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1. Policy Perspectives

As the global economy begins the arduous road to
recovery, 'growth' has become the cornerstone for
the world's policy makers, be it the US policy on
'foundations for long term growth', UK's 'strategy
for economic growth' or Japan's 'new growth strategy'.
In this, Sri Lanka is no exception, setting itself an
ambitious medium term growth target in excess of 8
per cent per annum in the country's new post-conflict
environment. Indeed, Sri Lanka achieved itin 2010
with a strong economic rebound, amidst a steadily
improving macroeconomic environment. This was
in stark contrast to the experience a mere two years
ago, when economic performance was at best erratic,
with unacceptably high inflation and dwindling
foreign exchange reserves. In 2010, Sri Lanka posted
a record high of US$ 6.6 billion in official reserves,
a moderate inflation rate of 5.9 per cent and a stable
exchange rate for much of the year. The remarkable
turnaround owes much to a renewed confidence in
the country's long term economic prospects, reinforced
by policy and political stability from a strong
incumbent government.

Amidst the strong recovery and seemingly bright
medium term prospects for the Sri Lankan economy,
there are, nevertheless, some concerns about specific
aspects of the country's recent economic performance.
The relatively weak recovery of private investment to
take advantage of the country's new stability has been
one such area. Growth in private sector credit
disbursement was slow to pick up, as has been inflows
of foreign direct investment (FDI) to the country.
Private sector credit growth was sluggish for much of
2010, picking up only towards the latter months of
the year, while net FDI inflows saw only a mild
recovery at US$ 435 million as against US$ 385 in
the crisis-ridden year of 2009. As in the previous
year, it was buoyant public investment that kept Sri
Lanka's growth momentum moving to allow the
country to reach a GDP growth of 8 per cent.

For Sri Lanka, emerging
from a costly era of a
long drawn conflict,
rising socio-economic

aspirations must be met

to help restore and
cement social harmony

in its post-conflict

development efforts



State of the Economy 2011

The sources of economic growth are
obviously important, but there has never
been clear agreement on what drives growth.
Indeed development thought is littered with
changing beliefs about what the best policies
are to ensure rapid growth. During the 1980s,
there was a seismic shift to focus on markets,
prices, and incentives. These called for
raising investment as high as possible,
especially into industry; reducing fiscal
imbalances through 'structural adjustment’;
and 'getting prices right' in the process. In
the 1990s, the policy prescriptions became
more arduous, asking countries to go beyond
a mere 'strengthening of the market'. They
required countries to strengthen public
institutions by reducing corruption and
improving the rule of law; to introduce
incentives and actions for private sector
development to 'cut costs of doing business';
to improve education and skills of its [abour
force; to upgrade technology, etc.

Whatever the merits of changing agendas,
economic theory does suggest that a sustained
increase in investment raises the economy's
growth rate - albeit temporarily - while more
sophisticated models suggest that bringing
improvements in productivity, notably due
to innovation and to investments in human
capital, allows growth to be enhanced in a
more sustainable fashion. In this respect, Sri
Lanka's public investment drive that is
heavily tilted towards improving physical
infrastructure capital in the country will no
doubt provide a useful initial boost to
growth. But, the longer term sustainability
of that growth momentum can only be
ensured with appropriate investment in
technology, knowledge transfer, etc. Here,
private sector investment, and FDI
especially, has a particularly important role
to play.

Private sector credit growth was relatively
slow to take-off despite the new resilience
and faster growth in the Sri Lankan economy

2

from mid-2009. Credit growth picked up only
towards the second half of 2010 to record
an overall healthy growth of 25 per cent by
year end - albeit on the back of a growth of
7 per cent in 2008 and contraction of 5.8
per cent in 2009. The reasons for the slow
recovery in credit growth to the private sector
in the Sri Lankan context are not entirely
clear, although a similar global phenomenon
is easier to understand. In a recessionary
economic environment that follows from a
financial crisis - such as the global economic
downturn of 2008/09 - weak credit growth
is to be expected as households and firms
reduce their debt burdens. Whilst Sri Lanka
was not unduly affected by the global
financial crisis, the economy went through
its own financial turmoil amidst an
environment of excessive credit growth
during 2005-07. It saw not only the
unravelling of some important financial
organizations and illegal 'ponzi schemes',
but over-leveraging of households and firms.
The average gross non-performing lending
(NPL) ratio of the banking sector, for instance,
jumped as a result from 5 per cent in 2007
to 8.5 per cent in 2009. It could also have
been that the corporate sector had retained
profits for re-investment purposes.

Overall, Sri Lanka's experience suggests that
both supply and demand factors played a
role in muting private sector investment
appetite. Despite the signs of an early
economic recovery, over-leveraged
households and firms were less willing to
borrow while banks too were less willing to
lend. Indeed, the economic downturn
spurred increased savings by the private
sector. Under the circumstances, the Central
Bank of Sri Lanka (CBSL) acted aggressively
to cut policy interest rates and used other
means to convince banks to lower their
lending rates, including setting mandatory
measures. On the whole, these had only
limited impacts. Therefore, it is not
surprising that as households and firms pay



back debts, cheaper credit was likely to
provide less of a stimulus than at other
times.

For private investors, other avenues to make
short term financial gains were clearly
available, not least through a booming
domestic stock market. Sri Lanka's bourse
gained by over 95 per cent in 2010, to
become the second best performer on a
global scale for a second consecutive year.
While renewed investor confidence in the
long term prospects of the economy no
doubt played a part, the gains were also
driven to a large extent by speculative trading
that compelled the regulators to step in. The
relatively low returns from fixed income
assets also played a role in channelling funds
to the share market. For banks, the
government debt securities continued to
provide a healthy return at zero risk, negating
any urgent need to seek out riskier corporate
and household borrowers.

To an extent, the subdued private sector
appetite to expand factories and invest in
new machinery through credit from the
banking system was perhaps a mixed
blessing. If private sector credit growth had
kicked off at a rapid pace, the government's
own fiscal excesses - albeit a much improved
outcome relative to that of the previous year
- could not have been accommodated
without igniting destabilizing consequences.
Sri Lanka's fiscal deficit of 7.9 per cent of
GDP in 2010 was financed through domestic
borrowing of 3.6 per cent of GDP. Given
that the private sector was in effect not
competing for funds, the government was
able to successfully retain a low inflation
and interest rate regime despite fiscal
pressures and a rapid recovery in economic
activities.

However, the government's stance on deficit
financing-i.e., limiting reliance on domestic
sources of finance - in its attempt to retain a

Policy Perspectives

relaxed monetary policy stance to spur growth
can prove to be double-edged. It necessarily
raises Sri Lanka's reliance on foreign financing
to meet the country's growing public
investment needs. The repeated calls for
fiscal consolidation efforts stem from a
recognition of the potential medium to long
term risks that arise from rising exposure to
external debt.

The dominant source of deficit financing in
recent years has been foreign currency
denominated borrowing. In 2009, foreign
financing stood at 4.8 per cent of GDP and
declined only marginally to 4.4 per cent in
2010. The greater country risk exposure that
is associated with foreign currency debt -
sensitivities to sovereign ratings in the event
of debt roll-over, exchange rate risks, etc. -
are well known. Sri Lanka's external debt-
to-GDP ratio, however, has remained
unchanged for the most part; in fact, it
declined from 36.5 per cent in 2009 to 36.1
per cent in 2010. Movements in the exchange
rate have a clear bearing on external debt
indicators. An appreciating currency, as was
the experience of the rupee in 2010, helps
to improve fiscal indicators by lowering the
external debt-to-GDP ratio.

Notwithstanding the overall figures, the
composition of the debt matters. Here, Sri
Lanka has seen a rapid change in its external
debt structure with non-concessional and
commercial sources raising their share from
7.3 per cent in 2006 to 37.5 per cent in
2010. These are costlier sources of foreign
finance, and not surprisingly, the country's
overall external debt service ratio has crept
up over the period from an annual average
of 12 per cent during 2002-04 to 16.4 per
cent over 2008-10. To make certain that
future external debt service payments can
be met comfortably and limit the country's
exposure to unanticipated external shocks,
Sri Lanka must ensure that its foreign
exchange earnings remain strong. As a first
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step, a prudent course is to limit foreign
currency borrowing to projects that will,
either directly or indirectly, enhance the
foreign exchange needed to service future
payments.

Ongoing developments in the industrialized
economies offer a salutary lesson and a
necessary reminder of the choices available
to governments. Economic growth can be
given a short term boost by fiscal and/or
monetary policy stimulus, but at the risk of
worsening long term debt problems.
Alternatively, a more cautious approach on
fiscal austerity can damage growth in the
short term, and indeed incur electoral
unpopularity along the way. For Sri Lanka,
the current Stand-by Arrangement (SBA) with
the International Monetary Fund (IMF) has
provided an external anchor, underscoring
the government's fiscal and monetary
framework. As the IMF programme ends in
2012, Sri Lanka will have not only a healthier
economy and stronger public finances, but
also the necessary 'political space' to
consolidate public finances in the absence
of major electoral imperatives.

In view of the above concerns, it is
encouraging that the overall fiscal outcomes
in 2010 are positive. The deficit was reduced
from 9.9 per cent of GDP in 2009 to 7.9 per
cent in 2010 and looks set to be reduced
further to under 7 per cent in 2011. This s,
of course, not to imply that low fiscal targets
per se are always desirable or appropriate.
Arguably, Sri Lanka's expansionary fiscal
policy stance of 2009 in the midst of a sharp
economic downturn and domestic socio-
political imperatives stemming from
immediate rehabilitation needs of a war
weary population could be justified.
Without such a fiscal stimulus to the
economy, the private sector's reluctance to
undertake investment would have depressed
economic activity even further than the 3.5
per cent growth recorded in 2009. Rather
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than adopt a dogmatic approach to fiscal
targets, what is needed is a clear
understanding that sound public finances
allows a country the necessary leeway to
respond appropriately to emerging domestic
and/or external shocks. In the circumstances,
what Sri Lanka needs to do first of all is to
lower its deficit to a manageable level that
will, over time, reduce the country's debt
overhang; that in turn will release 'fiscal
space' to respond appropriately to context-
specific needs of the country through fiscal
and/or monetary policy measures.

In this context, Sri Lanka's near term fiscal
consolidation plans appear to be reasonable.
In 2010, expenditure as a percentage of GDP
was lowered to 22.9 per cent of GDP,
primarily through rationalization of current
expenditures. Encouragingly, capital
expenditures remained more or less in line
with budget forecasts. There is ample
evidence to suggest that fiscal consolidation
efforts via spending cuts rather than tax
increases are more likely to support medium
term growth prospects. This, the government
has attempted to do through cuts in current
expenditure, while supporting a higher rate
of capital expenditure. Moreover,
expenditure rationalization is being
accompanied by fresh efforts to generate
additional revenues by way of tax reforms
on the basis of the recommendations of a
Presidential Commission on Taxation. Tax
reforms appear to be aimed at raising taxes
on consumption and property rather than on
income or savings. Taxing the former is less
harmful to growth than taxing the latter.

Fiscal policy has clear implications not only
for sustained high growth, but also in relation
to the distributional impacts of such growth.
For instance, Sri Lanka's current focus on
public infrastructure is found to be
concentrated heavily on the construction of
roads, ports, airports, etc. By contrast, capital
investment in education and health which



stood at 1.1 per cent of GDP in 2006 had
declined to 0.6 per cent by 2010. The tight
fiscal constraints within which the
government is attempting to achieve a host
of complex objectives are clear. Perhaps,
most importantly it also serves to underline
the necessity for placing Sri Lanka's public
finances on a sounder footing as an
immediate priority.

The consolidation of public finances will
also help in setting monetary and exchange
rate policy that will support long term growth
objectives. Indeed, any adverse impact of
fiscal tightening on output growth can be
offset to an extent by monetary easing. This
is what Sri Lanka did in 2010, although with
limited results in stimulating private sector
credit growth. However, despite a largely
benevolent inflationary environment in 2010,
there can be emerging threats to price
stability. Thus, monetary policy should not
sow the seeds of raising inflation
expectations even as fiscal consolidation
efforts bear results. Sri Lanka's potential
growth rate without a risk of overheating can
only be guessed at, but stability has its own
rewards by providing a stable, predictable
macroeconomic environment in which
businesses could flourish. The costs of
higher, and possibly more volatile, inflation
would outweigh any output gains from
excessive monetary easing. It is also the poor
who ultimately suffer the most from price
inflation, negating efforts to ensure equitable
benefits of growth; the poor, unlike workers
in formal employment, have limited options
to defend themselves against inflation.

Sri Lanka's rate of inflation has been rising
incrementally from the last quarter of 2010,
primarily on account of rising food prices
following inclement weather conditions.
Political turmoil in some key oil exporting
countries has also mounted rising pressures
on international oil prices. Such supply-side
price shocks will have inevitable one-off
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impacts on inflation. Standard monetary
policy responses to contain supply-side
induced inflation are not effective
and alternative interventions through
administered price controls and tax measures
were adopted. There is, however, the threat
that food and fuel price increases will be
absorbed into the general inflationary
pressures via wage increases, even as a
recovery in credit growth to the private sector
is anticipated to quicken and add to
inflationary pressure on the demand-side.

Thus, the CBSL has to be extra vigilant to
identify emerging channels of inflationary
pressure and respond appropriately. Excess
rupee liquidity in the market - estimated at
Rs. 120-130 billion even by early 2011 -
has been a potential source of inflationary
pressure for most of 2010. A sharp increase
in short term foreign investment inflows to
the government debt securities market, and
perhaps more critically, high volumes of
government foreign currency denominated
borrowing injected significant foreign
currency surpluses into the country. These
inflows have been supplemented by better-
than-average inflows of worker remittances
and tourism receipts in the post-2009 setting.
With the CBSL stepping in to mop up capital
inflows and prevent the currency from
appreciating unduly, a contributory outcome
has been the expansion of the domestic
monetary base. Rather than work through a
pricing mechanism - raising policy rates -
the CBSL opted to work through a quantity
mechanism - employing regulatory measures
such as an increase in the Statutory Reserve
Requirement (SRR) of commercial banks
from 7 per cent to 8 per cent in April 2011.
This is a crude, but often effective
mechanism to absorb excess liquidity if
pursued with sufficient vigour. Its
effectiveness in curtailing inflationary
pressure will depend on levels of excess
liquidity and demand for credit.
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While excess rupee liquidity had dropped
to under Rs. 70 billion by the end of the
first quarter of 2011, with annual inflation
at 7 per cent by June 2011, the inflationary
consequences of an expanding monetary base
cannot be ignored. There are few signs to
suggest that capital inflows will ease in the
near term. Sri Lanka issued a second
Sovereign bond for US$ 1 billion in July
2011, following the issue of the first US$ 1
billion Sovereign bond in October 2010.
Large volumes of foreign capital inflows may
be viewed as a sign of the country's renewed
economic prospects and as evidence of good
investment opportunities, but there are also
other, less palatable implications for the
economy. The manner in which current
account deficits are funded matter; the bulk
of capital inflows have come not from
current demand for Sri Lanka's goods and
services, but rather as a result of capital
account transactions that are tilted heavily
towards government foreign currency
denominated borrowing. Such developments
have both short and long term implications
regarding the health of a country's external
payments position.

Large net capital inflows also have
immediate short term impacts. They
inevitably exert upward pressure on a
country's exchange rate. The Sri Lankan rupee
appreciated by 3 per cent against the US$ in
nominal terms in spite of heavy intervention
by the CBSL in the foreign exchange market.
An appreciation of the real exchange rate,
as has been occurring vis-a-vis a basket of
trading partner currencies, makes Sri Lankan
exports less competitive in international
markets. There will, of course, be heavily
import dependent export products that will
gain a price advantage through cheaper
imported inputs. A stronger rupee will also
help to curb inflation, especially in the face
of rising international commodity prices.

However, in the midst of a significant drop
in the ratio of exports to GDP in recent years
- from 28 per cent in 2004 to 16.7 per cent
in 2010 - Sri Lanka cannot be complacent
about the need to push for higher foreign
exchange earnings in the midst of a heavier
exposure to external debt repayments in the
long term. The drop in the exports-to-GDP
ratio despite an increase in absolute dollar
terms suggests that the higher growth
momentum Sri Lanka has been seeing more
recently is driven less by an export-push and
more by other factors, such as the higher
public investment drive in infrastructure, etc.
However, given the very limited domestic
market, sustained high growth can only be
achieved if Sri Lanka raises foreign demand
for the country's goods and services.

Thus, the details of macroeconomic policy
management as outlined above matter for
long term growth. They also matter if growth
is to be accompanied by social progress in
the country. For instance, sustained growth
can help poverty alleviation by not only
pulling the poor up into gainful
employment, but also by providing larger
volumes of revenue to finance targeted social
programmes. On the face of it, Sri Lanka
appears to have made significant strides in
tackling overall poverty in the country and
reducing emerging gaps between sectors of
the economy. The Household and Income
Expenditure Survey (HIES) carried out by the
Department of Census and Statistics (DCS)
appears to suggest that the poverty headcount
index has dropped from 15.2 per cent in
2006/07 to around 8.9 per cent by 2009/10.
The most promising is the suggestion that
the gap between urban, rural and estate
sectors have narrowed in the interim. The
results on overall poverty reduction efforts
are surprising in view of high price instability
that was experienced in the interim years
and the economic downturn experienced in
2009. However, the narrowing of inequity
between sectors may not be so surprising



given the emphasis placed on bridging urban-
rural gaps in the government's development
thrust since 2005, primarily in infrastructure
spending and support to the agrarian sector.
Despite the overall narrowing of imbalances,
inequities in access to gainful economic
opportunities - across different dimensions
such as gender, geographic location, sector,
ethnicity, etc. - continue to persist. Policies
to address these become all the more
important in the context of post-conflict
reconciliation efforts.

As recently experienced across the world,
an inequitable distribution of wealth creates
a higher degree of economic insecurity that
can often spill over into social unrest during
times of acute crisis. Indeed, the global
economic turmoil and rising food prices have
seen many countries grappling with renewed
socio-political tensions. Thus, even as the
global economy recovers from a debilitating
economic contraction and swelling numbers
of unemployed in developed countries,
renewed attention is being paid to the issue
of inequality. While the gap in wealth
between developed and developing
countries is narrowing - a result of the latter
group growing faster on average than the
former - concerns about the chasm between
the rich and poor within countries remain.

As Sri Lanka prepares for a spell of rapid
growth in the coming years, this may
inevitably bring social problems to contend
with as well, unless issues of equity are
addressed at the outset. The push for higher
growth is often accompanied by
technological progress. This can raise the
relative demand for skilled workers. When
the supply of skilled workers fails to keep
pace with demand, which is often the case,
it can lead to a widening wage gap between
skilled and unskilled workers. If, as
anticipated, Sri Lanka's economic growth
becomes increasingly driven by a higher
skilled services sector in the coming years,
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widening wage gaps can emerge.
Additionally, as more and more employment
is created in the contractual/informal sectors
- where limited incentives are present for
employers or the self-employed to invest in
training - the lack of skills development can
exacerbate structural rigidities in the labour
market. Often the most vulnerable segments
will be unskilled, female labour.

While there is broad consensus that
economic growth is vital for development,
it is also recognized that growth alone is
not the be-all and end-all of development.
In this context, the notion of economic
growth that is both sustainable and inclusive
becomes an important policy imperative for
governments. While these are often
fashionable lexicons in policy documents,
country-specific contexts demand that they
are not ignored. For Sri Lanka, emerging from
a costly era of a long drawn conflict, rising
socio-economic aspirations must be met to
help restore and cement social harmony in
its post-conflict development efforts. That
calls for economic policies that will not only
deliver broad-based rapid growth, but
policies that are also sensitive to issues of
equity in the distribution of, and access to,
resources.

This year's State of the Economy report takes
as its central theme the notion of 'Post-
conflict Growth: Making it Inclusive' to
understand the myriad channels through
which growth is accompanied by reduction
in inequalities. Besides the desirability of
inclusive growth from a purely ethical
standpoint, from a more practical perspective,
inclusiveness is needed for sustaining
economic growth, as exclusion leads to
underemployment of productive resources
that restricts growth.

Access to productive employment is a critical
element to drive inclusive growth. It requires
improving employability of workers on the
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one hand and improving access to productive
employment opportunities, on the other. On
the supply side, improving employability
involves access to good quality health,
education and other productive assets. On
the demand side, improving access to
employment requires opening up
opportunities in various sectors of the
economy in different geographic regions
and for diverse types of workers. Initial
conditions in an economy - such as levels

of poverty and inequality, as well as other
exogenous factors such as geography,
demography, climate, governance, politics,
social considerations and the policy
environment - will also play an important
role in determining the subsequent growth
outcomes. In this context, the rest of this
report examines the imperatives for inclusive
growth in Sri Lanka across a spectrum of
policy areas through a series of chapters and
policy discussions.
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2. Economic Performance: Post-conflict Growth

2.1 Introduction

As anticipated, the Sri Lankan economy made a rapid
recovery to posta GDP growth of 8 per centin 2010
amidst a stable and benevolent macroeconomic envi-
ronment characterized by a low inflation and inter-
est rate regime. While the growth spurt in part
reflected a recovery from a low base following the
economic downturn of 2009, Sri Lanka's economic
performance in 2010 holds up well in the light of
global comparisons. The recovery in output and other
macroeconomic fundamentals are comparable even
to the better performing countries of the Asian
region.

The country's renewed economic vigour owes much
to the perception of peace and stability in the after-
math of decades of socio-political conflict. Sri Lanka
is also witnessing political stability in the presence
of a strong incumbent government and a popular
Executive. The combination of factors hold out a real
opportunity for the country to embark on a sustained
development drive that will deliver better standards
of living and help cement social cohesion in the
country.

A doubling of per capita GDP over the next few years
is being envisaged. However, irrespective of whether
Sri Lanka attains this goal or not, the details underly-
ing such a growth momentum need to be given
thought. Per capita income on its own can hide socio-
economic disparities across and/or within regions,
sectors and households. For instance, if the agrarian
sector fails to keep pace with other more dynamic
areas of economic activity in industries and services
- or where surplus rural labour is unable to find alter-
native sources of gainful employment - aggregate
growth alone will not deliver the promise of develop-
ment to the country as a whole.

Sri Lanka's medium term development agenda as spelt
out in the Mahinda Chinthana: Ediri Dakma (Vision

Ensuring that Sri
Lanka has the necessary
macroeconomic policy
space to respond
appropriately to
emerging risks to
growth and stability is
critical
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for the Future) has taken cognizance of the
need to achieve 'balanced growth', be it
through rapid infrastructure development of
rural and conflict-affected parts of the coun-
try or in promoting small and medium
enterprises (SMEs) as a key source of liveli-
hoods generation. The task before the gov-
ernment is to effectively implement its de-
velopment programmes while keeping a
watchful eye on the emerging economic
shocks that can have a dampening effect on
its programmes. In this respect, a keyword is
'stability' onthe macroeconomic front-to
be attained and retained, in order to allow
the authorities the necessary leeway to re-
spond appropriately to changing circum-
stances. As noted recently, rising food and
oil prices in the world market once again
pose a threat to the nascent global economic
recovery. These developments will have in-
evitable consequences on Sri Lanka's own
economic prospects in the near term. Thus,
ensuring that the country has the necessary
macroeconomic policy space to respond ap-
propriately to emerging risks to growth and
stability, is critical. Sri Lanka has made
significant strides in this direction during
2009/10, but the risks must be recognized
and appropriate policy adjustments made
accordingly.

2.2 Output and Employment

Sri Lanka's economic recovery in 2010 was
supported by broad-based output growth
across all three sectors of economic activity.
This is a positive outcome as skewed growth
will have adverse outcomes in terms of
broader socio-economic objectives, such as
rapid delivery of income opportunities to the
less well off. Higher growth was accompa-
nied by a recovery in employment creation
that saw Sri Lanka's rate of unemployment
decline to 4.9 per cent by end 2010.

2.2.1 Output Growth

Even though the agriculture sector, for
instance, accounts for less than 12 per cent
of GDP, it continues to provide employment
to nearly 33 per cent of the workforce.
According to the HIES 2009/10 compiled by
the DCS, the headcount poverty index is high-
est in the Eastern, Uva, and Sabaragamuwa
Provinces.! Agriculture's share of GDP in
these provinces at nearly 25 per cent is much
higher than at the national level. A strong
and sustained performance in the agriculture
sector will, therefore, do much to ensure that
the benefits of growth are more evenly
distributed.

Figure 2.1
GDP and Sectoral Growth

2005 2006

2007 2008 2009 2010

B Agriculture

Industry EEEEE Services

GDP

Source: DCS and CBSL, Annual Report, various issues.

" The HIES 2009/10 did not cover Mannar, Mullaitivu and Kilinochchi districts in the Northern Province.
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The strong recovery in agricultural output in
2010 is likely to face some disruption in
2011 with the adverse consequences of
inclement weather conditions faced in late
2010/early 2011. In particular, paddy
production is estimated to suffer losses as a
result of not only destroyed crops, but also
owing to the destruction of seeds. However,
rising international commodity prices are
expected to benefit Sri Lanka's plantation
export crops. The overall net impact,
however, is likely to ensure that agriculture
sector performance will be less buoyant in
2011.

The industrial sector - accounting for 24.2
per cent of employment - recorded a strong
rebound of 8.4 per cent growth in 2010,
supported by manufacturing sector growth of
7.3 per cent and robust growth in construc-
tion of 9.3 per cent. Increased export demand
as well as a recovery in domestic consump-
tion helped industrial sector activity to
resume after the modest output growth in
2009. The expansion in construction activi-
ties is set to continue with the heavy govern-
ment expenditures on infrastructure related
investments as well as the anticipated

Economic Performance: Post-conflict Growth

recovery in the housing and real estate
sector.

The services sector has been the mainstay of
Sri Lanka's economic growth over the last
decade, accounting for nearly 60 per cent of
GDP and 43 per cent of employment. Key
service sector activities - in trade, leisure,
communication and financial sectors - which
suffered a downturn in 2009 saw an expan-
sion of activities with the revival of demand
in 2010. As Sri Lanka gears to promote itself
as a hub for many services-related activities,
it will require not only a supportive regula-
tory environment and infrastructure, but a
skilled workforce that is able to meet the
demands of an increasingly 'knowledge-
driven' economy.

2.2.2 Consumption, Investment and
Savings

Consumption expenditure as a percentage of
GDP continued to remain relatively subdued,
although private consumption had indicated
amarginal recovery. The modest recovery is
not surprising in view of the lagged effects
of the financial sector volatility and economic
downturn of 2008/09. Under such circum-

Table 2.1
Sectoral Performance

Share of GDP Growth (%)

(%)
2010 2007 2008 2009 2010
Agriculture 11.9 3.4 7.5 3.2 7.0
Tea 1.1 -1.8 4.2 -8.4 13.1
Paddy 1.8 -6.2 23.1 -5.1 17.5
Industry 28.7 7.6 5.9 4.2 8.4
Manufacturing 17.3 6.4 4.9 3.3 7.3
Construction 6.7 9.0 7.8 5.6 9.3
Services 59.3 7.1 5.6 3.3 8.0
Wholesale and retail trade 23.2 6.1 4.7 -0.2 7.5
Hotels and restaurants 0.5 -2.3 -5.0 13.3 39.8
Transport and communication 13.9 10.5 8.1 6.3 11.9
Banking, insurance & real estate 8.9 8.7 6.6 5.7 7.5

Source: CBSL, Annual Report, various issues.
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Table 2.2
Consumption, Investment and Savings

2007 2008 2009 2010

Consumption 82.4 86.1 82.1 81.3
Private 67.2 70.0 64.4 65.8
Government 15.3 16.2 17.6 15.6
Investment 28.0 27.6 24.4 27.8
Private 22.6 21.1 17.9 21.6
Government 5.4 6.5 6.6 6.2
Domestic savings 17.6 13.9 18.0 18.7
National savings 23.3 17.8 23.7 24.7

Source: CBSL, Annual Report, various issues.

stances, firms and households are likely to
save more and spend less. Indeed, Sri Lanka's
domestic savings ratio has crept up from a
low of 13.9 per cent in 2008 when the country
witnessed a credit boom, to a ratio of 18.7
per centin 2010.

With domestic savings of 18.7 per cent of
GDP, Sri Lanka continued to grapple with a
savings-investment gap of over 9 per cent of
GDP. While private transfers helped to bridge
the gap partially, the need to push for higher
volumes of FDI - from a current level of 0.9
per cent of GDP in 2010 - is clear.

Much of Sri Lanka's growth momentum in
recent years has been coming from increased
volumes of public investment. Clearly, in
times of a dip in private investment, public
investment plays an important role in keep-
ing the economy buoyant. However, as
private investment picks up, the challenges
to ensure macroeconomic stability will be
felt more keenly. Indeed, the weak private
sector investment response in part explains
why Sri Lanka was able to maintain a
relatively modest inflationary environment
in 2010 despite high growth and a fiscal defi-
cit of 7.9 per cent of GDP.

2.2.3 Labour Force and Employment

Sri Lanka's labour market seems to have done
well over the years, recording a persistent
reduction in the rate of unemployment.

12

According to the Labour Force Survey (LFS)
data compiled by the DCS, this decrease is
reflected across both males and females. It
is also encouraging that the decline is sharper
for youth in the 20-24 age group, and for
females with more than an Advance-Level
education - two groups that have had
historically high unemployment rates.? Part
of the improvement in the unemployment
rate in Sri Lanka can be attributed to foreign
employment, others being demographic
changes and higher participation in
education.? Following a slight reversal in
the unemployment rate in 2009 in the wake
of the economic downturn, the unemploy-
ment rate has once again come down to 4.9
per centin 2010.

The unemployment rate alone does not
provide a full picture of the labour market
conditions of an economy. This is because
the unemployment rate might hide the fact
that workers are underemployed or doing
unproductive work. Hence, usually along
with unemployment rates, other indicators
are examined to assess labour market perfor-
mance. The employment-to-population
ratio for Sri Lanka has remained around 45
from 2003 onwards, indicating that the
ability of the economy to create jobs has
stagnated over the years. The proportion of
workers participating in the labour market -
the labour force participation rate - also had
remained just below 50 per cent over the
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Table 2.3
Demographic and Labour Force Trends?
2007 2008 2009 2010
Population (‘000 persons) 20,010 20,217 20,450 20,653
Labour force (‘000 persons) 7,489 8,082 8,074 8,108
LFPR® (%) 49.8 50.2 49.2 48.6
Male 67.8 67.9 66.7 67.3
Female 33.4 34.3 33.7 32.1
Unemployment rate (%) 6.0 5.2 5.7 4.9
By gender
Male 4.3 3.6 4.3 3.5
Female 9.0 8.0 8.2 7.5
By age group
15-19 21.6 20.6 21.2 21.1
20-29 15.0 13.2 15.1 13.7
By education level
GCE (O/L) 8.2 7.4 8.1 6.9
GCE (A/L) 11.8 9.9 10.8 11.3
Note:  a: Date excludes Northern and Eastern Provinces; b: LFPR =Labour Force Participation Rate.

Source: CBSL, Annual Report, various issues.

same period. According to the LFS data, over
60 per cent of the employed were working
in the informal sector. These included 83
per cent of those in the agricultural sector,
and around a half (49 per cent) of those in
the non-agriculture sector.*

A large proportion of Sri Lanka's workforce
being in informal sector employment also
means that they are subject to a higher
degree of income insecurity, are likely to
receive limited opportunities for skills train-
ing and are also exposed to other forms of
vulnerability. Indeed, informal sector
workers are less likely to be covered by
social safety nets which raise their vulner-
ability in times of acute crises.

2.3 Fiscal Policy Developments

Sri Lanka has seen an improvement in its fiscal
policy stance in 2010. The fiscal deficit was
reduced to a more manageable 7.9 per cent

of GDP in 2010 as opposed to the 9.9 per
cent recorded in 2009. The deficit was
reduced primarily by a cut in expenditures,
predominantly through a cut in current
expenditures. This is the preferred course as
opposed to a cut in budgeted capital
expenditure given its adverse implications to
support Sri Lanka's long term growth objec-
tives. Fiscal consolidation efforts have also
been encouraging in view of the efforts be-
ing made to address weaknesses in revenue
generation as well. The key focus is to raise
government revenues through tax reforms
based on the recommendations of the Presi-
dential Commission on Taxation. The ben-
efits of tax reforms in raising revenue are ex-
pected to be seen more sharply in 2011.

Despite the overall positive fiscal outcomes
in 2010, Sri Lanka has still to be watchful on
fiscal policy trends, particularly in relation
to the financing of deficits and implications
for public debt management. Essentially, the

2 Arunatilake, N., and P. Jayawardena, 2010, "Labour Market Trends and Outcomes in Sri Lanka" in R. Gunatilaka, M. Mayer and M. Vodopivec
(eds.), The Challenges of Youth Employment in Sri Lanka, World Bank, Washington, D. C.

* Ibid.

4 Weerakoon, D., and N. Arunatilake, 2011, a report on "Macroeconomic Policy for Full and Productive Employment and Decent Work for
All: Sri Lanka Country Study", International Labour Organization, Geneva.
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Table 2.4
Government Revenue and Expenditure

% of GDP 2007 2008 2009 2010 20112
Fiscal deficit -7.7 -7.0 -9.9 -7.9 -6.8
Revenue and grants 15.8 15.6 15.0 14.9 15.6

Tax revenue 14.2 13.3 12.8 13.0 13.6
Expenditure and net lending 23.5 22.6 24.9 22.9 22.4

Recurrent 17.4 16.9 18.2 16.7 16.1

Public investment 6.4 6.0 6.8 6.4 6.5
Deficit financing (domestic) 3.6 7.1 5.1 3.6 4.6
Deficit financing (foreign) 3.7 -0.1 4.8 4.4 2.3
Government debt 85.0 81.4 86.2 81.9 80.0
Note: a: Estimates.
Source: CBSL, Annual Report, various issues.

country has been resorting to borrowings to
finance higher volumes of infrastructure
investments. In principle, governments can
justify such borrowing on the grounds that
infrastructure investment holds the potential
to raise a country's medium to long term
growth prospects, enabling higher volumes
of revenue to be generated that will allow
debt obligations to be met comfortably. The
key to such a strategy of course is that in-
vestment decisions are taken after a careful
assessment of the returns on such investments
-i.e., to use debt financing only for projects
that generate returns higher than the inter-
est to be paid on related debt.

In recent years, foreign sources have
appeared as the dominant means of deficit
financing. In 2010, foreign financing of the
fiscal deficit amounted to 4.4 per cent of
GDP, of which 3.5 consisted of loans and
another 0.9 per cent of GDP consisted of
foreign capital inflows into government
Treasury bills and bonds. The government's
preference to limit its recourse to domestic
borrowing is aimed to encourage private
sector investment in the economy. Under
normal economic conditions, heavy domes-
tic borrowing for fiscal financing purposes
can crowd out private investment and put
upward pressure on interest rates. Higher
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interest rates in turn would stifle GDP growth
prospects.

Foreign currency denominated debt carries
well-known additional risks, especially in
relation to the exchange rate. In the
presence of a growing foreign currency de-
nominated debt portfolio, a depreciating cur-
rency leads to a growing public debt-to-GDP
ratio. Conversely, an appreciating currency
can lead to a lowering of the ratio, as Sri
Lanka has witnessed to some extent in re-
cent years. However, a real appreciation of
the exchange rate can lead to a deterioration
in the current account, whereby any gains
on fiscal indicators becomes a temporary
phenomenon. That is, in order to restore ex-
ternal sustainability, a country may have to
undertake a real devaluation that once again
leads to a sudden jump in the public debt-
to-GDP ratio. Indeed, the trade-off between
fiscal conditions (debt) and exchange rate
management can constrict a country's mac-
roeconomic policy space considerably.

The desirability or otherwise of external debt
accumulation also depends critically on its
composition. Here, Sri Lanka's increasing
reliance on costlier non-concessional forms
of foreign borrowing in recent years is very
clear. Although the country's overall foreign
debt-to-GDP ratio has not changed much as



previously observed, the composition of
foreign debt has changed sharply. For
instance, the share of non-concessional and
commercial borrowing in Sri Lanka's total
outstanding foreign debt has increased
notably from 7.3 per cent in 2006 to 37.5
per centin 2010.

The growing reliance on costlier sources of
foreign finance has important implications
for Sri Lanka's foreign debt servicing obliga-
tions. As evident from Figure 2.3, the
country's overall foreign debt service ratio -
i.e., the ratio of interest and amortization
on foreign debt to earnings from the export
of goods and services - has been rising
steadily in recent years. In 2009, the ratio
rose sharply to 19 per cent as a result of the
shrinking of earnings from exports, but has
recovered to an extent in 2010 to stand at
15.2 per cent.

As previously noted, the return on invest-
ments financed by debt matters. Much of
Sri Lanka's public investment is being chan-
nelled to infrastructure such as roads, ports,
airports, etc., where such investments may
not generate the necessary foreign earnings
flows to service the debt in the short to
medium term. The most prudent course of
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course is to ensure that foreign currency de-
nominated debt is confined as much as pos-
sible to projects that can, either directly or
indirectly, generate the foreign exchange
needed to service the debt. This becomes all
the more imperative given the fact that de-
spite Sri Lanka witnessing an increase in earn-
ings from the export of goods and services in
absolute terms, the ratio of such earnings to
GDP has been on the decline (Figure 2.3). It
suggests that the higher GDP growth momen-
tum that Sri Lanka has observed in recent years
is not being driven by an export-push, but
rather by other factors such as higher volumes
of government infrastructure investment, etc.
which can have considerable multiplier ef-
fects on economic activity.

The increased recourse to foreign financing
of the fiscal deficit clearly has other spill-
over effects on macroeconomic management,
not least its impact on monetary policy man-
agement and exchange rate performance.

2.4 Monetary Policy Developments

The relatively slow recovery in private
investment in 2010 was reflected in weak de-
mand for credit by the private sector for much
of the year, despite the improvements to the

Figure 2.2
Emerging External Debt Profile
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Figure 2.3
External Debt Dynamics
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country's medium term economic outlook
since the end of the conflict in May 2009.
Private sector credit growth remained slug-
gish, despite attempts to ease monetary policy
from early 2009 through downward adjust-
ments to policy rates as well as other direc-
tives to commercial banks. Credit growth to
the private sector picked up in the latter part
of 2010 to record a growth of 25 per cent by
year end as compared to a contraction of 5.8
per centin 2009.

The initial weak recovery in demand for credit
by the private sector is perhaps best explained

by the over-leveraging of households and
firms preceding the economic downturn. Sri
Lanka witnessed a credit boom during 2006-
07 that was abruptly curtailed with a sharp
tightening of monetary policy as the rate of
annual inflation peaked at over 22 per cent
in 2008. Consequently, the gross non-per-
forming loan (NPL) ratio of the banking
sector rose from 5.2 per cent in 2007 to 8.5
per cent in 2009. Thus, Sri Lanka's experi-
ence of hesitant private sector investment
growth suggests that both supply and demand
factors played a role. Despite the signs of an
early economic recovery, over-leveraged
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households and firms may have been less
willing to borrow, while banks too may have
been less willing to revert to a lending spree.
Thus, despite high volumes of excess liquid-
ity in the market - as high as Rs. 120-130
billion by the beginning of 2011 - there was
muted inflationary pressures as demand for
credit remained low, while the exchange rate
movements minimized import-related price
pressures. Indeed, Sri Lanka saw a moderate
inflationary environment for much of 2010,
with inflation beginning to rise only towards
the last quarter of 2010, largely as a result of
rising food prices in the country (Figure 2.5).
A standard monetary policy response to such
short term supply shocks is ineffective. Other
options such as the removal of taxes and tar-
iffs on food commodities were used to keep
prices down, notwithstanding possible
adverse impacts on fiscal operations via lost
revenues. There is, however, a risk that if
demands for wage increases on the back of
rising food and fuel prices are accommo-
dated, supply-side induced inflationary
pressures can be absorbed into general price
increases.

The threat of rising inflationary pressures in
the Sri Lankan economy is growing. In April
2011, the Central Bank of Sri Lanka (CBSL)
opted to raise the Statutory Reserve Require-
ment (SRR) on commercial banks by 1
percentage point rather than raise interest rates
and set back the recovery in credit growth to
the private sector. The SRR works through
quantity rather than price and can be effec-
tive if there is no significant variation in lev-
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els of liquidity between institutions - i.e.,
forcing credit rationing in those institutions
operating at the margins. However, with the
government anticipating further inflows of
foreign capital in 2011, the risks of igniting
'demand-pull’ inflation in the economy con-
tinues to remain high.

2.5 External Sector Developments

Sri Lanka saw a significant recovery in
earnings from exports of merchandise goods,
remittances and tourist receipts in 2010 on
the back of a much improved global
economic environment. Earnings from
merchandise exports grew by 17 per cent,
remittances by 24 per cent, and tourism
earnings by 65 per cent. Thus, despite
import expenditure growing at a much faster
pace of 32 per cent relative to export
earnings, the country was able to maintain a
manageable current account deficit of 2.9
per cent of GDP in 2010.

Notwithstanding the improved earnings via
current account flows, the bulk of foreign
currency inflows were generated through the
capital account of the balance of payments
(BOP). Here, the recovery of FDI inflows
remained muted while non-equity flows
remained high. This included the issue of a
US$ 1 billion Sovereign bond in October
2010.

Foreign capital inflows cause upward
pressure to be applied on the exchange rate.
An appreciation of the real exchange rate in

Table 2.5
Select Monetary and Financial Indicators
% change 2007 2008 2009 2010
Reserve money 10.2 1.5 13.1 18.8
Broad money (M,,) 16.6 8.5 18.6 15.8
Credit to private sector 19.3 7.0 -5.8 25.1
Gross NPL ratio of banking sector 5.2 6.3 8.5 5.3
Rate of inflation 15.8 22.6 3.4 5.9

Source: CBSL, Annual Report, various issues.
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Figure 2.5
Inflation Trends
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turn, hurts the competitiveness of domestic
exports in international markets. To prevent
the currency from appreciating too much,
monetary authorities can intervene in foreign
exchange markets and mop up foreign
capital inflows. This, however, also has the
effect of raising the monetary base in the
country which can hold inflationary conse-
quences. In 2010, despite intervention by the
CBSL, the rupee appreciated by 3 per cent in

nominal terms against the US dollar. Of
greater concern was the sharper real
appreciation of the exchange rate by 5.3 per
cent over the same period. As Sri Lanka
prepares to float another Sovereign bond of
US$ 1 billion in 2011, the continued inflows
of foreign capital will require prudent
management of monetary policy to ensure
that excess rupee liquidity does not spill-over
into rising inflationary pressures. Any hesi-

Figure 2.6
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tance to raise interest rates for fear of squeez-
ing growth will generate macroeconomic in-
stability. In the circumstances, the trade-off
between stability and growth needs to be care-
fully assessed. Sustainable high growth in the
long term can only come with a stable mac-
roeconomic environment.

There are emerging threats to the Sri Lankan
economy arising from external shocks, pri-
marily in the form of rising food and fuel
prices from the latter part of 2010. However,
Sri Lanka appears comfortably positioned to
deal with external exigencies in the near term
with healthy official reserves of US$ 6.6 bil-
lion at end 2010, sufficient for 5.9 months
of imports. Sri Lanka's accumulation of re-
serves, however, is not the result of surpluses
in the current account of its BOP, but rather
the result largely of foreign investments in
Treasury bills and bonds, government for-
eign borrowing, etc. Thus, the country's me-
dium term exposure to external shocks can-
not be discounted. Indeed, a weakening of
macroeconomic fundamentals could lead to
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a swift outflow of funds in government debt
instruments. Additionally, Sri Lanka re-
mains sensitive to any adverse changes in
its sovereign rating that will stymie efforts
to raise funds from international capital
markets at competitive rates of interest.

2.6 Conclusion

Sri Lanka has experienced a sharp and broad
based recovery in economic growth in 2010,
accompanied by a stable macroeconomic
environment. The country has thus set itself
a strong foundation from which to build on
what has already been achieved in a rela-
tively short time span of two years follow-
ing the end of a three decade long debilitat-
ing armed conflict. While the near term
outlook promises higher growth to achieve
the government's development objectives,
there are also areas of concern with regards
to the evolving macroeconomic environ-
ment that cannot be ignored.

Critical amongst these is the growing reli-
ance on costlier forms of foreign borrowing

Figure 2.7
Trends in Nominal and Real Exchange Rate Movements
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to finance government capital spending. If
Sri Lanka is to continue down this path, a
prudent course is to ensure that such
borrowings will over time generate foreign
currency earnings - directly or indirectly - to
meet debt service obligations. The most sat-
isfactory outcome would for Sri Lanka to
bridge its savings-investment gap via non-debt
sources of finance such as FDI. Here, Sri
Lanka's performance has been desultory, with
FDI inflows stagnating at 0.9 per cent of GDP
in 2010 despite the rather more impressive
recovery recorded in all other sectors - viz.,
export earnings, tourism receipts, remittance
inflows, etc.

The failure to generate more dynamism in
attracting FDI inflows has been blamed vari-
ously on prevailing institutional and regula-
tory weaknesses. Sri Lanka is attempting to
attract FDI in a highly competitive environ-
ment, particularly in the neighbouring Asian
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region. In 2011, the country is likely to see
amuch better outcome, owing largely to an-
ticipated inflows into the country's real es-
tate and leisure sectors. But it is FDI in-
flows into skilled manufacturing and service
sectors activities that are most likely to boost
productivity in the country. Transfers of
knowledge and skills that often accompany
such FDI inflows are as important as the ac-
tual financial flows. Sri Lanka has made the
first important breakthrough to attract such
investments in future by bringing to an end
the unattractive political and security envi-
ronment for foreign investors that dogged the
country through its decades of conflict. It
remains for the country to take the next im-
portant steps of ensuring predictability and
consistency in policy, and strengthening the
policies, regulations and institutions that will
encourage investors to act on the opportuni-
ties available.



3. Accelerating Inclusive Growth in Sri Lanka: The Role of the External

Sector

3.1 Introduction

Sri Lanka's growth cannot be examined in isolation.
This is because its economy is intricately interwoven
to its neighbours and other countries through
commercial, political and cultural links. The
sustainability of any growth strategy adopted by the
country will depend on the stability of different
partnerships and the ability of the country to be
resilient to adverse shocks. Given this, any strategy
that looks at improving equitable growth will need to
take stock of the international environment within
which the Sri Lankan economy is functioning.

As a small open economy, Sri Lanka is dependent on
external demand for its goods and services to sustain
domestic growth as well as to earn foreign exchange
for its import expenditures. The downturn of the glo-
bal economy in 2008-09 had its inevitable drag on
the country's export earnings, contributing to a lower
overall domestic output expansion. However, the glo-
bal economic recovery in 2010 - with world output
growing at 5 per cent compared to a contraction of
0.5 per cent in the previous year, helped by a strong
recovery in global trade and investment flows - pro-
vided a much more conducive environment for Sri
Lanka's own economic expansion. As the country gears
up to further strengthen its growth objectives in the
medium term, enhanced earnings from the export
of goods and services is expected to play an impor-
tant role in contributing to growth as well as towards
a stable external payments position in the medium to
longer term.

In this context, the recent decline in Sri Lanka's
exports-to-GDP ratio - from 28 per cent in 2004 to
16.7 per cent in 2010 - is a cause for some concern. It
suggests that despite the rising earnings from exports
in absolute terms, Sri Lanka's higher GDP growth
momentum has been coming from sources other than
the export sector. Unlike economies with a large
domestic market, the extent to which aggregate

Achieving rapid and
equitable growth will
hinge on the ability of Sri
Lanka's export sector to
contribute to GDP
growth, as well as ensure
a healthy earnings of
foreign exchange
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demand can be stimulated from catering to
domestic demand alone remains limited in
the case of Sri Lanka. Thus, a renewed effort
to encourage faster growth in the export sec-
tor is important.

The policy challenges are many. As devel-
oped economies - which remain the primary
export markets for most developing coun-
tries - struggle to recover from the global
financial crisis, competition amongst devel-
oping country exporters will heighten. Many
countries are opting for preferential market
access via trading arrangements of one sort
or another. Any trade policy reform - be it
unilateral, bilateral/regional, or multilateral
- will have eventual 'beneficiaries' and 'los-
ers'. Often, adjustment costs for the
economy overall are borne in the short term.
However, it could well be that long term
costs prevail for particular industries or sec-
tors. Thus, the distributional impacts of trade
policy cannot be ignored, particularly when
Sri Lanka is attempting to achieve not only
rapid growth, but a growth process that is
both equitable and inclusive to meet its long
term post-conflict development objectives.
In this context, the Chapter looks at Sri
Lanka's recent export performance and fu-
ture prospects, with a special focus on key

export earning sectors in goods and services -
viz., garments, tea, and migrant workers.

3.2 Earnings from Exports of Goods and
Services: An Overview

Merchandise goods exports saw a strong
recovery in 2010 following the downturn in
2009, with overall export earnings growing
by 17.3 per cent to record peak earnings of
US$ 8,307 million. Industrial exports
accounted for nearly 75 per cent of Sri Lanka's
total merchandise exports in 2010, with earn-
ings from the textiles and garments sub-
sector accounting for more than 42 per cent.
Earnings from the latter grew by 7 per cent
despite the loss of tariff benefits from the
Generalized System of Preferences (GSP-plus)
market access to the European Union (EU) in
August 2010. In view of the impending with-
drawal of the GSP-plus benefits, industry
sources suggest that many manufacturers
improved the quality of their products,
focusing on higher levels of value addition,
and branded products that cater to high-end
customers. Sri Lanka's exports of agriculture
continue to be dominated by plantation
export crops, with tea alone accounting for
16 per cent of total agricultural exports in
2010. The increase in earnings from agricul-
tural exports, led by tea, was mainly due to

Table 3.1
Growth in Goods and Services Exports
Annual Average Growth Share?
2005-09 2010 2010
Agriculture 12.9 18.9 24.6
Tea 13.1 14.1 16.6
Industrial 6.3 14.3 74.3
Food, beverages 26.1 21.8 6.1
Textiles and garments 5.9 5.1 42.2
Services 4.6 30.4
Transportation 7.4 33.6 46.8
IT 30.0 8.2 10.7
Note: a: Values as a percentage of total goods exports, transportation and IT as a percentage of total

services exports.

Source: CBSL, Annual Report, various issues.
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the high prices that prevailed in the interna-
tional markets throughout the year.

Higher earnings from merchandize goods
have been complemented by a rapid growth
in services exports, albeit from a lower base.
Net earnings from services exports increased
by over 78 per cent in 2010 to US$ 698
million, with key sectors such as transporta-
tion (accounting for 47 per cent of total
services exports) and information technology
(IT) showing a rapid recovery. Transportation
services growth was attributed to the increase
in the number of passengers travelling to Sri
Lanka, increase in freight charges collected
and improvement in port and airport related
other business services. Computer and infor-
mation services sub-sector also saw gross
inflows on account of a pick-up in exports
of software, business process outsourcing
(BPO) and other IT enabled services (ITES).

Sri Lanka has also benefitted historically from
earnings from migrant worker remittances.
Unlike other inflows, worker remittances
remained relatively healthy during the down-
turn of 2009 and posted a strong growth of
23.6 per cent. The record inflow of US 4.1
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billion in 2010 was in part due to an
increase by 8 per cent in the numbers of
migrant workers leaving for employment
overseas in 2010, compared to a contraction
of 1.4 per cent of total placements in the
previous year.

However, despite the absolute increase in
export earnings, it is of some concern that
Sri Lanka's export earnings as a percentage of
GDP - a measure of how much export-led an
economy is - has been falling continuously
in more recent years (Figure 3.2). The
exports-to-GDP ratio which stood at 30 per
cent in 2000 had declined to 16.7 per cent
by 2010. Indeed, Sri Lanka's export penetra-
tion - i.e., its share of global merchandise
exports - has mirrored this decline, falling
from 0.09 per cent in 2000 to 0.05 per cent
in 2008." Sri Lanka's export performance
vis-a-vis competitors in the Asian region have
not been impressive. For instance, in 1990,
exports from both Vietnam and Sri Lanka
amounted to US$ 2 billion, but by 2008,
exports of Vietham amounted to US$ 61
billion while Sri Lankan exports amounted
to approximately US$ 8 billion.?

Figure 3.1
Trends in Export Earnings

9,000

8,000

7,000

6,000

3,000
2,000 -
1,000

US$ million

5,000+ ———————————
4000+ — — —— ——

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Goods

B Services Remittances

Source: Compiled using data from the CBSL, Annual Report 2010.

' IMF, Direction of Trade Statistics 2009.

2 Kelegama, S., 2011, “WTO Trade Policy Review - Sri Lanka 2010", Economic Review, Vol. 36, Nos. 11 & 12, People's Bank.
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Figure 3.2
Sri Lanka's Export Share (2000-2010)
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Being a trade dependent country with
limited scope to expand aggregate demand
through domestic demand alone, Sri Lanka
needs to pay careful attention to policies that
will over time, raise productivity and thus
the competitiveness of the country's exports
in international markets. A related issue
remains the undiversified nature of both its
exports and export markets. If Sri Lanka is to
raise its exports and increase its global share,
new products as well as new products
markets have to be explored and penetrated.

3.3 Emerging Global Economic Environ-
ment and Prospects for Exports

The recent global financial crisis and the
resultant global economic downturn in 2008/
09 is changing the dynamics of the global
economy. It has had a debilitating impact
on the strength and dynamism of the
Western economies. The balance of
economic power is shifting decidedly from
West to East, with China, India, and East
Asian 'Tiger' economies leading the global
economic recovery. Global production hubs
are shifting to China and India, not only

Table 3.2
Projected World Output (2011-12)

Projections

2008 2009 2010 2011 2012
World output 3.0 -0.5 5.0 4.4 4.5
Advanced economies 0.5 -3.4 3.0 2.4 2.6
us 0.4 -2.6 2.8 2.8 2.9
UK 0.5 -4.9 1.3 1.7 2.3
Euro Area 0.6 -4.1 1.7 1.6 1.8
Japan -1.2 -6.3 3.9 1.4 2.1
Canada 0.4 -2.5 3.1 2.8 2.6
Emerging & developing economies 6.1 2.7 7.3 6.5 6.5
India 7.3 6.8 10.4 8.2 7.8
China 9.6 9.2 10.3 9.6 9.5
Russia 5.6 -7.8 4.0 4.8 4.5
Brazil 5.1 -0.6 7.5 4.5 4.1
Middle East & North Africa 5.3 1.8 3.8 4.1 4.2
ASEAN-52 4.7 1.7 6.9 5.4 5.7
Note:  a: Indonesia, Malaysia, Philippines, Thailand and Vietnam.

Source: IMF, World Economic Outlook, April 2011.
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because of lower costs, but also increasingly
because it is being complemented by
improved industrial and technological
capabilities.

Growth in global economic output is
expected to fall from 5 per cent in 2010 to
4.4 per cent in 2011, with both advanced
and emerging developing economies expected
to see slower growth. The most recent avail-
able forecasts suggest that the outlook for
2012 remains unchanged from that of 2011.

The global economic recovery in 2010 was
assisted by rising consumption expenditures
that was in part helped by stimulus mea-
sures that were undertaken by advanced
economies. However, despite the growth in
consumption expenditures, many advanced
economies are grappling with high levels of
unemployment. In the US, for instance, the
rate of unemployment remained at 9.6 per
cent in 2010. For much of the EU, similar
rates of unemployment prevailed in 2010.

In many of the advanced countries, output
remains far below potential with high
unemployment levels and deteriorating
fiscal positions plaguing the recovery

process. Debt ratios in most advanced coun-
tries have been rising with the average
general government gross debt-to-GDP ratio
projected to breach the 100 per cent thresh-
old for the first time since the aftermath of
World War 11> On the other hand, in emerg-
ing markets where fiscal and financial
positions were much stronger at the outset
of the crisis, exports have largely recovered.
However, the better economic prospects and
relatively high interest rates are seeing
increasing volumes of foreign capital flow-
ing to these economies. Growing inflation-
ary pressures - amidst rising oil prices at a
record two-year high, spurred by social and
political turmoil in the Middle Eastern and
North African regions - pose challenges to
emerging and developing countries. The
threats to economic stability in these coun-
tries are exacerbated by rising food prices
where food consumption makes for a
relatively larger share of household consump-
tion. Tighter monetary policies to rein in
threats of inflationary build-up are expected
to slow down growth in 2011.

The slow recovery in the US and EU is
troubling for Sri Lanka. They continue to be
the largest importers of Sri Lankan products,

Figure 3.3
EU and US: GDP, Consumption and Unemployment Rates
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Figure 3.4
Sri Lanka's Share of Exports to US, EU, ASEAN and SAARC
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Source: CBSL, Annual Report, various issues; and IMF, Direction of Trade Statistics, various issues.

attracting 56 per cent of the country's total
exports in 2010. Nevertheless, Sri Lanka's
share of exports to the US declined from 31
per cent in 2005 to 21 per cent in 2010,
while its exports share to the EU has seen a
more marginal decline. The increase in share
of exports to other Asian economies has been
slow, while exports to the Middle East grew
faster - rising from 5 per cent in 2005 to 12
per centin 2010.

It is clear that 2011 is likely to see a lethar-
gic recovery in both US and EU markets and
it is something Sri Lankan exporters need to
be vigilant of. The country is yet to effec-
tively 'plug in' to the dynamic growth
centres that are emerging in its vicinity - In-
dia, East and South East Asia, and China. Sri
Lanka needs to look at developing stronger
linkages with these healthier economies of
Asia, explore new trading opportunities, and
move away from the excessive dependence
on the US and EU. To this end, it is notable
that India regained its position in 2010 as
the third largest single market for Sri Lankan
products, a position it held last in 2007. Stron-
ger links with the other Asian giant, China,
would also help. Although Sri Lanka has seen
a marginal increase in its exports to China -
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rising from 0.4 per cent in 2006 to 0.9 per
cent by 2010 - much more needs to be done
to strengthen export penetration to this
rapidly growing market.

Sri Lanka needs to be acutely aware of the
tectonic shifts in the centre of gravity of
global economic power that are gradually
taking place. Although earlier touted as the
new platform for international economic
co-operation, the G20 - the grouping of the
richest Western economies and the most com-
mercially important emerging economies set
up as a joint initiative to tackle the global
economic crisis - does not appear to have
much longevity beyond the crisis response
efforts it originally mandated itself to do.
Rather, what is now emerging as a key power
bloc is the BRIC (Brazil, Russia, India, and
China) group. The BRIC countries, which
showed strong resilience during the global
economic crisis, account for 45 per cent of
the world's population, 25 per cent of
global GDP, and an estimated 60 per cent of
the world's foreign currency reserves. In its
most recent summit in April 2011, South
Africa was invited to join the grouping (and
expanding the 'BRIC' to 'BRICS"), further
solidifying the grouping as a powerful player



on the global stage. BRICS have agreed to
lend to each other in their own currencies,
rather than dollars, and have managed to
successfully lobby for greater representation
in supranational bodies like the IMF and
World Bank.

This gradual emergence of the BRIC could,
eventually, provide an effective platform for
developing countries as a whole to rally
around, link up productively through its own,
albeit relatively weak, G-15 group, and thus
find a stronger voice in the global economic
arena. This has direct implications for smaller
developing economies like Sri Lanka. Despite
being unassociated with the initial financial
markets crisis, developing countries like Sri
Lanka were badly hit by the global downturn
that followed, and therefore has a strong
desire to see the developing world gain a
stronger voice in reforming the world
economic order. By finding ways to strategi-
cally link up to this type of new, stronger
'South-South' cooperative voice, Sri Lanka
could create more avenues to seek support
for its economic goals internationally.

3.4 Inclusive Growth: The Distribu-
tional Impacts of Trade

Sri Lanka's trade policy continues to be aimed
at achieving greater integration into the
global economy through multilateral,
regional and bilateral trade arrangements,
through an incentive regime consisting of
rationalization of tariffs geared to encourag-
ing exports and attracting foreign direct
investments, and a number of development
programmes to improve infrastructure, with
the twin objectives of enhancing competi-
tiveness and market access.

In the more recent past, Sri Lanka has seen
its tariff regime become more opaque with
an increase in the number of tariff bands as
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well as the introduction of para-tariff
measures on an increasing number of
imported products.* In June 2010, and there-
after through the 2011 Budget announced in
November 2011, the government relaxed the
import tariff regime to a limited extent by
lowering some import tariff rates, restructur-
ing tariff bands, and removing some indirect
taxes. Nonetheless, the import tariff regime
continues to be riddled with para-tariffs. In
addition to unilateral tariff reforms, Sri
Lanka's commitments under its bilateral and
regional free trade agreements have required
the adjustment of import tariffs for related
trade partners.

Trade reforms create distributional impacts,
depending on how different sectors in the
economy are affected. Some sectors will ben-
efit from improved competitiveness and
greater market access - i.e., by reducing dis-
tortions in relative prices, and allowing those
activities with a comparative advantage to
expand. However, there will be other
sectors that will be adversely affected by
international competition - the removal of
trade barriers leads to a decline in the value
of assets of protected industries and the loss
of jobs in those industries. Trade policies
will create 'winners' and 'losers' - benefit-
ting some, while in the short term adversely
affecting others, with attendant adjustment
costs and distributional effects.

The primary focus of literature that exam-
ines the distributional aspects of trade has
been on identifying the means by which trade
and poverty are linked through economic
growth. Trade can affect poverty and distri-
butional outcomes through multiple chan-
nels including economic growth, prices of
goods and services consumed by households,
livelihoods of the poor and income earning
ability, vulnerability to shocks and effects
on government revenue.

4 Pursell, Garry and F.M. Ziaul Ahsen, 2011, "Sri Lanka's Trade Policies: Back to Protectionism", ASARC Working Paper 2011/03.
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During the past five decades, developing
countries have experienced important
changes in their trade policies, providing a
useful source of empirical evidence on the
nexus between trade, growth and poverty.®
Some evidence suggests that trade openness
triggers growth, and that growth is a central
driver of poverty reduction. But there is also
evidence that suggests that economic
integration into the world economy can be
the result of successful and inclusive growth
and development, rather than a prerequisite
for it - i.e., that inclusive growth processes
can lead to trade openness and economic
integration into global markets.®

There is little doubt that changes in trade
flows, directly or indirectly, affect the wel-
fare of households. The impact of trade
reform on poverty and distributional out-
comes appears to depend on a combination
of pre-existing conditions - such as geogra-
phy, market size, and institutional capacity -
and complementary policies (education,
infrastructure, financial and macroeconomic
policies) designed to help the poor partici-
pate in the positive opportunities that emerge
while protecting them from the most harm-
ful consequences.

For Sri Lanka, greater trade openness has had
many positive impacts, including the
generation of significant employment and
income earning opportunities. The benefits
in aggregate in sectors such as garments are
clear. It provided useful foreign exchange
earnings and opened new channels of
employment opportunities to young,

unskilled female labour. Similarly, 73 per
cent of outgoing migrant workers in Sri Lanka
is estimated to be from outside the Western
Province, while 67 per cent were either
unskilled workers or housemaids.” The ex-
periences of both the garments sector and
migrants suggest that a large proportion of
workers from rural or poor backgrounds ben-
efitted. Indeed, the presence of a family mem-
ber abroad is estimated to have a significant
marginal effect in reducing the likelihood of
a household being poor.® Remittances are
also found to have helped increase expendi-
ture and investment in health and education
of beneficiary households and have provided
security from external shocks.’

However, outcomes in other export sectors
are less clear. Whilst tea exports have his-
torically provided much needed foreign
exchange earnings, the estate sector popula-
tion has remained mired in poor socio-
economic conditions. Additionally, those
sectors most open to trade and investment
opportunities - centred in urbanized settings
- have also led to widening output gaps and
related poverty indicators across sectors and
provinces of the country. Thus, complemen-
tary policies to address the distributional
implications of external trade promotion
should not be ignored.

3.4.1 Pro-Poor Growth: Manufactur-
ing or Services Sector?

Growth that is driven by expansion of out-
put in manufacturing is often considered to
have beneficial impacts on addressing
poverty and inequity given its potential to

See Dollar, D., and A. Kraay, 2004, "Trade, Growth and Poverty", The Economic Journal, 144(493), pp. 22-49; Ravallion, M., 2005,

"Looking Beyond Averages in the Trade and Poverty Debate", Policy Research Working Paper 3461, World Bank, Washington, D.C.

>

Chang, H.J., 2007, Bad Samaritans, London: Random House Business Books; Rodriguez, F. and D. Rodrik, 1999, “Trade Policy and

Economic Growth: A Skeptic’s Guide to the Cross-Country Evidence”, Discussion Paper Series 2143, CEPR, London.
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in South Asia, Sage Publications, New Delhi.
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generate employment for unskilled labour -
an abundant factor of production in many
developing economies where a sizeable
proportion of such workers are considered to
represent low-income segments of the
population.

Overall, employment growth in Sri Lanka's
industrial sector has been better than that of
the services sector in recent years.'
However, productivity in the former has
lagged behind that of the latter, which is
clearly a concern in terms of the ability of
the industrial sector to generate productive
employment opportunities. Nonetheless, the
export-oriented manufacturing sector has
been an important source of job creation.
Indeed, the industry is estimated to provide
over 300,000 in direct employment as well
as another 1 million in indirect employment.
The industry expects to create job opportu-
nities for a further 20-30,000 over the next
five years in the face of an anticipated
expansion of factories. A further positive
approach is the stated intention of the Joint
Apparel Association Forum (JAAF) to
employ rural youth in regional factories. In
turn, this is likely to address long recognized
problems associated not only with rural
employment, but also living conditions for
factory workers who are often forced to move
in search of employment and make such job
opportunities more attractive.

The government's focus on promoting small
and medium enterprises (SMEs), if effective,
will also help in generating manufacturing
output and employment. SMEs have gained
wide recognition as a critical source of
employment, especially for the poor. In Sri
Lanka, SMEs make up more than 80 per cent
of all businesses, account for about 35 per

10 See Chapter 4 of this report on “Imperatives of Inclusive Growth”.
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cent of employment and about 20 per cent
of total industrial value added."” Whilst they
may not always be direct exporters - in the
garments industry, for instance, around 80
per cent of factories are categorized as SMEs
according to the value of exports, but they
account for less than 30 per cent of total
export earnings - SMEs are an important
source of inputs for many export industries.
However, nearly 80 per cent of SMEs are
estimated to be located in the Western
Province inhibiting its contribution to
promote a more regionally balanced devel-
opment process.'?

Besides the industrial sector, the services
sector has also been a significant contributor
to economic growth in Sri Lanka in the
recent past. Unlike manufacturing, however,
the services sector tends to generate employ-
ment for higher skilled workers, which may
in part account for the greater productivity
gains in the services sector at the aggregate
level. The most rapidly expanding services
sector has been in telecommunication, bank-
ing, IT, finance, etc. As Sri Lanka turns in-
creasingly to promote services-oriented ex-
port activities - including efforts to develop
the country as a hub for select services - the
employment opportunities that will be gen-
erated will most likely require a higher skills
profile that could have broader distributional
and equity issues in the country.

3.4.2 Trade and Gender Linkages

Trade openness can create economic oppor-
tunities, but because of different endow-
ments, control over resources, access to
labour markets and varying roles within the
household, there can be significant gender
differences in any accruing benefits.'® Sri

" World Bank, 2005, International Finance Corporation (IFC) Survey 2005.
2 Munisada, K.L.D.H, 2008, Best Practices on SME Development and Management in Sri Lanka, Asian Development Bank

Institute, Tokyo.

3 Maurizio, Busoolo and E. De Hoyos Rafael, 2009, Gender Aspects of the Trade Poverty Nexus: A Micro-Macro Approach, World

Bank, Washington D.C.
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Table 3.3
Informal Private Tea Sector Daily Wages by Gender

Year Annual Average (Rs.) Percentage Change
Nominal Real?
Male Female Male Female Male Female

2006 333 234 10.9 7.9 -2.8 -5.8
2007 375 263 13.8 11.5 -3.7 -6.0
2008 440 305 17.4 16.1 -4.2 -5.2
2009 488 356 10.9 16.5 7.2 12.6
2010 543 391 11.3 9.9 5.0 3.7

Note: a: Real wage changes are based on CCPI (2002 =100).

Source: CBSL, Annual Report, various issues.

Lanka is an interesting case study of gender
dimensions of trade and poverty, given the
fact that women from rural areas and deprived
communities dominate the labour force of
the significant export earning activities -
garments, migration and tea. At present,
women account for over 70 per cent of the
labour force in the export garments sector
and over a half of the labour migrants are
women. There is clear indication that greater
employment opportunities for women have
had a significant impact on patterns of
employment in Sri Lanka. The female labour
force participation rate increased substantially
from 25.8 per centin 1980 to 39.5 per cent
by 1990 and stood at 32.1 per cent in 2010.

However, a majority of these women are to
be found in low skilled categories where
wages are relatively low. Furthermore, even
though significant employment opportuni-
ties for females are present, opportunities for
upward mobilization of labour is extremely
limited or almost non-existent. In the
garments industry, for instance, it has been
found that female career development has
been trapped at low level employment
categories, whereas male workers have more
opportunities for upward mobility and

access to upper or middle level employment
categories.™

Males continue to dominate in senior and
middle manager categories accounting for 85
and 69 per cent of employment, respec-
tively.”™ Thus, the garment sector provides a
good example of a case where men and
women appear unable to take equal advan-
tage of trade opportunities. The same is true
of the estate tea export sector as well. Even
though it generates significant employment
for female workers, it is mostly very low-
skilled employment that yields low incomes.
Gender wise informal private sector daily
wages in the tea sector show that not only
do males earn higher wages than females,
but that males tend to also enjoy a higher
percentage increase in both nominal and real
wages compared to females (Table 3.3).
However, trade policy alone is not to blame.
The structure of the industry, as well as the
incentives and contracts that govern relations
between employees and employers, matter.
The nature of 'resident labour' in the estate
sector as opposed to tea smallholders - where
socio-economic outcomes are much better -
lends support to this argument.

™ Jayaweera, S., 2005, “Continuity and Change: Women Workers in Garment and Textile Industries in Sri Lanka”, [http:/reseau.crdi.ca/

en/ev-58039-201-1-DO_TOPIC.html]

5 Chandrasiri, S., 2009, Promoting Employment-Intensive Growth in Sri Lanka: Policy Analysis of the Manufacturing and Service Sectors,

International Labour Organization, Geneva.
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Figure 3.5
Departures for Foreign Employment by Sex and Manpower Levels: 2009
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Trends in foreign employment in Sri Lanka
also demonstrate notable differences between
males and females. In 2009, while almost a
half (46.8 per cent) of migrant males were
skilled workers, the corresponding figure for
females was a mere 4.2 per cent. Housemaids
were the dominant source of female migra-
tion, accounting for 89 per cent of the total.
This gives an indication of the higher earn-
ing potential as well as the better working
and living conditions of male migrants
compared to females.

3.5 Trade and Inclusive Growth in Sri
Lanka: Tea, Garments and Remittances

As Sri Lanka looks to raise its long term GDP
growth rate to 8 per cent and above, the
country's export sector will be expected to
play a critical role. Three of the country's
main foreign exchange earners through the
export of goods and services - garments, tea
and remittances - will also hold significant
distributional implications for the economy
as a whole. The rest of the section will
analyze the emerging global environment for
each of the sectors and Sri Lanka's potential
to further raise export earnings in the
coming years.

' DCS, Annual Survey of Industries 2009.
7 ibid.

3.5.1 Garment Sector

As previously noted, the textile and garments
(T&G) sector accounts for 42 per cent of Sri
Lanka's total exports. The garments sector
alone is estimated to provide employment
to 351,762 workers, making up 41 per cent
of total industrial employment in the
country.'® However, 74 per cent of garment
industry firms and 73 per cent of employ-
ment in such firms is to be found within the
Western Province."”

Despite the withdrawal of GSP-plus conces-
sions by the EU in August 2010, earnings
from T&G exports increased by 7 per cent to
US$ 3,504 million in 2010. The EU attracted
almost 51 per cent of Sri Lanka's total
garment exports in 2010 while the US at-
tracted 41 per cent. The increase in garment
export earnings despite a decline in the
volume exported, suggests the export of high
value products to niche markets. This seems
to support suggestions that the industry is
aiming to improve the quality of products
and productivity in order to face stiffer
competition, especially in view of the loss
of GSP-plus concessions in the lucrative EU
market. Other measures include attempts to
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Figure 3.6
Sri Lanka's Export Share in the US and EU T&G Markets: 2005-09
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cater to high end customers and focus on
branded products.

Nonetheless, the steady inroads that Sri
Lankan garments exporters had been making
into the EU market may see a slowdown with
the withdrawal of the tariff concessions. In-
deed, 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. In contrast to Sri Lanka's success in
penetrating the EU market, Sri Lanka has been
seeing a steady decline in its market share

in the US, from 1.8 per cent in 2005 to 1.5
per cent in 2009. For the longer term inter-
ests of the industry, it is imperative that
market diversification takes place. In this re-
spect, Sri Lanka has made rapid inroads into
new markets such as Turkey and Slovakia
(Table 3.4).

For Sri Lanka, of immediate concern is the
slow recovery in key markets of the US and
EU. After having declined by over 5 per cent
in 2009, the US apparel market regained
momentum with a 2 per cent increase for

Table 3.4
Top Ten Destinations of Sri Lanka's Garment Exports
Rank 2005 2009
Country Value (US$ mn.) Country Value (US$ mn.)
1 us 1633 us 1285
2 UK 603 UK 844
3 ltaly 139 Italy 349
4 Germany 85 Germany 178
5 Belgium 58 Belgium 69
6 France 44 Netherlands 59
7 Canada 40 France 57
8 Netherlands 28 Canada 42
9 Spain 19 Turkey 29
10 Japan 12 Slovakia 20

Source: Export Development Board, 2010, Export Performance Indicators 2000-2009.
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2010.'"® In the year ending June 2010, EU
clothing imports is estimated to have fallen
in value to their lowest level since 2006 (and
to the lowest in volume terms since 2005)."
Also, the average import price fell after
rising a year earlier. Sri Lanka will face stiffer
price competition in these markets, even as
apparel exporters to the EU from Bulgaria,
Kosovo, Macedonia and other Balkan coun-
tries enjoy a number of competitive advan-
tages, including quicker transportation time,
lower transportation costs and zero duty on
entry to the EU.

For Sri Lanka, infrastructure investment that
is currently under way is expected over time
to improve road and rail linkages, make avail-
able cost-effective and reliable supply of en-
ergy, etc. Such efforts will be critical to en-
hance the price competitiveness of the
country's exports in the medium to longer
term. Indeed, the critical need to invest in
efforts to improve trade facilitation is well
recognized. Recent studies, for instance, have
suggested that a 10 per cent reduction in de-
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lays in exports by a country can see its
exports rising by as much as 4 per cent.?°

The benefits or otherwise of other forms of
support offered by the government - invest-
ment incentives and a number of established
and fully serviced industrial zones, estates
and parks - are yet to be fully determined.
The industry too is attempting to do its share
with the undertaking of several campaigns
such as 'Garments without Guilt' (for good
labour conditions) and the introduction of
'Green Garments' to exploit Sri Lanka's other
comparative advantages vis-a-vis its
competitors.

3.5.2Tea

The tea sector recorded its highest ever
annual production of 329 million kgs in
2010, surpasing the previous all time high
of 319 million kgs in 2008. Correspondingly,
Sri Lanka earned a record US$ 1,375
million. Despite Kenya exporting a higher
volume of tea than Sri Lanka, higher prices
for 'Ceylon tea', and value addition helped

Table 3.5
Main Export Markets for Sri Lankan Tea

Country 2010 2005 Export Share (%)
(‘000 kg.) (‘000 kg.) 2010 2005
Russia 50,172 57,648 16 19
UAE 30,201 38,180 10 12
Iran 28,675 24,948 9 8
Syria 27,186 27,670 9
CIS countries? 26,259 13,430 8 4
Turkey 19,032 17,241 6 6
Jordan 17,620 12,057 6 4
Iraq 13,899 10,784 4 3
Kuwait 11,470 3,012 4 1
Japan 10,855 8544 3 3
Note: a: CIS countries excluding Russia.

Source: CBSL, Annual Report, various issues.

18

19

International Trade Administration, Office of Textiles and Apparel.

Ibid.

% Djankov etal., 2008, “Trading on Time”, available at http:espanol.doingbusiness.org/Documents/ TradingOnTime_APRO8.pdf.
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Sri Lanka obtain higher export earnings.
Encouragingly, a higher percentage of exports
of nearly 65 per cent consisted of value added
teas, while the rest were in bulk form. In the
global tea market, Sri Lanka retained its
position as the third largest exporter in
volume terms after Kenya and China.

Middle Eastern countries, Russia and the
other Commonwealth of Independent States
(CIS) are the main tea export markets for Sri
Lanka (Table 3.5). Globally, Russia, UK, US,
UAE and Egypt are the largest buyers of tea.
However, Sri Lanka's market share for tea in
some of the key export markets has shown
an indifferent performance. In the case of
Russia, while Sri Lanka remains the primary
supplier, the market share has declined from
41.9 per cent in 2006 to 29.9 per cent in
2010 (Figure 3.7). Similarly, Sri Lanka's
market shares in UAE and in Iran have also
gradually decreased. However, while Sri
Lanka is losing its market share in its larger
export markets, it may be gaining in rela-
tively smaller markets. For example, in the
case of Turkey, the market share has increased
from 58.7 per cent in 2005 to 62.6 per cent
in 2009. While seeking new markets, Sri
Lanka must also ensure that it is not losing
ground in major tea consuming countries.

Sri Lanka's tea industry should also take
cognizance of emerging trends in consumer
preferences. In the EU, for instance, the trend
towards convenience and smaller portions
has led to an increasing demand for prod-
ucts like instant tea pods, tea-for-one bags,
and iced tea. Increasing environmental and
social awareness has directed more consumer
attention to 'sustainable' tea. Health
concerns have also seen the growth of
organic products, along with market demand
for organic certification.

Additionally, European consumers are call-
ing for more variety and specialties, includ-
ing a rise in demand for green tea. While Sri
Lanka's green tea production has risen in
recent years - from 2.2 million kg in 2006 to
3.3 million kg to 2010 - it is still of
marginal importance. Herbal tea consump-
tion is also on the rise. Other trends include
a growing demand for tea packs containing
various flavours, particularly in markets such
as the EU.

3.5.3 Remittances

Inward worker remittances continued its po-
sition as the prime foreign exchange earner
in 2010, recording inflows of US$ 4.1
billion - an increase of 23.6 per cent

Figure 3.7
Sri Lanka's Market Share in Major Tea Markets: 2005-2010
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compared to the previous year. The number
of outbound migrant workers increased by 8
per cent compared to the 1.4 per cent
decline of total placements in the previous
year. On a global scale, remittance flows to
developing countries are estimated to have
fully recovered to the pre-crisis level of US$
325 billion in 2010.?" In line with a recov-
ering but still fragile global economy, remit-
tance flows to developing countries are ex-
pected to increase in 2011-13, but at lower
rates compared to the pre-global crisis
period.

With the government promoting skilled
labour migration, there is a notable growth
in the number of migrants in the categories
of professionals, middle level, clerical and
skilled workers (Table 3.6).%22 Correspond-
ingly, Sri Lanka has seen a decrease in the
share of housemaids leaving for foreign
employment over time; in turn, this has also
had the impact of changing the gender
composition of the migrant labour force away
from women and towards more male
migrants. Typically, females make up only a
very small share of the more skilled catego-
ries of migrant workers. The change in the
skills profile of migrant workers is expected
to lead to higher remittance inflows in the
coming years.

Accelerating Inclusive Growth in Sri Lanka: The Role of the External Sector

Middle Eastern countries continue to attract
a majority of workers, accounting for 90 per
cent of total departures in 2010 and 60 per
cent of workers' remittances (Figure 3.8). The
Maldives, Cyprus, South Korea, Singapore
and Malaysia are the other emerging host
countries, particularly for semi-skilled
workers.

Despite the current political and social
unrest in the Middle East, it is not expected
to have a notable impact on remittances as
the major destination countries of Sri Lankan
workers in the Middle Eastern region remain
stable. An escalation of oil prices that raises
the living standards of oil producing
countries in the Middle East may also help
increase remittance inflows via enhanced em-
ployment opportunities, especially in skilled
and professional labour, as well as the pros-
pect of higher wages. In addition to external
factors, Sri Lanka has also taken measures to
improve working conditions for its migrant
population by entering into collective agree-
ments with employers. The post-conflict
development of financial services in the North
and East of the country is also expected to
yield significant benefits in terms of adding
to remittance flows in the coming years.

Table 3.6
Departures for Foreign Employment by Manpower Levels and Sex: 2005 & 2009
2005 2009

Male Female Male Female
Professional 1,324 97 2,689 133
Middle level 7,150 892 5,407 985
Clerical and related 6,988 754 5,869 837
Skilled labour 39,882 6,806 55,846 5,384
Unskilled labour 38,552 3,352 43,791 6,367
Housemaid 125,493 113,777

Source: SLBFE, Annual Statistical Report of Foreign Employment 2009.

2 World Bank, 2010, Migration and Remittances Factbook 2011.

22 [tshould be noted that this is likely to be an underestimate. It is mainly unskilled workers and housemaids that register with the SLBFE,
while workers migrating independently do not necessarily register themselves.
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Figure 3.8
Top Destinations of Labour Migrants from Sri Lanka by Country
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Whilst the policy approach to send higher
skilled workers is appropriate, Sri Lanka also
needs to ensure that domestic labour market
conditions are taken into consideration. For
instance, it is estimated that Sri Lanka has
the highest expatriation rate of doctors and
the third highest expatriation rate of nurses
to the OECD.® This is in spite of recognized
skills shortages in the country in certain health
care services. Therefore, while recognizing
the potential for trained labour to earn higher
remittances, it is also important to consider
the downside impact on equitable access to
services domestically.

3.6 Conclusion

The success or otherwise of achieving Sri
Lanka's long term post-conflict development
objectives - rapid and equitable growth - will
hinge in no small measure on the ability of
the country's export sector to contribute to
GDP growth, as well as ensure a healthy
earnings of foreign exchange for the country.
In this respect, the strong recovery in key
export earning sectors in 2010 - in merchan-

dise goods, services, tourism, and migrant
remittances - is a positive development.
However, it is also noteworthy that Sri Lanka's
recent export performance overall is of some
concern. Rising export earnings in absolute
terms has not been commensurately matched
by an increase in the country's exports-to-
GDP ratio. It suggests that despite higher
GDP growth in the interim, growth has not
been led by exports which can be problem-
atic for a small open economy that clearly
has a very limited domestic market to
support a sustained expansion of aggregate
demand. Notably, Sri Lanka has also been
losing ground in penetrating export markets
vis-a-vis its competitor countries, seeing a
gradual lowering of its share of global trade
in recent years.

The policy challenges to provide a condu-
cive environment to promote an export-push
are many. A key area of concern in this
regard is ensuring that export competitive-
ness is not adversely affected by an appreci-
ating real exchange rate. Sri Lanka's nominal

2 Dumont, J.C. and P. Zurn, 2007, Immigrant Health Workers in OECD Countries in the Broader Context of Highly Skilled Migration,

International Migration Outlook, Paris.
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exchange rate movements in the recent past
have been dominated by capital account
transactions that have little bearing on
aggregate demand for the country's goods and
services overseas. Additionally, while the
ongoing accelerated infrastructure develop-
ment in the country will certainly ease some
of the constraints - in energy, transport,
telecommunications, etc., - more needs to
be done to provide a supportive regulatory
environment, be it in developing a dynamic
SME sector or attracting export and knowl-
edge-enhancing inflows of FDI. Efforts to

Accelerating Inclusive Growth in Sri Lanka: The Role of the External Sector

ensure that investors find the necessary pool
of skilled labour, flexible and efficient labour
market conditions, transparent governance
structures, etc., will prove as critical as a
stable policy and political environment to
encourage the export sector. Higher earnings
from the country's historical channels of for-
eign exchange and emerging new areas hold
the potential to not only support growth, but
also to meet the government's efforts to
ensure that the benefits of that growth are
equitably distributed.
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4. Imperatives of Inclusive Growth

4.1 Introduction

Following the ending of Sri Lanka's long drawn sepa-
ratist conflict in May 2009, the growth prospects for
the country in the medium term look promising.
However, sustaining growth and ensuring peace will
largely depend on reducing disparities and improving
opportunities for participation in development. There
is general agreement that growth is a necessary condi-
tion for poverty reduction. Most countries that have
experienced high levels of growth have experienced
reductions in the number of people in poverty, at
least in absolute terms." But, there is an increasing
realization that poverty alleviation depends not only
on growth, but also on the distribution of incomes.
For example, at Brazil's level of inequality, 1 per cent
growth is estimated to reduce poverty by less than 1 . . .
per cent, while in India and China - countries with Continued disparities
greater equality - 1 per cent growth is estimated to across regions could
reduce poverty by more than 3 per cent.? Expressed increase vulnerability of
in another way, with a 3 per cent growth rate and at the country to future
the present levels of inequality, Brazil will take 30 . .

years to halve its current levels of poverty, but if the conflicts ... itis

same rate of growth is accompanied by a 5 per cent essential to understand
reduction in inequality, poverty can be halved in only the causes of inequality
ten years.? and redressthem

Recent debates on development have focused on the
need for 'inclusive growth' to achieve sustained growth
outcomes. The inclusiveness approach is concerned
with addressing disparities in population groups across
a variety of dimensions including, gender, geographic
location, sector, ethnicity, etc. According to recent
literature, the need for inclusiveness across these
different dimensions comes from several sources. First
and foremost, inclusiveness is desired from an  ethical
standpoint. In addition, inclusiveness is needed for
sustaining economic growth, as exclusion leads to

' Rodrik, D., 2000, “Growth Versus Poverty Reduction: A Hollow Debate”, Finance and Development, Vol. 37, No. 4, International
Monetary Fund.
2 Thomas, V., 2007, “The Difference Inclusive Growth Makes”, Latin America Emerging Markets Forum 2007.

* Ibid.
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Box 4.1
Differing Views on Growth, Poverty Reduction and Human Development

In a recent lecture to the Indian Parliament on “Reforms Yesterday and Today”, Prof.
Jagdish Bhagwati argued for further strengthening India’s ‘conventional reforms’ (which
he calls Stage 1 reforms) — that include liberalization and diversification of trade,
liberalizing retail trade, and labour market reforms.* He points out that these reforms
have produced the growth that India is experiencing now, which in turn has improved
the lives of all segments of society including those of the poor. He argues that policy
makers should focus on growth because growth actively helps to reduce poverty, and
not only through the trickle-down effect as sometimes argued. According to him,
social sector reforms (which he calls Stage 2 reforms) must follow Stage 1 reforms
aimed at growth. He refutes arguments made for replacing Stage 1 reforms with Stage
2 reforms, as without revenue generated through growth, it is not possible to undertake
social expenditure.

Prof. Amartya Sen also agrees that growth is necessary for poverty alleviation, but does
not believe that growth is synonymous with development. According to him, growth
is important but only as an instrument for achieving human development, and not as
an ultimate goal. He also points out that although growth can provide greater access
to economic and social opportunities for many, some may need special assistance to

come out of poverty.>

underemployment of productive resources
that could restrict growth. Exclusion could
also lead to social tensions and conflict,
which could undermine the growth process.
Inclusiveness is, therefore, especially impor-
tant in a post-conflict setting. Inclusive
growth strategies have become increasingly
popular among developing Asian economies
which have faced rapid growth and rising
inequalities in the recent past; indeed, it has
been identified as the first key development
agenda in the Asian Development Bank's
(ADB) 'Strategy 2020'.

The term 'inclusive growth' is sometimes
confused with "pro-poor growth'. But the two
terms have related, but different meanings
under most definitions. In this discussion,
growth that accompanies reductions in
absolute levels of poverty is termed 'pro-poor’,
while growth that is accompanied by a

decrease in inequality is termed 'inclusive'.
Growth that is pro-poor may not necessarily
be inclusive. This is because growth can
increase the average income of a population
while also increasing inequality. If the growth
effect of income is more than the inequality
effect, poverty can reduce, making growth
pro-poor but not necessarily inclusive. On
the other hand, if growth is inclusive (i.e.,
cuts across all segments of population),
poverty will also fall. Hence, inclusive
growth is also pro-poor.

4.1.1 Inclusive Growth: A Framework
for Analysis

Inclusive growth starts with the assumption
that sustained growth over a long period is a
necessary condition for rapid and long term
poverty reduction. For growth to be sustain-
able in the long run, 'it should be broad-
based across sectors and inclusive of the large

4 Bhagwati, )., 2011, “Indian Reforms Yesterday and Today”, prepared statement on the Prof. Hiren Mukherjee Memorial Annual Parliament
Lecture, http://www.cfr.org/india/indian-reforms-yesterday-today/p23607 [accessed June 7th, 2011].

5 Sen, A., 2011, “Growth and Other Concerns”, The Hindu, New Delhi, India [February 14, 2011].
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part of the country's labour force'.® Whilst
there are different frameworks for analyzing
inclusiveness of growth, many are concerned
with improving the utilization of productive
resources and identifying constraints to
growth.

The Hausmann, Rodrik and Velasco (HRV)
framework looks at inclusive growth from
the perspective of the individual.” It assumes
that access to productive employment pro-
vides the main means of inclusive growth
and poverty reduction. To achieve this, first,
there should be employment growth -
whether self-employment or wage employ-
ment. Second, there should be productivity
growth so that wages increase and there are
higher returns from self-employment.

According to the described framework, an
inclusive growth analytics should start with
a background analysis which provides an
overview of the country's growth patterns and
poverty trends. This should be followed by
an examination of the involvement of differ-
ent economic population groups in the
growth process. Lastly, the analytics should
evaluate the constraints to inclusive growth.
This step involves examining growth poten-
tial for different sectors of the economy, the
ability of individuals to participate in these
sectors in the short term, generating employ-
ment and improving productivity. In some
instances, when some sectors are lagging, it
could also involve re-orienting training and
other aspects of human resource development
for restructuring the economy.

Figure 4.1
Framework for Inclusive Growth Analysis

Economic Income increase through \ Poverty
growth . reduction
productive employment /
Self-employment Wage employment
Busme.ss environment Employability analysis
analysis
Source: Hausemann, Rodrik and Velasco (2005) as shown in lanchovichina and Lundstrom

(2009) “Inclusive Growth Analytics -- Framework and Application”, Policy Research

Working Paper 4851, The World Bank.

% lanchovichina, E. and S. Lundstrom, 2009, “Inclusive Growth Analytics — Framework and Application”, Policy Research Working Paper

4851, World Bank, Washington, D.C., pp. 2.
7 Ibid.
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Whilst it is beyond the scope of this discus-
sion to conduct a full scale inclusive growth
analysis, taking a cue from the policy stance
of the government in balancing provincial
growth and making use of regional growth
trends, this Chapter focuses on the follow-
ing. Section 4.2 sets the stage by discussing
patterns of growth experienced in Sri Lanka
across various population groups, and exam-
ines whether past experience with growth has
been inclusive. Section 4.3 briefly discusses
the employability and access to infrastruc-
ture. Section 4.4 describes key areas of policy
focus essential to foster an inclusive growth
strategy. The discussion looks at the impor-
tance of raising productivity in the primary
sector,® given the large numbers of poor who

Imperatives of Inclusive Growth

are economically engaged in this sector. The
discussion also takes stock of opportunities
and strategies for Sri Lanka in a changing world
economy, as well as the implications of
efforts currently under way to improve
connectivity within the country as well as
with the outside world. Section 4.5 exam-
ines the institutional environment for inclu-
sive growth that can better encourage effec-
tive use of underutilized resources and
investments. Section 4.6 concludes.

4.2 Patterns of Growth and their
Inclusiveness®

On average, the Sri Lankan economy main-
tained a growth rate of 5.9 per cent during

Figure 4.2
Contribution to GDP by Industrial Sector and Province
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8 The primary sector is defined as consisting of industries — such as agriculture, fisheries, mining and quarrying — that produce goods

using natural resources.

 All poverty statistics in this section are officially published statistics by the DCS, available at http://www.statistics.gov.lk/poverty [accessed

30th April, 20111,
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2003-09."%""  The contribution to overall
growth was mixed across provinces.
Economic activities remained highly concen-
trated in the Western Province, which
contributed a little over 45 per cent of GDP
in 2009, a slightly lower share compared to
its 50 per cent contribution in 2003. The
provincial shares of GDP also declined in
the Central, Northern, and North Central
Provinces, indicating lower than average
growth in these provinces (Figure 4.2). This
decline was sharper in the Northern and
North Central Provinces and marginal in the
Central Province. The contribution to
overall GDP improved in all other provinces,
with the Southern, North Western and
Sabaragamuwa Provinces showing the
largest improvements.

The number of people living under the
official poverty line declined from 4.3 mil-
lion in 2002 to 1.8 million in 2009/10 (a
reduction of close to 58 per cent), and per
capita GDP at current market prices (US$)
increased by more than 141 per cent over
the period 2003-10 to reach US$ 2,368,

indicating a general improvement in living
standards.’ The proportion of population
living below the official poverty line -
referred to as the poverty headcount ratio
(PHCR) - dropped from 22.7 per cent to 8.9
per cent over the 2002 to 2009/10 period.
For provinces for which data is available, this
decline was more than the national average,
except in the Western Province.

In the overall economy, growth was driven
mainly by the industry and services sectors.
The agriculture sector also grew at above 4
per cent during 2003-09, although its growth
was lower than the overall growth levels in
the country. The contribution of the agricul-
tural sector to the overall economy declined
by 6.3 percentage points to 12.7 per cent
over 2003-09, while the contributions of
industry and services sectors increased over
the same period by 3.3 and 3.1 percentage
points to reach 29.7 per cent and 57.6 per
cent, respectively. In all provinces, except
the Western Province, the shares of industry
and services sectors gained, while the share
of agricultural sector declined (Figure 4.3).

Figure 4.3
Changes in GDP, Poverty and Sectoral Shares of GDP across Provinces
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© From 2003 to 2010, the average growth rate was 6.2 per cent. As province-wise disaggregated GDP estimates are not available for 2010,

the rest of the analysis uses 2009 estimates.

" The DCS took over the function of calculating GDP estimates from 2003. As data prior to that use a different methodology for estimating
GDP, the Chapter conducts comparisons from 2003 to ensure consistency in the series.

2 CBSL, Annual Report, various issues.
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Table 4.1
Labour Productivity by Major Economic Sector
2002 2003 2004 2005 2006 2007 2008> 2009® 2010>c
Labour productivity by major economic sector (Rs. ‘000 per person)?
Total 132.0 132.6 134.0 286.0 294.2 317.0 309.3 322.2 3433
Agriculture 73.6 74.0 70.8 117.5 112.4 120.7 114.8 119.2 125.3
Industry 168.0 161.2 161.3 305.5 312.3 339.0 335.6 367.1 407.2
Services 161.0 163.7 169.1 392.3 424.6 449.0 446.1 451.8 472.8
Index of labour productivity (2002 =100)
Total 100.0 100.8 101.9 217.5 223.7 241.1 235.2 245.0 261.1
Agriculture  100.0 100.5 96.2 159.6 152.7 164.0 156.0 162.0 170.2
Industry 100.0 95.7 95.8 181.4 1855 201.3 199.3 218.0 241.8
Services 100.0 101.8 105.2 244.0 264.1 279.2 277.4 281.0 294.0
Note:  a: Employment data excludes Northern and Eastern Provinces, unless otherwise specified;

b: Employment data excludes Northern Province; c: Provisional.

Source: CBSL, Annual Report, various issues.

In the Western Province, the shares of both
the agriculture and services sectors declined,
albeit marginally. However, the patterns of
change in sectoral shares were not uniform
across provinces. The decline in agriculture
share of GDP was more pronounced (more
than 15 per cent over 2003-09) in the South-
ern, North Central and Uva Provinces. In the
Southern, Northern, Eastern, Uva and
Sabaragamuwa Provinces, the share of the
services sector increased markedly (by 10 or
more percentage points), while there was a
moderate increase in the services sector in
the North Western Province. In the Central,
North Central and Uva Provinces, the share
of the industrial sector increased markedly
(by more than 10 percentage points), while
it increased moderately in the Southern
Province.

These differences in the patterns of growth
may have had a role in contributing to
poverty reduction. A cursory glance at avail-
able statistics implies that the productivity
improvements in the services sector, rather
than improvements in employment levels,
played a key role in alleviating poverty (Table

'3 Calculated based on DCS, Labour Force Survey.

4.1). Improvements in employment levels in
the industrial sector, which also experienced
amoderate increase in productivity, may have
also helped. Productivity in the total
economy was mainly driven by productivity
improvements in the services sector.

During 2002-09, total employment in the
economy grew at 1.4 per cent on average per
annum. This increase in employment is
mainly explained by employment generation
in the industrial sector, which grew at 3.6
per cent on average over the period. The
comparative growth in employment in the
agriculture and services sectors (at 0.5 and
0.9 per cent, respectively) was marginal.'
Across provinces, the contribution of the ser-
vices sector to total employment remained
largely constant, except for an improvement
in the Uva Province and a reduction in the
North Western and the Sabaragamuwa Prov-
inces (Table 4.2). The contribution of the
industrial sector to total employment
increased in the Southern, Eastern and the
Sabarabamuwa Provinces. The reductions in
poverty levels were greatest in the provinces
that experienced high growth (more than 5
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Table 4.2
Contribution to Total Employment by Industrial Sector and Province
Agriculture Industry Services
2004 2007 2009 | 2004 2007 2009 | 2004 2007 2009
Western 8.3 7.9 9.0 | 34.2 345 33,5 | 57.5 576 575
Central 45.4 42.4 43.2 | 169 20.8 18.1 | 37.7 36.8 38.7
Southern 40.0 36.2 36.9 | 229 27.2 26.6 | 37.1 36.6 36.5
Northern? 37.7 n.a n.a 17.8 n.a n.a | 44.5 n.a n.a
Eastern 37.5 na 34.0 | 16.8 na 18.9 | 45.7 na 47.1
North Western 29.7 31.2 344 | 28.8 29.1 279 | 41,5 39.7 37.7
North Central 54.9 56.9 55.8 | 14.0 13.0 13.2 | 31.1 30.1 31.0
Uva 67.7 62.7 62.8 11.3 11.8 10.9 21.0 255 26.3
Sabaragamuwa 40.7 38.2  40.1 23.2 27.3 26.5 | 36.1 345 334
Note: a: 2004 data excludes Killinochchi and Mullaitivu districts.

Source: CBSL, Annual Report, various issues.

Table 4.3
HCI by Major Industrial Group of Head of the Household and by Sector: 2006/07
Sri Lanka Urban Rural Estate
Agriculture 21.6 8.3 20.8 29.4
Industry 15.1 8.3 16.0 29.2
Services 11.3 6.5 12.1 26.4
Total 15.4 7.1 16.0 28.8
Note:  Poverty data are not yet available by sector for 2009/10.

Source: DCS, Poverty in Sri Lanka.

per cent) in the services sector (see Figure
4.3). The poverty data also indicate that the
poverty levels are higher in the agriculture
sector, when measured by the sector of
employment of the head of the household
(see Table 4.3).

The above analysis indicates that generally
economic growth has been beneficial across
provinces, with less deprived provinces (i.e.,
those outside the Western Province) show-
ing greater reductions in poverty and improve-
ments in growth, perhaps with the excep-
tion of the Central and North Central Prov-
inces. Due to lack of data, the analysis did
not fully examine the growth patterns in the
N&E, but available data looks promising. They
indicate that the contribution to GDP is shift-
ing from agriculture to the services sector in
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the Northern Province, and to the services
and industry sectors in the Eastern Province.

Growth was less inclusive across sectors,
where the decline in the proportion of the
population below the poverty line was sharper
in the rural sector, marginal in the urban
sector, and increased in the estate sector.
Limited available data on poverty rates for
2009/10 indicate that the poverty levels have
come down sharply in the estate sector since
2006/07.

An analysis of the distribution of occupa-
tions across provinces from 2002 to 2009
indicate that there has been a marginal
increase in the share of white collar occupa-
tions nationally and across provinces (not
shown), and a larger decline in the shares of



skilled agriculture and fishery workers, as well
as in the share of elementary occupations
(Table 4.4). There has also been a relatively
higher increase in the shares of plant and
machine operators and craft and related
workers. Without more in-depth analysis, it
is not possible to conclude whether growth
has benefitted individuals with different skill
levels. But, available data suggests a general
movement away from elementary and skilled
agriculture and fishery workers and a move-
ment towards craft and related workers, and
plant and machine operators and assemblers.
In addition, in the Southern and North West-
ern Provinces there is a large increase in
professionals, sales and service workers.

Examining unemployment rates by education
levels indicate that although unemployment
levels have declined steadily over the last
decade, unemployment rates are still high
for more educated workers outside the West-
ern Province. In 2009, the unemployment
rate in the country was 5.8 per cent overall,
but it was twice that (11.2 per cent) for those
who have passed A-Levels. However, the
unemployment rate for those with A-Levels
in the Western Province (at 5.9 per cent) was
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closer to the general unemployment rate. In
contrast, in all other provinces, the unem-
ployment rate was more than 10 per cent for
individuals with A-Level qualifications. These
rates were also much higher for females with
A-Levels, than for males. An examination of
unemployment rates alone cannot determine
whether the high unemployment rates are
caused by lack of jobs for more skilled work-
ers or by the lack of relevant skills amongst
the more educated workers. Available litera-
ture indicates that there is a need for both
creating better jobs as well as for improving
skills.

4.3 Improving Employability

The usual measures of human development
have a role in explaining poverty. The PHCR
is found to be higher when the head of the
household has low levels of education. Fur-
ther, the more educated have a better chance
of making use of opportunities opening in
the more productive services sector. To reap
better returns from education and to gain
better access, other dimensions of human
development such as health, housing, access
to clean water and sanitation, roads, finan-
cial services, etc., are important.

Table 4.4
Percentage Distribution of Employed Population by Occupation, Selected Years

Senior officials and managers
Professionals

Technical and associate professionals
Clerks

Proprietors and managers of enterprises
Sale and service workers

Skilled agricultural and fishery workers
Craft and related workers

Plant and machine operators and assemblers

Elementary occupations

Annual Average
Change (2002-09)

2009 2002 Sri Lanka
1.6 1.3 0.3
6.0 5.4 0.6
5.2 4.9 0.3
4.1 4.4 -0.3
6.7 6.2 0.5
8.0 7.8 0.2
22.4 24.2 -1.8
15.5 14.3 1.2
7.0 5.7 1.3
22.6 24.7 -2.1

Source: Compiled using data from DCS, Labour Force Survey.
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Figure 4.4
Change in Access to Education, by Class (Selected Indicators)

Change in access to compulsory level education, by class (%)
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98 70 _.¢.=.__|_g|——|——l——l—l
97 60 - —r
9% 5 S 7
95 40
94 30
93 2
92 10
91 0
1 2 3 4 5 6 7 8 9 10 1 2 3 4 5 6 7 8 9 10
Income decile Income decile
[ === 1996/97 —@— 2003/04 2006/07 | [ —— 199607 —=— 2003104 200607 |
Note:  Data for 1996/97 and 2003/04 are from Consumer Finance Survey of CBSL. Data for 2006/07 are
from Household Income and Expenditure Survey of DCS. Given that the data for 2006/07 is from
a different source, the data from this year are not comparable to those in the previous two years.
Source: Arunatilake, N., and P. Jayawardena, 2010, “Equitability in Education and Health Services in Sri

Lanka”, Asian Development Bank, Manila.

Overall, Sri Lanka's indicators of human
development have shown progress over time.
The percentage of underweight children
declined from 29.4 to 26.9 between 2000
and 2006/07, and enrolment in primary
school increased (from 95.7 per centto 97.4
per cent between 1996 and 2006/07).™

Comparison of some of these improvements
over time across different income groups
indicates that the improvements are not
always inclusive across different dimensions.
For example, improvements in access to
compulsory education were inclusive, with
the poor benefitting more than the rich; but,

Figure 4.5
Change in Access to Health, by Class (Selected Indicators)
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Note: ~ Compiled based on data from DCS, Demographic and Health Survey (2000 and 2006). Nutritional
levels are based on recommendations by the World Health Organization.
Source: Arunatilake, N., and P. Jayawardena, 2010, “Equitability in Education and Health Services in Sri

Lanka”, Asian Development Bank, Manila.

™ IPS/UNDP, 2010, Millennium Development Goals Country Report — 2008/09.
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Table 4.5
Access to Infrastructure by Sector and Province: 2006/07 (%)

Access to Safe

Access to Electricity Telephone

Drinking Water for Lighting (Mobile or Fixed)
Poor Non-poor Poor Non-poor Poor Non-poor
Sri Lanka 70.3 86.9 55.1 83.6 9.2 51.9
Sector
Urban 90.9 98.1 74.1 96.0 16.7 69.6
Rural 72.7 86.9 54.1 82.2 8.9 50.3
Estate 40.9 48.1 53.1 65.5 7.9 20.6
Province
Western 85.5 95.0 71.2 94.3 12.4 66.5
Central 51.5 74.9 62.6 81.7 9.1 47.6
Southern 74.9 85.6 66.3 86.6 6.1 51.5
Eastern 26.4 721 7.9 35.0
North Western 86.3 91.1 46.2 74.1 12.2 48.0
North Central 81.9 87.0 40.2 73 9.6 44.2
Uva 76.7 82.9 46.7 76.2 6.1 36.3
Sabaragamuwa 51.6 71.2 48.8 76.9 8.7 38.9

Source: DCS, Poverty in Sri Lanka.

the inclusiveness of improvements to
adequate levels of nutrition is not clear
(Figures 4.4 and 4.5).

Access to infrastructure plays a key role in
improving returns to self-employment activi-
ties by reducing transaction costs. Available
information on access to infrastructure
suggests that there are wide disparities across
sectors and provinces. Some examples of
these are given in Table 4.5. Making improve-
ments in access to infrastructure will be
imperative in opening up opportunities to
participate more meaningfully in economic
activities across different segments of the
population.'

4.4 Aninclusive Growth Strategy for
Sri Lanka

Despite improvements in the services and
the industry sectors, about a third of the
employed rely on the primary sector for
employment. Further, the household heads

who are employed in this sector, particularly
in agriculture, are more likely to be poor.
Given this, it is important to improve the
productivity in the primary sector while
exploring avenues for expanding and improv-
ing the industry and services sectors.

4.4.1 Improving Productivity and
Sustainability in the Primary Sector

The proportion of those engaged in agricul-
ture varies widely across provinces, but can
be quite large. For example, in the Central,
North Central, Uva and Sabaragamuwa Prov-
inces more than 40 per cent of employed are
engaged in agricultural activities. It is not
possible to vastly increase the employment
levels in the more productive industrial and
services sectors in the short term. Also, avail-
able newer employment opportunities in the
services sector require better skilled workers.
Given this, in the short to medium term, it
is imperative to improve the productivity
levels of the primary sector and provide those

5 See discussion on “Driving Infrastructure Developments for Inclusive Growth” elsewhere in this report.
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in this sector means of coping with different
vulnerabilities through effective social
protection mechanisms.'®

Opportunities to access productive assets,
develop capabilities and resources, includ-
ing natural resources, are key ingredients in
inclusive growth. Among natural resources
of the categories of mineral, petroleum,
hydropower, and other resources of commer-
cial importance, minerals play a major role
in Sri Lanka. The country is endowed with
industrial mineral resources, including lime-
stone, graphite, mineral sands, gems, phos-
phates, clay, etc. However, the share of natu-
ral resources in Sri Lanka's exports is very
limited compared to other countries in the
region. Exports are dominated by garments,
tea, rubber, etc. From natural resources, only
gems, graphite and mineral sands have any
significant share.

On top of the contribution to the economy
through exports, there is a range of other non-
exportable natural resources which are
nationally important and contribute to the
economy through activities related to tour-
ism, fisheries, and other livelihood related
activities. Hydropower is a major natural
resource endowment. The natural ecosystem
is another such, but most of them are con-
fined spatially to specific geographic areas.
Sri Lanka is considered as one of the world's
biodiversity hotspots and has the highest
biodiversity per unit area of land among
Asian countries in terms of vertebrate groups,
except birds. The biodiversity rich ecosys-
tems like the rainforests and coastal habitats
are on the top of the list. The coastline which
is about 1770 km. long hosts a number of
interrelated coastal ecosystems, with habitat
of mangroves and coastal reefs.

Centred to the industries related to natural
resources, inequities exist across different
types of actors. For example, a recent study
finds that small scale fishers are poor and
extremely vulnerable compared to the large
scale/ export oriented fishers.'” The relatively
isolated small scale fisher communities that
locate their work places on the beach front
are predisposed to natural disasters. Entitle-
ment constraints that such small scale
fishers face can also raise their vulnerability.
The majority of coastal communities are func-
tionally or absolutely landless. There are
inequities depending on asset ownership. For
instance, there is evidence to suggest that
growth in fish trade was significant for multi-
day boat owners and exporters who are
anyway better-off.'® By contrast, non-skilled
workers in the supply chain were found not
to have benefitted much from trade opportu-
nities. Even amongst workers, the highest
family income was earned by a multi-day
crew and the lowest was reported by crew
members of traditional craft.

If an economy is backed by the presence of
natural resources, a major challenge would
be to ensure equal distribution of access to
the natural resource wealth across different
dimensions: whether it is shared fairly by
spatially, by income groups, by gender, by
ethnic groups, etc.

4.4.2 Improving Connectivity and
Making Use of Emerging Opportunities

Improving access to better quality jobs is an
essential component of an inclusive growth
strategy. As such, while improving produc-
tivity of the sectors where the poor are
engaged in the short term, there is a need to
open avenues for creating better employment

6 This will be addressed in more detail in the discussion in Chapter 5 on “Social Protection as an Indispensable Instrument”.
7 IPS, 2010, “Trade Poverty Nexus in the Sri Lankan Fisheries Sector”, a report prepared for the United Nations Industrial Development

Organization (UNIDO).
s bid.

9 Seediscussion in Chapter 8 on “Inclusive Growth and the Fishery Sector”.



opportunities in all sectors over the long term.
In this regard, it is important to improve the
physical connectivity of the country both
within and with the outside world. The
government has initiated several programmes
to improve opportunities for creating jobs in
the country.

External connectivity - Sri Lanka's historical
legacy and post-conflict resurgence: For
centuries, Sri Lanka enjoyed a strong
position in international commerce owing
to its strategic location in the Indian Ocean,
at the crossroads of East and West. The
country's ports were once a critical link in
the ocean 'Silk Route' from China to the
Middle East and West. During its time as a
colony, particularly under the British, Sri
Lanka continued to enjoy strong external
economic relations, particularly as a key
Asian trading outpost of the British Empire.
The Colombo port, the only external access
point at that time, was the hub for the
country's exports of commodities like tea,
rubber, coconut, and spices to the West.
However, in the post-colonization era, Sri
Lanka was unable to leverage on this 'first-
mover' advantage that it gained, and transi-
tion into a modern regional and/or interna-
tional hub. This was due to, among other
reasons, the political instability that resulted
from the rise of an armed separatist conflict.?

Since the end of the conflict, Sri Lanka has
been making renewed efforts to become a
hub by improving infrastructure of its points
of external connectivity. A five-hub concept
is envisioned for the country, with two of
these hubs being for external connectivity -
aviation and maritime. A key component of
this policy thrust has been to rapidly develop
the existing external connectivity infrastruc-
ture in the country, by improving existing
access points, as well as building new ones.

Imperatives of Inclusive Growth

External connectivity - improving airports and
seaports: Sri Lanka's sole international air-
port - the Bandaranaike International Airport
(BIA) - is being expanded to cater to 12
million passengers per annum by 2016 from
the current 6 million, along with a new do-
mestic terminal, elevated access roads and
monorail connectivity, and widened runway
or a parallel runway to ease congestion as
well as to accommodate new generation
'wide-bodied' aircraft. Additionally, several
domestic airports are being 'de-militarized'
to cater to increased tourism as well as
business travel. The Ratmalana airport is to
be developed into a 'city airport' by 2011,
to cater to both leisure travellers as well as
corporate jet traffic. The Koggala airport
(which has immense tourism value), the
Ampara airport and the Jaffna airport are also
slated for development. Sri Lanka is also
constructing a new international airport in
Mattala, Hambantota, touted as an impor-
tant complement to the new Hambantota
seaport in advancing the region as a new hub
for commercial and manufacturing activity.

Sri Lanka is already an embryonic aviation
hub for the southern Indian continental
region and the Maldives, but has been over-
taken by other regional locations like
Singapore, Dubai, and recently South India
(Hyderabad and Bangalore) in establishing a
true aviation hub. Moreover, it is contended
that although the country is strategically
located for marine transport, it is much less
so for aviation as Sri Lanka is well away from
established air routes connecting Asia, the
Middle East, Far East and the West. New sea-
ports are being developed in five areas,
including the largest in Hambantota and the
addition to the existing Colombo port by way
of the Colombo South Port.

2 In fact, the only external air connectivity point, the international airport at Katunayake, was a direct target in 2001, that in turn raised the
war-risk insurance premiums on both airport and seaport services, impacting on the international competitiveness of the country’s exports.
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External connectivity - bridging regional
disparities: It is clear that the dominance of
the Western Province in the country's
economic activity is attributable to the
monopoly that it enjoys over external
connectivity, being host to the country's only
international airport and seaport. Enterprises
have concentrated their operations around the
Colombo metropolitan area, taking advan-
tage of proximity to these international
gateways, resulting in the clear emergence
of the region as the country's only veritable
industrial and commercial agglomeration.
Colombo and its surrounding districts in the
Western Province account for 70 per cent of
industrial value added, and is home to 37,000
industrial production units, employing
540,000 people.?" It employs over 60 per
cent of the country's estimated 350,000
textiles and garment workers.

With the new Hambantota seaport, a new
industrial and commercial agglomeration is
likely to emerge in the district. With better
road connectivity from neighbouring districts
into these facilities, poverty-stricken, lagging
areas like those in the Uva Province would
gain better access to, and be 'included' in,
the new economic opportunities generated
by this.

The development of the new ports and
airports throughout the country not only
facilitates greater access for non-Sri Lankans
into Sri Lanka, but also directly improves the
connectivity of Sri Lankans to the world,
particularly to global markets. Better
spatially-spread external connectivity points
can catapult a producer or service-provider
from the confines of his/her town, district or
province, to lucrative regional and global
value chains. This is particularly true of
perishable goods exports. The time between
'catch' to 'table' or 'farm gate' to 'consumer

plate' determines the value of perishable
cargo. Considering that agriculture and
fisheries still form an important part of
livelihoods in lagging regions, and the ongo-
ing policy push is towards greater value
addition in these, better external connectiv-
ity (particularly via air cargo across the
country) has the potential to be truly trans-
formational. A co-operative of yellow-fin
tuna fishermen from Trincomalee could plug-
in directly to a supply chain exporting to
Japan, via the Jaffna airport, which has
connecting flights to Colombo. A processed
food manufacturer in Moneragala would be
able to export goods more cost-effectively
directly from Hambantota instead of having
to bring it all the way to Colombo.?

4.5 Improving the Institutional
Environment

4.5.1 Institutional Effectiveness and
Inclusiveness

The inclusiveness in the future growth strat-
egies for Sri Lanka for a large part will be
determined by the legal, political and insti-
tutional environment which govern the
economic activities in the country. In order
to facilitate growth and improve inclusive-
ness, it is essential to critically examine the
existing policy environment to identify
sources of exclusion and to improve inclu-
siveness so as to free resources and improve
efficiency in the economy.

Security was a main constraint that held back
investments and restricted economic activi-
ties, not only in the N&E of the country, but
also in other parts. It is clear that the secu-
rity situation in the country at present is very
different from that which existed during the
conflict. Businesses are now thriving in towns
where fighting and bombing once prevented
commerce from flourishing. Fishing activity

21 World Bank, 2009, Sri Lanka: Reshaping Economic Geography, World Bank, Washington, D.C.

22 Recently, a local joint-venture firm has begun advertising a small ‘Cessna’ cargo aircraft which could operate flights with fish catch from
Dondra, Point Pedro, or Batticaloa to BIA, and remarks that this would transform the prosperity of fishermen by enabling better access to

markets and getting them higher prices for their catch.
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has increased in the Northern Province fol-
lowing the lifting of restrictions imposed
during the conflict years. Agricultural out-
put in the N&E of the country has grown
following the restoration of peace in regions
severely affected by fighting. The return of
security in many areas across the country has
helped thousands return to a normal life and
facilitate investments.

However, existing constraints in the system
are holding back progress on several fronts.
For example, despite good access, adequate
credit is still not available easily across the
country (Box 4.2). The legal environment
with regard to gender equality is another area
which needs to be examined. There still exist
clear disparities in national legislation on
gender. These disparities in part may have
also influenced the low participation of
females in the labour force. The labour force
participation of prime age (25 years or older)

Imperatives of Inclusive Growth

females at just below 40 per cent is half that
of prime age males. A recent UNDP report
highlighted these differences.??> Notable
examples include the absence of laws
entitling maternal leave for women in a
comprehensive range of industries (particu-
larly for those in the informal sector), a lack
of equal rights for women when administer-
ing property. Although Sri Lanka has fared
well in gender equality compared to other
comparative countries, there is still room for
improvement.

The observed disparities and inefficiencies
in institutions stem from a variety of factors,
including archaic and obsolete laws, lack of
awareness among policy makers on the need
to improve inclusiveness and issues in
introducing changes. To improve inclusive-
ness, more attention needs to be paid to iden-
tify the specific causes of disparities and
inefficiencies and to recommend remedies.

Box 4.2
Improving Access to Credit

Easy and affordable access to credit is important for developing livelihoods. The following
discussion looks at inclusiveness in the financial infrastructure in the country.

Expanding financial infrastructure - post-conflict 'bank branch boom': Following the end
of the conflict, and the overall take-off in the Sri Lankan economy since then, nearly all of
the country's commercial banks have rapidly expanded their operations. In just the second
half of 2009, 49 new bank branches opened island-wide, and in 2010, a total of 121 new
bank branches and related service centres opened up in the N&E alone, according to the
CBSL. While in newly liberated areas in the N&E much of the initial activity was dominated
by deposit-taking and pawn-broking, the overall picture is one of faster credit growth than
deposit growth.

Discussions with regional entrepreneurs, particularly in the North, North-Central, Eastern,
and Uva Provinces note that bank branches in their regions appear to be extremely risk
averse, often despite borrowers being able to provide the requisite collateral. Many
entrepreneurs noted that even when loans are approved, they are often as low as Rs.
100,000 - grossly insufficient for local businesses wishing to expand or undertake new
ventures; even, for instance, a small-scale rice farmer looking to invest in agro-machinery
like combine harvesters and mechanized threshing equipment.

Expanding access to finance - improving financial literacy: Aside from supply-side issues,
there are demand-side issues as well, particularly stemming from weak financial literacy
of small business owners. It is observed that they are often unable to wade through the
complicated formulas and calculations for loan products, find it difficult to understand

23

Cheema, Hasna, 2010, Benchmarking National Legislation for Gender Equality: Findings from Five Asian Countries, UNDP Human
Development Report Unit, UNDP.
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Table 4.2 contd.../

the nuanced 'small print', and are not sufficiently 'bank-savvy' in order to get a good
deal. Many record their frustration at the 'lack of transparency' of the banks' lending
practices, insisting that more awareness needs to be created, and rules need to be simplified.

The financial literacy issue extends also to the limited capacity of business owners to
produce book-keeping records and accounting requirements of a standard acceptable to
managers of local bank branches. Additionally, many businesses looking to venture into
new projects or expand existing ones find it challenging to produce business plans to
convince bank managers of their borrowing needs. Solving this problem can be addressed
in several ways: 1) improving the capacity of local business owners to produce credible
and attractive business plans; 2) expanding the provision of business development services
(BDS) to assist local entrepreneurs in this exercise; and 3) educating local branch managers
on evaluating SME business plans in conflict-affected areas with a different mindset to
regular loan applications.

Microfinance in financial inclusion: Despite the extensive financial infrastructure, a vast
section of society still remains financially excluded and continue to remain outside the
formal system. This limits their access to savings, credit and insurance. Microfinance
has the capacity to further the agenda of financial inclusion as it seeks to reach out to the
financially excluded category of the population.

The poor should be able to take advantage of the opportunities presented by higher
growth in the economy. Microfinance can be a critical step towards that. The basic
concept of microfinance is to provide financial services for the poor who are left behind
by the formal banking systems. Fundamentally, microfinance products and services are
designed with flexible features to meet the financial needs of the poor. Flexible credit is
essential in initiating, rebuilding or expanding businesses, while deposits are often
important for the poor to cope with shocks. Particularly its role in social and political
development within conflict affected environments is indispensable. The asset base of
most conflict-affected households has been partially or fully destroyed. Many such
households will not qualify for credit under standard conditions. Flexible credit can
provide the necessary capital to kick-start economic activities.

Access to microfinance services in Sri Lanka is quite high. Provision of microfinance in
the N&E of Sri Lanka is a challenging task for the microfinance institutions (MFls). The
infrastructure and human resource limitations in the N&E are high. Sending resources
from other regions increases operational costs. Many conflict affected households are
restarting their livelihoods, rebuilding their asset bases and building social networks. In
such a setting, obtaining collateral or pay back guarantees are difficult - increasing the
risks of credit.

Lesser formalities to access microfinance and the non-requirement of collateral favour
the poor. The poor would compensate the cost aspect of borrowing with the convenience
of borrowing, which they would not have enjoyed with formal banking systems. However,
loan amounts are still perceived to be too small, while product characteristics are
considered to be more supply driven and therefore limited. MFlIs are quite sluggish in
providing for non-productive credit needs such as emergencies, life-cycle services, etc. In
addition to credit and savings, MFIs have to build on improving non-financial services to
the poor such as vocational training, marketing assistance and other business development
services to achieve sustained poverty reduction. MFls should facilitate graduation of
entrepreneurial businesses, by linking them with different kinds of service providers. At
the same time, strengthening the microfinance regulatory environment will enable the
MFIs to mobilize savings, which matters in institutional sustainability and sustainable
service provision.
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4.6 Conclusion

There is general agreement among policy
makers across Asia about the need for
inclusive growth, to improve the rate of
poverty alleviation and to sustain growth over
the long term. The growth dynamics of the
Sri Lankan economy since 2003 indicate that
growth has generally been inclusive across
provinces, with the exception of perhaps the
Central, Northern and North Central
Provinces. Economic activities have moved
away from the Western Province to the
regions, and the shares of services and
industrial sectors have increased relative to
the agriculture sector across provinces,
outside the Western Province. There has also
been a marginal improvement in the share
of more skilled occupation categories across
provinces, and a reduction in elementary and
skilled agriculture and fishery related
occupations. However, unemployment rates
amongst the more educated individuals
remain high in the country, and these rates
are higher for those outside the Western
Province, especially females. These
developments indicate that although there
is progress in the right direction, the change
needs to accelerate and employment
generation in better skilled occupation
categories needs to increase.

Education and health indicators for the
country have generally improved over time.
But, the improvements have not always been
inclusive. The disparities in access to clean
water, sanitation and other infrastructure are
still large. To improve living conditions to
all and give them a better chance at engaging
in the economic process more effectively and
efficiently, it is necessary to improve access
to services across the country.

Despite recent developments in the industry
and services sectors, a large proportion of
the poor are dependent on the primary sector
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for their livelihoods. Given this, along with
developing new growth areas, it is important
to improve the productivity of the primary
sector and provide those engaged in this
sector with the necessary safeguards to enable
them to be independent and to improve the
sustainability of their livelihoods. The
present policy stance focuses on improving
the connectivity of regions across the country,
and the connectivity of the country to the
rest of the world. The developments are
taking place across provinces, and as such,
they are likely to benefit individuals across
the country as well. However, the exact
impacts of these developments on
individuals from different socio-economic
backgrounds are difficult to estimate at
present. It is important to examine the
inclusive nature of these developments to
ensure sustained growth and more effective
poverty alleviation.

Sri Lanka has emerged from a thirty year long
separatist conflict which has improved the
security situation and boosted the investment
climate of the country. However, evidence
shows that the engagement of different
institutions can be made more inclusive to
free unutilized and underutilized resources
to maximize growth, while reducing
disparities. Countries that emerge from
violent conflicts remain vulnerable to
recurrence of violence, unless underlying
causes of violence are examined and
eliminated. There is general agreement that
continued disparities across regions could
increase vulnerability of the country to future
conflicts. Given this, it is essential to
understand the causes of inequality and
redress them. The analysis in this discussion
shows that patterns of growth are becoming
more balanced across provinces, but more
needs to be done to improve inclusion of
different types of actors in the Sri Lankan
economy.
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5. Social Protection as an Indispensable Instrument

5.1 Introduction

Equitable access to productive employment opportu-
nities - ensuring a broader participation of society - is
a key cornerstone of an inclusive approach to growth
and development. In Sri Lanka, as in many compara-
tive developing countries, predominant trends in
occupation groups - on spatial distribution, types of
vulnerabilities, etc. -are to be observed. These could
be the result of location, resource endowments, socio-
cultural dynamics, political importance, etc. They are
directly linked to the availability of economic
opportunities as well.

The poor are often unable to participate fully in the
growth process, because of multiple depravations and
adverse shocks which prevent them from investing in
human and physical capital. Low investments result
in low returns and continued poverty. In Sri Lanka,
for instance, the poor are to be found in certain
occupational groups such as agriculture and fishery,
and the distribution of such households suggest
disparities in access to economic opportunities across
the country. Different types of workers are also prone
to different vulnerabilities. Certain vulnerabilities
such as old age are common across groups, while
others such as natural disasters are occupation
specific.

In this context, the role of social protection in
providing a trajectory out of poverty is critical. Over
time, broader definitions of social protection have
gone beyond merely provision aspects in the event of
a shock (a residual or compensatory response) to
encompassing a transformative role with a 'spring-
board' effect. Thus, even as Sri Lanka makes signifi-
cant strides in reducing overall poverty rates and bridg-
ing sectoral gaps, different types of vulnerabilities
amongst different occupational groups have
continued to limit equitable access to growing
economic opportunities across the country. This Chap-
ter tries to identify poor socio-economic groups, their
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vulnerabilities and regional spreads as a
means of highlighting groups/regions that
need particular attention in social protection
- in both provision and promotive aspects of
social protection for inclusive growth.

5.2 Poverty and Inequality in Sri Lanka

The national poverty headcount - the
percentage of the population below the pov-
erty line - computed by the DCS declined
from 15.2 per cent in 2006/07 to 8.9 per
cent in 2009/10." During the three year
period, the PHCR decreased by 41 per cent,
the highest drop ever witnessed in Sri Lankan
history. Sectoral data is also indicating a dras-
tic decline in poverty - especially, a decline
in poverty in the rural sector similar to the
drop in poverty at the national level (nearly
40 per cent decline from 15.7 in 2006/07 to
9.4 in 2009/10) as this sector is the main
contributor to poverty. In the urban sector,
the PHCR shows a 21 per cent decline (from
6.7 per cent in 2006/07 to 5.3 per cent in
2009/10) while in the estate sector, poverty
is estimated to have declined by nearly two-
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thirds (from 32 per cent in 2006/07 to 11.4
per cent in 2009/10) during this period.

However, intra-province variations in
poverty levels are still found to be large in
2009/10. In the two poorest provinces, East-
ern and Uva, the incidence of poverty is 14.8
per cent and 13.7 per cent, respectively.
However, poverty levels in these poorest
provinces in 2009/10 are significantly low,
compared to poverty levels of the poorest
provinces in 2006/07 (the two poorest
provinces in 2006/07 were Uva and
Sabaragamuwa where poverty levels were 27
per cent and 24 per cent, respectively).

There are also substantial variations in
poverty between districts. Poverty levels range
from 20.3 per cent in Batticaloa to a mere
3.6 per cent in the Colombo district (Figure
5.1). Ampara and Batticaloa are the only
districts to have witnessed an increase in
poverty during the last three year period.? The
Nuwara Eliya district shows a drastic
reduction in poverty levels (from 33.8 per

Figure 5.1
Poverty Headcount Ratio by Districts (2006/07 and 2009/10)
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Source: DCS, HIES (2006/07 and 2009/10).

' It should be noted that the HIES conducted by the DCS did not cover Mannar, Mullaitivu and Kilinochchi districts in the Northern Province.
2 HIES 2006/07 survey has not been conducted in the Trincomalee and other districts in the Northern Province.
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cent in 2006/07 to just 7.6 per cent in 2009/
10). With more than 50 per cent of the popu-
lation in the Nuwara Eliya district to be found
in the estate sector, it is conceivable that the
remarkable outcome is partly related to a 40
per cent wage increase to estate workers in
September 2009. Monaragala, and Ratnapura
districts which were the poorest districts in
2006/07 nextto Nuwara Eliya, are also show-
ing more than a 50 per cent reduction in
poverty during this short period of 3 years.
However, the Monaragala district is still the
second poorest district (with headcount
ratio of 14.5 per cent), next to Batticaloa
district. Although the Badulla district also
shows a reduction in poverty of 44 per cent,

it is still fourth amongst the poorest districts
of Sri Lanka.

It is interesting to note that income inequal-
ity measured by the Gini co-efficient as well
as by quintile ratio has declined during the
three year survey period. The Gini co-effi-
cient shows a reduction from 0.40 to 0.36
for Sri Lanka, while the highest drop is
recorded in the North Central Province (from
0.40 in 2006/07 to 0.33 in 2009/10). The
lowest income inequality is shown in the
Northern Province while the highest income
inequality (0.38) is observed in the Western
Province.

Table 5.1
Types of Social Protection Measures

Provision Measures

Preventive Measures

Promotive Measures

Transformative Measures

Provide relief from
deprivation, secure
basic consumption.

Social assistance
such as targeted
resource transfers-
food/cash transfers,
disability benefits ,
single-parent grants,
publicly financed
social pensions.

Social services for
those who need
special care —
orphanages, fee
waivers/abolition of
education and health
charges to extend
access to basic
services to the

very poor.

Poverty alleviation
programmes, and
programmes that
reduce fluctuations in
consumption and
avert asset reduction.

Social insurance
designed for
‘economically
vulnerable groups’ —
people who are poor
or might fall into
poverty, and may
need support to help
them manage their
livelihood shocks.

E.g.: pension schemes,
insurance, maternity
benefits,
unemployment
benefits, savings,
strategies of risk
diversification — such
as crop or income
diversification,
disaster prevention
practices, etc.

Enhance incomes and
capabilities.

Livelihood
improvement and
livelihood protection
programmes targeted
at households and
individuals.

E.g.: microfinance,
public works
programmes ,
education, health and
nutrition.

Address concerns of economic,
political, social justice.

E.g.: exclusion, exploitation of
workers, discrimination against
different dimensions like
gender, ethnicity, religion.

Examples of interventions
include collective action,
changes to the regulatory
framework to protect ‘socially
vulnerable groups’ (anti
discrimination legislation),
people with disabilities, victims
of domestic violence, secure
rights/entitlements, advocacy to
enhance social equity,
strengthening ability of citizens
to claim rights.

Source:

Adapted from Ruel, M., 2008, “Social Protection for Inclusive Growth”, a presentation available at

International Food Policy Research Institute (IFPRI), available at http://www.slideshare.net/ifpri;
and Sabates-Wheeler, R. and S. Devereux, 2007, "Social Protection for Transformation", IDS
Bulletin, Vol. 38, No. 3, Institute of Development Studies (IDS), Sussex.
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5.3 Social Protection Layout

The many definitions of social protection have
broadened to include policies that would
provide a trajectory out of poverty, rather than
being confined only to provision aspects in
the event of a shock. The ADB defines social
protection as a set of policies and
programmes designed to reduce chronic
poverty and vulnerability by promoting
efficient labour markets, diminishing
people's exposure to risks, and enhancing
their capacity to protect themselves against
hazards and interruptions in employment or
loss of income.? The World Bank (WB)
definition of social protection is even broader,
and considers social protection not only as a
safety net for all, but as a spring-board for
the poor.* The suggestion, therefore, is that
social protection should treat not only the
symptoms of poverty, but also its causes. In
other words, to treat social protection as an
investment in human capital formation -
focused on avoiding social exclusion - rather
than as a cost.

In yet another definition, the role of social
protection policies in providing opportuni-
ties - centred on social risk management - is
identified as public interventions to:
(i) assist individuals, households, and
communities better manage risk, and (ii) pro-
vide support to the critically poor.> This
broader definition includes labour market
interventions, social insurance programmes,
social safety nets, public provision of risk
management instruments, and public actions
to improve market based and non-market
based (informal) instruments of risk manage-
ment.

The extent to which social protection poli-
cies go beyond the 'provision' aspect to ad-
dress issues related to production and  dis-
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tribution - to preventive, promotional and
transformational roles - provides a link with
inclusive growth. Table 5.1 identifies the
type of social protection programmes falling
under each type of measure.

Conventional social protection measures fall
into the provision measures. The narrowly
targeted safety nets, social assistance and
social services also can be recognized as pro-
vision measures. The preventive, promotional
and transformative measures are more pro-
active measures. Preventive measures are
aimed at preventing deprivations. Poverty
alleviation initiatives and social insurance
programmes which are meant for economi-
cally vulnerable groups can be identified
under this.

The inclusion of promotional and transfor-
mative aspects is subject to criticism that it
makes the concept of social protection too
distant from its original conception. How-
ever, these two aspects have been incorpo-
rated in most of the working definitions used
by funding agencies, including the ADB and
the WB. Promotional social protection mea-
sures are designed to improve incomes
and capabilities. Among development
programmes, livelihood improvement and
livelihood protection programmes which tar-
get income stabilization come under this.
Transformative measures address concerns of
economic, political and social justice. Poli-
cies falling under the latter three measures
are 'spring-boards' and serve as a trajectory
out of poverty.

However, these measures are not mutually
exclusive. Preventive measures could have
promotive effects too. For example, a
person might diversify income earnings as a
means of being prepared for a disaster, which

3 Ortiz, 1., (ed.), 2001, Social Protection in Asia and the Pacific, ADB, Manila.

4 Holzmann, R. and S. Jorgensen, 2000, “Social Risk Management: A New Conceptual Framework for Social Protection and Beyond”,
Social Protection Discussion Paper No. 0006, World Bank, Washington, D.C.

°  Ibid.
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Table 5.2
Causes of Risks

Social

Economic
Political

Health related
Life cycle related

Natural/environmental

Domestic disturbance including domestic violence, functions,
social commitments, commitments to extended families, crime,
terrorism, civil strife, etc.

Unemployment, loss of employment, livelihood shocks, loss of
crops, business failures, financial crises, etc.

Discriminatory laws, discriminatory policies, riots, political
default of programmes.

IlInesses, injuries, disabilities, epidemics, etc.
Birth, marriage, death.

Natural disasters like floods, rain, landslides, earthquakes,
tsunami, droughts, environmental pollution, deforestation, etc.

Source: Adapted from Jimenez, E., 2008, “Social Protection and the Welfare of Children and Youth at the
World Bank”, a presentation available at www.unicef.org from http://www.anekadownload.com/
download/dl/child-welfare-program-in-bangladesh-.ppt.

has a promotive effect. At the same time,
the person might not have taken advantage
of those opportunities otherwise. The diver-
sification of income thus improves income
earning capacity and the overall well-being
of the individual concerned. Further, in
designing social protection policy, the
different forms in which risks arise - and
which makes households vulnerable - have
to be recognized. They can be idiosyncratic
or covariate risks. Table 5.2 identifies the
major causes of risks and examples for each.

Measures identified in social protection
policy designing are related to vulnerabili-
ties arising at different stages of the life cycle.

Table 5.3 identifies a few types of social
protection interventions by life cycle stage.
It suggests the need for comprehensive
approaches towards social protection that ties
up the intervention stages, life cycle and dif-
ferent forms of vulnerabilities. This high-
lights the importance of broad based social
policies. When policies are narrowly
targeted, they are highly unlikely to bring in
the development linkage. Moreover, when
interventions are narrowly designed to
address specific risks, they tend to neglect
the underlying nature of vulnerability that
exposed the households to such risks.

Table 5.3
Examples of Social Protection Interventions by Life Cycle Stage

Life Cycle Stage

Examples of Social Protection Interventions

Elderly Pensions/food and cash transfer

Adults Public works/income generation/employment related/food and cash
transfer

Youth Public works/income generation/vocational training/skill development/
education

Maternal stage Health/nutrition
Prenatal/ infants
Pre-school

School age

Health/nutrition/food and cash transfer
Early childhood care and development (ECCD)/food and cash transfer
Education/cash, food, vouchers, fee waivers, transport

Source: Ruel, M., 2008, “Social Protection for Inclusive Growth”, a presentation available at International
Food Policy Research Institute (IFPRI), available at http://www.slideshare.net/ifpri.
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Figure 5.2
Percentage of Households by Socio-Economic Group in Each Province
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5.4 Social Protection in Inclusive
Growth in Sri Lanka: Who Needs
the 'Push'?

There are predominant trends observed in
different socio-economic groups, such as
trends on spatial distribution, types of
vulnerabilities, etc. These could be the
result of natural location, resource endow-
ments, socio-cultural dynamisms and politi-
cal importance. They are directly linked to
the availability of economic opportunities
as well. Households headed by skilled
agricultural and fishery workers are found to
be the predominant socio-economic group
in all provinces of Sri Lanka, with the excep-
tion of the Western Province (Figure 5.2).°
This group accounts for around 30 per cent
of households in the North Central and Uva
Provinces, followed by Sabaragamuwa (18.6
per cent) and Southern (18.2 per cent)

Provinces.” It hints at disparities in access
to economic opportunities across regions in
Sri Lanka.

The other dominant socio-economic groups
are households headed by craft related work-
ers and labourers in all the sectors. In most
deprived provinces, such as Uva,
Sabaragamuwa as well as Central and North
Western Provinces, more than 20 per cent of
the households are headed by labourers in
different fields (agriculture, mining, manu-
facturing, transport and cleaning). It is also
evident that there is a high percentage of
households headed by economically inactive
people in all provinces. Whilst all provinces
have a relatively higher percentage of house-
holds headed by technicians and in associ-
ated professions, the distribution is skewed
towards the Western Province.

© The socio-economic group here is based on the occupation of the head of the household.

7 Occupational groups and their percentages may have changed from 2006/07 to 2009/10.
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When occupations of the heads of house-
holds are minor or unskilled in nature, or if
they are of a less productive sector, the
income generated often does not provide an
adequate means for living. For instance, nearly
40 per cent of households headed by agri-
cultural and fishery labourers are found to
be poor (Figure 5.3). More than 70 per cent
of households in this group are within the
first four household expenditure deciles. It
is also noteworthy that as much as one-fourth
of households headed by even skilled agri-
cultural and fishery workers are among the
poor - with nearly 60 per cent households in
this group found to be within the first four
deciles. Households headed by labourers of
all types, which include labourers in min-
ing, construction, manufacturing, transport,
cleaning, etc., are among the poorest socio-
economic groups. They occupy the highest
percentage of poor households, highest
percentage of households lying in the lowest
four household expenditure deciles, and have

lowest per capita household expenditures
(Figure 5.3). The importance of prioritizing
social protection policies towards such
groups who are disadvantaged compared to
the others is, therefore, critical.

Agriculture and fisheries are the main sources
of livelihood in the N&E of Sri Lanka,® with
24.8 per cent of households in agriculture.
Apart from agriculture and fisheries sectors,
unskilled daily labour is a prominent source
of primary employment for 20.9 per cent of
surveyed households. However, 5 per cent
of households are estimated not to have any
income earner and a further 63.4 per cent of
households with only one income earner.
This indicates high vulnerability to risks and
difficulties such households can face in post-
conflict recovery efforts. Although livelihood
constraints are found to have eased with the
end of the conflict, increased competition
and resource limitations have led many to
abandon their traditional occupations for

Figure 5.3
Percentage of Poor Households by Socio-Economic Groups
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8 UNDP, 2011, ‘Socio- Economic Baseline Analysis: For Eleven Conflict-affected Districts in Sri Lanka’.
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daily wage labour.? Gender disparities with
regard to engagement in income generation/
livelihood activities are also found to remain
high in the N&E, with only 38.6 per cent of
females engaged in employment compared
to 90.2 per cent of men. A relatively high
number of widowed women are reported in
most districts in the N&E, pointing towards
the realities surrounding gender dimensions
of socio-economic vulnerabilities.

Not only are many households poor in
certain occupational categories, but the non-
poor may also be highly vulnerable to fall
into poverty. For example, if the poverty line
is increased by 10 per cent, a substantial
proportion of households fall into poverty,
indicating that they are very close to the
poverty line (Figure 5.3). All types of house-
holds with the head of household as a
labourer appear to be sensitive: for the house-
holds headed by agriculture and fishery

Social Protection as an Indispensable Instrument

labourers, the percentage of poor household
increases by almost 10 percentage points
(from 38.5 to 48.3 per cent); for other
labourer categories, the percentage increases
by more than 8 percentage points. This
clearly indicates that they are vulnerable to
economic shocks and therefore, could slip
back to poverty easily. The other socio-
economic groups which are at a higher risk
of slipping back to poverty are those headed
by skilled agricultural and fishery workers,
craft and related workers, and sales and
service elementary workers.

In terms of geographic disparities, Uva,
Sabaragamuwa and Central Provinces remain
the lagging regions in the country.’® Among
them, Uva and Sabaragamuwa are the poor-
est with more than 60 per cent of the house-
holds in the first four household expendi-
ture deciles (Figure 5.4). If the poverty line
is increased by 10 per cent,'" nearly 7 per

Figure 5.4
Poor Households and Households in First Four Household Expenditure
Deciles by Province
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o Ibid.

10 As per 2009/10 HIES data, Eastern, Uva and Northern Provinces are the poorest.

" Estimated by using district official poverty lines.
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cent of the non-poor households in Uva,
Sabaragamuwa and Central Provinces could
slip into poverty, indicating that there are
significant numbers of households just above
the poverty line. The average per capita house-
hold expenditure is also relatively low in
these three provinces. Vulnerable occupa-

tional groups in these regions need special
attention on social protection, and specifi-
cally on promotive and transformative
social protection measures.

Employment activities in the informal sector
have been expanding over the years in Sri

Figure 5.5
Informal Sector Employment by Major Industry
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Figure 5.6
Formal/Informal Sector Employment by Occupational Group
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Figure 5.7
Informal Sector Employment in Non-agricultural Sector by District
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Lanka to account for 61.9 per cent of the
employed. As evident from Figure 5.5, the
agriculture sector has more than four-fifth of
labour in the informal sector (85.6 per cent)
which has to be taken into serious consider-
ation in social protection policy designing.
Further, almost all skilled agricultural and
fishery workers (97 per cent) are also to be
found in the informal sector (Figure 5.6).

However, it should be noted that the domi-
nance of informal sector employment is not
limited to agriculture. Overall, the contribu-
tion of the informal sector in non-agricul-
tural employments is just above 50 per cent
in some districts, while the contribution is
over 40 per cent in all districts (Figure 5.7).

5.5 Social Protection Challenges and
Gaps in Sri Lanka

Extensive social protection programmes in
Sri Lanka include all types of social protec-
tion measures, including provision to trans-

formative policies. The Social Protection
Index compiled by the ADB in 2007
indicates that Sri Lanka performed well, with
a rank of 9 out of 31 Asian and Pacific
countries. The index captures a broad
definition of social protection and shows that
the country had fared well in all aspects of
social protection expenditure, coverage,
distribution and impact.

Social protection in Sri Lanka covers
components of social insurance, social
assistance and labour market programmes.
In 2010, the government spent 3.5 per cent
of GDP on current transfers and subsidy
programmes - a key component of social
protection (Table 5.4). Current transfers to
households increased in 2010 owing mainly
to higher pension payments (which accounts
for more than 50 per cent of transfers to house-
holds), as a result of a higher cost-of-living
allowance and an increase in the number of
pensioners.
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Table 5.4
Current Transfer Payments to Households and Other Sectors (2010)

Item Expenditure As % of Total As % of GDP
(Rs. mn.) Expenditure
Current transfers and subsidies 196,216 15.3 3.5
To households and other sectors 156,194 12.2 2.8
Samurdhi 9,241 0.7 0.2
Pension 90,995 7.1 1.6
Fertilizer subsidy 26,028 2.0 0.5
Other 29,931 2.3 0.5

Source: CBSL, Annual Report 2010.

The expenditure breakdown provides an
overall picture of social protection provision
and priorities of the government. Looking
beyond, what is important to assess is
whether social protection policies in Sri
Lanka are designed to ‘push’ the vulnerable
into the economic growth process, while
providing a safety net of sorts. Social
protection is also not the sole responsibility
of governments, but of all the stakeholders,
including the private sector, NGOs, etc.
Hence, the following section highlights
where policy focus is needed, the extent to
which that has materialized and the way
forward.

5.5.1 Securing the Needs of the Most
Vulnerable: Revisiting the Social Safety
Net Programme

Safety nets cater to the needs of deprived
groups in order to enhance their capabilities.
In Sri Lanka, for instance, deteriorating
nutrition levels is one of the major challenges
faced, where income support in the form of
safety nets has a role to play. The main
income support programme at present is
Samurdhi. However, it has been criticized
for poor targeting. Further, the cash grant is
deemed insufficient to meet the basic needs
of a household and allow minimum energy
intake levels. At present, while the national
poverty level is estimated at Rs. 3,028,
Samurdhi does not support households
earning an income above Rs. 1,500. Thus,
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there can be many households earning an
income, but are yet poor. Hence, an
important consideration should be inclusion
of the vulnerable occupational categories
under Samurdhi. Being in the programme is
important for households as it is multi-
pronged, with additional empowerment
components.

5.5.2 Social Protection to Combat
Multiple Vulnerabilities

Different forms of vulnerabilities in the form
of economic, social, political, and natural
and environment related shocks limit
households - particularly economically
vulnerable groups - from participating in
livelihood activities. Households in
vulnerable occupational groups are anyway
poor and lack measures to mitigate or
manage risks. The informal sector workers
also lack social protection policies to help
them withstand shocks. Hence, these groups
are more vulnerable to unforeseen risks.
Therefore, it is important to design social
protection policies with particular attention
on identified occupational categories.

On the one hand, the natural environment
offers a range of livelihood opportunities to
households, but at the same time exposes
them to a range of potential disasters. Some
livelihoods are often hazardous and some
are more at risk from natural disasters, as a
result of which certain occupational



categories are more vulnerable. For example,
the agricultural sector is considered as a high
risk sector as it is weather dependent and
exposed to natural disasters, whereby
agriculture dependent households are more
likely to be worse off in the absence of
proper risk coping methods. Many of the risk
coping methods of vulnerable occupational
groups are harmful and often affect
livelihoods, income, future income, health,
education, etc., catching and retaining them
in the poverty trap as a result.

Social protection plays a complementary role
in natural disaster management. The most
common forms are immediate relief
programmes, food transfer programmes,
food-for-work programmes, cash transfers
services, fee waiving, etc. which are ex-post
measures or provision measures. A difference
can be made by other social protection
measures such as microfinance (which is a
provision and a promotive measure),
insurance, income diversification,
community disaster management plans (as
both prevention and promotion measures).

Natural disaster related social protection
measures in Sri Lanka include insurance
programmes. Apart from the farmers' and
fishermen's insurance, Agriculture and
Agrarian Insurance Board (AAIB) is offering
crop and livestock insurance for natural
disasters. The insurance covers agriculture
equipment too. However, the lack of human
and physical capacity for evaluation of risks
is one of the major barriers constraining the
programme. After the 2004 tsunami, Sri
Lanka developed a National Disaster
Management Plan and Emergency Operation
Plan with the aim of preparing for timely
and effective response, equitable relief
distribution, speedy recovery, timely
rehabilitation and reconstruction at
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provincial, district and Grama Niladhari
(GN) level. The Early Warning Dissemination
Division maintains and operates Early
Warning Towers and other early warning
dissemination equipment. It has initiated
awareness programmes on activities related
to early warning, disseminates early warning
messages, including to remote vulnerable
villagers. Such measures act as preventive
measures to mitigate the adverse effects of a
disaster.

Besides natural and environmental related
risks, households are exposed to multiple
risks, ranging from family related shocks,
banditry and crime, economic shocks, and
negative political, social or legal events.
Studies suggest that shocks experienced by
most households are family related, such as
deaths, illnesses, disablements, disputes,
divorces and other life cycle events such as
marriage and childbirth followed by the
weather and environment related shocks.?
These types of shocks have a bearing on the
productivity of labour and output. As
previously discussed, skilled agricultural and
fishery workers, labourers, and sales and
service workers are the occupational groups
most at risk.

The low income households find it difficult
to afford traditional formal insurance
schemes as they are costly and formalities
are high. On the other hand, microinsurance
can be used as an effective tool in managing
risks. The penetration of microinsurance in
Sri Lanka is very low and only a handful of
institutions are involved. Further,
microinsurance services/products available
for agriculture related and natural disaster
related risks are minimal. Policy intervention
on social security is required in this regard
to improve the microinsurance sector.

2 Galappattige, A., R. Jayaweera and G. Tilakaratna, 2011, “Microinsurance in Sri Lanka: Combating Multiple and Overlapping

Vulnerabilities”, IPS.
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5.5.3 Social Protection Challenges
Emerging from Demographic
Transition

A key challenge for social protection is the
demographic transition that Sri Lanka is
undergoing. The changing demography will
exert considerable demand for social
protection, requiring that policies be in place
before publicly financed social security
schemes - where a shrinking working age
population contributes towards elderly care
- becomes unsustainable.

Economic and social behaviour of retirees is
different from the working population in
terms of time/expenditure on leisure
activities, expenses on health, and income
at retirement age. The share of health in total
expenditure will rise due to greater demand
from the elderly. Whilst a number of social
security insurance programmes covering the
formal and informal sectors are operating in
Sri Lanka - and the government and formal
private sector have a fairly wide coverage of
schemes - the informal sector lacks sufficient
coverage. Although the government provides
coverage even to elementary permanent
workers, a major criticism of the public sector
pension scheme (PSPS) is the inadequacy of
the replacement income due to non-
indexation. Further, the non-contributory
nature of the PSPS raises issues of
sustainability, especially with the rising old
age population. The formal sector has fairly
good social security schemes - Employees'
Provident Fund (EPF) and Employee Trust
Fund (ETF) - which are contributory.
However, some of the employers evade the
requirements which leave out many of the
deserving elementary level workers. Further,
both these schemes are criticized for the
lump sum nature of benefits received at
retirement, as well as on the management
and investment issue of the funds.

Whilst the Budget for 2011 proposed a
pension scheme for formal sector workers
who are outside the PSPS, the initial
proposals ran into considerable opposition
and it is currently under revision. There was
criticism on the way the pension scheme
was formulated, with much of the criticism
based on the terms and conditions,
operational issues and lack of awareness. As
the proposed scheme requires 10 years of
contribution, it was not clear to some people
how this would address social security
concerns of certain types of workers - mainly
because some might not be working for such
longer periods, but would be contributing
until they leave the job and would thereafter
be unable to reclaim their contributions. For
example, in the case of garment sector
workers - where there is a high turnover rate
- most female workers leave employment
after 5-7 years of work, making them
ineligible for pension benefits despite having
contributed. Another concern with the initial
proposals was that its design suggested that
once the money in a member's account runs
out, he/she will not be eligible for a pension
thereafter. Given the longevity of life and
short term of contributions, how the
proposed scheme would benefit pensioners
in the old age was not clear. Besides, the
adequacy of the retirement scheme as a
replacement income was also subject to
criticism.

Unlike many South Asian countries, Sri Lanka
has initiated pension schemes for the
informal sector too. There are schemes for
farmers, fishermen and for the self-employed.
However, studies highlight that the effective
coverage of the eligible for such schemes
are found to be very low at below 40 per
cent.” Also, all these schemes face the same
problem of losing value in real terms as a
result of inflation. This is mainly because

3 Gaminiratne, N., 2007, “Population Ageing, Policy Responses and Options to Extend Retirement Coverage: Case Study of Sri Lanka”,

Demographic Transition and Pension Series No.7, IPS.
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the payments are not index-linked to inflation
and hence, does not act as a replacement
income. These contributory pension schemes
are not compulsory as well, as there is no
sufficient incentive for voluntary enrolment.
The awareness about the programmes is also
poor among those engaged in relevant
occupations. On top of all the above, there
is much criticism on the management and
investment deficiencies in the schemes.
Thus, the programmes are considered to be
insufficient as safety nets.

The absence of a universal or means tested
pension has left a large segment of the
informal sector population in Sri Lanka
without a formal security cover in old age.
However, the government had proposed in
the Budget for 2011 the introduction of one
pension scheme for all self-employed, and
another for foreign employed persons. These
are still under discussion. In addition,
provision of livelihood support to the elderly
who are economically active in the informal
sector should be considered. This would
lessen the pressure on social protection to a
certain extent.

5.5.4 Improving Employability/Skills as
a Social Protection Measure

Improving skills of the population - and
therefore access to economic opportunities
- is one way of promoting employability.
Poor people often remain unemployed or
trapped in low productive employments as
they do not posses skills to move into high
productive occupations. Acquiring the skills
might not be financially affordable, which
makes them forgo the opportunities. Policy
intervention on skills development of the
poor, therefore, can increase social and
economic inclusion, particularly given the
significant numbers of households trapped
in occupations of less productive sectors,

Social Protection as an Indispensable Instrument

especially in the lagging regions, as discussed
previously.

Support on improvement of skills and
employability is mainly linked to training
programmes. A number of Active Labour
Market Programmes (ALMPs) are carried out
by the government, private institutions and
NGOs with the purpose of supporting
employment creation and improvement of
skills and employability. National
Apprentice and Industrial Training Authority,
Ministry of Labour Relations and Manpower,
JobsNet and NGOs such as SEEDS and
Arthacharya Foundation also play significant
roles in providing different training facilities.
The positive effects of ALMPs are constrained
by some financial and institutional
limitations such as lack of human resources,
lack of training equipment, and some donor
conditions. The overlaps and lack of
coordination of the programmes have also
hindered intended benefits. As a result, there
is a regional imbalance of availability of
training programmes.' It is important to
identify occupations in more productive
sectors and target and emphasize training
and skill development specific to those
occupations, whilst not neglecting the skill
development of lagging sectors.

5.5.5 Livelihood Support as Social
Protection

Livelihood support is a promotive aspect of
social protection. Support on employment
creation can be either for self-employment
and small businesses or to migrant workers.
There are numerous government, NGO, and
private sector initiatives on livelihood
support. For example, the Samurdhi
Authority provides several livelihood support
programmes all over the island, including
the provision of microfinance facilities.

™ 1PS, 2010, “A Review of Active Labour Market Programmes in Sri Lanka”, report prepared for the World Bank.
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While in the longer term, investing for
people to move into high productive sectors
is important, in the short and medium term,
existing sectors have to be provided with
support. Various efforts are being made to
improve agriculture and the SME sector by
providing opportunities, filling in resource
gaps, connecting with markets and improving
access to facilities. One such example is the
Vidatha programme, one objective of which
is to help rural people uplift their economic
conditions by improving access to
technology. It also tries to ensure that quality
products and services from the rural sector
reach the market as a means of stabilizing
incomes. This holds positive implications
for improving local economies and on
expanding economic opportunities for those
who are trapped in low productive
occupations.

Apart from technology, financial and market
access are two other major hindrances. MFls
are playing an important role in the financial
sector in Sri Lanka. Research suggests that
over 60 per cent of households that have
utilized financial services, have accessed
institutions such as Samurdhi, Regional
Development Banks (RDBs), Co-operative
Rural Banks (CRBs), Sanasa Development
Bank, NGOs and Community Based
Organizations (CBOs), underlining the
important role of MFIs." Further, access to
credit was found to have helped nearly 30
per cent of households to better cope with
various risks and vulnerabilities. Between
30-40 per cent of households indicated that
employment opportunities and their business
knowledge improved as a result of accessing
financial services.

The sustainability of self-employment
activities is important for ensuring a steady
income. 'Credit Plus' services which refer
to non-financial services such as vocational
training, marketing assistance and other
business development services (BDS) are
important in this context. While the
Samurdhi bank is estimated to be the largest
provider of Credit Plus services, less than 5
per cent of the surveyed households were
found to have received such services from
the financial institutions they deal with.'®
The main types of training received were
vocational training which include self-
employment training, technical assistance
and services such as training on business and
financial management, accounts, and book
keeping. Business development services is
also found to be an important component
in microfinance, with government
microfinance programmes and development
banks found to be the main providers."”

5.6 Conclusion

Sri Lanka has comprehensive social
protection policies, as evident from the high
ranking received amongst other Asian
countries. The policies fall under provision,
through to transformative measures of social
protection. As such, social protection has
become an indispensable instrument in
achieving inclusive growth objectives.

As discussed, the concentration of
occupations around the low-skilled (in
agriculture, industry, and manufacturing)
and concentration around agriculture and
fishery, whether skilled or unskilled, found
primarily in lagging regions is a cause of
concern in the context of productive

5 IPS, 2008, “Outreach of Financial Services in Sri Lanka: A Look at the Demand-side from a Microfinance Perspective”, report prepared
forthe GTZ. The study was based on a household survey which covered around 3,000 households from all districts in the country except

Kilinochchi, Mannar and Mullaitivu.
% Ibid.

7 Tilakaratne, G., A.Galappattige and R.Perera, 2009, "Promoting Empowerment through Microfinance in Sri Lanka" in “Economic and
Political Empowerment of the Poor: Sri Lanka”, CPD-SACEPS Monograph Series 3, Centre for Policy Dialogue (CPD) and South Asia

Centre for Policy Studies (SACEPS), Dhaka.
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employment and issues of equity. The
transient nature of poverty of these groups
and concentration of the workforce in the
informal sector serves only to exacerbate
existing vulnerabilities.

Overall, existing social protection policies
are deemed insufficient to cover most of the
vulnerabilities. A few social protection
programmes extend to informal sector
workers and vulnerable occupational groups
overall (with some targeted at specific groups
and/or some types of vulnerabilities).
However, there is no extensive targeted social
protection programmes for vulnerable
occupation groups in Sri Lanka at present.
Except for old age income security
programmes for a few types of occupation
categories, the informal sector workers do
not have social protection on illnesses,
unemployment, etc.

Social Protection as an Indispensable Instrument

Social protection policies can play a major
role at both ends from provision to
transformation of vulnerable occupational
groups. Social protection measures can target
vulnerable occupational groups through the
provision of safety nets, while addressing
the poor overall. Insurance, in the form of
microinsurance and savings, has the potential
to act as preventive measures in the face of
multiple vulnerabilities that are encountered.
These kinds of social protection measures
will prevent households from using harmful
methods of risk management which often
affects their livelihoods, income, future
income, health, education and keep them
in the poverty trap. Skill development and
livelihood support programmes, including
microfinance, have a major role to play in
providing social protection to foster
inclusive growth.
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6. Education and Health Services for Sustainable Growth

6.1 Introduction

To achieve inclusive growth and spatial equity, it is
essential to improve economic as well as social
development of a country. In this respect, education
and health services are crucial for enhancing human
development, promoting equity and contributing to
economic prosperity. Human capital formation and
accumulation through education encourages innova-
tion and productivity, and helps sustain long term
economic development. Similarly, the 'health of a
nation' is of central importance. Indeed, health and
education are inter-linked, as the former is consid-
ered the basis for job productivity, the capacity to
learn in school, and the capability to grow intellectu-
ally, physically, and emotionally.’

The distribution of education and health outcomes There are wide
can be regarded as a key indicator of the inclusive- disparities in both
ness of economic development in a country. Educa- education and health

tionisa ynlversél right and an agent of gpward som'o- services in terms of
economic mobility that opens many social, economic, o

and political doors and increases access to income accessibility as well as
and employment opportunities. The levels and distri- resource availability
bution in health outcomes can serve as proxies for across the country
concerns a government has regarding the health of its

people.? While Sri Lanka has long been recognized

for its achievements in human development, it faces

new challenges in providing quality services and

improved service delivery that will cater to the changing

demands of a rapidly growing economy.

Although human capital is recognized as vitally
important in leveraging Sri Lanka's vision to develop
as a knowledge-based, middle income country, the
quality of human capital, in general, has not kept
pace with job market requirements. Most of the school

T WHO, 2001, “Macroeconomics and Health: Investing in Health for Economic Development”, report of the Commission on Macroeconomics
and Health, WHO, Geneva.

2 Tandon A., Zhuang, J., 2007, “Inclusiveness of Economic Growth in the People’s Republic of China: What Do Population Health
Outcomes Tell Us?” Asian Development Bank, Manila.

70



leavers are ill-prepared, with lack of cogni-
tive dimensions to fit into the world of work.
Increasing the equity of access to quality edu-
cation with required facilities is also a major
challenge. As regards the country's health
sector, there are wide ranging disparities in
accessing health care services, facilities,
resources, as well as health outcomes. This
is particularly so with regard to maintaining
and upgrading existing social services, while
restoring services in previously conflict-af-
fected areas.

This Chapter seeks to examine the gaps in
education and health service delivery in the
country and their recent trends, with a view
to identifying inequities and making policy
recommendations on improving access to
better quality services in health and educa-
tion. First, attention is paid to the present
status of the country's education and health
sector and its growth objectives. Thereafter,
equity in education and health is discussed
along the dimensions of access, outcomes and
distribution of resources. Emerging needs and
current policies of the two sectors are assessed
in order to identify policy gaps, with key find-
ings and policy recommendations suggested
in the final section.

6.2 Education
6.2.1 Current Status and Objectives

Sri Lanka has long considered education as
crucial for enhancing human development
and contributing to economic growth. The
education ordinances of 1939 and free
education introduced in 1945 were among
the earliest policies in achieving economic
and social equity through universal and equal
access to education at all levels. Sri Lanka is
committed to supporting "Education for All",
adhering to ethics and standards as pro-
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claimed by provisions in international
conventions.> Successive governments
adopted strategic measures such as introduc-
ing free textbooks, scholarships for disad-
vantaged students, free uniforms, and subsi-
dized transport facilities to encourage school-
ing amongst children.

Thus, Sri Lanka has often been cited as
having high education achievements and
learning when compared to counterparts in
South Asia. This reputation has been largely
built on the high literacy levels and the high
levels of primary enrolment, as well as the
gender parity in education access and
achievements. Moreover, Sri Lanka is an early
achiever of the Millennium Development
Goals (MDGs) of universal primary educa-
tion, and gender equity in education. In
2006, it attained a primary enrolment rate
97.5 per cent, gender parity index for
primary education of 99 per cent, and 95.8
per cent literacy rate in the age group
15-24.4

While there is an encouraging improvement
in literacy rates (92.7 per cent in 1996 to
95.8 per cent in 2006) and universal
primary education in numerical terms,
several gaps exist in the sector. Existing
disparities in the provision of education
services - regional discrepancies (geographi-
cal, economic and social), disparities in the
quality of education imparted, unequal
distribution of resources, exclusion in
access and participation, etc., - can widen
uneven economic development unless
addressed. For instance, more than a half of
the schools in the country are small schools
with less than 200 students, with science
education in grades 12-13 confined to only
7 per cent of schools with these grades.’

3 Regulations for compulsory education of 5-14 age group were approved by Parliament in 1997 and came into force in January 1998.
4 IPS/UNDP, 2010, Millennium Development Goals: Sri Lanka Country Report 2008/2009.
> Ministry of Education, 2008, School Census 2008: Preliminary Report.

71



State of the Economy 2011

Information technology (IT) is still in the early
stages of development in schools. Many chil-
dren faced disruptions to education - through
displacement, loss of family members,
psychological impact, loss of school materi-
als as well as the destruction of school build-
ings and infrastructure - through the conflict
years. In these circumstances, simply
providing basic service delivery of education
is often a major challenge.®

6.2.2 Equity Issue

Increasing the equity of access to quality
education with required facilities is a major
challenge. Equity in education can be

considered along the dimensions of access,
outcomes and resources.

With regard to equity in access, primary
education is almost universalized. However,
disparities in access to education are higher
beyond the primary education cycle
(Table 6.1). According to the estimates of a
recent study that assessed the equitability in
education and health services in Sri Lanka,
net enrolment rates in the upper secondary
and collegiate levels were found to be only
about 54 per cent and 19 per cent,
respectively.” Moreover, disparities in
access to education are higher across

Table 6.1
Net Enrolment Rates in Major Education Cycles by Economic Groups: 2006/07 (%)

Primary
(Grades 1-5)

Junior Secondary
(Grades 6-9)

Collegiate
(Grades 12-13)

Upper Secondary
(Grades 10-11)

Economic groups

Poorest quintile 95.7 82.6 47.6 11.0
2 quintile 95.9 85.7 50.2 18.5
3 quintile 96.5 89.5 50.0 15.7
4t quintile 96.8 89.8 59.1 23.4
Richest quintile 97.9 94.0 62.9 27.7
Gender
Male 96.3 88.1 50.1 19.1
Female 96.6 87.9 57.2 19.6
Sector
Estate 91.1 71.1 27.4 4.3
Rural 97.0 89.6 56.0 20.4
Urban 97.5 90.5 57.2 21.5
Province
Western 96.2 88.6 52.5 19.9
Central 96.4 88.9 56.7 15.0
Southern 97.2 88.9 59.2 23.5
Northern n.a n.a n.a n.a
Eastern 96.7 85.9 44.8 13.7
North Western 97.6 87.4 441 17.0
North Central 97.3 94.1 62.0 19.3
Uva 95.9 85.1 58.4 20.5
Sabaragamuwa 94.0 84.3 48.8 19.6
Sri Lanka 96.5 88.2 53.6 19.3
Note: n.a. = not available.

Source:
Services in Sri Lanka”, IPS, mimeo.

Arunatilake, N., N. Attanayake and P. Jayawardena, 2010, “Equitability in Education and Health

¢ IPS, 2010, “Protecting the Education Rights of Conflict-affected Children” in Sri Lanka: State of the Economy 2010.

7 Arunatilake, N,, N. Attanayake and P. Jayawardena, 2010, “Equitability in Education and Health Services in Sri Lanka”, IPS, mimeo.
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economic groups, sectors, and provinces as
the level of education advances.

Quality of education - learning-teaching pro-
cess in the classroom - is reflected in comple-
tion rates in major education cycles as well
as success rates at national public examina-
tions. It is found that one-fifth of children
who are in official age of completing grade
5, and 30 per cent of children who are in
official age of completing grade 9 do not
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complete the education cycle appropriate for
their age.® Further, wide disparities in school
completion rates as well as public exam suc-
cess rates across economic groups, gender,
sector, and province were also to be found.
The completion rates were lower for higher
school cycles, and their disparities wider with
the advancement of education level. Similar
patterns were reflected in the O-Levels and
A-Levels success rates.

Table 6.2
Completion Rates in Major Education Cycles and Exam Success Rates: 2006/07
Completion Rates® % Exams Success Rates® %
Grade 5 Grade 9 Grade 11 | O-Levels A-Levels
Income Group
Poorest quintile 73.4 61.2 22.6 31 17
2" quintile 81.3 69.2 35.4 44 17
3 quintile 85.0 71.7 32.8 46 20
4t quintile 82.2 76.6 47.3 57 27
Richest quintile 87.4 75.4 60.6 68 44
Gender
Male 81.9 67.7 35.3 45 22
Female 80.8 73.3 42.9 53 29
Sector
Estate 64.2 46.1 7.9 14 8
Rural 83.3 74.5 42.7 51 26
Urban 84.9 72.0 42.3 56 31
Province
Western 80.7 69.2 41.8 54 33
Central 79.4 75.3 33.1 45 25
Southern 86.3 74.8 45.5 54 24
Northern n.a. n.a. n.a.
Eastern n.a. n.a. n.a. 41 23
North Western 82.8 69.9 28.8 44 25
North Central 89.9 78.4 37.4 48 24
Uva 71.0 55.8 28.4 38 18
Sabaragamuwa 79.3 67.2 45.1 51 21
Sri Lanka 81.4 70.5 39.1 49 26
Note: n.a. = not available; a: Completion rate is defined as percentage of children in the official age
group completing the education cycle; b: Exam success rates are defined as percentage of children
(in the official age of sitting the exam) who have passed the relevant exam. The sample for O-Levels
comprises 17 and 18 year olds and the sample for A-Levels comprises 20 and 21 year olds at the
time of the survey. Calculations consider all children in an age cohort, not only those who have sat
for an exam.
Source: Arunatilake, N., N. Attanayake and P. Jayawardena, 2010, “Equitability in Education and Health
Services in Sri Lanka”, IPS, mimeo.
8 Ibid.
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With regard to the distribution of resources,
resource constraints have led to a decline in
the quality of education provided by schools.
Many schools in the country experience
disparities in the availability of libraries,
science labs and computer labs across
provinces. Only 7 per cent of state schools
are found to have facilities to teach science
subjects (Type AB) in GCE (A/L). Further,
schools offering science subjects in GCE (A/
L) are not rationally located, with a majority
to be found in urban areas, with almost one-
fourth of the Type AB schools located in the
Western Province. This shows that only a
limited number of students are privileged to
follow the science streams up to GCE (A/L).

Rural children from poor families with
financial constraints have no options other
than to choose a resource-poor secondary
school that offers only arts or arts’fcommerce
streams located mainly in economically dis-
advantaged areas. For example, 56 schools
in Vavuniya, 9 schools in Ratnapura, while
8 schools in each Mannar and Mulaittivu dis-
tricts had one teacher per school. These
figures, bad as they are, do not show the true
picture of educational problems, which in
reality is even more disturbing. These aggre-
gates do not show the internal disparities
within a district. Also, it is often the case
that there may be an excess of teachers for
certain subjects while there is a deficit of
teachers for more demanding subjects such
as English, science and IT.

6.2.3 Key Sector Challenges and Issues

Developing competencies to meet emerging
needs: As Sri Lanka aims to move towards a
knowledge-based economy, new configura-
tion of skills, abilities and competencies to
face the emerging needs of accelerating

global competition will be required. The
information and communication technolo-
gies (ICT) workforce is expected to increase
from the current 50,000 to 186,000 by 2016.°
Further, about 50,000-70,000 skilled people
are needed annually with the planned large
scale development activities in the naval,
aviation, commercial, energy, road and trans-
port, urban development, irrigation and
knowledge sectors.’® Information and know!-
edge-based economic development will
require that learning-teaching methods
become more competency-based and cater
to skills demand. This means Sri Lanka must
overcome prevailing constraints in access to
ICT, proficiency in English language, and
science and technical education, etc.

Addressing the mismatch between the skills
acquired through the education system and
the requirements of the labour market has
been a key concern of current education
policy.” Of more than 100,000 deserving
students, only around 15 per cent who gain
the necessary A/L qualification are able to
enter into university due to the limited
number of placements.'? External degree
programmes are generally marked by the
absence of an accreditation system, poor
quality, and weak administration. There is
also a lack of a systematic Technical Educa-
tion and Vocational Training (TEVT) link with
secondary education, leaving a majority of
school leavers with no access to skills devel-
opment programmes. Overlooking the
importance of TEVT is also partly respon-
sible for the shortage of skilled manpower to
match the dynamic needs of the labour
market.

Protecting education rights of conflict-
affected children: Improving access to edu-

9 DNP, 2010, Sri Lanka — The Emerging Wonder of Asia, Ministry of Finance and Planning.

1 bid.

" National Education Commission, 2003, Proposal for a National Policy Framework on General Education in Sri Lanka.

2 Ministry of Education, 2005, Education for Development and Prosperity.



cation in the conflict-affected areas remains
a major challenge. According to available
estimates, approximately 100,000 internally
displaced persons (IDPs) and returnee school
aged children, and 347 schools required
rehabilitation in the Northern Province.®
According to criterion-based learning assess-
ment conducted by the Northern Province
education authorities, there is an urgent need
to implement remedial education
programmes to improve learner competen-
cies and ensure student retention. Further,
an estimated 20,000 children and youth out-
side of the formal system were identified as
requiring non- formal education programmes
to develop their skills for income generating
opportunities.™

Budgetary constraints and public investments
in education sector: The public education
system remains the predominant service
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provider while budgetary constraints have
limited government investment in the edu-
cation sector. Government expenditure on
education as a percentage of GDP in-
creased from 2 per cent in 2001 to 2.7 in
2006 but decreased gradually to 1.9 per cent
in 2010 - constituting about 8 per cent of
total government expenditure.™ This figure
is far behind that of South East Asian coun-
tries such as Malaysia (17.2 per cent) and
the Philippines (16.9 per cent), as well as
neighbouring South Asian countries such as
Nepal (19 per cent) and Bangladesh (14 per
cent).'® The proportion of education expen-
diture devoted to recurrent expenditure is in
the range of 80 per cent, with the major
portion (75 per cent) devoted for teachers'
salaries. The limited public capital expendi-
ture in the education sector has resulted in
resource poor schools and increased out-of-
pocket expenditure.

Figure 6.1
Distribution of Out-of-Pocket Expenditure on Education

Transport
21%

School fees_/

(Private)
6%

Uniforms
2%

Textbooks
1%

Source:

Arunatilake, N., N. Attanayake and P. Jayawardena, 2010, “Equitability in

Education and Health Services in Sri Lanka”, IPS, mimeo.

o

webpage.asp?Page = 1942.
™ Ibid.
Central Bank of Sri Lanka, Annual Report 2010.

o

>

GOSL/UN, “Joint Plan for Assistance for the Northern Province — 2011”, February 2011, http://ochaonline.un.org/humanitarianappeal/

Respective year of international estimates is 2008. Available at http://stats.uis.unesco.org/unesco/tableviewer/document.aspx?Reportld = 143.
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As revealed in a recent study, 2.6 per cent of
total household income is spent on educa-
tion related expenses.'” This proportion is
more or less the same across households from
different income deciles. Further, the major
portion (45 per cent) is found to be spent on
tuition or boarding fees (Figure 6.1).

Strengthening management of the education
sector services delivery: Management of
education sector service delivery has been
identified as a key challenge in relation to
education service delivery.' Lack of proper
supervision, administration and monitoring
badly affects the growth objectives of the
education sector service delivery. Further,
inadequate management capabilities at
local level have constrained decentralized
management. Studies have revealed the ne-
cessity of improving capacity at all levels of
the education sector to make decentralized
planning and management more effective and
efficient.

6.2.4 Current Policies and Programmes

The Education Sector Development Frame-
work and Programme (ESDFP) 2006-2010
formulated by the Ministry of Education with
the support of the World Bank is being imple-
mented currently. The major policy themes
of the ESDFP are: (i) increasing equitable
access to basic and secondary education,
(ii) improving the quality of basic and
secondary education, (iii) enhancing
economic efficiency and equity of resource
allocation, and (iv) strengthening the educa-
tional governance and service delivery, and
monitoring and evaluation. The ESDFP is
developed on a sector-wide approach,

considered the most appropriate instrument
to address system-wide needs. This strategy
could pave the way to sustain development
plans of the sector by mainstreaming and
improving coordination of external donor
investments with government budgeting
across the central, provincial and school lev-
els. The ESDFP has been incorporated into
the planning process whereby targets have
been set to raise the current GCE (O/L) pass
rate from 52 per cent to 65 per cent, and
GCE (A/L) pass rate from 60 per cent to 75
per cent by 2020.%°

With regard to rehabilitation of education
services in the previously conflict-affected
areas, education facilities are estimated to
have been restored to nearly all affected
children in the Northern Province. The needs
of 98 schools and 20 pre-schools in the
resettlement areas have been fully met, while
another 150 schools are targeted to be
repaired in 2011. As a response to the crite-
rion based assessment findings, teacher books
for alternative learning programmes for
primary and secondary grades for key
subjects have also been developed.?'

6.3 Health
6.3.1 Current Status and Objectives

Despite the fact that Sri Lanka is a low-
spender on health, the country is regarded as
a success story in achieving most of the vital
health indicators much earlier than its
regional counterparts. Most of the key health
indicators for Sri Lanka are almost at the same
level as that of developed economies
(Table 6.3).

7 Arunatilake, N., N. Attanayake and P. Jayawardena, 2010, “Equitability in Education and Health Services in Sri Lanka”, IPS, mimeo.
8 DNP, 2008, Public Investment 2008-2011, Ministry of Finance and Planning.

¥ Arunatilake, N., and P. Jayawardena, 2010, “Formula Funding and Decentralized Management of Schools — Has it Improved Resource
Allocation in Schools in Sri Lanka?”, International Journal of Educational Development. Vol. 30, No. 1.

20 DNP, 2010, Sri Lanka — The Emerging Wonder of Asia, Ministry of Finance and Planning.

21 GOSL/UN, “Joint Plan for Assistance for the Northern Province — 20117, February 2011, http://ochaonline.un.org/humanitarian

appeal/webpage.asp?Page = 1942.
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Table 6.3
Comparison of Select Key Health Indicators

Indicator Sri Lanka South-East Asia Global
Region

Life expectancy at birth (2009) 71 65 68

Infant Mortality Rate (IMR)?(2009) 13 45 42

Under-five mortality rate® (2009) 16 59 60

Maternal mortality rate (MMR)< (2008) 39 240 260

Notes: a: Probability of dying by age 1 per 1,000 live births; b: Probability of dying by age 5 per 1,000 live

births; c: Per 100,000 live births.
Source: WHO, World Health Statistics 2011.

As evident from Figure 6.2, total health
expenditure as a percentage of GDP has been
not more than 4.5 per cent over the years for
Sri Lanka, whereas the global figure stood at
9.7 per cent in 2007.22 General government
expenditure on health as a percentage of total
government expenditure is 8.5 per cent, while
per capita health expenditure was US$ 68
for Sri Lanka in 2007.2° The global figures
read as 15.4 per cent and US$ 802, respec-
tively.

At end 2009, the public sector health
workforce was estimated at 107,560 (54,917
at Line Ministry Institutions and 52,643 at
Provincial Institutions).?* As at end 2007,
there were 11,023 medical officers (MOs)
and 31,466 nurses serving at 615 government
hospitals with total bed strength of 68,694.%

In 2007, the Ministry of Healthcare and
Nutrition published a Health Master Plan
(HMP) for 2007-2016, with the aim of

Figure 6.2
Total Expenditure on Health: 1995-2008

% of GDP

"
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Source: http://www.who.int/nha/country/lka.xls.

N

2 This includes both public and private expenditure on health.

2 WHO, World Health Statistics 2010.
4 http://203.94.76.60/nihs/BEDS/Manpowersum-09-12-31.pdf .
% Ministry of Health, Annual Health Bulletin 2007.

»
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providing the policy and strategic framework participation in maintaining their
for the development of an innovative health health;

system by 2016. The main objective is to e To improve the management of
improve the health status of the country and human resources for health;

reduce inequalities. This is to be achieved e Toimprove health financing, resource
through five strategies, namely: allocation and utilization; and

e To strengthen stewardship and
management functions of the health
system.

e Ensure the delivery of comprehensive
health services, which reduce the
disease burden and promote health;

e Empower communities (including

. The government's overall development frame-
households) towards more active

work also identifies some major challenges

Table 6.4
Distribution of Health Facilities by District: 2005 and 2007

District Govt. Govt. Govt. Specialists | Medical Nurses per

Medical Hospital Hospital in Officers per 100,000

Institutions Beds Beds per Curative 100,000 Population

with 1,000 Care Population

Specialties? Population

2007 2005

Colombo 9 12,126 4.9 229 128.2 230.1
Gampaha 4 6,078 2.8 75 39.2 73.5
Kalutara 4 2,773 2.5 32 40.1 77.1
Kandy 4 6,686 4.8 83 90.3 176.2
Matale 2 1,661 3.5 26 40.8 82.2
Nuwara Eliya 1 1,803 2.4 17 8.8 20.2
Galle 3 3,314 3.2 58 68.5 124.0
Matara 2 2,286 2.8 24 37.2 84.2
Hambantota 4 1,624 2.9 22 29.0 51.1
Jaffna 2 2,455 4.1 11 42.1 65.8
Kilinochchi 1 378 2.6 0 10.3 14.5
Mannar 1 481 4.7 0 33.3 40.4
Vavuniya 1 463 2.8 7 45.5 58.6
Mullaitivu 0 472 3.3 0 5.0 17.0
Batticaloa 3 1,484 2.8 15 26.4 72.5
Ampara 5 2,429 1.3 28 41.4 82.5
Trincomalee 3 1,185 3.3 12 36.9 48.5
Kurunegala 3 4,814 3.2 48 26.9 93.9
Puttalam 3 1,489 2.0 30 54.7 64.9
Anuradhapura 3 3,198 4.0 28 43.2 88.0
Polonnaruwa 2 1,291 3.3 16 51.2 110.6
Badulla 3 3,390 4.0 40 25.5 95.3
Monaragala 1 1,376 3.2 9 34.7 53.0
Ratnapura 4 3,193 2.9 19 32.9 81.0
Kegalle 4 2,245 2.8 23 36.8 52.8
Sri Lanka 72 68,694 3.4 852 45.6 95.8
Note: a: Teaching hospitals, provincial hospitals and base hospitals.

Source:  Ministry of Health, Annual Health Bulletin, 2004/2005 and 2007.
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Table 6.5
Sanitary Conditions and Mortality Rates by Sectors

Sector/ Percentage Distribution of Households by Safe Mortality Rates
District Access to Drinking Water and Availability of (2003)
Toilets (2006/07)
Main Source of Availability of Toilets Under 5 Infant
Drinking Water Mortality Mortality
Safe Not Exclusive Sharing No Rate? Rate?
(%) Safe for with Toilet
(%) Household Household Facilities
(%) (%) (%)
Sri Lanka 84.8 15.2 89.1 7.3 3.6 21 15
Sector
Urban 97.7 2.3 86.5 9.7 3.8 19 10
Rural 85.0 15.0 90.9 6.0 3.0 23 19
Estate 46.2 53.8 67.7 20.5 11.8 33 29
Note: a: Per 1,000 live births.
Sources:  DCS, HIES 2006/07 and Demographic and Health Survey 2006/07.

in the health sector, namely: (a) responding
to a changing disease and demographic
pattern, (b) human resource management,
(c) improving responsiveness, and (d) address-
ing the needs of vulnerable groups.?®

6.3.2 Equity Issues in Health

Disparities in the distribution of health
resources are prevalent despite the fact that
ensuring equal opportunities in accessing
health services across the country is a key
component of inclusive growth. There are
wide disparities in health resource availabil-
ity (physical as well as human) between
districts (Table 6.4). Colombo district, the
richest district of the country with a PHCI of
5.4 per cent,” is well-served by having 9
medical institutions with specialties, nearly
20 per cent of total hospital beds and 25 per
cent of the specialists in curative care. Fur-
ther, Colombo district has the highest num-
ber of MOs and nurses per 100,000 popula-
tion. However, the figures from the poorest
districts (e.g., Nuwara Eliya, Monaragala and

Ratnapura with a PHCI of 33.8, 33.2 and
26.6 per cent, respectively) and previously
conflict-affected areas of the N&E indicate
wide disparity in health service availability
relative to other districts.

Sri Lanka is also seeing disparities in access-
ing basic sanitary needs. Here, access to safe
drinking water and availability of toilets is
considered a key indicator. Considering
national level figures, it may be concluded
that Sri Lanka is at a satisfactory level by
achieving 85 per cent of access to safe
water, 96 per cent in availability of toilets,
and low rates of mortality (Table 6.5).
However, the situation differs across sectors
with the estate sector lagging behind other
sectors in almost all indicators. More than a
half of the estate population does not have
access to safe water and 12 per cent are left
without toilet facilities.

There are also disparities in health and
nutritional outcomes to be found. Even though

2 DNP, 2010, Mahinda Chinthana; Vision for the Future, Ministry of Finance and Planning.

27 DCS, HIES 2006/07.
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Figure 6.3
Child Nutrition and Health Status by Wealth Quintile: 2000 and 2006/07
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Sri Lanka has implemented various nutritional
programmes, 50.7 per cent of the country's
population is estimated to receive below 2030
kilocalories (kcal) level of Daily Dietary
Energy Consumption (DDEC).? Even the non-
poor people in the urban and rural sector
consume less than the required level. As
evident from Figures 6.3 and 6.4 - depicting,
respectively, the nutrition status of children

by wealth quintiles and by sector - it is clearly
observed that although the nutrition status
of the poorest quintile has improved from
2000 to 2006/07, the gap between the poor-
est and the richest remains almost at the same
levels for all the indicators. Another notable
observation is that the nutrition status of the
children from the richest quintile has
deteriorated slightly over the same period

Figure 6.4
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% Ibid.
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(despite a marginal increase in all the
indicators in the richest quintile). This
indicates the country as a whole is facing a
nutrition problem regardless of the wealth
status of individuals.

When child nutrition by sector is considered,
the prevalence of being underweight, stunted
and wasted is high among estate children
(Figure 6.4). Further, the nutrition status of
estate children has also not improved over
the years in a significant manner. Even in the
other sectors, a marked improvement cannot
be observed.

6.3.3 Emerging Needs and Current
Policies

Re-establishing health services in previously
conflict-affected areas is one of the major
challenges that the health sector faces at
present, recognized by the Health Master Plan
of 2007. Damage to health infrastructure, lack
of human resources and other supportive
facilities such as medical supplies and equip-
ment, a breakdown of preventive and
promotive services, etc., are major
constraints. The health challenges are also
more complex in view of conflict-related
psycho-social problems that have to be taken
into consideration. Development and
allocation of human resources for health have
being identified as one of the most crucial
strategies for effective reconstruction of health
service systems in conflict-affected areas of
the country.?

In addition to specific needs of conflict-
affected populations, Sri Lanka is also facing
an epidemiological transition, experiencing
a change in the pattern of causes for deaths.
The number of deaths attributable to mater-

Education and Health Services for Sustainable Growth

nal and child health and infectious diseases
have declined over the years, whereas deaths
due to non-communicable diseases (NCDs)
- such as ischaemic heart disease, strokes and
cancer - have increased greatly. At present,
nearly 90 per cent of the country's disease
burden is attributed to NCDs. In the past
half-century alone, the proportion of deaths
due to circulatory disease (such as heart
disease and strokes) has increased from 3 per
cent to 24 per cent, while that due to infec-
tious diseases has decreased from 42 per cent
to 20 per cent.®® Ischaemic heart disease
was ranked as the number one leading cause
for hospital deaths in 7 districts of the coun-
try in 2000, and by 2007, this had become
the number one leading cause in hospital
deaths in 15 districts.’

Health hazards due to natural disasters and
climate change is another emerging challenge
for the health sector. Apart from the deaths
and disabilities caused by natural disasters,
health issues related to climate change are
reported more frequently than before.
Problems in accessing safe drinking water,
outbreaks of vector and water borne diseases
(dengue, diarrhoea), increased rate of
respiratory disorders (due to dust and cold
waves), more communicable diseases (skin
diseases, typhoid fever), and malnutrition
(due to food inaccessibility) are some of the
outcomes. Psychological problems due to the
loss of dwellings, habitat and income and
loss of family members could also arise.
Sanitation issues and other social problems
arise as populations are displaced due to
extreme weather events.

Amidst emerging new sources of health
concerns, Sri Lanka is also facing major

2 Mari Nagai, M., S. Abraham, M. Okamoto, E. Kita and A. Aoyama, 2007, “Reconstruction of Health Service Systems in the Post-conflict
Northern Province in Sri Lanka”, Health Policy, Vol. 83, pp. 84-93.

30 Engelgau M., K. Okamoto, K.V. Navaratne, and S. Gopalan, 2010, “Prevention and Control of Selected Chronic NCDs in Sri Lanka:
Policy Options and Action”, Health, Nutrition and Population (HNP) Discussion Paper, World Bank.

3 Ministry of Health, Annual Health Bulletin, 2000 and 2007.
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demographic transitions that clearly hold
implications for the health sector. The
country is undergoing a demographic transi-
tion, where the population stabilizes at low
birth rates and low death rates. If this trend
persists, by year 2041, 25 per cent of Sri
Lanka's population will be in the above 60
year age category.? This means that there
will be more demand for health needs from
the aged population in the future.

As such, private sector involvement is going
to be very critical in providing effective and
efficient health care service. However, in Sri
Lanka, private sector involvement in health
is largely concentrated in the Western
Province with around 60 per cent of total
private hospitals, and 75 per cent of total
private hospital beds in 2008.33 Whilst this
'urban bias' is understandable from a private
sector perspective, it leaves many other parts
of the country without access to private
sector investment to develop health services.

6.3.4 Current Policies and Programmes

Sri Lanka has taken several initiatives to
increase food consumption and ensure
adequate nutrition intake among households
and individuals. The main intervention has
been the 'Thriposha' (a pre-cooked cereal
based food) national programme, made avail-
able to pregnant and lactating women
during the first 6 months and infants between
6-11 months of age. It is estimated to cater
to nearly 580,000 beneficiaries.** Another
major intervention by the government is food
assistance to populations affected by the
conflict in the N&E, including displaced
persons. The value of food assistance ranges
between Rs.336 for families consisting of one
individual to Rs.1,260 for families of five

persons per month.*> A school-feeding
programme under which poor children are
given a hot meal in school, and provision of
a food package for expectant mothers
('poshana malle') are some other interven-
tions. In addition, a 'National Nutrition
Surveillance System' was launched in 2008
to obtain timely data at provincial and
central level. The government has already
launched a 'National Nutrition Policy' for
the period 2008-18.

The government has also identified the
gravity of NCD-related health challenges and
taken several policy initiatives. A 'National
Policy and Strategic Framework for Preven-
tion and Control of Chronic Non-communi-
cable Diseases' was approved by the
Cabinet in 2010. In the Budget 2011, an
additional allocation of Rs. 900 million was
made (approximately 1.5 per cent of total
expenditure allocated to Ministry of Health
in 2011) for a three year Action Plan
targeting the control of NCDs, to be
implemented from 2011 through improve-
ments in the primary healthcare system.

6.4 Conclusion and Policy Implications

Ensuring equal opportunities in accessing
education and health services across the
country is a key component of inclusive
growth. However, there are wide disparities
in both the education and health sectors in
terms of accessibility as well as resource
availability that results in disparities in out-
comes. As discussed in the previous sections,
disparities have been identified in the
education sector in terms of access quality
as well as distribution of resources. Dispari-
ties in access to education are higher beyond
the primary level, particularly at the

32 DeSilva, W.1., 2007, “Beyond Twenty Million: Projecting the Population of Sri Lanka 2001-2081”, Demographic Transition and

Pension Series No.6, IPS.

3 IPS, 2011, Census of Private, Co-operative and Estate Hospitals 2010.

3 Ministry of Health, Annual Health Bulletin 2007 .

3 IPS/UNDP, 2010, Millennium Development Goals Country Report 2008/09.



secondary and collegiate levels. Despite high
access, almost a fifth of the children do not
complete primary education at the appropri-
ate age. There are wide disparities in school
completion rates in major education cycles
across economic groups, gender, sector, and
provinces, while disparities rise for higher
education cycles. The estate sector and males
register the poorest performance in comple-
tion of compulsory and secondary education
cycles. Disparities in completion rates of
higher education cycles are also reflected in
the GCE (O/L) and GCE (A/L) success rates.
Lack of resources and teacher shortages are
worst for schools situated in less developed
districts, particularly schools in previously
conflict-affected areas and in remote
plantations.

Sri Lanka needs to improve enrolment at the
post-primary levels, particularly at the senior
secondary level. Particular attention should
be given to improving school cycle comple-
tion among poorer groups, males, and those
in the estate sector. Private sector participa-
tion can bring benefits. For instance, private
investment in university education -
operated under state regulation and standards
- could improve the quality of education
through competition, enhanced access to
university education and resource mobiliza-
tion, etc. Sri Lanka also needs to pay greater
attention to broader skills development
through the TEVT sector and tertiary
education.

Education and Health Services for Sustainable Growth

In the health sector, disparities are observed
in the distribution of health facilities and
resources. Sectoral discrepancies are evident
in accessing safe drinking water and avail-
ability of toilets, and in indicators such as
IMR and Under 5 mortality rate. Prevalence
of being underweight, stunted and wasted is
high among poor and estate children.

The development of social infrastructure has
been recognized as a key factor needed for
sustainable economic growth. As Sri Lanka
aims to accelerate growth, it is critically
important that the human capital needed to
compete globally is developed. This requires
that special attention be paid not only to
education but also to the country's health
system. A rapid demographic transition
resulting in an ageing population, and emerg-
ing health risks such as NCDs are major health
sector challenges, amidst efforts to rehabili-
tate education and health services in a post-
conflict environment. Although Sri Lanka has
a decentralized health system, prevalence of
regional/spatial disparities suggests that it has
not been used effectively. Lack of resources
in primary health care units - the dearth of
health personnel and other facilities (i.e.,
medical equipment and essential drugs) -
affects delivery of health care services,
especially in rural areas. This suggests that
the government should place greater empha-
sis on strengthening primary health care units,
which in turn would avoid creating bottle-
necks at the secondary and tertiary health care
units.
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7. Agriculture Sector and Challenges to Inclusive Growth

7.1 Introduction

Since the late 1970s, Sri Lanka's growth and devel-
opment objectives have been pursued through a rela-
tively liberal, open market policy regime. Whether
the resulting growth outcomes have helped all
sectors of the economy comparably is open to
debate. This is particularly pertinent in relation to
the agriculture sector which still employs 33 per cent
of Sri Lanka's total labour force but continues to have
a majority of the poor. However, the framework of
inclusive growth can provide a basis for inquiring
whether this process has helped the agriculture sec-
tor to develop on par with the other sectors of the
economy. This framework refers both to the ‘pace’
and ‘pattern’ of growth, which are considered
interlinked and therefore need to be addressed to-
gether for achieving a high, sustainable growth record,
as well as poverty reduction. For an economy to have
inclusive growth, both the pace which reflects the
rate of growth and the pattern that refers to equitable
growth in all sectors, should be attained together.
The analysis also focuses on ways to raise the pace of
growth by utilizing more fully, parts of the labour
force trapped in low-productivity activities or com-
pletely excluded from the growth process. As such,
the inclusive growth framework shows promise as a
model for evaluating growth processes where all sec-
tors are not equally benefitted.

Therefore, using the inclusive growth framework, this
Chapter attempts to examine whether the liberal and
export-oriented growth strategy adopted by Sri Lanka
has benefitted the rural agriculture sector compara-
bly with the rest of the economy. Agriculture in Sri
Lanka consists of the export-oriented plantation sec-
tor and the rural based food crop production sector.
Although both these are considered together in the
early part of the analysis, the food crop sector which
is larger and consists of a greater degree of poverty in
absolute terms, is given priority in the later sections.
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7.2 Economic Growth and Agriculture

As evident from Figure 7.1, the hitherto
dominant plantation agriculture sector was
progressively relegated to a much less
important position as a contributor to the
country's GDP over time. The outcome in
the food crop production sector was even
more drastic. Thus, the benefits of the initial
post-liberalization growth did not permeate
into the rural and plantation sectors where

Agriculture Sector and Challenges to Inclusive Growth

agriculture is the main economic activity and
source of livelihood. Further, growth in
industry was highly urban-biased and its ben-
efits accrued mainly to the urban and peri-
urban population. The 'inclusiveness' impli-
cations of these developments, in hindsight,
do not appear to be very persuasive. A more
concentrated effort to ensure a greater spread
of industries across the country following
further reforms in the early 1990s was a more

Figure 7.1
GDP Growth in Sri Lanka (1978-2010)
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positive development from an inclusive
growth point of view, albeit a fairly modest
improvement.'

Over the years, the relative contribution of
agriculture to GDP continued to decline due
to faster growth in industrial and services
sector (Figure 7.2). But this growth has not
helped the rural or agricultural sectors very
much due to lack of backward linkages.

Despite efforts to raise productivity and com-
petitiveness across economic sectors - e.g.,
declaration of 1996 as the 'Productivity Year'
and 1996-2006 as the 'Productivity Decade'
- there was no notable improvement in
sectors such as industry due to institutional
and macroeconomic challenges. Agriculture
continued to record slow growth, driven
primarily by expansion of cultivated extent
due to the Mahaweli development scheme.

In more recent years, Sri Lanka's services
sector has seen accelerated expansion and
its future prospects too are considered to be
relatively bright. Nevertheless, how inclu-
sive such growth could be is debatable. A
bulk of migrant workers leaving Sri Lanka
for employment overseas is predominantly
unskilled, and to a lesser degree semi-skilled
workers. The relatively less educated from
the rural agricultural sector constituted a
substantial portion of the migrants, and con-
sequently, the rural sector received tangible
economic benefits. At present, however,
services sector growth (both exportable and
local) is concentrated mostly on skilled man-
power. Until and unless the agricultural and
non-agricultural rural labour force is provided
with educational and vocational training
facilities that enable them to enter this
category, services led growth may result in
growth that is not inclusive. The anticipated

services sector driven growth might be
realized in the short run by employing
unemployed and underemployed youth from
the urban and semi-urban sectors. Whilst the
pace of growth could be appropriate in the
short run, its pattern - i.e., providing oppor-
tunities for the majority of the labour force -
may not be appropriate from an inclusive-
ness point of view.

As services growth picked up, Sri Lanka's
agriculture sector has almost stagnated in
absolute real terms. Although the relative
contribution of agriculture to GDP declined
sharply with faster growth of other sectors, it
has seen Sri Lanka through a global food
crisis without plunging the country into
social and political turmoil. When it comes
to food production, it is not the proportion
but the absolute values that matter. This
clearly suggests that growth of the food
production sector has to be maintained at a
reasonable level in the present context of
growing food insecurity in the world. To do
this successfully, the agriculture sector has
to be an integral part of an inclusive growth
strategy. Whether this has been the case in
Sri Lanka during the last 30 years has to be
examined in detail.

7.3 Employment and Poverty

7.3.1 Growth and Distribution of
Employment

The major conduit which transmits the
benefits of economic growth to the masses
is growth of productive employment.? Sri
Lanka's rate of unemployment has been
declining steadily over the years to reach the
lowest recorded rate of 4.9 per centin 2010
(Table 7.1). During 2000-10, the labour force
grew by 17 per cent. However, yearly labour
force growth rates show that the labour force

' Other significant developments that influenced Sri Lanka’s growth process came via multilateral tariff liberalization commitments under

the WTO and other bilateral FTAs.

2 Asomewhat restrictive assumption is made that all recorded employment is of a ‘productive employment’ category.
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is growing at a declining rate despite an
increase in the working age (15 and over)
population.? A decrease in the labour force
participation (since 1990) is mainly respon-
sible for this trend.

The share of the agricultural sector in total
employment has declined from a high of over
50 per centin 1977 to 33 per cent in 2010.
There are of course fluctuations from year to
year depending on annual volumes of
agricultural production. Although there was
atendency to increase labour absorption into
‘agriculture development' (as opposed to the
'agricultural sector'),* due to large agricul-
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tural development projects, particularly the
Mahaweli project, this was a temporary
phenomenon that ended in the late 1980s.
A more sustainable generation or growth of
employment as a result of such projects was
relatively lower as the people who were
provided with irrigation or received lands
were those who were already engaged in
agriculture and, therefore, listed as employ-
ees in the agricultural sector.

The decrease in the agricultural labour force
from the late 1970s is usually attributed to
labour absorption into the growing industry
sector first, and later into the services

Table 7.1
Key Statistics of Labour Force
1971 1981 1990 2000 2002 2004 2006 2008 2009 2010
Labour force (‘000 persons) n.a. 4,500 5915 6,827 7,145 8,061 7,599 7,650 8,074 8,108
LFPR® (%) 354 33.8 50.7 50.3 503 48.6 51.2 50.3 48.7 48.1
Male 50.7 494 67.2 67.2 679 66.7 68.1 67.6 66.6 67.2
Female 19.1 17.6 34.7 339 33.6 31.5 35.7 350 32.8 30.7
Employment status® (%)
Employees - Public sector 13.4 13.4 13.0 13.4 149 15.2 14.3
. 66.6 67.2 55.7
Private sector 429 445 46.4 421 411 4241 41.2
Employers 3.1 1.7 1.5 23 2.8 2.9 3.1 3.0 2.6 2.6
Self-employed 25.4 284 298 284 286 283 308 30.2 29.2 31.5
Unpaid family 5.2 26 13.0 13.0 10.7 94 10.5 108 10.6 10.4
workers

Composition by economic activity (% of total)
Agriculture 50.1 459 47.7 36.0 34,5 33,5 32.2 32.7 326 32.7
Industry 12.8 185 20.5 23.6 209 228 26.6 263 25.1 24.2
Services 28.5 35.6 31.8 40.3 44.7 43.7 41.2 41.0 423 43
Unemployment rate (%) 14 179 163 7.6 8.8 8.3 6.5 5.2 5.8 4.9
Male n.a. 13.1 12,5 5.8 6.6 6.0 4.7 3.6 4.3 3.5
Female n.a. 32.0 235 11.1 129 128 9.7 8.0 8.6 7.7

Note:

a: Labour Force Participation Rate; b:Includes unspecified employment of 0.8 per cent for 1971.

Sources: DCS and CBSL, Annual Report, various issues.

3 Samaratunga, P.A., 2010, “Impact of Global Economic Crisis and Agriculture Sector in Sri Lanka”, paper presented at a conference on
“Global Economic Crisis and its Impact on South Asian Agriculture”, Beijing, 2010.

4 The agriculture sector is defined to consist of resources and employment involved in (annual) agricultural production. A large segment of
population working in expansionary development projects are not considered to be a part of the agricultural sector, but rather as a part
of the construction sector. The agricultural development sector above is defined to include those who are engaged in such development

activities as well.
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sectors. In addition, out-migration of Sri
Lankan labour for employment abroad
contributed to this change as well, especially
from the mid-1980s. But, for such labour
absorption to be inclusive in nature, the
employment generated should be of high
quality, belonging to the productive employ-
ment category. The lack of strong backward
linkages from the industrial expansion that
followed liberalization - particularly in key
export sectors such as garments - hampered
the generation of productive employment.
The rural and agricultural labour was not ready
to benefit from industrial growth as they
lacked the skills needed by most industries
except the garment industry. The employment
created was also largely related to activities
like import trading which is of a less
productive nature.

On the other hand, those who are employed
in the agricultural sector may not be consid-
ered as fully employed because, even in the
current state of apparent labour shortages in
the rural sector, the jobs available are largely
seasonal and do not secure year-round
employment. These characteristics of
employment generation cast serious doubts
on the validity of assuming that all employ-
ment growth is in productive employment -
a necessary condition for inclusive growth.
Even at present, informal sector employment
accounts for over 60 per cent of total
employment in Sri Lanka. These develop-
ments suggest that Sri Lanka's workforce
remains vulnerable to socio-economic
stresses in the event of job lay-offs. Thus,
the nature of employment that is generated
matters for inclusive growth, particularly
where surplus rural agrarian labour needs to
be absorbed by other more dynamic sectors
of the economy.

7.3.2 Land and Rural Poverty

Poverty levels in Sri Lanka have been declin-
ing over time, with the highest drop recorded
between 2006/07 and 2009/10. Whilst rural
poverty too has also been on the decline, at
any given time, the percentage of the poor in
rural areas appears to be greater than in the
urban sector (and less than in the estate
sector). In absolute numbers, the rural popu-
lation below the poverty line is higher
compared to both urban and estate sectors.
For example, in 2009/10, out of 1.8 million
poor people in Sri Lanka, 1.5 million are
estimated to be from the rural sector. The
agriculture sector still has the highest
absolute number of poor people in Sri Lanka.

Poverty has its roots in low endowments.
Amongst other factors, the rural poor lack
land, physical and liquid capital, education
and social standing, etc. In the Sri Lankan
rural sector where 60 per cent of the popula-
tion depends on agriculture, rural poverty is
synonymous with agricultural poverty.
Although many factors contribute to poverty
in agriculture, scarcity of land can be singled
out as the major cause of poverty.

Table 7.2 provides information of land
ownership by all land holdings as well as
that of rice and highland as well.” The
largest proportion of the poor is the land-
less. Those with no land in the rice sector
appear to be among the worst of the poor in
this category. This is partly because earnings
from casual employment from rice are low
as rice is a low-income crop in many parts
of the country, and wage rates are also lower
consequently. In all land holding size classes,
contribution to poverty decreases with
increasing size of holdings. The data also
shows that size of landownership is highly
skewed. The proportion of those who own
lands larger than 4 acres is small. Landless-

> Asland is the major asset of farmers, as well as non-farmer inhabitants in rural Sri Lanka, access to land is used here as a proxy for access

to assets.
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Table 7.2
Incidence of Poverty by Land Holding Size (1995/96)
Land Size Incidence of Poverty (%) Population
All Land Holdings? Rice Land Holding Highland Holding Share of
Index Contribution Index Contribution Index Contribution Total Land
Landless 29.3 16.0 27.5 79.4 29.3 16.8 14.7
0<1/8 23.4 14.2 24.9 0.4 23.3 14.7 16.3
1/8 — 1/4 20.8 8.4 24.9 1.2 20.8 8.8 10.8
1/4 - 1/2 28.4 13.3 24.1 3.3 28.2 14.8 12.6
B <1 30.8 17.3 28.7 6.3 29.9 19.3 15.1
1-<2 28.3 14.4 24.1 4.6 28.7 15.3 13.7
2-<3 31.0 8.2 24.7 3.5 31.9 7.3 7.1
3-< 4 28.5 4.4 18.7 0.7 23.3 1.3 4.1
4-<5 20.4 1.5 10.9 0.1 12.1 0.4 2.0
5-<10 15.8 1.5 11.7 0.3 16.1 0.6 2.5
10- < 20 16.9 0.4 15.6 0.1 21.2 0.4 0.6
> 20 21.7 0.5 33.5 0.2 17.7 0.3 0.6
Note: a: All holdings of rural and estate sectors.

Source:

Gunewardena, D., 2000, “Consumption Poverty in Sri Lanka, 1985-1996: A Profile of Poverty

Based on Household Survey Data”, mimeo.

ness and uneconomical small holdings have
been an ever worsening problem in the 20th
Century in Sri Lanka due to a continuously
growing population. Before 1950, however,
this problem was redressed through
developing unutilized land in the dry zone
and settling people from highly populated
areas. But, by the late 1970s, Sri Lanka had
almost exhausted this potential. Despite the
accelerated Mahaweli development
programmes, extremely limited availability
of developable land restricted the allotment
size of new settlers to 2.25 acres, as against
8 acres per family in early settlements. Thus,
efforts at inclusive growth outcomes were
often hampered by natural resource
constraints.

7.4 Agriculture Sector Growth

Despite constraints faced, agriculture
continues to be an important sector of the
Sri Lankan economy in terms of its contribu-
tion to GDP, employment and income.
Whilst the absolute contribution of this sec-
tor to GDP has more than doubled over the

period 1978-2010, its relative contribution
has declined from 23 per centto 12 per cent
in 2010 over the same period. The composi-
tion of the contribution of different sub-
sectors of agriculture shows that rice is the
single crop that has consistently been respon-
sible for the highest share, but at the same
time recording the steepest decline over the
years. This indicates that the food crop
sector - amply represented by rice - has
declined more severely in its GDP contribu-
tion, compared to the plantation crops. The
rest of the discussion will, therefore,
concentrate on the food crop sector which
appears to have been the least included in
Sri Lanka's growth process in recent decades.

7.4.1 Food Crop Sector Growth

The requirement of crop based food items in
Sri Lanka are met with local production as
well as imports. Currently, more than three-
fourths (77 per cent) of food commodities
are produced domestically, while slightly less
than one-fourth (24 per cent) is imported
(Table 7.3). The amount of food exports from
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Table7.3
Annual Average Food Availability by Major Food Commodity Groups (2000-09)
Commodity Gross Production Exports and Change Imports
Group Availability in Stock
Qty Qty. % Qty. %
(000 Mt)| Availa- | (000 Mt)| Availa- | (000 Mt) | Availa-

bility bility bility
Cereals 3354.8 3144.9 93.8 292.4 | 34.6 889.3 | 26.5
Roots, tubers
& other starchy 417.2 377.4 90.5 65.0 | 15.6
food
Sugar 557.9 49.8 8.9 492.3 | 88.2
Pulses & nuts 147.5 34.0 | 23.9 113.5 | 76.9
Vegetables 989.7 863.8 87.3 22.1 2.2 64.8 6.5
(incl. onions)
Fruits 365.3 328.1 89.8 4.2 1.2 419 | 11.4
Meat 121.2 119.3 98.4 0.1 0.1 2.0 1.7
Eggs 55.4 53.3 96.1
Fish 369.2 308.5 83.6 48.6 | 13.2 76.1 | 20.6
Milk 271.2 213.0 78.5 77.3 | 28.5 58.2 | 21.5
Oils & fats 986.4 1026.8 |104.1 107.5 | 10.9 16.3 1.6
(incl. coconut)
Total 7635.9 6518.9 85.4 552.2 0.7 1327.2 174
Notes:  The availability does not add up to 100 as other elements such as losses, net change in annual

stocks, etc. are excluded.

Source: DCS, Food Balance Sheet, various years.

total domestic food production is very insig-
nificant at just over 1 per cent. At individual
commodity level, local production of all
major crop based food items except wheat
flour, other cereals, sugar and pulses and nuts
which are imported in bulk quantities,
exceeds 75 per cent of total availability.®

Although food imports have been increasing
in both volume and value in absolute terms,
their share in total imports and total exports
have been declining slightly. Food imports
as a percentage of total imports has declined
from 9.3 per cent in 1977-80 to 7.3 per cent
in 2007-10, and food imports as a percent-
age of total value of annual food consump-
tion has declined from 12 per cent to 10.7
per cent for the same period. This shows
that Sri Lanka has brought down its import

¢ Computed based on DCS, Food Balance Sheets, various years.
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dependence for food over the last 35 years
and credit for this should go to the domestic
food production sector. However, it is worth
examining under what conditions this growth
took place, and how far it was included in
the overall growth process of the period.

As Table 7.3 indicates, even the politically
coveted goal of food self-sufficiency has not
yet been achieved in Sri Lanka even after de-
cades of agricultural development efforts. But
this is not to say that the food crop produc-
tion sector has not expanded and developed.
Table 7.4 provides an insight into the do-
mestic food production sector as well as
some of its problems. The extents cultivated
by major food crops have been constant since
2000 but this level is considerably higher
compared to the 1970-79 period mainly due
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to new land being brought in under the
Mahaweli development project.” The near
constancy since 2000 is due to the lack of
new arable land to be brought under agricul-
ture.

Presently, 1.2 million hectares of high land
and 0.7 million hectares of low land are avail-
able for crop production, and about 80 per
cent of this total arable extent is annually
cultivated. As such, even under most
favourable economic and natural environment
conditions, only a 20 per cent increase in area
cultivated can be expected. Under the
currentyield levels, therefore, production can-
not reach the national requirement even
under the present levels of per capita food
consumption. As the population is growing
at 1.1 per cent annually and per capita
income is rising at 15 per cent per year,® the
national requirement will be rising constantly
in the years to come, and consequently, area
expansion will not be a solution to this
growing food requirement.

Possible solution to this problem from the
domestic production and farm income fronts
should, therefore, come through vyield
improvement. Table 7.4 shows that the yield
levels of domestically grown food crops have
been stagnant for nearly 20 years at levels non-
impressive even by developing country
standards, except for rice. This situation has
been a result of a severe lack of investment
on agricultural research and extension in Sri
Lanka since the late 1970s.

Figure 7.3 depicts public spending on
agricultural research as a percentage of
agricultural GDP in Sri Lanka over the years.
The investment in agricultural research had

an upward trend during the green revolu-
tion starting around 1970s. It is clear that
this investment started declining in the late
1970s - coinciding with the opening up of
the Sri Lankan economy - and continued on
a negative trend thereafter. This has been as
low as 0.6 per cent of agricultural GDP of
the country as against the internationally
accepted standards of around 4 per cent.
Figure 7.3 also indicates that the yields of
rice and other important food crops started
stagnating following this turn of events, after
along period of impressive growth. The yield
stagnation combined with the restriction of
area expansion to an apparent maximum at
the completion of the accelerated Mahaweli
diversion programme brought the growth of
food crop production sector to a halt (see
Table 7.3).

The impact of stagnant crop production tech-
nology is reflected in declining profitability
(Table 7.5). Profitability in nominal terms
may be stagnant or increasing slightly in
some cases, but they have been declining
in real terms over recent years. In fact, these
are financial net returns and the effects of
government interventions are not netted out.
Consequently, the social net returns would
be even lower as the agricultural sector of
Sri Lanka is supported by incentive prices
and a fertilizer subsidy. The impacts of these
subsidies on productivity are questionable
but their income distribution effect is the
intended benefit: an unsustainable surrogate
for inclusive development. This leads to the
conclusion that agricultural policy during
recent years, with the exclusion of the
irrigation subsidy, has not helped the food
crop production sector of Sri Lanka to grow
on par with the rest of the economy.

7 Land and irrigation development programmes have been undertaken since 1930 up to the final stage of the Mahaweli river diversion
scheme completed in the early 1990s, marking the end of an era of area expansion in agriculture in Sri Lanka.

8 On the basis of the average percentage change in per capita GDP for the period 2000-07.
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Figure 7.3
Investment in Agricultural Research and Extension and Productivity Growth
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Low productivity, combined with small farm
sizes averaging at 0.48 ha,® do not provide
an adequate income for farmers to meet their
consumption needs, let alone to invest on
farm improvements and innovations. In fact,
as evident from Table 7.5, private net returns
in real terms have not increased over the last
two decades. Under these circumstances,
agriculture survives due to direct and
indirect support measures provided by the
government, and partly due to lack of alter-
native employment opportunities in the non-
farm sector. The economic costs of these
measures are a reflection of the unsustain-

9 DCS, Census of Agriculture 2002.

able and misdirected measures adopted by
governments to maintain domestic food crop
production. This is far from any acceptable
notion of inclusive growth.

Under the liberal, open economic model,
the rural agricultural sector could have been
comfortably accommodated by converting
the less productive traditional food crop
sector into a competitive export crop
production sector through diversification.
This called for increased investment in re-
search and development (R&D) on diversi-
fied agriculture. Unfortunately, reduced in-
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Table 7.5
Profitability of Some Major Food Crops in Sri Lanka: 1990-2007 (Rs/ac)
Paddy Maize
Nominal Real? Nominal Real?
NRAIC  NRBIC | NRAIC NRBIC NRAIC  NRBIC NRAIC NRBIC
1990 1364 4412 1364 4412 n.a n.a n.a n.a
1993 -422 3556 -304 2558 -1341 2190 -959 1576
1996 -1894 2560 -981 1326 n.a n.a n.a n.a
1999 -845 4839 -342 1959 769 8032 311 1797
2002 -1250 3558 - 380 1081 6582 14420 2001 4283
2006 3171 11252 665 2415 8368 22129 1754 4639
2007 6902 11045 1225 1962 8671 15975 1540 2837
Potato Gingelly
Nominal Real? Nominal Real?
NRAIC  NRBIC | NRAIC NRBIC NRAIC  NRBIC NRAIC NRBIC
1990 47555 52632 | 47555 52632 538 1915 538 1915
1993 n.a n.a n.a n.a 1479 3244 1064 2334
1996 18801 42323 9741 21929 5059 8004 2621 4147
1999 24807 36248 10043 14675 n.a n.a n.a n.a
2002 95146 110630 28920 33636 1394 8576 424 2606
2006 70873 127897 | 14858 26812 1899 10171 398 2132
2007 n.a n.a n.a n.a 1919 6058 341 1076
Note: a: Deflated using the food component of the CCPI (1952 =100); NRAIC = Net Returns After

Adding Inputed Costs; NRBIC = Net Returns Before Adding Inputed Costs; n.a. = Not Availalbe.

Source: CBSL and Department of Agriculture, Cost of Cultivation Report, various years.

vestment in any form of agricultural tech-
nology generation and a continuation of the
traditional political objective of self-suffi-
ciency in food through area expansion alone,
proved insufficient. A key  opportunity of
including agriculture in Sri Lanka's expanded
growth process was missed due to inconsis-
tent policy directions.

7.5 Where things Went Wrong

The overall conclusion that can be drawn
from the preceding discussion is that the rural
agricultural sector has not received its fair
share from the growth process under a
liberal market economic framework. The
growth process, as was mentioned earlier,
could be right in its pace, but wrong in
pattern.
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The reasons for the wrong pattern were three-
fold. The first was the preconception that
the open economy, export-led growth
process has no place for rural agriculture
which was oriented towards domestic food
production. High expectations of enhanced
foreign exchange earnings from expanding
industrial and services sectors, combined
with declining food prices in the world
market in the 1980s and 1990s could have
contributed towards such reasoning. What
was ignored here is that the rural agricultural
sector could be a part of export-led growth if
necessary product diversification was
promoted. What was unforeseen, on the other
hand, was that the rosy prospects for the world
food market were short-lived due to growing
demand for food worldwide, and under-
investment in agricultural research by national



governments as well as the international
donor community. A gradual rise in food
prices that started around 2000 gathered
momentum in 2008, resulting in a renewed
interest in domestic food production in
almost all food importing countries.

A second reason, was the expectation that a
rapidly growing industry and services sectors
would absorb the surplus rural labour force
so that they would be 'included' in the
growth process from early on. The above
discussion assessed why this prospect was
not realized - i.e., lack of backward linkages
and skills mismatches of the rural populace
for the jobs made available.

A third reason for the non-inclusiveness was
the adoption of inconsistent policy objec-
tives and strategies. While export promotion
was the policy for the industrial sector,
import substitution and self-sufficiency was
the policy for rural agriculture. No attempt
was made to exploit the opportunities opened
by liberalization for agricultural exports. Even
the objective of self-sufficiency was attempted
through area expansion with non-viable
small holdings, while the mandatory tech-
nological change process was crippled by
severe under-investment. The result was
stagnation of productivity and income of the
rural farming community, leading to high
incidence of poverty.

7.6 Way Forward

The way forward is mainly in the correction
of past mistakes - making the pattern right
through necessary structural change. The first
step in this direction is to get the right per-
spective. As over one-third of the popula-
tion is agriculture-dependent, and the
employment opportunities offered by the
present industrial and services sector growth
are not directly accessible to the rural (and
mainly agricultural) poor, the present struc-
ture of the Sri Lankan economy is not likely
to undergo a drastic change in the near

Agriculture Sector and Challenges to Inclusive Growth

future. The rural agricultural sector will
remain in its present form with only moder-
ate changes in the medium run. On the other
hand, even within a non agriculture-led
export growth process, there is a niche for
rural agriculture - firstly, as an export-oriented
venture, and secondly, as an undertaking to
ensure food security.

In this context, Sri Lanka's current develop-
ment efforts are likely to offer mixed results
in terms of its agricultural development ori-
entation. On the positive side, the strong
political will to lay an overall policy foun-
dation encompassing the rural sector in the
country's growth process is encouraging. The
increased sensitivity shown by the state, par-
ticularly in the light of growing global food
shortages in recent years, towards solving the
food security problem in the country is
another positive sign. Although not a direct
input to agriculture, the present drive to
improve rural infrastructure, particularly
rural road networks, also holds significant
potential to promote rural agricultural
growth. In spite of these positive attributes,
rural agriculture in Sri Lanka is still suffering
from some major deficiencies that thwart its
growth, in parallel to industrial and services
sectors.

The main drawback is in relation agricultural
investment. The role of public investment is
of paramount importance in this regard as
rural agriculture depends largely on public
goods. Hitherto ignored research and exten-
sion have to be revived with the dual objec-
tives of enhancing domestic food production
and developing an export-oriented agricul-
ture sector. Neglect of agricultural research
and extension over recent decades was mainly
due to the industry bias in economic policy,
and too high expectations of policy makers
that industrial growth would generate
employment and absorb the surplus agricul-
tural labour force. Further, it was also
expected that private sector investment would
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substitute for public sector investment, at least
partially.’® However, despite the importance
given to developing the rural sector, these
issues continue to remain unaddressed.

Indeed, what Sri Lanka's agricultural sector
needs at this stage is complementary invest-
ment. Physical infrastructure and skilled
manpower needed for developing new
agricultural technology is already present in
institutions such as the Department of
Agriculture and the Department of Export
Agriculture. What is needed is a compara-
tively limited additional investment to
activate existing resources to generate new
agricultural technology. Significant invest-
ment in irrigation and land development has
already taken place over many decades.
Presently, further investments are being made
in rural roads and IT facilities. All these can
yield optimal returns only if complementary
technological inputs are in place.

Developing international competitiveness
may not be the aim in the case of domestic
food production, but depreciated agricultural
incomes have to be raised without burden-
ing consumers. In the case of export promo-
tion, however, research should look into
diversifying uneconomical traditional food
crop production into high value, labour-
intensive products with comparative advan-
tage, such as horticultural products. In
addition to such horizontal diversification,
vertical diversification in food processing is
another avenue to utilize surplus labour avail-

able in farm households. The SME sector may
be integrated into this process generating rural
non-farm employment. The bottom line of
all these, is increasing land and labour
productivity in the rural agricultural sector,
and thereby improving rural incomes to a
level comparable with that of the rest of the
economy. Institutional innovations and
infrastructural developments that reduce
transaction costs in agriculture are also vital
in this respect.

In the end, all such efforts to promote the
rural agricultural sector are not aimed to
perpetuate small scale agriculture that
employs a larger portion of the country's
labour force. In the long run, the inevitable
shrinking of the rural sector in terms of
employment share will take place. But as
mentioned earlier, this did not happen in Sri
Lanka because the expansion of other sectors
did not offer many opportunities that are
accessible to the rural youth who were
lagging behind in education and technical
skills. Imbalances in social services and
infrastructure, leading to such hindrances to
the inclusion of the rural labour force in the
growth process, should be minimized in the
long run to facilitate the final exodus of the
surplus rural agricultural labour force. Only
this would enable the remaining farmers to
have larger farms, exploit economies of scale,
and have income levels comparable to other
sectors, completing the inclusive growth
process.

10 See IPS, 2008, “Does ‘Foodflation’ Call for Agricultural Reforms?” in Sri Lanka: State of the Economy 2008.
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8. Inclusive Growth and the Fishery Sector
8.1 Introduction

Sri Lanka's fishery sector contributed 1.2 per cent to
GDP in 2010 and 2 per cent of the country's total
exports. Its contribution to economic well-being,
however, is wider; it ensures food security by
supplying 70 per cent of the animal protein require-
ment of the country, and provides a source of live-
lihood for many poor people who reside in the coastal
belt of the country.! Available data suggest employ-
ment in fisheries to be 6.5 per cent of the country's
total employment.2 However, employment in the
fishery sector is largely informal, and the majority
of jobs involve small scale operations except for a
few commercial operators with modern facilities.
This makes fishery workers one of the most vulner-
able groups in terms of economic, social and
geographical dimensions in Sri Lanka.

The high resource potential in the fishery sector and
growing demand for its output has clear relevance
for not only supporting Sri Lanka's overall growth
objectives, but also its broader socio-economic
developmental vision. Fishery sector developments
hold the potential to improve the welfare of a large
marginalized and vulnerable group in the country.
As such, this Chapter aims to provide an overview
of the fishery sector in terms of performance and
employment outcomes, assess the ongoing and
planned development activities within the sector,
and examine ways of making the development
activities more inclusive with appropriate policy
suggestions.

8.2 Sri Lanka's Fishery Sector: An Overview
8.2.1 Fish Production

The contribution of the fishery sector to Sri Lanka's
GDP has stagnated at around 1.2 per cent, despite a

' DCS, Food Balance Sheet 2009.

2 Ministry of Fisheries and Aquatic Resources, Fisheries Statistics 2010.

Expansion of fish
exports does not
necessarily provide for
inclusive growth in the
context where benefits
are limited to a few
stakeholders in the
upper levels of the
export value chain
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Figure 8.1

Total National Fish Production by Sub-sector (1980-2010)
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gradual increase in total fish production over
the years (Figure 8.1). A drastic reduction in
2005 following the December 2004
tsunami disaster was followed by a sharp

growth in fish production thereafter in 2007-
09 reversed in 2010, largely as a result of
the resumption of fishing activities in
previously conflict-affected N&E of the

recovery in 2006. A decline in the rate of  country.
Table 8.1
Marine Fish Production by District
Fishery District Marine Fish Production (MT) Percentage
2006 2007 2008 2009 2010 Change in
2010 (%)

Colombo 590 510 1,030 830 1,990 139.8
Negombo 29,070 5,710 37,820 37,490 28,250 -24.6
Kalutara 30,530 9,950 39,580 33,100 43,360 31.0
Galle 15,530 7,820 16,800 24,930 21,830 -12.4
Matara 38,480 8,460 47,810 44,180 38,970 -11.8
Hambantota 15,590 0,990 20,850 20,990 20,170 -3.9
Kalmunai 11,490 2,810 15,050 16,260 16,380 0.7
Batticaloa 8,930 1,710 21,850 24,530 39,610 61.5
Trincomalee 6,270 8,150 17,980 27,690 36,250 30.9
Mulaittivu 850 360 260 - 1,360

Kilinochchi 820 590 360 - 560

Jaffna 11,220 5,130 6,830 13,080 20,890 59.7
Mannar 12,990 9,170 7,390 8,130 10,790 32.7
Puttalam 14,910 7,130 18,960 20,010 24,830 24.1
Chilaw 18,710 4,180 22,060 21,950 27,020 23.1
Total 215,980 52,670 274,630 293,170 332,260 13.3

Source: Ministry of Fisheries and Aquatic Resources, Statistical Unit.
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8.2.2 Fishery Sub-sectors

Sri Lanka's fishery sector can be divided into
three sub-sectors based on the diversity of
resource base, spatial differences where
fishing is taking place, and types of craft
and methods used for fishing - i.e., coastal,
offshore and inland fisheries and
Aquaculture.

Coastal fishing: Coastal fishing takes place
within the continental shelf and is largely a
small scale industry, characterized by multi-
species and multi-gear fishing. Except multi-
day boats and inland oru, all other boats are
used in coastal fishing (Table 8.2). The
sub-sector caters mainly to the local market,
except where a small proportion of catch
received by one-day boats (IDAY) go to the
export market. Despite the continued
dominance of coastal fishing, its share in
total fish production declined until 2007.

Inclusive Growth and the Fishery Sector

From 2008, coastal fish production began
to rise once again due to the relaxation of
restrictions on fishing and various fishery
development activities under the N&E
development programmes. In 2010, the
sub-sector contributed 52.5 per cent of total
national fish production.

As evident from Table 8.1, marine fish
production (both coastal and offshore) has
increased significantly in the N&E districts
in 2010 - by 62 per cent in Batticaloa, by 60
per cent in Jaffna, by 33 per centin Mannar
and by 31 per cent in Trincomalee. In
addition, Kalutara, Puttalam and Chilaw also
recorded increases in the range of 20-30 per
cent. However, significant declines in fish
production in major fishing areas such as
Negombo, Galle, Matara and Hambantota
are also observed, perhaps owing to
migration of fishers back to own areas in
the N&E.

Table 8.2
Changes in Total Fishing Fleet

Year Inboard Engines Outboard Engines  Traditional Inland Total

including Oru Fishing

IMUL IDAY OFRP MTRB NBSB NTRB Craft
(Oru/Tubes)
1995 1,639 1,357 8,564 1,060 31,169 14,649 3,900
1999 1,419 1,275 8,623 1,274 32,091 14,900 4,600
2000 1,430 1,170 8,690 1,205 32,295 15,100 4,700
2001 1,572 993 8,744 640 32,349 15,200 5,200
2002 1,614 1,112 9,033 776 33,735 15,600 5,600
2003 1,530 1,486 11,020 618 35,494 15,040 5,800
2004 1,581 1,493 11,559 674 36,567 15,260 6,000
2005 1,328 1,164 11,010 1,660 36,101 14,739 6,200
2006 2,394 907 13,860 1,842 41,850 16,347 6,500
2007 2,460 1,060 15,200 1,680 43,640 16,640 6,600
2008 2,809 1,140 15,847 1,959 46,103 17,178 7,170
2009 2,934 958 17,193 2,126 49,014 18,243 7,560
2010 3,341 1,177 18,770 2,680 53,148 19,190 7,990
Notes:  IMUL = In-board multi-day boats, IDAY = In-board one-day boats, ORFP = Out-board engine
fibreglass reinforced boats, MTRB = Motorized traditional boats, NTRB = Non-motorized
traditional boats, NBSB = Beach seine boats.

Source :  Ministry of Fisheries and Aquatic Resources, Statistical Unit.
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Figure 8.2
National Fish Production (1980-2010)
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Source: Ministry of Fisheries and Aquatic Resources, Statistical Unit.

A few studies prior to the 2004 tsunami
found that coastal resources in Sri Lanka have
reached their optimum level of exploitation.?
However, post-tsunami rehabilitation efforts
resulted in increasing the country's fishing
fleet, making coastal fishing very competi-
tive. Rising pressure on coastal fishing has
led to comparatively low fish catches in most
areas. Thus, apart from the Northern Prov-
ince where coastal fishing was not very
significant over the years, further expansion
is not possible. However, expansion of
coastal fishing even in the Northern districts
such as Jaffna, Kilinochchi, and Mannar has
become problematic due to conflicts with
Indian fishermen in the Palk Bay. Since Sri
Lanka had not been practising coastal fish-
ing in these areas due to the conflict, South
Indian fishermen have taken undue advan-
tage to fish in Sri Lankan waters. The prac-
tice of Indian fishermen crossing the bound-
ary line and poaching shrimp resources that
are abundant on the Sri Lankan side of the
Bay with the use of large scale destructive
trawlers, has negative implications not only

on the sustainability of fishery resources, but
also on damages to local fishing vessels and
gear.

Offshore fishing: Offshore/deep sea fishing
- the most dynamic sub-sector showing a
steady growth over the years - is the second
largest sub-sector, and is mainly focused on
export markets (Figure 8.2). Offshore fish-
ing is taking place outside the continental
shelf and beyond, extending to the edge of
the Exclusive Economic Zone (EEZ) with the
use of multi-day boats (IMUL). Compared
to 2004, the number of multi-day boats has
doubled by 2010 (see Table 8.2). The
contribution of the sub-sector to total na-
tional fish production was 39 per cent in
2010.

Deep sea fishing is the main sub-sector which
contributes to exports. About 14-19 per cent
of deep sea fish production and 6-7 per cent
of marine fish production are exported. Fish
exports have experienced a slight decline
over the past two years due to the global

3 Dayaratne, P., M. M. Gunaratne and Alwis, 1995, “Fish Resources and Fisheries in a Tropical Lagoon System in Sri Lanka, AMBIO, Vol.
24, pp. 402-16; Wijayaratne, B., 2001, “Coastal Fisheries in Sri Lanka: Some Recommendations for Future Management”, Ministry of

Fisheries and Aquatic Resources Development, Sri Lanka.
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economic downturn and loss of GSP-plus
benefits to the EU. Despite the potential for
further expansion of production, heavy ini-
tial investment to buy new multi-day boats
and high operational and maintenance costs
are deterrents to the average fisher folk.
Many of the existing multi-days boats are
also not equipped with modern advanced
technology to assure high quality of fish and
efficient use of fuel. Improved new tech-
nology is necessary to increase productivity
as well as quality of fish. However, such
improvisations are not possible with some
existing boats.

Inland fisheries and aquaculture: Inland
fisheries and aquaculture is the smallest
sub-sector, contributing around 13-14 per

Inclusive Growth and the Fishery Sector

cent of fish production. It has vast potential
for expansion owing to availability of
inland water bodies throughout the country.
This sub-sector comprises capture fisheries
and culture fisheries. Capture fisheries are
mainly carried out in major irrigation,
minor irrigation and seasonal tanks spread
across the country. In 2010, Matara and
Kalutara districts recorded 33 and 25 per cent
growth, respectively, in inland fish produc-
tion while Mannar, Kurunegala, and
Moneragala also fared well (Table 8.3).

Ornamental fish is also one of the growing
sectors coming under inland fisheries, which
shows significant potential in the export mar-
kets where Sri Lanka already holds 3-4 per
cent of the global market share.

Table 8.3
Inland Fish Production by Districts
District Inland Fish Production Percentage
2008 2009 2010 Change in 2010 (%)

Colombo 120 110 120 9
Gampaha 210 180 190 6
Kalutara 60 80 100 25
Kandy 270 290 320 10
Matale 520 640 720 13
Nuwara Eliya 100 90 90 0
Galle 50 50 60 20
Matara 20 30 40 33
Hambantota 3,270 2,720 3,280 21
Jaffna 60 70 80 14
Mannar 320 180 220 22
Vavuniya 260 420 490 17
Mulaittivu n.a. n.a. 10

Kilinochchi n.a. n.a. 10

Batticaloa 1,750 1,680 1,640 -2
Ampara 5,240 5,430 6,140 13
Trincomalee 1,650 1,720 1,840 7
Kurunegala 4,190 3,590 4,390 22
Puttalam 5,290 5,290 5,820 10
Anuradhapura 9,680 10,770 11,920 11
Polonnaruwa 7,320 7,280 7,950 9
Badulla 960 1,140 1,240 9
Monaragala 1,910 2,460 2,950 20
Ratnapura 1,210 2,320 2,770 19
Kegalle 30 20 20 0
Total 44,490 46,560 52,410 13

Source: Ministry of Fisheries and Aquatic Resources, Statistical Unit.
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8.2.3 Fish Exports and Imports

There had been a gradual increase of total
fish exports from early 2000 to 2005. From
2005, fish export earnings increased at a
higher rate due to the GSP-plus scheme
which enabled better access to the EU
market.* However, earnings from fish exports

declined slightly in 2009 with a further drop
in 2010 (Figure 8.3). This may be due to the
loss of GSP-plus benefits to the EU market,
as well as the lower demand arising from
the global economic downturn. A steady
growth in ornamental fish exports also saw
aslight reversal in 2010 (Figure 8.4).

Figure 8.3
Fish Exports (2002-2010)
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Figure 8.4
Ornamental Fish Exports (1999-2010)
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Source: Ministry of Fisheries and Aquatic Resources, Statistical Unit.

4 Tunais the major contributor to Sri Lankan fish exports, with the EU being the main importer. In 2007, the largest share of Sri Lankan tuna
was imported by the UK (41 per cent), followed by France (17 per cent), the Netherlands (9 per cent) and Germany (6 per cent).
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It is also noteworthy that Sri Lanka imports
a considerable amount of fish from other
countries such as the Maldives, mainly to
fulfill unmet domestic demand. Dried sprat
and dried fish are the main fish imports
followed by canned fish (Figure 8.5).

8.2.4 Productivity in the Fishery
Sector

Available data suggests that the labour
productivity in the marine fishery sector has
been declining over the years (Table 8.4).
Labour productivity in inland and aquacul-

Inclusive Growth and the Fishery Sector

ture fisheries is recorded as 1.6 mt. in 2007.°
Sri Lanka's fishery industry lags behind
countries such as Japan and Thailand. For
instance, productivity per area in Thailand
in 2004 (5,600 kg per sg. km.),® is found to
be several times higher than that of Sri Lanka
(472 kg per sq.km.). In addition, labour
productivity in Thailand is seven times
higher than that of Sri Lanka. Apart from
very low productivity, per capita fish
consumption is also well below that of
Thailand and Japan.

Figure 8.5
Fish Imports (2007-2010)
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Table 8.4
Labour Productivity in Marine Fisheries

Year Marine Fish Production No. of Active Fishers Productivity/
(Mt) Labour
2004 253,190 151804 1.7
2008 274,630 167370 1.6
2010 332,260 222740 1.5

Source: Ministry of Fisheries and Aquatic Resources, Statistical Unit.

>

Sector (2007-2016).

Ministry of Fisheries and Aquatic Resources, 2007, Fisheries Statistics.

Ministry of Fisheries and Aquatic Resources, 2007, Ten Year Development Policy Framework of the Fisheries and Aquatic Resources
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8.2.5 Employment in the Fishery
Sector

The fishery sector provides livelihood for
people living in the coastal belt, and around
the irrigation tanks and reservoirs in the Dry
Zone. Active fishers in the marine sector
were recorded as 222,740 in 2010, while
the total marine fishing household popula-
tion was recorded as 825,200 in 2010.7

Most of fishing activities are carried out by
self-employed/own account workers,
employing labourers or low skilled workers.
Therefore, the workforce is mostly informal
and dominated by small scale operators,
except for some employees who work for
exporters. Fishing activities are mostly
seasonal whereby some fishers, workers and
service related employees do not find
employment throughout the year. Part-time
employment is also to be found among fish-
ers. By contrast, formal employment in the
fishery sector is limited mainly to 5,000
public sector employees working in six state
institutions that provide support services to
the industry under the purview of the
Ministry of Fisheries and Aquatic Resources
(MFAR), and employees who work for
exporters.

8.2.6 Socio-economic Conditions in
Different Segments of the Fishery
Sector?

Coastal and offshore sub-sectors (collectively
called marine fisheries) are inter-linked as
both primarily supply the local market, while
6-7 per cent of marine fish production goes
to export markets. As offshore fishing is the
most dynamic sub-sector that contributes
mostly to exports, fish exporters are in the
uppermost segment of the marine value
chain. The main actors in the value chain to

7 Ministry of Fisheries and Aquatic Resources, Statistical Unit.

export markets are exporters/processors,
sub-contractors of fish exporters, multi-day
boat owners and some one-day boat owners
and crew members. Amongst them, signifi-
cant disparities in socio-economic levels are
to be found.

Exporters and processors: Most of the
processors are also exporters, and some
process the products of other exporters who
do not have sufficient capacity. In general,
processors have contractual agreements with
multi-day boat owners and sub-contractors
and tend to purchase only their products,
provided that quality standards are met. In
certain cases, processors use their own multi-
day boats while others have joint ventures
with foreign companies who own large
vessels. The expansion of fish exports has
benefited this group, allowing them to gain
ownership of productive assets such as new
multi-day boats, good housing, land, etc.

The number of fishery processing and export
establishments increased from 12 in 2002
to 34 in 2009, where three tuna exporters
alone account for about 80 per cent of total
exports. The larger exporters are estimated
to earn about US$ 0.5 profit per kg. of fish.
Some of the exporters have been able to
invest in new technologies - such as -850c
freezing technology and state-of-the-art fac-
tories with temperature controlled rooms -
which enhance the quality of fish. In addi-
tion, some have been able to diversify their
business portfolio by vertical integration
(production of ice, packing materials, feed
for prawns, etc.), invest in improving
workforce skills by training them in-house
and overseas, etc. Almost all tuna exporters
have expanded their production and export
capacities over the years.

8 This section is based on information collected through stakeholder consultations conducted in different areas of Negombo. See IPS, 2010,
“Trade Poverty Nexus in the Sri Lankan Fisheries Sector”, a report prepared for the United Nations Industrial Development Organization

(UNIDO).
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Large exporting companies employ about
200-300, while smaller companies employ
about 10-30. The managerial, supervisory
and office staff form about 15 per cent of
the workforce while the rest are mostly
unskilled workers. The need to maintain
hygienic conditions in the factory, process
water quality and product quality as per the
required EU standards has enabled many
graduates and diploma holders to gain
employment in these factories with starting
remunerations in the range of Rs. 30-40,000
per month, while the average salary of an
unskilled worker is about Rs. 15,000 per
month. Permanent staff benefit from many
welfare facilities and other forms of finan-
cial gain, whereby factory employees in the
sector appear to be better off as compared
to other factory employees in the locality.
Remuneration and welfare facilities have
enabled workers to secure a reasonable live-
lihood. Consequently, it has allowed them
to invest in land, businesses or build new
houses.

Sub-contractors: The sub-contractors of fish
exporters who buy fish from boats and sell
them to exporters are also a group who earn
profit by providing services such as credit to
boat owners and transport facilities for
exporters. This group has minimum income
volatility compared to exporters, as price
fluctuations or any other shocks in the
global market can be absorbed in the high
margin of Rs. 150-250 per kg. of tuna that
they maintain. Most of them are wealthy
private individuals with some even having
ownership of multi-day boats and freezer
trucks.

Multi-day boat owners: Multi-day boat
owners for whom fishing is the main liveli-
hood are usually a more educated and
wealthier group as compared to other fisher-
men. Some boat owners engage in fish trade
and transport as well. They have been in the
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business for about 8-10 years or more, and
have access to very good living conditions.

Multi-day boat owners are thus wealthier in
comparison to other fishermen who contrib-
ute to domestic fish production using out-
board engine fiberglass reinforced boats
(ORFP) or other small boats and canoes
which are larger in numbers. In real terms,
the total income gained from each trip is
about Rs. 1.5 million. The income gained
can vary drastically depending on the fish
catch, price fluctuations and increase of fuel
cost, bait, etc. Further, the reduction of Sri
Lankan fish exports due to the global
economic downturn and removal of GSP-
plus has had a greater impact on multi-day
boat owners than on exporters, as the latter
pass on the loss margin to boat owners by
reducing the purchasing price of fish from
boat owners and sub-contractors. Thus, new
multi-day boat owners find it more difficult
to be competitive due to fluctuations of fish
catches and prices, in contrast to multi-day
boat owners who have been in the business
for many years and who have been able save
and invest in new boats and other assets.

There are some socio-economic constraints
faced by this category of fishers. The catego-
rization as fishermen by profession often
means that obtaining admission to leading
state schools for their children can be diffi-
cult, whereby children are mostly educated
at private schools. By contrast, public and
private health care services are readily avail-
able in these areas and some boat owners
can afford to make use of private healthcare
facilities.

Multi-day crew members: The multi-day boat
owners usually employ 5-6 crew members
per boat to work in the sea. However,
income volatility in the multi-day boat crew
income is apparent as the profit gained from
offshore fishing has been declining over the
years, due to high operational cost (fuel, ice,
water, food, bait, fishing equipment, etc.)
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and decrease of fish prices due to competi-
tion with foreign vessels and other external
shocks. In most cases, the multi-day boat
owners bear the total fixed cost and total
operational/variable cost of the fishing trip.
The profit earned by each trip is shared
amongst the crew members according to
their own informal arrangements. Some
multi-day boat owners typically take 60 per
cent of the total profit and 10 per cent is
provided to the skipper. The rest is shared
among the other 5 crew members.

Expansion of the fish trade has led to an
increase in multi-day boats, with an increase
in employment of about 18,000 as crew
members, especially at unskilled levels.
However, these are informal job opportuni-
ties, limited only for the fishing days/sea-
son. Incomes tend to be highly variable due
to fluctuations in fish catches and changes
in prices (with payments settled at the end
of each trip). This is, therefore, not a regular
income source and only those who have
developed saving habits have been able to
secure finances and build houses, invest in
boats, educate children and retain savings
to cope with risks such as natural disasters
or sicknesses. Some multi-day owners pay
their crew members during the months when
fishing is not undertaken or provide loans to
be deducted during the fishing season.
According to boat owners, around 50 per
cent of their crew members are capable of
managing their finances.

Usually, crew members are young or middle
aged people who are strong enough to
undertake fishing in the offshore/deep sea
which is often a cumbersome and difficult
job. As they grow older, and physical
strength to undertake such activities deplete,
they are exposed to hardships in the absence
of social welfare schemes for fishing
communities. Most boat owners obtain in-
surance cover for crew members due to high
risks involved in multi-day fishing. How-
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ever, the compensation payments are com-
paratively low since the premium paid by
the owners is also low.

In terms of education for children, crew
members face similar problems as that of
multi-day boat owners. However, private
schools are not as readily accessible. Except
for membership in some fishery coopera-
tives, crew members are not well organized
and are not strong enough to present their
grievances unlike multi-day boats owners.
Nonetheless, multi-day crew earn about six-
fold income relative to a traditional crew
member. The total income of a crew
member of an OFRP out-board boat was
similar to that of in-board one-day boat.

Other boat owners and crew members: The
coastal fishermen and one-day boat owners
depend on their daily fish catch as income,
which is always variable. The daily fish catch
includes both large and small pelagic fish.
The large pelagic types such as tuna caught
with gillnets often get damaged, leaving fish-
ermen at a disadvantage as quality concerns
means they will not fetch high prices
offered by processors. Hence, the catch has
to be sold in the domestic market. Further,
due to lack of appropriate facilities for stor-
age and preservation, losses are incurred
through spoilage of the fish catch. Crew
members who work for coastal boats earn
very low incomes compared to those who
work for multi-day boats.

Employees at supporting services: Employ-
ment for unskilled workers providing
support services - such as ice plants, trans-
port agents, boat repair, dried fish making,
wholesale and retail fish trade and other
ancillary services - have also been generated,
but are informal in nature and characterized
by low wages. These employees can be
considered as those who live just above
poverty, with the risk falling below the
poverty line being very high.



Thus, the socio-economic impacts of an
expansion in fish trade can vary along the
fishery export value chain with economic
benefits, conditions and bargaining power
being higher in the upper levels of the value
chain, and less so in the lower levels. This
suggests that expansion of fish exports can
contribute to rising inequality amongst
different stakeholders in the export value
chain. Another noteworthy fact is that the
uncertainty and vulnerability to changes in
the global and local enabling environment
is very high for actors at the lowest level of
the value chain, while it is low for those in
the upper levels.

Employees who work for actors in the upper
level of the value chain - such as those
employed by exporters - are less vulnerable
to risks than those employed in the lower
levels, such as crew members due to the
informal nature of jobs. However, when the
entire fishery sector is considered, the socio-
economic conditions of the actors in the
export value chain are higher than that of
other coastal and inland fisheries. Therefore,
it can be surmised that the expansion of fish
trade has led to an improvement in socio-
economic conditions of comparatively
wealthy stakeholders in the fishery sector.
However, trade expansion is unlikely to have
a significant influence in improving the
socio-economic conditions of the poorest
and marginal sections of the fishery sector -
such as small boat owners and their workers
- except the creation of employment as
casual workers in some export factories, and
jobs to make dried fish out of factory rejects
(offal).

8.3 Recent Development Activities

This section discusses ongoing and planned
development activities in both marine and
inland and aquaculture sectors.

Inclusive Growth and the Fishery Sector

8.3.1 Recent Developments in the
Marine Fishery Sector

Development activities in the marine sector
are mainly focused on improving economic
infrastructure facilities. These include:

e Central Fish Market Complex: The
complex, with a capacity to handle
500 tonnes of fish per day, has been
constructed on 3.17 hectares of
reclaimed marshy land along the main
Katunayake airport expressway. The
market consists of 148 wholesale
stalls and 128 retail stalls, a 50 tonne
flake ice plant, a vehicle park for 100
lorries and 500 motor cars, 3 cold
rooms, and a waste water treatment
unit. In addition, the complex has
banks, a post office, shopping
complex, Police post, restaurant and
a quality control room.

e Dikowita Fishery Harbour: This is
aimed to provide anchorage facilities
for (400-500) multi-day boats, and
to provide all other required harbour
facilities such as building for clean-
ing and auctioning fish, cold stores
and freezing facilities, ice plant, build-
ing for repairing nets, fresh water
storage and distribution system, and
fuel storage and distribution system.
However, most of the boat owners
find that there is room for further
improvements to reduce the number
of days that a boat is lined up to ob-
tain fuel, water and other services.

e Restoration and development of fish
landing centres with stakeholder
participation has been done in some
areas. In addition, development and
construction of harbours will be done
in Codbay and Valachchenai to
provide berthing place for multi-day
boats. Three large scale habours are
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to be constructed in Gurunagar in
Jaffna, Silavathura in Mannar and
Gandara in Matara district.

Apart from improving physical infrastructure,
the Ministry of Fisheries and Aquatic Re-
sources (MFAR) has taken steps to improve
financial infrastructure for the fishery sec-
tor. Access to finance has been one of the
main problems that most of the fishers and
boat owners have been facing over the years.
As most of the fish exporters/processors are
formally well established and own a portfo-
lio of assets, they do not find it difficult to
obtain loans from formal banks. However,
the situation is different with both coastal
and offshore boat owners, as well as crew
members and individual fishers. Their ac-
cess to the formal credit market is very lim-
ited due to lack of collateral assets like prop-
erty, and are, therefore, dependent on infor-
mal credit mechanisms. Apart from the fact
that fishery societies in certain areas pro-
vide credit facilities for their members, loans
are obtained informally by stakeholders in
the fishery value chain. Recently, the MFAR
introduced a new loan scheme - mainly to
facilitate high tech improvements in exist-
ing multi-day boats - which does not require
guarantees for the fishery sector. The inter-
est rate for these loans is 12 per cent, where
the government pays 4 per cent and the bor-
rower 8 per cent.

8.3.2 Developments in Inland
Fisheries and Aquaculture

The National Aquaculture Development Au-
thority (NAQDA) is the main provider of a
range of services to improve inland fisheries
and aquaculture. The services extend to three
different livelihood areas: ornamental fish,
prawn farming, and inland fisheries.

The NAQDA provides training facilities to

start ornamental fish rearing or production
of aquatic plants as a business in two fish
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breeding centres in Rambadagalle and
Ginigathhena. These are in-house training
programmes conducted at a nominal fee to
provide practical knowledge and hands-on
experience. In addition, it has established
an Ornamental Fish Exchange Centre which
provides information to small scale produc-
ers about both local and international buy-
ers. The centre also displays samples of or-
namental fish of small scale producers, so
that large exporters can collect fish required
for exports from small producers. The
NAQDA also produces and sells quality
breed stock for small scale ornamental fish
producers, and provides technical support
for large scale producers who themselves
produce the required breed stock.

Monitoring and regulating shrimp/prawn
farms and providing technical support
through extension services are the main ser-
vices provided by the NAQDA for the prawn
industry. It maintains close contact with
hatcheries and conducts regular checks of
hatchery samples in order to assure the qual-
ity of post-larvae as a precautionary measure
to minimize possible threat of disease such
as White Spot Disease. In addition, NAQDA
promotes best manufacturing procedures
(BMP) prawn farms by creating awareness
and providing information on crop calendar
(to indicate when to undertake pond prepa-
ration, stocking, and harvesting in different
areas).

Most prawn farms are located in the Puttalam
area, whilst there are some initiatives to de-
velop prawn farms in Batticaloa. A hatchery
to produce post-larvae has been set up in
Batticaloa under a private-public partnership.
Initially, the programme intends to develop
farms in 50 hectares to benefit 20 families,
and will be extended to 70 hectares to ben-
efit 27 families. In order to minimize nega-
tive environmental and other impacts, clus-
ter shrimp farming will be promoted, where



farms are designed in such a way as to have
a common inlet and outlet for the whole
system.

The NAQDA, in collaboration with MFAR,
has also initiated efforts to introduce new
aquaculture production systems such as sea
farming. Some pilot progammes include cage
culture (aquaculture production system
where fish are held in floating cages/pens)
in Negombo and Trincomalee districts to
produce sea bass and milk fish which have
very high economic value in the export mar-
ket. Cage culture is promoted in both brack-
ish water as well as fresh water. Pen culture
is promoted in lagoons and tanks in Mannar
district.

In the context of inland fisheries, the
NAQDA has promoted capture fisheries in
large, medium and small irrigation tanks.
Some of the activities that have been carried
out include creating awareness and impor-
tance of increasing productivity, implemen-
tation of regulations to reduce use of illegal
nets, improving existing management prac-
tices, issuing licences based on availability
of resources, introducing new fish breeds
with high production, etc. Community based
fishery societies have been established
among those undertaking fishing in large/
medium and small irrigation tanks to man-
age and solve common problems. For ex-
ample, societies operating in large and me-
dium tanks have created a revolving fund by
contributing Rs.10-20 per kg. of fish sold by
each fisher. This fund has been used to buy
new fingerlings after the harvest. In the case
of small irrigation tanks, societies charge Rs.
20 per kg. of fish sold for improving man-
agement practices and invest on fingerlings.
These village based fishery societies are or-
ganized into district level societies and have
formed themselves into district federations.
Such co-management arrangements have
helped to increase inland fish production
over the last few years.

Inclusive Growth and the Fishery Sector

There are also plans to promote capture fish-
eries in the Northern Province, and in newly
built reservoirs in Embilipitiya, Moragaha-
kanda, Welimada and Weheragala. The
NAQDA has been making several efforts to
increase fish seed production in order to in-
crease inland fish production. The aim is to
increase fish seed production in key breed-
ing centres such as Dambulla (4.7 million),
Uda Walawe (5 milllion), Iginiyagala (5 mil-
lion) and Kalawewa (1 million), and pro-
mote community based fish seed produc-
tion in 30 mini-hatcheries managed by the
fisher community, by providing required
technical support and supporting private in-
dividuals to maintain hatcheries and pro-
duce fish seed.

8.4 Conclusion and Way Forward

One of the key instruments for inclusive
growth is the generation of productive em-
ployment. While Sri Lanka's fishery sector
has been able to expand its exports over the
years, it does not necessarily provide for in-
clusive growth in the context where the ben-
efits are limited to only a few stakeholders
in the upper level of the export value chain.
On the other hand, the creation of employ-
ment alone will not allow for growth in the
absence of productivity improvements.
Labour productivity of fishers in the marine
sector - the largest in terms of production as
well as employment generation within the
fishery sector - is far below potential. Pro-
ductivity in the export-oriented offshore fish-
ery sector is also low, due to reasons such
as poor technology use, lack of capital, and
poor post-harvest techniques. The coastal
fishery sub-sector is the least productive, with
large numbers of fishermen who have to
compete with stakeholders in the export
sector for certain support facilities such as
ice and fuel. The sub-sector which repre-
sents mainly small scale self-employed/own
account workers and informal employees are
in casual employment lacking decent work
conditions. By contrast, the smallest sub-
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sector of inland fisheries and aquaculture
has been growing steadily. Its development
activities are more supportive of inclusive
growth, although the sector employs a
relatively small number compared to the
marine sector.

As previously discussed, within the fishery
sector, those employed in certain sub-
sectors (and also within sectors) are better
off than others in terms of income, assets
owned, education access, etc. The main task
is to identify means of increasing productiv-
ity of low productive and under-utilized sub-
sectors. For example, offshore fishing can
be expanded as there is more potential to
increase fish production. Inland fisheries and
aquaculture needs more investment to
create employment in areas such as
ornamental fish to meet rising demand. Most
areas in coastal fishery are over-exploited with
large numbers engaged in the sector living
just above the poverty line. Therefore,
dependence on coastal fishing has to be
reduced by introducing skill development
in alternative livelihood activities. If the
focus is on productive employment, the
coastal sector should receive considerable
attention in development priorities. That,
however, is not the actual situation at
present.

The second strategy is to broaden access to
economic opportunities. The MFAR has
identified offshore fishing as a sub-sector to
be promoted. There are plans to provide
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multi-day boats to fishermen. However, an
average fisherman will not have equal
access to such opportunities given issues of
affordability, and such initiatives are likely
to benefit the better-off. Access to networks
plays a significant role in obtaining boats.
Thus, a more prudent course would be to
provide multi-day boats to well organized
fishery cooperatives or fishery societies,
where groups of actual fishers can own and
maintain such assets collectively.

In this context, changes in fishery manage-
ment systems from a 'top down' to a
'bottom-up' approach, where fishery stake-
holders are also taken into management and
decision making, is important. This is
particularly so in enforcing rules; for
example, the use of illegal fishing methods
(use of trawlers in muddy areas, bottom long
liners, use of dynamite, etc.) for short term
increase of fish catch has risen with
detrimental consequences on the long term
sustainability of fishery resources. Capacity
building programmes on the concept of fish-
ery management to bring about changes in
knowledge, attitude and skills of officials
(towards co-management) is important.
Empowerment of communities - by identi-
fying and classifying available community
based fishery organizations - in decision
making, collective resource management,
and conflict solution would help fishery
authorities to manage fishery resources more
successfully.



9. Small and Medium Enterprises: Key to Inclusive Private Sector

Development

9.1 Introduction

The nature and dynamics of inclusive growth in the
specific context of private entrepreneurship and SMEs
in post-conflict Sri Lanka hinges on two inter-related
strands: the process of participatory development and
equal opportunity in accessing the benefits of growth.

The analysis in this Chapter pivots on three central
constructs. First, policy experience in post-conflict
situations around the world suggests that the private
sector is one of the most resilient and adaptable insti-
tutions for socio-economic reconstruction and revival
in the face of systemic shocks." In Sri Lanka, the rela-
tive composition of private and public industries as a
percentage of the total industrial sector has been 97
and 3, respectively, from 2007-09.% Second, indus-
trial growth still matters for employment generation,
competitiveness and inclusive socio-economic devel-
opment even in services-oriented emerging economies;
international experience suggests that a robust indus-
trial policy is in fact essential to realize the full poten-
tial of services-led growth.? These dynamics are par-
ticularly relevant to public policy when the pattern
of intra-country growth points to significant geographi-
cal disparities, as is the case in Sri Lanka.

Third, cross-country policy research shows that SMEs
play a vital role in job creation and socio-economic
growth, particularly in low-income countries.* There
is no standard definition of an SME in Sri Lanka, with
different organizations using varied measures ranging
from the number of employees and the magnitude of
capital investment to the type of business that a firm

SMEs play a
particularly significant
role in enhancing the
impact of private sector
activity on broader
socio-economic
development outcomes

Donor Committee for Enterprise Development at: http:/www.enterprise-development.org/page/current-work.

~

CBSL, Annual Report 2010.

Review, Vol. 20, No. 2.

s

Sulaman, H., and S. Hassan, 2010, “Services-led Industrial Policy for Inclusive Growth and Competitiveness”, Competitiveness

Employment, Job Creation, and Growth”, Policy Research Working Paper No.5631, World Bank, Washington D.C.

Mac Sweeny, N., 2008, “Private Sector Development in Post-Conflict Countries: A Review of Current Literature and Practice”, The

See for instance Ayyagari, M., A. Demirguc-Kunt, and V. Maksimovic, 2011, “Small vs. Young Firms across the World: Contribution to
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is engaged in. However, a fairly accurate
notion of the scope and contribution of the
SME sector to the Sri Lankan economy can
be gauged from the data published by the
DCS. The data for 2008 indicate that indus-
trial establishments are largely concentrated
in the Western Province and that around 91
per cent of industries can be classified as
SMEs, with these entities accounting for
around 26 per cent of total industrial sector
employment.® These estimates re-emphasise
the importance of bridging regional dispari-
ties through the geographical expansion of
SMEs and growing SMEs to a level where
they are competitive in both domestic and
international markets as a key to inclusive
private sector development, particularly in
the context of post-conflict growth in Sri
Lanka.

The rest of this Chapter is organized as
follows. Section 9.2 briefly sets out the
status quo with respect to the policy objec-
tives and initiatives pertaining to industrial-
ization and the role of the private sector in
general, and the SME sector in particular, in
post-conflict Sri Lanka. Section 9.3 discusses
policy solutions pertaining to identified gaps,
addressing key issues including facilitating
an enabling institutional environment for
private sector participation in post-conflict
growth, creating the right incentives to bridge
regional disparities in industrialization, and
implementing workable strategies to build a
competitive SME sector. Section 9.4 revisits
the political economy of the reform process,
looking at issues such as participatory deci-
sion-making, stakeholder dynamics and sus-
tainable policy buy-in. Section 9.5 provides
concluding remarks.

5 DCS, Annual Survey of Industries 2008.
® CBSL, Annual Report 2010.

9.2 Private Sector Enabling Environ-
ment and SME Development

9.2.1 Industrialization and Private
Entrepreneurship: Policies, Institutions
and Trends

Sri Lanka's industrial sector - defined as
including mining and quarrying, manufac-
turing, electricity, gas and water, and
construction - contributes to around 28 per
cent of GDP, with the manufacturing sub-
sector accounting for around 17 per cent of
this total.® The vast growth potential inher-
ent in the industrial sector has been duly
recognized by the government's economic
policy framework.” With the implementa-
tion of strategies and plans to develop the
industrial sector,® the aim is to facilitate an
average annual industrial growth rate of
around 11 per cent and raise the share of this
sector to around 40 per cent of GDP by 2020.
Whilst achieving this laudable objective will
entail significant challenges, they can be met
with strategic public policy solutions (as will
be discussed later). The spatial pattern of
current industrial development in Sri Lanka
in terms of the size and geographic spread of
industrial entities, reinforces the claim that
industrialization is largely concentrated in
the Western Province (Table 9.1).

Government policy on the role of the private
sector in Sri Lanka's post-conflict growth
spells out the need to create a level playing
field, where public infrastructure investment
is expected to play a key role in providing a
supportive environment for private sector
economic activity.? The policy thrust on in-
dustrial development also emphasises a mixed

7 Department of National Planning, 2006, Mahinda Chinthana: Vision for a New Sri Lanka: A Ten Year Horizon Development Framework

2006-2016, Ministry of Finance and Planning.

8 Ministry of Industry and Commerce, 2010, Five Year Plan (2011-2015).

o Ibid.
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Table 9.1
Distribution of Industrial Establishments by Size and Provinces
Industry Size Small Industries Medium & Large Total No. of
(2003/04)* (%) Industries (%) Establishments
(2003/04)° (%) (2008)° (%)
Province
Western 28.1 44.4 29.3 42
North Western 18.8 16.2 18.6 20
Southern 12.0 8.0 11.7 8
Central 10.8 10.8 10.8 12
Sabaragamuwa 10.4 8.0 10.2 6
North Central 5.8 4.3 5.7 4
Eastern 5.8 3.3 5.6 3
Uva 4.4 2.6 4.3 3
Northern 3.8 2.3 3.7 2
Notes: a: Less than 10 employees as classified in the Census of Industry 2003/04; b: More than 10

employees as classified in Census of Industry 2003/04; c: With 5 or more persons employed as
classified in Annual Survey of Industries 2009.

Source:
2009.

approach, combining both domestic enter-
prise growth and FDI, underpinned by

"integrating the positive attributes of the
free market economy with domestic
aspirations in order to ensure a modern
and balanced approach where domestic
enterprises can be supported while
encouraging foreign investment"."

The literature on the links between FDI flows
and inclusive and sustainable industrial
development show mixed results."" FDI as
an effective conduit for business knowledge
and technology transfer, enhanced firm
competitiveness, and access to international
markets and global production networks, is
associated with specific country conditions
- including policies, institutions and the
enabling business environment; the nature
of the industrial sector - interactions between
large and small domestic enterprises; and,

0 Ibid. pp. 68.

Compiled using data from DCS, Census of Industry 2003/04, and Annual Survey of Industries

state-market relationships. In short, domes-
tic country conditions are significant in shap-
ing outcomes; and, whilst cross-country find-
ings are useful in developing industrial strat-
egies, blind policy transfer may well produce
adverse results.

The debate on the role of and strategies
relating to FDI in post-conflict Sri Lanka is
an ongoing one. In a nutshell, the status quo
pertaining to FDI flows and industrial
development is as follows. First, the recov-
ery in FDI flows in post-conflict Sri Lanka
has been slow; net inflows stood at US$ 435
million in 2010, recording an increase of only
US$ 55 million from that of 2009."? Second,
whilst the manufacturing sector accounted
for around 31 per cent of total FDI flows in
2010 (with the textile and apparels, leather
products, chemical, coal, petroleum, and
plastic products sub-sectors accounting for a
majority of this investment), the services

" See for instance: Wade, R., 2010, “After the Crisis: Industrial Policy and the Developmental State in Low-Income Countries”, Global Policy,

Vol. 20, No. 2.
2 CBSL, Annual Report 2010.
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sector - led by the telecommunications sub-
sector continued to dominate the inflow of
investment.

This leads to a number of key policy
questions including: a) what needs to be done
to increase FDI flows; b) although the broad
policy vision is to encourage both local and
foreign investment, what is required to
ensure that these investments are inclusive -
that both the bigger domestic private firms
and foreign investors/multi-national corpo-
rations (MNCs) have an incentive to forge
backward linkages with SMEs; and, c) the
extent to which selective intervention in terms
of both industrial development and FDI flows
is a feasible and sustainable option in Sri
Lanka.

9.3 SMEs in Sri Lanka: Policy and
Institutional Framework

The aftermath of the global financial crisis
of 2008/09 witnessed a renewed interest in
SMEs as an engine of inclusive growth in
countries around the world. As pointed out
earlier, cross-country research indicates that
SME development is a key to increased
production, job creation and sustainable
socio-economic development. As Sri Lanka
emerges from a long conflict that has left in
its wake serious issues of socio-economic
disparities and significant gaps in regional
development, the need for SME development
has re-surfaced on the country's reform
agenda. Debates amongst key stakeholders
in Sri Lanka highlight the importance of
participatory development - providing the
opportunity for all citizens to engage in the
process and outcome of socio-economic
growth - in terms of post-conflict reconcilia-
tion, reconstruction and rehabilitation. Given

the profile of Sri Lanka's industrial sector as
set out in Table 9.1, SME development is
recognized by the government as a crucial
component of the drive to bridge regional
disparities and facilitate inclusive growth.

As documented in research on the subject of
SMEs in Sri Lanka,' successive policy re-
gimes have developed various strategies and
established a number of institutions target-
ing the SME sector. Whilst a detailed analy-
sis of these initiatives is beyond the scope of
this discussion, selected policies and insti-
tutions that pertain to impediments to SME
development in Sri Lanka will be discussed.

The overarching policy on SMEs at present,
suggests a focus on entrepreneurship devel-
opment, improvements to marketing oppor-
tunities - through sub-contracting arrange-
ments - by promoting backward and forward
linkages between large scale and foreign
enterprises, provision of financial assistance,
etc.” At present, the institutional framework
for industrial policy, including SME devel-
opment, consists of numerous ministries such
as the Ministry of Industry and Commerce,
the Ministry of Traditional Industries and
Small Enterprise Development, the Ministry
of Economic Development, the Ministry of
Local Government and Provincial Councils
and the Ministry of Finance and Planning.
Whilst it could be argued that each of these
institutions has its own, unique mandate, in
practice, the functions of these entities tend
to overlap and send confusing signals to
entrepreneurs and investors. Field work
suggests that entrepreneurs perceive the
absence of a coherent and co-ordinated policy
framework to be a significant obstacle to
doing business.”> The transaction costs of a
fragmented policy framework - including

3 Based on research carried out by the IPS for the Ministry of Industry and Commerce in preparing a National SME Policy.

™ Ministry of Industry and Commerce, 2010, Five Year Plan (2011-2015); Department of National Planning, 2010, Sri Lanka: The Emerging

Wonder of Asia, Ministry of Finance and Planning.

> Findings emerging from Private-Public Dialogues (PPDs) on local enterprise development constraints conducted by the IPS and The Asia
Foundation for a study on ‘Local Economic Governance’. PPDs were held in the second half of 2010, with participants from the Central,
North Central, Southern, Sabaragamuwa, Eastern, and Northern Provinces.
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time spent meeting the bureaucratic require-
ments of each ministry, and red tape and
delays associated with coordinating business
plans and getting approvals to set up enter-
prises with the different ministries - are
perceived as high by entrepreneurs.

The powers of the National Enterprise
Development Authority (NEDA), established
in 2006 and currently functioning under the
Ministry of Industry and Commerce, to
develop the SME sector and to serve as a one-
stop shop for industrialists to network with
policy makers appear to be diluted with its
mandate being divided amongst other insti-
tutions. Policy responsibility pertaining to
industrialization and to SME development is
now shared amongst the Ministry of Tradi-
tional Industries and Small Enterprises
Development (the Industrial Development
Board and NEDA), the Ministry of Economic
Development (BOI and all regional devel-
opment programmes including district
development programmes), the Ministry of
Local Government and Provincial Councils
(government functions relating to Local
Authorities and all matters relating to
Provincial Councils), and the Ministry of
Finance and Planning (local loans and
Development Fund, the co-ordination of
public and private sector activities, and the
facilitation of the private sector for economic
development).'®

The need for a more robust SME policy is
also highlighted in recent research findings
that compare the strategies set out in the
'National Strategy for SME Sector Develop-
ment White Paper' of 2002,"7 with those in

>

the 'Draft SME Policy 2010' developed by
NEDA. As illustrated in Figure 9.1, the Draft
SME Policy 2010 appears to have both ne-
glected critical strategies and re-invented the
wheel with respect to a number of strategies
detailed in the White Paper of 2002.

A closer look at public policy trends in Sri
Lanka indicates that re-inventing the policy
wheel is not confined to a specific sector or
associated with any particular political
regime. The volumes of reports spanning a
wide range of socio-economic issues
combined with path dependence in the gaps
between policy rhetoric and policy imple-
mentation across successive regimes, suggest
that the policy reform is often impeded by
back-peddling and the lack of political will.
The following discussion addresses some
critical policy constraints to the development
of private entrepreneurship and SME growth
in Sri Lanka.

9.4 Towards Inclusive Private Sector
Development and SME Growth: Key
Policy Challenges

9.4.1 Creating an Enabling Environment
for Inclusive Private Sector Growth

The international literature on drivers of pri-
vate investment in developing economies
suggest that governance measures such as
voice and accountability, regulatory quality,
political stability and control of corruption,®
as well as ease of doing business measures
such as those set out in the 'Doing Business
Indicators' developed by the World Bank,
have a significant impact on both FDI and

The Gazette of the Democratic Socialist Republic of Sri Lanka Extraordinary, No.1651/20. Friday, April 30, 2010 at: http://

www.priu.gov.lk/news_update/Current_Affairs/ca201005/1651_20E.pdf.

i~

=

At: http://www.ips.Ik/publications/series/gov_reports/sme_white_paper/sme_white_paper.pdf.
See Udomkerdmomgkol, M. and O.Morrissey, 2008, “Political Regime, Private Investment, and Foreign Direct Investment in Developing

Countries”, Research Paper No.2008/109, WIDER, United Nations University.

s

See http://www.doingbusiness.org.
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Figure 9.1
SME Policies in Sri Lanka: Re-inventing the Wheel
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on domestic private investment. Indeed, as
highlighted by the CBSL,

"....performance in the stages of Deal-
ing with Construction Permits, Regis-
tering Property, Paying of Taxes and
Enforcing Contracts is particularly weak
as it ranks below 100 of the 183 coun-
tries considered and therefore, pulls
down the country's overall ranking. In
fact, in the areas of Dealing with
Construction Permits and Registering
Property, it fares worse than the worst
performing country, Chad. Out of the
economies considered, Sri Lanka's
performance falls below 10, namely
Singapore, Hong Kong, South Korea,
Thailand, Malaysia, Mongolia,
Vietnam, China and even the South
Asian countries like Pakistan and

20 CBSL, Annual Report 2010, pp. 24-25.

Maldives. As some of Sri Lanka's
competitors in trade are included in this
group, it is a matter of concern that Sri
Lanka performs worse than them. "%

Cross-country research findings also suggest
that there is a positive correlation between
FDI flows and domestic private investment.'
Facilitating a predictable and credible
enabling environment for private enterprise
development is particularly critical in post-
conflict conditions such as those that
prevail in Sri Lanka, where perceptions on
country risk are bound to prevail for some
time.

Over the last decade, Sri Lanka has seen
average FDI inflows that amounted to just
1.5 per cent of GDP, and whilst post-

2 See Ndikumana, L., and S.Verick, 2008, “The Linkages between FDI and Domestic Investment: Unraveling the Developmental Impact
of Foreign Investment in Sub-Saharan Africa”, IZA Working Paper No.3296.
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conflict optimism affords a significant
window of opportunity to draw in invest-
ment, building an enabling environment for
sustainable business development remains a
critical policy challenge. Opportunities for
rent-seeking can be greater in the presence of
large-scale infrastructure projects. In spite of
the various methodological limitations
attached to aggregate cross-country rankings
such as the 'Doing Business Indicators', these
scores do impact on stakeholder perceptions,
and more often than not, investment deci-
sions are driven by perceptions.

The macro-investment climate pertaining to
domestic and foreign investment is relevant
to SME development, given the potential for
forward and backward linkages between
SMEs, larger domestic private enterprises and
FDI-driven industries. However, these
factors are necessary but not sufficient
conditions for SME growth. Sustainable SME
development hinges on elements such as
establishing formal ties/sub-contracting with
larger domestic industries in the short to
medium term, and partnering with foreign
investors either via their larger domestic coun-
terparts or on their own in the long term;
partnerships that would facilitate technology
and knowledge transfer, business develop-
ment skills (BDS), access to competitive
domestic and international markets and
opportunities to move towards higher value-
added manufacturing processes and outputs.
The need to promote linkages between SMEs
and larger domestic industrial entities and
MNCs, brings in the role of the state in the
industrialization process.

The comparative advantage of the Sri Lankan
state lies in facilitating business rather than
in growing business, as evidenced from policy
experiments over the decades with state-led,
private sector-led and mixed private and pub-

lic sector-led development strategies. The
role of the state in the industrialization
process and in SME development will be
revisited later in the discussion in the
context of selective intervention, access to
credit and collective decision-making for
inclusive socio-economic growth. In the
specific context of creating backward and
forward linkages between SMEs and larger
industrial entities, however, the initiatives
taken by the Malaysian state to incentivize
larger corporates to provide technical train-
ing to SMEs in exchange for the purchase of
parts and components, could well be a work-
able, strategic solution for Sri Lanka.

The enabling local government environment
is also crucial to regional private enterprise
growth which, as discussed previously, hinges
largely on SME development. The importance
of local governance factors in efforts to bridge
regional disparities is highlighted in the
research findings. For instance, a study based
on a set of economic governance indices
(EGls) developed to capture perceptions of
stakeholders in the local government policy
space, finds that in the case of Sri Lanka,

"EGI analysis shows that even though
structural conditions, such as quality of
infrastructure in a locality, tend to domi-
nate the business environment, improve-
ment in economic governance can sub-
stantially alter the business environment
from one area to another. Improvement
in certain areas of economic governance
such as reduction of informal charges,
transparency, and participation can have
an important impact on the overall busi-
ness climate in the country."?

Another important insight coming out of the
cross-country experience (Indonesia, Cambo-
dia, Vietnam, Sri Lanka and Bangladesh) with
the EGl, is that country specific local condi-

22 The Asia Foundation, 2009, “Measuring Economic Governance at the Local Level: The Experience of the Asia Foundation in Indonesia,
Vietnam, Cambodia, Sri Lanka, and Bangladesh” at: http://asiafoundation.org/publications/pdf/41 < http:/asiafoundation.org/publica-

tions/pdf/41.
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tions matter; as emphasized previously,
policy transfer needs to be aligned with do-
mestic political economy factors in order to
secure stakeholder buy-in and ensure sustain-
able reform outcomes.

9.4.2 Revisiting Strategic Industrial
Policy

As evidenced in the international develop-
ment literature, the debate on the nature and
dynamics of industrial policy is an ongoing
and evolving one.?* The objective of the
following discussion is to look at industrial
strategies such as selective intervention ('pick-
ing winners') and FDI policies as they
pertain to inclusive private sector growth in
post-conflict Sri Lanka. As such, the discus-
sion set out below is based on the definition
of industrial policy as,

"a policy aimed at particular industries
(and firms as their components) to
achieve the outcomes that are perceived
by the state to be efficient for the
economy as a whole."*

The principal arguments for industrial policy
hinge on three much-debated constructs: the
infant industry rationale, the view that
industries generating positive knowledge
spill-overs should be promoted using targeted
incentives, and the position that coordina-
tion failures are more likely when investment
decisions are made by a number of indepen-
dent agents. The underlying assumptions
associated with all these positions are that
market failures are more recurrent than
government failures in developing econo-
mies, and that issues of informational
externalities and the free-rider problem are
best addressed through strategic state
intervention in the industrialization process.

23

These assumptions, however, run contrary to
ground realities in countries that lack good
economic and regulatory governance prac-
tices; countries where public policy is based
on political economy realities, with interest
group dynamics, populist ideologies and
rent-seeking opportunities driving the policy
process; and countries that lack the space for
collective action, voice and participatory
decision-making. These assumptions also
disregard the realities of the symbiotic
relationship between state and markets; and,
the dynamics of state-societal links -
embedded autonomy - in shaping the policy
process.

In terms of facilitating inclusive private sec-
tor entrepreneurship in Sri Lanka - given the
country's political economy realities dis-
cussed previously - industrial policy that fo-
cuses on 'picking winners' is not a feasible
option for Sri Lanka. A better approach would
be to focus on enhancing the general envi-
ronment for doing business; strategies that
would enable the private sector to discover
areas of comparative advantage. Similarly,
industrial policy in Sri Lanka should focus
on identifying the constraints to SME devel-
opment and facilitate an enabling environ-
ment that effectively targets these gaps. For
instance, as discussed previously, Sri Lanka
lacks a co-ordinated SME policy, strategies
aimed at developing a culture of entrepre-
neurship, innovation and networking through
effective BDS activities, and as will be dis-
cussed below, effective strategies to address
access to credit issues that are a common
and persistent problem faced by SMEs in Sri
Lanka, as well as in several other developing
economies.

Strategic industrial policy also includes a
country's approach to FDI flows; as discussed

See for example, Lin, J. and H.Chang, 2009, “Should Industrial Policy in Developing Countries Conform to Comparative Advantage or

Defy it? A Debate Between Justin Lin and Ha-Joon Chang”, Development Policy Review, Vol. 27, No. 2.

24 Chang, H., 2003, Globalisation, Economic Development and the Role of the State, Zed Books, London, pp. 112.
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earlier, increasing FDI flows is important for
sustainable and inclusive growth in post-con-
flict Sri Lanka. However, as indicated in the
literature, cross-country case studies point to
a positive correlation and complementarity
between domestic private investment and
FDI. Developing a strong industrial base with
SMEs as the key to inclusive private sector
growth, hinges on the robustness of large-
scale domestic private industries, strategic
joint ventures between domestic and foreign
entrepreneurs, and workable backward and
forward linkages between large domestic
corporates, MNCs and SMEs. As such, FDI
policies for emerging economies like Sri
Lanka must be based on a level playing field
in terms of incentives for domestic and for-
eign investment, at least in the short to me-
dium run. A selective approach to invest-
ment should only be adopted once positive
spill-overs such as technology transfer and
BDS capacity, are embedded to the extent
that an industry can compete in domestic
and international markets.

9.4.3 Access to Credit: Unleashing the
Potential for SME Growth

Lack of adequate and affordable access to
finance is a key impediment to SME growth
in Sri Lanka.? In spite of the various SME
loan schemes developed by successive policy
regimes over the years, focus group discus-
sions with business persons at the local gov-
ernment level and one-on-one interviews with
small and medium scale entrepreneurs,
clearly indicate that the cost and access to
finance remains a huge constraint to the
growth of the sector.

The access to credit problem has two dimen-
sions. On the supply side, traditional finan-
cial institutions are reluctant to lend due to

the lack of requisite collateral and to percep-
tions that new and small enterprises are more
likely to default on loan repayments than
entities with a proven credit record. On the
demand side, SMEs lack the skills required
to develop feasible business plans that would
be acceptable to lending institutions or to
establish sub-contracting and other linkages
with larger and more established enterprises.
Given that most entrepreneurs in the post-
conflict areas have been disconnected from
established markets for years, with a number
of them still being displaced, issues of
collateral and BDS capacity are likely to be
exacerbated in these regions.

Access to credit constraints is not unique to
Sri Lanka, with several countries in South and
South-East Asia facing very similar impedi-
ments to SME growth. An analysis of best
practice solutions adopted by affected coun-
tries, points to a number of useful and work-
able strategies to tackle the problem. For
example, both India and Malaysia have
established credit registries and credit ratings
on SMEs to provide banks, other financial
institutions and potential business partners
with the information required to reduce the
risk of defaults and to promote linkages
between business entities.

As discussed earlier, what Sri Lanka lacks is
a comprehensive and informative SME policy
that sets out a clear direction, and pragmatic
solutions relating to issues including access
to credit, BDS, the legal and regulatory frame-
work, facilitating workable backward and
forward linkages, and access to markets. The
end of a prolonged conflict presents Sri Lanka
with an enormous opening to grow the SME
sector and move towards inclusive private
sector development. However, the piecemeal

2 ‘Access to Credit: Critical Issue for Conflict-Affected Enterprises’, Talking Economics, 6" October 2010, http://ipslk.blogspot.com/2010/
10/access-to-credit-critical-issue-for.html; ‘Private Enterprise Growth in the Regions: What is Slowing it Down?’, Talking Economics, 29"
November 2009, http:/ipslk.blogspot.com/2009/1 1/private-enterprise-growth-in-regions.html.
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policy framework, combined with overlap-
ping institutional functions, and a regulatory
regime that is not aligned with the dynamics
of the market, may well close this window
of opportunity.

9.5 Conclusion

Development work in post-conflict condi-
tions around the world has, to a large extent,
revolved around nation-building, relief efforts
and security concerns. Post-conflict recon-
struction programmes have for the most part,
overlooked the crucial fact that economic
deprivation, marginalization and inequalities
play a key role in instigating and perpetuat-
ing conflicts. Similarly, the development
community has only recently begun to focus
on private sector development as a key pillar
in post-conflict recovery efforts. However,
private sector activity has proven to be one
of the most resilient forces of development
in Sri Lanka, even in the face of conflict and
even when social and political institutions
have been weakened. It is in this context that
private sector development is seen as crucial
in achieving post-conflict inclusive growth.

SMEs play a particularly significant role in
enhancing the impact of private sector activ-
ity on broader socio-economic development
outcomes. The development literature pos-
its that SMEs are crucial in terms of job
creation and socio-economic growth in low-
income countries. In the Sri Lankan case, the
prevalence of regional disparities resulting
from a combination of a long conflict-situa-
tion and policy gaps in getting to balanced
development, underscores the importance of
SME growth as a key to inclusive socio-
economic development. However, growing
the SME sector and positioning it as a vital
component to inclusive private sector devel-
opment entail significant policy challenges.
In addition to those highlighted in the
preceding discussion, the focus here will be
on a few issues relating to the political
economy of reforms and inclusive develop-
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ment, defined as both a process and an out-
come variable.

Inclusive development as a process requires
transparent and collective decision-making,
with equal opportunity accorded to all
members of the polity to participate in the
public policy process. However, the politi-
cal economy realities of policy making in Sri
Lanka spanning successive political regimes,
suggests that policy decisions are for the most
part, shaped by powerful interest groups,
seeking to maximize opportunities for rent.
Given that development policy that is not
founded on participatory decision-making
rebuts visions of inclusive growth, there is
an imminent need to broaden the space for
stakeholder dialogue.

Stakeholder dialogue in the context of
inclusive private sector growth, SME devel-
opment, and industrial policy, points to the
need for effective state-business relations,
where the state and the market are seen not
as substitutes but rather as complementing
each other in moving towards inclusive
growth. Whilst the need for the state to be
open to dialogue and collective decision-
making in the development process has been
emphasized right through the discussion, a
similar onus lies on the private sector. The
Sri Lankan private sector - specifically the
larger domestic establishments - tends
towards collusive, as opposed to collabora-
tive and participatory, decision-making.
Moreover, to a large extent, the culture of
private entrepreneurship in Sri Lanka is one
that lacks dynamism and leans on a patriar-
chal state, with only a few pro-active mem-
bers of the business community engaging in
policy dialogues. If inclusive private sector
growth through SME development is to be
more than policy rhetoric, the private sector
needs to actively participate not only in the
outcomes but also in the process of public

policy.



10. Towards a Competitive and Inclusive Knowledge Economy

10.1 Introduction

Knowledge has always been an integral part of any

country's development. But with increasing global-

ization, shrinking of national borders due to

virtualization, the international fragmentation of

production, and heightened global competition, the

speed at which knowledge is created and used has

made it an even more vital element of rapid

economic development. Knowledge accumulation and

application have become major factors in economic

development and are increasingly at the core of a

country's competitive advantage in the global

economy.! Comparative advantages among nations

come less and less from abundant natural resources

or cheap labour and increasingly from technical To ensure coherent efforts
innovations and the competitive use of knowledge - in building a knowledge

or from a combination of the two - as is illustrated economy, Sri Lanka should
by the success story of Bangalore, the capital of the implement strategies that

Indian software industry. tak holisti h
e a holistic approach.

The structure of Sri Lanka's economy is also changing Addressing all elements
rapidly, from being agriculture-based to services-based. concurrently would be

The country possesses a sound base of educated indi-
viduals, with the highest literacy rate in the South
Asian region. Despite the shortcomings of literacy
rates as an indication of the quality of education, it
demonstrates that literacy provides a trainable
workforce which can now be geared to a knowledge-
based economy. Moreover, the growth of the telecoms
sector, growing private sector participation in non-
degree, non-university tertiary training programmes,
and the emergence of a globally-competitive
offshoring industry can support Sri Lanka's transition
to a knowledge economy.

essential, owing to the
strong inter-linkages...

Yet, currently, much of the knowledge-intensive and
knowledge-using production is concentrated in pock-

' Porter, M., 1990, The Competitive Advantage of Nations, Free Press, New York.
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ets in Sri Lanka - either regionally or at firm-
level. The Western Province, for example,
owing to the wider and deeper availability
of skill development opportunities as well
as better technology diffusion and utiliza-
tion, has emerged as a knowledge economy
region within the country. Knowledge-based
enterprises like offshored IT, legal, and
accountancy services as well as nano-tech-
nology and garment industry innovation
centres, are based primarily in the Western
Province. The key is to now ensure that these
developments would become more wide-
spread and inclusive to the entire economy.

The ability of rich countries to develop rap-
idly hinged on their ability to fully harness
the power of knowledge-induced growth.? As
identified in the Report of the Commission
on Growth and Development,? this was also
true of thirteen late-industrializing countries
that achieved high sustained growth in
recent decades. A key ingredient was their
ability to harness 'knowledge' to speed up
their growth, but not growth as an end in
itself, but this knowledge-led growth being
able to create higher and more productive
employment, better living standards, improve
education, etc.

As Sri Lanka attempts to 'catch-up', whilst
also ensuring that growth is inclusive and
poverty-reducing, the challenges and oppor-
tunities for leveraging the knowledge
economy to achieve this, needs to be
analyzed. This is particularly policy-relevant
given the government's stated goal of trans-
forming Sri Lanka into a Knowledge Hub -

one of five hubs articulated in 'Mahinda
Chintana - Idiri Dekma' vision statement. An
essential pre-requisite for the country to move
towards a 'knowledge hub' is the re-orienta-
tion of the country towards a 'knowledge
economy' (also referred to as a 'knowledge-
based economy").

This Chapter aims to provide a better under-
standing of the advent and evolution of the
concept of a knowledge economy and its
definition and determinants; evaluate the sta-
tus and recent performance of Sri Lanka with
respect to key determinants of developing a
knowledge economy; highlight the key chal-
lenges in making a knowledge-economy thrust
truly inclusive: and discuss the policy op-
tions, particularly possible institutional ar-
rangements, for driving the knowledge
economy agenda forward.

10.2 Advent of the 'Knowledge
Economy' Concept

In 1962, in reference to a publication that
appeared to have developed a theory on
'knowledge' as a key production factor in an
economy,* Time Magazine noted that,

"Economists take infinite pains in diag-
nosing the auto, oil or steel industry,
but almost no one tackles the industry
that makes the most important product
ofall. It is knowledge, defined as infor-
mation, old or new, which is produced
and disseminated by all kinds of
agents".’

The term knowledge is almost as old as the
term development, as entrepreneurship or

2 Conceigao, P., D.V. Gibson, M. V. Heitor, and G.Sirilli, 2001, “Knowledge for Inclusive Development: The Challenge of Globally
Integrated Learning and Implications for Science and Technology Policy”, Technological Forecasting and Social Change, Vol. 66, No. 1.

Alternatively called the “Spence Commission on Growth and Development,” or “The Growth Commission”. The Commission is an

independent body chaired by Nobel Laureate Michael Spence, and was created in April 2006. The full report, released in 2008, is available

at www.growthcommission.org.

4 Machlup, F., 1962, The Production and Distribution of Knowledge in the United States, Princeton, New Jersey: Princeton University

Press.

5 Time Magazine, ‘Education: The Knowledge Industry’, Time Magazine, 21 December, 1962, http://www.time.com/time/magazine/article/

0,9171,940171,00.html.
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entrepreneurial knowledge is the linchpin of
the organization of production in an
economy, which in turn, is fundamental for
development. However, the concept of
'knowledge economy' is relatively newer,
and has evolved over the last few decades.
Today, the knowledge economy has become
almost a 'buzz word' among economists,
planners, private sector players and other
professionals, and its role in broader devel-
opment is increasingly acknowledged.

Whilst the first use of the term knowledge
economy can be traced back to 1962, it
would be several decades before the idea
would be mainstreamed, as the world
globalized, creation and dissemination be-
came freer and cheaper, economies became
more integrated with closer trade in goods
and services, etc. The knowledge economy
became referred to in the context of the
ingredients of production, competitiveness,
international specialization, and thus growth
and development.

With increased globalization, integration,
and heightened awareness of economies on
gaining a 'competitive advantage' (moving
away from the old 'comparative advantage'
theory), the need for knowledge-driven
growth was identified - innovation, R&D,
higher-level learning, proficiency in ICTs,
etc. For this, advances in higher level
human capital was seen at least as, if not
more, important as physical capital.

10.3 What is a Knowledge Economy?:
Definitions and Determinants

The knowledge economy has been defined
in various ways, but can be well captured as
'an economy that creates, disseminates, and
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inputs or uses knowledge to promote growth
and development'.® This is broadly the idea
of a knowledge economy that will be built
on in the Sri Lankan context, in the discus-
sion to follow.

While land is the key resource in an agricul-
tural economy and natural resources (raw
materials like coal, iron ore, etc.) and basic
labour is the key resource in an industrial
economy, knowledge is argued to be the key
resource in a knowledge economy.” Itis main-
tained that a knowledge economy refers to
an overall economic structure comprising "the
rise in knowledge intensity of economic ac-
tivities, and the increasing globalization of
economic affairs...where the principal com-
ponent of value creation, productivity and
economic growth is knowledge". The pri-
mary ingredient of a knowledge economy is
viewed as a greater reliance on intellectual
capabilities rather than on physical inputs or
natural resources.? It is the combination of
production and services based on knowledge-
intensive activities that is argued to contrib-
ute to an accelerated pace of technical and
scientific advance that can in turn, raise com-
petitiveness and accelerate growth.

The OECD defines knowledge economies as
"economies which are directly based on the
production, distribution and use of knowl-
edge and information".? By that definition,
however, all economies are knowledge
economies. What is different about this con-
cept today, however, is that as economies
strive to grow faster and move into advanced
stages of economic activity, the effective
creation, acquisition, distribution and the use
of knowledge becomes increasingly more
important, and this is driven, to a great

©  Radwan, I., N. Kuruppu, and A. Wijesinha, 2008, Building Sri Lanka’s Knowledge Economy, World Bank, Washington D.C.

Australia.

Houghton, J. and P. Sheehan, 2000, A Primer on the Knowledge Economy, Centre for Strategic Economic Studies, 2000, Victoria,

8 Powell, W. and K. Snellman, 2004, “The Knowledge Economy”, Annual Review of Sociology, Vol. 30, pp. 199-220.

OECD, 1996, The Knowledge-based Economy, Organization for Economic Co-operation and Development (OECD), Paris.

123



State of the Economy 2011

extent, by advances in science and technol-
ogy and ICT.

The characteristics of a successful knowledge
economy are that there is a close linkage
between academic science and industrial
technology, there is greater importance placed
on innovation for economic and competi-
tiveness, there is increased significance of
education and lifelong learning, and there is
greater investment in R&D, software, and
education.’ Thus, a knowledge-based
economy is one that encourages its people,
its firms, and its institutions to acquire,
create, disseminate and use knowledge more
effectively for greater economic and social
development. Required elements for the
creation and strengthening of a knowledge
economy are set out in Table 10.1.

The above framework is used to analyze Sri
Lanka's status as a knowledge economy, and

identify gaps which need to be addressed to
develop the sector. For much of the indica-
tors to analyze each of the elements, the
Knowledge Assessment Methodology (KAM)
developed by the World Bank Institute is
employed."

10.4 Sri Lanka as a Knowledge
Economy: Status, Comparison,
Inclusiveness

The elements set out in the above discussion
can be considered the necessary conditions
for Sri Lanka in moving towards a knowl-
edge economy in particular, but also towards
increasing the efficiency, flexibility, and
resilience of the economy and its ability to
restructure, respond to changing competitive-
ness requirements, and take advantage of new
and emerging economic opportunities both
at home and abroad, so that the benefits of
growth are broadly shared by all Sri Lankans.

Table 10.1
Elements of a Knowledge Economy (KE) and Descriptions

Element of KE

Description

Business environment and economic
incentives regime

An economic and institutional regime that provides
incentives for the efficient use of existing knowledge,

the creation of new knowledge and entrepreneurship

Education and skills

An educated and skilled population that can create

and use knowledge

Information communication
technology (ICT) infrastructure

A dynamic information infrastructure that can
facilitate the effective communication, dissemination

and processing of information

Research and innovation

A system of research centres, university, think tanks,

consultants, firms and other organizations that can
tap into the growing stock of global knowledge,
assimilate and adapt it to local needs, and create new
knowledge

Source: Adapted from Dahlman, C. and T. Anderson, 2000, Korea and the Knowledge-based
Economy: Making the Transition, World Bank, Washington, D.C.; and Radwan, 1., N. Kuruppu,
and A. Wijesinha, 2008, Building Sri Lanka’s Knowledge Economy, World Bank, Washington D.C.

10 Dahlman, C. and A. Utz, 2005, India and the Knowledge Economy: Leveraging Strengths and Opportunities, World Bank, Washington,

D.C.
" Available at www.worldbank.org/kam.
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The discussion to follow will evaluate Sri
Lanka's standing in each of the elements and
identify key constraints that need to be
addressed in making the thrust towards a
knowledge economy both successful and
inclusive.

10.4.1 Business Environment and
Economic Incentives Regime

Creating a good business environment, with
a robust and market-friendly economic
incentive regime and institutional set-up, is
crucial to spur innovation and knowledge
creation and utilization. A conducive
competitive environment induces individu-
als and firms to seek and use knowledge,
identify market opportunities, drive entrepre-
neurship, and thus create wealth, jobs, and
economic growth.

A good business environment would mean
that Sri Lanka's laws, policies and institu-
tional mechanisms are conducive to foster-
ing successful and inclusive commercial
activity. This involves the ease of doing busi-
ness by both local and foreign firms, the
efficiency with which the rule of law is
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administered, the ease of entering and
exiting a market, the level of labour market
flexibility, among others.

The World Bank's 'Doing Business in 2011"
report ranks Sri Lanka 102 out of 183 coun-
tries in the overall ease of doing business.
While it is ahead of more economically
developed countries like Greece, Argentina,
and Russia, the report indicates that, since
the previous report in 2010, Sri Lanka has
not pushed forward with any significant
policy reforms that could have boosted its
standing. Indeed, it is suggested that the busi-
ness environment in Sri Lanka has become
less conducive to carrying out commercial
transactions between 2000 and 2009.
Despite a rise in the index from 4.96 in 1995
t0 6.02 in 2000, it experienced a fall back to
4.56in 2009."

In this and later sections, Sri Lanka’s perfor-
mance is benchmarked with India and
Singapore. Singapore has emerged as an un-
matched leader in developing and harness-
ing knowledge for economic growth, having
aformidable force of knowledge workers and

Table 10.2
Sri Lanka's Rank in Key 'Doing Business' Indicators?
Doing Business Indicator 2008 2010 2011
Starting a business 29 40 34
Dealing with licences 160 167 169
Hiring and firing workers 111 - -
Registering property 134 151 155
Getting credit 97 69 72
Protecting investors 64 73 74
Paying taxes 158 165 166
Trading across borders 60 66 72
Enforcing contracts 133 136 137
Closing a business 39 45 43

Note:  a: Ranked from a total of 178 in 2008 and 183 countries in 2010 and 2011.

Source: World Bank, 'Doing Business' database.

2 Ibid.
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Figure 10.1
Comparison of Business Environment Infrastructure: Sri Lanka, India and Singapore

Tariff & nontariff
barriers, 2009

Firing costs (weeks of
wages), 2009

Difficulty of firing
index,2009

Difficulty of hiring|
index, 2009

Regulatory quality, 2007

Intellectual property
Rrotection (1-7),2008

Cost to registera
business as % of GNI
per capita, 2009

Days to start a business,

2009
Cost to enforce a = Sri Lanka
contract (% of debt),
2009 India
= = = Singapore

Source: Compiled using data from World Bank Knowledge Assessment Methodology (KAM)

database.

playing host to hundreds of leading knowl-
edge enterprises and innovation centres. In-
dia has been a new entrant to the knowledge
economy sphere, but has been able to make
rapid headway on all fronts of knowledge
economy development, and gained interna-
tional competitiveness in areas like nano-
technology and bio-technology as well as hi-
tech production and offshore IT services.

When compared to Singapore and India, Sri
Lanka lags behind with respect to certain
indicators of business environment infrastruc-
ture (Figure 10.1). In particular, Sri Lanka
scores low in terms of the number of days to
start a business and the difficulty in firing
employees. However, Sri Lanka scores well
above India with respect to costs associated
with registering a business, tariff and non-
tariff barriers, and costs to enforce a
contract, even placing itself above Singapore
on this last point.

These indicators provide an indication of the
'national' picture on the state of doing busi-

3 These were revealed during field visits and stakeholder consultations

ness in Sri Lanka. At the regional/provincial
level, the picture is likely to remain largely
the same. However, it is often the case that
in dealing with licences and permits, firms
located in or around key commercial hubs
(e.g., Western Province) may be better able
to access the relevant government institutions,
than firms located in lagging regions. There
are also disparities across provinces, as
reported in the Asia Foundation's Economic
Governance Index (see Box 10.1). Despite
the presence of provincial branches of
relevant government agencies, discussions
with stakeholders reveal that firms often
perceive the institutional and regulatory
regime to be more pro-business or more
understanding of the private sector's needs
in commercial hubs like the Western
Province which have reached a higher level
of sophistication and dynamism of economic
activity, than those in other areas.’ Thus,
such practical issues need to be borne in mind
when considering the inclusiveness of
public agencies in providing a business
environment conducive for entrepreneurship.

with members of the local private sector during the period January

2009 to December 2010 in the Central, Southern, North Central, Eastern and Northern Provinces.
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Box 10.1
Asia Foundation Economic Governance Index

The Asia Foundation's Economic Governance Index (EGI) evaluates the business
environment for private enterprises. It employs ten sub-indices to carry out its evaluation,
ranging from ease of obtaining permits and licences to confidence in legal institutions.
The EGl report on Sri Lanka highlights the provincial disparities across the country using
surveys conducted among private enterprises. These surveys capture a sense of the private
sector's perception of the business environment across seven of the nine provinces, with
the Northern and Eastern Provinces excluded due to security concerns at the time of data
collection.

The report finds that economic governance across the provinces differs widely, with
certain provinces ranking high on some sub-indices while scoring low on others. The
Western Province, for example, scored the highest when it came to businesses obtaining
registration, permits, and licences while scoring the lowest on confidence in legal
institutions and conflict resolution. Uva Province scored highest in this latter category,
indicating stronger support for the province's judiciary and appeals process regarding
business activities compared to other provinces. On the other hand, this province ranked
the lowest in terms of tax administration, burden, and services, indicating private
enterprises in this area experienced relatively more tax-related obstacles than any other
province. In reference to land access and property rights, the survey revealed that obtaining
property for commercial purposes was easier in the North Western Province than in the
Western Province, with 55 per cent of businesses in the former province highlighting
the ease of obtaining property compared to 34 per cent in the latter.

Source: The Asia Foundation, Economic Governance Index 2007: A Measure of the Local Enabling

Environment for Private Enterprise in Sri Lanka.

10.4.2 Information Communication
Technology (ICT) Infrastructure

With ICT usage permeating through all
aspects of economic and social activities,
ICTs have become a linchpin of a knowl-
edge-based economy. As Sri Lanka pushes
towards becoming a knowledge economy,
ensuring that its ICT infrastructure is afford-
able, efficient, and inclusive, will be impor-
tant to drive economic growth and produc-
tivity across the country.

However, this push forward may not be
enough. The World Bank's KAM data
indicate that ICT infrastructure in Sri Lanka
has worsened over time. The index that
measures ICT development stood at 4.50 in
1995 but dipped to 3.64 in 2000, and
dropped further still to 2.98 in 2009. This
seems counterintuitive given the numerous

initiatives undertaken by the Information and
Communication Technology Agency (ICTA)
to improve the level of ICT development in
the country, but could be due to the faster
advances that other countries have made, rela-
tive to Sri Lanka.

Furthermore, Sri Lanka scores low on several
indicators with respect to ICT infrastructure
when compared with Singapore and India
(Figure 10.2). In particular, Sri Lanka lags
behind in terms of the number of internet
users and extent of business internet use. On
the other hand, Sri Lanka surpasses India on
total number of telephones and mobile
phones per person, prevalence of telephone
lines, as well as number of computers avail-
able per person and international internet
bandwidth. The lack of internet usage, then,
could reflect the high connection and

127



State of the Economy 2011

Figure 10.2
Comparison of ICT Infrastructure: Sri Lanka, India and Singapore
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monthly rental costs, as well as the cost of
computers which cannot be afforded by all
groups.

Telecoms, a key determinant of ICT infra-
structure, has shown remarkable growth in
recent years in Sri Lanka (growing at around
16 per cent annually in the last three years),
following liberalization of the sector and the
subsequent influx of FDI into it (Table 10.3).
While fixed telephony has saturated over
time, mobile telephony has shown a sharp
growth, as heightened competition drove
down prices, and mobile service charges

became very affordable to individuals at most
levels of the income spectrum.

Fixed tele-density remains heavily skewed
towards the Western Province - accounting
for 40 per cent of all fixed line phones
(Figure 10.3). However, it must be borne in
mind that with the proliferation of afford-
able mobile telephony, this gap has been
bridged, with many rural households substi-
tuting the lack of a fixed line by a mobile
telephone or at least a portable CDMA (Code
Division Multiple Access) phone.

Table 10.3
Number of Fixed, Mobile, and Broadband Subscribers
Year Fixed Mobile Broadband?
2006 1,884,076 5,412,496 130,000
2007 2,742,059 7,983,489 202,348
2008 3,446,411 11,082,454 234,000
2009 3,435,958 14,095,346 249,756
2010 3,578,463 17,359,312 280,000
Notes:  a: Provisional.
Source: Telecom Regulatory Commission, Statistical Overview 2010.
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Figure 10.3
Provincial Distribution of Fixed Phones (as at December 2010)
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Broadband internet connectivity has also risen
over the years (although not as dramatically
as mobile telephony), doubling between
2006 and 2010. However, the lack of full
expansion of the broadband backbone to
rural areas makes availability unequal
geographically. An estimated 280,000 broad-
band subscribers as at end 2010, comprised
a mere 1.4 per cent of the country's total
population. This is compared to over 70 per
cent of people being connected via mobile
telephony.™

Statistical Overview 2010.

The high costs of broadband connectivity
l[imit access to connectivity and affects
inclusiveness in terms of expanding internet
literacy for all. Sri Lanka ranks third highest
among South Asian countries in terms of the
annual cost of a broadband connection (Table
10.4). Moreover, the quality of broadband
also remains an issue, with download speeds
estimated to be far below the advertised
rates.” However, since then, corrective
measures adopted by Telecom Regulatory
Commission (TRC) have led to a 60 per cent
improvement by operators.'®

Table 10.4
Broadband Internet Costs in Sri Lanka vis-a-vis South Asia

Country
Bangladesh
Nepal

Sri Lanka
Pakistan
India

Annual Cost (US$)?

618
248
168
114
143

Notes: Cost of 256kbps broadband business connection.

Source: LIRNEasia, www.lirneasia.net.

™ Dialog Axiata Plc., Annual Report 2009.

> Lanka Business Online (LBO), ‘Sri Lanka broadband speeds below advertised rates: regulator’, 27" December 2010, http:/

www.lankabusinessonline.com/fullstory.php?nid=1013747302.
16 Ibid.
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The concerted efforts by the ICTA currently by broader society will no doubt boost the
underway to completely re-orient Sri Lanka ~ country's position on the ICT pillar in the
towards better ICT adoption and utilization coming years (see Box 10.2).

Box 10.2
e-Sri Lanka Programme

Sri Lanka began implementing the e-Sri Lanka Programme in 2003, with the aim to promote
access to ICT across the country. According to a report prepared for the ICTA in 2010, a mere
5.7 per cent of the population in Sri Lanka has access to the internet.’”” The impetus behind the
programme is that ICT is seen as "an enabler and a tool that can help people to increase their
income levels in whatever fields of employment they are involved in." The programme's
primary aims are to provide improved access and use of ICT; access to and use of public
services on-line by businesses and citizens; and enhanced competitiveness of the private
sector and in particular of the knowledge industry and SMEs. It endeavors to tackle these
challenges through:

1. Empowering the rural poor, disadvantaged groups, women and youth through increased
and affordable access to information and communication tools

2. Developing leadership and skills in ICT

3. Creating employment in the ICT industry and ICT enabled services, and enhancing the
competitiveness of user industries and services

The e-Sri Lanka Programme has adopted six approaches to fulfilling these aims. They include
i) ICT Policy, Leadership and Institutional Development; ii) ICT Human Resources Development
and Industry Promotion; iii) Regional Telecommunications Network; iv) Telecenter (Nenasalas)
Development; v) Re-engineering Government; and vi) e-Society Development. Several of these
have been successful in promoting ICT among government employees, as well as reaching
out to the disadvantaged and providing ICT access to youth and women in rural areas.

According to the World Bank, the programme has achieved some critical successes, noting
that it is the "most comprehensive ICT project in the World Bank,".’® It is estimated that
following the programme's implementation, over 50,000 new jobs have opened and over
35,000 private sector employees have used the programme's ICT training in their work. The
government online portal has reportedly attracted over 4 million users since it began offering
services in 2009, and its telecenter project draws over 70,000 people monthly through its
600+ Nenasalas (see Box 10.3).

Nonetheless, the e-Sri Lanka Programme has key challenges in implementation, which in turn
have impacted its scaling-up. When implementing certain projects under the programme,
there has been difficulty ensuring the quality of ICT services provided consistently meets the
expected standards. Another key issue is that of the language barrier that exists for many Sri
Lankans when operating predominantly English software and on-line applications. Additionally,
the ICTA is trying to meet the challenge of promoting export growth of ICT-related services and
establishing an institutional framework that clearly defines the legal boundaries of ICT use in
Sri Lanka.™

Sources: ICTA, 2010, “Outcome Evaluation Report of Nenasala Project”, a report prepared for the
ICTA by Skill International Private Limited; http:/www.icta.lk/en/programmes.html; interview
with Monitoring and Evaluation Programme Head, ICTA.

18

19

ICTA, 2010, “Outcome Evaluation Report of Nenasala Project”, a report prepared for Information and Communication Technology
Agency of Sri Lanka by Skill International Private Limited. ICTA: October 2010.

World Bank, 2011, “Implementation Status and Results: Sri Lanka E-Lanka Development”, World Bank.
Interview with Monitoring and Evaluation Programme Head, ICTA.
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10.4.3 Research and Innovation System

There is no single accepted definition of a
national innovation system. Rather, it refers
to the network of institutions, rules and
procedures that foster innovation and R&D
in a country - the web of interaction as a
whole. It includes the degree to which exist-
ing technologies from other countries are
adopted and developed further to suit the
local needs, the development of globally
competitive technologies and production
processes, and the nexus between science and
research institutes and the private sector (i.e.,
firms that would use new and/or adapted
technologies).

The World Bank's KAM database reports a
rise in the quality of research and innovation
infrastructure in Sri Lanka recently. Despite
a slight decrease in the KAM indicator
between 1995 and 2000 from 3.27 to 3.24,
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Sri Lanka's score in 2009 rose to 4.13.
Despite this rise, Sri Lanka lags behind India
and Singapore with respect to certain aspects
of research and innovation infrastructure. In
particular, Sri Lanka performs relatively poorly
in the areas of royalty payments and receipts,
total expenditure for R&D, and high-tech
goods as a percentage of manufactured
exports (Figure 10.4).

Sri Lanka is a late-comer to the research and
innovation revolution that has swept the
world in the last decades. Many of the
country's scientific institutes remain under-
funded, with insufficient international
collaboration to acquire and adapt global
technologies. Sri Lanka's research institutes
are also overwhelmingly agriculture-based.
Of an estimated total of 5,300 scientists
spread over 13 universities and 19 R&D
institutes in 2005, more than 60 per cent of

Figure 10.4
Comparison of Research and Innovation Infrastructure: Sri Lanka, India and Singapore
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the R&D institutes were related to agricul-
ture.?’ Additionally, the protracted conflict,
along with unattractive career potential,
meant that a large proportion of science and
engineering professionals left the country in
search of better opportunities. However, this
is gradually changing.

An example of the improved nexus between
academic scientific research and private
sector initiative would be the telecom
centre in the Moratuwa University (in part-
nership with Dialog Axiata telecom) and the
ground-breaking Sri Lanka Institute of
Nanotechnology (SLINTEC), which operates
under a unique public-private partnership
(PPP) model. The SLINTEC has also been able
to attract Sri Lankan diaspora experts to link
up with local scientists for nanotech research.
As was the case in much of industrialized
East Asia, Sri Lanka can absorb existing tech-
nologies and production systems, and then
leverage on such a base to develop more

innovative industries and create newer, or
adapt existing technologies. However, due
to a lack of public funding for R&D enter-
prises over the decades, the national science
and technology environment experienced
little growth. Despite the stated government
goal in 2006 to allocate 1.5 per cent of GDP
to R&D by 2016,?' by 2008 only one-tenth
of that had been allocated.??

A key government initiative is currently
under way to ensure that innovation capa-
bilities and opportunities are not limited to
the urban and highly commercial hubs -e.g.,
the 'Vidatha' programme of the Ministry of
Technology and Research. By end 2009, there
were 254 Vidatha Resource Centres across
Sri Lanka, covering 77 per cent of all Divi-
sional Secretariat (DS) divisions in the coun-
try,? involved in 'transfer of technology'
programmes under the theme 'Gamata
Thaakshanaya' ('technology to the village').
Yet, there is evidence to suggest that the link-

Box 10.3
Performance Review of the Vidatha Programme
A recent assessment showed that, as at end 2009, Vidatha had provided close to 3,400
trainings in 139 technologies, providing services to over 8,400 entrepreneurs. Moreover,
roughly 1,400 entrepreneurs had received assistance in obtaining loans at low interest
rates for technology development. A key element of the programme is to provide computer
training to local communities, and over 27,200 people have benefited from this feature.
However, despite its successes, the programme has encountered certain obstacles. The
provision of more up-to-date technologies, business management training, and ways for
entrepreneurs to access capital (including raw materials and machinery) at concessionary
rates are identified as critical needs. These would need to be implemented both at the
local Vidatha Resource Centre level and the central level in order to ensure that innovation

atthe local level can be of a high quality, with the potential for better commercialization.
Source: Asha Gunawardena, Kanchana Wickramasinghe, and Nethmini Perera, 2010, “Assessment of
Vidatha Technology Transfer Programme”, a report prepared by the IPS for the Ministry of
Technology and Research.
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age between the activities of the Vidatha
centres and private enterprises in the local
area - i.e., if the innovation capabilities
developed by these centres are in fact filter-
ing in to entrepreneurship and product/
service innovations - remains weak, for
several reasons (Box 10.2). These linkages
need to be strengthened to ensure that not
only is access to such facilities made more
widespread, and thus inclusive to a larger
part of the population, but that they are
effective conduits for research and innova-
tion to be commercialized.

10.4.4 Education and Skills

Developing the country's human resources
is the key second element in developing a
competitive and inclusive knowledge
economy. It refers collectively to the educa-
tion system and the level of vocational train-
ing in the country. Having a relatively high

Towards a Competitive and Inclusive Knowledge Economy

adult literacy rate of 92 per cent, Sri Lanka is
aforerunner among developing nations with
regard to universal literacy. However, the
quality and relevance of the education
provided has not kept up with local and
global changes and labour market require-
ments.

Nonetheless, World Bank KAM data show
that the quality of education and skills infra-
structure has improved in the recent past.
Although the quality in education may have
suffered slightly from 1995 to 2000, as sug-
gested by the KAM index's decrease from
4.42 in 1995 to 4.31 in 2000, it seems to
have improved over the following years,
indicated by a score of 5.00 in 2009. Yet,
when looking more closely at various indi-
cators and when comparing to India and
Singapore, it is evident that Sri Lanka
performs poorly with respect to Internet ac-

Figure 10.5
Comparison of Education and Skills Infrastructure: Sri Lanka, India and Singapore
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cess in schools, public spending on educa-
tion, and gross tertiary enrolment, as shown
in Figure 10.5. However, Sri Lanka excels in
terms of gross secondary enrolment, surpass-
ing both India and Singapore in this area.

Spatial disparities in education access and
quality pose a considerable challenge to
growing the knowledge-potential of the Sri
Lankan economy in an inclusive manner.
Available evidence suggests significant
spatial disparities in access to education
across districts in Sri Lanka, whereby educa-
tional opportunities, in terms of the avail-
ability of schools, human resources, and
other facilities, are widely imbalanced across
the country.?* Physical resources in the North-
ern Province are not as widely available as
those in other parts of the country. In par-
ticular, the districts of Mullaitivu, Mannar,
and Vavuniya suffer a shortage of schools
with Advanced Level (A/L) programmes. For
instance, there is only one school with A/L
science for over 400 sq. km. in Mullaitivu
and Vavuniya, while Mannar has one for every
200 sq. km. This is in stark contrast to dis-
tricts in other provinces. Colombo, which
lies in the Western Province, enjoys a distri-
bution of the same type of school for every
10 sq. km., while Kandy and Gampaha have
one for approximately every 40 sq. km. and
25 sq. km., respectively.

Human resources is another area where spa-
tial disparities are evident. The availability
of qualified teachers (with graduate certifi-
cates or other types of training), is consider-
ably disproportionate across different districts.
Kilinochchi, Mannar, and Polonnaruwa have
particularly low proportions of graduate
trained teachers in relation to the total num-
ber of teachers available in the province,
numbering 0.5 per cent, 0.6 per cent, and
1.3 per cent, respectively. On the other hand,

districts like Kurunegala, Colombo, and
Kandy, with 11.2 per cent, 10.5 per cent,
and 8.8 per cent respectively, enjoy relatively
high proportions of such teachers.

A third area where access to education is
disproportionate is accessibility to facilities
like libraries, science laboratories, and com-
puters. Over three-fourths of the total num-
ber of schools in Kilinochchi, Mannar,
Mullaitivu, and Vavuniya do not have a li-
brary, not even a temporary reading room.
However, many schools in Colombo and
Gampaha enjoy such resources, with only
15 per cent and 26 per cent of schools in
these respective districts having no access to
libraries or reading rooms. The availability
of science laboratories tells a similar story,
with over 80 per cent of schools in
Kilinochchi and Mullaitivu having no sci-
ence labs whatsoever, while only 11 per cent
of schools in Colombo and 20 per cent of
schools in Gampaha suffer the same fate.
Similarly, Kilinochchi and Mullaitivu have,
on average, fewer than one computer per
school, whereas Colombo has, on average,
over six computers per school while Galle,
Gampaha, Hambantota, Kalutara, Kandy, and
Matara, have between two and three com-
puters per school.

Specific education areas like computer lit-
eracy are also important indicators of the
ability to strengthen Sri Lanka's knowledge
economy potential. This needs to be devel-
oped along with expanding ICT infrastruc-
ture, to ensure that ICT development is in-
clusive for all to leverage upon. However,
there are significant geographical disparities
in computer literacy across the country. A
survey conducted by the DCS, reveals that
while computer literacy in 2009 was around
30 per cent in urban Sri Lanka, it was 19 per
centin rural areas and a low 8.5 per cent in

24 Tilakaratna, G., A. Galappattige, R. Jayathilaka, and R. Perera, 2008, “Educational Opportunities for the Poor in Sri Lanka: Assessing Spatial

Disparities”, IPS.
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estate areas (Figure 10.6). Across provinces
too, significant disparities are prevalent, with
all regions lagging well behind the Western
Province (Figure 10.7). However, in both
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Agency's Nenasalas programme have gone
someway in addressing the issue of computer
literacy, by taking computer usage to rural
areas through the network of these 'rural

indicators, there is clear evidence of improve-  telecenters' (see Box 2).
ment between 2006/07 and 2009. The ICT

Box 10.4
Sri Lanka's Nenasalas
The ICTA established the Nenasala project in order to "empower the population in rural
areas of the country through affordable community access to information and
communication technologies."? The term Nenasala roughly translates to 'wisdom outlet'
in Sinhala. The project aims to establish 1,000 telecommunications centers in rural
communities across the country. These centers are expected to provide:

¢ availability of affordable basic communication services (voice, fax, email and
Internet access), office services (printing, copying, scanning) and community
information in rural and disadvantaged areas.

e enhanced access and quality of social services (e.g., public services on-line,
distance education).

e access to private sector and banking services on-line.

o e-Commerce, information on employment opportunities for improved entrepre-
neurship (e.g., through online technical assistance, and expanded input and
output market networks).

* mobilization of local knowledge and support to local industry development.

¢ empowerment of target groups through community driven development.

As of October 2010, there were reportedly 629 centers that had been progressively
established across Sri Lanka. An evaluation of the Nenasala commissioned by ICTA
suggests that the majority of users had a positive opinion about the services offered at
these telecenters and perceived them to be useful. Among those surveyed, roughly 60
per cent rate the services as 'very good', and on overall satisfaction, close to 40 per cent
of users reported being 'highly satisfied'. However, an independent review is yet to be
undertaken.

The majority of users of the Nenasalaas are found to be young people, with three-
fourths aged between 12-25 years. The Nenasala project has also seemingly succeeded
in bridging the gender gap in the area of ICT, with 63 per cent of all users being female.
Nonetheless, the sustained popularity and relevance of these telecenters remains to be
seen. The same survey pointed out declining trends in both computer usage and number
of users between May-July 2010, as well as a decreasing trend in total Internet hours
from September 2009 to July 2010. Furthermore, the Nenasalas face the challenge of a
lack of relevant content available to local communities. Much of the information provided
is obtained from the internet, which is predominantly in English, and largely globalised.
In order to stay relevant, these centers would need to ensure that more locally relevant
information is also available to the users.

% ICTA, 2010, “Outcome Evaluation Report of Nenasala Project”, a report prepared for ICTA by Skill International Private Limited.
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Moreover, Sri Lanka spends a disproportion-
ate amount (50 per cent) on secondary
education from its total education budget.?®
This stands in stark contrast to the share of
expenditure spent on primary, university, and
technical levels, which were considerably less
at 32, 14, and 3 per cent, respectively. The

need to further develop the country's private
sector university system and expand on the
relationship between the tertiary education
system and the private sector remains an
important step in developing the nation's
knowledge economy.

Figure 10.6
Computer Literacy in Sri Lanka across Urban, Rural and Estate Sectors

30 |

W 2006/07

25 |

M 2009

%

Urban

Rural Estate

Source: DCS, National Computer Literacy Survey.

Figure 10.7
Computer Literacy in Sri Lanka across Provinces
30
25 1 M2006/07  ®2009
|
20 ‘
|
o 15 -
10 1
5 4
0
N N
&£ & & & e SN
¥ ¢ & ¢ @ & &
© D & e
& o @
Ny < &

Source: DCS, National Computer Literacy Survey.

2 World Bank, 2005, ‘Treasures of the Education System in Sri Lanka’, World Bank, Colombo.



Towards a Competitive and Inclusive Knowledge Economy

Figure 10.8
Students by Medium of Study across Sri Lanka
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As Sri Lanka is becoming increasingly
integrated into a globalized society, the need
for English language skills is becoming more
apparent. However, the prevalence of English
as a medium of study is low in all prov-
inces, and markedly so in the Central, North-
ern, Eastern, North Central, Uva, and
Sabaragamuwa Provinces (Figure 10.8). Yet,
this might not entirely be an accurate
indication of English language ability across
the country, owing to the numerous privately
administered English language classes seen
to be available throughout much of the
country, albeit mainly in urban and semi-
urban areas.

10.5: Way Forward - Strong Institu-
tional Framework

The preceding discussion aimed to demon-
strate the key elements that determine the
growth of a knowledge-based economy. Sri
Lanka needs to take a comprehensive look at
each of these elements and their constitu-
ents, to identify which gaps need addressing
urgently in order to ensure that a competi-
tive and inclusive knowledge economy can
be fostered. To ensure coherent and con-
certed efforts in building the knowledge
economy and becoming a knowledge hub,
Sri Lankan policy makers should implement
strategies that take a holistic approach.

Addressing all elements concurrently would
be essential, owing to the strong inter-link-
ages between the elements highlighted
earlier.

Setting up robust institutions to catalyze this
would indeed be a vital step. For instance,
setting up a Knowledge Commission, or a
Knowledge Economy Task Force, could help
drive these efforts at a national, strategic
level, and ensure the aforementioned holis-
tic and coherent approach is adopted. Some
lessons could be drawn from a similar effort
in India, where a National Knowledge Com-
mission has been giving leadership to India's
efforts at developing its knowledge economy
since 2005 (Box 10.3). Such a body could
comprise of representatives from the govern-
ment, academia, and private sector, cover-
ing fields relevant to each of the elements
that determine the growth of the knowledge
economy. Such a Commission would need
to be given leadership at the highest level,
and tasked with making policy recommen-
dations and developing appropriate strate-
gies, as well as advising on driving the
necessary sector-wise initiatives at the line
ministry level.

The thrust to develop Sri Lanka as a knowl-
edge hub has been clearly articulated in gov-
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ernment policy documents. Thus, it is im-
portant for the government to develop and
achieve these by setting concrete policy
priorities for each of the knowledge economy
determinants by bringing together all gov-
ernment and private sector bodies working
on this sector. Such an action plan will pro-

vide necessary guidance to these bodies on
what specific steps need to be taken, as well
as provide a strong signal to investors will-
ing to take up opportunities in investing in
the gamut of knowledge-based enterprises -
research and innovation centres, tertiary edu-
cation and technical/vocational training

Box 10.4
India's National Knowledge Commission

The National Knowledge Commission (NKC) of India is an advisory body tasked with
providing policy analysis and recommendations to help develop India's potential as a
knowledge society. It covers areas such as education, science and technology (S&T), and
agriculture. Set up in June 2005, it reports to the Prime Minister (PM) and comprises six
members. The tasks that the NKC carries out revolve around developing India's research
and knowledge production capabilities. It aims to harness this knowledge to use in
other areas of the economy, including agriculture, industry, and health care. The NKC
aims to:

e Build excellence in the educational system to meet the knowledge challenges
of the 21st century and increase India's competitive advantage in fields of
knowledge.

¢ Promote creation of knowledge in S&T laboratories.

¢ Improve the management of institutions engaged in intellectual property rights
(IPRs).

¢ Promote knowledge applications in agriculture and industry.

¢ Promote the use of knowledge capabilities in making government an effective,
transparent and accountable service provider to the citizen and promote
widespread sharing of knowledge to maximize public benefit.

e Expand the education system and use the country's IT infrastructure to improve
governance and connectivity across the nation.

The NKC first identifies key issues and their relevant stakeholders, followed by
consultations and workshops, discussions within the NKC prior to finalizing their
recommendations to the PM, and then issuing a formal letter to the PM containing
policy recommendations and financial impacts. It then seeks to disseminate its work
using its website and its contact with state governments and members of civil society.

It has led many initiatives over a variety of different areas and has made its findings
available through reports, presentations, newsletters, and newspaper articles. Its 'Report
to the Nation 2006-2009', a compilation of previously published reports, highlights
many of the recommendations the NKC has made over its three and a half year term.
Covering topics such as IPRs, vocational education and training (VET), and
entrepreneurship, the report addresses key areas through which the country can develop
its knowledge economy.

Source: http://www.knowledgecommission.gov.in/default.asp.
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institutes, IT-enabled service providers, and
science and technology related ventures like
nanotechnology, biotechnology, and high-
tech manufacturing. A policy mix of a
specialized high-level advisory body, and
recommendations via an expert task force
representing all relevant stakeholders, com-

Towards a Competitive and Inclusive Knowledge Economy

bined with a comprehensive and specific gov-
ernment action plan, as well as buy-in from
key government ministries and agencies as
well as private sector players, will ensure that
Sri Lanka emerges as a competitive and in-
clusive knowledge economy in the country's
new era of post-conflict growth.
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11. Driving Infrastructure Developments for Inclusive Growth

11.1 Introduction

An accelerated infrastructure development thrust lies
at the core of Sri Lanka's post-conflict economic
programme. Whilst infrastructure spending is
undoubtedly beneficial in providing the initial
momentum to economic growth, the inclusiveness
of the infrastructure development - where different
agents are given equal opportunities to participate in
development activities, while allowing the benefits
of such developments to be equitably shared among
various social groups - will to an extent, determine
the sustainability of the growth process in the longer
term.

Infrastructure projects currently carried out in Sri Lanka
are spread across provinces, with special attention
being given to the previously conflict-affected N&E.
Provision of adequate infrastructure for lagging regions
is critical not only to tap unutilized resources but

Bringing the multiple
rural infrastructure

also to bridge existing regional disparities in socio- development
economic development. International experience also programmes under one
suggests the importance of focusing not only on 'how arm would ensure

much' but also 'where', in addressing infrastructure
needs." Inadequate infrastructure is identified as a )
key factor in the unequal distribution of gains from across regions
economic growth, calling for policies that centre on

inclusiveness to reach balanced regional develop-

ment.>

balanced development

This discussion attempts to look at the distribution of
infrastructure developments across regions in Sri
Lanka, and thereby to assess infrastructure policy in
terms of ensuring inclusivity in economic growth. It
focuses specifically on rural infrastructure develop-
ment initiatives and the status of the developments

' Estache, A., and Fay, M., 2007, “Current Debates on Infrastructure Policy”, Policy Research Working Paper Series 4410, World Bank,
Washington, D.C.

2 Li, W., T.Mengistae and L.C. Xu, 2011, “Diagnosing Development Bottlenecks: China and India”, World Bank Policy Research Working
Paper Series; Joshi, G.S., 2010, “Infrastructure Development Strategies for Inclusive Growth: India’s Eleventh Plan”, Leadership and
Management in Engineering, Vol. 10, No. 2, American Society of Civil Engineers.
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of different sub-sectors of infrastructure
across regions in the country.

11.2 Role of Infrastructure in Inclusive
Growth and Poverty Reduction

Sustainable infrastructure development has
a direct impact on accelerating rural and
urban livelihood improvement. This can
propel a country towards an inclusive growth
path where the gains of economic develop-
ment trickle down to all layers of the society
as their full potential is utilized in the
national development process. Alongside
stimulating growth in lagging areas, improv-
ing integration between lagging and leading

Driving Infrastructure Developments for Inclusive Growth

areas - where infrastructure plays an impor-
tant role - is vital for economic progress.?

The impact of infrastructure on economic
growth and poverty reduction takes the form
of first-round effects, followed by subsequent
impacts.* In the first round, both supply and
demand sides of the economy are impacted
through an enhanced business climate. Roads
and irrigation infrastructure have shown to
directly improve the incomes from agricul-
ture and non-farm activities, and living stan-
dards of the poor, while electricity has proven
to create employment through the establish-
ment of industries in the areas.> The social

Figure 11.1
Impact of Infrastructure on Economic Growth and Poverty Reduction
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3 World Bank, World Development Report 2009: Reshaping Economic Geography, World Bank, Washington, D.C.
4 Jahan, S. and R. McCleery, 2005, Making Infrastructure Work for the Poor, UNDP.
> Ali, I, and E. M. Pernia, 2003, “Infrastructure and Poverty Reduction - What is the Connection?”, ERD Policy Brief Series, Asian Development

Bank, Manila.
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Figure 11.2
Contribution of Transport and Communication to GDP
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dimension of better infrastructure is the
increased access to basic social services that
improve the living conditions of the poor.
The subsequent effect of infrastructure
development arises when growth increases
fiscal revenue, resulting in additional
budget being generated for programmes that
improve the living conditions of the poor.

Although infrastructure improvements affect
the overall functioning of the economy, the
impact of some infrastructure sectors on the
domestic output can be specifically identi-
fied. Since Sri Lanka's accelerated infrastruc-
ture development drive commenced in 2006,
the performance of the transport, cargo han-
dling and post and telecommunication sub-
sectors has been significant (Figure 11.2).
During 2006-10, these three sub-sectors have
recorded a growth of 37 per cent, 37 per cent,
and 88 per cent, respectively. The transport
and cargo handling sectors have grown at an
annual average rate of 8.2 per cent and 8.5
per cent, respectively, well above the country's
overall rate of GDP growth. In 2010, the
sectors recorded a growth of 11.4 per cent
and 16.8 per cent, reflecting the benefits of
a post-conflict environment as well as the

142

overall economic recovery from the down-
turn of 2009. Clearly, increased output holds
the potential to create wider employment
opportunities and impact positively on
poverty reduction.

11.3 Infrastructure Development and
Inclusive Growth in Sri Lanka

One of the major thrusts of Sri Lanka's present
development strategy is to strengthen the
'village' as a dynamic and sustainable growth
centre that can effectively contribute to the
national growth process. This is equally high-
lighted in the infrastructure development
measures. An assessment of whether these
infrastructure facilities are adequately distrib-
uted across regions without being concen-
trated in already economically active districts
is important.

11.3.1 Policy on Infrastructure
Development

Sri Lanka's current infrastructure policy aims
to accommodate broader regional and rural
development policies and poverty alleviation
efforts. 'Randora’ is carried out at the
national level covering development of roads,
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Figure 11.3
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electricity, water supply and sanitation, and
ports and aviation, while the corresponding
infrastructure projects at the regional level
are carried out through the 'Maga Neguma'
and 'Gama Neguma' programmes.

As evident from Figure 11.3, the
government's priority on infrastructure spend-
ing is clear. Public investment as a percent-
age of GDP which stood at 6.8 per cent in
2009 was maintained at 6.4 per centin 2010.
During 2005-10, public investment has more

than doubled, at a rate faster than the
increase in total expenditure, and remains
above one-fourth of the total government
expenditure.

Allocations among different sectors of infra-
structure also reflect a significant change over
time, with the share spent on roads and
bridges, electricity, ports and aviation, and
specifically for rural infrastructure being
higher in 2009 compared to 2006. However,
the share of spending on social infrastruc-

Table 11.1
Sector-wise Public Investments (Rs.mn)

Sector 2006 % Share 2009 % Share
Roads and bridges 25,871 14.6 85,146 25.8
Electricity 4,484 2.5 32,852 9.9
Ports and aviation 5,731 3.2 28,332 8.6

o/w ports 191 0.1 25,425 7.7
Irrigation 7,329 4.1 14,207 4.3
Agriculture and production 9,474 5.3 14,512 4.4
Water supply 17,944 10.1 22,514 6.8
Education 17,200 9.7 16,934 5.1
Health 13,969 7.9 12,664 3.8
Rural infrastructure 16,222 9.1 57,000 17.2
Transport (railway/CTB) 7,586 4.3 11,247 3.4
Administrative/police/judicial/other 51,470 29.0 8,102 2.5
Total 177,443 100.0 330,448 100.0

Source: Ministry of Finance and Planning, Annual Report 2009.
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ture - e.g., health and education - has de-
clined over the same period. Although 'hard'
economic infrastructure such as roads and
bridges bring about an immediate boost to
the economy, the importance of improved
education and health in the long run must
not be forgotten.

11.3.2 National Level Infrastructure
Development

National level infrastructure requirements are
identified, planned and implemented under
the Randora programme encompassing both
economic and social infrastructure. Promi-
nence is given to maintain and rehabilitate
the existing road network under the 'National
Road Master Plan' focusing on the construc-
tion of expressways and highways, widening
of highways, reduction of traffic congestion,
road maintenance and rehabilitation, bridge
rehabilitation and reconstruction, land
acquisition and resettlement of affected
people.

Sectors with potentially high returns such as
electricity, and ports and aviation have
attracted more foreign financing while rural
and social infrastructure seems to have
received less emphasis (Table 11.2). Focus-
ing on these areas will be equally important
to achieve balanced development. The
emphasis on road development is largely
derived from the desire to establish a high
quality road network connecting the regions
with the centre, which can trigger regional
investments, both domestic and foreign.
Transport improvements such as Colombo-
Kandy expressway suggests a reduction of
island-wide transport costs by 20 per cent.®
Rehabilitating railways, restructuring of the
state bus service and addition to train and
bus fleet are carried out under transport  sector
developments. State bus service and railways
account for 23 per cent and 6 per cent,
respectively, of passenger transport in the
country.” The developments are aimed at
making the state bus service operation
efficient while allowing fair competition

Table 11.2
Funding for Infrastructure (Rs.mn)

Sector Domestic Foreign
Economic

Roads 118,693 275,685
Electricity 33,409 264,656
Water supply & sanitation 23,439 56,021
Ports and aviation 59,640 144,016
Transport 24,795 99,150
Rural infrastructure 23,798 11,919
Irrigation 18,392 48,730
Social

Health 9,788 13,953
Education 16,200 16,170

Source: Randora National Infrastructure Development Programme/Mahinda
Chinthana: Ten Year Horizon Development Framework 2006-2016.

®  World Bank, 2010, Sri Lanka: Reshaping Economic Geography, World Bank, Washington, D.C.

7 Ministry of Finance and Planning, 2008, ‘Randora’ National Infrastructure Development Programme.
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Figure 11.4
Electrification Level in Sri Lanka (%)
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various issues.

between private and state buses in a
passenger-friendly manner. The benefits of
transport infrastructure improvement are
significant for rural communities whose use
of private vehicles is limited.

The power sector aims to achieve 100 per
cent electrification by 2012 through the
development of infrastructure and facilities
to remote and distant locations by connect-
ing to the national grid or other energy
sources. Presently, 85 per cent of the popu-
lation has access to electricity through the
national grid, 3 per cent by alternative
energy sources (solar and micro hydro
projects), while 12 per cent are left with no
access to electricity.® Areas to which the
extension of the national grid is unfeasible
are planned to be provided with renewable
energy technologies through the 'Grama
Shakthi' programme. The N&E and some
poverty stricken districts such as Moneragala
and Badulla continued to record low levels

8 Ministry of Power and Energy, http:// www.power.Ik/.
9 Ibid.

of electrification (Figure 11.4). Promotion of
alternative sources in these areas will better
cater towards livelihood development due
to their affordability, while easing the
burden on the economy as a whole by
reducing dependence on oil-based power
generation. 120,000 solar power projects and
10,000 village micro-hydro projects have
been completed across the country under
Grama Shakthi.’

Considering Sri Lanka's potential for inter-
national trade and tourism due to its unique
strategic geographic location, port and avia-
tion infrastructure development is being car-
ried out as a priority. The expansion in ports
and airports will undoubtedly create direct
employment opportunities that can be ex-
ploited by the youth, especially in the lag-
ging regions. Trainings for youth, specifi-
cally targeting employment related to
planned developments, would maximize
available opportunities.
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Box 11.1
Gama Neguma Programme

The allocation to the N&E has been increasing over the years, indicating the priority
afforded to the region after the end of the conflict. By end 2009, the N&E (excluding
Mullaitivu and Kilinochchi) accounted for around 13.8 per cent of the total allocation.

Gama Neguma Performance

District Govt. Beneficiaries| District Govt. Beneficiaries

Expenditure (2008-09) Expenditure (2008-09)

(end 2009) (end 2009)

(Rs. mn.) (Rs. mn.)
Ampara 784 1,009,765 Kurunegala 2,260 845,648
Anuradhapura 1,388 1,164,820 Mannar 293 42,612
Badulla 1,080 422,323 Matale 730 348,935
Batticaloa 769 775,741 Matara 1,135 291,040
Colombo 763 181,956 Moneragala 1,113 537,331
Galle 1,616 919,625 N’Eliya 932 1,411,457
Gampaha 1,403 437,549 Polonnaruwa 579 395,736
Hambantota 1,029 434,150 Puttalam 1,062 276,528
Jaffna 563 212,743 Ratnapura 1,132 432,593
Kalutara 1,286 278,923 Trincomalee 571 319,570
Kandy 1,095 391,398 Vavuniya 156 71,004
Kegalle 903 330,516

Source: Ministry of Nation Building and Estate Infrastructure Development.

The highest number of beneficiaries is recorded in Nuwara Eliya, the district with the
highest poverty headcount. Nuwara Eliya, Moneragala, Ratnapura, Badulla, Kegalle and
Matale — the six districts recording the highest poverty — has accounted for one-fourth of
the total expenditure. According to the Ministry of Economic Development, the
government has spent Rs. 6.4 billion in 2010, covering the implementation of 32,526
projects in 10,567 Grama Niladhari Divisions throughout the country.

11.3.3 Rural Infrastructure Deve-
lopment

In formulating rural development strategies
and allocating resources, priority has been
given to the Gama Neguma village based
development programme which focuses on
rural infrastructure and livelihood develop-
ment. Community participation throughout
the project cycle is a distinct feature of this
programme to ensure the sustainability of the
facilities in improving livelihoods. A posi-
tive feature is the priority given to the N&E
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regions and poverty stricken districts to en-
sure that the benefits are delivered to the
neediest segments.

Fund allocation under the Maga Neguma
rural road development programme, which
aims at improving the connectivity between
regional and urban areas, has also progressed
in terms of beneficiaries. Nonetheless, the
level of development of the regions when
making allocations appears less relevant
under this programme (Box 11.2).
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Box 11.2
Maga Neguma Programme

Since its initiation in 2005, road length of 7,449 kms. has been completed by end 2009
according to the Ministry of Finance. The district-wise fund allocation indicates that
more has been set aside for districts with larger number of beneficiaries and vice versa.
However, the allocations seem to have been centred on a few low-poverty areas. For
example, 28 per cent of total expenditure between 2007 and 2009 has been utilized in
Kurunegala and Hambantota districts alone.

Maga Neguma Coverage (2007 - 2009)
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Source: Ministry of Finance and Planning, Department of National Budget.

The Gemidiriya programme which was  cials in the area. Concreting of village roads,
initiated to support the government's strat-  tank renovation, construction of wells and
egy to reduce rural poverty through promot-  clearing canals, and construction and repair-
ing sustainable livelihoods and equitable ing of school buildings have been carried out
rural development has carried an infrastruc-  thus far. By 2010 this programme was
ture development component since its  estimated to have reached 3,060 villages in

commencement. The significance of simul- 317 Divisional Secretariat divisions.
taneous infrastructure improvements in
lagging regions is thus recognized. Alongside the above special rural infrastruc-

ture development programmes, the govern-
The Samurdhi Development Authority also ment implements programmes aligned with
carries out a village infrastructure develop-  national service provision. As regards water
ment programme, a bottom-up operation  supply, locally funded small and medium
where the needs are identified, prioritized  scale water supply projects are carried out
and implemented by the Samurdhi recipi-  across the country, which are planned and
ents with the guidance of government offi-  designed by the National Water Supply and

Drainage Board (NWSDB).

0 Media Centre for National Development of Sri Lanka.
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Box 11.3
Village Infrastructure Development through Gemidiriya

By end 2009, 3,245 projects had been implemented, benefiting 800,000 rural people.

Infrastructure Projects under Gemidiriya

Type

Road development

Bridges, culverts and causeways
Irrigation

Drinking water

Sanitation

Multi-purpose building projects
Other

No. of Projects

1818

160

50
353
218
501
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Source: Gemidiriya Community Development and Livelihood Improvement

Project, Annual Report 2009.

The higher number of road projects undertaken in this programme indicates that roads
are recognized as a priority in infrastructure facilities. Completed projects of 1,137 have
been handed over to the communities for operation and maintenance as a measure of
sustainable management through community participation.

In 2009, 17 new projects and rehabilitation
and augmentation of 22 water supply schemes
were undertaken benefitting over 1.2 million
people (Table 11.3). Anuradhapura, Kalutara,
Kurunegala, Matara and Ratnapura districts
which record higher poverty levels have been
given priority in terms of share of allocations
and/or larger target groups.

According to HIES data compiled by the
DCS, a notable improvement is recorded in
access to electricity and safe drinking water
between 2006/07 and 2009/10, especially
in the rural and estate sectors (Table 11.4).
Such factors, through improving livelihoods,
can partly account for the sharp overall re-

Table 11.3
Small and Medium Scale Water Supply Projects (2009)

District Allocation  Beneficiaries District Allocation Beneficiaries
(Rs. mn.) (Rs. mn.)
Ampara 13 17,500 Kurunegala 84 12,000
Anuradhapura 120 5,000 Matale 10 29,800
Badulla 29 37,150 Matara 92 192,000
Colombo 58 162,500 Moneragala 49 37,800
Galle 13 3,000 Nuwara Eliya 56 10,500
Gampaha 40 240,000 Polonnaruwa 41 60,000
Kalutara 80 142,000 Puttalam 4 2,500
Kandy 15 12,300 Ratnapura 92 205,900
Kegalle 63 47,500 Trincomalee 61 60,000

Source: National Water Supply and Drainage Board, Annual Report 2009.
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duction in poverty levels that have been ex-
perienced in the country in more recent years.

Driving Infrastructure Developments for Inclusive Growth

Rural infrastructure development contributes
significantly to agriculture and rural devel-

opment, particularly in areas where poten-

Table 11.4

Access to Services (% of population)

Sector Poverty Head Count Electricity Safe Drinking Water
2006/07 2009/10 2006/07 2009/10 2006/07 2009/10

Urban 6.7 5.3 94.9 96.5 97.7 96.8

Rural 15.7 9.4 78.5 83.2 85.0 87.1

Estate 32.0 11.4 62.3 84.0 46.2 65.1

Sri Lanka 15.2 8.9 80.0 85.0 84.8 87.3

Source: DCS, HIES (2009/10 and 2006/07).

Table 11.5
Development of Irrigation Facilities, 2010
Districts Agriculture Land No. of Intervention No. of
(in hectares)? Projects  Allocation Beneficiary
(Rs. mn.) Families

Colombo 28,385 62 n.a 465
Kalutara 91,056 55 25.00 2,647
Galle 88,323 7 2.85 3,500
Matara 81,246 49 8.40 415
Hambantota 89,710 64 125.00 4,000
Ratnapura 141,366 n.a 98.00 4,100
Puttalam 91,068 1 18.00 579
Kurunegala 272,072 1 23.00 353
Matale 68,740 179 92.15 951
Kandy 94,674 207 54.60 951
Nuwara Eliya 86,761 5 2.34 870
Badulla 106,738 99 61.38 n.a
Moneragala 96,437 8 0.99 n.a
Anuradhapura 151,941 116 46.40 7,665
Polonnaruwa 71,206 16 15.80 1,702
Ampara 73,180 47 135.26 n.a
Batticaloa 34,490 4 382.00 n.a
Trincomalee 22,474 39 304.52 n.a
Vavuniya 13,840 2 80.00 334
Mulaittivu 16,293 45 100.27 n.a
Mannar 8,920 4 319.00 n.a
Kilinochchi 15,939 41 183.80 n.a
Jaffna 16,942 19 56.97 n.a
Note: a: Latest data available for 2002 only; n.a = not available.

Source:

DCS, Census of Agriculture 2002; Ministry of Economic Development, Annual Progress
Review 2010.
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tial for agriculture development exists."
However, district-wise expenditure on irri-
gation in Sri Lanka appears to be somewhat
ad hoc, where agriculture land extents and
the allocations for irrigation rehabilitation
follow no link. The N&E, comprising eight
districts accounting for 11 per cent of agri-
culture land (according to 2002 mapping),
is found to account for 73 per cent of irriga-
tion expenditure in 2010 (Table 11.5). This
may have included the restoration of the de-
stroyed schemes in addition to the new de-
velopments. Nevertheless, the potential for
expansion is a relevant consideration if allo-
cations are to be effective.

11.4 Infrastructure Development and
Employment

The potential for employment generation of
infrastructure development is considerable.
Infrastructure investments in core areas such
as transportation, water systems, energy and
school buildings have shown to generate a
significant number of new jobs, both direct
and indirect, with the highest proportion
being in the construction sector.'? Sri Lanka
has mostly resorted to labour-intensive
infrastructure projects. Although estimates on
the jobs generated due to mega infrastruc-
ture projects in the country are not available,
its contribution towards easing the issue of
unemployment, especially among the rural
youth is evident."* The contribution of in-
frastructure developments towards employ-
ment generation stretches beyond the period
during construction to the commencement
of operation of these projects. The mega port
projects, for instance, can create direct jobs
for sailors, technicians, bunker suppliers and
many other vocations, and indirect jobs due
to other shipping services and tourism - in

addition to many more opportunities as
service providers to the main operations.

11.5 Conclusion and Way Forward

Sri Lanka is aiming to achieve economic
development that is regionally balanced. The
provision of infrastructure facilities will be
important in attracting investments into the
provinces. However, despite much progress,
the distribution of new infrastructure devel-
opments reflects imbalances in some sectors.
In terms of financing, rural and social infra-
structure developments at national level seem
to have gained less attention from foreign
funding sources. Encouraging private invest-
ments through an enabling environment with
favourable policy, laws and regulations for
public-private partnerships is vital in this re-
gard.

In its infrastructure policy, Sri Lanka has
attempted to address issues of inclusiveness
by giving specific attention to rural infrastruc-
ture development. Moreover, the community
participation aspect incorporated in most rural
development programmes is a useful step. It
will not only improve effectiveness of the
programmes, but also ease the financing
burden. However, the existence of several
rural development programmes addressing
infrastructure requirements at village level
could lead to inefficiencies, resulting in
duplication of work and some areas being
totally missed out from the plans due to the
absence of clearly assigned responsibilities
of multiple authorities. A national policy for
rural infrastructure development governing
these multiple authorities would hence be
important to properly capture and cater to
all villages, avoiding duplication of devel-
opments and ensuring effective use of
expenditures.

" Rauniyar, G. and R. Kanbur, 2009, Inclusive Growth and Inclusive Development: A Review and Synthesis of Asian Development Bank

Literature, Asian Development Bank, Manila.

2 Heintz, J. and R. Pollin, 2009, “How Infrastructure Investment Supports the U.S. Economy: Employment, Productivity and Growth,”
Political Economy Research Institute (PERI), University of Massachussetts, Amberst.

3 Anecdotal evidence in field discussions in the North and East (December 2010-February 2011).
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12. Developing Tourism for Inclusive Growth

12.1 Background

The tourism industry in Sri Lanka has begun to record
a strong recovery - with a substantial increase in arriv-
als in 2010 - following the end of the conflict in May
2009. With tourism and related economic activities
expected to continue their strong performance, the
contribution to Sri Lanka's medium to long term de-
velopment objectives will be important. Tourism holds
out the promise of supporting inclusive growth in the
country, through its contribution to foreign exchange
earnings and more critically, by generating employ-
ment and livelihoods opportunities. The sector can
also help bridge existing economic inequities given
the diverse nature of employment it generates across
socio-economic segments.

Direct employment opportunities in the tourism in-
dustry are to be found in hotels, with tour operators,
travel agencies, airlines and transport operators, agen-
cies providing recreational services, etc. In addition,
a number of economic opportunities can be derived
through forward and backward linkages with other
economic sectors, including transport, construction,
engineering, manufacturing, agriculture, food and
horticulture, telecom, IT, healthcare, etc. These may
often be indirect employment opportunities that are
generated as a result of a dynamic tourism industry.

In addition, concepts such as 'responsible tourism’
can be viewed as important drivers that promote sus-
tainable growth. Environmental consciousness is an
increasingly important element in international de-
mand for travel and tourism at the global level. There-
fore, if tourism strategies can be appropriately placed
within an environmentally-friendly framework, it
would play an imperative role in inclusive growth
and development. In this connection, this discussion
looks at linkages between inclusive growth and tour-
ism, and indentifies critical policy issues related to
achieving such objectives through tourism develop-
ment in Sri Lanka.

Besides the volume-
based tourism targets,
integrated policies to

take care of
environmental concerns
and community benefits
would make tourism's
role in economic growth
more inclusive
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Figure 12.1

Impacts of Tourism
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12.2 Tourism and Economic Deve-
lopment

The impacts of tourism on an economy are
various and complex, and is thus hard to
measure. The benefits of tourist spending can
flow in the form of direct, indirect and
induced benefits (Figure 12.1). Direct
impacts are generated via initial tourist
spending, and indirect impacts are due to
purchase of goods and services from the non-
tourist sectors of the economy. Induced
impacts arise due to changes in wage income
in the tourism economy and its consequent
impacts on the general economy. All
tourism expenditure is not retained in the
economy and a portion of tourism expendi-
ture leaks out for imports and to pay for
foreign factors of production as leakages.

12.2.1 Contribution of Tourism

In the case of Sri Lanka, the tourism industry
has direct and significant impacts on foreign
exchange earnings of the country, and thereby
on the entire economy. There has been a
surge in arrivals as well as foreign exchange

earnings in 2010 (Figure 12.2). Arrivals
increased by 46 per cent in 2010 when
compared with that of 2009 while earnings
rose by 76 per cent from US$ 326 million in
2009 to US$ 576 million in 2010. Tourism
is the fourth largest source of foreign exchange
earnings for Sri Lanka, following garments,
migrant remittances and tea.

In addition to foreign exchange earnings,
tourism generated direct and indirect employ-
ment of 55,023 and 77,032, respectively, in
2010, accounting for 1.6 per cent of total
employment in the country (Figure 12.3).
Around 60 per cent of the direct employ-
ment is in hotels and restaurants." Other
primary direct employment channels include
travel agents and tour operators (14 per cent),
airlines (10 per cent), and guides (7 per cent).
Of total direct employment by the industry,
managerial and scientific professionals
account for 17 per cent, while technical,
clerical and supervisory employment form 59
per cent. The rest involve employment that
is of a manual and operative nature.

" Sri Lanka Tourism Development Authority, Annual Statistical Report 2009.
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Figure 12.2
Tourist Arrivals and Earnings
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Over the years, indirect employment has been
higher than direct employment generated by
the tourism industry. The ratio of direct
employment to indirect employment is 1:1.4,
meaning that every 100 jobs created in the
tourism sector, creates 140 jobs in the
supplying sectors.? Both direct and indirect
employment shows considerable growth of
5.7 per cent in 2010 when compared with
1.5 per cent growth in 2009.

Around 56 per cent of employment in
hotels and restaurants are informal in nature.?
Some of the employment opportunities
available in the industry are seasonal in
nature, owing to seasonality in tourist
arrivals across the year. While disaggregate
data is not available, a high proportion
informal and/or seasonal jobs create equity
implications. The lack of tourism related
employment data on a geographic basis

2 Ibid.
3 DCS, Sri Lanka Labour Force Survey Annual Report 2009.

further hinders efforts to assess the contribu-
tion of tourism to regional development. In
the absence of disaggregated data, a rough
picture on distributional impacts of tourism
can be drawn only on the basis of the
distribution of tourism facilities.

Indirect impacts of tourism are usually
measured by multipliers. The direct plus
indirect revenue multiplier for tourism in Sri
Lanka is estimated to be 2.08.* It indicates
that one unit of tourist expenditure, directly
and indirectly generates more than two units
of output in the economy. However, there
is no mechanism presently in place to assess
the indirect impacts of tourism in the
economy by means of income generation and
as a source of employment. In 2009, an
estimated 151 tourist shops and 21 agencies
provided recreational facilities, which
together generated 1,837 jobs.> As the

Economic and Social Commission for Asia and the Pacific, 1996, Economic Impact of Tourism in the Asia-Pacific Region, Bangkok.

5 Sri Lanka Tourism Development Authority, Annual Statistical Report 2009.
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Figure 12.3
Tourist Arrivals and Employment Generation
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industry grows at a rapid pace, there will be
ample opportunities for further such employ-
ment generation.

12.2.2 Emerging Trends

International tourist arrivals at a global level
show an increase of 6.7 per cent in 2010
when compared with 2009,° with growth
being faster in emerging economies (8 per
cent) than in the advanced economies (5 per
cent). The Asia Pacific region is forecast to
lead growth in 2011, with an increase of 13
per cent. In terms of preferences, more than
a half of international tourists travel for
leisure, recreation and holidays.” As per the
present world tourism trends, well off, well
educated, health conscious, and socially and
environmentally aware individuals will be
the industry's new premium customers in the
years to come.® Accordingly, it can be

expected that there will be high demand for
destinations with high natural and cultural
endowments.

In the case of Sri Lanka, over the last decade,
more than 60 per cent of tourist arrivals have
come for pleasure (Figure 12.4). Sri Lanka,
being a destination with a large variety of
cultural and natural attractions located in a
small geographical area, can take advantage
of emerging tourism trends. West Europe and
South Asia are the regions with highest
market share in terms of arrivals, with India
(19 per cent) and the UK (18 per cent) taking
the lead. It has been widely recognized that
Sri Lanka will benefit immensely from
targeting niche markets and aiming to attract
high-yielding tourists from higher spending
segments.’

®  World Tourism Organization, 2011, UNWTO World Tourism Barometer, Vol. 9. No. 1, February 2011.

7 UNWTO, 2010, Tourism Highlights 2010.
8 World Travel Trends Report 2010/2011, www.messe-berlin.de.
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Figure 12.4
Percentage of Tourists by Purpose of Visit

%

2000 2001 2002 2003

2004 2005 2006 2007 2008 2009

‘ mPleasure W Business  m Visiting friends and relations ~ ® Religious and cultural

Others ‘

Source: Compiled using data from Sri Lanka Tourism Development Authority, Annual Statistical

Report 2009.

12.3 Tourism and Inclusive Growth in
Sri Lanka

Inclusiveness in relation to tourism is based
on several aspects. Distribution of tourism
resources, infrastructure, distributional
aspects of direct and indirect benefits of tour-
ism, and aspects related to environmental
and social sustainability are important to
consider in this regard.

12.3.1 Tourism Resources and Infra-
structure

A tourist area is characterized by several
factors including attractions, accessibility,
amenities and ancillary services. Therefore,
not all regions qualify for tourism and tour-
ism has inherently to be based on areas which
fulfill the above criteria. Accordingly, the
main tourism resort regions in Sri Lanka
include Colombo city, Greater Colombo,
South coast, East coast, hill country and
ancient cities.

Infrastructure services - including airports,
railways, roads, waterways, electricity,
water supply, etc., - tend to be better in
cities, which can hold back tourism devel-
opment in more remote areas. The distribu-
tion of related tourism facilities - such as
accommodation, restaurants, recreational and
shopping facilities - tend to be geographi-
cally skewed. Although tourism zones are
scattered across Sri Lanka, accommodation
units are confined primarily to the Western,
Southern and Central Provinces, and to the
North Central Province to a lesser extent
(Figure 12.5).

12.3.2 Distributional Aspects of
Tourism Benefits

The distribution of accommodation facili-
ties can be taken as a rough indicator of the
distribution of employment opportunities in
the accommodation sub-sector of tourism.
Accordingly, it can be presumed that most
of the employment in tourism is generated
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Figure 12.5
Distribution of Hotel Rooms and Guest House Rooms by District

No. of rooms

500 -
0 -

o ®© v 8 o o 8

E 8 &8 ¢ £ 3 &8 2 £

c g 28 & 3 0O & &

S £ & ¥ = 3 > o

O O ¥ 2 £

3 S

z T

|| - ---

@ ©
s § ¢ § = € £ £ =5 8 ¢ o
£ <2 3 s 882333 8% 2%
5 8§ 2 ¢ ¥ 3§ 5 5 8 § o
2= £ E § c 8= & g5 28
5 < o 2 & T g ® c g ¥

@ £ 3 € o S
= ¥ 3 9 >
éu_

| M Hotel rooms

® Guest house rooms

Source: Sri Lanka Tourism Development Authority.

in the economically developed regions of the
country. In addition, accommodation occu-
pancy rates are comparatively lower in
certain tourism regions, with implications
for region-wise capacity to reap the benefits.
For instance, in 2009, the occupancy rate in
the East coast (37.8 per cent) was much lower
than at the national level (48.4 per cent).
The up-country and ancient cities recorded
occupancy rates of 42.2 per cent and 44.4
per cent, respectively. The highest occupancy
rates have been recorded in the Colombo City
(57.8 per cent) and Greater Colombo Area
(52.7 per cent).'®

The extent to which tourism can be inclu-
sive for development is also dependent on
the benefits it offers to communities in areas
where tourism takes place and its pro-poor
impacts. It is acknowledged that mass tour-
ism does not generate major gains to local
communities and is characterized with high

rates of leakages. In contrast, small scale
community-based forms of tourism, where
community participation is considered as an
integral element, can be more gainful for
local communities. Sri Lanka, a destination
rich with natural and cultural endowments,
possesses significant potential for develop-
ment of ecotourism, agrotourism, commu-
nity tourism, etc. Such forms of tourism use
local resources, whereby the level of leak-
ages is comparatively low. Ecotourism by
definition carries elements of inclusiveness
by means of generating community benefits
and contributing to environmental conserva-
tion. Although Sri Lanka has taken initiatives
to develop ecotourism policies and strate-
gies, they have not yet been implemented in
any notable fashion.™

The Sri Lanka Tourism Development Authority
has introduced 45 tourism zones with the
aim of avoiding ad hoc developments across

1 Sri Lanka Tourism Development Authority, Annual Statistical Report 2009.

" Wickramasinghe, K., 2009, “Ecotourism for Sustainable Forest Management in Sri Lanka”, Environmental Economic Policy Series No. 12,

IPS.
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the country. A positive development has been
that such plans have been based on local
community participation, especially fishery
communities.’ In addition, ongoing tour-
ism developments in the East have the
potential to provide significant livelihood op-
portunities and assist in the recovery of
conflict-affected households. Another
example is the Kalpitiya tourism project,
which on completion is expected to offer
37,500 direct and indirect employment
opportunities. However, attention also needs
to be paid to possible adverse social impacts
of tourism, especially in the N&E which are
newly open for tourism.

12.3.3 Environmental Sustainability

As envisaged in the government's economic
policy framework, the target for tourist arriv-
als to Sri Lanka has been set at 2.5 million
by 2016. Whilst necessary facilities are
expected to be developed to accommodate
higher numbers, unplanned activities can lead
to negative environmental and social
impacts. Past unplanned tourism develop-
ments in certain areas of the country provide
evidence of negative environmental impacts
due to construction of unauthorized build-
ings in environmentally sensitive areas,
garbage problems, beach pollution, etc.

With the aim of strengthening the institu-
tional framework to facilitate environmen-

2 www.sltda.lk.

3 wwwi sltda.lk.

Developing Tourism for Inclusive Growth

tally and socially sound tourism investments,
the Sustainable Tourism Development Project
was launched in 2010. The project is expected
to fund improvements to the overall
efficiency and efficacy of the institutional
framework to promote tourism, to provide
essential highly localized tourism related
infrastructure services in the East, and to
improve and extend the product content and
supply chain of small and medium entrepre-
neurs related to the tourism industry."

12.4 Key Policy Issues and Implications

Integrated policies and strategies should be
in place in promoting tourism to contribute
to inclusive growth in Sri Lanka. This calls
for links with a number of non-tourism
sectors. In this respect, relevant agencies work-
ing under tourism, poverty and infrastructure
should collaborate closely. Policy level
initiatives have to be taken to make sure that
tourism generates livelihood opportunities
for local communities. At present, commu-
nity benefits offered by tourism are below
potential. The promotion of community-
based small scale tourism can reverse such
trends. Additionally, the tourism industry
should also be encouraged to adopt environ-
ment-friendly approaches. Ongoing initiatives
of making tourism sustainable should
provide incentives for tourism businesses that
adopt environmentally friendly approaches.
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13. Natural Disasters, Climate Change and Inclusive Growth

13.1 Introduction

The increased intensity and frequency of natural
disasters - and the attendant costs in terms of human,
physical, financial and environmental losses - have a
significant bearing on a country's growth prospects.
The vulnerability to and impacts of natural disasters
also differ across segments of society, thus posing
added dimension with regard to issues of economic
disparities.

Natural disasters affect inclusive growth by constrain-
ing the participation of vulnerable segments in the
development process. They also lead to the diversion
of resources, which otherwise could be allocated for
pro-poor development activities. The impacts of
natural disasters also tend to be unevenly distributed -
physical vulnerability of different regions to various
natural disasters varies across regions. In Sri Lanka, for
instance, the Dry Zone is highly vulnerable to droughts
and certain districts of the Wet Zone are at risk of
recurrent floods. Moreover, disaster vulnerable areas
host a large proportion of the poor population, who
are dependent on weather-reliant livelihoods such as
agriculture and fisheries.

As the frequency and intensity of natural disasters
heighten, their impact in aggravating existing dispari-
ties may worsen. The most recent floods in late 2010/
early 2011, impacting Sri Lanka's formerly conflict-
affected provinces of the N&E, has slowed down on-
going post-conflict development activities and affected
livelihoods recovery. In this context, this discussion
looks at the impacts of natural disasters on inclusive
growth, to review the present disaster management
system in relation to this and, provide policy inputs
for managing natural disasters to support inclusive
growth in Sri Lanka.
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Figure 13.1
Chronological Trend of Disaster Events in Sri Lanka
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Source: Disaster Profile in Sri Lanka, (www.desinventar.lk).

13.2 Profile of Natural Disasters in
Sri Lanka

Although there are year-to-year fluctuations,
the number of disaster incidents in Sri Lanka
shows an increasing trend over the years. The
sheer number of incidents, sudden disasters
such as landslides, floods, extreme wind
events, etc., indicates a significant increase
over the past two decades (Figure 13.1).

The geographic distribution of disaster events
is not heterogeneous across the country.
According to the 'Disaster Profile in Sri
Lanka'," the distribution of natural disaster
events for the period of 1974-2008 indicates
that the highest number of natural disaster
events has taken place in Anuradapura,
Polonnaruwa, Matale and Kurunegala
districts and certain DS divisions in the South-
ern part of the country. However, the num-
ber of disaster incidents alone does not
reveal their true impacts. For instance,
droughts are not significant in terms of the
number of events, but in terms of the
number of people affected, it becomes one
of the most critical natural disasters in Sri
Lanka.

' Available online at http://www.desinventar.lk/.

The impacts of natural disasters can be
demonstrated using the number of people
affected, loss of properties, impacts on live-
lihoods, etc. As evident from Figure 13.2,
based on data compiled in the Disaster
Information Management System in Sri
Lanka, the number of people affected has
clearly risen over the last decade. The data
also indicate that during the period 1974-
2008, around 92 per cent of the people
affected by natural disasters were prone to
adverse effects of floods (48 per cent) or
droughts (44 per cent). Flooding has been
occurring almost on an annual basis. There-
fore, in terms of the number of people
affected, climatological disasters have been
the most critical.

In terms of number of deaths, extreme winds
and landslides are the key natural disasters
in Sri Lanka. These are responsible for 77 per
cent of total losses of life during the period
of 1974-2008, with the exclusion of the
tsunami disaster of 2004. In terms of destruc-
tion and damages to houses, strong winds,
tsunami and floods have been the most
important natural disasters. Over time,
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Figure 13.2
Number of People Affected due to Disasters

No of people affected

3500000

3000000

2500000

2000000

1500000

1000000

500000

| —=—Drought ——Flood Cyclone —— Landslide |

AN
RV NINYA Zaa'aWMIRIA £ 24

Source: Compiled using data from www.desinventar.lk.

Polonnaruwa district has experienced the
highest level of destruction and damages to
houses - the result of extreme winds and
floods. Droughts, floods and extreme winds
are the major causes of crop damages due to
natural disasters, and accounted for 52, 39
and 4 per cent, respectively of agricultural
crop losses. The geographic distribution of
disaster-induced agricultural crop losses
shows that Kurunegala and Ampara districts
have experienced the highest crop losses
during the period of 1974-2008.

13.3 Increased Disaster Vulnerability
due to Global Climate Change

Foremost among a number of impacts of
global climate change in Sri Lanka are
increased frequency and intensity of natural
disasters, changes in the rainfall pattern, sea
level rise and changes in temperature. By and
large, Sri Lanka is expected to experience
more droughts and prolonged dry spells
which can accelerate water scarcity in the

country's agricultural districts. Floods are also
expected to be more frequent along with
changes in climate and rainfall patterns.
Therefore, climate change can be expected
to intensify the impacts caused by natural
disasters on agriculture and other livelihood
activities.

Climate change induced impacts are often
coupled with other socio-economic dynam-
ics. It is estimated that by 2025, with the
projected increase in population, the demand
for both irrigation and domestic and indus-
trial water is expected to rise, and the coun-
try as a whole, and the Dry Zone in particu-
lar, will reach a status of medium water scar-
city by 2025.2 Although there are uncertain-
ties and information gaps in relation to likely
real impacts of climate change, it can be
presumed that climate change will make the
problem of water scarcity worse in the
coming decades.

2 Amarasinghe, U.A., L. Mutuwatta, and R. Sakthivadivel, 1999, “Water Scarcity Variations within a Country: A Case study of Sri Lanka”,
Research Report 32, Colombo: International Water Management Institute.
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With the sea level rise, the coastal regions of
the country are expected to experience
increased frequency and intensity of flood-
ing and storms, increasing the pressure on
coastal ecosystems and habitats.> Due to
high population density in Sri Lanka's coastal
area, inundation will directly affect low
lying coastal settlements and coastal wet-
lands. The impacts will create a number of
social and economic implications on the
coastal sector.

13.4 Impacts of Natural Disasters on
Inclusive Growth

Although the actual cost of natural disasters
is difficult to measure in monetary terms at
macro level, sector-wise evidence suggests
that the costs are substantial. The cost of
natural disasters is dependent on a number
of factors including intensity of the disaster,
extent of localization, etc.

13.4.1 Direct Economic Costs

The major impacts of natural disasters and
climate change come in the form of loss of
lives, injuries, destruction of houses/build-
ings, damages to infrastructure, loss of
agricultural and other livelihood activities
and disturbances of day-to-day activities. The
agriculture sector is particularly vulnerable
as climate variables have direct and signifi-
cant impacts on agricultural productivity. On
one hand, it holds implications for food
production and food security, and on the
other, implications for the country's export
earnings via impacts on plantation agricul-
ture. The performance of the latter, which
includes primarily tea, coconut and rubber,
shows significant variations with extreme
droughts observed in particular areas. Annual

w
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tea production has been highly susceptible
to droughts over the years,* indicating
drastic declines in 1982, 1989, 1992 and
2003 in line with drought shocks in those
years.

In addition, the government has to spend
large sums of money in managing natural
disasters, in terms of mitigation, prepared-
ness, response and recovery. Centrally
compiled statistics are not available at present
to denote cost of disaster management in Sri
Lanka. However, available information
shows that about 0.04 per cent of govern-
ment expenditure is incurred annually
towards relief for disaster victims (Table
13.1). Over the last decade, the highest cost
of relief has been incurred on floods and
droughts.

The economic costs of natural disasters are
likely to rise with the impacts of global
climate change. Sri Lanka, as a small
economy having an insignificant contribu-
tion to global CO2 emissions, will have to
focus on adaptation strategies in facing up
to impacts of climate change. It is estimated
that around Rs. 47.7 billion of additional
financing will be required for the period of
2011-16 to implement the climate change
adaptation strategies. The estimated addi-
tional financing is expected to be used for
mainstreaming climate change adaptation
into national planning and development,
enabling climate resilient and healthy
human settlements, minimizing climate
change impacts on food security, improving
climate resilience of key economic drivers,
and safeguarding natural resources and
biodiversity from climate change impacts.

Hettiarachchi, S.S.L and S.P. Samarawickrama, 2009, “A Strategic Approach towards Planning and Management of Impacts of Sea Level

Rise in Sri Lanka”, a paper presented at the workshop on “Mainstreaming Climate Change for Sustainable Development in Sri Lanka”,
organized by the IPS, 19-21 August 2009, Sri Lanka. Available at http://www.ips.Ik/events/workshops/ 19_8 09 climate_change/

more_detail.html.

IS

Wickramasinghe, K., A. Senaratne, 2009, “Climate Impacts on Performance of Agricultural Exports of Sri Lanka: Analysis Based on the Tea

Sector”, a paper presented at the “Third Annual Research Forum of the Sri Lanka Agricultural Economics Association (SAEA)”, 2 October,

2009, Colombo.
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Table13.1
Cost of Relief for Selected Disasters (Rs. mn.)
Animal Drought Flood Landslide Rains Total Relief
Attack Expenditure
as % of
Government
Expenditure
2001 3 245 9 - 0 257 0.089
2002 3 121 10 3 1 138 0.042
2003 5 48 941 152 0 1,147 0.347
2004 7 221 6 1 0 235 0.062
2005 3 14 56 1 1 75 0.017
2006 3 25 53 10 7 97 0.018
2007 1 51 30 3 4 90 0.015
2008 1 1 70 4 80 0.011
2009 1 18 5 3 27 0.003
2010 - 0 11 - - 12 0.001
Total 31 753 1,228 174 19 2,206 0.040

Source: Compiled using data from data www.desinventar.lk.

13.4.2 Distributional Impacts of
Natural Disasters and Climate Change

Natural disasters and climate change can
cause distributional impacts owing to two
key reasons. First, due to the fact that physi-
cal vulnerability to natural disasters and
climate change vary across regions, the
occurrences and the impacts of natural
disasters are heterogeneously distributed
within the country. Second, natural disasters
can lead to worsening regional disparities due
to the differences in the ability to manage
disaster risks effectively among different
endowment classes.

The Dry Zone, coastal areas and certain parts
of the Wet Zone are experiencing most of
the natural disasters in Sri Lanka. Most of
the Dry Zone districts are based on agricul-
ture for livelihoods, whereby droughts and
floods have significant adverse effects on

output. Agricultural households constitute
around 45 per cent of total poor households
in Sri Lanka, with the poverty headcount
index at 21.6 per cent - significantly higher
than the national figure of 15.2 per cent in
2006/07.> Water scarcity in Dry Zone agri-
culture can further exacerbate existing ineg-
uities in poverty outcomes. Moreover, ad-
verse impacts on sectors where many tea/
rubber plantations exist - with the highest
incidence of poverty in comparison to urban
and rural sectors of the country - may also
see a worsening of equity gaps.

Climate-induced water scarcity has implica-
tions on energy security of the country as
well. During 2000-08, for instance, hydro-
electricity is estimated to have contributed
43 per cent on average to national electricity
supply.® Lack of adequate water in the
country's major reservoirs thus leads to a

> Department of Census and Statistics, Poverty in Sri Lanka, available online: www statistics.gov. k.

¢ Department of Census and Statistics, Statistical Abstract 2008, available online: www.statistics.gov.lk.
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reduction in hydro power generation. If
appropriate mitigation and adaptive strate-
gies are not implemented, natural disasters
and climate change can have considerable
implications on poverty and inequality.

Natural disasters can also have broader
consequences on development processes. For
instance, floods in certain districts in the N&E
in late 2010/early 2011, hampered ongoing
post-conflict development activities, includ-
ing delays and damage to reconstruction of
infrastructure, resettlement, etc. Revival of
livelihoods of conflict-affected communities
also suffered a set-back due to destruction of
agriculture and other livelihoods. Such im-
pacts tend to worsen existing conditions. Poor
infrastructure and less developed institutional
mechanisms in some of the flood-affected
regions in the N&E made them inaccessible
for relief services.”

Recurrent floods also hold implications for
urban poverty. It has been found that most
of the shanty and slum settlements within
the Colombo Municipal Council are located
in the flood-prone areas. If natural calami-
ties continue to occur at higher frequencies,
they will undeniably worsen prevailing socio-
economic disparities.

Given that the impacts of natural disasters
depend on a host of varying factors -
segments of the society, income groups, live-
lihood categories, geographical regions, etc.
- and that the impacts are becoming more
significant for vulnerable groups with the
increased intensity and frequency of
disasters, adopting an inclusive strategy for
managing disasters is critical.

7 Based on field discussions in N&E regions in early 2011.
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13.5 Disaster Management System in
Sri Lanka

Given the varying types of natural disasters,
there cannot be a uniform approach to
manage disasters, but rather strategies have
to be location and cause-specific.® Disaster
management processes usually comprise four
basic elements: namely, disaster mitigation,
preparedness, response, and recovery. In
terms of facing the impacts of global climate
change, Sri Lanka will have to take adaptive
measures, which might fall into all four
elements of disaster management. However,
in broad terms, disaster management and
climate adaptation strategies fall into the two
categories of (i) physical measures, and
(ii) socio-economic measures.

13.5.1 Measures to Reduce Physical
Vulnerability

Disasters are not entirely natural phenom-
ena. Natural disasters are also caused due to
anthropogenic factors. Unplanned defores-
tation and unsustainable land utilization
practices lead to landslides, where climate
related factors aggravate the occurrences and
intensities. Therefore, as a preventive
measure, it is important to adopt sustain-
able strategies for the utilization of natural
resources. However, all natural calamities are
not always preventable. Mitigation actions
can help to lessen the impacts of certain natu-
ral disasters, including droughts and floods.
Commendably, a number of disaster mitiga-
tion projects are ongoing aimed at droughts
and floods. They are mainly concerned with
rehabilitation of tanks, canals, construction
of culverts, etc. In 2011, 39 such projects
are expected to be conducted in vulnerable
districts across Sri Lanka. Sustainable natural
resource utilization and disaster mitigation

8 Steele, P., M. Knight-John, A. Rajapakse, K. Senanayake, and K. Wickramasinghe, 2007, “Disaster Management Policy and Practice: Sharing
Lessons among Government, Civil Society and Private Sector”, IPS, mimeo.
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measures should be incorporated into sectoral
development activities to make them viable
in the long run.

13.5.2 Measures to Reduce Socio-
economic Vulnerability

Social protection also has an important
complementary role in disaster management.
There is ample evidence of instances where
social protection has been used as an impor-
tant component in overall disaster manage-
ment,® although the results have tended to
be mixed. The presence of effective social
safety nets is vital to minimize impacts of
natural disasters on the poor. In the absence
of effective coping mechanisms, vulnerable
groups tend to adopt sub-optimal or ineffi-
cient coping strategies. At present, existing
social protection mechanisms in Sri Lanka
do not play an effective role in disaster risk
management.’” They are found to be highly
biased towards relief, while schemes such
as agricultural insurance cover only small
proportions of the cultivated area of the
country. Agriculture insurance is primarily
used by farmers as a prerequisite for obtain-
ing agricultural loans and insurance is not
taken as a direct risk management strategy in
most of the cases. It is timely to revisit socio-

economic security systems in Sri Lanka and
enhance their ability to cover against nega-
tive impacts of climate change.

13.6 Implications for Policy

There is a need to mainstream disaster
management into national development
strategies, as it cuts across a number of
sectors including agriculture, infrastructure,
poverty, etc. Given the wide spectrum of
issues in relation to disaster management and
climate change adaptation, a number of
measures have to be taken to mitigate the
disaster impacts on inclusive growth in Sri
Lanka. The measures should address the
differential impacts of natural disasters, and
aim to minimize the consequent implica-
tions on poverty and equality. First, reduc-
tion of physical vulnerability should receive
high attention in order to lessen the impacts.
In line with the physical measures, the socio-
economic system in terms of coping and
adaptation strategies has to be strengthened
to enable vulnerable groups to better
manage risks. It is only with the adoption of
both types of measures that efforts to reduce
impacts of natural disasters and climate
change will successfully support inclusive
growth strategies.

9 Vakis, R., 2006, “Complementing Natural Disasters Management: The Role of Social Protection”, Social Protection Discussion Paper No.

0543, The World Bank.

19 Wickramasinghe, K., 2008, “Natural Disasters and Socio-economic Security in Sri Lanka”, a paper presented at the International Conference
on “Universalizing Socio-economic Security in South Asia”, New Delhi, India, 18-21 January, 2008.

164



14. Strategic Remedies for Rising Food Prices

14.1 Introduction

The easing of global food price increases of 2007/08
- the highest recorded in 30 years - reversed once
again in late 2010/early 2011. Price increases under-
pin changing global supply and demand conditions.
A rising world population - especially in India, China
and Russia - and growing incomes in developing coun-
tries resulting in and associated with changing food
consumption patterns - are key factors on the demand
side. On the supply side, cyclical and structural
factors are also at work. Cyclical factors include
adverse impact on crop production - such as on corn,
rice, wheat, and sugar due to poor weather condi-
tions in the US, Australia, China, etc., while rising
crude oil prices, directly and indirectly, also impacts
food prices. Structural factors include reduced invest-
ment in R&D in agriculture which decelerates growth
in agricultural productivity, constraints in expansion
of cultivated lands, diversion of resources used for
food production for bio-fuel production due to higher
crude oil prices, etc. In 2010/11, the main reason for
rising global food price increase was the price in-
crease in crude oil, maize, wheat, soyabeans and
sugar. Simultaneously, the crisis in the Middle-East
and natural disasters contributed directly to food price
inflation.

Sri Lanka's food prices also increased in parallel with
global trends, not surprisingly given that the country
is a net food importer. While the country is almost
self-sufficient in its staple food (rice), producing
approximately 97 per cent of requirements, Sri Lanka
is dependent on imports for all its wheat require-
ments, 85 per cent of milk, 93 per cent of sugar, and
70 per cent of cereal. Thus, even a slight change in
global prices can influence domestic food prices.

However, the factors behind price increases in 2010/
11 are different from those of 2008/09. The recent
hike is largely due to poor weather, where heavy rains

Implementing food
price policy measures
to support consumers

and producers is a

challenge as food
pricing is politically

controversial
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and floods destroyed nearly 200,000 ha of
cultivated paddy crop, with an estimated loss
of nearly one million metric tons of paddy
yield. Livestock, vegetables and other food
crops were also damaged due to the bad
weather. Many hundreds of farmers in
Ampara, Batticaloa and Trincomalee in the
Eastern Province, for instance, lost lives,
homes, cultivated lands, etc. The extent of
damage can go further afield, as crops in other
areas may also get affected by fungal
diseases that flow from extreme wet weather
conditions. Therefore, mitigating escalating
food prices is a serious challenge for Sri Lanka
in the near term. This discussion aims to ana-
lyze recent trends in global and domestic food
prices, and suggest short and long term policy
options that Sri Lanka can adopt to mitigate
high food prices, drawing on examples from
international best practices.

14.2 Global Food Prices

"Global food prices are rising to
dangerous levels and threaten tens of
millions of poor people around the
world, the price hike is already
pushing millions of people into
poverty, and putting stress on the most

vulnerable, who spend more than half

of their income on food."
Robert B. Zoellick, President,
The World Bank

Global food prices have increased persistently
over the last decade, with significant hikes
from mid-2008 and early 2011 (Figure 14.1).
Relative to 2000, food prices rose by approxi-
mately 77 per cent in 2008 and by 120 per
cent in the first quarter of 2011.

When looking at global trends in major food
commodity prices during 2008-11, sugar
indicates clear changes - rising by 25 per cent
in 2008 and by nearly 200 per centin 2011
relative to prices in 2000 (Figure 14.2).
Similarly, crude oil prices increased by 314
per cent, cereal by 154 per cent, dairy by
104 per cent, and meat prices by 49 per cent,
relative to 2000 prices. The initial causes for
the 2010/11 price hikes include bad weather
conditions in the sugar, grain and meat
producing countries and rising crude oil
prices.

The main reason for the positive correlation
between oil and food prices is that when the
former increases, demand for bio-fuel rises,

Figure 14.1
World Food Price Index
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whereby maize production is diverted to
produce bio-fuel rather than as a consump-
tion food item. In turn, heightened competi-
tion for bio-fuel produced crops pushes up

Strategic Remedies for Rising Food Prices

prices. Moreover, oil price increases raises
the cost of fertilizers, transportation, usage
of agricultural machinery, etc., leading to
higher food prices overall.

Figure 14.2
Global Food Commaodity Price Indices
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Rice, maize and wheat provide 60 per cent
of the world's food energy intake. Rice is the
second most important grain after corn, and
is the most important food item for a large
part of Latin America and Asia. World rice
production increased at only a very marginal
rate up to 2008, before stagnating at 450 mn.
tonnes (Figure 14.4). Wheat, which is
second to rice in terms of total production
tonnage, saw a fall in production of nearly
30 mn. tonnes in 2010 compared to the
previous year. Grain production and utiliza-
tion have seen a significant increase over the
last decade, albeit with production experi-
encing stagnation since 2008. In terms of

staple foods, utilization has risen faster than
production.

Apart from these structural and cyclical
reasons, several other factors such as govern-
ment policies on international trade affect
rising food prices. For instance, export
restrictions by the world's main wheat
producers - Russia, Ukraine, Uzbekistan and
Kazakhstan - prompted hoarding with a surge
of exports to the Middle-East and North
Africa. Speculative hoarding was another
factor which influenced food prices in 2008
and 2011. Food shortages and rising prices -
due to demand and supply side factors as

Figure 14.4
World's Production, Supply and Utilization of Rice, Wheat, Cereal and Grain
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discussed above - are estimated to have
caused nearly one billion people to be in
hunger in early part of the 2011."

14.3. Foodflation in Sri Lanka

The food component of the Colombo
Consumer Price Index (2002) - carrying a
weight of 46.7 per cent - started to climb
from 2003 (Figure 14.5). It clearly indicates
a sharp price hike in 2008 and a significant
increase again in the first quarter of 2011.

Strategic Remedies for Rising Food Prices

By and large, Sri Lanka's food price trends
reflect that of global trends.

In terms of trends in major food commodity
prices in Sri Lanka, significant price increases
are noted in green gram and cowpea. Rice
and wheat also saw price increases of 68 and
63 per cent, respectively, in 2008, prompt-
ing the government to impose price controls
on rice in December 2009. However, the
price of a kilogram of wheat flour and of rice

Figure 14.5
Global and Domestic Food Price Trends
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Figure 14.6
Major Food Commodity Prices (2000-2011)
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are close. In Sri Lanka, wheat flour is the
most popular substitute for rice. Given that
the country is entirely dependent on imports
for its wheat requirements, domestic prices
are subject to global price fluctuations. How-
ever, when domestic prices began to rise in
2007, prices were stabilized through govern-
ment price control measures.

A comparison of trends in international and
domestic rice prices - with rice imports
being only around 3 per cent of Sri Lanka's
requirements - suggests that the international
price of wheat (the primary substitute for rice
in Sri Lanka) is the main channel through
which high food prices are passed on to Sri
Lanka. In mid-2008, when the global food
prices were at a peak, domestic rice prices
were below the world prices due to govern-
ment price controls. However, as the price
of wheat rose in mid-2008 - in the context
of high demand for wheat flour by Sri Lankan
consumers - the substitution to rice as an
alternative impacted on the price of the
latter.

The HIES data suggest that from an average
monthly household income of Rs. 31,331
in 2009/10, nearly 42.3 per cent went
towards food expenditure relative to 37.6 per
centin 2006/07. Higher food price inflation
vis-a-vis non-food price inflation has meant
that a greater share of household expendi-
ture is devoted to food during times of food
price increases.

14.4 Coping with Soaring Food Prices

Food pricing is a very sensitive subject in
any country. In Sri Lanka too, food pricing is
a politically contentious issue. Besides the
broader macroeconomic consequences of ris-
ing food prices for the economy, it lowers
the level of household welfare, where the

poor are the most vulnerable to its adverse
consequences.

14.4.1 Coping Strategies during the
2007/08 Food Crisis

Countries around the world adopted several
strategies to deal with the 2007/08 food
crisis. These strategies included pricing policy
measures, trade policy measures, welfare
measures, public distribution measures, etc.
Sri Lanka too took certain policy measures to
mitigate rising food prices, the vast majority
of which were aimed at mitigating the
problems faced by consumers. Given the
predominance of rice and wheat in the
country's food consumption basket, most of
the policy measures were confined to these
two commodities.

The government imposed price controls or a
maximum retail price on rice and wheat, as
well as on selected items of milk. Price
controls run the risk of negatively affecting
supply by creating perverse incentives to
producers. This was experienced in several
other countries that applied similar measures.
For example, in Pakistan, it was found that
as a result of government attempts to control
smuggling by placing temporary restrictions
on private trader movement of wheat
between provinces, it prevented the flow of
wheat from surplus to deficit areas, and wid-
ened the price variation amongst provinces.>

Government intervention in Sri Lanka was also
to be seen in food distribution, marketing
and storage. Through the re-established Paddy
Marketing Board (PMB), a national paddy
purchasing programme is conducted and a
buffer stock of rice maintained. Restrictions
on the import of maize were imposed, while
imports of wheat grain were encouraged
through tax exemptions. A Special Commod-

2 World Bank, “Food Price Increase in South Asia”, available at siteresources.worldbank.org/SOUTH ASIAEXT].../

South_Asia_Regional_Food_Prices_Final.pdf.
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ity Levy was imposed on rice, wheat, red
onion, potatoes, sugar and garlic with the
hope of protecting farmers from getting
affected by imported products. A Cabinet
sub-committee on 'Food Security and Con-
trol of Cost of Living' to monitor and advice
on price issues was established. Its aim is to
regularly review the food situation in the
country, price changes in the markets and
other developments with a view to making
recommendations on price related matters.

Other initiatives include a programme to
establish 30,000 home gardens under Divi-
Neguma programme around the country to
enhance household food security. The
government provides vegetable, fruit seeds,
fertilizers, tools and gardening techniques to
the people willing to grow fruits or vegetables
in their gardens. The programme is being
monitored by the Pradesheeya Sabhas.
According to available data, this programme
is successfully carried out in several areas.?
However, these types of programmes are
unlikely to be accommodated by urban
households. Several welfare and support
programmes also lend assistance. For
instance, nutrition packs for pregnant moth-
ers, fresh milk for malnourished children of
2-5 years of low income families, and school
nutrition programmes are some of the
initiatives.

The above are some of the policy measures
that Sri Lanka initiated during the 2007/08
food crisis. It needs to be highlighted that
most of these strategies focus on consumers
rather than on producers. Supply response
policies and producer welfare received much
less attention. At the same time, most
measures are of a short term nature as
opposed to being long term sustainable
strategies.

Strategic Remedies for Rising Food Prices

14.5 Way Forward

As discussed above, there are structural and
seasonal reasons for high food prices. High
food prices occurring seasonally can in most
instances, be patched up with short term strat-
egies. However, in the case of structural fac-
tors, strategies that address both demand and
supply issues with a more long term outlook
are required.

Policies to increase crop productivity are
critical given constraints that may exist in
increasing cultivated land areas. To enhance
productivity, technical interventions,
advanced technologies and high yield seed
varieties are required. It also needs advance-
ments in R&D in agriculture. At present, even
though there are research institutes for major
food crops such as rice, coconut, sugar, tea,
etc., the main problems continue to be lack
of adequate funding and support for research
activities. Government financial and techni-
cal support for research institutes is at a very
minimal level. However, more recently,
incentives have been provided to these insti-
tutes, but there are several issues that require
attention such as bureaucracy, external
influence, fund utilization, etc.

Public investment in agricultural research in
Sri Lanka - denoted as a percentage of
agricultural GDP - increased during the 'green
revolution' in the 1970s, but from the late
1970s continued on a negative trend.* Yields
on rice and other important food crops
started to stagnate, corresponding to a de-
cline in investment in research and exten-
sion on agriculture.

To improve productivity, farmers need high
quality seeds, fertilizers and tools, as well as
technical assistance, training and credit made
available to them on a predictable basis.

3 Interview with Hector Kobbekaduwa Agriculture Research Institute ( HARTI).

4 See Chapter 7 on “Agriculture Sector and Challenges to Inclusive Growth”.
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Currently, Sri Lanka provides a fertilizer
subsidy to farmers, distributes high yield
varieties and seeds at marginal costs, and
provides necessary assistance through 'govi
niyamaka' at village level. However, it is
important to make sure that these systems
are working in an effective manner avoiding
political interference in selecting farmers for
these programmes.

It is also important to have an effective
information system among farmers, traders
and consumers. Recently, the Department of
Agriculture introduced Rural Agriculture
Knowledge Centres/Cyber Extension Units in
several districts. At present, 53 Knowledge
Centres are providing necessary information
to farming communities. Asymmetry
in information is one of the reasons which
reduce efficiency in agricultural markets.
Information search costs are estimated to be
much higher in Sri Lanka compared to other
South Asian countries.® Improved connectiv-
ity among suppliers and consumers can
reduce asymmetries in information. Itis also
essential to develop rural infrastructure
facilities such as roads, electricity, irrigation,
etc., to provide easy and efficient access to
urban markets and to connect rural farmers
with urban consumers. As agricultural prod-
ucts are easily perishable, a developed road
system and electricity are of utmost impor-
tance. The government has implemented new
projects such as 'Gama Neguma' and 'Maga
Neguma' to improve rural infrastructure,
especially the rural road network.

The government has to take necessary steps
to reduce the post-harvesting losses by
providing storage and transport facilities, plas-
tic containers, etc. The main purpose of the
re-established PMB is to enable consumers
to obtain their food requirement at reason-
able prices while providing the farming

community a reasonable price for their prod-
ucts through guaranteed price schemes. It is
noted that due to limited storage facilities,
the PMB is unable to buy the entire produc-
tion of farmers, and on average, buys only
one-fifth.® Whilst the PMB is also respon-
sible for maintaining a buffer stock of rice,
limitations - such as storage facilities, moni-
toring, protection from pests, etc., hinder its
effectiveness. Further, these facilities are dif-
ferent from area to area, where different co-
operative shops have to buy paddy from farm-
ers and store it for the PMB. Thus, it is im-
portant to provide sufficient storage facili-
ties, and close supervision of paddy storage
in PMB and its agents.

Sri Lanka banned the import of Genetically
Modified (GM) foods in mid-2001 by Ge-
netically Modified Foods (Provisional) Regu-
lations, No. 1 of 2001. Currently, most de-
veloped countries are experimenting with
GM foods as a solution for high food prices.
However, GM foods remain a contentious
issue. On the one hand, GM foods are easy
to grow and produce higher yields which can
reduce world hunger. These food products
use very minimum amount of pesticides,
herbicides and fertilizers, causing less dam-
age to the environment. On the other hand,
it is contended that GM foods can be detri-
mental to human health, through transfer of
antibiotic resistance, toxicity and
allergenicity. Itis also argued that cross-pol-
lination with pollens from GM plants can
change non-GM plants too. Moreover, since
production of GM foods needs well advanced
technology, there is also a concern that it
will create a monopoly situation in world
markets.

Further, a well designed safety net programme
is a timely requirement to safeguard the poor
from escalating food prices. At present, many

° LIRNEasia, 2008, “Using ICT to Reduce Transaction Costs in Agriculture through Better Communication: A Case-study from Sri
Lanka”, available at; www.lirneasia.net/wp-content/uploads/2008y/.../ transactioncosts.pdf.

© Interview with Hector Kobbekaduwa Agriculture Research Institute (HARTI).
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countries have food banks, most of which
are non-profit organizations or civil society
organizations. As explained before, Sri Lanka
has introduced several programmes to pro-
tect the poor from high food prices. How-
ever, it is important to identify the exact tar-
get group and there is need to strengthen the
monitoring system, for any such programme
to be effective.

Finally, it is most important to link consumer
side policy measures with producer side
policy measures by improving consumer and
producer welfare. For instance, Bangladesh
combined consumer side policies with
measures on the producer side, in order
to boost rice production and productivity.”
These measures mainly consisted of a 50 per
centincrease in the procurement price of rice,
and improved availability and timely deliv-
ery of inputs.

Strategic Remedies for Rising Food Prices

14.6 Conclusion

In the light of the above discussion, it is
important to identify policy measures that
impact both consumers and producers to ease
the burden arising from rising food prices.
Some areas requiring policy attention include
those aimed at developing communication
and connectivity amongst producers and con-
sumers. This will support efforts to achieve
equilibrium in food demand and supply. It
is also critical to reduce market asymmetry
through the provision of improved connec-
tivity, particularly between urban and rural
settings. Simultaneously, the government also
needs to develop both short term and long
term strategies to effectively tackle escalat-
ing food prices, which is likely to be a per-
sistent phenomenon in the coming years.

7 “Food Price Increase in South Asia”, World Bank, available at: siteresources.worldbank.org/SOUTHASIAEXT].../

South_Asia_Regional Food Prices_Final.pdf.

173



15. Social Determinants of Health

15.1 Introduction

Shaping a healthy, equitable and sustainable future
for all is a central goal of global health initiatives.
Actions to narrow 'health inequities' - the result of
imbalances in wealth and power and other resources
at global, national and local levels - that ultimately
finds expression in inequalities in quality of life,
within and between countries, contribute to sustained
and inclusive economic development. The major
causes for health inequity are social conditions in
which people live and work, referred to as the 'social
determinants of health (SDH)'. The social determi-
nants reflect different positions that people occupy
with regard to social status, power and resources,
where global experience suggests that a large burden
of disease and health inequalities are caused by such
factors.!

The Alma-Ata conference of 1978 is recognized as
an important milestone for SDH initiatives. The
Alma-Ata declaration of 1978 adopted the concept
of 'Health for All (HFA) by 2000', through improve-
ments to primary health care (PHC). The HFA/PHC
strategy encouraged the recognition of social deter-
minants as a major public health concern. Conse-
quently, the PHC model took a more comprehensive
approach, recognizing that while PHC services them-
selves are important, they should also address under-
lying social, economic and political causes of poor
health.? In the 1980s, the concept of 'Inter-sectoral
Action for Health (IAH)' was adopted to drive and
spread the HFA concept. Subsequently, in the mid-
1980s, the first International Conference on Health
Promotion adopted the concept of 'Ottawa Charter
on Health Promotion' under which eight key deter-
minants (prerequisites) of health were identified,
namely: peace, shelter, education, food, income, a

As the country aims to
achieve rapid growth, Sri
Lanka's health sector
needs to take urgent action
on the Social
Determinants of Health
approach to mitigate
health inequities

T McGinnisJ.M., etal., 2002, “The Case For More Active Policy Attention to Health Promotion”, Health Affairs, Vol. 21, No. 2.
2 WHO, 2005, Action on the Social Determinants of Health: Learning from Previous Experiences, WHO, Geneva.
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stable eco-system, sustainable resources,
social justice, and equity.

In 2005, the WHO initiated the Commis-
sion on Social Determinants of Health
(CSDH) with the intention of encouraging
governments, civil society groups, interna-
tional organizations and donors to address
the social and economic circumstances that
influence health, particularly among the most
vulnerable populations. The specific goals
of the CSDH were:3

e to support health policy change in
countries by assembling and promot-
ing effective evidence-based models
and practices that address SDH,

® to support countries in placing health
equity as a shared goal to which many
government departments and sectors
of society contribute, and

e to help build a sustainable global
movement for action on health equity
and social determinants, linking gov-
ernments, international organizations,
research institutions, civil society and
communities.

In 2008, the final report of the CSDH on
'Closing the Gap in a Generation: Health
Equity Action on the Social Determinants of
Health' was launched with a set of recom-
mendations.

Following the CSDH, Sri Lanka - along with
other member countries - initiated a National
Commission on SDH in 2005 under the
Ministry of Health in collaboration with the
WHO country office. A working group
comprising members who represent health,
academia, social services, and civil society
was appointed to develop a framework for
SDH to address and take action on social
conditions which reduce health inequities,
especially in relation to groups across the
country.

Social Determinants of Health

This policy discussion makes an attempt to
understand the SDH concept and its approach
-through health and inter-sectoral actions -
to address adverse effects of health inequity
in Sri Lanka. The relevance of the SDH ap-
proach will be looked at through select health
outcomes such as life expectancy, infant/ma-
ternal mortality, crude death/birth rate, nu-
tritional status, and morbidity patterns. Fur-
ther, strategies under the SDH approach in
Sri Lanka's efforts to achieve health equity,
aimed at improving human capital for sus-
tained growth will be discussed. Finally,
possible policy options to strengthen partici-
pation in the SDH approach to mitigate ad-
verse health outcomes due to social deter-
minants in the country will be presented.

15.2 Growth, Social Inclusion and
Health

The health of a country's population con-
tributes crucially to economic and social
development. Investing in health is neces-
sary for both creating opportunities and
easing access to such opportunities. Indeed,
four links are typically identified between
health and the economy, namely: (i) better
health leads to greater productivity,
(ii) better health leads to improved
demographic dividend, (iii) better health
improves human capital, and (iv) better
health improves social capital. In principle,
there is a reciprocal relationship between
growth and health. A better health system -
that is more efficient, equitable and acces-
sible - is a prime input in producing human
capabilities that in turn, contribute to
growth.

In addition, 'social inclusion' - the
provision of certain rights to all individuals
and groups in society (such as employment,
adequate housing, health care, education and
training, etc.) - is vital for sustained growth

3 WHO/SEARO (October 2007), “Social Determinants of Health: Report of a Regional Consultation”, Colombo.
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and development. Social inclusion is a key
social condition of health that is addressed
by SDH to narrow health inequity.

Including health policies in a country's
development agenda is more likely to lead
to inclusive growth rather than implement-
ing social policies separately. This is vital as
health is a goal in the development agenda
itself, and a key development input towards
other development goals. For example, due
recognition was given in MDGs, where of
the total eight goals, health related goals
number three, namely; reduce child mortal-
ity, improve maternal health, and combat
HIV/AIDS, malaria and other diseases for
achieving good health status universally.

The WHO initiated the Commission on
Macroeconomics and Health (CMH) in 2002
with a specific focus 'to assess the place of
health in global economic development'. The
Commission report on 'Macroeconomics and
Health: Investing in Health for Economic
Development', published in 2001 highlights
that 'investing in health' is the pillar of
economic growth/development. The report
also emphasized the need for countries to
develop their own strategies for improving
health through macroeconomic development.

In Sri Lanka too, periodic reports that spell
out the country's overall national develop-
ment framework have generally focused on
improving health status and equity in the
health sector through development policies.
Objectives of accelerated economic growth
and improvements in socio-economic out-
comes have underpinned targeted improve-
ments in health status across the country.

4 WHO, 2011, World Health Statistics.

15.3 Sri Lanka's Health Sector
Achievements

Since the late 1930s, Sri Lanka has imple-
mented universal free health coverage, and
as a result, the country has experienced
remarkable health outcomes with relatively
low public health expenditure when
compared with countries at similar levels of
socio-economic development. Health indi-
ces such as infant mortality rate (IMR),
maternal mortality rate (MMR) and life ex-
pectancy have shown positive trends in Sri
Lanka. In addition, expansion in health
service delivery - through staffing, institutions
for each level of care, technology-intensive
medical equipment, etc. - has also been
provided through the state.

After the implementation of welfare policies
in the 1930s, IMR and MMR have seen a
significant decline (Table 15.1). Widely
extended infectious disease control
programmes by the state also resulted in a
relatively low death rate of 5.8 per 1,000
population in 2007 relative to 11 per 1,000
population in 1955. In turn, Sri Lanka saw a
rising life expectancy rate. By 2009, life
expectancy on average was 71 years which
was much higher than the prevailing average
of 65 years for the South East Asian
countries.*

The network of curative care institutions for
each level of care - primary, secondary and
tertiary - has been constructed in demarcated
geographical areas across the country. In
1941, the number of hospitals was estimated
at 129, excluding maternity homes and other
health centres.> By 1950, this had increased
to 263. In 2007, the total number of hospi-
tals with in-patient care was estimated at

5 Silva. K. Tudor, 2010, “Social Determinants of Health: Lessons from Sri Lanka”, in S. Bhattacharya et al. (eds.). Social Determinants of
Health: Assessing Theory, Policy and Practice, Orient Blackswan, New Delhi.
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Table 15.1
Select Health Indicators
1935 1950 1970 1990 1995 2000 2005 2009
IMR? 263 82.3 47.5 19.3 16.5 13.3 11 13
MMR® 265 55.5 14.5 9.1 2.4 2 n.a. 39
Life expectancy 42.3¢ 55 65 71 72 73 73 74

Notes:

a: Per 1,000 live births; b: Per 10,000 live births; c: Figure refers to 1946; n.a= not available.

Sources: WHO, World Health Statistics; Ministry of Health, Annual Health Bulletin (2000, 2003 and
2007); WHO-Sri Lanka (2002), “Macroeconomics and Health Initiatives”.

615, in addition to which 441 central
dispensaries provided out-patient care
services.® In turn, bed strength also increased
progressively, estimated at 3.4 beds for 1,000
population in 2007 relative to 2.8 in 1985.
In terms of key health personnel, the
number of medical officers (MOs) rose from
2,035in 1982 to 11,023 by 2007. Accord-
ingly, doctors per 100,000 population have
increased to 55.1in 2007 from 13.9in 1980,
while nurses also rose to 157 per 100,000
population in 2007 from 75 per 100,000
population in 1997. Overall, Sri Lanka's
achievements on availability of health facili-
ties and health outcomes are the result
primarily of state-led programmes by succes-
sive governments.

15.4 Relevance of SDH for Sri Lanka

The focus on SDH arises owing to the fact
that while medical care itself can only
prolong survival, social determinants exert
significant influence on premature death and
diseases, particularly amongst vulnerable
groups such as women, children, the
elderly, etc. Emerging trends - viz., increas-
ing inequalities within and between
countries, new patterns of consumption and
communication, commercialization, global
environmental change, and urbanization - can
exacerbate existing inequities.

©  Ministry of Health, Annual Health Bulletin 2007.

Overall, narrowing health inequity is the most
critical goal underpinning policies and
interventions on SDH. Health inequity
refers to the presence of systematic dispari-
ties in health between groups with different
social advantages/disadvantages. The SDH are
broadly constituted by: (i) the structural
factors - unequal distribution of power,
income, goods, and services, globally and
nationally; and (ii) individual level factors -
consequent unfairness in the immediate, vis-
ible circumstances of people's lives (access
to health care, schools, education, conditions
of work/leisure, homes, communities, towns,
or cities and chances of leading a flourishing
life) including the health system.

In order to understand the relevance of SDH
for Sri Lanka, an analysis of health inequity
needs to done, as addressed in the discus-
sion that follows.

15.4.1 Health Inequity

Inequity in health is known simply as unfair
distribution of services. Inequity can be
observed through three means, namely:’
(i) health status/outcomes, (ii) access to
services and, (iii) financial allocations. Five
common measures for health system assess-
ments are:® (i) overall level of health, (ii)
distribution of health in the population, (iii)

7 WHO-Sri Lanka, 2002, “Poverty, Transition and Health: A Rapid Health System Analysis”.
8 WHO, 2000, The World Health Report 2000: Health Systems - Improving Performance, WHO, Geneva.
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Table 15.2
Infant Mortality Rate by Mothers’ Education Level
1993 2000 2006/07
No schooling 44.7 25.5 33
Primary 32.3 29.9 23
Secondary 22.7 17.6 19
GCE(O/L) and GCE(A/L) 18.0 13.6 13
Higher 18.0 13.8 17

Source: Ministry of Health, Annual Health Bulletin 2007.

overall level of responsiveness, (iv) distribu-
tion of responsiveness, and (v) distribution
of financial contribution. Of these, three
measures - distribution of health, responsive-
ness and finance - are related to equity. While
equity has two objectives pertaining to both
inputs and outcomes, the latter is vital. Even
in developed countries, where input distri-
bution is relatively equitable, outcome dis-
parities can be present.

Inequity in health outcomes: Even though Sri
Lanka has achieved exceptional health
outcomes through universal coverage of free
health services, some significant pockets of
disparities remain in groups with different
social conditions. For instance, IMR across
different levels of education of mothers vary
(Table 15.2). The IMR for those in the 'no
schooling' group is relatively high compared
to the group with tertiary education levels.
Accordingly, it is evident that disparities in
health outcomes owing to social status,
remains a concern.

Second, variations for crude death rate (CDR)
and crude birth rate (CBR) are to be found
across districts. For example, the highest CBR
(29.4 per 1,000 population for 2007) was
reported from Kilinochchi district, while the
lowest at 13.5 was recorded in Gampaha
district.® Furthermore, the highest CDR (8.4
per 1,000 population in 2007) was reported

°  Ibid.

in Colombo district despite a relatively high
accessibility of care. It may be that deaths
occurring in hospitals in the Colombo
district - with such hospitals drawing high
numbers from across the country - are
recorded as deaths in the Colombo district
itself. The lowest CDR of 3.3 per 1,000
population was recorded in the Monaragala
district.

Additionally, the prevalence of stunting
amongst income groups vary. For instance,
the percentages in the poorest and richest
quintiles were 24 and 4 per cent, respec-
tively, in 2000.' When considering wasted
children, the poorest income quintile
reported the highest rate of 20.1 per cent,
while the richest quintile recorded 3.5 per
cent in 2000.

Inequity in access to services: Improving
health services through appropriate match-
ing of facilities and recruitment of manpower
in Sri Lanka remains an issue in the absence
of adequate needs assessments. Most of the
tertiary (teaching/special/provincial hospi-
tals) and secondary care (district base hospi-
tals) facilities are located in urban and semi-
urban areas. In addition, health staff also
prefer to work in these areas because of other
facilities such as availability of accommo-
dation in hospital premises or outside,
schooling, transport, availability of safe

10 Rannan-Eliya, R., 2008, “Activities at Regional Level to Address Social Determinants and Health Inequalities”, paper presented at seminar

on ‘Social Determinants of Health in the Maldives’, October 2008.
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drinking water, electricity, etc. Though people
in rural or estate areas have access to
primary care level facilities (divisional
hospitals, including primary medical care
units), they tend to by-pass these owing to
unavailability of health staff and essential
medicines/equipment at primary care level."
This phenomenon has adverse effects on
inequalities in health outcomes between
rural and urban sectors, as well as between
income quintiles.

In 2006/07 for instance, IMR in the urban
sector was 10 per 1,000 live births whilst for
the rural and estate sectors it was 19 and 29
per 1,000 live births, respectively.'”> When
considering health personnel, the majority
of specialist doctors for curative care are to
be found at higher level facilities in urban
areas. Of a total 852 specialists in the coun-
try, 229 were in Colombo and a further 83
in Kandy in 2007. Moreover, skilled birth
attendance by the poorest quintile in 2000
was 91 per cent while the richest was 99 per
cent. Thus, the above figures reveal existing
disparities in health facilities that in turn,
constrain accessibility for care to patients.

Inequity in health financing: Financial risk
protection is another pillar of attaining
equity in health. In Sri Lanka, free health care
is available to all citizens, but whether they
are protected from financial risk in practice
or whether services are free at the point of
delivery is quite doubtful. Out-of-pocket
expenditure for health (OOPE) is a valuable
means of showing inequity in health financ-
ing in the context of free health services. In
2009, OOPE was 51 per cent of total health
expenditure on average,'* which is quite high

2 Ministry of Health, Annual Health Bulletin 2007.
3 Central Bank of Sri Lanka, Annual Report 2010.

5 Central Bank of Sri Lanka, Annual Report 2010.
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compared to Thailand (34 per cent) which
also has a well developed universal coverage
existing within a mixed health financing
system.

High OOPE has important implications. In
Sri Lanka, unequal distribution of public
health infrastructure may push people to
poverty and impoverishment. At the same
time, better quality of services in private
rather than public facilities may increase
demand for private care that results in rising
'catastrophic' expenditure - i.e., catastrophic
impact signifies households with health care
spending greater than 15 per cent of total
household consumption.™ Sri Lanka reports
afigure of less than 2 per cent of households
who fall into this category, better than coun-
tries with successful health systems like
Thailand (2 per cent) and Taiwan (3 per
cent)."”

The recommendation by the WHO s that
OOPE should not exceed 30-40 per cent of
total health expenditure to achieve universal
coverage.' In other words, as OOPE goes
beyond 40 per cent of total health expendi-
ture, it increases the financial risks of care
seekers and that can contribute to rising
inequity.

15.5 Way Forward on SDH Approach
in Sri Lanka

Sri Lanka has been successful in acting on
SDH through its national Commission. Two
South East Asia Regional Consultations on
SDH took place in 2007 and 2009 in Sri
Lanka. As documented in the Consultation
Report 2007, Sri Lanka aims to have a frame-
work with regard to scaling up of sustain-

de Silva, U.H.S and N. Attanayake, 1992, “Utilization of Resources at Peripheral Health Care Institutions in Gampaha District”, mimeo.

Catastrophic expenditure refers to percentage of consumption at individual household level.

1 WHO, 2009, Health Financing Strategy for the Asia Pacific Region 2010-2015, WHO, Geneva.
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able action to address health inequities
using an SDH approach. Three approaches
have been identified, namely: (i) equity as
an explicit and key objective of policy,
(ii) SDH as an approach to narrow inequi-
ties, and (iii) PHC and inter-sectoral action
as strategy. Actions on SDH in Sri Lanka have
been implemented through the Sarvodaya and
Shramadana Movement, the Gemidiriya
Community Development and Livelihood
Improvement Project, and a geo-spatial
approach analysis. The Sarvodaya and
Shramadana Movements work as NGOs while
the Gamidiriya Project is financed by the
state with foreign assistance. All develop-
ment activities come through household level
at the village and in turn, the benefits also
go to the participants.

There are also other significant policy
developments in relation to SDH. The WHO
has proposed a project to strengthen national
level policy formulation and implementation
to tackle health inequities in Sri Lanka using
an SDH approach, which in turn, is expected
to provide support to develop interactions
with other sectors. Second, two other inter-
ventions have been initiated - linked, although
not directly targeted to SDH - including a
pilot project on strengthening PHC by the
Ministry of Health, and a pilot project on
WHO Package of Essential Non-Communi-
cable Disease Interventions (WHO PEN) for
primary care in low-resource settings. While
these are positive developments, given the
many disparities faced by Sri Lanka's health
sector due to social and economic condi-
tions, actions to mitigate such disparities are
few.

15.6 Conclusion and Policy
Implications

Equity is vital to maintain good health out-
comes and achieve economic and develop-
ment objectives. It is evident that the greater
share of health inequity is due to the social
conditions in which people live and work.
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In Sri Lanka, socio-economic disparities in
various forms continue to persist. In particu-
lar, income inequality becomes the main
social condition for pushing people out from
accessing opportunities. Unless checked, the
gap between the poor and rich can widen
further.

At present, Sri Lanka is attempting to address
inequalities via SDH approach through
limited economic and social interventions.
However, it is clear that progress remains
slow. Although inter-sectoral collaboration
is a key strategy of Sri Lanka's SDH frame-
work, its absence between health and other
sectors in the country is the main constraint
to make progress on issues of health equity.
Previously, the National Health Council fa-
cilitated inter-sectoral actions, but its non-
functionality at present, and the absence of
an alternative high level stakeholder assem-
bly, is a factor for the slow progress. Accord-
ingly, a proper institutional mechanism to
facilitate inter-sectoral actions on health,
needs to be initiated by the Ministry of
Health.

Health in All Policies (HiAP) is a key path
of intersectoral actions for health. In the
context of Sri Lanka, HiAP is still not
formalized. Therefore, as a first step, stake-
holders need to be convinced of the benefits
of HiAP. Second, effective policy formula-
tion to implement the HiAP concept could
be developed thereafter.

Sri Lanka, as a lower-middle income coun-
try, is grappling with accelerating growth on
one hand, and changing morbidity/mortality
patterns and lifestyles with an ageing popu-
lation due to transitions of demography and
epidemiology, on the other. As a result,
NCDs and a rapidly ageing population are
on the rise. Such transitions may cause exist-
ing health inequities in the country to in-
crease. Thus, while PHC as a major strategy
of SDH approach is currently being strength-



ened, an effective, efficient, equitable and
accessible health service with formalized
health  policies need to be implemented
to tackle health outcome inequities, espe-
cially through PHC. Second, to manage eq-
uity in health financing, existing health fi-
nancing policy needs to be revisited, in par-
ticular to ensure that the poor and vulner-
able groups are protected from financial risks.

Overall, addressing SDH is urgent to
mitigate health inequity in Sri Lanka. The
CSDH provides technical guidance through
regional consultations and other forms. The
2008 report of the CSDH called for global

Social Determinants of Health

recognition to tackle health inequity through
its three recommendations,’ namely:
(i) improving daily living conditions, (ii) tack-
ling inequitable distribution of power, money
and resources, and (iii) measuring and
understanding the problems and impacts of
inter-sectoral actions and PHC. Thus, Sri
Lanka's health sector - together with other
sectors - needs to take urgent action on SDH
approach to mitigate health inequities as the
country aims to achieve rapid growth. It is
with the bridging of inequities that Sri Lanka
will achieve the broader objective of
inclusive economic development.

7 WHO, 2008, Closing the Gap in a Generation: Health Equity through Action on the Social Determinants of Health, WHO, Geneva.
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16. A Rational Drug Policy: An Imperative of 'Health for All’

16.1 Introduction

The provision of essential drugs - which are acces-
sible and affordable to all - is one of the critical means
to achieve the ultimate goal of 'health for all'. Sri
Lanka's current demographic transition is a reflection
of its success in providing good health services over
many decades. Nevertheless, emerging disparities in
status, income and access to resources have led to
inequalities in health services and outcomes within
the country. While health disparities within a popu-
lation are common to any country, what is important
is the recognition that restoration of equity in health
care service delivery is critical for sustained and
equitable socio-economic development of a country.
In this respect, an essential element in the health
policy paradigm is equitable access to drugs and
equitable health outcomes resulting from access to
drugs.

Policy making in the provision of essential drugs can-
not be examined and studied in isolation, but has to
be approached as an integrated function of a health
system. Sri Lanka's health policy covers a system that
contributes specific services such as health adminis-
tration, promotion, preventive, curative, and rehabili-
tative care. Among these, the most important in the
provision of health care services - i.e., curative care
and community care - are laboratory services and
pharmaceutical services. All these services have
specific policies as integral parts of a national health
policy. In this context, pharmaceutical services play
a pivotal role in health service delivery which meets
an essential element in health care needs of the popu-
lation. This discussion aims to examine the main
policy issues linked to usage of pharmaceuticals (drugs)
and identify gaps in making available essential drugs
at affordable prices and its rational usage through a
well defined drug policy. It remains a critical area of
policy concern given the rising burden of disease and
experiences of drug shortages.
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Access to essential life
saving medicines has
become a crucial issue
in recent times,
requiring policies that
build an institutionally
sound and transparent
pharmaceutical system



16.2 Burden of Disease

After World War ll, the disease picture in Sri
Lanka was dominated by infectious diseases
like tuberculosis (TB) and malaria. As a
result of improved health advisory and hy-
giene, and the availability of life saving medi-
cines, such as penicillin, other antibiotics
and various vaccines, infectious diseases
declined. Improvement made over time in
primary care, reproductive health, and efforts
to reduce maternal and infant mortality
resulted in increasing life expectancy at birth.
These trends led to a dramatic advance in
health status and fertility reduction in the
country. From the 1960s, Sri Lanka entered
the third stage of demographic transition,
namely, the phase of declining fertility." As
aresult, the country is experiencing a rapid
increase in the elderly cohort. It is estimated
that the above 70-year age category will
double over the next 20 years.

As NCDs emerge as the most prevalent
diseases, the direct and indirect costs of treat-
ing such patients are currently estimated to
be about US$ 420 per person per year.? This
provides an indication of the magnitude of
the cost of medi-care needed for the popula-
tion for similar illnesses. As the prevalence
of chronic diseases increases with age, the
burden of NCDs can be heavy on the poor
and marginalized population.

In addition, preventable communicable
diseases such as Dengue are also on the rise.
Dengue is the most common mosquito-borne
illness and is endemic in Sri Lanka, spread
by rapid urbanization - characterized by
densely populated areas and widespread
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mosquito breeding grounds. Other emerging
diseases in Sri Lanka include, HIV-Aids.
According to the Aids Prevention Division
of the Ministry of Health, registration of Aids
patients was up by 3,000 in 2009, with 1,249
new registrations in 2010.

The seriousness of the burden of diseases is
also evident by the rising demand for treat-
ment for multiple ilInesses by different age/
gender groups, and by different communi-
ties of varied income levels. Data on out-
patient visits and in-patient admissions in
public and private hospitals reveal that there
had been around 43 million out-patient visits
to government hospitals, in addition to
annual clinic visits of 16 million, and
in-patient admissions of 4.6 million in 2007.3
Of the patients who obtained indoor treat-
ment in government hospitals, bed occupancy
rates in differently categorized hospitals
provide a cross-sectional view of the degree
of demand for long term care in non-fee
levying government hospitals - i.e., estimated
bed occupancy rates in provincial hospitals
stood at 101 per cent, national hospital (101
per cent), teaching hospitals (90 per cent)
and base hospitals (82 per cent).*

Further, in 2007, 5.7 million out-patient
visits and 221,000 in-patient admissions have
been reported by private hospital facilities.”
This does not include the out-patient
treatment delivered by around 2,000
General Practitioners (GPs) spread through-
out the country. In the late 1990s for instance,
when the number of GPs stood at 900, an
estimated 12.7 million patients were seen
by them annually.® Indeed, private Western

" Indralal De Silva “Beyond Twenty Million: Projecting the Population of Sri Lanka 2001-2081”, Research Studies: Demographic Transition

and Pension Series No.6, Institute of Policy Studies.

2 Price Water House Coopers, 2009, Pharma 2020: The Vision.

3 Ministry of Health, Annual Health Bulletin 2007.

4 Fernando, Joel, 2002, “Functional Perspective in Health Sector in Sri Lanka: Current Status and Challenges”, mimeo.

> IPS, Census of Private, Co-operative and Estate Hospitals 2005-2008.
6 De SilvaN., and K. Mendis, 1998, “One Day General Practice Morbidity Survey in Sri Lanka”, Family Practice, Vol. 15, pp. 32331.
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out-patient services were considered to be
the fastest growing segment of health
services in the country.

When glancing at the profiles of patients
seeking health provisions from government
health institutions and from private GPs,
government hospital facilities have been
mostly patronized by the lower-middle class
and poor households, while households of
almost all income groups make use of GP
out-patient facilities when a need arises.” Free
delivery, quality and confidence are some of
the key factors that influence low income
groups to obtain drugs from state institutions.

16.3 Sri Lanka's Drug Policy

Drug policy is a branch of health policy that
deals with the development, provision and
use of medications within a health care
system. It embraces drugs (both brand name
and generic), biological products, vaccines
and natural health products. An effective drug
policy aims at ensuring that people get good
quality drugs at the lowest possible price,
and that doctors prescribe the minimum of
required drugs in order to treat the patient's
illnesses. As is found commonly in other
countries, Sri Lanka too has a three-tiered
structure of demand where a physician
prescribes, a pharmacist dispense, and the
patient consumes free of charge, pays or a
third party pays.

Pharmaceutical policy is the part of health
policy that aims at addressing problems such
as increasing access to safe, effective and
affordable medicines for all patients.®
Obstacles to achieving these goals can arise
from financial interests on the side of
suppliers and health care providers, who may
benefit from charging higher prices and

mimeo.

issuing more prescriptions than might be
justified from a clinical and economic view-
point. Obstacles can also arise from unscru-
pulous suppliers trying to introduce low
quality or counterfeit drugs into markets,
exploiting regulatory weaknesses. In addition,
corruption and ineffective bureaucracies
sometimes interfere with well intended
programmes to offer access to essential medi-
cines for the poor.® Some of the issues raised
above have relevance to Sri Lanka's current
drug administration system as will be
discussed later.

The drug registration and regulatory system
in Sri Lanka began in the early1960s. The
National Formulary Committee established
in 1962, introduced a drug list by reducing
the number of drugs from 4,000 to 2,100, to
be imported only by the private sector.
During this period, the procurement proce-
dure for drugs was biased towards more ex-
pensive brand names. Sri Lanka's first Na-
tional Drug Policy in 1971, aimed at ensur-
ing that people could get good quality drugs
at the lowest possible price, and that doc-
tors would prescribe the minimum required
drugs to treat ilInesses. The new drug policy
identified the need for a state buying agency
for procurement in accordance with the na-
tional formulary, to reduce the costs of drugs
while maintaining the quality in order to save
foreign exchange, rationalize drug usage, and
supply essential drugs to the whole popula-
tion at an affordable cost. Accordingly, an
essential drugs list was introduced by a new
formulary that reduced the number of essen-
tial drugs to 600.

In 1971, the State Pharmaceutical Corpora-
tion (SPC) was established to replace private
sector drug importers, and in 1973, the SPC

Fernando, Joel 2002, “Private Sector Community Health Services and Health Sector in Sri Lanka: Current Status and Challenges”,

8 World Bank, 2007, Practical Approach to Pharmaceutical Policy, World Bank, Washington, D.C.

°  Ibid.
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became the sole importer of pharmaceuti-
cals by replacing 134 private pharmaceuti-
cals importers. Subsequently, the SPC
introduced an international tendering system
with quality control requirements, purchas-
ing of low-cost generic products whenever
available, approaching non-patent observing
sources for newer patented products, and
bargaining with transnational sources for
newer patented products that were not avail-
able elsewhere. As a result, branded drugs
were replaced by generic drugs in the
prescription and sale of medicine. In 1972,
the SPC is estimated to have imported 52
drugs at a third of their previous prices, and
some drug prices dropped by a half or two-
thirds.’® The 1971 National Drug Policy was
a part of health reforms that was pro-poor,
in line with the government policy of
centralization of economic activities more
or less within a welfare state.

With the introduction of trade liberalization
policies in 1977/78, efforts were made to
reduce the monopoly of drug imports by the
SPC, and its activities were confined only to
import the drug requirements of the public
sector while the private sector was given a
free hand to import drugs, creating a price
distortion in the pharmaceutical market. The
new policy stance did not make any changes
to the existing formulary or the essential drugs
list. Although the State Pharmaceutical Manu-
facturing Corporation (SPMC) established in
1987 aimed to manufacture commonly
needed drugs - such as paracetamol and a
few others - the institution was mostly
running as a loss making venture.

There were attempts to develop a National
Drug Policy in 1991 and in 1996, which were
accepted by the Ministry of Health (MOH),
but failed to gain Cabinet level approval. The
report of the 'Presidential Task Force on
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Formulation of a National Health Policy for
Sri Lanka' - established in 1992 - recognized
the need for a national drug policy but it
was not fully comprehensive nor was it well
defined. In 2005, the MOH, with the assis-
tance of the WHO, worked out a compre-
hensive draft for a National Medicinal Drug
Policy for Sri Lanka. After at least four rounds
of talks with all stakeholders, the final draft
was approved by the Cabinet in October
2005, but is yet awaiting the ratification of
Parliament prior to implementation. The
delay is largely assumed to be on account of
lobbying by vested interests, opposed to its
implementation.

16.4 Why Sri Lanka Needs a Rational
Drug Policy

The necessity for acomprehensive drug policy
has been warranted due to various issues.
The more critical are: emerging profile of
disease burden; growing influx of patients
seeking treatment from free health care
services; availability of around 9,000 variet-
ies of branded, generic, and cheap drugs;
rising conflicts in prescribing low cost
generics and expensive branded drugs; short-
ages of life saving drugs in government
hospitals and dispensaries; sales of drugs
without prescriptions over-the-counter; and
affordability to pay from out-of-pocket for
procurement of drugs by poor households.
Among these, shortage of drugs - against the
background of disease burden and influx of
patients seeking free treatment at state
hospitals to avoid the high cost of drugs and
care - is the most significant issue for the
majority of people.

Effective pharmaceutical delivery to patients
seeking treatment from government hospi-
tals is being hampered by non-availability of
adequate stocks, absenteeism of qualified

0 Lall,S., and S. Bibile, 1977, “The Political Economy of Controlling Transnationals: The Pharmaceutical Industry in Sri Lanka (1972-

76)", World Development, Vol. 5, pp. 677-98.
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pharmacists, and uneven distribution of phar-
macists and dispensers in dispensaries across
the country. As a result, most patients tend
to receive less than the quota of prescribed
drugs from these institutions, and are
frequently required to purchase more expen-
sive drugs from private pharmacies. The grant-
ing of state approval for government health
professionals to engage in private practice,
and intermittent shortages of essential drugs
experienced in state hospitals, in combina-
tion, has led to patients having to seek treat-
ment at higher costs through private consul-
tations.

The shortage of drugs is a key health policy
concern. Shortages in Dextran 40 (a crucial
fluid administered to critically ill Dengue
patients), in cancer treatment related vaccines,
in supplies of Saline, and other essential
drugs critical for patients suffering from
diabetes, asthma and heart conditions, as well
as expectant mothers, etc., have been noted.
Indeed, media reports suggested that "300
essential drugs are in short supply in many
of the country's hospitals....Doctors have
confirmed that the shortages have affected
government hospitals."" In some instances,
Sri Lanka was compelled to take extraordi-
nary action to address critical shortages. For
instance, Saline stocks were replenished by
immediately airlifting supplies into the
country in 2010.

Other irregularities in the supply of drugs
have also been highlighted. Drug companies
have been found to supply drugs prescribed
for cancer patients in Sri Lanka to the private
sector at higher prices, while failing to
supply the same to the MOH throughout
2010. In such instances, the MOH is
compelled to purchase drugs locally at higher

prices in order to provide effective treatment
to patients. Other reported malpractices
include instances where despite the presen-
tation of quality drug samples to the National
Drug Quality Assurance Laboratory
(NDQAL), the subsequent delivered orders
are found to be sub-standard drugs. Due to
such fraudulent practices, the MOH took
action to withdraw 228 kinds of drugs in
batches and 58 other items over the period
2006-10."2 Moreover, it is also the case that
the irregularity of drug supplies makes it
harder for hospitals to give accurate figures
on what drugs are available or in short
supply at any given time.

According to the Sri Lanka Chamber of
Pharmaceutical Industry, the shortage of drugs
in state hospitals is primarily a procurement
issue, requiring more transparent tender
procedures.” The recommendations made
are to institute time frames for every step of
the tender procedure - i.e., predetermined
times for tender boards, awards, indents, let-
ters of credit, etc. - whereby participants are
informed within the specific time period.
Transparent procedures are also argued to earn
greater acceptance and recognition of the
SPC, amongst other suppliers. Safeguards
against irregular suppliers through the execu-
tion of bid bonds and performance bonds on
time, subject to a proper evaluation of any
reasonable excuses for delays (which should
again be limited to a fixed time frame), is
also considered important in this regard.

16.4.1 A Case of Shortages:
Paracetamol

Paracetamol is a widely used pain reliever,
commonly used for the relief of headaches,
other minor aches and pains, and is a major
ingredient in numerous cold and flu
remedies. Paracetamol is also used for relief

" Daily Mirror, “Essential drugs shortage puts patients and hospitals in a spot”, 5 May, 2010.

2 Daily Mirror, “Sickening mismanagement”, 19 April, 2011.

3 Thelsland, “Shortage of drugs in state hospitals: transparency in procurement vital — Samarasinghe, Ananda, President, Sri Lanka Chamber
of Pharmaceutical Industry”, http://www.island.Ik/index.php?page_cat=article-details&page =article-details&code _title=22356.
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of more severe pain such as in post-surgical
recovery. In Sri Lanka, the SPMC is respon-
sible for manufacturing a part of the local
requirement of paracetamol for state hospi-
tals, while private industry providers and
importers supply the same to the pharma-
ceutical market under brand names (e.g.,
Panadol, Panadin, etc.). The drugs are made
available without a prescription, and have
increasingly become a common household
drug.

Since 2008, state-run hospitals across the
country have been affected by a chronic
shortage of Paracetemol. As a result, it is
alleged by the Government Medical Offic-
ers Association (GMOA), that doctors at-
tached to both government and private hos-
pitals have had no alternative but to prescribe
more expensive brands.™ It is reported that
the SPMC has been entrusted to manufac-
ture only 150 million tablets out of a
required annual quantity of around 750
million tablets, forcing Sri Lanka to import
600 million tablets.

In February 2011, the MOH initiated inquir-
ies into the purchase of 100 million
Paracetamol tablets from the open market at
a cost of Rs.37 million under the 'Emergency
Purchase' tag, as the SPC holds the monopoly
in the supply of drugs to the Medical Supply
Division. The inquiries have revealed that
the SPC unaccountably delayed supplying the
required stocks that led to country-wide short-
ages of Paracetamol tablets at state hospi-
tals, while there had been ample stocks in
the open market manufactured by the SPMC.
In March 2011, the MOH instructed the
SPMC to take immediate measures to
produce 564 million tablets.™
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16.5 Present Status of Drug Regulatory
Regime

Sri Lanka's drug procurement process which
follows various stages, including registration,
selection procurement, distribution and
service delivery, was designed to be trans-
parent. The registration process is expected
to guarantee the drug's safety and efficacy,
but there are allegations that the credibility
of this guarantee is eroded by the pharma-
ceutical industry lobby. Studies have noted
that the registration of new drugs takes al-
most one year and involves tedious bureau-
cratic procedures. This has led to an increased
circulation of unregistered drugs that under-
mines the objective of quality regulation to
ensure the supply of safe drugs to the
public.®

The next stage of the process is the selection
of drugs which ensures that the most cost-
effective and appropriate drugs for a
population's health needs are chosen fairly.
Unfortunately, the cost effectiveness is not
considered often, and as a result, around
9,000 varieties of (mostly expensive) drugs
are imported. These drugs are imported by
the SPC as well as by the private sector. The
SPC is responsible for procurement of drugs
for the Medical Supplies Division of the
MOH. The Medical Supplies Division over-
looks the distribution of drugs to govern-
ment health institutions, while private sec-
tor importers distribute drugs to private phar-
macies. Sri Lanka's NDQAL does not have
the capacity to quality test all the drugs that
are being brought to the country, and there
are weaknesses in post-marketing surveillance
due to limitations in capacity.

The ineffectiveness of the NDQAL for qual-
ity testing has created two issues, namely:

™ The Island, “Paracetamol causes headache for Health Dept.”, 20 May, 2008.
5 Daily Mirror, “SPMC asked to make more Paracetamol available”, 10 March, 2011.

1 KnightJohn, Malathy, P.P.A.Wasantha, Andrew Perumal, Pubudini W. Rupasinghe, Avanthi Gunathilake, 2003, “Cross- Border
Competition and Implication for Sri Lanka: Case Studies of Pharmaceutical, Cement Markets and Shipping Line Sector”, IPS/LST.

187



State of the Economy 2011

(i) unlicensed individuals and/or entities
conducting illegal trade of pharmaceutical
products containing controlled substances,
and (ii) licensed individuals and/or entities
contravening laws to sell controlled drugs,
such as pharmacists who sell controlled drugs
without a prescription. Due to these areas of
weaknesses, it has become common that
pharmacies market drugs not registered in the
country, employing under-qualified persons
as pharmacists, failing to store drugs under
specified temperature, and storing foods and
drugs in the same refrigerators - which are
against the set standards for selling pharma-
ceutical items.

16.6 Conclusion

The call for a national medicinal drug policy
in Sri Lanka has spanned several decades
since the liberalization of trade in the late
1970s. The MOH was involved in the prepa-
ration of a National Medicinal Drug Policy
in 2005, which is yet to receive Parliamen-
tary approval for implementation. Given the
number of years that has lapsed since the
report was first drafted, it may be that the
report itself needs to be revisited to ascertain
whether it reflects the key features of a
viable drugs policy and best practices, prior
to completion of passage of legislative ratifi-
cation.

Various countries, including both drug manu-
facturing and drug importing nations, have
adopted features in their drugs policy that fit
in to national needs. Among these, the key
features that could be seen are equitable
access, safety, affordability, sustainability,
evidenced-based decision, transparency, im-
partiality, participation and inclusiveness. As
Sri Lanka is highly dependent on imported
drugs - importing around 90 per cent of re-
quirements - the most important features
amongst these are: (i) equitable access which
involves individual access to approved drugs
and accessibility to a speedy new drug
approval process; (ii) safety which requires
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appropriate pre-market evaluation and post-
market surveillance, (iii) affordability appli-
cable to both individuals and the health
system, so that no one should suffer undue
financial hardship in accessing needed drug
therapies, (iv) sustainability which ensures
that drugs are evaluated in the context of
the overall burden of illness, and of their
impact on direct and indirect illness costs
and health system sustainability, and (v) par-
ticipation and inclusiveness of all stakeholder
engagement for meaningful involvement in
the development and implementation of a
proposed national drug policy.

Another issue that is needed to be looked at
is the present controversy over generics
versus branded drugs, which is closely
related to the economics of the pharmaceu-
tical industry. Brand name drugs are several
times more expensive than equivalent gener-
ics which are feely available in the global
market. In the ongoing debate, several ques-
tions have been raised whether branded drugs
are worth the extra cost, or whether generic
alternatives give the same results at a lesser
cost. What is important is the ability of
patients to understand the difference between
generics and brands, recognize the generic
name of a drug, and find a good quality
variety of that particular drug. A rational drug
policy resolves this intricate issue as it is
based on drug use, in which patients receive
medications appropriate to their clinical
needs, in doses that meet their own
individual requirements, for an adequate
period of time, and at the lowest cost to them.

Access to essential life saving medicines has
become a crucial issue in recent times and it
is the responsibility of governments to
ensure a policy that builds an institutionally
sound and transparent pharmaceutical sys-
tem, with appropriate mechanisms in place
to avoid the likelihood of denial of life
saving medicines to those in need, especially
the poor and marginalized population.



17. Accessibility and Affordability in the Power Sector

17.1 Introduction

Numerous studies suggest the existence of a strong
correlation between electricity consumption and eco-
nomic growth." Clearly, as the dependence of an
economy on electricity rises, its impact on growth
will become critical. In Sri Lanka, available evidence
suggests that current as well as past changes in elec-
tricity supply have a significant impact on the
country's growth outcomes.? Indeed, the lagged ef-
fects of increased electricity supply are found to have
a greater impact on GDP. For instance, estimates sug-
gest that for every increase in supply of electricity by
1 megawatt hour (MWh) in the current year leads to
an income increase of Rs. 38,200 in the same year,
Rs. 30,000 in the second year and Rs. 44,100 in the

third year. Given a clear nexus
between electricity
Given a clear nexus between electricity consumption consumption and

Ia‘nd growth, access to a. s.uff|c1ent, affordable and re- growth, access to a
iable supply of electricity across all sectors of the o

economy has strong distributional implications. In sufficient, affordable
Sri Lanka, despite considerable progress in ensuring and reliable supply of
access to electricity - currently estimated to reach 90 electricity has strong
per cent level of electrification - significant dispari- distributional

ties are to be found across sectors and provinces of . L

the country. With a set government target of reaching implications
100 per cent electrification by 2012, an assessment

of key policy issues in the power sector is timely.

This discussion aims to provide an overview of the

power sector in Sri Lanka - with a specific focus on

household, commercial (hotel) and industrial sectors

- and outline the new developments in the sector as

it pertains to supporting the country's overall growth

and development objectives.

T SeeFerguson, R., W. Wilkinson, R. Hill, 2000, “Electricity Use and Economic Development”, Energy Policy, Vol. 28, No. 13; Gupta, G.
and N.C. Sahu, 2009, “Causality between Electricity Consumption and Economic Growth: Empirical Evidence from India”, Munich
Personal RePEc Archive, available at http:/mpra.ub.uni-muenchen.de/22942.

2 Morimoto, R., C. Hope, 2001, “The Impact of Electricity Supply on Economic Growth in Sri Lanka”, Research Papers in Management
Studies, University of Cambridge.
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17.2 Power Sector and its New
Developments

17.2.1 Overview of the Power Sector

The power sector in Sri Lanka is assigned three
main functions, namely, the generation,
transmission and distribution of electricity,
which are licensed out to several parties. The
majority of consumers are served by the
national grid while isolated pockets of
consumers are served by off-grid systems. In
2009, the Ceylon Electricity Board (CEB)
contributed 55 per cent of gross generation
to the national grid, while the rest was

generated by Independent Power Producers
(IPPs).? While the CEB is the sole transmis-
sion licensee in the national grid, distribu-
tion is jointly carried out by CEB and Lanka
Electricity Company (LECO) licensees.
Figure 17.1 illustrates the functional
structure of the electricity sector in Sri Lanka.

At present, the electricity industry has long
term debt exceeding Rs. 200 billion (largely
the debts of CEB) which is expected to
increase to Rs. 500 billion by 2015.* The
revenue is only adequate to meet around 90
per cent of industry expenditures.® The CEB

Figure 17.1
Functional Structure of the Electricity Industry

IPPs
CEB Generation Generation
y
CEB Transmission
Bulk Own and maintain
Consumers | Transmission grid
System operation
Power procurement
CEB Distribution and LECO
Own maintain and operate < Spps
Distribution grid Generation
Off-Grid Bulk power purchase
Systems Retail supply
A 4 ,
Isolated Retail Consumers
Consumers

Notes:
Source:

IPPs = Independent Power Producers; SPPs = Small Power Producers.
Public Utilities Commission of Sri Lanka (PUCSL).

3 PUCSL, 2009, The Electricity Act of 2009 and the Development of the Sector.

IS

Engineers, Colombo, 10 February 2011.
> Ibid.
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has reported steady losses since 1999, and
the utility has been making increasingly
negative returns (Table 17.1). The reasons for
the poor performance are two-fold, namely,
the dependence on oil-powered thermal
generation to meet the electricity demand
and sustenance of end user tariffs below the
cost.

The major share in the cost of sales to end
users consists of generation cost which is
around 80 per cent of the total. Of this,
generation fuel alone was estimated to make
up 62.4 per cent of the total in 2010. Given
the energy mix of the country, the electricity
sector is largely dependent on oil-fired ther-
mal generation. As Table 17.2 indicates, 59.8
per cent of electricity generation in 2007 was
oil-fired. This was estimated to increase to
63.3 per cent by 2010. Except for a slight
drop in 2009, the global price of crude oil
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increased steadily, driving up generation costs
in the electricity sector. Therefore, the long
term generation expansion plan of CEB is
aiming at gradually decreasing the depen-
dence on oil-fired thermal generation. By
2020, the industry will be dominated by coal-
fired thermal generation, which is a cheaper
alternative.

End user tariffs in Sri Lanka have consistently
been set below the cost of sales, and have
been insufficient to fulfill the revenue
requirement of the CEB. For example, the
average earnings of the CEB in 2005 were
7.71 rupees per kilowatt (Rs/kW), whereas
the average revenue required to satisfy the
cash flow requirements was 9.62 Rs/kW.”
Government efforts to mitigate the financial
loss of the sector such as direct settlement of
CEB dues to Ceylon Petroleum Corporation
(CPC), moratorium on capital and interest

Table 17.1
Recent Financial Performance of CEB
2006 2007 2008
Net profit before tax (Rs. mn.) -11,125  -19,811 -33,870
Return on average net fixed assets (%) -0.56 -2.29 -5.85

Source: Siyambalapitiya, Tilak, 2011, “The New Electricity Pricing Policy in Sri Lanka”, Sri
Lanka Energy Managers Association, Vol. 14, No. 1.

Table 17.2

Planned Generation Mix of the Sri Lanka Grid (Base Case)

Primary source

Hydro

Oil-fired thermal
Coal-fired thermal
Biomass, solar
Wind

Total

Share of Total Gross Energy in the Grid (%)

2007 2010 2015 2020
40.2 36.7 28.2 19.5
59.8 63.3 5.7 9.6

0.0 0.0 66.1 70.9

Not included in the long term plan

Not included in the long term plan

100.0 100.0 100.0 100.0

Source: PUCSL, The Electricity Act of 2009 and the Development of the Sector.

6 PUCSL, 2009, The Electricity Act of 2009 and the Development of the Sector.

7 Ibid.
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due from CEB on long term debts and
removal of value added tax (VAT) on fuel oil
have failed to guarantee the financial
success of the CEB.® Therefore, a few key
changes were made in the power sector with
a view to making the entity profitable.

17.2.2 Recent Developments in the
Power Sector

Sri Lanka Electricity Act No. 20 of 2009:
The Act aims to address the shortcomings of
the power sector by introducing well targeted
measures. The main features of the Act are
to:

e Place the electricity sector under the
regulatory purview of the Public Utili-
ties Commission of Sri Lanka (PUCSL)

e Introduce a new mechanism for
setting the tariff structure, and

e Assign the authority to form general
policy guidelines to the Ministry of
Power and Energy.

Although the PUCSL came into operation in
2003, it was not fully functional owing to
the failure to pass the Electricity Reform Act
of 2002.° This was addressed by the new
Electricity Act as the PUCSL was appointed
to administer the provisions of the Act. One
of the main functions of the PUCSL within
this capacity, is advising the government on
all matters concerning the generation, trans-
mission, distribution and supply of electric-
ity. The second key function, is regulating
tariffs and other charges levied by licensees
and other electrical undertakings in order to
ensure that the most economical and
efficient service possible is provided to
consumers. The third, is consulting any

person or group of persons who may be
affected, or are likely to be affected, by the
decisions of the PUCSL. Thus, the Act
ensures that the PUCSL safeguards the
interests of all parties involved in the power
sector.

The Act allows licensees to set electricity
tariffs in a cost reflective methodology
approved by the PUCSL. Within this capac-
ity, the licensees may recover all reasonable
costs in the carrying out of the activities
authorized by the licensee in an efficient
manner either through tariffs or by direct
subsidies from the government. This aims to
alleviate one of the main hindrances to the
financial sustainability of the power sector -
i.e., of electricity tariffs being set below cost.
However, it is essential for the tariffs to fall
within the policy guidelines set by the gov-
ernment and the PUCSL retains the right to
revise the tariffs periodically.

The Ministry of Power and Energy is expected
to form policy guidelines taking into consid-
eration factors such as the requirements of
electricity based on socio-economic charac-
teristics, fuel diversity, and electricity
pricing policy to ensure sustainable
economic growth and any other measures
being taken by the government with regard
to the sector. Although this characteristic
limits the authority of the PUCSL as an
independent regulator, the implication of this
provision is that the government is able to
accurately reflect the views and needs of the
stakeholders in making policy decisions. The
policy guidelines, as outlined in the 'National
Energy Policy and Strategies of Sri Lanka',"
aims to ensure that access and affordability

The Ministry of Power and Energy recently claimed that the CEB has made a profit of Rs. 5.06 billion. However, critics have pointed out

that this has been achieved through a large government subsidy and underpriced fuel provided to CEB (see The Island, “Energy Policy

Review: Need to Remain Focused in Fundamentals”, May 31, 2011).

The Act was introduced in order to facilitate the restructuring process of the power sector. This included unbundling of CEB to form a single

buyer and five companies for distribution, as well as appointing an independent regulator to regulate these independent businesses.
However, owing to political pressure and opposition from the CEB staff, the sector failed to secure the Ministerial Order required to make

the Act fully operational.

S

http://power.lk/about-us/energy-policy.
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of electricity by consumers is addressed.
Priority to improve access to rural areas, and
a pricing policy that encompasses
affordability by households and viability of
commercial and industrial categories, are
important elements in the policy documents.

Accessibility and Affordability in the Power Sector

The road map for tariff re-balancing: The
road map as set out by the PUCSL aims to
restore financial viability to the power sec-
torby 2015,"" with key characteristics of the
exercise being:

¢ Debt moratorium to be granted on all
long term debts till 31 December
20009.

Box 17.1
The Roadmap for Tariff Rebalancing
Year Households Religious Other retail Industry Hotel General
(industry, (bulk) (bulk) (bulk)
general,
hotel)
2011 No major changes No changes Reduce the TOU All hotel No
gap between mandatory customers changes
the three unified into
classes one
category
2012 Reduce blocks from No changes Further All three classes of bulk customers
6 to 4. For 0-30 kWh reduce the  to be unified and Time of Use
customers, Govt fully price gap (TOU) tariffs to be mandatory

implements a direct
subsidy, as provided in
the National Energy
Policy and the Govt’s
10-year plan

2013 Reduce blocks from
4t03

No changes

between the
three classes
of customer

Introduce a charge for reactive
power

No difference between the customer classes,
except in terms of voltage at which service is

provided. For the purpose of retaining a data-
base, customer classification will be retained
in the accounting system.

TOU tariffs will be mandatory for all retail and
bulk customers in industry, hotel and general
purpose categories

Any subsidies will be addressed outside the
licensee tariffs.

2014 Retain 3 blocks

Optional TOU tariff for No changes
all 3-phase customers

No changes No further changes

Tariffs yield adequate revenue to breakeven, meet all commitments including debt
service, but excluding a return on assets to GOSL

2015 Abolish block tariffs.
Optional TOU tariffs
to all customers

No changes No further changes

Tariffs to all customers are targeted to be fully cost reflective. GOSL earns a return on

assets on the sector

Source: PUCSL, 2010, Consultation Paper on Setting Tariffs for the Period 2011 — 2015.

" PUCSL, 2010, Consultation Paper on Setting Tariffs for the period 2011 - 2015.
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e Licensees held strictly responsible for
matters under their control and to be
transparently compensated for param-
eters beyond their control. For
example, short term losses owing to
weather conditions, etc., will be
passed on to consumers, and any
subsidies provided will be duly
compensated by the government.
Similarly, benefits arising from
weather conditions, etc., will be
passed through to consumers as
reduced tariffs.

e Gradual reduction of the number of
tariff blocks to three and apply Time
of Use (TOU) tariffs to all consumers.

The first tariff revision as per the proposed
rebalancing exercise was implemented for the
period January-June 2011, which carried
modifications such as reducing consumer
categories from 27 to 20, unifying medium
and large hotels into one category, mandat-
ing TOU tariffs for all medium and large
industries as well as medium and large ho-
tels, and distributing the cost of street
lighting among all consumers. These alter-
ations in the tariff structure have consider-
able impacts on affordability and competi-
tiveness of industries, which will be discussed
in the next section.

17.3 Electricity Sector and Inclusive
Growth

17.3.1 Household Sector

When considering the accessibility of
electricity, the overall level of electrification
in Sri Lanka increased to 90 per cent by the
end of 2010 compared to 86 per cent in 2009.
It is targeted to reach 100 per cent by 2012.'
As seen in Table 17.3, there is a remarkable
improvement in the level of electrification,
especially in the estate and rural sectors.

However, substantial disparities in the level
of electrification at the district level can be
seen. While developed areas such as Co-
lombo and Gampaha have electrification lev-
els close to 100 per cent, areas such as
Monaragala, Kilinochchi and Mullaitivu have
very low levels of electrification (Figure 17.2).
As pointed out previously, lack of accessi-
bility to economic infrastructure can constrain
these areas from making use of gainful
economic opportunities and contributing ef-
fectively to the growth process.

With a view to addressing inequitable
access to electricity, the government has
launched numerous rural electrification
schemes (Table 17.4). Some of these are
funded by the Treasury while others are imple-
mented with funding received from lending
agencies as well as bilateral government
assistance.

Table 17.3
Level of Electrification by Sector
2006/07 2009/10
Urban 94.9 96.5
Rural 78.5 83.2
Estate 62.3 84.0

Source: DCS, HIES, 2006/07 and 2009/10.

2. CBSL, Annual Report 2010.
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Figure 17.2

Level of Electrification by District — 2009
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Table 17.4

Rural Electrification Schemes

Electrification Scheme

Power Sector Development Project
(RE6)

Conflict Affected Areas
Rehabilitation Project (CAARP)

RE4
RE8

Wadakkin Wasantham

Lighting Sri Lanka - Hambantota
District

Lighting Sri Lanka - Kalutara
District

Lighting Sri Lanka - North Central
Province

Lighting Sri Lanka - Eastern
Province (Trincomalee and
Batticaloa Districts)

Lighting Sri Lanka - Uva Province

Sustainable Power Sector Support
Project Il

Pubudamu Wellassa

Rural Household Connection
(Part 8)

SIDA Extension

Description

Targeted to benefit 141,000 consumers.

Benefiting 12,000 households in the N&E with extension to additional
9,000 households.

Benefiting 34,300 rural consumers.

Targeted to electrify remote areas as well as gap areas in between
electrified areas, and aimed to benefit 180,000 households.

Aimed to supply electricity to the whole of Northern Province.

Benefit 68,000 consumers in the underdeveloped regions of the
Hambantota district.

Target of 2,412 beneficiaries.

Initial beneficiary pool of 10,500 and extension with a view to
achieving 100 per cent electrification in the North Western Province.

Provide electricity to 30,000 new consumers in these districts.

Expected to provide electricity to 800 villages — 80,000 households
and small, medium and large scale industries.

Provide electrification to 12,245 rural households in the Eastern
Province.

Implemented in the areas of Kataragama, Sevanagala and Thanamalvila
to benefit 637 households.

Aims to connect 60,000 rural households to the national grid.

Aims to achieve 100 per cent electrification in the North Central
Province.

Source: http://power.lk/re-projects.
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Table 17.5
Affordability of Electricity

Difficulty in paying the electricity bill

Fail to pay the electricity bill on a monthly basis

Taken steps to reduce the bill

Percentage of
Households

15.39
14.06

43.06

Source: Social Policy Analysis and Research Centre, 2010, “A Study on Requirements
of Prospective Electricity Consumers and Fuel Poverty (Electricity) and

Affordability”, PUCSL.

However, affordability of electricity remains
an issue for the household sector (Table 17.5).
Estimates suggest that nearly 15 per cent of
households find it difficult to pay their bills
on a monthly basis, while another 14 per
cent do not make payments on a monthly
basis. Around 43 per cent of households have
found it necessary to adopt ways of reducing
their electricity bills. Further, a high level of
disparity is found to exist between consumer
groups. The lowest 10 per cent of households
consume only 2 per cent, while the top 10
per cent consumes 27 per cent of total
electricity consumption. Low end users are
argued to find it difficult to afford electricity
due to pricing policy.

A possible alternative would be to identify
low income groups and administer targeted
subsidies. Although not implemented as yet,
the energy policy document proposes to sub-
sidize the electricity consumption of
Samurdhi beneficiaries by financing 50 per
cent of the cost of supply up to 30 kWhs.
This is to be funded by the Treasury by
providing coupons worth the value of the
subsidy. However, poor targeting of
Samurdhi recipients is an issue in Sri Lanka.
More often than not, the appointment of
Samurdhi officers and subsequently the
selection of beneficiaries, are carried out
under political patronage rather than income
criteria.’ This leads to a misallocation of

resources. Perhaps, an alternative would be
to credit the subsidy directly to consumer
accounts held with the distributor, as
practised in Hong Kong,'* for consumers
identified by the distributor based on income
criteria.

Another alternative adopted by consumers
and much advocated by the government, is
demand management strategies such as
reducing the use of electricity at peak
demand periods. However, despite the fact
that electricity is meant to be used primarily
for lighting, a number of appliances - such
as televisions, irons, radios, etc., - consti-
tute basic needs for decent living standards.
These account for the major share of
electricity demand by households, with a
majority of households estimated to own a
number of these high energy consumption
equipment (Table 17.6). Although the
degree of necessity for these is arguable, many
view them as basic needs given the positive
impact they have on living standards.

It is also noteworthy that a key feature of the
road map is passing on any increased costs
or benefits to consumers. Therefore, in
principle, the profit of Rs. 5.06 billion made
by the CEB in 2010 should ease costs for
consumers in the next tariff period of July-
December 2011.

3 http://ipslk.blogspot.com/2010/07/better-targeting-of-transfers-samurdhi.html#more.

™ https://www.clponline.com.hk/Documents/Govt_Subsidy_update_clponline_pdf file_English_v2.pdf.
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Table 17.6
Ownership of Electric Equipment

Equipment

Percentage of Ownership

Television
Electric iron
Hand phone
Radio
Refrigerator
Cassette

Fan

89.4
75.1
62.7
50.1
46.8
44.2
41.8

Source: Social Policy Analysis and Research Centre, 2010, “A Study
on Requirements of Prospective Electricity Consumers and
Fuel Poverty (Electricity) and Affordability”, PUCSL.

17.3.2 Commercial (Hotel) and
Industrial Sectors

Over 40 per cent of urban manufacturing
firms and 25 per cent of rural enterprises in
Sri Lanka are estimated to find electricity to
be a major bottleneck for industrial growth.'
In 2004, less than 70 per cent of rural enter-
prises received electricity from the national
grid. Although this may have improved due
to various electrification schemes, reliabil-
ity of electricity supply continues to hamper
the industrial sector. Nearly 75 per cent of
urban manufacturing firms own generators
to cope with power outages, which accounts
to 12 per cent of their fixed assets on
average.'®

Maintaining competitiveness is crucial for
the growth of commercial and industrial
sectors, where electricity tariffs impinge on
production costs. However, these sectors
have been neglected within the tariff struc-
ture. At best, the low end commercial and
industrial sub-sectors have received marginal
subsidies. On the other hand, these two
categories are surcharged in order to cross
subsidize other categories (Table 17.7).
Subsidies granted to 'Industrial 1', 'Indus-

trial 2' and 'Hotels 2' categories are compa-
rable to that of the 'religious' category, which
is smaller in terms of the amount of sales
and has no commercial viability. On the
other hand, the rest of the categories in
commercial and industrial categories are
heavily surcharged.

Implementation of TOU tariffs from January
2011 has further driven up the costs of
commercial and industrial categories. Tariff
increments in the commercial category
affect key sectors such as tourism, where it
is estimated that top city hotels will incur
additional costs of Rs. 120 million due to
electricity tariff increases in 2011."7
Similarly, electricity intensive industries such
as textile, cement, ceramic, metal and
aluminum, ship building and food and
beverages are also affected by this measure.
Industry sources expect a cost increase of 4
to 8 per cent on average, which adversely
affects the competitiveness, especially of
export-oriented manufacturers. In the ceramic
manufacturing industry for example, the
electricity component alone accounts for
about 50 per cent of total costs. A statement
by the Sri Lanka Ceramics Council (SLACC)

> http://www.enterprisesurveys.org/documents/enterprisesurveys/ICA/SriLankal CA.pdf.

6 Ibid.
7 http://www.porcelaintablewares.com/news/news32.html.
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Table 17.7
Total Subsidy or Surcharge on Consumers
Customer Category in the Total Sales Total Cost  Total Revenue Total Subsidy
2010 Tariff Schedule Forecast in (Rs. mn.) (Rs. mn.) or Surcharge
2011 (GWh) on Customers
(Rs. mn.)

Households

0-30 233 5,518 1,113 -4,405
31-60 756 15,928 3,695 -12,233
61-90 1,018 20,093 5,974 -14,119
91-180 1,254 22,225 14,973 -7,252
181-600 492 8,346 9,957 1,611
> 600 100 1,479 3,561 2,082
Sub Total 3,853 73,590 39,273 -34,317
Other LV

Religious 57 1,004 513 -491
General purpose 1 1,149 15,809 23,943 8,134
Industrial 1 238 3,171 2,611 -561
Hotel 1 1 19 20 1
Street lighting 148 2,292 3,668 1,376
Sub total 1,594 22,295 30,754 8,460
LV BULK -
General purpose 2 875 9,751 18,555 8,803
Industrial 2 1,561 19,899 19,444 -455
Industrial 2 TOU 174 2,159 2,343 184
Hotels 2 TOU 2 26 30 4
Hotels 2 (GP) 73 824 1,169 345
Hotels 2 (IP) 54 656 625 -31
Sub total 2,739 33,315 42,165 8,850
Medium voltage -
General purpose 3 223 2,263 4,378 2,115
Industrial 3 1,035 10,965 11,661 697
Industrial 3 TOU 143 1,376 1,721 345
Hotels 3 8 77 83 6
Hotel 3 TOU 71 629 725 95
Sub total 1,480 15,310 18,569 3,259
Total 9,666 144,510 130,761 -13,749

Source: PUCSL, 2010, Consultation Paper on Setting Tariffs for the period 2011-2015.

indicates that they expect the cost of
electricity of their member companies to
increase by 20 to 42 per cent.'

Consequently, global competitiveness of Sri
Lanka's export manufacturing industries will

8 Ibid.
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be affected. Competing economies such as
India, Thailand, and Vietnam not only have
lower electricity tariff rates than Sri Lanka,
but also provide subsidies to their industrial
sector. This may have significant repercus-
sions on the external sector as export



margins become thinner, which will trickle
down to other sectors of the economy by
reducing employment. One such example,
is the decision by Lanka Walltile PLC to
shut down its Balangoda plant and retrench
800 odd employees owing to high energy
costs.’ A suggested alternative by the
Ministry of Power and Energy was shifting
production from peak to off-peak hours.
However, this is not practical in industries
which have several shifts, work twenty four
hours a day, seven days a week, and employ
a large number of female staff. Another
option is to install energy efficient plant
and machinery which is a costly alternative
involving considerable capital investment.

17.4 Conclusion and Way Forward

It is evident that electricity supply is a
significant determinant of growth. To ensure
that such growth outcomes are inclusive,
factors such as accessibility, reliability of
supply and affordability are important.
Although accessibility to electricity has seen
aremarkable improvement in the recent past,
this was mainly achieved through rural
electrification projects, most of which are
not connected to the national grid as yet.
Similarly, apart from urban centres, few
areas enjoy electricity supply without power
outages. Therefore, steps need to be taken to
connect the rural electrification schemes to
the national grid and minimize power
outages in order to provide a constant
supply of electricity.

9 Ibid.

Accessibility and Affordability in the Power Sector

Affordability of electricity remains a
problem for households, commercial and in-
dustrial consumers. In the case of households,
the best policy alternative would be to apply
targeted subsidies to low income consumers
such as Samurdhi beneficiaries. Ensuring
affordability for commercial and industrial
categories is equally important, as they are
major contributors to national output. A
possible measure which could be adopted is
shifting the production process to off-peak
hours in order to reduce the cost of electric-
ity. However, this cannot be universally
adopted given the practical constraints such
as working several shifts a day or where
significant numbers of female employees are
present. Transforming the production process
to energy saving plant and machinery is
another option, albeit a costly one. Removal
of import duties and taxes on energy saving
equipment can help mitigate the high cost
of installing such equipment.

It should be noted that these concerns are to
be addressed amidst the attempts by the
Ministry of Power and Energy to restore
financial viability to the power sector, which
may drive up electricity tariffs further. There-
fore, the challenge remains for the govern-
ment to strike a balance between affordability
of electricity and the financial success of the
power sector.
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18. Prospects

The outlook for a sustained global economic recov-
ery received a significant blow in mid-2011 with a
deepening of the debt crisis in the Euro Zone econo-
mies, and political intransigence in resolving a deal
to raise the US debt ceiling and avert a debt default.
The uncertainty rattled financial markets across the
world, signalling loss of investor confidence in eco-
nomic leadership worldwide.

In the Euro Zone, a string of sovereign debt crises in
Greece, Portugal and Ireland began to spread to the
larger EU economies of Spain and ltaly - and more
recently France - threatening to unravel the single
currency at the heart of the European integration pro-
cess. As borrowing costs for the already weakened
economies rose in the face of half-hearted measures
to stabilize the Euro Zone, the European Central Bank
(ECB) moved in to support Spain and Italy by ex-
panding its bond-buying programme on the under-
standing that they continued to cut fiscal deficits.
Despite this immediate relief, pessimism about Eu-
ropean economic prospects is deeply rooted. Second
quarter 2011 growth figures for the Euro Zone rose by
amere 0.2 per cent, the slowest quarterly economic
growth since mid-2009. Any attempt to come to grips
with the potential escalation of the sovereign debt
crisis will require a commitment from more fiscally
prudent EU member states such as Germany to raise
the current #440 billion European Financial Stability
Facility (EFSF) rescue fund and/or for the Euro Zone
to issue bonds backed by all member nations. Whilst
such a move will no doubt calm markets, it will be a
difficult sell for many of the stronger Euro Zone econo-
mies given the significant economic and political costs
representing such a bailout. The shakier Euro Zone
economies will be called on to undertake deep struc-
tural reforms carrying painful austerity measures, as
governments attempt to persuade their creditors that
they can meet their debt obligations. Austerity mea-
sures are likely to hurt growth, but there appears to
be little choice for the debt-ridden governments.
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An important lesson from
the debt crises in the Euro
Zone economies is that
dependence on private
capital to finance public
expenditure can create
stresses and strains on an
economy when they are
least expected



The problems for the US economy are as
complex. Political brinkmanship on a deal
to raise the US debt ceiling - agreed on al-
most at the last moment on 31 July 2011 -
was purportedly a key factor in the decision
by Standard & Poor's to strip the country of
its AAA credit rating on August 5, 2011. The
final debt deal that focused more on spend-
ing cuts than tax increases to tackle fiscal
problems was lopsided, and unlikely to help
afaltering economic recovery. Nonetheless,
unlike the Euro Zone - which lacks true po-
litical integration - the US has favourable
factors working for it, including a greater like-
lihood of tackling fiscal problems if politi-
cal leadership is able to rise above partisan
politics. The reasoning behind the US dollar
'exceptionalism' - the global reserve currency
of choice - also suggests that the downgrad-
ing will have a limited impact, especially
given that the euro is hardly likely to be
viewed as a viable alternative to the dollar
anytime soon. However, with an unemploy-
ment rate of over 9 per cent, an annualized
GDP growth rate of a mere 0.8 per cent in
the first half of 2011, and consumer spend-
ing at its weakest in two years, the US eco-
nomic downturn is clearly more severe than
was previously understood. Indeed, the eco-
nomic woes of the US and EU have been
described as a second 'Great Contraction' of
growth (the first being the period after the
Great Depression) as opposed to a typical
recession or even a double-dip Great Reces-
sion.” The symptoms - slow growth over
many years - are argued to be the result of
deep financial crises that require bailouts by
states, which are then left with few resources
and tools to cope with stagnant growth and
high unemployment.

Even as the developed world is being plagued
by record levels of debt and weak growth as
economies struggle to recover, a slow but
steady re-balancing of the global economy is

' http://www.project-syndicate.org/commentary/rogoff83/English.
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taking shape, moving the centre of global
economic gravity from the West to the East.
Emerging economies of Asia - particularly
China and India - have already begun to play
a more prominent role in global economic
governance reforms through membership of
key forums such as the G20. However, the
region is unlikely to escape unscathed from
the recent developments. While demand for
exports may shrink, the direct impact on
growth will be less severe as the larger Asian
economies rely ever more on stimulating
domestic demand to keep growth buoyant.
Alternatively, their growth prospects are more
likely to be impacted by the possibility of
investors fleeing to safer havens. The Asian
region may experience a renewed inflow of
foreign capital, raising the risks of overheat-
ing even further, and requiring a tighter mon-
etary policy response that will take a toll on
growth. While economic growth in Asian
emerging markets, particularly in China and
India, is already forecast to slow relative to
historical trends over the last decade, the re-
gion will still be the driving force behind
any global economic recovery process.

For Sri Lanka, renewed concerns about the
global economic outlook will have mixed
bearings. The most obvious concern will be
in regard to the medium term prospects for
the country's major export industries that are
heavily reliant on US and EU markets. In the
first half of 2011, export growth remained
strong, albeit on the back of a steady im-
provement from the poor performance expe-
rienced in 2009. While the immediate im-
pact on key exports such as garments may be
limited, if consumer demand in the US and
EU continues to weaken further, it will
clearly have an impact on order books in the
months to come. On the import side, ex-
penditures have outpaced export earnings,
with Sri Lanka's trade deficit expanding by
62.7 per cent in the first six months of 2011.
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Box 18.1
External Sector Performance (January-june)

% growth 2009 2010 2011
Exports -18.0 13.7 35.2
T&G -4.1 -2.5 34.7

Imports -36.7 42.1 46.5
Petroleum -56.6 97.3 27.7

Trade balance  -59.9 108.6 -62.7

Remittances 5.4 13.5 26.4

us$mn.
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Source: CBSL, External Sector Performance, various issues.

A slowdown in export earnings could be off-
set if international oil prices were to ease as
global growth falters. However, a general
downward movement in commodity prices
could be double-edged, if there is a knock-
on impact on some of Sri Lanka's key non-
industrial exports such as tea and rubber.

Even as the trade deficit swells, Sri Lanka has
continued to see a strong surge in worker
remittances, with inflows growing by 26.4
per cent in the first half of 2011. Addition-
ally, earnings from tourism remain healthy,
estimated to have grown by over 50 per cent
to US$ 370 million over the same period,?
with an increase in tourist arrivals of 37 per
cent. However, such inflows are not suffi-
cient to bridge the trade balance, as a result
of which Sri Lanka is likely to see an ex-
panded deficit in its current account of the
BOP in 2011.

Overall, however, the outlook for the
country's external payments position remains
positive in view of inflows on the capital
account transactions. The CBSL reported of-
ficial reserves of US$ 7.5 billion by end June
2011 - sufficient for 5.4 months of imports,
country's official reserves jumped to US$ 8.1
billion by end July 2011, adequate for 5.8

2 CBSL, External Sector Performance — June 2011, www.cbsl.gov.lk.
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months of imports. On the face of it, there-
fore, the country appears favourably posi-
tioned to withstand an immediate external
shock to the economy. However, as Sri
Lanka’s trade balance widened, non-borrowed
reserves have declined steadily in recent
months amidst efforts to hold the exchange
rate within a pre-determined band.

Despite a faltering global economy, with a
GDP growth rate of 8 per cent recorded dur-
ing the first half of 2011, Sri Lanka's growth
forecast for the year of around 7-8 per cent
is also likely to remain unchallenged. Much
of the country's recent growth momentum is
derived from domestic stimulus as the
government's public investment programme
isimplemented. However, this is not to sug-
gest that Sri Lanka should be complacent and
overlook more medium term risks to eco-
nomic performance and macroeconomic sta-
bility. The risk is all the more should the
debt crises in the developed countries lead
to a protracted and slower global economic
recovery process.

As already noted, Sri Lanka's export earnings
could be adversely affected. Apart from this,
there are also other adverse spillover effects
that could materialize. These relate in the



main to the possible impact on global finan-
cial flows. Short term capital inflows to Sri
Lanka's sovereign debt market are necessar-
ily curtailed by regulatory restrictions cap-
ping the holdings of foreign investors. The
risk for a small economy such as Sri Lanka,
making a slow but steady post-conflict eco-
nomic recovery, is investor perception with
regard to the outlook for medium term eco-
nomic stability. Should the current global
economic uncertainties make investors highly
risk-averse, smaller emerging economies such
as Sri Lanka could see a slowdown - or even
areversal - of capital flows. Such a develop-
ment could also come about, as previously
experienced in 2008, if foreign investors face
a liquidity crunch. The underlying pressures
on global flows of FDI are likely to be simi-
larly driven. In the first half of 2011, Sri Lanka
is estimated to have attracted gross FDI in-
flows of US$ 413 million as part of the
government's target of raising US$ 1 billion
by end 2011.% The anticipated upsurge in
FDI inflows to Sri Lanka in 2011 is tied largely
to the leisure and real estate sectors. Attract-
ing FDI inflows more strategically into manu-
facturing and skilled services sectors can be
expected to become more difficult if global
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economic conditions deteriorate to a signifi-
cant extent.

FDI, however, accounts for only a fraction
of Sri Lanka's Gross Domestic Capital For-
mation (GDCF). Net FDI amounted to only
3 per cent of GDCF in 2010. Sri Lanka's cur-
rent investment drive, driven by an expanded
public investment programme, is largely de-
pendent on a mix of private capital and mul-
tilateral/bilateral development finance. In July
2011, Sri Lanka issued its fourth US dollar
benchmark offering in global bond markets,
raising US$ 1 billion. In addition, Sri Lanka
has also been raising larger volumes of de-
velopment finance through loans in recent
years. Access to such finance is unlikely to
be affected by the global debt upheavals. For
Sri Lanka, Asian economies such as China
and India - with significant foreign exchange
reserves - have emerged as the main source
of bilateral development finance. Indeed,
these two countries accounted for over 40
per cent of total foreign financing commit-
ments made to Sri Lanka in 2010.

While Sri Lanka may not see its access to
sources of foreign savings drying up, there

Table 18.1
Sources of Foreign Financing (US$ million)
2008° 2009° 2010°
Loans Grants Loans Grants Loans Grants
Bilateral 397.4 79.9 870.7 99.4 2402.5 104.6
China 46.3 0.8 295.4 2.4 821.4 7.5
India 0.5 30.2 17.2 483.8
Japan 263.3 15.4 295.8 15.6 396.6 42.3
Multilateral 380.1 213.7 427.0 224.5 762.3 19.0
ADB 248.2 41.7 243.4 40.5 366.7 5.5
World Bank 96.0 49.6 147.6 54.5 347.4
Total 932.0 293.6 1297.9 323.9 3136.9 123.6
Note: a: Disbursed; b: Committed.

Source: Department of External Resources, Performance Report, various issues.

3 CBSL, “Monetary Policy Review — August 2011, http:/www.cbsl.gov.lk.
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Table 18.2
Fiscal Trends (January-April)

As % of GDP
Revenue

Recurrent expenditure
Public investment

Overall budget deficit

2010 2011
4.3 4.4
5.8 5.6
1.6 1.6
3.0 2.7

Source: Ministry of Finance and Planning, Mid-Year Fiscal Position

Report, June 2011.

could be other risks. For one thing, rating
agencies are likely to adopt a tougher stance
in the aftermath of the US downgrading which
means that room for policy slippage narrows.
A downgrade in ratings can be costly for a
country that relies on private capital for pub-
lic investment, as Sri Lanka has done in
recent years.

The medium term outlook with regard to
macroeconomic stability is, therefore, criti-
cal. The positive inroads Sri Lanka had made
in fiscal restructuring have continued into
2011 and the government appears to be well
on target to achieve a reduced fiscal deficit
of under 7 per cent in 2011, helped by im-
proved revenue generation. The deficit for
the first half of 2011 was estimated at 3.4
per cent, compared to 3.8 per cent in the
same period a year ago. A stronger fiscal per-
formance will help in maintaining price sta-

bility, in spite of rising inflationary pressures
in more recent months.

In June 2011, the CCPI (with 2002 as the
base year) was revised by the DCS to take
the two year average (2006/07) as a base pe-
riod, computed on the basis of the House-
hold Income and Expenditure Survey 2006/
07. The most significant change was a drop
in the weight assigned to food items from
46.7 to 41.0 per cent in the new index. While
the revision was justified on the basis of more
recent data, the lower weight assigned to food
items in the midst of rising food prices, saw
the new CCPI recording a lower rate of in-
flation as compared to the previous index
(Figure 18.2). Nonetheless, with annual in-
flation touching 7 per cent by end June 2011,
ensuring that the country continues to enjoy
a low inflationary environment will be a pri-
ority for the government.

Figure 18.1
Inflation Trends

Annual Average Inflation

%

6.0
>0 /
4.0

2010 2011

‘ —— CCPI(2002) == CCPI (2006/07) ‘

Year-on-Year Inflation
12.0
10.0
8.0 N
6.0 — ,\/
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‘ —— CCPI(2002) ==—CCPI(2006/07)

Source: CBSL, Colombo Consumer Price Index, www.cbsl.gov.lk.
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Box 18.2
Select Monetary and Financial Indicators (January-June)

% change 2009 2010 2011
Reserve money -2.2 6.4 10.2
Broad money (M,,) 8.1 4.2 8.6
Credit to private sector -5.8 6.5 14.0
Rate of Inflation 125 39 7.0

Credit to Private Sector

1800
1600 +
1400
1200
1000 +—
800 1
600 +—
400 1
200 +—

Rs. mn.

Jan Feb Mar Apr May Jun

2010 ® 2011

Source: CBSL, Monthly Economic Indicators, various issues.

The acceleration of credit growth to the pri-
vate sector in the second half of 2010 has
continued into 201 1. The onus for the CBSL
will now be to try and cool down credit
growth to prevent the economy from over-
heating. It did so in April 2011 with an in-
crease in the SRR of commercial banks, while
also using moral suasion on commercial
banks to ease on credit allocation, as op-
posed to raising policy interest rates that could
have an impact on the country's growth pros-
pects. For the moment, such a policy stance
may suffice. Nonetheless, it is critical that
as Sri Lanka aims to achieve rapid develop-
ment progress in the coming years, the coun-
try does not lose sight of striking the appro-
priate balance between growth and stability.

A stable macroeconomic outlook will have
a strong bearing on investor confidence in
the Sri Lankan economy, particularly in the
context of disarray in the outlook for the more
advanced economies globally.

Sri Lanka's monetary policy stance in the
coming months will also have an impact on
another fundamental indicator of macroeco-
nomic stability - i.e., the exchange rate. Sri
Lanka has being experiencing a steady nomi-
nal appreciation of the rupee against the US
dollar since the beginning of 2010 (Figure
18.3). Despite carrying a current account
deficit - which suggests that the rupee should
ideally be depreciating - strong net capital
inflows have put upward pressure on the ex-

Figure 18.2
Exchange Rate and Interest Rate Trends

Exchange Rate Trends

Interest Rate Trends
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Note: REER = Real Effective Exchange Rate; AWPR = Average Weighted Prime Lending Rate.

Source: CBSL, Monthly Economic Indicators.
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change rate. The CBSL has intervened in the
foreign exchange market to ensure that the
rupee stays within a pre-determined band.

The policy stance has been to target the ex-
change rate by mopping up capital inflows.
The consequent build-up of foreign exchange
reserves can potentially raise inflationary pres-
sures - i.e., it allows the domestic monetary
base to expand without a corresponding in-
crease in production. If inflationary pressures
are to be countered, interest rates should be
allowed to move up.

Ensuring a stable exchange rate and interest
rate policy regime raises a critical policy di-
lemma for countries that face a surge in for-
eign capital inflows. If an independent mon-
etary policy - i.e., setting interest rates - takes
precedence over an exchange rate target, then
the exchange rate has to be allowed to move
in line with market developments and vice
versa. If global economic growth contracts -
dampening aggregate demand in Sri Lanka -
there could be an easing of credit growth
and any potential build-up of inflationary
pressures. If not, the current monetary and
exchange rate policy stance will need to be
reviewed.

In more recent months, the upward pressure
on the currency has reversed as import ex-
penditures have continued to outpace export
earnings. Efforts by the CBSL to ensure the
stability of the exchange rate have seen a
gradual decline in Sri Lanka's non-borrowed

206

reserves. Clearly, a stable exchange rate has
a bearing on fiscal outcomes, particularly as
dependence on foreign capital borrowing
rises. Notwithstanding the above, the under-
lying market fundamentals driving move-
ments in the rupee raise concerns. There are
many difficulties in ascertaining what con-
stitutes an equilibrium real exchange rate -
particularly in distinguishing between 'per-
manent' and 'transient' capital flows. What
counts as sustainable levels of net capital
flows is the relevant issue in determining the
equilibrium rate, and any deviation suggests
a misalignment. Such a misalignment can
be costly for longer term export growth.

Sri Lanka needs to be extra vigilant to ensure
a healthy growth in earnings from exports of
goods and services which has a critical bear-
ing in meeting the country's growing foreign
debt service obligations. Although, the coun-
try appears to be comfortably placed with
gross official reserves of US$ 8 billion, these
include net foreign inflows into Treasury bills
and bonds as well as other forms of com-
mercial borrowing. An important lesson from
the debt crises unfolding in the Euro Zone
economies offers a reminder that dependence
on private capital to finance public expendi-
ture can create stresses and strains on an
economy when they are least expected. Thus,
maintaining macroeconomic stability is criti-
cal. Any perceived weakening can have a sig-
nificant impact on investor confidence, mag-
nified by the uncertainties currently gripping
the global economy.
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Appendix A: Macroeconomic Indicators (Statistical Base)

Table A1: Socio-Economic Indicators

. Basicindicator

Area:

Mid year population (2010)

Population growth rate (2010)

Life expectancy at birth (2007)

Infant mortality rate (2007)

Gross school enrolment ratio (2005)(@)
Adult literacy rate (2009)

Human development index (HDI) (2010)
Human poverty index (HPI) (2005)

. Output, labour force and employment
GNP at current market prices

GDP at current market prices

GDP at current factor cost prices

GDP per capita at current market prices
Labour force(b)

Labour force participation (b)
Unemployment (b)

. Real output growth

GDP

Agriculture, forestry, and fishing
Mining and quarrying
Manufacturing

Construction

Services

. Prices & wages

CCPI (@nnual average)

New CCPI (2002 = 100)

WPI (annual average)
Implicit GNP deflator

Real wage rates

Workers in wages boards trades
Governmentemployees

. Consumption, investment, and savings
Consumption

Gross domestic capital formation

Gross domestic savings

Gross national savings

Net imports of goods and services

. Government finance

Revenue

Expenditure & net lending
Current expenditure

Capital expenditure & net lending
Current a/c balance

Budget deficit

Primary deficit

Overall deficit (before grants)
Public debt

External

Domestic

Contd..../-

Unit
Sq. km. 65,610
('000) 20,653
% 1.0
years 74.1
per 1000 live births 8.5
% 62.7
% 91.4
Value 0.658
Value 17.8
2006
Rs. bn. 2,898.0
Rs.bn. 2,939.0
Rs. bn. 2,938.7
Us$ 1,421.0
mn. 7.6
% 51.2
% 6.5
% 7.7
% 6.3
% 24.2
% 55
% 9.2
% 7.7
% change 13.7
% change 10.0
% change 11.7
% change 11.2
% change 7.1
% change -11.8
% of GDP 83.0
% of GDP 28.0
% of GDP 17.0
% of GDP 223
% of GDP -11.0
% of GDP 16.3
% of GDP 24.3
% of GDP 18.6
% of GDP 5.6
% of GDP 24
% of GDP -1.9
% of GDP 8.0
% of GDP 38.4
% of GDP 50.3

2007

3,540.0
3,579.0
3,578.7
1,634.0
75
49.8
6.0

6.8
34
19.2
6.4
9.0
7.1

17.5
15.8
244
14.0

4.1
5.0

82.4
28.0
17.6
233
-11.3

15.8
235
17.4
6.1
-1.6

-1.8
-6.9

37.1
47.9

2008

4,306.0
4,411.0
4,410.7
2,014.0
8.0
495
54

6.0
7.5
12.8
4.9
7.8
5.6

226
22,6
249
16.3

2.7
-12.4

85.9
27.5
14.1
18.2
-14.7

14.9
226
16.9
5.7
2.0

2.2
-7.0

32.8
48.5

2009

4,779.0
4,835.0
4,835.3
2,057.0

8.1(0
48.7(C)

58(C)

3.5
3.2
8.2
33
5.6
3.3

34
4.2
5.9

1.5
5.7

82.1
24.4
17.9
23.7

-7.4

14.5
249
18.2
6.7
3.7

3.5
9.9

36.5
49.8

2010(e)

5,530.0
5,602.0
5602.3
2,399.0
8.1
48.1
49

8.0
7.0
15.5
7.3
9.3
8.0

59
11.2
7.3

24.5
-2.5

81.3
27.8
18.7
24.7
-10.5

14.6
229
16.7
6.1
2.1

-1.7
-7.9

36.1
45.8
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Unit 2006 2007 2008 2009 2010(e)
7. External trade
Terms of trade % change 3.5 -1.0 -11.8 24.0 5.3
Import price index % change 8.0 59 20.0 -19.7 17.2
Export price index % change 4.2 4.8 5.8 04 10.9
Importvolume index % change 7.1 4.1 4.0 9.8 13.0
Export volume index % change 4.1 7.3 04 -123 5.7
8.  Externalfinance
Trade balance % of GDP -11.5 -11.3 -14.7 7.3 -10.5
Current account balance % of GDP 53 4.3 9.5 0.5 29
Capital & financial account balance % of GDP 6.7 6.5 44 6.2 5.7
Foreign direct investments % of GDP 1.7 1.7 1.7 1.0 1.0
Foreign portfolio investments % of GDP 0.2 0.3 0.2 0.0 0.0
Import capacity months of imports (d) 4.7 5.3 3.1 8.3 7.7
External debt % of GDP 50.3 51.0 43.7 49.7 50.1
Debt-service ratio % of exports 12.7 13.1 15.1 19.0 15.2
9. Exchange rates (year end)
USA. Rs/US$ 107.7 108.7 113.1 114.4 111.0
UK. Rs./UK Pound 211.3 2171 163.3 181.8 171.4
Japan Rs/Yen 0.9 1.0 1.3 1.2 14
European Union Rs./Euro 141.6 160.3 159.5 163.7 147.6
India Rs./Rs. Indian 2.40 2.8 24 2.5 2.5
SDR Rs/SDR 162.00 171.60 174.3 178.7 170.8
10. Money supply
Narrow money supply (M1) % change 12.6 2.7 4.0 214 20.9
Broad money supply (M2) % change 17.8 15.6 11.7 18.6 15.8
Domestic credit % change 25.9 16.3 18.0 0.5 18.6
External banking assets % change -15.0 33.2 -65.9 417.2 6.1
11. Interest rates
Treasury bill yield rates
3month % perannum 12.8 213 17.3 7.7 7.2
12 months % perannum 12.9 19.9 18.6 9.3 7.6
Callmoney rates % per annum 14.5 25.0 14.7 9.1 8.0
Average prime lending rate % perannum 15.2 17.9 18.5 10.9 9.3
Commercial banks saving % per annum 10.5 16.5 16.5 10.5 9.5
NSB saving % perannum 5.0 5.0 5.0 5.0 5.0
Commercial banks fixed deposits % per annum 14.0 20.0 20.25 19.0 17.0
NSB fixed deposits % perannum 11.0 15.0 15.0 9.5 8.5
12. Share market indicators
Annual turnover Rs.bn. 105.1 104.9 110.4 142.5 570.3
Companies listed No. 237 235 235 231 241
Market capitalisation Rs.bn. 835.0 821.0 489.0 1092.1 2210.5
Net purchases by non-nationals Rs. mn. 5,377.0 11,254.0 13,950.5 -789.0 -26,335.0
Share price indices
CSE Share (index, 1985=100) 2,722.4  2,541.0 1,503.0  3385.6 6,635.9
CSE Sensitive(f) (Index, 1985=100) 3,711.8 3,291.9 1,631.3 3849.4 7,061.5
Notes:  (@): Combined first, second, and third level gross enrolment ratio.
(b): Excluding Northern and Eastern Provinces.
(©: Average of four quarters.
(d): Months of same year imports.
(©: Provisional.
(: The Milanka Price Index (MPI) was introduced in January 1999, (1998 December = 1000) to replace the Sensitive Price Index.

(®: From 2003, data are based on GDP estimates compiled by the Dept. of Census and Statistics.

Sources: |PS 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.



Appendix A: Macroeconomic Indicators

Table A2: Gross Domestic Product (GDP), Mid-year Population (POP), Per Capita GDP
(PGDP), and their Growth Rates, 1988-2010

Constant Prices (c) Growth Rates
GDP PGDP POP(b) GDP PGDP POP
Rs.mn. Rs.mn. (‘'000)

1988 475,441.7 28,665.2 16,586 2.7 1.3 14
1989 486,140.6 28,926.6 16,806 23 0.9 1.3
1990 516,152.7 30,335.2 17,015 6.2 49 12
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 33 0.9
1993 602,171.5 34,1251 17,646 6.9 5.6 1.3
1994 636,061.5 35,571.9 17,891 5.6 4.2 1.3
1995 670,742.2 36,984.0 18,136 55 4.0 14
1996 695,934.0 37,954.5 18,336 3.8 2.6 1.1
1997 739,763.0 39,875.1 18,552 6.3 5.1 1.2
1998 774,796.0 41,2257 18,794 47 34 1.3
1999 808,340.0 42,448.1 19,043 4.3 3.0 13
2000 857,035.0 44,270.6 19,359 6.0 4.3 1.7
2001 843,794.0 45,045.6 18,732 15 18 14
2002 877,284.0 46,155.8 19,007 4.0 2.5 1.5
2003(d) 1,733,222.0 90,028.2 19,252 59 4.6 13
2004 1,827,597.0 93,905.9 19,462 54 43 1.1
2005 1,947,671.0 99,027.4 19,668 6.2 55 1.0
2006 2,090,548.0 105,126.6 19,886 7.7 6.2 1.1
2007 2,232,656.0 111,577.0 20,010 6.8 6.1 0.6
2008 2,365,500.0 117,005.5 20,217 6.0 4.9 1.0
2009 2,449,214.0 119,766.0 20,450 35 24 1.1
2010() 2,645,432.0 128,089.5 20,653 8.0 6.9 1.0

Notes: (@) Provisional.
(b): From 2001 the figures are based on Census of Population and Housing-2001.
©: Upto 2002 data are based on 1996 prices and 2003 onwards data are based on 2002 prices

(d): From 2003, data are based on GDP estimates compiled by the Department of Census and Statistics.

Source: Central Bank of Sri Lanka, Annual Report, various issues.



State of the Economy 2011

*S9NSS| SNOLIBA ‘L0dRY [BNUUY ‘B3 UBT LIS JO YuRg [eAUD) :9DIN0S
*SJ1IS11eIS PUe snsu)) JO Jusuleda(] |y} Aq pajidwiod sejewnse 4o Uo pased ale efep ‘c00g Wold :(2)
*91el YIMOIS [enuue aSeIoAy (q)

‘[eUOISIAOI :(B) :SOION

€5 08 [ 09 89 68 (Y4 69 6'S 0 pmoI3 9 dan
e 08 e 96 Lz 1'0 Sl 80 6S 1’9 pmoI3 9, SEDINIRS
8T €6 96 8/ 06 7L 8oL L'l 6l 80 MO39, uorpNIIsuoD
el [ €€ 96 St 8t v gL €L 1T pmoI3 9 Ansnput [ews
L€ 94 143 0'S L9 90 Tl €0 gel ST ymoi3 9 Ansnpur Aiopey
LZL- 8'S £0 €6 v'T 6L €61- 4% 901 60 MO39, Suisseooud podxg
g€ €/ €€ 61 v'9 Sl L'ty L0 oSl 1T ymoi3 9, Suunpenuepy
v'e GGl 8 8Tl 6l 89 9l 8T §'8C- UL ymoi3 9, SuiAuenb pue Sutuy
10 S/L LG 67T 9 el vz 9/ 6l 'S MO39, Apped
ror eyl s s L'g A Al a4y €/€ 9€l- pmoI3 9, jiliealvg}
A LTl 62 €0l 144 L€ 861 §0C TES 0s ymoi3 9, Jaqqny
g€ LeL r'g 44 gl VA's €T v'9 6€€ I'g pmoI3 9, €]
o 9 8T €L €T L9 00 8T 6T1- 61 MO39, AuMNoL8y
e 0z e S/ r'e € L9 e 675 4 ymoi3 o, Suiysy pue ‘Ansaio} ‘1m|nousy
ymois ndino jeay g

(@010Z-000z (®)0LOZ 6002 800C £00T 900T $00T $00T €00T 700T nun

Sy €65 €65 €/5 '8 08S 08S 885 €8S 6vS INdino 1010 9 SEDINIRS
9'G 9/ g/ vz v/ vz 89 19 09 T/ indino [ejo} 4o 9, uondNIISUO)
9Y 9t 4 61 €S S S 9 €9 9/ SuunpeNUew o % Ansnpur jjews
0€L 806 806 016 S'l6 v'16 606 868 968 TLL Suunpenuew o 9% Ansnpui Alopoe
g€ n4 144 4 [ L1'e '€ ot (44 €Ll Suunpenuew jo o, Suisseooid podx3
gl /1 YL 08l G'gl 6l <6l 81 981 g6l indino [e101Jo 9, Suunpenuepy
vl €T 1T 9l 9l 9l Gl vl ! gl ndino [e101Jo %, SutAenb pue Suiuy
o€l €8l 6l 1’6l €Tl LeL gl L€l gl 08l aumnoL3e o 9, Apped
69 L6 86 STl Ll 1oL €Ll 611 rEl v'8 2imynoLde o <, NUod0D
Y A 9¢ 'S 6'G 19 g€ 43 9T Tl aimnoL3e o 9, Jaqany
1'6 GLL 1'zL oLl 9€l S0l vLL 9Ll 60L T/ aunnoLge o 9 =58
90L 0L 601 60L g0l vel €l L Lyl 991 Indino [e)o1Jo 9, anynoLdy
£0L 611 0zl 1zl 6Ll €Ll gLl STl el S0z nchno [e1o1Jo 9, Suysy pue ‘Ansaio} ‘aim|noLsy

usn::o wo 2INPONAS L
(@010Z-000c ®)0LOT 600 800C £00T 9002 S00T ¥00T ()€00z  T00T wn

010Z-200¢ ‘IdinQ Jo YmoaD pue 3injoni)s €y djqe |




Macroeconomic Indicators

Appendix A:

*SONSS| SNOLIA “LI0daY [enuuy/ ‘eyueT LS Jo yueg [eus) :92INog

*SONSHe)S pue snsua)) Jo Jusupeda ay) Aq pajiduwiod sajewilse 4o uo paseq aie ejep ‘€00 Wold :(q)

‘[BUOISIAOI] :(B)  :SOION

000l  000L 000l 000l  000L 000L 000l 000l 000L  000L 000L 000L 0°00L [e10].
0 0 €0 70 70 €0 70 70 v'T €T v'T 9T 9T 's9'u spnpoid painpejnuepy
08 8/ Ll 6L S/ 67 98 €6 61 67 9Y L' 7S juswdinba podsuen pue Alsuiyoew ‘spnpoid [elRw pajedLiqey
70 70 70 €0 €0 70 €0 €0 0 90 90 S0 S0 spnpoud [eew diseg
o€ L'e 43 r'e g€ 9¢ g€ g€ L8 68 X 96 96 (je0d pue winajonad 1dedxe) spNpoid [esBUIL Ol [EIBWUON
98l 08l g8l 98l Ggl 99| 891 zs1 an 0L 90l 96 oLl spnpoid dnseyd pue saggni ‘eod ‘winajoxad ‘sfediusyd
80 80 80 80 80 £0 90 S0 91 Al Al 0T 0c spnpoud Jaded pue sadeq
70 70 70 ) 70 €0 €0 ) 60 60 o'l o'l ol (@mmy1uiny Suipnaul) sppnpoid poom pue POOAA
9’8l G6l S0T yAlR4 1'ze L€ e st £'9€ £'6€ Sy G'g¢ £'9¢ snpoud Jayea) pue [Piedde BuLieam ‘ojixa )
0'0S 00§ €8y L9 g9y 99y 0'sy 8y 60€ zog €67 o'LE Tl 0D2B(0) pUE $38e19A3] ‘PO0
Ao\ow :O_ﬁv:muo‘a [eujsnput jo :c_w_wOQEQU C
L0¥'916  TE0'S6L 6L60TL ¥¥S'S09 TLEOLS 0L6%Ey LLS'ISE 09Y'€0E €90°66l 6556/l €6v'/9L TIV'EWl  Z/¥'6TL [e10].
ol¥'s  €06'T  80S'T 807'T  6/8'L  9v¥'L  0SE'L  LOE'L  S69t  ¥SL'Y  S96'C  66L'C 9TH's s9'u spnpoid painienuepy
0667/ €10'T9 S8L'SS  /[¥6'L¥  T/8'8E  08Y'¥E  LILTOE  6EE'8T 8696 L€£'8  ¥LL'L 19€2 6££'9  juawdinbe podsues pue Aisuydew ‘spnpoid [efow pejedtie
978'L 659l  8€9'L 1zs'l 76T’ 190'L 866 046 90€’L L€'l 656 117 oLz spnpoud [ejeuu Jiseg
S99'/T  €S9'vT  9/4'TC  TSE0T  0S6'ZL  SO8'SL  TEVEL  88E'LL  €/TZL  0LO9L  OvT¥L  ZIS'EL  €9¥'TL (jeOD pue wnajonRd 1dedXa) sPNpPoId [elRuIL Jij[eJOWUON
0000/l SE€6'THL Lv¥'SEL  SL6'TLL 9vE'S6 680°TL  TL6'8S  €ELOY €59'CC  SvT6l  LLLZL TES'EL  v/ThL snpoud onse|d pue saggn ‘[eod ‘winajoued ‘sjediway)
€59/ 1€9'9  68/'S /58 866'C  €96'CT 60T  699'L  ¥TL'E  €OL'E  808'CT  ¥99'C 8/5'T spnpoud Jaded pue sadeq
98/'L 58Sl /itL €SE'L SKT'L eplL 1Tl S80°L  9€L 69l ¥SS'L 06€L €1l (@anyiuiny Suipnjput) spNpoid Poom pue pooy
97L'TLL  60Y'SSL TTY'LFL  TTS'LEL 9S6'CLL 86L'€OL 6/1'S8 LS9/ 8TOLL  €9T'LL LS¥'69  €9T'SS  T8VLv spnpoud Jauea| pue [aredde utieam ‘|1xo |
ISL'8SY  ¥FT'L6€ 8SE'SYE  €48'7T8T ¥S8'LYT S8/'T0T 6TT'8SL 8S0'9EL 0SS'L9  T8T'YS €06y €0SVy  TSYOv 0D0B(O) pue S33RIOAI] ‘P00
A.CE .mNc m@UTQ Jua.LInd \_uw_u_uw oN[eA ‘L
®010Z 600 800 £00T 900 S00C v00Z (@ £00C 00T 100C  000C 6661 8661

010Z-8661 ‘UO1}ONPO.J [eLISNpU] pue A1jsnpuj ul pappY anjeA bV djqel




*S9NSSI SNOLIPA ‘LI0dARY [BNUUY/ ‘BYURT LIS JO YURg [RAULD)  :8DINOS
‘[RUOISIAOI{ :(3)

PSINY (P)

"Apped jo jaysnq | = Apped jo 8 6°0C :0)

*90ud peajuerenn) :(q)

;

*Ajuo spnpoud Jnuod00 Jofew a1y} 8y JO 90ud Hodxa 98eIeAY ((B)  SJON
- LOEY £9'ST LI€°T LYELE 0oy 0€st 6E V6 YSTLLE 0'6C¢ @oLoc
- 759°€ €78l £98'C €0°C0C S9'LLL 69¢1 (AN0A% 68°09¢ 0'L6c 600C
- G/8'¢ LLYT 606'C 07'84T 1§°69¢ cecl (040154 €9°10¢ L8lE 800T
- LEL'e /891 698'C 0S'v€C wyee 9LLL 8TY9€ 0L'64T 'S0€ £00T
- we'e 0€'ve 68.'C 06’681 0520T 60l L6'6LT £8'861 80LE 900T
- wT'e ooel S1ST €L'LYL R A4t vl LE'€9T ¥8'681 [VARS (P)S00T
- 879'C 00°LL 165°C 16°8C1L ocsel LY6 6'8YC ¥£°081 §'60€ 00T
- 1£0°€ 866 795°C ST'S0L 0s'C0L 0'C6 L0°Lze So'6¥L eoe €00C
- 658'C oLeL T6€T 0569 08'89 506 0€91C ogerL ooLe 200t
- S69'C oLz 96£'T 0v'99 00'SS 98 06'80C 06'erL 1’56 100c
00651 098'C (o4 960'€ 06'99 006 9'L8 or'v8L 05°6€L 8'60¢ 000T
00651 £58'C 06'6 878'C 00'vS 0€'sy 996 0r'c9L 0g'GLL £'€8¢ 6661
00651 769'C 0€'8 78St 0449 0L'6% £'S6 06781 0EveL 1'08¢ 8661
00651 6€C'C 096 1€9'C 0r'SL 049 8'601L 0r'8slL or'6LL 6'9LC 661
00651 190'C (449 1957 8L'6L S8'29 STLL 95°6¢€1L 88¢0lL ¥'8GC 9661
00°sS1 018'C 809 6sL'T 69°€8 0L £’501 LEcol LzeL 6'SYT G661
00651 ¥89'C £9°'S 779t 18'LS 9€08 €40l ce'L6 99 e 661
00651 048°C LE9 v9L°C rery 8r'G€ ol 9l'Le 8889 6'L€T €661
009¢lL ore’T L¥9 967'C G9°LE 87'6C 1'90L 8618 1509 061 7661
009¢L 68€°C 424 ¥81'C SSvE 65°€C 6'€0L Ly [ WA 0'Lre L1661
000LL 8€5'T €9°¢ 7esT 05°6€ £€6'CC LeLL 816 99 0'€ee 0661
0008 €907 9¢€¢ v8Y'c 8179¢ €9°CC 0Ll 1699 9Les 0'£0C 6861
0008 1LY'T 00t 9¢6'L [ WA or'vT | 444" §6'SS 6S°LY \Y444 8861
“Bisd “Disy “Bysd “Bysd
(O)PRyYsng/sy IW 000, nu/sy nuuw (qoppodxy (1 SsY) oquiojod B uwW (qoppodxy  (3d9u) oquiojod B uw
(g1 uononpold (2)ad1d uondnpold d1d uondnpold g uoindnpold
Apped nuod0) Rqqny ed)

0102-8861 ‘s9d114 pue uondnpo.d ‘sdos) jednyndLiSy Jofew :Ggy ajqe

State of the Economy 2011

Vi



Appendix A: Macroeconomic Indicators

Table A6: Labour Force Participation of the Household Population
All Island, 2000-2010

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
2000
ql 13.5 6.9 50.8 6.3 92.0 0.5 8.0
q2 13.5 7.0 52.0 6.5 93.0 0.5 7.0
q3 13.5 6.7 49.4 6.2 92.0 0.5 8.0
a4 13.6 6.7 49.2 6.2 92.6 0.5 74
2001
ql 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
a4 14.1 6.8 48.9 6.2 91.7 0.5 8.3
2002
ql 14.1 7.2 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 14.2 7.1 49.4 6.4 90.9 0.6 9.1
a4 143 7.2 50.6 6.7 92.5 0.5 7.5
2003
ql 15.6 7.6 49.1 6.9 90.8 0.7 9.2
q2 15.6 7.5 48.3 6.9 91.9 0.6 8.0
q3 15.7 7.6 48.6 7.0 91.6 0.6 8.4
a4 15.8 7.8 49.6 7.2 92.1 0.6 7.9
2004 (a)
ql 16.3 7.9 49.0 7.3 91.9 0.6 8.1
q2 16.5 8.0 48.6 7.3 91.0 0.7 9.0
q3 16.7 8.0 47.8 7.3 91.5 0.7 8.5
q4 16.7 8.1 47.8 7.4 91.8 0.7 8.2
2005 (b) 16.9 8.1 48.3 7.5 92.3 0.6 7.7
2006
ql 14.8 7.6 51.7 7.1 92.8 0.5 7.2
q2 14.8 7.6 51.1 7.1 93.7 0.5 6.3
q3 15.0 7.6 50.7 7.1 93.5 0.5 6.5
q4 15.0 7.6 51.0 7.1 93.7 0.5 6.3
2007
ql 15.0 7.5 49.8 7.0 93.3 0.5 7.1
q2 15.0 74 49.0 7.0 94.6 0.5 7.1
q3 15.0 7.5 50.2 7.1 94.7 0.4 5.6
q4 15.1 7.6 50.1 7.2 94.7 0.4 5.6
2008
ql 15.1 7.5 49.8 7.1 94.7 0.4 53
q2 15.1 7.5 49.6 7.1 94.7 0.4 53
q3 14.8 7.6 51.1 7.2 94.7 0.4 53
q4 15.2 7.6 50.3 7.2 94.7 0.4 53
2009 (o)
ql 16.6 8.1 49.2 7.7 94.5 4.0 55
q2 16.5 7.9 48.3 74 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 8.0 94.3 0.4 5.7
2010(c)
ql 16.9 8.1 48.2 7.7 95.0 0.4 5.0
q2 16.8 8.1 47.9 7.6 94.6 0.4 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
Notes: @ Upto4th quarter 2002, data excludes both Northern and Eastern Provinces. Commencing from 1st quarter 2003, Eastern
Province is included and only the Northern Province is excluded from the survey.
() Quarterly labour force survey was conducted as a one-off survey in August 2005.

©

Data exclude Northern Province.

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, 1988-2010

Private(a) Public(b) Private(@) Public(b) Private(@) Public(b) Private@  Public(kb)
(Rs. mn., current market prices) (As % of GDP) (At constant prices(c)€))  (Growth in real terms)
1988 37,156 12,805 16.7 5.8 86,801.6 29,914.3 3.5 2.4
1989 39,943 14,306 159 5.7 85,114.8 30,484.7 -1.9 1.9
1990 57,910 12,507 18.0 39 102,852.2 22,213.3 20.8 -27.1
1991 68,368 15,838 18.4 4.3 109,412.4 25,346.3 6.4 14.1
1992 86,407 13,632 20.3 3.2 125,717.4 19,833.8 13.0 -27.8
1993 105,305 20,570 211 4.1 139,953.2 27,338.1 10.2 274
1994 136,649 17,611 23.6 3.0 166,094.3 21,405.8 15.7 -27.7
1995 147,280 23,595 221 3.5 165,105.2 26,450.7 0.6 19.1
1996 160,181 23,328 20.9 3.0 160,181.0 23,328.0 3.1 -13.4
1997 186,950 29,923 21.0 34 172,145.0 27,553.4 6.9 15.3
1998 221,754 33,960 219 33 188,246.2 28,828.5 9.4 4.6
1999 266,518 35,210 241 3.2 216,505.3 28,602.7 15.0 2.6
2000 311,460 41,132 24.8 33 237,212.5 31,326.7 9.6 9.5
2001 267,298 42,346 19.0 3.0 181,058.0 28,683.6 -23.7 8.4
2002 298,731 31,812 19.1 20 188,863.2 19,913.6 4.1 -44.1
2003(f) 318,909 46,285 17.5 25 62,531.2 9,075.5 -66.9 -54.4
2004 422,060 51,262 20.2 25 47,961.4 5,825.2 -23.3 -35.8
2005 478,917 94,347 19.5 3.8 46,049.7 9,071.8 4.0 55.7
2006 624,972 105,938 213 3.6 55,307.3 9,375.0 20.1 33
2007 807,400 192,900 22.6 54 57,671.4 13,778.6 43 47.0
2008 928,800 286,000 211 6.5 56,981.6 17,546.0 -1.2 27.3
2009 838,629 308,811 17.3 6.4 142,140.5 52,340.8 149.4 198.3
2010(d) 1,128,151 323,851 20.1 5.8 154,541.2 44,363.2 8.7 -15.2

Notes: @) Private sector and public corporations.

): Government and public enterprises.

): Current series deflated by GDP deflator.

): Provisional.

): Up to 2002 data are based on 1996 prices and 2003 onwards data are based on 2003 prices.
From 2003, data are based on GDP estimates compiled by the Department of Census and Statistics.

Tcaeas

=

Source:  Central Bank of Sri Lanka, Annual Report, various issues.
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Appendix A: Macroeconomic Indicators

Table A12: Basic Indicators of the General Price Level, 1990-2010

CCPI

(1952=100) % change

CCPI

(2002=100) % change

WPI

(1974=100) % change

GDPD

(1996 =100) % change

1990 1,008.6 21.5 651.1 22.2 56.3 20.0
1991 1,131.5 12.2 710.8 9.2 62.5 11.0
1992 1,260.4 1.4 773.0 8.8 68.7 10.0
1993 1,408.4 11.7 831.8 7.6 75.2 9.5
1994 1,527.4 8.4 8734 5.0 823 9.3
1995 1,644.6 7.7 950.7 8.9 89.2 8.4
1996 1,906.7 15.9 1,145.1 20.4 100.0 12.1
1997 2,089.1 9.6 1,2243 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 11.7 147.6 123
2002 3,176.4 9.6 1,629.0 10.7 159.9 8.4
2003 3,377.0 6.3 1,679.1 3.1 168.2 5.1
2004 3,632.8 7.6 1153 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 2249 11.3
2007 5/416.1 17.5 163.1 15.8 2,924.4 24.4 256.4 14.0
2008 199.9 22,6 3,653.6 249 298.3 16.3
2009 206.8 3.5 3,500.9 4.2 315.8 59
2010 219.1 59 3,893.0 11.2 338.8 7.3
Notes: CCPl : Colombo Consumers’ Price Index.

GCCPI : Greater Colombo Consumers' Price Index.

WPl : 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, 1989-2010
(December 1978 =100)

Workers in wages boards trades(a)

Government employees(b)

Nominal Real Nominal Real
1989 338.1 112.0 421.8 1219
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 740.3 107.8 792.5 1154
1996 801.7 100.7 818.2 103.5
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 81.3 2,417.5 142.7
2006 1,358.2 70.7 3,150.8 164.0
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(c) 2865.3 95.5 4651.6 155.1

Notes:  The wage rates used in the calculation of index numbers are minimum wages.

(@: Combined index for workers in agriculture, industry and commerce, and services.

(b): Combined index for non-executive officers and minor employees.

(©: Provisional.

Source:  Central Bank of Sri Lanka, Annual Report, various issues.
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Table A14: Sri Lanka's Direction of Foreign Trade, 1993-2010

1.Exports to selected countries and groupings

USA
UK
Germany
Japan

EC
Germany
UK

ASEAN
Singapore
Malaysia

SAARC
India

NAFTA
USA
Canada

APEC
USA
Japan
Singapore

2. Imports from selected countries and groupings

Japan

India

Hong Kong
USA

UK
Taiwan

EC
Germany
UK

ASEAN
Singapore
Malaysia

SAARC
India

NAFTA
USA
Canada

APEC
USA
Japan
Singapore

Unit 1993 1994 1995 1996 1997 1998 1999 2000 2001
US$ mn. 1,0068 1,1153 1,353.5 1,395.8 1,666.4 1,890.2 1,791.8 2,192.5 1,925.9
US$ mn. 203.5 2854 3453 388.6 5254 5304 604.2 736.7 5764
US$ mn. 2275 2225 2543 2393 230.0 2319 2157 230.2 198.5
US$ mn. 148.0 1653 200.4 2564 2342 196.1 159.1 229.7 185.8
% of total exports 31.2 31.3 31.0 29.4 35.0 33.6 353 334 323
% of exports to EC 25.5 222 21.6 19.8 171 17.9 16.2 15.2 15.8
% of exports to EC 22.8 28.4 29.3 322 390 41.0 45.0 48.5 45.8
% of total exports 29 39 37 2.8 3.4 3.0 3.1 3.5 29
% of exports to ASEAN 58.6 60.6 52.3 52.0 43.7 38.1 37.9 38.7 51.4
% of exports to ASEAN 4.0 4.6 15.7 23.5 16.6 10.1 6.0 5.0 59
% of total exports 2.5 2.7 2.7 2.6 3.1 3.0 3.8 4.2 4.1
% of exports to SAARC 27.6 27.2 31.3 39.6 37.0 33.2 33.7 30.6 45.6
% of total exports 37.1 36.8 37.3 35.6 455 515 498 50.5 520
% of exports to NAFTA 94.9 94.4 95.4 95.6 95.3 95.4 95.1 95.4 95.1
% of exports to NAFTA 34 4.3 35 3.1 3.2 3.1 3.1 3.1 34
% of total exports 48.7 49.6 50.1 48.7 59.8 58.9 56.3 57.8 59.5
% of exports to APEC 72.3 70.1 71.0 69.8 72.4 83.4 84.1 83.5 83.1
% of exports to APEC 10.6 104 10.5 12.8 10.2 8.6 7.5 8.7 8.0
% of exports to APEC 0.2 0.2 0.1 0.1 0.1 1.9 2.1 23 25
US$ mn. 452.6 5266 498.6 497.3 4793 5559 5609 646.0 3369
US$ mn. 3429 4044  469.2 5619 559.8 5394 511.6 600.1 709.3
US$ mn. 3124  316.6 3574 3541 4113 411 459.1 5159 500.3
US$ mn. 131.3 2847 1727 198.3 186.6 229.5 216.2 2549 265.6
US$ mn. 184.8 2476 2426 251.7 2824 3048 251.1 3114 220.6
US$ mn. 225.7  250.2  286.4 2878 3721 378.7 347.1 390.1 3228
% of total Imports 15.8 16.3 15.3 154 17.6 23.3 19.4 18.8 18.0
% of Imports from EC 21.9 21.8 20.5 18.4 20.5 20.2 15.8 16.5 16.3
% of Imports from EC 29.2 31.8 29.8 30.1 31.6 30.3 29.1 32.8 26.0
% of total Imports 14.5 13.2 12.8 12.6 14.7 19.6 211 21.0 19.4
% of Imports from ASEAN 35.8 37.2 36.6 37.7 38.3 36.8 48.2 46.7 448
% of Imports from ASEAN 29.5 28.8 31.1 26.7 223 22.8 18.0 20.5 22.7
% of total Imports 10.7 103 10.2 11.9 13.1 15.1 142 140 151
% of Imports from SAARC 80.1 82.7 86.1 86.9 83.9 83.3 81.4 84.8 84.4
% of total Imports 3.7 6.3 3.6 4.3 5.7 7.1 55 6.0 6.2
% of Imports from NAFTA 89.4 95.0 91.3 84.6 64.7 75.0 89.0 84.1 91.5
% of Imports from NAFTA 10.1 4.6 7.9 10.0 19.0 13.6 93 15.6 8.2
% of total Imports 55.7 55.4 50.2 50.4 61.9 45.9 534 54.9 55.6
% of Imports from APEC 5.9 10.8 6.5 7.3 59 11.6 9.1 9.2 10.1
% of Imports from APEC 11.3 11.0 9.4 9.2 9.4 28.1 23.6 23.2 12.8
% of Imports from APEC 93 8.8 93 9.5 9.1 15.7 19.0 17.8 15.6
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Unit 2002 2003 2004 2005 2006 2007 2008 2009 2010(@)

-

. Exports to selected countries and groupings

USA US$ mn. 1,764.0 1,7774 1,869.3 1988.1 2,005.5 1,970.0 1,869.3 1,576.0 1,754.0
UK US$ mn. 590.3 6404 779.2 777.3  880.1 1,018.0 1,090.4 1,024.3 1,021.0
Germany US$ mn. 199.3 2324 2741 271.8 328.8 4379 4053 3472 399.0
Japan US$ mn. 140.3 1654 1576 1446 163.6 159.6 159.0 139.0 168.0
EU % of total exports 35.2 35.9 38.3 37.2 40.7  37.6 374 385 35.0
Germany % of exportsto EU 14.4 15.3 14.9 13.9 14.5 15.2 13.4 12.7 13.7
UK % of exports to EU 42.8 42.2 423 39.9 387 354 359 376 35.1
ASEAN % of total exports 2.6 25 2.6 29 34 2.8 29 3.7 53
Singapore % of exports to ASEAN 63.6 61.8 67.9 52.2 39.0 37.6 31.8 32.7 42.6
Malaysia % of exports to ASEAN 8.4 11.7 7.1 9.5 12.9 16.7 18.6 17.7 16.4
SAARC % of total exports 6.5 8.3 10.5 125 10.7 8.5 6.9 6.2 7.2
India % of exports to SAARC 66.5 70.0 77.3 86.7 816 79.8 746 730 77.5
NAFTA % of total exports 47.6 44.5 41.2 40.4 38.1 27.6 249 241 229
USA % of exports to NAFTA 94.6 94.5 94.5 94.1 942 933 924 922 91.9
Canada % of exports to NAFTA 33 34 3.6 3.7 3.6 37 4.4 4.3 4.9
APEC % of total exports 54.6 52.2 47.8 46.2 440 371 350 340 35.3
USA % of exports to APEC 82.5 80.6 81.4 82.3 815 694 65.6 653 61.4
Japan % of exports to APEC 6.6 7.4 6.9 5.9 6.6 5.6 5.6 5.8 59
Singapore % of exports to APEC 3.1 3.0 338 33 3.0 2.8 2.7 3.6 6.4

2. Imports from selected countries and groupings
Japan US$ mn. 355.3 448.1 411.7 379.7 449.6 4132 4245 2240 584.0
India US$ mn. 8529 1,073.2 1439.1 18354 2,172.9 2,610.1 3,443.0 1,820.3 2,570.0
Hong Kong US$ mn. 491.0 5595 6194 648.2 659.1 7248 6946 517.0 580.0
USA US$ mn. 218.7 188.3  240.1 2045 200.6 4121 2726 259.2 168.0
UK. US$ mn. 2629 2729 3121 276.2 3034 2298 2432 2540 267.0
Taiwan US$ mn. 288.0 276.1  290.8 278.7 2748 2636 251.2 2014 264.0
EU % of total Imports 18.0 18.8 18.2 16.7 159 124 124 126 1.3
Germany % of Imports from EC 13.5 13.4 15.7 14.3 16.2 16.4 16.2 15.9 16.5
UK % of Imports from EC 29.3 25.5 25.2 22.2 221 16.5 14.0 19.7 17.4
ASEAN % of total Imports 19.1 19.8 20.0 20.5 21.7 16.7 15.7 18.8 18.5
Singapore % of Imports from ASEAN 46.0 46.2 51.2 48.2 529 59.3 56.7 55.6 62.2
Malaysia % of Imports from ASEAN 21.7 25.6 241 25.7 23.7 15.0 16.3 15.0 15.3
SAARC % of total Imports 19.1 19.9 23.1 26.6 27.2 249 26.1 20.1 213
India % of Imports from SAARC 89.4 91.5 91.4 92.6 92.4 92.7 94.1 88.6 89.3
NAFTA % of total Imports 4.7 4.1 4.1 39 4.8 4.4 4.7 52 33
USA % of Imports from NAFTA 93.8 85.4 84.4 71.2 48.0 83.5 41.6 48.0 37.6
Canada % of Imports from NAFTA 5.8 14.2 15.3 28.0 51.4 16.1 57.9 51.6 62.4
APEC % of total Imports 52.1 49.2 46.4 44.0 43.8 42.5 394 46.9 51.2
USA % of Imports from APEC 8.5 7.1 7.6 6.2 53 8.6 49 54 2.8
Japan % of Imports from APEC 13.8 16.0 13.0 11.6 11.9 8.6 7.7 4.7 9.9
Singapore % of Imports from APEC 16.8 18.7 20.5 224 26.2 233 22,5 22.1 26.4
Note:  (a): Provisional.

Sources:  International Monetary Fund, Direction of Trade Statistics, various issues; Central Bank of Sri Lanka, Annual Report, various issues.
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Table A16: Structure of Commaodity Exports, 1991-2010

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
1. Agricultural exports
Value (US$ mn.) 6414 604.7 6553 702.1 829.0 961.0 1060.0 1088.0 947.0 1005.0
Growth -11.0 -5.7 8.4 7.1 18.1 16.1 10.3 2.6 -13.0 6.1
% of total exports 323 24.6 229 219 21.8 23.5 229 229 20.6 18.2
1.1 Plantation crops
Value (US$ mn.) 538.5 468.1 5149 546.8 6609 801.3 882.1 878.1 738.0 806.0
Growth -12.8 -13.1 10.0 6.2 20.9 21.2 10.1 04 -16.0 9.2
% of total exports 27.1 19.0 18.0 17.0 17.4 19.5 19.0 18.0 15.8 143
1.1.1Tea
Value (US$ mn.) 4319 3398 4127 4242 481.0 6150 719.0 780.0 621.0 700.0
Growth -12.7 -21.3 214 2.8 133 28.2 17.0 8.5 -20.4 12.7
% of total exports 21.7 13.8 14.4 13.2 12.6 15.0 15.5 16.4 13.5 12.7
1.1.2 Rubber
Value (US$ mn.) 63.8 67.5 64.0 72,5 111.0 104.0 79.0 44.0 33.0 29.0
Growth -17.0 5.8 -53 133 53.8 -6.6 244 443 250 -121
% of total exports 3.2 2.7 2.2 23 29 25 1.7 0.9 0.7 0.5
1.1.3 Coconut kernel products
Value (US$ mn.) 42.8 60.8 38.3 50.1 69.0 81.0 820 56.0 84.0 77.0
Growth -7.0 422 -37.0 30.9 371 17.7 20 -31.8 50.0 8.3
% of total exports 2.2 2.5 13 1.6 1.8 2.0 1.8 1.2 1.8 14
1.2. Minor agricultural crops
Value (US$ mn.) 824 113.1 120.7 129.2 1340 132.0 1450 170.0 165.0 155.0
Growth 3.2 37.3 6.7 7.0 3.5 -1.4 9.9 17.7 29 -6.1
% of total exports 4.1 4.6 4.2 4.0 3.5 3.2 3.1 3.6 3.6 2.8
2. Mineral exports
Value (US$ mn.) 61.9 62.7 75.7 86.9 87.0 96.0 90.0 60.0 64.0 97.0
Growth -28.8 1.3 20.7 14.7 0.1 10.3 -6.7  -33.1 6.7 51.6
% of total exports 3.1 25 2.6 2.7 23 23 1.9 13 14 1.8
3. Industrial exports
Value (US$ mn.) 1,237.3 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
Growth 19.4 42.5 19.2 14.1 19.6 5.0 143 3.2 -1.6 20.6
% of total exports 62.3 71.7 73.4 74.8 754 734 741 74.9 77.0 77.6
3.1 Textile & garments
Value (US$ mn.) 803.9 1,214.0 14124 1,551.9 1,853.0 1,902.0 2,274.0 2,460.0 2,425.0 2,982.0
Growth 28.0 51.0 16.3 9.9 19.4 29 19.6 8.2 -1.4 23.0
% of total exports 40.5 49.3 49.3 48.4 48.7 46.4 49.0 52.0 52.7 54.0
3.2 Petroleum products
Value (US$ mn.) 79.5 63.2 78.8 80.1 85.0 1040 97.0 73.0 74.0 98.0
Growth -19.9 -20.5 24.6 1.7 59 22.4 6.3  -259 14 324
% of total exports 4.0 2.6 28 25 2.2 25 2.1 1.5 1.6 1.8
4. Total commodity exportsinc. petroleum
Value (US$ mn.) 1,987.5 2,460.8 2,863.7 3,208.6 3,806.6 4,199.0 4,736.0 4,871.0 4,684.0 5,620.0
Growth 0.2 23.8 16.4 12.0 18.6 10.3 12.8 29 -3.8 20.0
5. Total commodity exports excl. petroleum
Value (US$ mn.) 1,908.0 2,397.5 2,784.9 3,128.5 3,721.7 3,991.0 4,542.0 4,725.0 4,536.0 5/424.0
Growth 1.2 25.7 16.2 123 19.0 7.2 13.8 4.0 4.0 19.6
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Contd./

2001 2002 2003 2004 2005 2006 2007@ 2008 2009 2010(b)

1. Agricultural exports

Value (US$ mn.) 932.0 938.0 965.0 1065.2 1,153.8 1,292.7 1,507.2 1,854.8 1,690.3 2,041.4
Growth -7.3 0.6 29 10.4 8.3 12.0 16.6 23.1 -8.9 20.8
% of total exports 19.3 200 188 185 182 188 197 229 239 246
1.1 Plantation crops
Value (US$ mn.) 755.0 7280 7700 849.0 9059 1,027.1 1,1949 1,567.6 1,4499 1,719.4
Growth -6.3 -3.6 5.8 10.3 6.7 13.4 16.3 31.2 -7.5 18.6
% of total exports 15.5 153 148 145 140 144 156 193 205 207
1.1.1Tea
Value (US$ mn.) 690.0 660.0 683.0 7390 810.2 881.2 1,025.2 1,271.5 1,185.1 1,375.4
Growth -1.4 4.3 35 8.2 9.6 8.8 16.3 24.0 6.8 16.1
% of total exports 143 14.1 13.3 12.8 12.8 12.8 13.4 15.6 16.7 16.6
1.1.2 Rubber
Value (US$ mn.) 24.0 270 390 510 469 931 1094 125.1 98.6 170.4
Growth -17.2 12.5 44.4 30.8 -8.0 98.5 17.5 14.4 -21.2 72.8
% of total exports 0.5 0.6 0.8 0.9 0.7 14 14 15 1.4 2.1
1.1.3 Coconutkernel products
Value (US$ mn.) 41.0 41.0 48.0 59.0 48.8 52.8 60.3 82.4 58.2 55.4
Growth -46.8 0.0 17.1 229 -17.3 8.2 14.2 36.7 -29.4 4.8
% of total exports 0.9 0.9 09 10 0.8 0.8 0.8 1.0 08 07
1.2. Minor agricultural crops
Value (US$ mn.) 136.0 168.0 1500 162.0 1834 1946 2315 2873 2404 3220
Growth -12.3 235 -10.7 8.0 13.2 6.1 19.0 241 -16.4 339
% of total exports 2.8 3.5 29 2.8 29 2.8 3.0 35 34 39
2. Mineral exports
Value (US$ mn.) 86.0 90.0 840 120.0 1433 1199 1278 97.8 88.7 92.6
Growth -11.3 47 67 429 194  -163 66 235 93 44
% of total exports 1.8 19 1.6 20 2.3 1.7 1.7 1.2 13 1.1
3. Industrial exports
Value (US$ mn.) 3,710.0 3,631.0 3,977.0 4,506.0 4,948.4 5,401.1 5,967.3 6,158.0 5,305.4 6,172.8
Growth -13.4 2.1 9.5 13.3 9.8 9.1 10.5 3.2 -13.8 16.3
% of total exports 77.0 77.3 77.5 78.3 78.0 78.5 78.1 75.9 74.9 74.3
3.1 Textile & garments
Value (US$ mn.) 2,543.0 2,424.0 2,575.0 2,809.0 2,894.6 3,080.4 3,339.6 3,468.7 3,274.2 3,504.1
Growth -14.7 4.7 6.2 9.1 3.0 6.4 8.4 39 5.6 7.0
% of total exports 52.8 51.6 50.2 48.8 45.6 44.8 43.7 42.8 46.2 42.2
3.2 Petroleum products
Value (US$ mn.) 68.0 73.0 65.0 1000 1309 1884 1689 2549 1347 2163
Growth -30.6 74 -11.0 53.8 30.9 439 -10.4 50.9 -47.1 60.6
% of total exports 1.4 15 13 17 2.1 2.7 22 3.1 19 26
4. Total commodity exports inc. petroleum
Value (US$ mn.) 4,885.0 4,772.0 5,198.0 5,856.7 6,477.6 7,140.3 7,640.0 8,110.6 7,084.5 8,307.0
Growth -13.1 -2.3 8.9 12.7 10.6 10.2 7.0 6.2 -12.7 17.3
5. Total commodity exports excl. petroleum
Value (US$ mn.) 4,749.0 4,626.0 5,068.0 5657.6 6,215.8 6,882.7 7,740.5 7,855.7 6,949.8 8,090.7
Growth -12.4 2.6 9.6 11.6 9.9 10.7 12.5 1.5 -11.5 16.4

Notes: (@: Revised.
():  Provisional.

Sources:  Central Bank of Sri Lanka, Annual Report, various issues; IPS database.
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Appendix A: Macroeconomic Indicators

Table A19: Tourist Arrivals by Country of Residence, 1999-2010

1999 2000 2001 2002 2003 2004
No. Growth No. Growth No. Growth No. Growth No. Growth No. Growth
North America 18,477 5 17,319 -6 15,983 -8 19,866 24 25,110 26 29,759 19
Canada 7,905 5 7,503 -5 7,609 1 8,304 9 11,164 34 14,633 31
U.S.A. 10,572 6 9,816 -7 8,374 -15 11,565 38 13,946 21 15,126 8
Western Europe 275,796 15 260,824 -5 203,984 -22 200,295 -2 255,169 27 284,440 11
Germany 77,259 4 70584 -9 60,405 -14 55170 -9 58,908 7 58,258 -1
United Kingdom 80,919 22 84,693 5 67,830 20 67,533 0 93,278 38 106,645 14
France 34,458 28 25992 25 20,949 -19 19,989 -5 28,585 28 29,996 5
Italy 19,815 25 16,833 -15 12,074 -28 12,177 1 15654 29 18,862 20
Netherlands 29,670 29 22,618 -24 12,569 -44 11,748 -7 18,197 55 21,455 18
Asia 114,375 15 91,521 -20 89,732 -2 143,064 59 177,351 24 198,068 12
Japan 16,332 19 10,226  -37 9,237 -10 13,602 47 17,115 26 19,641 15
India 42,315 13 31,860 -25 33,924 7 69,960 106 90,603 30 105,151 16
Pakistan 11,421 6 10,005 -12 8,562 -14 6,756 -21 9,704 44 9,638 -1
Australasia 15,159 25 18,228 20 13,105 -28 13,209 1 22,965 74 26,540 16
Australia 13,218 28 16,443 24 11,457 -30 11,217 -2 19,958 78 23,247 16
Other(a) 12,633 -4 12,522 -1 13,990 12 16,737 20 20,047 20 27,395 37
Total 436,440 15 400,414 -8 336,794 -16 393,171 17 500,642 27 566,202 13
Contd.../
2005 2006(b) 2007 2008 2009 2010(0)
No. Growth No. Growth No. Growth No.Growth No. Growth No. Growth
North America 46,457 56 35323 24 28355 20 24311 -14 24948 3 40216 61
Canada 21,185 45 14,623 -31 11,869 -19 10,258 -14 10,707 4 21,123 97
US.A. 25,272 67 20,700 -18 16,486 -20 14,053 -15 14,241 1 19,093 34
Western Europe 227,191 -20 228,447 1 194,448 -15 167,187 -14 170,123 2 256,861 51
Germany 46,350 -20 47,402 2 35,042 -26 30,625 -13 29,654 3 45,727 54
United Kingdom 92,629 -13 88,306 5 94,060 7 81,331 -14 81,594 0 105,496 29
France 26,653 -1 22,693 -15 8,091 -64 10,594 31 15,886 50 31,285 97
Italy 10,192 -46 12,424 22 11,451 8 13,030 14 7,514 42 11,423 52
Netherlands 15156 29 19,360 28 17,526 9 9116 48 11291 24 17,861 58
Asia 223,351 13 242,132 8 202,480 -16 173,039 -15 174,534 1 244,124 40
Japan 17,148 13 16,189 6 14274 12 10075 29 10926 8 14352 31
India 113,323 8 128370 13 106067 -17 85238 -20 83,634 2 126882 52
Pakistan 11,029 14 11,145 110,204 38 7,885 23 7373 7 9,148 24
Australasia 29,738 12 25,127  -16 22,924 9 21,839 5 26,068 19 37,290 43
Australia 25,986 12 21,849 -16 20,241 -7 19,536 3 23,239 19 33,456 44
Other(a) 22,571 -18 28,576 27 45,801 60 52,099 14 52,217 0 75,985 46
Total 549,308 -3 559,603 2 494,008 -12 438,475 -1 447890 2 654,476 46

Notes: (a): Latin America & the Caribbean, East Europe, Africa, and Middle East.
(b):  Revised.
(©: Provisional.

Source: Ceylon Tourist Board, Annual Statistical Report, various issues.
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Appendix B: Capital Market

Table B1: Sri Lanka's Capital Market Structure, 2005-2010

2005 2006 2007 2008 2009 2010(@)
1. Equity market:
Market capitalization 584,000 834,800 820,700 488,812 1,092,100 2,210,500
of which central depository 259,780 370,076 418,088 488,813 1,092,100 2,210,500
2. Debtmarket: 1,266,802* 1,460,644* 1,507,698 2,140,228 2,400,955 2,565,662
) Private 29,060* 42,260* 50,320*
@ Public 1,237,742 1,418,384 1,457,373 2,026,463 2,281,341 2,460,555
(a) Short-term(TBs) 234,174 257,732 307,012 402,600 441,032 514,442
(b) Medium & longterm 1,003,568 1,160,652 1,351,999 1,623,863 1,840,309 1,946,113
3. Total debtand equity (Rs. mn) 1,850,802* 2,295,444 2,328,393 2,629,040 3,493,055 4,776,162
As a percentage of GDP(%) 88.20 78.11 65.09 34.35 72.39 85.25
of which actually traded 270,680 393,576 449,288
through the central depository
As ashare of total (%) 14.6 17.1 19.3 na na na
4. Foreign participation in the central 14 14 19 na na na
depository as a per cent
of market capitalization (%)
Note: (@): Provisional.
*  Debentures listed is no longer available. (Source: CSE Fact Book 2005, 2006 and 2007).
Sources:  Colombo Stock Exchange, Annual Report; Fact Book, Central Bank of Sri Lanka, Annual Report, various issues.
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Appendix B: Capital Market

Table B2: Recent Developments in the Share Market, 2002-2010

2002 2003 2004 2005 2006 2007 2008 2009 2010
1. Number of companies listed 238 244 242 239 237 235 235 231 242
New Listings 9 8 5 6 2 - 3 3 10
De-listings 9 2 7 9 4 2 2 6 1
2. Number of Companies Traded 231 236 241 242 232 231 232 231 238
3. Market Capitalization Rs.bn. 162 263 382 584 835 821 489 1,092 2,211
US$ bn. 1.7 2.7 3.8 5.8 8.0 8.0 43 9.6 20.1
4. Price-earnings ratio times, year end 12.1 11.1 10.8 12.4 14.0 11.6 11.3 15.3 25.2
5. Number of shares traded No. mn. 1,220 2,255 2,752 5,128 3,912 2,952 3,155 4,763 18,489
Domestic No. mn. 1,035 1,932 2479 4313 3,178 2049 1935 3,784 16,685
Foreign No.mn. 185 323 273 815 734 902 1,220 978 1,805
6. Trades No. '000 283.2 481.3 645.1 1100.4 952.4 876.9 776.2 1,266 3,355
Domestic No. '000 273.2 460.9 611.6 1038.5 908.2 831.7 730.4 1,190 3,225
Foreign No.'000 10.0 220 334 61.9 44.2 45.3 45.8 75.5 130.1
7. Turnover: Rs.Bn. 30.5 73.8 59.0 114.6 105.1 105.0 110.5 142.5 570.3
US$ bn. 0.3 0.7 0.6 1.1 1.0 1.0 1.0 1.2 -
Domestic Rs.bn. 24.3 59.9 48.3 89.9 70.7 63.8 50.8 99.0 464.7
Foreign Rs.bn. 6.2 13.8 9.8 24.6 345 41.2 59.7 43.5 105.6
8. Liquidity-turnover/market 188  28.1 15.4 19.6 126 128 226 26.3 25.79
capitalization ratio (%)
9. No. of new issues (No.) 5 4 _ _ _ _ _ _ _
10. Total no. of sharesissued (mn.) 244 _ B _ _ _ _ _ _
11. Value of shares issued (Rs. bn.) 36 _ B _ _ _ _ _ _
12. Central depository:
Domestic (Rs.bn.) 66.5 98.2 140.4 179.8 248.7 260.4 162.3 387.6 942
Foreign (Rs.bn.) 19.5 37.8 54.6 79.9 121.4 157.6 108.0 231.2 431.3
Total (Rs.bn.) 86.0 136.0 195.0 259.7 370.1 418.0 270.3 618.9 1,373.3
Percentage of market cap. 53.1 51.7 51.0 44.5 44.3 50.9 55.3 56.0 62.0
13. Non-national activity
Netpurchases  (Rs.mn.) 2,441.5 2093 1,106.3 6,1445 5,377.0 11,254.3 13,950.5 -789.0 -26,335.3
Purchases (Rs.mn.) 7,477.7 13,943.9 11,278.0 27,712.4 37,167.0 46,796.8 66,632.2 43,057.3 92,425.5
Sales (Rs.mn.) 50362 13,734.6 10,172.0 21,567.9 31,790.0 35,542.5 52,681.7 43,846.3 118,760.9
14. Priceindices
Allshare 1985 = 100 815.1 1,0620 1,506.9 1,922.2 2,7224 2,541.0 1,503.0 33856  6,635.9
Growth % change 31.2 30.2 41.9 27.6 41.6 6.7 40.9 125.3 96.0
Sensitive 1985 = 100 13746 11,8980 2,073.7 2451.1 3,711.8 3,2919 16313 3,8494 7,061.5
Growth % change 33.3 38.1 9.3 18.2 51.4 1.3 -50.4 136.0 83.4
Note: 1000 Million = 1 Billion.

Source: Colombo Stock Exchange, Annual Report, various issues.
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Table B3: Market Concentration

(% of total market capitalization)

2010(%)
JKH 8.41
Carsons 4.56
Dialog 4.35
Commercial Bank 4.15
Bukit Darah 4.08
SLT 4.00
HNB 3.46
Aitken Spence 3.12
Ceylon Tobacco 3.01
LOLC 2.75
Total 41.89

Note:  Asat 2010 the top ten of the 231 listed company accounted 41.89% of total
market capitalization.

Source: Colombo Stock Exchange , Annual Report, various issues.
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Appendix B: Capital Market

Table B4: New Equity Listings - 2006-2010

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

Blue Diamonds Jewellery Worldwide Ltd. 65,589,385 2.50 30,057,291 - 6-Jan-06
Cargo Boat Development Co. Ltd 3,400,012 15.00 3,400,012 - 4Jan-06
Commercial Leasing Co. Ltd 2,016,667 60.00 2,016,667 - 30-Jan-06
Regnis (Lanka) Ltd 1,207,271 50.00 1,207,271 - 20-Jan-06
Chemical Industries (Colombo) Ltd 8,100,000 62.00 8,100,000 - 29-Mar-06
Chemical Industries (Colombo) Ltd 2,430,000 35.00 2,430,000 - 29-Mar-06
Dankotuwa Porcelain Ltd 18,094,296 10.00 12,791,509 5,302,787 25-Apr-06
Seylan Merchant Leasing Ltd 5,047,475 18.00 5,047,475 - 20-Apr-06
The Fortrees Resorts Ltd 38,882,344 10.00 38,882,344 - 23-May-06
Seylan Bank Ltd 83,560,000 12.50 83,560,000 - 2-May-06
Vidullanka Ltd 2,981,250 20.00 2,981,250 —  3-May06
Overseas Reality (Ceylon) Ltd 69,057,200 15.00 10,133,921 58,923,279 23-Aug-06
Pan Asia Banking Corporation Ltd 55,571,883 10.00 55,068,524 - 26-Oct-06
Seylan Merchant Leasing Ltd 3,028,485 20.00 3,028,485 - 30-Oct-06
Diesel & Motor Engineering Co. Ltd 1,100,000 50.00 1,100,000 - 20-Nov-06
People's Merchant Bank Ltd 12,500,000 20.00 12,500,000 - 14-Nov-06
Value (Rs) 4,705,479,692
Issues (No.) 15
2. Rightissues- 2006 by sector No.ofissues  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 Issueprice  No.of shares No. of shares Date listed
offered Rs. subscribed  devolved to
by public  underwriters
Kshatriya Holdings PLC 19,679,528 10.00 19,679,528 - 12-Feb-07
Kelsey Development Ltd 5,809,758 20.00 5,809,758 - 12-Feb-07
The Fortress Resorts Ltd 20,161,215 1000 17,242,725 2,918,490  27-Feb-07
Lanka Tiles Ltd 5,052,420 35.00 5,052,420 - 1-Mar-07
John Keells Holdings PLC 92,103,534 140.00 92,103,534 - 6-Feb-07
Amana Takaful PLC 12,500,099 30.00 12,500,099 - 22-Mar-07
Commercial Bank of Ceylon Ltd 40,288,996 138.00 40,288,996 (Voting) 4-Apr-07
Commercial Bank of Ceylon Ltd 2,790,138 65.00 2,790,138 (Non-voting) 4-Apr-07
ACME Printing & Packing Ltd 4,472,160 14.00 3,510,191 961,969 24-Apr-07
DFCC Bank 21,639,134 140.00 21,639,134 - 27-Apr-07
Kshatriya Holdings PLC 73,798,230 10.00 73,798,230 - 214un-07
Dialog Telecom PLC 740,343,492 21.00 740,343,492 - 21-May-07
John Keells Hotels PLC 496,413,675 5.75 496,413,675 - 28-Jun-07
Marawila Resorts Ltd 14,000,000 4.00 14,000,000 - 7-Aug-07
Muller and Phipps (Ceylon) Limited 216,000,000 1.00 87,571,714 - 31-Dec-07
First Capital Holdings PLC 18,750,000 10.00 18,750,000 - 17-Aug-07
Parquet (Ceylon) Ltd 1,324,800 10.00 1,324,800 ~  23-0ct07
LB Finance Ltd 10,100,000 17.00 10,100,000 - 27-Nov-07
Coco Lanka Ltd 6,300,000 18.00 6,300,000 - 7-Nov-07
Ceylon Glass Company PLC 395,869,200 1.90 395,869,200 - 5-Nov-07
The Lanka Hospitals Corporation Ltd 67,119,651 15.00 67,119,651 - 20-Dec-07
Ceylon Hotels Corporation PLC 150,000,000 2.00 150,000,000 - 31-Dec-07
Value (Rs) 44,622,201,960
Issues (No.) 21
Contd...../-
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Right issues - 2007 by Sector

Banks, Finance & Insurance
Beverage Food & Tobacoo
Hotels & Travels
Healthcare

Manufacturing

Diversified Holdings

Land & Property

Stores & Supplies
Telecommunication

Total

New listings-2008

Janashakthi Insurance Company Ltd.

Ceylinco Insurance PLC

Right issues - 2008 by sector

Banks Finance & Insurance
Chemicals & Pharmacuticals
Healthcare

Manufacturing

Investment Trust

Total

Right issues - 2009 by sector

Banks Finance & Insurance
Beverage Food & Tobacco
Construction & Engineering
Healthcare

Hotels & Travels
Investment Trust

Trading

Total

Right issues - 2010 by sector

Banks Finance & Insurance
Beverage Food & Tobacco
Construction & Engineering
Hotels & Travels

Investment Trust

Plantations

Chemicals & Pharmaceuticals
Land & Property

Motors

Manufacturing

Footware & Textiles

Power & Energy

Total

No.of issues  No. of shares Value (Rs.)
5 106,068,277 9,504,919,448
1 6,300,000 113,400,000
4 680,574,890 3,411,990,781
1 67,119,651 1,006,794,765
4 406,718,580 1,004,844,420
3 185,581,292 13,829,272,340
1 5,809,758 116,195,160
1 216,000,000 87,571,714
1 740,343,492 15,547,213,332
21 2,414,515,940 44,622,201,960
No. of shares Issue price No. of shares No. of shares Date listed
offered Rs. subscribed  devolved to
by public _underwriters
33,000,000 12.00 33,000,000 214ul-08
8,500,000 175.00 6,414,480 14-Aug-08
No.of issues No. of shares Value (Rs.)
3 46,519,739 1,136,239,907
2 21,000,000 1,335,856,107
2 76,502,766 165,000,000
1 1,464,044 14,640,440
1 1,366,667 27,333,340
9 146,853,216 2,679,069,794
No.of issues No. of shares Value (Rs.)
4 80,111,050 1,095,457,600
2 33,500,000 1,375,000,000
1 900,000 9,000,000
1 2,352,272 118,431,789
2 20,421,050 153,421,000
1 2,500,000 50,000,000
2 121,702,560 2,434,051,200
13 261,486,932 5,235,361,589
No.of issues No. of shares Value (Rs.)
5 822,860,428  2,613,168,938.60
2 20,799,500  1,059,965,000.00
1 3,585096,339  3,585,096,339.00
4 407,206,283  7,114,053,860.00
1 69,544,320  2,086,329,600.00
3 39,821,988 727,572,875.00
2 144,428,286 382,285,457.40
2 290,070,253 4,751,949,795.00
1 1,013,813 50,690,650.00
5 137,119,330 821,614,389.00
1 12,500,000 912,500,000.00
1 54,109,700 216,438,800.00
28 5,584,570,240 24,321,665,704.00

XXX

Source:  Colombo Stock Exchange, Fact Book, Various Issues



Appendix B: Capital Market

Table B5: Structure of Debt Market, 2006-2010

(Rs.bn) 2006 2007 2008 2009 2010()
1. Private Debt:
(@  Commercial paper(year end) 23.50 30.00 24.00 21.50 12.00
(b)  Certificates of deposit 18.76 19.10 19.10 19.62 18.92
() Commercial banks 17.70 17.76 17.76 17.25 17.63
(i) Finance companies 1.06 0.86 0.91 1.07 1.29
() Debentures (listed) *k *H *H *E ok
Total private debt 42.26 50.30 50.30 41.12 49.84
2. Public debt:
(@  Shortterms
() Treasurybills 257.73 307.01 307.01 441.03 514.44

(i) Central bank securities

(b Medium & longterm

() Treasury bonds 885.97 1018.85  1018.85 1513.51 1643.89

(i) Rupeesecurities 116.71 131.51 130.01 112.29 87.71

(iii) Certificates of deposit _ _ _ B _

Total public debt 126041 145637 145737 2,066.83  2246.04

3. Total debt 1,302.67* 1,507.67* 1,507.67* 2,107.95 1,179.61

Note:  @: Provisional.
** All corporate denbentures listed on the Colombo Stock Exchange were transferred to the DEX with effect from August
2005.
*  Debentures listed is no longer available. (Source: CSE Fact Book 2005, 2006 and 2007).

Source: Central Bank of Sri Lanka, Annual Report, various issues; Colombo Stock Exchange, Annual Reportvarious issues.
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Table B6: Listed Debentures, 2006-2010

Issuer Issued Par value Interest No.ofdebt  Date listed
(No.)  (IssuepriceRs.) (pa) subscribed
1. Listings 2006
Seylan Merchant Leasing Ltd. 10,000,000 with an option 100 13.00% 7,646,400 25.07.06
to issue up toa further 100 13.50% 4,620,800 25.07.06
5,000,000 if oversubscribed 100 Floating 305,950 25.07.06
DFCC Bank 1,000 13.75% 200,000 17.11.06
Unsecured subordinated Floating 170,000 17.11.06
redeemable debenture Floating 40,000 17.11.06
14.00% 590,000 17.11.06
2. 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
1,000 14.00% 467,260 23.01.07
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
100 Floating 350 08.01.07
Issue of 1,000,000 with 100 16.00% 588,080 01.01.07
an option to issue 100 16.50% 352,300 01.01.07
upto a further 950,000 100 16.25% 9,000 01.01.07
100 16.75% 6,300 01.01.07
100 16.50% 11,120 01.01.07
100 17.00% 8,500 01.01.07
100 17.00% 8,600 01.01.07
100 17.50% 16,100 01.01.07
Seylan Bank PLC Issue of 5,000,000 with 100 15.75% 2,916,200 18.01.07
an option to issue 100 16.75% 4,275,450 18.01.07
upto a further 100 Floating 302,350 18.01.07
5,000,000
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
issueuptoa 100 Floating 9,570,625 04.10.07
further 5,000,000
Nations Trust Bank PLC 14.10% 1,650,000 25.05.07
Floating 1,650,000 25.05.07
Floating 1,700,000 25.05.07
Hatton National Bank PLC Floating 2,625,000 13.01.07
Floating 2,500,000 13.01.07
Floating 3,000,000 13.01.07
Zero coupon 5,143,445 13.01.07
Zero coupon 13,628,000 13.01.07
16.00% 5,000,000 28.11.07
16.75% 7,000,000 28.11.07
National Development Bank PLC 17.50% 250,000 24.12.07
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Contd../
Issuer Issued Par value Interest No.ofdebt  Date listed
(No.)  (IssuepriceRs.) (p.a) subscribed
3. Listings 2008
Seylan Bank PLC Up to 10,000,000 100 17.00% 2,089,550 14.01.08
Unsecured subordinated 100 Floating 107,550 14.01.08
redeemable debentures 100 Floating 433,350 14.01.08
559,285,000 100 18.00% 2,962,400 14.01.08
LB Finance PLC Upto 450,000 1000 21.00% 149,480 21.10.08
Unsecured subordinated 1000 14.00% 296,570 21.10.08
redeemable debentures
450,000,000 1000 Floating 2,500 21.10.08
1000 Floating 1,450 21.10.08
Singer (Sri Lanka) Up to 6,000,000 100 Floating 280,000 28.10.08
PLC Unsecured redeemable
listed rated A+
300,000,000 100 19.75% 2,720,000 28.10.08
Bank of Ceylon Up to 50,000,000 100 19.00% 3,451,000 19.12.08
Unsecured subordinated
redeemable debentures
4,272,370,000 100 Floating 36,993,900 19.12.08
225 Zero 2,277,900 19.12.08
10,000,000
Nations Trust Unsecured subordinated 21.00% 06.11.08
Bank PLC redeemable debentures
4. Listings 2009
Seylan Bank PLC Unsecured subordinated 100 20.50% 395,400 10.02.09
redeemable debentures 100 21.50% 231,600 10.02.09
3,954,400 100 Floating 330,000 10.02.09
100 Floating 100,000 10.02.09
Nations Trust Bank PLC Rated Unsecured redeemable 1000 20.53% 500,000 14.05.09
debentures
5. Listings 2010
Bank of Ceylon 50,000,000 100 11.50% 10,747,700 15.07.10
Unsecured subordinated
redeemable debentures
5,000,000,000 100 Floating 39,252,300 15.07.10
Urban Development Authority 100,000,000 100 11.00% 97,211,600 20.10.10
Fully secured redeemable 100 Floating 7,300 20.10.10
10,000,000,000 100 10.00% 2,781,100 20.10.10

Source: Colombo Stock Exchange.
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Themes of the “Sri Lanka: State of the Economy” Reports

1992 Macroeconomic Policy

1993 Export Sector

1994 Agriculture Sector

1995 Poverty Alleviation

1996 Workers’ Charter

1997 Private Sector Expansion

1998 Demographic Change and Social Safety Nets

1999 Free Trade in South Asia

2000 Plantation Sector

2001 Competition Policy and Regulations

2002 Agriculture Sector

2003 Garment Sector

2004 Land Policy

2005 Post-Tsunami Economic Issues

2006 Agriculture Reforms: Irrigation Water Charges and Land Policy
2007 Empowerment of the Poor

2008 Political Economy Dilemma of Reforms

2009 The Global Economic Crisis: Issues, Impacts and Outlook
2010 Growth and Stability in Post-conflict Economic Recovery

2011 Post-conflict Growth and Recovery



As post-conflict Sri Lanka targets a phase of rapid growth, economic policies have to be
geared to deliver broad-based growth, and ensure that equity in access to and distribution of
resources are addressed. This calls for a growth process that is both sustainable and inclusive.
Sri Lanka has made positive progress to date, recording a strong economic recovery,
accompanied by an improved macroeconomic environment. While the economy appears to
be comfortably positioned to meet an immediate external shock from a weakening global
economy, timely macroeconomic policy adjustments to ensure that the country retains the
flexibility to respond appropriately to emerging risks to growth and stability are critical.

The myriad channels through which growth is accompanied by a reduction in inequalities are
many. Access to productive employment is a critical element. It requires improving
employability of workers on the one hand, and improving access to productive employment
opportunities on the other. On the supply side, improving employability involves access to
good quality health, education and other productive assets. On the demand side, improving
access to employment requires opening up opportunities in various sectors of the economy
in different geographic regions and for diverse types of workers. The Sri Lanka: State of the
Economy 2011 report examines these and other imperatives for inclusive growth in Sri
Lanka's post-conflict setting, through a series of chapters and policy discussions.
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