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HIGHLIGHTS OF SRI LANKA'S PERFORMANCE

Economic Economic growth has averaged 5.4 percent since 1990, but the gains are heavily concentrated in the

Growth Western Province, which accounts for half of GDP. The recent growth acceleration is unlikely to be
sustained because of inadequate investment and productivity, problems accentuated by conflict.

Poverty Sri Lanka performs well on broad poverty indicators that include health and social welfare. Yet poverty
reduction has been slow and uneven, with a poverty rate of 24.7 percent in rural areas and 30 percent on
the estates, compared to 7.9 percent in urban areas.

Economic Agriculture produces just over one-sixth of GDP, while employing nearly one-third of the labor force.

Structure

Agriculture’s share of GDP has declined steadily, while the share in services has risen, to nearly
56 percent of GDP in 2005.

Demography and
Environment

Moderate population growth and a relatively low age dependency rate favor economic and human
development. The most pressing environmental problems are water stress and water pollution.

Gender Gender equity is excellent in education and health, but not labor force participation, indicating that
women have fewer opportunities to fulfill their productive potential.
Fiscal and Macroeconomic stability is at risk. Inflation rate has risen above 15 percent, fed by rapid money supply

Monetary Policy

growth and an unsustainably large budget deficit. These factors indicate a considerable risk of serious
macroeconomic problems ahead.

Conflict Status

Sri Lanka’s score for 2006 on the Failed States Index falls in the “critical” category. Large regional
disparities and high youth unemployment are major grievance factors fueling sectarian tensions and
conflict support.

Business
Environment

The institutional environment for doing business is mixed. Major problems include the time to enforce a
contract, the perceived cost of terrorism, and rising corruption. The conflict is severely impairing
business activity in the North and East.

Financial Sector

Credit to the private sector is growing rapidly. However, real interest rates are low or negative, inviting a
costly misallocation of resources. The stock market remains small relative to GDP, and bond markets are
undeveloped.

External Sector

Exports continue to grow at a respectable rate despite the ending of the Multifiber Agreement in 2005.
Remittances have grown even faster, amounting to 24.3 percent of export earnings in 2005. However,
inflation has appreciated the real exchange rate, which threatens competitiveness. Inflows of foreign
investment, 1 percent of GDP in 2005, have been hampered by the conflict and by problems with the
investment climate.

Economic
Infrastructure

Overall infrastructure quality falls well short of the regional benchmarks. There are serious problems
with the roads, electricity supplies, and railroads. However, indications are that the telecommunications
sector is growing significantly, with numbers for fixed and cellular subscribers increasing from 165 per
1000 people in 2004 to 236 in 2005.

Science and

Sri Lanka’s intellectual capital is very good for a lower-middle-income country, but low levels of

Technology innovation may be linked to weak protection for intellectual property.

Health High life expectancy, low maternal mortality, and high access to improved sanitation reflect Sri Lanka’s
tradition of health quality. However, high levels of child malnutrition persist, and government spending
on health is relatively low (1.7 percent of GDP in 2005).

Education Sri Lanka’s commitment to social welfare is also evident in its excellent performance on all of the

education indicators. However, low government spending on education (0.8 percent of GDP on primary
education in 2005) may be jeopardizing future achievements.

Employment and
Workforce

The cost and difficulty of firing workers is extremely high; this rigidity seriously hinders investment and
job creation. Regional disparities in unemployment and labor force participation are a source of
disaffection and ethnic tension.

Agriculture

Despite high cereal yields per hectare of land, agriculture is characterized by low labor productivity and
poor long-term growth performance.

Note: The methodology used for diagnostic benchmarking is explained in the Appendix.







SRI LANKA: NOTABLE STRENGTHS AND WEAKNESSES—
SELECTED INDICATORS
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The chart identifies selective indicators for which Sri Lanka’s performance is particularly strong or weak relative to
benchmark standards, as explained in the appendix. Details are discussed in the text. The separate Data
Supplement presents a full tabulation of the data and international benchmarks examined for this report, along with
technical notes on the data sources and definitions. The supplement is available on line at
http://www.nathaninc.com/projects/projectdetails.asp?pid=138&pfid=0&rpid=4&rid=9 .



1. Introduction

This report is one of a series of economic performance assessments prepared for the EGAT
Bureau to provide USAID missions and regional bureaus with a concise evaluation of key
indicators covering a broad range of issues relating to economic growth performance in
designated host countries. The report draws on a variety of international data sources! and uses
international benchmarking against reference group averages, comparator countries, and
statistical norms to identify major constraints, trends, and opportunities for strengthening growth
and reducing poverty. This study uses Thailand and Philippines as comparators, because they are
also lower-middle-income Asian countries that face longstanding (though less intense) regional
insurgencies.

The methodology used here is analogous to examining an automobile dashboard to see which
gauges are signaling problems. Sometimes a blinking light has obvious implications—such as the
need to fill the fuel tank. In other cases, it may be necessary to have a mechanic probe more
deeply to assess the source of the trouble and determine the best course of action.?2 Similarly, the
Economic Performance Assessment is based on an examination of key economic and social
indicators, to see which ones are signaling problems. In some cases a “blinking” indicator has
clear implications, while in others a detailed study may be needed to investigate the problems
more fully and identify an appropriate course for programmatic action.

The analysis is organized around two mutually supportive goals: transformational growth and
poverty reduction.3 Rapid and broad-based growth is the most powerful instrument for poverty
reduction. At the same time, programs to reduce poverty and lessen inequality can help to
underpin rapid and sustainable growth. These interactions can create a virtuous cycle of economic
transformation and human development.

Transformational growth requires a high level of investment and rising productivity. This is
achieved by establishing a strong enabling environment for private sector development,
involving multiple elements: macroeconomic stability; a sound legal and regulatory system,

1 Sources include the most recent data from the World Bank, the International Monetary Fund, the
Millennium Challenge Corporation, the United Nations (including the Millennium Development Goals
database), the World Economic Forum, other international data sets, and accessible host-country documents
and data sources. This report reflects data available at the end of September, 2006.

2 Sometimes, too, the problem is faulty wiring to the indicator—analogous here to faulty data.

3 In USAID’s White Paper on U.S. Foreign Aid: Meeting the Challenges of the Twenty-first Century
(January 2004), transformational growth is a central strategic objective, both for its innate importance as a
development goal, and because growth is the most powerful engine for poverty reduction.
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including secure contract and property rights; effective control of corruption; a sound and
efficient financial system; openness to trade and investment; sustainable debt management;
investment in education, health, and workforce skills; infrastructure development; and sustainable
use of natural resources.

In turn, the impact of growth on poverty depends on policies and programs that create
opportunities and build capabilities for the poor. We call this the pro-poor growth environment.4
Here, too, many elements are involved, including effective education and health systems; policies
facilitating job creation; agricultural development (in countries where the poor depend
predominantly on farming); dismantling barriers to micro and small enterprise development; and
progress toward gender equity.

In countries such as Sri Lanka that have been plagued by conflict, there is also a critical
interaction between security conditions and economic performance. Overt conflict, or even the
risk of serious conflict, can adversely affect growth; conversely, an end to the conflict should
deliver a peace dividend. In addition to conflict affecting the economy, economic conditions can
also exacerbate or help to ameliorate security problems. Thus, it is essential to view economic
performance in Sri Lanka through a conflict lens. Accordingly, this report includes a special
section on conflict risk; we also assess signs of how conflict may be affecting economic
performance throughout the paper.

The present evaluation must be interpreted with care. A concise analysis of selected indicators
cannot provide a definitive diagnosis of economic performance problems, nor simple answers to
questions about programmatic priorities. Instead, the aim of the analysis is to spot signs of serious
problems affecting economic growth, subject to limits of data availability and quality. The results
should provide insight about potential paths for USAID intervention, to complement on-the-
ground knowledge and further in-depth studies.

The remainder of the report presents the most important results of the diagnostic analysis, in four
sections: Overview of the Economy; Conflict Risk; Private Sector Enabling Environment; and
Pro-Poor Growth Environment. Table 1-1 summarizes the topic coverage. The appendix provides
a brief explanation of the criteria used for selecting indicators, the benchmarking methodology,
and a table showing the full set of indicators examined for this report.

4 A comprehensive poverty reduction strategy also requires programs to reduce vulnerability of the poor
to natural and economic shocks. This aspect is not covered in the template since the focus is economic
growth programs. In addition, it is difficult to find meaningful and readily available indicators of
vulnerability to use in the template
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Table 1-1
Topic Coverage

Overview of the
Economy
e Growth Performance
ePoverty and Inequality
e Economic Structure

e Demographic and
Environmental
Conditions

e Gender

Conflict Status

e Conflict Assessment

e Economic Impact of the
Conflict

Private Sector Enabling
Environment
e Fiscal and Monetary Policy
e Business Environment
e Financial Sector
eExternal Sector
e Economic Infrastructure
e Science and Technology

Pro-Poor Growth
Environment
e Health
e Education

e Employment and
Workforce

e Agriculture






2. Overview of the Economy

This section reviews basic information on Sri Lanka’s macroeconomic performance, poverty and
inequality, economic structure, demographic and environmental conditions, and indicators of
gender equity. Some of the indicators cited here are descriptive rather than analytical and are
included to provide context for the performance analysis.!

GROWTH PERFORMANCE

Sri Lanka has achieved very good aggregate growth performance, despite more than two decades
of conflict; the gains, however, have been inequitably distributed. Since 1990, real GDP has
grown by nearly 5 percent per year. Between 2002 and 2005, with a ceasefire in place, the growth
rate averaged 5.8 percent. As a result, per capita GDP rose from under US$500 in 1990 to an
estimated US$1,200 in 2006. In constant-price terms, average incomes increased by two-thirds
during this time frame (Figure 2-1).2 Indeed, growth accelerated to 7.9 percent in the first half of
2006, stimulated by post-tsunami reconstruction spending and expansionary monetary and fiscal
policies. If this high rate could be sustained, and more equitably distributed, the result would be
an economic transformation in the medium term with rapid poverty reduction and widespread
gains in living standards.

The problem is that the rapid growth scenario is not supported by economic fundamentals. First,
investment productivity is relatively low. A simple way to measure this is by examining the
incremental capital-output ratio (ICOR), which shows the amount of investment needed per unit
of extra output; a high ICOR indicates low efficiency. For Sri Lanka, the ICOR averaged 5.9 for
the period 2001-2005. This is well above the benchmarks of 4.8 for lower-middle-income
countries in Asia (LMI-Asia), 4.8 for Thailand, and 4.6 for Philippines (Figure 2-2). In fact,
countries where capital is used most productively typically have an ICOR of 4 or less.

Second, the investment rate, although growing in the past few years, has to be much higher to
sustain 8 percent growth. In 2005, gross fixed investment amounted to 26.4 percent of GDP. This
compares well to the regression benchmark of 23.9 percent, the average of 23.1 percent for LMI-
Asia and recent figures of 24.0 percent and 18.1 percent for Thailand and the Philippines.
However, an investment rate of 30 percent or more is needed to sustain the high growth rates
experienced in other industrializing Asian nations.

1 The Data Supplement provides a full tabulation of the data for Sri Lanka and the international
benchmarks, including indicators not discussed in the text, as well as technical notes for each indicator.

2IMF, World Economic Outlook database, September 2006.
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Figure 2-1
Real GDP Growth, Percent

The growth rate is respectable but not high enough to achieve rapid improvements in living
standards.
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Figure 2-2
Incremental Capital-Output Ratio (Five-year Moving Average)

Investment has been inefficient—approximately $6 of capital is needed per $1 of extra output.
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Later sections show that the key constraints on investment and capital productivity include
problems with the infrastructure, the financial system, the tax system, and the business
environment. Also, the impact of the internal conflict should not be underestimated. Even though
growth has been fairly strong through most of the conflict period, an effective peace agreement is
likely to deliver important growth benefits by reducing uncertainty for investors, freeing fiscal
resources for spending on critical public goods and services, and reconnecting major areas of the
country to the development process. Moreover, before the war, Sri Lanka had thriving tourism,
agriculture, and fishing and commerce in the north and east. Peace and reconstruction would
likely transform this region into a major growth pole, with benefits for the whole nation.

Another critical problem with growth performance in Sri Lanka is that the gains have been
marked by a stark urban bias and sharp regional imbalances. The World Bank estimates that the
growth rate averaged just 2.3 percent per year outside the Western Province from 1996 through
2004, and that Western Province accounted for over 50 percent of GDP at the end of that period,
up from just 40 percent in 1990.3 As a result, the aggregate rise in per capita income has
translated into a very modest reduction in poverty over the past two decades. Furthermore,
regional imbalances have been a major source of grievance since the onset of the separatist
conflict in the north and east, and have been exacerbated by the conflict. These issues are
discussed more fully below.

POVERTY AND INEQUALITY

Sri Lanka’s traditional commitment to equity and social justice is reflected in the country’s
performance on the UNDP’s Human Poverty Index. This index measures the prevalence of
deprivation in terms of life expectancy, literacy, access to safe water, and child nutrition. With a
score of 18 in the 2005 Human Development Report, Sri Lanka ranked 42nd out of 103
developing countries. This is exceptionally good for a lower-middle-income country. Indeed, the
extent of deprivation falls below the normal range predicted by our regression estimate for a
country with Sri Lanka’s characteristics.

The official poverty line in 2002 in Sri Lanka was Rs. 1,423 per month (just under US$15.00 at
2002 exchange rates), based on the spending needed to obtain minimum basic needs, including a
nutritional intake of 2,030 kilocalories per person. On this basis, 22.7 percent of the population is
impoverished. This is better than the regression benchmark of 27.4 percent and exhibits a notable
decline from the previous household survey in 1996, when the poverty headcount was

28.8 percent; it is also slightly better than the estimated 2003 poverty rate in the Philippines

(30 percent),* but far worse than Thailand’s 9.8 percent in 2002.> Although the overall poverty
rate is not high by benchmark standards, it is still troubling that nearly one-fourth of the

3 World Bank, Sri Lanka: Growth Opportunities in Lagging Regions — Concept Note, September 12,
2006, p. 3. The 1990 figure is from Ambar Narayan and Nobuo Yoshida, Poverty in Sri Lanka: the Impact
of Growth with Rising Inequality, World Bank PREM Report No. SASPR-8, July, 2005, p. 4.

4 National Statistical Coordination Board, the Philippines, based on the 2003 Family Income Expenditure
Survey (FIES).

5 UNDP, MDG-Plus: a Case Study of Thailand, 2005, 4.
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population cannot afford adequate nutrition. This deprivation has serious consequences for labor
productivity and earning capacity as well as children’s learning capabilities.

Even more troubling, national figures for the Human Poverty Index and the poverty rate obscure
the extent of poverty outside the major urban centers. A disaggregation of data from the 2002
household survey shows a poverty rate of 24.7 percent in rural areas and 30 percent on the
estates, compared to just 7.9 percent in urban areas. The household survey also reports an average
monthly income in urban areas of Rs. 22,420, nearly double the average income in rural areas
(Rs. 11,712) and triple that on estates (Rs. 7,303). With these numbers, it is surprising that rural
to urban migration—an instrumental part of the development process—is not more prevalent.

Regional disparities are also stark. Western Province is by far the most prosperous region, with a

median income of Rs. 12,000 per month. In the other provinces, median incomes ranged from

52 percent to 65 percent of the level in Western Province.8 Earning levels are inextricably linked

to economic infrastructure, as the poorest provinces, Sabaragamuwa and Uva, are in mountainous
regions with little or no market access and scant economic opportunity.

Also, the 2002 household survey results show a very low share of income accruing to the bottom
quintile of households: just 4.8 percent.” This is below the normal range predicted by the
benchmark regression (6.1 to 7.9 percent), and just over half the 8.7 percent for the five most
equitable countries in the world. By comparison, the bottom quintile of households obtained just
5.4 percent of income in the Philippines and 6.3 percent in Thailand. Historical HIES data further
substantiate the problem of inequality in Sri Lanka. They show that the Gini coefficient (a
composite measure of inequality) was virtually unchanged in 2002 (at 0.47) from the previous
survey in 1995/96 (0.46).8

Sri Lanka completed its first Poverty Reduction Strategy Paper (PRSP), Regaining Sri Lanka, in
December 2002. A blueprint for private sector—led economic growth, this document quickly
became obsolete, when the 2004 elections led to a change in government. At a national
development forum in May 2005, the government presented a draft of a new poverty reduction
strategy that places greater emphasis on regional inequality and opportunities for the poor.®
Furthermore, the MCA Compact proposal in July 2005 mentions that a new PRSP would soon be
released, but this has not yet occurred.

ECONOMIC STRUCTURE

Looking at the broad structure of output, the share of GDP originating in agriculture has declined
in the past five years from almost 21 percent in 2001 to just over 17 percent in 2005. The share of
industry has been steady at about 26-27 percent, while the share in services rose from 53 percent

6 Department of Census and Statistics, HIES 2002, Preliminary Report, 2004, 9. Data for the Northern
and Eastern provinces are lacking.

7 Ibid., p. 11

8 Ibid. Historical Table H1. Indeed, the Gini measure of inequality in 2002 was virtually the same as in
1985/86 (0.46), though somewhat higher than in 1990/91 and 1980/81 (both 0.43).

9 Sri Lanka: New Development Strategy, May 2005.
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to nearly 56 percent between 2001 and 2005. Both the shares in agriculture and industry are
below the regression benchmarks of 20.1 percent and 30.8 percent, respectively. Hence, the share
in services is relatively high; indeed this share is well above the LMI-Asia average of

43.6 percent. Sri Lanka depends more on agriculture and less on industry than does the
Philippines, where the respective shares are 13.6 percent and 32.5 percent; both countries have
similar shares in the service sector. Neither, however, has matched Thailand, where the share in
GDP of agriculture is down to 10.1 percent, while industry’s share has risen to 43.5 percent.

Agriculture’s share of employment has been declining as well, from 35.1 percent of the total in
2001 to 30.7 percent in 2005. The share of employment in industry was steady, between

23 percent and 25 percent, while the share in services climbed from 36.7 percent in 2001 to
44.8 percent in 2005. Comparing the output and employment structures, one sees that labor
productivity is very low in agriculture, where nearly a third of the workers are engaged in
producing just one-sixth of the country’s added value (Figure 2-3). On this basis, labor is most
productive in the service sector, which is led by the communications industry.19 The large
differentials in productivity indicate an inefficient allocation of labor. The time trend shows,
however, that a transformation is occurring, with workers moving to pursuits outside agriculture
with higher productivity. This process is an important source of growth, yielding gains in national
productivity and average living standards.

10 According to the Central Bank of Sri Lanka Annual Report 2005, the major service subsectors
contributing to growth in recent years have been communications services, financial services, other
business services, wholesale and retail trade, hotels, and restaurants. Due to the Tsunami, wholesale and
retail trade, hotels, and restaurants growth lagged in 2005.
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Figure 2-3
Output Structure and Employment Structure

Agricultural productivity is much lower than the productivity of the service sector.
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DEMOGRAPHY AND ENVIRONMENT

Sri Lanka’s population of nearly 19.5 million (2004) has been increasing by 1.3 percent per year.
The moderate pace of population growth translates into a relatively low age dependency rate of
0.46 for 2004, meaning that there are 46 dependents for every 100 working-age adults

(Figure 2-4). This is well below the LMI-Asia average of 0.67 and the Philippines’ 0.65, and
comparable to Thailand’s figure of 0.45. Moderate population growth and a low age dependency
rate favor economic and human development by reducing the household consumption burden for
income earners and easing the growth of demand for public services. These conditions also
reduce the entry rate of job seekers in the labor market. With appropriate labor market policies
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(see Labor Market, below), the favorable demographic trend should make it easier to avoid youth
unemployment, which can trigger conflict.

Figure 2-4
Age Dependency Rate

A low age dependency rate reduces the household burden on wage earners and the pressure for
expanding public services.
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Although Colombo is a major metropolitan center, the nation’s urbanization rate of 21.1 percent
in 2004 is low relative to all the benchmarks. Despite an unusually rural population, the adult
literacy rate is 90.7 percent. This is above the regression benchmark of 81.6 percent for a country
with Sri Lanka’s characteristics but well below the LMI-Asia average of 94.7 percent, and
slightly under the rates of nearly 93 percent in Thailand and the Philippines.

Demographic pressures and poverty are often sources of environmental stress. A recently
developed Environmental Sustainability Index (ESI) scores countries on their ability to preserve
environmental resources. On an upward scale of 0 to 100, Sri Lanka’s score of 48.5 for 2005 was
identical to the LMI-Asia average, very near to Thailand’s score of 49.8, and considerably better
than the score of 42.3 for the Philippines. The ESI components reveal, however, that Sri Lanka
falls short in the category of Environmental Systems, with threats to biodiversity and diminishing
access to potable ground water because of water stress and water pollution.

GENDER

Gender equity enables faster economic growth by ensuring that the productive capacities of all
citizens can be used to full extent. Sri Lanka performs very well on every basic indicator of
gender equity. For example, the ratio of male to female life expectancy at birth was 0.93 in 2004.
The margin by which women live longer than men, on average, essentially matches the LMI-Asia
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average of 0.94. Corresponding ratios for Thailand and the Philippines are 0.90 and 0.94. These
figures reveal that women in Sri Lanka have good access to health care and nutrition (see Health,
p. 37).

In Sri Lanka, the ratio of male to female gross enrollment rates, combining all levels of schooling,
is 0.97; this is similar to the LMI-Asia average (0.99) and the values for Thailand (1.00) and the
Philippines (0.96). A number below 1.0 indicates that the enrollment rate is actually higher for
females than for males, presumably because men have more opportunity to join the labor force
(see Employment and Workforce, p. 39). Still, it is an unmistakable sign of commitment to
gender equity in education.

Gender disparities in the labor force, however, are acute (see Employment and Workforce, p. 39).
Therefore, as women in Sri Lanka continue to cultivate education as much as their male
counterparts, policymakers must focus commensurate attention to creating equitable opportunities
for women in the workplace so that all Sri Lankans can fulfill their productive potential and
contribute to national development.



3. Conflict and the Economy

Since 1983, Sri Lanka has experienced a nearly continual conflict between the Government of Sri
Lanka and the Liberation Tigers of Tamil Eelam (LTTE). The conflict is estimated to have killed
as many as 65,000 and displaced 1 million people. A ceasefire agreement signed in February
2002 created a hopeful opportunity for a peaceful resolution to the conflict. On paper, the
ceasefire remains in place, but since April 2006, armed hostilities between the government and
the LTTE have resumed, as have conflicts between LTTE factions.

We examined the conflict in Sri Lanka from an economic perspective, also taking into
consideration some social factors that have contributed to the conflict. We use performance
indicators that are presented elsewhere in the report as well as other indicators that specifically
address conflict, including the Conflict Assessment System Tool (CAST), developed by the Fund
for Peace (FFP) to assess the extent to which states are vulnerable to violent internal conflict and
societal dysfunction.

CONFLICT ASSESSMENT

CAST uses 12 social, economic, political, and military indicators to rank 148 countries in terms
of risk. Each indicator is scored on a scale of 1-10 (with 10 being the worst) according to a
computerized content analysis that processes thousands of news articles and documents from
around the world on a daily basis and combines the results of this analysis with quantitative data.
The overall CAST score—called the Failed State Index (FSI)—is an unweighted sum of the 12
indicator scores.! Higher scores represent greater risk, with 120 being the worst possible total. A
score of 95 or higher falls into the category of “critical” danger. For this report, FFP analyzed
data for the first nine months of 2006 for Sri Lanka? and the two comparator countries. Sri
Lanka’s score is 95.3, while Thailand’s and the Philippines’ scores are much lower, at 80.4 and
83.0, respectively (Figure 3.1).Furthermore, the result for Sri Lanka is worse than in 2002 and
2003, when the country’s score was in the low 80s. The analysis shows a heightening of conflict
risk in the past three years, with the key indicators highlighting some underlying problems.

1 “The Failed States Index,” Foreign Policy, July/August 2005.
2 The Fund for Peace Sri Lanka 2006 Conflict Assessment is available upon request.
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Figure 3-1
Failed States Index: Sri Lanka, Thailand, and the Philippines

Sri Lanka faces significantly more conflict pressures than Thailand or the Philippines.
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Sri Lanka is not a failed state, despite the civil conflict. The state functions reasonably well. But it
is also experiencing a tragic conflict, which in turn undermines efforts to promote more rapid and
equitable economic development.

Some components of the FSI shed light on the sources of the conflict. Figure 3.2 shows Sri
Lanka’s score for each indicator. Among the four social indicators, the most serious problem is
polarization along ethnic and religious lines. These sectarian tensions are evidenced by a Group
Grievance rating of 8.5 (out of 10), up sharply from the low of 7.1 in 2003. Ethnicity3 and
religion provide the ideological and symbolic foundations for violence. The roots of this conflict
go back to the 1950s, when the government tried to reverse what it saw as undue Tamil influence,
for example by making Sinhala the only official language.

3 The Buddhist Sinhalese make up 74 percent of the population, Sri Lankan Tamils account for 7 percent,
Indian Tamils 5-6 percent, and Muslims 7 percent.
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Figure 3-2
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The conflict has been exacerbated by regional disparities in income and employment. A basic
sign of the opportunity gap is the labor force participation rate. In 2004, the labor force consisted
of only 33.8 percent of the working age population in the north, and 40.3 percent in the east;
corresponding figures for the central, southern, and western provinces ranged from 48.0 percent
to 54.8 percent.* Unemployment is also much higher in the north (13.0 percent) and east

(15.9 percent) than the national average (8.8 percent). The unemployment rate is also well above
the national average in strongholds of the leftist and Sinhala-nationalist Janatha Vimukti
Peramuna (JVP) party, including the south (10.6 percent), Matara (11.0 percent), Hambantota
(13.3 percent ), and Polonnaruwa (11.7 percent ) (Figure 3-3). In these disadvantaged regions,
most of the unemployed are between 15 and 29 years old. Both the Tamil and Sinhala nationalist
movements mobilize these young people by focusing on grievances about the lack of employment
opportunities and economic disparity. Given the low opportunity cost in terms of income and
employment, youth have little reason not to turn to the military as a way of life. This tendency
polarizes communities, fuels conflict dynamics, and leads to greater instability.

4 The labor force in Sri Lanka is defined as including anyone age 10 or over who is working or seeking
work, including own-account workers in the informal sector and on family farms (Department of Census
and Statistics. 2004. Annual Report of the Sri Lanka Labour Force Survey. Colombo, Sri Lanka.
http://wwwe.statistics.gov.lk/samplesurvey/annual%20report-20041.pdf).
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Figure 3-3
Unemployment by Province, 2004
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Data for 2002 GDP by region and data from the 2002 household survey confirm the acute
regional inequality. Fully 49.4 percent of GDP that year was concentrated in the Western
province. The southern region generated 9.7 percent of GDP, whereas the east and north together
accounted for just 7.6 percent (Figure 3-4).The geography of poverty is similar. The 2002
household survey results indicate that the incidence of poverty has declined to just 6 percent in
Colombo and 11 percent in nearby Gampaha district, while remaining in the range of 20 to

37 percent in the rest of the country. The sharp disparities are attributable to major differences in
the quality of infrastructure, the concentration of export processing zones in the west, and
sluggish growth in agriculture, as well as disruptions and displacements caused by the conflict.
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Figure 3-4
Percentage of GDP, by Province, 2002
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Violent challenges to the state have been driven by a sense of exclusion and alienation in the
economic periphery. In the south, unequal development between rural and urban areas has fed the
politics of poverty as an effective tool for mobilizing Sinhala nationalist sentiments. As noted
earlier, the poverty rate is 24.7 percent in rural areas, where most people dwell, compared to just
7.9 percent in urban areas. For those living on estates, mostly Indian Tamils, 30 percent struggle
with incomes below the poverty line. There are also serious disparities between the developed
areas around Colombo and more peripheral rural and dry-zone districts such as Anuradhapura,
Hambantota, Pollanaruwa and Matara. The latter form the geographical core of JVP strength.

The perception of growing inequality is confirmed by the CAST indicators. The score for the
uneven economic indicators increased to 8.2 in 2006 from 7.1and 7.2 in 2003 and 2004. Although
the abrupt increase reflects heightened attention to economic disparities rather than a sudden
change in conditions on the ground, the perception itself provides the basis for disaffection.

In addition, there is a perception that the state is not managing the economic disparity very well
The indicator for Factionalized Elites has a value of 9.3, reflecting the fact that the government
has taken a hard line against Tamils in the north and east and is unlikely to take action that will
reduce this disparity. Other major problems are Legitimacy of the State (with a score of 8.4 in
2006) and Security Apparatus (9.2 in 2006). These indicators reflect the rise in violence since
April 2006, bringing the country to the brink of renewed civil war.

Another remarkable factor is a jump to 7.1 in the 2005 score for external influence as a source of
tension, from a very low 3.9 the previous year. This change is due to the interplay between
factional tensions and donor support for relief and reconstruction following the December 2004
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tsunami, which killed 60,000 people and displaced another half million.> In spite of initial hopes
that the tsunami response would provide space to re-energize peace negotiations, it had the
opposite effect of deepening political fault lines and undermining trust. This occurred because the
government and the LTTE were unable to implement an agreement reached, after protracted
negotiations, on modalities for distributing aid in LTTE-controlled areas. The government was
unwilling to allow substantial amounts of aid to reach rebel hands, and many foreign
governments could not work with the LTTE as a terrorist organization. Further, the JVP and the
Buddhist clergy adamantly opposed any distribution of aid to the rebels.

ECONOMIC IMPACT OF CONFLICT

Although Sri Lanka has maintained a relatively high rate of growth and made some gains in
poverty reduction, as described in Section 2, the conflict has impaired progress, for a number of
reasons. First, the cost of coping with the conflict diverts fiscal resources from more productive
uses such as investing in infrastructure, improving agricultural productivity, and other areas of
need identified in this report. Second, without offsetting revenue gains, the military expenditure
complicates efforts to manage the fiscal deficit, restrain money supply growth, and reduce
inflation (see Fiscal and Monetary Policy, p. 21). These macroeconomic problems jeopardize
growth and exacerbate poverty. Third, the conflict hampers domestic and foreign direct
investment by creating uncertainty. This reduces not only the capital available for growth but also
access to technology and management skills. Finally, conflict in the north and east has created a
large population of internally displaced people, which places pressure on land resources,
increases the need for humanitarian relief, and adds to the pool of unemployed.

WHAT CAN BE DONE?

In 2001, the southern electorate endorsed the moderate and pro-business platform of the United
National Party (UNP), mainly in the hopes of easing their economic malaise, not as an
endorsement of the peace process. When southern voters were asked to prioritize their concerns,
they ranked economic issues highest: 48.2 percent identified the cost of living and 16.5 percent
unemployment; ethnic conflict was the principal issue for only 18.8 percent of these voters.6
These findings suggest that policies and programs to improve income opportunities can help to
reduce disaffection and political tensions in rural areas of the south. Conditions are even more
dire in the north and east, where the conflict has been concentrated, but it will be difficult to
improve economic opportunities in these regions until the peace process is back on track.

No one should expect economic measures to transform the peace negotiations. Nonetheless,
policies and programs that address regional grievances and create more hope for a better future
may have a significant role to play in softening the constituency for conflict and strengthening the
political basis for a settlement. Key points of entry include measures to stimulate rural

5 Sri Lanka Department of Census and Statistics

6 Bastian, Sunil. 2005. The Economic Agenda and the Peace Process, in Goodhand, J., Klem, B. et al.
Aid, Conflict and Peacebuilding in Sri Lanka, 2000-2005. A report prepared for the World Bank, DFID, the
Netherlands Embassy, SIDA, and the Asia Foundation.
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development, improve agricultural productivity, reduce youth unemployment, decrease
corruption, and improve the environment for private initiative to thrive.

For example, the viability of smallholder paddy production has been gradually deteriorating for
many years. As a result, the living conditions of households producing this staple crop have also
deteriorated. Off-farm rural employment may provide a partial solution, but the solution is limited
in areas on the economic periphery for younger workers without training and experience.
Agricultural productivity, therefore, must increase, while the private sector must support job
creation in economic centers and subcenters to absorb workers who migrate in search of
productive work.

Especially important are targeted projects and affirmative action programs aimed at helping
Tamils and other rural poor in areas under government control. To develop disenfranchised rural
areas, the government needs to promote policies to diversify agriculture; facilitate value addition
for agricultural products; enhance linkages to domestic and international markets; improve the
environment for investment and business development; and invest in public infrastructure,
especially roads, water, and sanitation. The basic objectives are to create economic opportunities
and demonstrate that the government is working for the rural poor from all ethnic groups.






4. Private Sector Enabling
Environment

This section reviews key indicators of the enabling environment for encouraging rapid and
efficient growth of the private sector. Sound fiscal and monetary policies are essential for
macroeconomic stability, which is a necessary (though not sufficient) condition for sustained
growth. A dynamic market economy also depends on basic institutional foundations, including
secure property rights, an effective system for enforcing contracts, and an efficient regulatory
environment that does not impose undue barriers on business activities. Financial institutions play
a major role in mobilizing and allocating saving, facilitating transactions, and creating
instruments for risk management. Access to the global economy is another pillar of a good
enabling environment, because the external sector is a central source of potential markets, modern
inputs, technology, and finance, as well as competitive pressure for improving efficiency and
productivity. Equally important is development of the physical infrastructure to support
production and trade. Finally, developing countries need to adapt and apply science and
technology to attract efficient investment, improve competitiveness, and stimulate productivity.

FISCAL AND MONETARY POLICY

Fiscal and monetary policies are jeopardizing the sustainability of economic growth in Sri
Lanka.?! The clearest sign of a macroeconomic problem is inflation, which climbed to

10.6 percent in 2005 (Figure 4-1).22 This is more than double the regression benchmark of

4.6 percent, and significantly higher than the inflation rates in Thailand and Philippines

(4.5 percent and 7.6 percent, respectively). Moreover, inflation in 2006 will be higher still.
According to the Central Bank, prices rose by 15.4 percent during the 12 months to September
2006.23 Unless this trend is reversed quickly, high inflation threatens to drive nominal interest
rates even higher, destabilize the rupee, augment investment risks, deepen poverty, trigger labor

21 In 2005, the World Bank’s World Development Indicators (WDI) database adopted a new system
(GFS 2001) for reporting fiscal data, although most developing countries use the old system (GFS 1986).
Consequently, the WDI has recent fiscal data for only a few developing countries. The limited sample size
distorts most group averages for WDI fiscal data. This section therefore uses comparisons based on
absolute standards, or data from WDI 2004; more recent figures for Sri Lanka, Thailand, and the
Philippines are drawn from country sources.

22 Recent macroeconomic data are obtained from the Central Bank of Sri Lanka website.

23 CBSI, Selected Economic Indicators, October 13, 2006. This is the 12-month change in the Colombo
Consumer Price Index. Other price indices show lower inflation rates, but nearly all are in double digits.
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unrest, and accentuate strains on the political system. This list of possible, even probable,
consequences illustrates the seriousness of the problem.

Figure 4-1
Inflation Rate

Inflation increased to 15.4 percent in the 12 months to September 2006. It may continue to
increase because of expansionary fiscal and monetary policies.
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Rising inflation is widely blamed on fuel and power price adjustments. Yet many countries have
faced the same pressures without such high inflation. A more basic cause is weakness in fiscal
and monetary policy.

The government’s poor fiscal position is a major source of macroeconomic imbalance. In 2005,
the budget deficit, including grants, was 8.7 percent of GDP.24 This is almost four times the
regression benchmark of 2.2 percent and much worse than recent budget outcomes in the
Philippines and Thailand (Figure 4-2). For 2006, the government projected an even larger deficit,
of 9.1 percent of GDP.25

24 |bid. Excluding tsunami-related expenditure, the figure is 7.1 percent of GDP. Tsunami expenditure
has been partially funded by the deferment (but not cancellation) of debt payments.

25 Budget Speech 2006.
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Figure 4-2
Government Budget Balance, Including Grants, Percent of GDP

The fiscal deficit is unsustainably high.
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The budget deficit has been driven by relatively high expenditures and low revenues. In 2005,
government expenditure absorbed 24.7 percent of GDP; this is well above the regression
benchmark of 21.1 percent and the expenditure level in Thailand (17.3 percent), though on par
with that of the Philippines (24.4 percent). The government’s budget for 2006 projected a jump in
spending to 26.9 percent of GDP. The budgeted increase in spending was driven mainly by higher
subsidies aimed at equity objectives (often at the expense of efficiency), higher wages and
salaries for civil servants, and rising interest payments, especially on domestic debt. The renewed
conflict will impose further demands on the budget. After peaking at 6.0 percent of GDP in 1996,
defense spending fell to 4.5 percent of GDP in 2000 and 2.7 percent in 2003. This trend is likely
now to reverse, and defense spending will squeeze funds for other public services or make the
deficit worse. The cost of deficit financing is already a huge burden. Interest payments accounted
for an extraordinary 25.1 percent of total expenditures in 2005 and are at the brink of spiraling
upward as a result of new borrowing, compounded by the impact of inflation on domestic interest
rates and the value of the rupee. Interest costs are a fiscal wild card that could worsen the deficit
and feed inflation (if interest costs are financed by printing money), or crowd out spending on
infrastructure, poverty programs, health care, and education (if financed by domestic borrowing).

Furthermore, government revenues are relatively low. In 2005, revenue, excluding grants,
amounted to 16.1 percent of GDP, nearly 6 percentage points below the regression benchmark of
21.9 percent. Low domestic revenue mobilization is exacerbated by the lack of progress on the
peace accords, which reduces donors’ willingness to provide aid. Indeed, grants accounted for
only 1.9 percent of total revenue in 2005. The government has endeavored to increase revenue by
broadening the tax base (for example, by introducing an economic service charge on businesses
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and new import cesses) and strengthening tax administration; the 2006 budget, however, departs
from good fiscal governance by increasing corporate and personal tax rates, introducing new
import fees, and narrowing the tax base through new investment incentives. This is the opposite
of best practice, which would be to lower tax rates while broadening the tax base.

A more direct source of inflationary pressure stems from monetary policy. Although the central
bank has been leaning against the inflationary wind by raising interest rates, the money supply
has increased by nearly 20 percent per year for the past two years. The Central Bank estimates a
similar expansion in the money supply in 2006.26 Although the growth in broad money supply is
not far above the regression benchmark of 16.9 percent, it is far too fast for price stability, given
the rate of real GDP growth and the uncertainties

prevailing in the economy. Furthermore, rising inflation
imposes a steep implicit tax on holding cash, which IMF Program Status for Sri Lanka
reduces the demand for cash balances. In the absence of

tighter monetary policy, this fuels inflation. High inflation In 2003, the IMF approved a Poverty
has also pushed the real interest rate on loans to prime Reduction and Growth Facility (PRGF)
customers to very low or negative levels (see Financial and an Extended Fund Facility (EFF)
Sector, p. 26); one result is that the cost of credit no longer ~ for Sri Lanka, but the support halted
serves to screen out inefficient investments. This not only after the new Government in 2004
exacerbates the productivity problem it also stimulates the adopted policies departing from prior

demand for credit. Borrowing by the private sector has agreements with the Fund. Although
been growing rapidly, accounting for 83.5 percent of the the Fund provided post-tsunami
high rate of money supply growth in 2005. emergency assistance in 2005, the

Government is not currently pursuing
In summary, these fiscal and monetary imbalances, if not an IMF program.

corrected quickly, may jeopardize the prospects for

continued growth and possibly intensify political tension.

Greater efforts are needed to increase revenue, while tax rates are lowered to foster investment
and reduce tax evasion. Donors might consider technical support to the government for
broadening the tax base and reforming tax laws a high priority. Assistance is also urgently needed
to help the government improve the targeting of social expenditures and subsidies, provide public
services more efficiently, and streamline the civil service. Moreover, the government needs to pay
attention to debt sustainability to avert a potential macroeconomic meltdown.

BUSINESS ENVIRONMENT

Institutional barriers to doing business, including corruption in government, are critical
determinants of private sector development and prospects for sustainable growth. Sri Lanka’s
current performance on these indicators is mixed, leaving much room for improvement.

The World Bank’s composite index of Doing Business indicators places Sri Lanka 89th of 175
countries. For a lower-middle-income country, this is a good score. Most of the Doing Business
indicators used for this report, including the number of procedures required to enforce a contract,
register property, and start a business, are in line with international benchmarks, though there is

26 Selected Economic Indicators bulletin for October 13, 2006.
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still room for improvement. The most notable deficiency is that the enforcement of an illustrative
contract takes an estimated 837 days, more than double the time needed in Thailand (425 days)
and even far more than in the Philippines (600 days). The Doing Business report also shows that
the time taken to start a business (as opposed to the number of steps required) is longer in Sri
than elsewhere; it takes 50 days in Sri Lanka, compared to the LMI-Asia average of 39 days, and
the 3 days in Thailand and 48 days in the Philippines.

Conflict risk is another important impediment to doing business in Sri Lanka, as revealed by the
World Economic Forum’s (WEF) annual survey of executive perceptions. The country receives a
score of 2.6 (on a scale of 0 to 7) on the indicator for the business cost of terrorism, with lower
numbers indicating higher cost. This suggests that businesses view the potential for terrorism in
Sri Lanka to be a greater impediment than in Thailand and Philippines, where businesses gave
ratings of 4.9 and 3.5, respectively. Survey guestions about perceptions lack objectivity, but for
investment decisions, perceptions often matter the most.

Corruption and governance are growing problems. Transparency International’s Corruption
Perceptions Index for Sri Lanka fell from 3.7 in 2002 to 3.1 in 2006 (on a scale of 0 to 10, with
higher numbers indicating less corruption). This score is marginally better than the regression
benchmark value of 3.0. Sri Lanka’s score is not good, however, because a score of 3.0 is the
threshold for categorizing corruption as rampant. Moreover, Sri Lanka’s score shows a worrisome
downward trend (Figure 4-3). Deterioration is also evident in the quality of governance, as is
shown by the World Bank’s indices for Rule of Law and Regulatory Quality.2” On a scale of -2.5
to +2.5 (with a global mean of 0.0), Sri Lanka’s score on Rule of Law has fallen from 0.2 in 2003
to 0.0 in 2005. This is similar to the LMI-Asia average of -0.1, and much better than the
Philippines’ poor showing of -0.5. The Regulatory Quality index also fell, from +0.1 in 2003 to
-0.1in 2005, which is slightly better than the LMI-Asia average of -0.3 but below the scores for
Thailand and Philippines (0.4 and 0.0, respectively).

These observations indicate that Sri Lanka has a long way to go to establish a friendly business
environment as an instrument for stimulating investment, productivity, and growth. Donors
should consider supporting reforms to improve economic governance and reverse the negative
trend toward corruption. Gaining a better understanding of urban—rural differences in the
institutional environment for doing business and developing programs accordingly are also
important.

27 Both indices are used as selection criteria for MCA compact status, and both are green on the MCA
Fiscal 2007 scorecard for Sri Lanka. For definitions, see technical notes in the Data Supplement on line:
http://lwww.nathaninc.com/projects/projectdetails.asp?pid=136&pfid=0&rpid=4&rid=9
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Figure 4-3
Corruption Perception Index
A falling CPI score indicates a perception of rising corruption.
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FINANCIAL SECTOR

A sound and efficient financial sector is a key to mobilizing saving, fostering productive
investment, and improving risk management. Basic indicators show that Sri Lanka’s financial
system is underdeveloped compared with those of other lower-middle-income countries. A simple
indicator of banking sector development is the degree of monetary deepening, measured by the
ratio of broad money (currency plus bank deposits) to GDP. In Sri Lanka this ratio has been
steadily increasing, reaching 43.2 percent by 2005.28 This is close to the regression benchmark
value of 46.1 percent, but short of the values for Thailand and the Philippines (90.6 percent and
54.2 percent, respectively).

Another indicator of an active banking system, domestic credit to the private sector as

a percentage of GDP, at first glance appears to be healthy. This ratio rose from 28.1 percent in
2001 to 32.6 percent in 2005. This is close to the average of 34.6 percent for LMI-Asia and the
ratio of 34.8 percent for the Philippines, though still far below the 97.4 percent for Thailand. The
rapid expansion of credit has been fueled at least in part, however, by the fact that real interest
rates for prime borrowers fell to virtually zero in 2004 and became negative in 2005 and 2006
(Figure 4.4).2° Because interest charges are tax deductible, and capital gains are tax free,
businesses can borrow profitably even if they use the funds for unproductive purposes such as

28 Figures for 2005 in this section are obtained from the Central Bank of Sri Lanka website.

29 The real interest rates for 2005 and 2006 are derived from data on the Central Bank website. The
methodology is not fully consistent with numbers through 2004 from the latest World Development
Indicators. Hence, Figure 4.4 only shows data through 2004.
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importing excess inventory. Thus, negative real interest rates encourage rapid growth in the
demand for credit while creating a misallocation of financial resources. The government can
restore positive real interest rates by cracking down on inflation (see Fiscal and Monetary Policy,
above), or allowing nominal interest rates to rise more rapidly. The latter course of action,
however, would seriously increase the government’s already heavy burden of debt service.

Figure 4-4
Real Interest Rates (Lending Rate)

Very low or negative real interest rates hinder saving and financial intermediation while
encouraging a highly inefficient allocation of credit.
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In a 2004 report on the investment climate, the World Bank and the Asian Development Bank
found that urban manufacturers consider the cost of finance a major constraint to investment. The
information dates from a survey conducted in 2003, when real interest rates were still
significantly positive. Moreover, small enterprises always face much higher interest rates. Rural
enterprises identified both the cost and availability of finance as major constraints on investment.
For a lower-middle-income country, Sri Lanka actually has an extensive system of rural finance,
mainly through regional state banks, subsidized Samurdhi banks, and local credit cooperatives.
International experience suggests that subsidized state-run systems hinder the development of
self-sustaining microfinance institutions, which can only cover the high per-unit cost of servicing
very small clients by charging relatively high interest rates.

Beyond the banking system, stock market capitalization is a primary indicator of financial
development for emerging economies. Driven by bright economic prospects in the wake of the
2002 peace accord and pro-business reforms under the UNP government, the ratio of stock
market capitalization to GDP tripled between 2001 and 2005 and peaked at 32 percent, before
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falling to 24.7 percent at the end of 2005.30 This heady growth was an unmistakable sign that
investors viewed the peace process and the reform program as having a dramatically positive
effect on the business environment. Even so, the capitalization ratio at the end of 2005 was still
far short of the regression benchmark of 40.0 percent, as well as the values for Thailand

(83.0 percent) and the Philippines (29.3 percent). Moreover, the stock market has been very
volatile during the past year, reflecting reversals in both economic policy and security.

Although the stock market has gained strength, the market for corporate bonds remains
undeveloped. This seriously limits the financing options for major enterprises. According to an
IMF report in 2005,31 substantial pools of longer-term financing are available through the
Employee Provident Fund and National Savings Bank, but the funds are channeled into
government securities. This arrangement provides a captive supply of financing to the
government and inhibits the development of capital markets for private sector development.

In light of these findings, donors should be concerned about the relationship between inflation
and interest rates as it affects prospects for sustainable growth. This observation underscores the
importance of improvements in monetary and fiscal management. Policy reform is also required
to facilitate the development of sustainable rural credit and microfinance systems, as well as an
active bond market to broaden the menu of financing options for larger enterprises.

EXTERNAL SECTOR

Fundamental changes in international commerce and finance, including reduced transport costs,
advances in telecommunications technology, and lower policy barriers, have fueled a rapid
increase in global integration in the past 25 years. The international flow of goods and services,
capital, technology, ideas, and people offers great opportunities for Sri Lanka to boost growth and
reduce poverty by stimulating productivity and efficiency, providing access to new markets and
ideas, and expanding the range of consumer choice. At the same time, globalization creates new
challenges, including the need for reforms to take full advantage of international markets and
cost-effective approaches to cope with the resulting adjustment costs and regional imbalances.

Sri Lanka began liberalizing trade in 1977, ushering in the era of accelerated but unevenly
distributed growth. In the past five years, external sector performance has been favorable on a
number of fronts: exports have been remarkably buoyant, the current account deficit has remained
modest despite rising petroleum prices, and the burden of external debt service has declined. Yet
significant structural weaknesses remain: steep import fees and cumbersome procedures hamper
international trade; foreign direct investment is stagnant; and a real appreciation of the rupee is
now undermining the competitiveness of exporters and import-competing businesses.

30 Central Bank of Sri Lanka website.

31 IMF, “High Interest Spreads in the Banking Sector,” in Sri Lanka: Selected Issues and Statistical
Appendix, June 30, 2005, 32—-40.
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International Trade and the Current Account Balance

Three decades after discarding the closed-economy model of development, Sri Lanka is still less
active in international trade than many similar countries. In 2005, trade flows (imports plus
exports of goods and services) equaled 76.3 percent of GDP. This is below the normal range for a
country with Sri Lanka’s characteristics as estimated by the benchmark regression (Figure 4-5). It
is also far lower than the figures for Thailand (136.4 percent in 2004, the most recent year
available) and the Philippines (102.4 percent in 2004). Moreover, trade as a percentage of GDP
fell during the period 2001 to 2005, with the exception of a slight upturn in 2004.

Figure 4-5
Trade in Goods and Services, Percent of GDP

Trade is a smaller percentage of GDP in Sri Lanka than in most countries in the region.
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The comparatively low share of foreign trade in GDP suggests that more measures to enhance
openness are needed to stimulate trade, investment, and productivity. Import barriers are a
particular concern. Tariffs for most products range from 0 to 28 percent, but the government also
levies a 10 percent surcharge on all dutiable imports and an additional levy of 10-20 percent on
“nonessential” goods. The Office of the United States Trade Representative found that these
charges amount to over 48 percent of the value of most imports of finished goods.32 In addition,
the Central Bank recently announced a 50 percent “margin deposit” for imports of nonessential
goods, to limit bank credit to importers.33 These barriers create extremely high levels of effective

32 Office of the U.S. Trade Representative. “Sri Lanka.” 2006 National Trade Estimate Report on
Foreign Trade Barriers, 600-01.
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protection that shield inefficient local producers while drawing resources away from other
investments, including export activities. This is not a formula for rapid, sustainable growth.

Cumbersome import and export procedures also impair integration with world markets. The
World Bank’s Doing Business in 2007 ranked Sri Lanka 99th among 175 economies for ease of
trading across borders. The bank’s estimates of the time needed to complete export and import
procedures are 25 and 27 days, respectively. This suggests that trade procedures in Sri Lanka are
somewhat more of an impediment than in the Philippines (18 days to export and 20 to import) or
Thailand (24 days to export and 22 days to import). All of these countries, however, are far off
the mark set by regional leaders such as Hong Kong (6 days to export and 5 to import) and
Singapore (6 days to export and 3 days to import).

Despite the constraints, exports grew in U.S. dollar terms by 7.8 percent in 2004 and 7.5 percent
in 2005. This is moderately good performance, but well below that of Thailand (9.6 percent
growth in 2004) and the Philippines (14.1 percent growth in 2004). It is much better, however,
than many observers expected in light of the January 2005 phaseout of global textile and apparel
quotas. Indeed, some observers feared a collapse of the garment sector because of intensified
competition from lower-cost producers. Yet provisional statistics from the Central Bank show a
small increase in the dollar value of textile and apparel exports in 2005. Exports of tea and rubber
products also grew in 2005, with higher prices magnifying the gains. These three products
accounted for 41.7 percent of exports in 2004. This degree of export concentration indicates that
Sri Lanka is vulnerable to specific market shocks, such as cyclical downturns in demand for
garments or shifts in the world price for key commodities. Further diversification would provide a
more resilient foundation for growth.

Another potential source of foreign exchange is tourism. This sector, however, has been
constrained by the persistent conflict. Tourism barely survived during the 1980s and 1990s in Sri
Lanka, while flourishing in other Asian countries. In 2001, tourism contributed less than

5 percent of Sri Lanka’s export revenues, compared to 10 percent for Thailand.3# Tourist arrivals
jumped by nearly 70 percent between 2001 and 2004,35 in the wake of the February 2002
ceasefire agreement—a strong sign that the sector could flourish with a durable peace.

Sri Lanka has run a low but persistent current account deficit in recent years. The deficit rose
from 1.1 percent of GDP in 2001 to 3.0 percent in 2004, then fell back to 2.4 percent in 2005. The
improvement in 2005 occurred despite a widening of the trade deficit. A jump in official transfers
for post-tsunami assistance, and an increase in remittances, the other two main components of the
current account balance, offset the deterioration in the trade account. Remittances from Sri
Lankans overseas—primarily from unskilled laborers in the Middle East—rose by more than half
from 2001 to 2005, reaching US$1.9 billion (Figure 4-6). Remittances financed more than

33 “Sri Lanka Slaps Limits on Non-Essential Imports to Curb Credit Growth. Lanka Business Online,
October 20, 2006.
http://www.lankabusinessonline.com/fullstory.php?newsID=477098312&no_view=1&SEARCH_TERM=
1, accessed October 25, 2006.

34 World Bank. Sri Lanka: Improving the Rural and Urban Investment Climate, 66-67.
35 Central Bank of Sri Lanka Annual Report — 2005, p. 89.
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75 percent of the trade deficit in 2005 and amounted to 24.3 percent of the value of exports. In
light of the increasing importance of remittances, policymakers should seek to improve the
security and efficiency of cash transfer mechanisms and develop programs to channel a larger
share into productive investments. The government’s introduction of Nation Building Bonds is a
step in this direction,36 but the primary target should be to finance private investment.

Figure 4-6
Workers’ Remittances, Percent of Exports

Workers’ remittances have increased significantly since 2001, and particularly since the
December 2004 tsunami.
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Foreign Investment, External Debt, and the Exchange Rate

Foreign direct investment (FDI) can catalyze productivity gains by transferring technology,
developing human capital, and enhancing competition. FDI flows into Sri Lanka totaled

1.0 percent of GDP in 2005,% slightly less than the 1.1 percent in 2001, before the ceasefire. The
ratio of FDI to GDP is slightly higher than in Thailand (0.9 percent) or the Philippines

(0.6 percent). Sri Lanka’s rate, however, trails the LMI-Asia average of 1.3 percent, as well as the
global LMI average of 2.1 percent and the regression benchmark of 2.2 percent.

36 Ibid., 89 (for remittance totals and information on Nation Building Bonds).

372005 FDI figure ($272 million) from 2005 Central Bank Annual Report; 2005 GDP ($23,478,920,000)
from World Development Indicators.
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An index of Inward FDI Potential compiled by UNCTAD suggests that the climate for attracting
FDI is weak and deteriorating. On a scale of O (poorest) to 1 (best),38 Sri Lanka’s score of 0.115
for 2003 (latest year available) was well under the LMI-Asia average of 0.21 and the scores for
Thailand (0.22) and the Philippines (0.21).39 The 2005 Central Bank Annual Report states that
“the government intends to attract more investment in the future, by identifying potential
investors and encouraging them through various incentives,”40 but the poor UNCTAD Index
scores indicate that the top priority should be to improve the investment climate. In addition, as
the World Bank’s 2004 Investment Climate Assessment notes, “Achieving a permanent peace is
undoubtedly the most important step Sri Lanka can take toward improving its investment
climate.”4!

Our fiscal analysis showed that government debt is worryingly high. Even so, the country is not
overly burdened by borrowing from abroad. The ratio of external debt service to export earnings
declined from a moderate 11.6 percent in 2004 to a low 7.9 percent in 2005.42 Contributing
factors included a post-tsunami moratorium on Paris Club debt, combined with a rise in export
earnings. Sri Lanka’s external debt had a present value of 50.4 percent of GNI in 2004; while this
exceeds the regression benchmark of 44.4 percent, it is not an alarming figure.

More problematic is the recent appreciation of the real effective exchange rate (REER), which
threatens the competitiveness of domestic industries. After depreciating in real terms between
2002 and 2004, the rupee reversed course sharply in 2005. Using an index equaling 100 in 1995,
the REER rose from 93.5 in August 2004 to 109.5 in August 2006, a jump of 17 percent in two
years (Figure 4-7). This occurred because accelerating inflation has not been matched by an equal
devaluation of the currency. Real appreciation of the rupee is reducing the competitiveness of Sri
Lankan exports, as well as products sold locally in competition against imports. Export sectors
that depend heavily on local inputs (e.g., processed rubber products) stand to suffer the most,
while sectors with a high import content (e.g., apparel) are least affected. For producers in the
domestic market, the government’s decision to introduce new import barriers acts as a shield
against import competition, but at the expense of breeding inefficiency and creating greater
incentives for corruption. Solving the basic problem requires either a rapid reduction in the
inflation rate or a faster devaluation of the rupee.

38 UNCTAD, http://www.unctad.org/sections/dite_dir/docs/Potential_Index_2002-2004_en.pdf,
accessed October 23, 2006. Inward FDI Potential Index scores are three-year moving averages. UNCTAD
names the scores based on the final year of scores; this report uses the middle year. Thus, the average for
2002-2004 is called the “2004 score” by UNCTAD and the “2003 score” in this report.

39 UNCTAD. World Investment Report 2006: FDI from Developing and Transition Economies:
Implications for Development, 278.

40 Central Bank of Sri Lanka Annual Report 2005, 79.
41 Ibid, 11.

42 |bid, 96. The Central Bank’s reported debt service ratio for 2004 differs from the figure that appears in
the World Development Indicators (8.51 percent).
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Figure 4-7
Real Effective Exchange Rate Index (2000=100)

The rupee depreciated in real terms between 2002 and 2004
but appreciated sharply in 2005 and 2006.
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Foreign currency reserves also reversed course in 2005: after dropping from 3.5 months of import
cover in 2003 to an alarmingly low 2.8 months in 2004, reserves rebounded to 3.4 months last
year. This is still much lower, though, than the LMI-Asia average of 4.7 months or the regression
benchmark of 4.8 months. The Central Bank attributes the increase in reserves to foreign currency
loans from local and foreign commercial banks, the Paris Club debt repayment moratorium,
tsunami-related donor support, and a large Asian Development Bank program loan.*3 The
singular nature of the debt service moratorium and the tsunami-related inflows suggests that
reserves could return to lower levels in the absence of such conditions.

ECONOMIC INFRASTRUCTURE

Infrastructure for transportation, communications, power, and information technology is
necessary to improve competitiveness and expand productive capacity. For Sri Lanka,
infrastructure quality indicators generally lag behind the benchmarks. For example, on the World
Economic Forum’s index of Overall Infrastructure Quality, (an ascending scale of 1 to 7), Sri
Lanka’s score for 2006 of 3.0 falls short of the LMI-Asia average of 3.5, and far below Thailand
(5.0), though better than the Philippines (2.7). This index is derived from a survey of business
perceptions in each country.

According to other World Economic Forum infrastructure scores, Sri Lanka, with a score of 3.7,
is on par with the LMI-Asia average for port quality (3.6). Thailand gets a much better score of
4.7, while the Philippines lags behind at 2.7. The port of Colombo is widely regarded as a
strength in the nation’s infrastructure. For the quality of electricity services, Sri Lanka also
appears to be doing reasonably well: its score of 3.7 is marginally higher than the LMI-Asia
average of 3.6, with both figures in the midrange globally. This is an anomalous result, however,
considering that the cost of electricity in Sri Lanka is high, urban services are erratic, and rural
connectivity is poor. In fact, the 2004 World Bank/Asian Development Bank Investment Climate

43 1bid., 95.
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Assessment finds that electricity is the number one constraint on urban manufacturing: “[W]here
electricity is available, the cost is high and supply unreliable, exposing firms to frequent outages
and raising their production costs.”44

On railroad infrastructure quality, Sri Lanka performs dismally compared to the benchmarks. The
country’s score of 2.5 is well below the LMI average of 3.2. Rail now accounts for only 5 percent
of freight transportation in Sri Lanka.4> The combination of prolonged conflict and inadequate
financial resources for maintenance has rendered the rail system unreliable and unprofitable. This
has forced most commercial transporters to use roads, which are also in disrepair and ill equipped
to handle the volume of traffic. Indeed, nearly 90 percent of the country’s paved roads are in poor
condition because of lack of maintenance, making transportation the biggest constraint on rural
enterprises.46 Because most of the country’s agricultural exports and many manufactures originate
outside Colombo, improved transportation infrastructure is critical for export competitiveness and
for improving the access of rural communities to markets for both inputs and outputs. For air
transportation, Sri Lanka’s score of 4.1 is slightly above the LMI-Asia average of 3.7.

Despite the government’s e-Sri Lanka initiative, Internet coverage remains low, especially in
rural areas. Coverage has increased in recent years, albeit more slowly than elsewhere in the
world, from 6.6 users per 1,000 people in 2000 to 14.5 in 2004. By comparison, the regression
benchmark is 47.9 users per 1,000, and the LMI-Asia average is 44.2. Sri Lanka is clearly
underperforming by a large margin in adopting information technology (Figure 4-8). Teledensity
is better, but also growing more slowly than in many other countries of the region. The density
rate, measured as the number of fixed plus mobile subscribers per 1,000 people, rose from 61.9 in
1999 to 164.9 in 2004, and reached 236 in 2005.47 Although this is significant growth, it is just
one-third the level in Thailand (499.1) and less than half that of the Philippines (310.7).

In general, the indicators available show that Sri Lanka’s infrastructure seriously constrains
investment, creates a drag on competitiveness, and significantly impedes development outside the
Western Province. Meanwhile, the government’s precarious fiscal situation imposes stringent
limits on infrastructure investment. The problem is compounded by constraints on the flow of
foreign aid because of the conflict and backpedaling on market-oriented reforms. The government
must channel more resources urgently and more efficiently to infrastructure development, without
resorting to excessive deficit spending that could trigger a macroeconomic crisis. This requires,
above all, a peace agreement. But the government also needs to reevaluate its fiscal priorities,
reconsider the direction of reforms to stimulate aid flows, and soften its position on private sector
participation to tap more private capital for infrastructure investments.

44 World Bank/Asian Development Bank, Investment Climate Assessment, 2004, p. E-II.
45 World Bank, Sri Lanka Transport Sector Overview, 2004.

46 World Bank/Asian Development Bank, Investment Climate Assessment, 2004, p. E-II1.
47 The figure for 2005 is from the Annual Report of the Central Bank of Sri Lanka.
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Figure 4-8
Internet Users per 1,000 People

Though increasing, Internet connectivity is still extremely low, compromising Sri Lanka’s
competitiveness.
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SCIENCE AND TECHNOLOGY

Science and technology are central elements of a dynamic business environment and a driving
force behind increased productivity and competitiveness. Even for low and lower-middle income
countries, transformational development depends on acquiring and adapting technology from the
global economy. Lack of capacity to access and utilize technology prevents an economy from
leveraging the benefits of globalization. Unfortunately, few international indicators are available
for judging performance in low and lower-middle income countries. Hence, one must draw
inferences from a very limited set of proxies.

Indicators for Sri Lanka show that the country’s science and technology capability is about
average for its level of development. The World Economic Forum’s FDI Technology Transfer
Index gauges executive perceptions of the quality of FDI entering the country as a source of new
technology. Sri Lanka scores 5.3 on an ascending scale of 1 to 7. This is slightly above the LMI-
Asia average of 4.7 and on par with Thailand’s score (5.4) and the Philippines score (5.0). For
perspective, the average for the top five performers globally is 5.9. Although FDI is a major
source of new technology, other indicators show that science and technology in Sri Lanka benefit
also from homegrown resources. On a scale of 1 to 7, the WEF records a score of 4.5 for Sri
Lanka on perceived availability of scientists and engineers. This exceeds the scores for the
Philippines (3.9) and Thailand (4.4). The highest-ranking country on this index is Sri Lanka’s
dynamic neighbor, India, with a score of 6.4.

Sri Lanka’s science and engineering community, however, is in the early stages of technical
achievement. The National Science Foundation in the United States reports that Sri Lankans
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produced only 5.5 science and engineering articles per million inhabitants between 2000 and
2003. For perspective, the OECD average is 489.8, whereas the figure for Thailand is 14.2. The
Philippines trails with just 2.2 articles per million inhabitants. Although Sri Lanka’s intellectual
capital is good for a lower-middle-income country, low innovation may be linked to poor
protection for intellectual property. In the WEF ratings (from 1 to 7), intellectual property rights
protection in Sri Lanka obtains a score of 3.1, more than a full point below Thailand’s score (4.9)
and slightly above that of the Philippines (2.8) (Figure 4.9).

Figure 4-9
Intellectual Property Protection Index, Comparisons to Other Countries, Most Recent Year

Weak intellectual property protection discourages home-grown innovation.
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Science and technology education linked to productive employment is one of the best investments
for driving growth. Thus, donor programs in workforce development can have a high payoff in
the long term, particularly programs to stimulate sustainable institutional development in this
area. Programs are also needed to enhance the demand for science and technology skills and to
foster more skill-intensive investment, through reforms to improve the business environment.



5. Pro-Poor Growth
Environment

Rapid growth is the most powerful and dependable instrument for poverty reduction, but the link
from growth to poverty reduction is not mechanical. In some circumstances, income growth for
poor households exceeds the overall rise in per capita income, while in other cases, the poor are
left far behind. A pro-poor growth environment stems from policies and institutions that improve
opportunities and capabilities for the poor while reducing their vulnerabilities. Pro-poor growth is
associated with investment in primary health and education, the creation of jobs and income
opportunities, the development of skills, microfinance, agricultural development (for countries
such as Sri Lanka with large populations of rural poor), and gender equality. This section focuses
on four of these issues: health, education, employment and the workforce, and agricultural
development.

HEALTH

The provision of basic health service is a major form of investment in human capital, with
benefits for growth and poverty reduction. Although health programs do not fall under the EGAT
bureau, an understanding of health conditions can influence the design of economic growth
interventions.

Sri Lanka has a well-established reputation for remarkably good public health conditions, despite
fairly low levels of public expenditure. In 2005, public health spending accounted for just

1.7 percent of GDP, falling short of the MCC threshold of 1.9 percent for this indicator. By
comparison, the LMI-Asia average is 3.1 percent of GDP. Thailand and the Philippines also have
relatively low expenditure rates, at 2.0 percent and 1.1 percent of GDP, respectively. The funds
are used well, however, because life expectancy is high (74.4 years, in 2004), and maternal
mortality is low (92 per 100,000 live births, in 2000). Access to improved sanitation is also high
(91 percent of the population, in 2002), providing important health benefits outside the realm of
health programs, as such. HIV/AIDS is not a significant threat to public health, with a prevalence
rate of 0.1 percent.

Despite excellent performance on many public health indicators, 29.7 percent of the children
were malnourished (on the basis of weight for age) in 2000, a level startlingly higher than the
LMI-Asia average of 17.3 percent, or Thailand’s rate of 4.8 percent (Figure 5-1). The child
immunization rate was at or near 99.0 percent from 2000 to 2003, before falling to 96.5 in 2004,
indicating that efforts to prevent childhood disease may be slipping. Access to clean water is also
a problem. In 2002 (latest year of data), 78.0 percent of the population had access to potable
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water; this is below the LMI-Asia average of 84.5 percent, as well as the coverage in Thailand
and the Philippines (both at 85.0 percent). The problem is pronounced in small towns and
villages, where the World Bank estimates that only 40 percent have access to clean water. This
vital health-related indicator reflects a lack of investment in water supplies in peripheral regions
and conflict zones.

Figure 5-1
Prevalence of Child Malnutrition (Weight for Age)

High child malnutrition can threaten the long-term health and productivity of
the next generation.
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In short, Sri Lanka deserves its reputation for triumph in public health, and yet important areas
warrant attention, notably child malnutrition and clean water. The problems are most serious in
poverty-stricken and conflict-prone regions. In this respect, the country’s precarious fiscal
position and escalating demands for military expenditure seriously impede progress. Donor
support is therefore needed to deal with health deficiencies, in the interests of economic growth as
well as social justice. In addition, the provision of better health services in areas vulnerable to
conflict may help mitigate grievances and reduce tensions.

EDUCATION

Investment in human capital is a cornerstone for economic growth and development. Sri Lanka is
unequivocally committed to universal primary education as well as widespread access to higher
levels of schooling. As in the health sector, Sri Lanka’s education indicators reveal laudable
performance for a lower-middle-income country. UNESCO data show a net primary school
enrollment rate of 97.1 for 2004, well above the regression benchmark (89.6) and the average for
LMI-Asia (93.1). Gender-disaggregated statistics for 2003 show a negligible difference between
the enrollment rates for males (98.4 percent) and females (98.8 percent). The enrollments are
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higher than in the Philippines (94.6 percent for females and 92.9 percent for males) and much
better than in Thailand (83.7 percent for females and 86.3 percent for males). Persistence in
school to grade 5 is estimated at 96 percent for both boys and girls. This is far above the range
predicted by the benchmark regression (72.6 percent to 86.6 percent). It is also much better than
the average for LMI-Asia (91.5 percent). Moreover, according to the World Development
Indicators, 2006, gross secondary school enroliment for both boys and girls was 80.1 percent,
well above the 72.1 percent LMI mean and on par with enrollment in Thailand and the
Philippines (85.2 percent and 83.9 percent respectively).

Even disparities across provinces are low, with primary school completion rates all falling
between 97 percent and 93 percent.! It is remarkable to see such a high primary school
completion rate in a largely rural economy with widespread poverty. One would expect financial
pressures to draw children into the workforce at an early age to assist their parents in earning
income. Hence, the numbers reflect Sri Lanka’s strong commitment to ensuring that every child
has the benefit of primary education, and a policy regime that supports this goal by providing
tuition-free public schools, access to education within 3 kilometers from home, free school
uniforms, subsidized transport to and from school, and enrollment drives at grade 1.2

WDI statistics show a slight decrease in the youth literacy rate between 2000 and 2004, from
96.8 percent to 95.6 percent. These figures are below the average for LMI-Asia (98.6). Sri Lanka
should strive to reverse this trend.

The country’s impressive education outcomes have been achieved with a very low level of central
government expenditure on primary schooling. This spending amounts to just 0.8 percent of
GDP, whereas the average for LMI-Asia is 1.7 percent. Low investment in primary education is a
warning sign that Sri Lanka’s fiscal constraints, including military spending, may be undermining
the quality of primary education and impairing the prospects for future economic growth and

equity.

EMPLOYMENT AND WORKFORCE

Between 2002 and 2004, the labor force grew at an average rate of more than 1.5 percent per
year, compared to a population growth rate of 1.2 percent. Given the youthful population and low
mortality rate in Sri Lanka, workers are entering the labor force in increasing numbers and
staying longer. This has serious implications for job creation. To the extent that entrants to the
labor force are not productively engaged, there are also ramifications for conflict and political
instability.

In 2004, the labor force participation rate for males was 66.7 percent. For females, the rate was
just 31.5 percent. Although gender equity is exemplary in education and other social indicators,
these benefits do not translate into the job market. Despite similar levels of education, women are
less likely to work than their male counterparts, and those who do are more likely to be confined
to low-productivity agricultural activities or have limited earning potential in non-farm jobs.

1 World Bank, Attaining the Millennium Development Goals in Sri Lanka, 2005, 46.
2 World Bank, Attaining the Millennium Development Goals in Sri Lanka, 2005, p. 46.
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These indicators point to untapped potential, as well as an inherent risk. The overall labor force
participation rate (48.6 percent) is much lower for Sri Lanka than the average for other LMI
countries in Asia (59.9 percent) and far below the regression benchmark (79.3 percent) (Figure
5-2).3 Unsurprisingly, participation rates in the Northern and Eastern provinces are especially low
(averaging 38 percent and 42 percent, respectively).

Figure 5-2
Labor Force Participation Rate (total)

Low labor force participation by regional standards may reflect the conflict’s drain on
productive resources.
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For those who are in the labor force, unemployment is a persistent problem. The official
unemployment rate in 2004 was 8.3 percent in 2004. Breaking this down by education level, the
unemployment rate for those with less than a fifth-grade education was 5.4 percent. By contrast,
the unemployment rate for those with advanced level education was 31.7 percent.> With regards
to age groups, by far the highest rates of unemployment are for youth aged 15 to 19 (28.3 percent)
and those aged 20 to 29 (19.2 percent). For all older age groups, unemployment is 4 percent or
less. These statistics point to a major disconnect between the services provided by the education
sector and the skill set required by potential employers.

3 The low labor force participation rates are partially due to the way the labor force is defined. In most
countries total labor force is measured as those in the country between the ages of 15 and 65; in Sri Lanka it
is measured as those between the ages of 10 and 65. Because Sri Lanka has a high secondary school
enrollment rate, this definition greatly reduces the size of labor force participation.

4 Department of Census and Statistics, Report of the Sri Lanka Labour Force Survey,2004, 3.

5 Department of Census and Statistics, Annual Labor Force Survey, 2004. This is the source for all of the
unemployment data in this paragraph.
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Without adequate job opportunities, idle and disaffected workers are more easily drawn into the
conflict. Employment creation should be a top priority throughout the island. Several times in the
past few years, the civil service has absorbed university graduates unable to find work. This is an
unsustainable answer to a pervasive problem; furthermore, the increased government payroll is a
heavy burden on the budget. A more efficient response involves programs to develop marketable
job skills, including basic training in information technology and better English, as well as
vocational skills such as construction. Programs on the supply side of the labor market should be
complemented by policy changes that increase the rate of job creation. For example, many tax
incentives favor capital-intensive over labor-intensive investments. Suitable reforms can
eliminate these implicit biases against job creation.

Labor market regulations severely impede job creation by making it much more costly and
difficult for employers to commit to hiring new workers. The World Bank, in its Doing Business
survey, compiles a Rigidity of Employment Index based on data relating to the ease of hiring and
firing workers. On a scale of 0 to 100 (where O is least rigid), Sri Lanka scores 27, compared to
an average of 18 for LMI-Asia. Closer examination of the index reveals that Sri Lanka has a best-
possible score of 0 on the difficulty of hiring, while the difficulty in firing score is an
astronomical 60. In the global ranking, the latter is exceeded by only a handful of nations with
truly awful policy environments, such as Angola, Chad, and the Democratic Republic of Congo.
Because Sri Lanka competes against regional counterparts for FDI and global counterparts in the
export sector, this rigidity seriously hinders job creation, especially in the more innovative sectors
of the economy. For example, the burden of being unable to fire an unproductive worker is far
less burdensome for a tea plantation than for a small entrepreneurial IT firm. Dealing with these
labor market rigidities is very difficult, however, because of the influence of Sri Lanka’s 1,650
labor unions, which wield considerable political power.

The fact that labor market rigidity impairs investment and job creation is an ironic side-effect of
rules adopted to protect workers. For that reason, many governments view the idea of labor
market reform as political suicide. Yet it is essential to promote more rapid expansion of
productive work opportunities, especially for young job seekers. Experience in other countries
suggests that donors may have a better chance of promoting labor market reforms through policy
studies and dialogue to improve the public’s understanding of the advantages to labor of
expanding job opportunities made possible by a more competitive economy. In addition to
seeking a reduction in labor market rigidities, donors should pursue programs that improve job
skills and entrepreneurial skills.

AGRICULTURE

In the Economic Structure section, we saw that 34.3 percent of the labor force is engaged in
agriculture, while generating only 17.8 percent of GDP. This implies that average labor
productivity is low in agriculture compared to productivity in manufacturing and services. More
direct data show that value added per worker in agriculture in Sri Lanka matches the average for
LMI-Asia, at $745 (in constant 2000 prices); however, this gauge of productivity has increased at

6 US Department of State, Sri Lanka Background Notes, October 20086.



42 SRI LANKA ECONOMIC PERFORMANCE ASSESSMENT

a lackluster rate of 0.4 percent per year for the past five years, far below the regression
benchmark of 3.1 percent (Figure 5-3).

Figure 5-3
Agriculture Value Added per Worker (U.S. dollars)

There is great potential for gains in agricultural productivity, including gains from
a market-driven reallocation of resources to higher-value crops.
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FAOQ data on agricultural production confirm that the sector has been far from dynamic. The FAO
estimates an index of crop production that is defined to equal 100.0 in the base period 1989-1991.
Using a five-year average for the period to 2004, to smooth out fluctuations, the index value of
99.0 for Sri Lanka shows that production is virtually unchanged from 15 years ago. Sluggish
growth in crop production has been a drag on overall economic performance and a major
constraint on poverty reduction.

Low growth in production does not mean that the yield is low. On the contrary, the FAO reports
impressive cereal yields for Sri Lanka, averaging 3,438 kilograms per hectare in 2005. This is
well above the LMI-Asia average of 2,804 kilograms per hectare and above the average yields in
Thailand (2,723) and the Philippines (3,023). The very high level of land productivity (but not
labor productivity) reflects the government’s long-standing goal of self-sufficiency in rice
production. This achievement, however, comes at a cost in the form of fertilizer subsidies, price
supports, and import restrictions that drive up the price for consumers. These policies have
succeeded in achieving their direct objective, but artificial support for paddy cultivation creates
incentives that slow the diversification of agriculture into higher-value crops and therefore retard
growth. In addition, fiscal subsidies and transfers impose a heavy burden on the budget,
accounting for 1 out of 5 rupees of expenditure. Despite the subsidies, many irrigation systems
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are poorly maintained or have limited coverage, leaving much of the sector dependent on rainfall.
Thus, a drought in 2004 caused a 10 percent reduction in paddy output.”

Another indicator reinforces the view that the policy regime for agriculture is in need of reform.
For 2006, Sri Lanka receives a score of 3.4 in the World Economic Forum’s index of Agricultural
Policy Cost, on a scale ranging from 1 (excessively burdensome) to 7 (well balanced). By this
measure, agricultural policy in Sri Lanka is more burdensome than the average for LMI-Asia
(4.1) and the policy regime in Thailand (4.4) and the Philippines (3.8). Because this is a survey
measure of perception by business leaders, the low score shows that commercial farmers and
agribusiness executives view government policy as inhibiting development of the sector.

Together, these indicators demonstrate a need for invigorating agriculture through reforms to
strengthen the role of market signals, enhance the incentives for diversification, and improve the
climate for efficient private investment in farm products and agribusiness. Other reasons for
agriculture’s lackluster performance include poorly operating extension services from the
government; inadequate availability of high-yielding seed and planting materials; high post-
harvest losses; difficulties with market access and storage; restrictions in the land market; and
inefficient water management.8

Weak performance in agriculture is especially troubling in conjunction with the low rate of
urbanization and widespread rural poverty in Sri Lanka. These characteristics suggest that the
policy regime has worked against the grain of structural transformation and urbanization, which
would be normal concomitants of rising productivity in agriculture.

Programmatically, donors can address these issues through a variety of approaches, such as
supporting improvements in private-sector marketing channels for inputs and outputs, providing
technical assistance in processing and marketing, facilitating reforms of the systems for land
titling and water management, reducing distortionary import barriers, and—above all—improving
the rural infrastructure.

7 Central Bank, Recent Economic Developments, 2004.
8 Ibid.






Appendix. CAS Methodology

CRITERIA FOR SELECTING INDICATORS

The economic performance evaluation is designed to balance the need for broad coverage and
diagnostic value, on the one hand, and the requirement of brevity and clarity, on the other. The
analysis covers 15 economic growth—related topics, and just over 100 variables. For the sake of
brevity, the write-up in the text highlights issues for which the “dashboard lights” appear to be
signaling problems, which suggest possible priorities for USAID intervention. The accompanying
table provides a full list of indicators examined for this report. The separate Data Supplement
contains the complete data set for Sri Lanka, including data for the benchmark comparisons, and
technical notes for every indicator.>6

For each topic, the analysis begins with a screening of primary performance indicators. These
Level I indicators are selected to answer the question: Is the country performing well or not in
this area? The set of primary indicators also includes descriptive variables such as per capita
income, the poverty head count, and the age dependency rate.

When Level | indicators suggest weak performance, we review a limited set of diagnostic
supporting indicators. These Level Il indicators provide additional details, or shed light on why
the primary indicators may be weak. For example, if economic growth is poor, one can examine
data on investment and productivity as diagnostic indicators. If a country performs poorly on
educational achievement, as measured by the youth literacy rate, one can examine determinants
such as expenditure on primary education, and the pupil-teacher ratio.>’

The indicators have been selected on the basis of the following criteria. Each must be accessible
through USAID’s Economic and Social Database or convenient public sources, particularly on
the Internet. They should be available for a large number of countries, including most USAID
client states, to support the benchmarking analysis. The data should be sufficiently timely to
support an assessment of country performance that is suitable for strategic planning purposes.
Data quality is another consideration. For example, subjective survey responses are used only
when actual measurements are not available. Aside from a few descriptive variables, the
indicators must also be useful for diagnostic purposes. Preference is given to measures that are
widely used, such as Millennium Development Goal indicators, or evaluation data used by the
Millennium Challenge Corporation. Finally, an effort has been made to minimize redundancy. If

56 The Data Supplement is available on line at
http://www.nathaninc.com/projects/projectdetails.asp?pid=138&pfid=0&rpid=4&rid=9 .

57 Deeper analysis of the topic using more detailed data (Level 111) is beyond the scope of this series.
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two indicators provide similar information, preference is given to one that is simplest to
understand, or most widely used. For example, both the Gini coefficient and the share of income
accruing to the poorest 20 percent of households can be used to gauge income inequality. We use
the income share because it is simpler and more sensitive to changes.

BENCHMARKING METHODOLOGY

Comparative benchmarking is the main tool used to evaluate each indicator. The analysis draws
on several criteria, rather than a single mechanical rule. The starting point is a comparison of
performance in Sri Lanka relative to the average for countries in the same income group and
region —in this case, lower-middle-income countries in Asia.>® For added perspective, three
other comparisons are examined: (1) the global average for this income group; (2) respective
values for two comparator countries selected by the Sri Lanka mission (in this case Thailand and
Philippines); and (3) the average for the five best- and five worst-performing countries globally.
Most comparisons are framed in terms of values for the latest year of data from available sources.
Five-year trends are also taken into account when this information sheds light on the performance
assessment.>9

For selected variables, a second source of benchmark values uses statistical regression analysis to
establish an expected value for the indicator, controlling for income and regional effects.60 This
approach has three advantages. First, the benchmark is customized to Sri Lanka’s specific level of
income. Second, the comparison does not depend on the exact choice of reference group. Third,
the methodology allows the quantification of the margin of error and establishment of a “normal
band” for a country with Sri Lanka’s characteristics. An observed value falling outside this band
on the side of poor performance signals a serious problem.6?

Finally, where relevant, Sri Lanka’s performance is weighed against absolute standards. For
example, if the corruption perception index for a given country is below 3.0, this is a sign of
serious economic governance problems, regardless of the regional comparisons or regression
result.

58 Income groups as defined by the World Bank for 2004. For this study, the average is defined in terms
of the mean; future studies will use the median instead, because the values are not distorted by outliers.

59 The five-year trends are computed by fitting a log-linear regression line through the data points. The
alternative of computing average growth from the end points produces aberrant results when one or both of
those points diverges from the underlying trend.

60 This is a cross-sectional OLS regression using data for all developing countries. For any indicator, Y,
the regression equation takes the form: Y (or In Y, as relevant) =a + b * In PCI + ¢ * Region + error —
where PCI is per capita income in PPP$, and Region is a set of 0-1 dummy variables indicating the region
in which each country is located. When estimates are obtained for the parameters a, b, and c, the predicted
value for Sri Lanka is computed by plugging in Sri Lanka-specific values for PCI and Region. Where
applicable, the regression also controls for population size and petroleum exports (as a percentage of GDP).

61 This report uses a margin of error of 0.66 times the standard error of estimate (adjusted for
heteroskedasticity, where appropriate). With this value, 25 percent of the observations should fall outside
the normal range on the side of poor performance (and 25 percent on the side of good performance). Some
regressions produce a very large standard error, giving a “normal band” that is too wide to provide a
discerning test of good or bad performance.
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STANDARD CAS INDICATORS

Growth Performance

Per capita GDP, $PPP |
Per capita GDP, current US$ |
Real GDP growth |
Growth of labor productivity I
Investment Productivity (Incremental Capital-Output Ratio [ICOR]) I
Gross fixed investment, % GDP ]
Gross fixed private investment, % GDP ]
Poverty and Inequality

Human poverty index |

Income-share, poorest 20% |

Population living on less than $1 PPP per day | MDG
Poverty headcount, by national poverty line | MDG
PRSP Status | EcGov
Population below minimum dietary energy consumption I MDG

Poverty gap at $1 PPP a day I
Economic Structure

Labor force structure |
Output structure |
Demography and Environment

Adult literacy rate |
Age dependency rate |
Environmental sustainable index |
Population size and growth |

Urbanization rate |

Gender
Adult literacy rate, ratio of male to female | MDG
Gross enrollment rate, all levels, ratio of male to female, | MDG

Life expectancy at birth, ratio of male to female |

Fiscal and Monetary Policy

Govt. expenditure, % GDP | EcGov
Govt. revenue, % GDP | EcGov
Growth in the money supply | EcGov
Inflation rate | MCA

Overall govt. budget balance, including grants, % GDP | EcGov



A-4 APPENDIX

Composition of govt. expenditure I
Composition of govt. revenue I
Composition of money supply growth I

Business Environment

Corruption perception index | EcGov
Doing business composite index | EcGov
Rule of law index | MCA, EcGov
Cost of starting a business, % GNI per capita I EcGov
Procedures to enforce contract I EcGov
Procedures to register property I EcGov
Procedures to start a business I EcGov
Time to enforce a contract I EcGov
Time to register property I EcGov
Time to start a business I EcGov

Financial Sector

Domestic credit to private sector, % GDP |

Interest rate spread I

Money supply, % GDP |

Stock market capitalization rate, % of GDP |

Cost to create collateral 1

Country credit rating I MCA
Legal rights of borrowers and lenders index I

Real Interest rate |

External Sector

Aid, % GNI |

Current account balance, % GDP |

Debt service ratio, % exports | MDG
Export growth of goods and services |

Foreign direct investment, % GDP |

Gross international reserves, months of imports | EcGov
Gross Private capital inflows, % GDP |

Present value of debt, % GNI |

Remittance receipts, % exports |

Trade, % GDP |

Concentration of Exports I

Inward FDI Potential Index 1
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Net barter terms of trade I

Real effective exchange rate (REER) I EcGov
Structure of merchandise exports I

Trade policy index 1 MCA, EcGov

Economic Infrastructure

Internet users per 1000 people | MDG
Overall infrastructure quality | EcGov
Telephone density, fixed line and mobile | MDG

Quality of infrastructure—railroads, ports, air transport, and
electricity

Telephone cost, average local call I
Science and Technology

Expenditure for R&D, % GNI |
FDI and technology transfer index |
Patent applications filed by residents |
Health

HIV prevalence |

Life expectancy at birth |

Maternal mortality rate | MDG
Access to improved sanitation I MDG
Access to improved water source I MDG
Births attended by skilled health personnel I MDG

Child immunization rate I

Prevalence of child malnutrition
(weight for age)

Public health expenditure, % GDP I EcGov
Education

Net primary enrollment rate | MDG
Persistence in school to grade 5 | MDG

Youth literacy rate |
Education expenditure, primary, % GDP I MCA, EcGov

Expenditure per student, % GDP per capita—primary, secondary,
and tertiary

I EcGov
Pupil-teacher ratio, primary school I
Employment and Workforce

Labor force participation rate, females, males, total |

Rigidity of employment index | EcGov
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Size and growth of the labor force |

Unemployment rate |

Agriculture

Agriculture value added per worker |

Cereal yield |

Growth in agricultural value-added |

Agricultural policy costs index I EcGov
Crop production index I

Livestock production index I

@ Level I = primary performance indicators, Level 11 = supporting diagnostic indicators
MDG—Millennium Development Goal indicator
MCA—Millennium Challenge Account indicator
EcGov—Major indicators of economic governance, which is defined in USAID’s Strategic Management Interim
Guidance to include ““microeconomic and macroeconomic policy and institutional frameworks and operations for
economic stability, efficiency, and growth.” The term therefore encompasses indicators of fiscal and monetary
management, trade and exchange rate policy, legal and regulatory systems affecting the business environment,
infrastructure quality, and budget allocations.



