in

gs
R

s.
 m

n.
24

,2
02

.0
32

,8
10

.0
42

,6
66

.3
36

,3
77

42
,5

86
42

,5
19

37
,0

94
40

,1
33

65
,0

18
91

,9
26

U
S$

 m
n.

25
3.

0
34

0.
0

41
6.

8
36

2.
3

41
0.

0
38

4.
4

31
9.

5
34

9.
3

57
5.

9
83

8.
9

R
ec

ei
pt

s 
pe

r t
ou

ri
st

 p
er

 d
ay

U
S$

63
.4

66
.8

72
.2

74
.6

83
.4

79
.1

76
.7

81
.8

88
.0

98
.0

A
ve

ra
ge

 d
ur

at
io

n
N

ig
ht

s
10

.1
10

.2
10

.1
8.

7
10

.4
10

.0
9.

5
9.

1
10

.0
10

.0
A

cc
om

m
od

at
io

n
  R

oo
m

s
N

o.
13

,8
18

14
,1

37
14

,3
22

13
,1

62
14

,2
18

14
,6

04
14

,7
93

14
,4

61
14

,7
14

14
,6

53
  B

ed
s

N
o.

25
,9

56
26

,5
11

26
,8

54
24

,7
40

27
,1

17
27

,5
00

28
,6

98
28

,3
44

28
,9

78
28

,8
44

O
cc

up
an

cy
 ra

te
, g

ra
de

d
%

43
.1

53
.2

59
.3

45
.4

47
.8

46
.2

43
.9

48
.4

70
.1

77
.1

Sr
i L

an
ka

 n
at

io
na

ls
  A

rr
iv

al
s

N
o.

49
3,

94
7

56
0,

60
2

64
6,

99
0

68
3,

16
9

73
4,

42
1

81
7,

52
4

90
0,

81
5

91
4,

58
4

1,
08

1,
41

7
1,

21
0,

95
1

  D
ep

ar
tu

re
s

N
o.

53
3,

56
5

56
1,

12
6

68
0,

24
8

72
7,

30
1

75
6,

73
5

86
2,

01
1

96
6,

33
7

96
2,

78
6

1,
12

2,
21

2
1,

23
9,

29
0

Em
pl

oy
m

en
t

  D
ir

ec
t

N
o.

38
,8

21
46

,7
61

53
,7

66
52

,0
85

55
,6

49
60

,5
16

51
,3

06
52

,0
71

55
,0

23
57

,7
86

  I
nd

ir
ec

t
N

o.
54

,3
49

65
,4

65
75

,2
72

72
,9

19
77

,9
09

84
,7

22
71

,8
28

72
,8

99
77

,0
32

80
,8

99

N
ot

es
:

(a
): 

Pr
ov

is
io

na
l.

So
ur

ce
:

 C
ey

lo
n 

To
ur

is
t B

oa
rd

, A
nn

ua
l S

ta
tis

tic
al

 R
ep

or
t, 

va
ri

ou
s 

is
su

es
.



xxii

State of the Economy 2012

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
   

   
   

 T
ab

le
 A

18
: M

on
th

ly
 T

ou
ri

st
 A

rr
iv

al
s,

 2
00

0-
20

11

20
00

20
01

20
02

20
03

20
04

20
05

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

J a
nu

ar
y

43
,3

11
-2

.4
44

,1
87

2.
0

28
,2

96
-3

6.
0

40
,6

47
43

.6
49

,9
50

22
.9

38
,1

87
-2

3.
5

Fe
br

ua
ry

43
,2

87
4.

2
46

,5
75

7.
6

31
,6

83
-3

2.
0

39
,0

81
23

.4
43

,5
84

11
.5

36
,6

45
-1

5.
9

M
ar

ch
40

,1
10

-2
.2

44
,2

90
10

.4
33

,0
84

-2
5.

3
40

,8
18

23
.4

38
,4

18
-5

.9
50

,4
18

31
.2

A
pr

il
33

,6
42

-2
.3

36
,9

06
9.

7
27

,0
57

-2
6.

7
33

,7
14

24
.6

30
,6

72
-9

.0
42

,2
61

37
.8

M
ay

23
,4

04
-7

.2
26

,9
24

15
.0

26
,6

61
-1

.0
30

,0
48

12
.7

30
,1

62
0.

4
40

,8
78

35
.5

Ju
ne

21
,8

25
-1

6.
6

28
,3

23
29

.8
26

,3
55

-6
.9

31
,8

36
20

.8
32

,1
19

0.
9

45
,6

99
42

.3
Ju

ly
33

,2
67

-0
.1

28
,5

66
-1

4.
1

35
,7

42
25

.1
43

,7
43

22
.4

50
,5

25
15

.5
56

,7
45

12
.3

A
ug

us
t

34
,4

22
-1

1.
9

15
,7

17
-5

4.
3

35
,4

75
12

5.
7

42
,1

11
18

.7
48

,6
75

15
.6

51
,2

16
5.

2
Se

pt
em

be
r

31
,0

35
-8

.5
11

,7
58

-6
2.

1
32

,9
82

18
0.

5
36

,0
54

9.
3

51
,5

25
42

.9
43

,5
36

-1
5.

5
O

ct
ob

er
26

,6
58

-2
4.

1
12

,9
04

-5
1.

6
36

,2
58

18
1.

0
49

,9
22

37
.7

59
,4

42
19

.1
44

,0
95

-2
5.

8
N

ov
em

be
r

32
,4

69
-2

2.
6

17
,3

44
-4

6.
6

37
,3

95
11

5.
6

54
,9

46
46

.9
64

,9
71

18
.2

48
,4

57
-2

5.
4

D
ec

em
be

r
36

,9
84

-8
.3

23
,3

00
-3

7.
0

42
,1

83
81

.0
57

,7
22

36
.8

66
,1

59
14

.6
51

,1
71

-2
2.

7
To

ta
l

40
0,

41
4

-8
.3

33
6,

79
4

-1
5.

9
39

3,
17

1
16

.7
50

0,
64

2
27

.3
56

6,
20

2
13

.1
54

9,
30

8
-3

.0

C
on

td
../

Ja
nu

ar
y

52
,1

03
36

.4
56

,5
53

8.
5

56
,9

16
0.

6
38

,4
68

-3
2.

4
50

,7
57

31
.9

74
,1

97
46

.2
Fe

br
ua

ry
52

,6
87

43
.8

43
,0

51
-1

8.
3

40
,5

51
-5

.8
34

,1
69

-1
5.

7
57

,3
00

67
.7

65
,7

97
14

.8
M

ar
ch

54
,7

46
8.

6
35

,0
31

-3
6.

0
38

,0
49

8.
6

34
,0

65
-1

0.
5

52
,3

52
53

.7
75

,1
30

43
.5

A
pr

il
49

,7
76

17
.8

33
,0

39
-3

3.
6

29
,7

47
-1

0.
0

26
,0

54
-1

2.
4

38
,3

00
47

.0
63

,8
35

66
.7

M
ay

43
,8

25
7.

2
26

,3
07

-4
0.

0
31

,1
40

18
.4

24
,7

39
-2

0.
6

35
,2

13
42

.3
48

,9
43

39
.0

Ju
ne

44
,0

66
-3

.6
30

,8
10

-3
0.

1
27

,9
60

-9
.3

30
,2

34
8.

1
44

,7
30

47
.9

53
,6

36
19

.9
Ju

ly
55

,3
54

-2
.5

44
,1

42
-2

0.
3

32
,9

82
-2

5.
3

42
,2

23
28

.0
63

,3
39

50
.0

83
,7

86
32

.3
A

ug
us

t
52

,9
31

3.
3

44
,7

42
-1

5.
5

30
,6

72
-3

1.
4

41
,2

07
34

.3
55

,8
98

35
.7

72
,4

63
29

.6
Se

pt
em

be
r

38
,4

85
-1

1.
6

37
,1

04
-3

.6
29

,5
29

-2
0.

4
37

,9
83

28
.6

47
,3

39
24

.6
60

,2
19

27
.2

O
ct

ob
er

38
,8

15
-1

2.
0

37
,0

11
-4

.6
35

,1
03

-5
.2

37
,5

75
7.

0
52

,3
70

39
.4

69
,5

63
32

.8
N

ov
em

be
r

37
,5

91
-2

2.
4

45
,1

02
20

.0
36

,9
01

-1
8.

2
44

,3
11

20
.1

72
,2

51
63

.1
90

,8
89

25
.8

D
ec

em
be

r
39

,2
24

-2
3.

3
61

,1
16

55
.8

48
,9

25
-1

9.
9

56
,8

62
16

.2
84

,6
27

48
.8

97
,5

17
15

.2
To

ta
l

55
9,

60
3

1.
9

49
4,

00
8

-1
1.

7
43

8,
47

5
-1

1.
2

44
7,

89
0

2.
1

65
4,

47
6

46
.1

85
5,

97
5

30
.8

N
ot

e:
M

on
th

ly
 g

ro
w

th
 fi

gu
re

s r
ef

le
ct

 p
er

ce
nt

ag
e 

ch
an

ge
s c

om
pa

re
d 

to
 th

e 
sa

m
e 

m
on

th
 in

 th
e 

pr
ev

io
us

 y
ea

r.
(a

): 
 P

ro
vi

sio
na

l.

So
ur

ce
:

C
ey

lo
n 

To
ur

ist
 B

oa
rd

, A
nn

ua
l S

ta
tis

tic
al

 R
ep

or
t, 

va
rio

us
 is

su
es

.

20
06

20
07

20
08

20
09

20
10

20
11

(a
)

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th

N
o.

G
ro

w
th



xxiii

Appendix A: Macroeconomic Indicators

Table A19: Tourist Arrivals by Country of Residence, 2000-2011
     2000        2001             2002 2003      2004             2005

No. Growth No. Growth No. Growth No. Growth No. Growth No. Growth

North America 17,319 -6.3 15,983 -7.7 19,866 24.3 25,110 26.4 29,759 18.5 46,457 56.1

Canada 7,503 -5.1 7,609 1.4 8,301 9.1 11,164 34.5 14,633 31.1 21,185 44.8

U.S.A. 9,816 -7.2 8,374 -14.7 11,565 38.1 13,946 20.6 15,126 8.5 25,272 67.1

Western Europe 260,824 -5.4 203,984 -21.8 200,295 -1.8 255,169 27.4 284,440 11.5 227,191 -20.1

Germany 70,584 -8.6 60,405 -14.4 55,170 -8.7 58,908 6.8 58,258 -1.1 46,350 -20.4

United Kingdom 84,693 4.7 67,830 -19.9 67,533 -0.4 93,278 38.1 106,645 14.3 92,629 -13.1

France 25,992 -24.6 20,949 -19.4 19,989 -4.6 28,585 43.0 29,996 4.9 26,653 -11.1

Italy 16,833 -15.0 12,074 -28.3 12,177 0.9 15,654 28.6 18,862 20.5 10,192 -46.0

Netherlands 22,618 -23.8 12,569 -44.4 11,748 -6.5 18,197 54.9 21,455 17.9 15,156 -29.4

Asia 91,521 -20.0 89,732 -2.0 143,064 59.4 177,351 24.0 198,068 11.7 223,351 12.8

Japan 10,226 -37.4 9,237 -9.7 13,602 47.3 17,115 25.8 19,641 14.8 17,148 -12.7

India 31,860 -24.7 33,924 6.5 69,960 106.2 90,603 29.5 105,151 16.1 113,323 7.8

Pakistan 10,005 -12.4 8,562 -14.4 6,756 -21.1 9,704 43.6 9,638 -0.7 11,029 14.4

Australasia 18,228 20.2 13,105 -28.1 13,209 0.8 22,965 73.9 26,540 15.6 29,738 12.0

Australia 16,443 24.4 11,457 -30.3 11,217 -2.1 19,958 77.9 23,247 16.5 25,986 11.8

Other(a) 12,522 -0.9 13,990 11.7 16,737 19.6 20,047 19.8 27,395 36.7 22,571 -17.6

Total 400,414 -8.3 336,794 -15.9 393,171 16.7 500,642 27.3 566,202 13.1 549,308 -3.0

Contd…/

2006 2007 2008 2009 2010 2011(b)

No.  Growth No. Growth No. Growth No.Growth No. Growth No. Growth

North America 35,323 -24.0 28,355 -19.7 24,311 -14.3 24,948 2.6 40,216 61.2 49,057 22.0

Canada 14,623 -31.0 11,869 -18.8 10,258 -13.6 10,707 4.4 21,123 97.3 24,671 16.8

U.S.A. 20,700 -18.1 16,486 -20.4 14,053 -14.8 14,241 1.3 19,093 34.1 24,386 27.7

Western Europe 228,445 0.6 194,448 -14.9 167,187 -14.0 170,123 1.8 256,861 51.0 315,210 22.7

Germany 47,402 2.3 35,042 -26.1 30,625 -12.6 29,654 -3.2 45,727 54.2 55,882 22.2

United Kingdom 88,306 -4.7 94,060 6.5 81,331 -13.5 81,594 0.3 105,496 29.3 106,082 0.6

France 22,693 -14.9 8,091 -64.3 10,594 30.9 15,886 50.0 31,285 96.9 48,695 55.6

Italy 12,424 21.9 11,451 -7.8 9,126 -20.3 7,514 -17.7 11,423 52.0 13,527 18.4

Netherlands 19,360 27.7 17,526 -9.5 13,030 -25.7 11,291 -13.3 17,861 58.2 23,966 34.2

Asia 242,132 8.4 202,480 -16.4 173,039 -14.5 174,534 0.9 244,124 39.9 333,841 36.8

Japan 16,189 -5.6 14,274 -11.8 10,075 -29.4 10,926 8.4 14,352 31.4 20,586 43.4

India 128,370 13.3 106,067 -17.4 85,238 -19.6 83,634 -1.9 126,882 51.7 171,374 35.1

Pakistan 11,145 1.1 10,204 -8.4 7,885 -22.7 7,373 -6.5 9,148 24.1 14,724 61.0

Australasia 25,127 -15.5 22,924 -8.8 21,839 -4.7 26,068 19.4 37,290 43.0 46,467 24.6

Australia 21,849 -15.9 20,241 -7.4 19,536 -3.5 23,239 19.0 33,456 44.0 41,728 24.7

Other(a) 28,576 26.6 45,801 60.3 52,099 13.8 52,217 0.2 75,985 45.5 111,400 46.6

Total 559,603 1.9 494,008 -11.7 438,475 -11.2 447,890 2.1 654,476 46.1 855,975 30.8

Notes:      (a):    Latin America & the Caribbean, East Europe, Africa, and Middle East.
(b): Provisional.

Source: Ceylon Tourist Board, Annual Statistical Report, various issues.
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    Table A22: Recent Developments in the Share Market, 2003-2011
2003 2004 2005 2006 2007 2008 2009 2010 2011

 1. Number of companies listed 244 242 239 237 235 235 231 241 272

New listings 8 5 6 2 - 3 3 10 31

De-listings 2 7 - 4 2 2 6 1 -

2. Number of companies traded 236 241 242 232 231 232 231 238 265

3. Market capitalization Rs. bn. 263 382 584 835 821 489 1,092 2,211 2,214

US$ bn. 2.7 3.8 5.8 8.0 7.4 4.5 9.5 19.6 20.0

4. Price -earnings ratio times, year end 11.1 10.8 12.4 14.0 11.6 5.4 16.6 25.2 15.8

5. Number of shares traded No. mn. 2,255 2,752 5,128 3,912 2,952 3,155 4,763 18,489 24,544

Domestic No. mn. 1,932 2,479 4,313 3,178 2,050 1,935 3,784 16,685 23,152

Foreign No. mn. 323 272 815 734 903 1,220 978 1,805 1,392

6. Trades No. '000 481.3 645.1 1,100.4 952.4 876.9 776.2 1,266.0 3,355.0 4,579.4

Domestic No. '000 459.2 611.7 1,038.5 908.2 831.7 730.4 1,190.8 3,225.0 4,463.4

Foreign No. '000 22.0 33.4 61.9 44.2 45.3 45.8 75.5 130.1 115.9

7. Turnover: Rs. bn. 73.8 59.0 114.6 105.1 105.0 110.5 142.5 570.3 546.3

US$ bn. 0.8 0.6 1.1 1.0 0.9 1.0 1.2 5.0 4.9

Domestic Rs. bn. 59.9 48.3 90.0 70.7 63.8 50.8 99.0 464.7 487.0

Foreign Rs. bn. 13.8 9.8 24.6 34.5 41.2 59.7 43.5 105.6 59.3

8. Liquidity-turnover / market 28.1 15.4 19.6 12.6 12.8 22.6 13.0 25.8 24.7
capitalization ratio (%)

9. No. of new issues    (No.) 4 _ _ _ _ _ _ _ _

10. Total no. of shares issued (mn.) _ _ _ _ _ _ _ _ _

11. Value of shares issued (Rs. bn.) _ _ _ _ _ _ _ _ _

12. Central depository:

Domestic (Rs. bn.) 98.2 140.4 179.8 248.7 260.5 162.3 387.7 942.0 1,245.2

 Foreign (Rs. bn.) 37.8 54.7 80.0 121.4 157.6 108.0 231.2 431.3 438.0

Total (Rs. bn.) 136.0 195.1 259.8 370.1 418.1 270.3 618.9 1,373.3 1,683.3

        Percentage of market cap. 51.8 51.0 44.5 44.3 50.9 55.3 56.7 62.1 76.0

13. Non-national activity

Net purchases Rs. mn.  209.3  1,106.3  6,144.5  5,377.4  11,254.3  13,950.5  (789.0)  (26,335.4)  (19,039.2)

Purchases Rs. mn. 13,943.9 11,278.0 27,712.4 37,167.3 46,796.8 66,632.2 43,057.3 92,425.5 49,776.8

Sales Rs. mn. 13,734.6 10,171.7 21,567.9 31,789.9 35,542.5 52,681.7 43,846.3 118,760.9 68,816.0

14. Price indices

All share 1985 = 100 1,062.1 1,506.9 1,922.2 2,722.4 2,541.0 1,503.0 3,385.60 6,635.90 6,074.4

Growth   % change 30.3 41.9 27.6 41.6 -6.7 -40.8 125.3 96.0 -8.5

Sensitive 1985 = 100 1,897.8 2,073.7 2,451.1 3,711.8 3,291.9 1,631.3 3,849.40 7,061.50 5,229.2

Growth   % change 38.1 9.3 18.2 51.4 -11.3 -50.4 136.0 83.4 -25.9

Note: 1000 Million = 1 Billion.

Source: Colombo Stock Exchange, Fact Book, various issues.
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Table A23: Market Concentration
(% of total market capitalization)

   2011 (%)

JKH 6.47

Carsons 4.80

Bukit Darah 4.75

Ceylon Tobacco 4.15

SLT 3.91

Commercial Bank 3.46

Dialog 2.87

Aitken Spence 2.21

Nestle 2.13

HNB 2.13

Total 36.86

Note: As at 2011 the top ten of the 272 listed companies accounted 36.86% of total
market  capitalization.

Source: Colombo Stock Exchange , Annual Report, various issues.
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Table A24: New Equity Listings - 2006-2011
Company No. of shares Issue price No. of shares No. of shares Date listed

offered Rs. subscribed devolved to
by public underwriters

1.  New listings - 2006
Vallibel Power Erathna Ltd  50,000,000 8.00  50,000,000 16-May-06
Seylan Merchant Bank Ltd  100,000,000 1.00  100,000,000 22-Sep-11

2. Right issues - 2006 by sector No.of issues No. of shares Value (Rs.)
Banks, Finance & Insurance 6 161,724,510 2,122,643,100
Chemicals & Pharmaceuticals 1 10,530,000 587,250,000
Hotels & Travels 1 38,882,344 388,823,440
Land & Property 2 72,457,212 1,086,858,180                                                                                                                                                                                                                                                                 
Motors 1 1,100,000 55,000,000
Manufacturing 3 84,890,952 405,279,972
Power & Energy 1 2,981,250 59,625,000
Total 15 372,566,268 4,705,479,692

3. New listings-2007 No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed devolved to

by public underwriters
-- -- -- -- -- --

4. Right issues - 2007 by Sector                                 No.of issues        No. of shares                  Value (Rs.)
Banks, Finance & Insurance 5 106,068,277 9,504,919,448
Beverage Food & Tobacoo 1 6,300,000 113,400,000
Hotels & Travels 4 680,574,890 3,411,990,781
Healthcare 1 67,119,651 1,006,794,765
Manufacturing 4 406,718,580 1,004,844,420
Diversified Holdings 3 185,581,292 13,829,272,340
Land & Property 1 5,809,758 116,195,160
Stores & Supplies 1 216,000,000 87,571,714
Telecommunication 1 740,343,492 15,547,213,332
Total 21 2,414,515,940 44,622,201,960

5. New listings-2008 No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed devolved to

by public underwriters
Janashakthi Insurance Company Ltd.  33,000,000 12.00  33,000,000 21-Jul-08
Ceylinco Insurance PLC  8,500,000 175.00  6,414,480 14-Aug-08

6. Right issues - 2008 by sector No.of issues No. of shares Value (Rs.)
Banks Finance & Insurance  3  46,519,739  1,136,239,907
Chemicals & Pharmacuticals  2  21,000,000  1,335,856,107
Healthcare  2  76,502,766  165,000,000
Manufacturing  1  1,464,044  14,640,440
Investment Trust  1  1,366,667  27,333,340
Total  9  146,853,216  2,679,069,794

7. New listings-2009 No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed devolved to

by public underwriters

Capital Reach Leasing PLC  3,100,000 18.00  3,100,000 22-Jan-09
Hemas Power PLC  31,300,000 20.00  31,300,000 8-Oct-09

8. Right issues - 2008 by sector No.of issues No. of shares Value (Rs.)
Banks Finance & Insurance  4  80,111,050 1,095,457,600
 Beverage Food & Tobacco  2  33,500,000 1,375,000,000
 Construction & Engineering  1  900,000 9,000,000
 Healthcare  1  2,352,272 118,431,789
Hotels & Travels  2  20,421,050 153,421,000
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Notes: New companies were not listed on the CSE during the year 2007.
Source: Colombo Stock Exchange, Fact Book, Various Issues.

Right issues - 2008 by sector No.of issues No. of shares Value (Rs.)

Investment Trust  1  2,500,000 50,000,000
Trading  2  121,702,560 2,434,051,200
Total  13  261,486,932 5,235,361,589

9. New listings-2010 No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed devolved to

by public underwriters
Renuka Agri Foods  120,000,000 2.25  120,000,000 4-Jan-10
Ceylon Tea Brokers  14,000,000 2.00  14,000,000 16-Mar-10
Raigam Wayamba Salterns  80,000,000 2.50  80,000,000 29-Apr-10
Vallibel Finance  5,200,000 22.00  5,200,000 4-May-10
Odel  16,700,000 15.00  16,700,000 4-Aug-10
PC House  57,233,300 11.00  57,233,300 26-Aug-10
Hydro Power Free Lanka  35,000,000 10.00  35,000,000 25-Nov-10
Laugfs Gas (Voting )  75,000,000 23.00  75,000,000 8-Dec-10
Laugfs Gas (Non- Voting)  52,000,000 15.00  52,000,000 9-Dec-10

10. Right issues - 2010 by sector No.of issues No. of shares Value (Rs.)
 Banks Finance & Insurance 5 822,860,428 2,613,168,938.60
Beverage Food & Tobacco 2 20,799,500 1,059,965,000.00
Construction & Engineering 1 3,585,096,339 3,585,096,339.00
 Hotels & Travels 4 407,206,283 7,114,053,860.00
Investment Trust 1 69,544,320 2,086,329,600.00
Plantations 3 39,821,988 727,572,875.00
Chemicals & Pharmaceuticals 2 144,428,286 382,285,457.40
Land & Property 2 290,070,253 4,751,949,795.00
Motors 1 1,013,813 50,690,650.00
Manufacturing 5 137,119,330 821,614,389.00
Footware & Textiles 1 12,500,000 912,500,000.00
Power & Energy 1 54,109,700 216,438,800.00
Total 28 5,584,570,240 24,321,665,704.00

11. New listings-2011 No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed devolved to

by public underwriters
Singer Finance Lanka PLC  26,666,667 15.00  26,666,667 17-Jan-11
Panasian Power PLC  200,000,000 3.00  200,000,000 7-Jan-11
HVA Foods PLC  19,928,598 16.00  19,928,598 15-Feb-11
Union Bank of Colombo PLC  15,000,000 25.00  15,000,000 29-Mar-11
Free Lanka Capital Holdings PLC  300,000,000 5.00  300,000,000 18-Apr-11
Expo Lanka Holdings PLC  172,000,000 14.00  172,000,000 13-Jun-11
Vallibel One PLC  21,311,870 25.00  21,311,870 8-Jul-11
Softlogic Holdings PLC  139,000,000 29.00  139,000,000 12-Jul-11
Browns Investments PLC  50,000,000 5.00  50,000,000 26-Jul-11
Textured Jersey Lanka PLC  80,000,000 15.00  80,000,000 9-Aug-11
Central Investment and Finance PLC  40,000,000 10.00  40,000,000 18-Aug-11
Trade Finance and Investments PLC  6,000,000 20.00  6,000,000 27-Oct-11
People’s Leasing Company PLC  390,000,040 18.00  390,000,040 24-Nov-11

12. Right issues - 2011 by sector No.of issues No. of shares Value (Rs.)
Banks Finance & Insurance 9 789,428,608 20,409,212,876.00
Beverage Food & Tobacco 1 2,160,000 648,000,000.00
Construction & Engineering 1 103,500,000 2,587,500,000.00
Diversified 2 27,696,663 896,417,230.00
Hotels & Travels 4 80,405,159 2,932,263,130.00
Investment Trust 1 25,162,800 503,256,000.00
Chemicals & Pharmaceuticals 1 4,155,621 228,559,155.00
Land & Property 2 177,662,430 1,850,606,730.00
Manufacturing 1 8,038,800 305,474,400.00
Total 22 1,218,210,081 30,361,289,521.00
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                   Table A25: Listed Debentures, 2007-2011
     Issuer                Issued                 Par value  Interest  No.of debt       Date listed

(No.) (Issue price Rs.) (p.a.) subscribed
   1. Listings 2007

Commercial Bank of Ceylon Ltd Issue of 1,000,000 with an 1,000 13.50% 527,800 23.01.07
option to issue up to a further 1,000 Floating 131,020 23.01.07

500,000 1,000 13.75% 250 23.01.07
1,000 Floating 300 23.01.07

Unsecured subordinated 1,000 14.00% 467,260 23.01.07
redeemable debenture 1,000 Floating 400 23.01.07

Seylan Merchant Bank PLC 950,000 100 16.00% 321,390 08.01.07
100 17.00% 628,260 08.01.07

Unsecured subordinated 100 Floating 350 08.01.07
redeemable debenture

Issue of 1,000,000 with 100 16.00% 588,080 01.06.07
an option to issue 100 16.50% 352,300 01.06.07

upto a further 950,000 100 16.25% 9,000 01.06.07
100 16.75% 6,300 01.06.07

Unsecured subordinated 100 16.50% 11,120 01.06.07
redeemable debenture 100 17.00% 8,500 01.06.07

100 17.00% 8,600 01.06.07
100 17.50% 16,100 01.06.07

Seylan Bank PLC Issue of 5,000,000 with 100 15.75% 2,916,200 18.06.07
an option to issue 100 16.75% 4,275,450 18.06.07

upto a further 100 Floating 302,350 18.06.07
5,000,000

Unsecured subordinated
redeemable debenture

Sampath Bank Ltd Issue of 10,000,000 100 15.50% 222,650 04.10.07
with an option to 100 17.50% 5,206,725 04.10.07

issue up to a 100 Floating 9,570,625 04.10.07
further 5,000,000

Unsecured subordinated
redeemable debenture

Nation Trust Bank PLC Unsecured 100 14.10% 1,650,000 25.05.07
redeemable debenture 100 Floating 1,650,000 25.05.07

100 Floating 1,700,000 25.05.07

Hatton National Bank PLC 100 Floating 2,625,000 13.06.07
Unsecured subordinated 100 Floating 2,500,000 13.06.07

redeemable debenture 100 Floating 3,000,000 13.06.07
100 Zero coupon 5,143,445 13.06.07
100 Zero coupon 13,628,000 13.06.07

Unsecured subordinated 100 16.00% 5,000,000 28.11.07
redeemable debenture 100 16.75% 7,000,000 28.11.07

Nationla Development Bank PLC Unsecured subordinated 1,000 17.50% 250,000 24.12.07
redeemable debenture

2. Listings 2008
Seylan Bank PLC Up to 10,000,000 100 17.00% 2,089,550 14.01.08

100 Floating 107,550 14.01.08
Unsecured subordinated 100 Floating 433,350 14.01.08

redeemable debentures 100 18.00% 2,962,400 14.01.08

LB Finance PLC Up to 450,000 1000 21.00% 149,480 21.10.08
1000 24.00% 296,570 21.10.08

Unsecured subordinated 1000 Floating 2,500 21.10.08
redeemable debentures 1000 Floating 1,450 21.10.08

Singer (Sri Lanka) Up to 6,000,000 100 Floating  280,000 28.10.08
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PLC 100 19.75%  2,720,000 28.10.08
Unsecured redeemable

listed rated A+

Bank of Ceylon Up to 50,000,000 100 19.00%  3,451,900 19.12.08
100 Floating  36,993,900 19.12.08

Unsecured subordinated 225 Zero  5,125,280 19.12.08
redeemable debentures

Nations Trust 10,000,000 100 21.00%  10,000,000 06.11.08
Bank PLC

Unsecured subordinated
redeemable debentures

 3. Listings 2009
Seylan Bank PLC Up to 10,000,000 100 20.50% 3,954,450 10.02.09

100 21.50% 2,316,100 10.02.09
Unsecured subordinated 100 Floating 33,900 10.02.09

redeemable debentures 100 Floating 1,200 10.02.09

Nations Trust Bank PLC 500,000 1000 20.53% 500,000 14.05.09
Rated Unsecured redeemable

debentures

4. Listings 2010
Bank of Ceylon 50,000,000 100 11.5 10,747,700 15.07.10

100 Floating 39,252,300 15.07.10
Unsecured subordinated

redeemable debentures

Urban Development Authority 100,000,000 100 11.00% 97,211,600 20.10.10
100 Floating 7,300 20.10.10

Fully secured redeemable 100 10.00% 2,781,100 20.10.10

5. Listings 2011
Bartleet Finance PLC 2,040,000 100 13.00% 2,040,000 30.06.11

Rated Unsecured
redeemable debentures

DFCC Vardhana Bank PLC 8,333,333 100 11.50% 8,333,330 28.11.11
Unsecured subordinated

redeemable debentures

1,666,667 100 Floating 1,666,670 28.11.11
Unsecured subordinated

redeemable debentures

Lanka Orix Leasing Company PLC 6,100,000 100 11.70% 6,100,000 15.11.11
Senior Unsecured
redeemable rated

1,400,000 100 11.90% 1,400,000 15.11.11
Senior Unsecured
redeemable rated

Hatton National Bank PLC 20,000,000 100 11.50% 20,000,000 23.12.11
Unsecured subordinated

redeemable debentures

Merchant Bank of Sri Lanka PLC 7,318,800 100 11.60% 7,318,800 2.12.11
Rated Unsecured

redeemable debentures

2,680,800 100 11.80% 2,680,800 2.12.11
Rated Unsecured

redeemable debentures

400 100 Floating 400 2.12.11
Rated Unsecured redeemable debentures

Issuer                Issued                 Par value  Interest  No.of debt       Date listed
(No.) (Issue price Rs.) (p.a.) subscribed

Contd.../

Source:  Colombo Stock Exchange.
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