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1. Policy Perspectives

Nearly five years since the onset of the global
economic downturn in 2008, the global economy
is still faltering. While, it is not unusual for the
recovery from a debt-fuelled crisis of this nature to
be protracted, as households, firms and governments
deleverage, what has been especially disconcerting
is the continual unraveling of new crises which
dampen confidence worldwide. Expectations of a
smooth and linear recovery have been discarded.
Questions are emerging about a 'new normal’ setting
in — a prolonged period of subdued growth in the
developed world — where the underlying growth
rate appears to be far below the trend rate seen before
the financial crisis.

The sluggish recovery in 2012 was disrupted by
intermitted crises on various fronts.

In the Euro area, austerity pressures, and sovereign
debt problems coupled with political inertia resulted
in a GDP contraction of 0.4 per cent. Many Euro
zone governments, which have been compelled to
push stronger austerity measures due to
conditionalities of bailout packages, are facing stiff
opposition from their citizens. The picture in Europe
remains bleak. Unemployment across the region
remains high, the region's economies continue to
contract, and bank lending remains feeble. A major
policy initiative that had contributed to improving
confidence in the Euro — the European Central Bank's
(ECB) Outright Monetary Transactions (OMT)
scheme — is being challenged by German courts
on constitutionality grounds.

Meanwhile, the United States (US) economy grew
by 2.3 per cent in 2012 off a low base, but political
gridlock remains a challenge to stimulating further
growth. Yet, the US economy continues to show
signs of recovery with job creation in the six months,
to April 2013 being 50 per cent higher than in the
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Physical infrastructure
is only part of the
arsenal the Sri Lankan
economy needs to make a
strong middle income
transition. Social infra-
structure will determine
the quality of the
country's workforce that

truly drives growth
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previous six months, on average. Job creation
has been steady in recent months and has
helped bring down the unemployment level
to 7.6 per cent, despite a decline in public
sector employment. There is speculation that
by the latter part of 2013, the US Federal
Reserve is likely to begin cutting back bond
sales, i.e., rolling back the third wave of
quantitative easing (QE3) indicative of the
Fed's confidence of US economic recovery.

In both these regions, the debate over
austerity versus stimulus has created a
challenging, and often acrid, political
economy climate. This has further hurt
medium term confidence among consumers,
companies, and financial markets, that
central banks and governments can 'put the
economic show back on the road' after big
global shocks.

Even emerging economies experienced a
moderation of growth in 2012, although they
demonstrated partial 'decoupling' in the
recovery period prior to this. The dependence
of emerging economies on weak markets in
the West depressed economic growth in
those countries too. Domestic policy issues
also played a role, causing 'self-inflicted
wounds' as in the case of India's back and
forth on a new Foreign Direct Investment
(FDI) regime. Compared to the highs in 2010
and 2011, China grew at 7.8 per cent in
2012, whilst India grew at a very weak 4.5
per cent. Meanwhile, the Middle East
recovered from the growth disruptions faced
in 2011 stemming from the political
upheaval in that year, to grow at 5.2 per
centin 2012.

Some governments appear to be doing
something more decisive about this than
others. For instance, China's 12" Five Year
Plan clearly indicates pro-market reforms and
policies to generate greater domestic demand
as a way to stimulate growth. It contains a
focus on urbanization and services sector
development, as well as a shift from the low-

2

cost model to greater technological intensity
and innovation. Around September 2013,
there is likely to be important
pronouncements by China regarding the
future directions of economic policy — a
customary event following a change of
leadership. By contrast, India is in policy
paralysis with the incumbent government
unable to forge ahead on important structural
reforms that would put the country on a
sustained growth footing. The Indian
economy has faltered recently, with growth
slowing down, and fiscal and current account
deficits running high amid persistent
inflation. Meanwhile, the looming elections
in 2014, with no clear outcome, adds to the
current uncertainty.

This challenging external economic climate
did place a drag on Sri Lanka's economy too,
but the country remained an impressive
performer amidst the highly subdued growth
seen both in the developed and developing
world.

After posting impressive growth rates of over
8 per cent in the two years following the
end of the conflict, growth in 2012
moderated to 6.4 per cent. Following
economic overheating in the second half of
2011 — evidenced mainly by a rapidly
expanding trade deficit — the government
undertook a series of adjustment measures
in early 2012. These came in the form of
higher interest rates (with a credit ceiling on
bank lending), allowing flexibility on the
exchange rate, tax hikes on a major import
item (cars), and higher energy prices (through
allowing greater pass-through and a cut in
subsidies). Coupled with adverse weather
that affected agriculture, growth moderated
considerably.

As 2012 progressed, the country saw a sharp
decline in both exports and imports. The
former was due to the weak health of
destination markets of Sri Lanka's exports



and the lower prices of key commodities like
cotton and rubber which depressed export
prices. The latter was due 1o the rupee
depreciation, tighter credit conditions and
duty hikes which curbed import demand,
and also lower world commodity prices. The
tighter credit conditions were a central
feature of the 2012 growth slowdown in the
country. Credit to the private sector saw a
sharp decline throughout 2012 in response
to the credit ceiling imposed by the Central
Bank of Sri Lanka (CBSL) and higher policy
interest rates.

Before policy corrections took full effect, the
policy rate was reduced by CBSL in
December 2012, and the credit ceiling was
lifted in January 2013, Credit demand by
the private sector still remained highly
subdued. The relatively high interest rates
and temperate economic growth appears to
have eased credit demand by the first quarter
of 2013. Lending to the private sector in
January 2013 of Rs. 9.7 billion was less than
one-fourth that of a year earlier (Rs. 44.5
billion).

Policy rate cuts have remained so far 'sticky’,
i.e., not translated into lower bank lending
rates. Commercial lending rates showed
initial signs of declining as the Average
Weighted Prime Lending Rate (AWPLR)
stayed below 14 per cent since mid-March.
It may not be surprising that commercial
lending rates have been so sticky considering
the significant volumes of government
activity in the market, coupled with lacklustre
private sector credit demand, In the first
quarter of 2013, the government accepted
Rs. 406 billion in bond and bill auctions,
compared to Rs. 146 billion in the same
quarter last year. This reduces supply of funds
to lend to the private sector and keeps
interest rates up. Since mid-March 2013,
however, Treasury bill and bond auctions
have been smaller in magnitude,

Policy Perspectives

An emerging trend to watch, that would
influence these rates, is commercial banks
tapping cheaper off-shore sources of capital.
In both early 2012 and again in early 2013,
the CBSL steadily relaxed restrictions on
foreign exchange transactions for Licensed
Commercial Banks (LCBs) and local
companies. By 2013, the CBSL had
introduced an 'External Commercial
Borrowing Scheme' to encourage foreign
borrowings by companies for investment and
business purposes. Several local banks took
advantage of this and raised a total of US$
973 million in long term dollar loans in
2012. While this no doubt helps address
domestic credit shortfalls and supports
private sector expansion as there is less
competition for funds, it does throw up new
risks associated with a greater exposure to
external shocks by non-sovereign entities like
commercial banks and private businesses.
Additionally, the experience of the sudden
rupee devaluation would have left a sour
after taste among some of the private sector
and it is unclear how many of them will
seek to borrow from foreign sources. Many
Sri Lankan corporate entities faced the impact
of currency devaluation in early 2012 on the
carrying value of their foreign currency
denominated assets and liabilities.

While encouraging private sources of foreign
borrowing in to the country, the CBSL has
indicated that it will not tap foreign capital
markets for borrowings this year. The recent
strategy seems to be towards retiring short
term debt and going for longer term debt,
with over Rs. 13 billion worth of 20 and 30
year bonds issued in May 2013.

Higher domestic borrowing may cause
further crowding out domestically, not to
mention inflationary pressures. There is a
heightened risk to inflation from both a
demand and supply perspective. If market
rates correct and the CBSL aggressively
coerces private sector credit growth, demand
side inflationary pressure would edge up.
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On the other hand, the utilities price
correction would heat up inflation from the
supply side, albeit to a lesser extent.

For now, however, the CBSL appears to
consider that there exists room for further
relaxation of monetary policy on account of
moderate inflationary pressure (aside from a
one-off adjustment to prices from electricity
tariffs), owing to subdued economic activity
and a fairly stable rupee. In May 2013, it
undertook a further policy rate cut of 50 basis
points and by June market interest rates were
seen to be edging downward. Yet borrowing
costs remained sticky. Responding to this,
the CBSL undertook further easing by cutting
the Statutory Reserve Requirement (SRR) of
commercial banks by 2 per cent in late June
2013, in a bid to boost liquidity.

However, attempting to use monetary policy
to revive economic growth will come up
against fiscal constraints.

At first glance, Sri Lanka's debt-to-GDP ratio
has reduced from the highs of over 100 per
cent in the early 2000s to around 80 per
cent in the past three years. Yet, this is
largely attributable to the rapid growth of
nominal GDP in the immediate post-conflict
period and an unrealistically pegged nominal
exchange rate. While it remains below any
alarming level, itis still relatively higher than
many emerging market economies — China
at around 20 per cent, India at around 70
per cent, Turkey at around 40 per cent, and
Brazil ataround 64 per cent. The slight edging
up seen in 2012 to 81 per cent, from 78.5
per cent in 2011 is largely on account of
the depreciation of the rupee in that year.

Within overall government debt, Sri Lanka's
changing external debt profile warrants closer
inspection. While Sri Lanka's external debt-
to-GDP ratio has remained unchanged for
the most part over the last few years (at
around 36 per cent), the composition of this
external debt matters. As noted in 'Sri Lanka:
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State of the Economy 2012 report, "the share
of non-concessional loans and commercial
borrowing in Sri Lanka's outstanding foreign
debt has increased sharply". In fact, it rose
from 7.3 per cent in 2006 to 50.5 per cent
in2012.

Following the conclusion of the Stand-By
Arrangement (SBA) programme with the
International Monetary Fund (IMF) in 2012,
it appears that there will be no further
financial support to Sri Lanka from the
agency. The CBSL announced that it will not
pursue an Extended Fund Facility (EFF) with
the IMF. Whilst there is no need for further
balance of payments support at this point in
time, an extended formal relationship with
the IMF could provide comfort and
confidence to markets (particularly bond
market investors).

Meanwhile, requests by the Treasury to the
IMF for a ‘budgetary support’ programme,
instead of an EFF, were declined. Subsequent
to Sri Lanka's move into middle-income
status, the World Bank's support too is
increasingly coming in the form of
‘budgetary support’. Yet, the IMF's
traditional role is in providing balance of
payments support and ‘budgetary support’
is typically an extraordinary form of
assistance provided to countries during times
of distress, when it is unable to tap
international capital markets. The IMF's
rejection of the request is not unusual, as
Sri Lanka is not in such a position.

In fact, the situation is quite the opposite.
Sri Lanka has been successful in tapping
international dollar-denominated bonds. The
strategy of CBSL up to 2012 has been to retire
high cost domestic borrowings with cheaper
foreign borrowings. Dollar-denominated
bonds issued between 2009 and 2012 have
been at around half the rate of domestic
loans, and have regularly seen a reduction
in yields — 7.4 per cent in 2009 (due in
2015), 6.25 percentin 2010 (due in 2020),



6.25 per cent in 2011 (due in 2021), and
5.88 per cent in 2012 (due in 2022). The
most recent bond in July 2012 at the low
5.87 per cent was substantially tighter than
the initial price guidance of 6.12 per cent
and lower than the 6.25 per cent rate on
similar-dated debt a year earlier. Sri Lanka
maintained its sovereign credit ratings by
agencies like Fitch (BB- stable), Moody's (B1
positive) and Standard and Poors (B + stable)
in 2012, when a host of other countries saw
their ratings decline (for instance, South
Africa, Cyprus, Spain, Portugal, and France).
In early July 2013, though, Moody's
downgraded its rating from B1 positive to
B1 stable citing the lead reason as “a decline
in the strength of the external payments
position in the past two years”.

With rising external liabilities, and resultant
higher foreign debt service outflows, foreign
exchange inflows need to rise to support it.
But this requires a focus beyond remittance
inflows to the critical role that export earnings
play. This focus has been lacking recently
and Sri Lanka's export performance is
disconcerting.

An important part of sustaining growth
through a transition to middle-income status
and beyond is being more open to the global
trading system. Sri Lanka was a leader among
its regional peers when it liberalized its
foreign trade regime in 1977. With crop
processing like tea, rubber and coconut, as
well as high quality ready-made garments
leading the way, the trade-to-GDP ratio had
increased to over 80 per cent by 2000.
However, Sri Lanka seems to have regressed
of late. By 2010, this ratio had almost
halved, to 44 per cent. Sri Lanka's exports-
to-GDP ratio fell from around 33 per cent
of GDP in 2000 to 16.4 per cent in 2012.
The Sri Lankan economy is now trading less
and less with the world, and this has been
accompanied by a fall of Sri Lanka's share
of exports in total world trade.

Policy Perspectives

Evidence suggests that Sri Lanka's total
effective rate of protection is higher now than
in any previous post-liberalization period.
This substantial decline in trade openness
has occurred at a time when the rest of the
world is integrating more and more, global
trade is accelerating, and most countries are
making an aggressive push towards bilateral
and regional preferential trading
drrangements.

Recent trends do not bode well either. In
2012, Sri Lanka's exports contracted by 7.4
per cent across all segments (except mining).
The latest results from the first half of 2013
showed a 4.5 per cent contraction, with
industrial exports declining by 4.7 per cent.
During the same period, Sri Lanka's
competitors like Bangladesh and Vietnam
increased their exports, by 16.2 per cent and
19.7 per cent, respectively. So, clearly, only
a part of Sri Lanka's export performance can
be attributed to the weak global economic
climate, and depressed demand in Sri
Lanka's key markets. The other half of the
story is more ominous. Sri Lanka has not
been successful in expanding its export
markets through both bilateral and regional
trading arrangements, as well as through
enhanced competitiveness.

This focus away from export-led growth has
manifested itself in a changing structure of
the economy. Much of the sources of growth
in the post-conflict years have been both
directly from domestic non-tradable sectors
like construction (infrastructure
development) and retail, as well as the
tourism sector, and indirectly through foreign
worker remittances. It is understandable that
following decades of constraint during the
conflict, non-tradeables like construction
and retail would see a natural boost. But
literature suggests that countries which
successfully navigated the middle-income
transition, saw their tradeables sector grow
much faster than non-tradeables.
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Dependence on remittances, for instance,
seems to be an on-going strategy of the
government to bridge shortfalls from export
income. Noteworthy, then, is the tapering
down of the year-on-year growth in
remittances since October 2012. In fact, in
May 2013 remittances recorded a monthly
decline of 3.4 per cent. This would certainly
be an area to watch, when considering the
country's balance of payments stability, as
remittances alone were responsible for
covering 64 per cent of Sri Lanka's overall
trade deficitin 2012.

A report on sustained economic growth by
the Independent Commission on Growth and
Development (2008), highlighted some
specific areas that helped a set of some
thirteen countries achieve 8 per cent plus
growth and sustain it over a long period.
While it is not prudent to draw direct policy
implications from the experience of these
countries, some overall common
characteristics are worth noting. A key
ingredient of their sustained growth was a
tempering of macroeconomic volatility and
uncertainty during their most successful
periods, which helped raise private sector
investment rates (domestic and foreign).
Macroeconomic uncertainty has long been
a key source of concern for the private sector
in Sri Lanka, and regularly ranks high on
business climate assessments. This is
especially true of public finances and the
budget deficit.

Of course, Sri Lanka has made steady
improvements in the past several years.
Inflation has remained in single digits for
over four years, and a commitment to
maintaining a narrow budget deficit appears
strong. Under the watch of an IMF SBA since
2009, the overall fiscal outcomes in the last
few years have been positive. The fiscal
deficit was reduced from 9.9 per cent of
GDP in 2010 to 6.9 per cent of GDP in
2011. It was further reduced to 6.4 per cent
in 2012 (albeit slightly above the targeted
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6.2 per cent). Concerns over the country's
fiscal footing still remain, however,
stemming both from the expenditure and
revenue sides.

It was assumed that a stronger economy and
continued political stability will provide the
strong incumbent government the necessary
elbow room to undertake critical reforms,
which would put public finances on a further
healthier footing. Yet, it appears that the
commitment to such reforms has been rather
lacklustre, both on the expenditure and
revenue sides.

On the expenditure side, the biggest drain
on the exchequer continues to be the loss-
making state-owned enterprises (SOEs). The
SOEs in the energy sector are particularly
under the spotlight at present, following
controversial moves to substantially revise
electricity tariffs in mid-2013. The financial
position of the Ceylon Electricity Board
(CEB) has deteriorated dramatically in the
past five years — with losses increasing from
around Rs. 15 billion in 2006 to over Rs. 60
billion in 2012. The amount the government
spent propping up the electricity sector in
2012 is almost double the Rs, 36.5 billion
spent on the largest explicit subsidy --
fertilizer. Unpaid dues by the CEB to the
Ceylon Petroleum Corporation (CPC) worsen
this, and result in the two energy SOEs being
entangled in a vicious cycle of loss-making.

Although tariff increases requested by the
CEB were approved by the multi-sector
regulator, the Public Utilities Commission
of Sri Lanka (PUCSL), would have
considerably stemmed (but not eliminated)
the hemorrhaging of public funds, much of
it was reversed after early May 2013. This
move was seen as a significant blow to the
policy reform process, as the independent
regulator tasked with bringing the energy
sector back to cost-reflectivity and
profitability was severely undermined. The



initiative seen in early 2012, in introducing
tough but necessary adjustment measures,
was missing this time around as reform
imperatives were overtaken by political ones.

Sri Lanka cannot keep postponing bold and
essential reforms to the energy sector.
Evidence both domestically and
internationally suggests a strong relationship
between electricity supply and economic
growth. Sri Lanka's ambitions of rapid
growth towards middle-income status would
certainly be hampered by insufficient and
costly energy supply. Estimates suggest that
a further T00MW of electricity is required
to be added to the grid each year to meet
the annual demand of the country, which is
set to nearly double from around 9,286 GWh
in 2010 to 17,489 GWh in 2020.
Household expenditure patterns suggest that
electricity consumption is highest among
those in the middle class income group. A
growth in this group would no doubt put
additional pressures on energy resources.

Aside from inherent inefficiencies in the
CEB, high tariffs in the country are attributed
also to the fact that successive governments
have failed to implement long term
generation expansion plans as scheduled.
Much delayed coal plants are now finally
coming on stream, and much of the future
grid expansion is hinged on coal-powered
generation. But this brings new risks. While
less reliance on thermal-fired plants would
mean the avoidance of adverse impacts of
global oil price movements, coal prices have
shown greater volatility in the past. Yet, coal
is widely acknowledged as the way forward
for Sri Lanka to power its growth ambitions.
Therefore, ensuring that investments in coal
plants are rational and productive is vital.
Recent experience with the Chinese-built
Norochcholai Coal Power Plant, with its
frequent breakdowns and array of technical
problems, should strike a note of caution
when planning future investments,

Policy Perspectives

On the revenue side, taxation continues to
be a concern. Recognizing the taxation
imperative in fiscal consolidation, the
government appointed a Presidential
Taxation Commission in 2009. Following
the release of its final report in 2010, some
significant tax reforms were undertaken
through the 2011 Budget. This included
slashing of corporate and personal income
tax rates with a view to encouraging
economic activity, removing the Pay-As-
You-Earn (PAYE) tax exemption enjoyed by
public servants since the late 1970s,
rationalizing some border taxes, and
streamlining the tax incentives regime. But
these reforms are yet to deliver higher
revenue. In fact, in 2012, the tax-to-GDP
ratio declined to its lowest level in 20 years
at 11.5 per cent. This is well below the
average tax ratio of comparable lower
middle-income countries at 18 per cent.
Essential administrative reforms did not
accompany the reduction in rates, which in
turn impeded the widening of the tax base
to offset the revenue loss. Meanwhile, Value
Added Tax (VAT) exemptions and zero
ratings have increased to accommodate
political lobbies.

The concern over fiscal weaknesses is also
reflected in recent commentaries by many
international organizations, including
sovereign ratings agencies. Reports by
Standard and Poors, Moodys, etc., during
2012 and early 2013 all point to risks
emanating from this, albeit of a medium
term nature.

Contributing to meeting a lower fiscal deficit
target in 2012 vis-a-vis 2011, was the strategy
of shifting of payments to suppliers and
delaying or scaling back on capital
expenditure projects, as well as the fact that
the debts of SOEs are not reflected in the
deficit numbers as they are passed on to the
balance sheets of state banks that keep
financing the losses. These are not
sustainable strategies. While fiscal
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consolidation is certainly an important
objective, it should not come at the expense
of enhanced public investment in areas that
contribute to sustained growth, like social
and physical infrastructure. The role that
infrastructure investment can play in recovery
from economic crises and to promote
growth, has been recognized across the
world. A large part of US President Barack
Obama's recovery and growth strategy is
hinged on plans to overhaul the country's
connective infrastructure. Facing a situation
similar to the recent global downturn during
the East Asian financial crisis, China focused
its fiscal stimulus investments on highways,
railroads, port facilities, and electricity -
areas that were bottlenecks to China's
growth. Evidence suggests that infrastructure
investment represents two-thirds of the
growth increase in East Asia, and about half
of the growth increase in Africa in the past
two years.! Sri Lanka has clearly recognized
this, and the infrastructure thrust in the past
5-7 years has been impressive. Two new
container ports and a new international
airport have been the epitome of this thrust.
Most of the ongoing projects are foreign-
funded, either on commercial loans or
bilateral loans.

The next agenda needs to be private
participation in infrastructure projects, to
ease the financing burden on the government
for the next raft of infrastructure projects.
The opportunities are vast. The government
estimates that, in port-related infrastructure
alone, around US$ 10 billion of projects will
open up for private investment over the next
five-years. Mobilizing private capital for
public projects is not easy. Recent experience
in India amply demonstrates this. Despite a
large infrastructure financing need, private
capital in the form of private-public
partnerships (PPPs) or infrastructure bonds

have been slow to come in as investors are
wary of tenuous processes and doing
business with the state amidst concerns over
corruption. This holds important lessons for
Sri Lanka as well. While the rhetoric
welcoming private investment into
infrastructure has been clear and consistent
by the Government of Sri Lanka (GoSL),
murky procedures and political interference
seem to have kept private investors away
from any notable participation in public
infrastructure projects. With a relatively
small domestic private sector capable of
undertaking such costly projects with long
gestation periods, accompanied by their often
risk-averse nature, foreign investment and
joint ventures become ever more important.
To what extent foreign investors are willing
to navigate murky procedures and undertake
long term commitments under Build-Own-
Operate (BOO) or Build-Operate-Transfer
(BOT) type of PPPs is still unclear.
Meanwhile, for the domestic private sector,
the recent relaxing of restrictions on overseas
borrowing may ease the fundraising
constraint faced by them, and could help
position them to play a greater role in public
infrastructure projects.

Physical infrastructure is only part of the
arsenal the Sri Lankan economy needs to
make towards a strong middle-income
transition, and sustain growth over a longer
period. Social infrastructure will determine
the quality of the country's workforce that
truly drives growth. While connective
infrastructure has been getting much attention
in Sri Lanka, sectors like education and health
are beginning to show significant gaps
resulting from under-investment in recent
years.

Sri Lanka is continuing to reap the benefits
of the impressive investments in education

' Lin, Justin (2011), *Global Solutions to the Global Crisis: Beyond Keynesianism and the “New New Normal”, text of speech delivered at
Asian Society Hong Kong Center 2011, available at http:/siteresources, worldbank.org/DEC/Resources/AsianSocietySpeech-Hongkong-

JustinLin.pdf [accessed on 3rd February 2013].
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and health in the post-independence period.
However, the transition to middle-income
brings with it new challenges to human
development. Public expenditure in
education has fallen from an average 2.3 per
cent of GDP during the 2000 to 2010 period,
to a 10-year low of 1.8 per cent of GDP in
2012. The average upper middle-income
country spends 5 per cent of GDP, and the
average lower middle-income country
spends 4 per cent of GDP on education.
Meanwhile, over 100,000 A/L graduates
each year are not able to pursue higher
education as state universities are unable to
accommodate them, and the alternative of
private higher education is affordable mainly
to more affluent households. In 2012,
40,000 more were left out, than in 2011.
The effects of Sri Lanka's waning demographic
dividend are already manifesting itself in
labour force participation rates. As much as
7 per cent fewer young people were in the
labour force in 2010 compared to 2006. This
means that with the demographic dividend
on its way out, Sri Lanka is expecting to reach
upper middle-income status and beyond,
with fewer people working to get there. This
necessarily means greater investment in
education and skills development, so that
the smaller cohort of young people still in
the labour force generates more output per
person.

Challenges in the health sector are also
emerging, with changes appearing in the
demographic and socio-economic character
of the country, associated with the transition
to middle-income. This is particularly true
of Non-Communicable Diseases (NCDs) and
malnutrition.

Along with lifestyle changes that accompany
higher living standards, the epidemiological
profile of the population will change, and it
has already begun. Deaths due to NCDs, such
as ischaemic heart disease, stroke, and
cancer, are high and rising in Sri Lanka.
Evidence suggests that nearly 90 per cent of
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the country's disease burden can be attributed
to NCDs.? An ageing population will bring
additional health care burdens too, as health
demands of the old are generally higher than
for other groups.

The ability of the state to provide improved
health facilities to tackle these emerging
challenges is compromised by low
investment in the heath sector. Total
expenditure on health has remained below
5 per cent of GDP between 1995 and 2008,
and is low compared to the middle-income
country average of around 8 per cent. This
lower public investment has been
accompanied by a rise in private expenditure
on health, as aspirations towards advanced
and conveniently accessible healthcare
services emerge among the country's middle
class. Expenditure on private hospitals and
nursing homes has risen lately, mainly driven
by this income group. The proportion of out-
of-pocket expenditure (i.e., the individual
cost borne by the patient) out of private
health expenditure has grown over time. Sri
Lankans spent Rs. 70 billion more out-of-
pocket on healthcare in 2009, than 20 years
ago. While much of this is driven by those
who have higher spending power, this still
has important equity implications. Higher
private expenditure for health by individuals
is inherently regressive, and breeds inequity
and social exclusion in availing of quality
health care services.

Meanwhile, gaps in nutrition are surfacing,
and seem to be affecting the country's youth
the most. The highest proportion of
malnourished women is seen in the youngest
age groups of 15-19 years (40 per cent) and
20-29 years (22 per cent). This 'adolescence
nutritional deficiency' breeds a lifecycle of
malnutrition, and would affect the country's
productive potential.

Meeting these emerging human development
needs will require greater state capacity,
which comes largely in terms of tax revenue.
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Higher domestic revenue will come to a great
extent with higher economic growth. An
important driver of this growth, then, is high
rates of savings and investment. Countries
that achieved 8 per cent plus growth and
sustained it over an extended period,
demonstrate the importance of high savings
and investment. International literature as
well as analysis for Sri Lanka, shows that a
rising global middle class in a country is
likely to spur more savings and investment.

Sri Lanka's domestic savings ratio stood at
17 per cent in 2012, rising from 15.4 per
cent the previous year. As the ‘Sri Lanka:
State of the Economy 2011’ noted, "a high
inflationary environment has been a habitual
feature of the economy, discouraging saving
and rewarding borrowing". In addition to
this, socio-cultural norms of Sri Lankans, like
a lower propensity to save, along with rising
domestic consumption expenditure add to
the challenge. There was a ballooning of
demand for imports of consumer goods
following the end of the conflict. This had
reached unsustainable levels, vis-a-vis
foreign exchange earnings, and greatly
contributed to the CBSL's stabilization
measures introduced in early 2012. Yet the
longer term trend is that national savings
will not suffice investment demand and
could stifle the country's ambitions of faster
growth. This is where FDI plays a strong
contributing role. FDI inflows to Sri Lanka
have seen a significant increase in recent
years, even during the time of the conflict,
rising from US$ 223 million in 2004 to US$
1,017 million in 2008. FDI inflows dropped
to US$ 404 million in 2009 and US$ 478
million in 2010, largely due to the global
economic downturn which slowed down
investment flows worldwide. By 2011,
inflows had picked up to US$ 956 million,
driven almost entirely by investments in the
hotel and leisure sector. By 2012, inflows
amounted to US$ 898 million.

10

While the country has no doubt struggled to
sustain the boost seen in the years
immediately following the end of the
conflict, this does not take away from the
impressive gains in prosperity made in recent
years. Unemployment has fallen from 5.8
per cent in 2009 to 4.0 per cent in 2012 and
poverty nearly halved between 2006/07 and
2009/10. The traditional 'lagging regions'
are catching up, with the Western Province
GDP dominance falling from 50.8 per cent
in 2005 to 44.4 per cent in 2011, and
provinces like Southern, Northern, North
Central, and Uva showing steady increases
in their contribution to national output. All
of these contribute to a changing scenario
of social maobility in the country. Private
consumption expenditure (PCE) has risen
steadily in recent years, growing by 70 per
cent between 2008 and 2012. With higher
growth and falling poverty comes the
potential for a rising middle class.

Sales of motor cars, motorcycles, and
consumer durables — seen as luxury items
in a low-income economy - have risen in
line with this rising upward mobility. The
pent up demand for these were clearly visible
when 2010/11 witnessed a dramatic rise in
demand following substantial cuts in import
tariffs in mid-2010. Even prior to the duty
cuts, demand for personal-use motor vehicles
had been rising. Annual registration of new
motor cars was over 40 per cent higher in
2008 than in 2002, and 65 per cent higher
in the case of motorcycles.

While such rises in domestic consumption
will boost non export-oriented enterprises,
it alone cannot drive sustained growth. It is
export-oriented enterprises and their
efficiencies that will determine rapid
growth.

As pressures on Sri Lankan enterprises rise,
both from domestic concerns like rising
factor prices as well as threats to external



competitiveness, they will look to become
more efficient and 'go lean' as well as adopt
greater product and process innovation. This
will see a change in the internal operating
structure of these enterprises — towards
greater adoption of technology combined
with higher skilled labour. While the impact
this has on job creation will be debated, it
is clear that such a shift towards innovation
is likely to benefit the skilled and educated.
During the, albeit limited, industrialization
period in Sri Lanka, a workforce which was
generally very trainable owing to high literacy
and health outcomes, was a definite
advantage to typically lower-skilled
manufacturing jobs. However, with the
evolving pattern of growth, the future
demand is likely to be for 'knowledge
workers', possessing higher-order skills that
go beyond basic education and literacy.

Maoreover, with middle-income status come
changes in aspirations on the type of
employment sought by young people.
Anecdotal evidence suggests that
manufacturing enterprises are facing
difficulties finding workers for the 'factory
floor'. With a shifting of preferences away
from blue-collar work, the pressure on the
education system to deliver the required
training and skills is immense. These
changes seem to be influencing youth
participation in the labour force. For instance,
youth labour force participation rates in the
estate sector saw the biggest decline between
2006 and 2010, falling by almost 12 per
cent (compared to 7 per cent nationally).
This could be a reflection of the changing
aspirations of young people, away from the
opportunities available in the estate sector,
towards jobs elsewhere. With aspirations
towards urban jobs (especially in the services
sector, like retail) on the rise, and the
consequent tighter competition for these
}'obs, urban unemployment among youth has
shown an increase from 12 to 14 per cent
between 2006 and 2010 — the only sector
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to see a rise in youth unemployment during
this period.

While Sri Lanka's rate of urbanization has
been quite tame compared to other
developing countries, this could change as
the country makes the transition to middle-
income. Associated with this is the creation
of new vulnerable groups, especially those
who are urban unemployed and slip into
urban poverty. Looking at just the Poverty
Head Count Index (PHCI) may be
misleading. Although it shows that urban
poverty HCI is very much lower than, say,
in the estate sector, the actual number of
poor in urban areas is higher. Moreover, the
depth of urban poverty is more acute than
in other sectors, The amount of monthly
transfers needed to bring an urban poor
individual out of poverty is Rs. 680
compared to Rs. 587 for an average poor
individual in the country.?

It is not just in the urban sector. The skill-
biased technological change that is likely to
be a feature of Sri Lanka's middle-income
transition, can have an impact on overall
wage dispersion. Rising income inequality
could reduce both social mobility and future
prosperity. Atthe aggregate level, more than
a half of all income in the country is received
by the richest 20 per cent of households,
while the poorest 20 per cent receive just
4.5 per cent of the income.

While equipping workers with the skills to
latch on to the economic changes and
minimize the gap between them and
emerging income opportunities, the flip side
is to create a safety net for the poorest and
those most likely to be 'left out'. An
important part of moving towards a middle-
income country is ensuring adequate
protection for the most disadvantaged
population groups and those that are most
vulnerable to shocks. While Sri Lanka has
made impressive gains in reducing poverty,
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the fact remains that a significant share of
households are clustered just above the
poverty line and various shocks - be it at
household level or macroeconomic — could
easily push them back into poverty. Essential
then, is a robust social protection system to
address the emerging vulnerabilities. This is
particularly important considering both Sri
Lanka's rapidly ageing population, and also
the high level of informal workers in the
labour force, with little access to good safety
nets. A high proportion of those employed
in the construction, mining, and quarrying
industry (83 per cent), hotel and restaurant
industry (50 per cent), and manufacturing
industry (45 per cent) are informal workers.*

While there are a multitude of social
protection programmes currently operational,
most of them deliver grossly insufficient
benefits, are poorly targeted, and do not
cover the risks and vulnerabilities adequately.
This is most evident in the country's largest
programme, Samurdhi. The maximum
amount of income transfer delivered by
Samurdhi to a household is Rs. 1,500, while
the national poverty line dictates that a
person requires at least Rs, 3,300 per month
to meet his/her consumption needs. Better
targeting in social protection schemes like
Samurdhi can free up more funds to give to
those who most need it. Estimates reveal
that only around 15 per cent of Samurdhi
recipient households are actually poor, as
much as 49 per cent of households identified
as poor do not receive any Samurdhi
benefits. At a time when fiscal pressures are
rising, the government will have to move
away from a blanket-approach to social
welfare towards a more targeted and
effective social protection architecture.

Another source of vulnerability emanates
from changing weather patterns, and natural
disaster-related shocks. Severe adverse rainfall
events in Sri Lanka's dry zone in early 2011
and late 2012 heavily impacted farmer
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livelihoods, while severe cyclonic conditions
in an unusually strong monsoon season in
June 2013 hit fishing communities across
the Southern and South-Eastern parts of the
country causing nearly 50 fatalities. While
social protection schemes must expand
coverage to these emerging types of risk, a
big part of guarding against these
vulnerabilities is to have better information
and provide it to those who need it. Called
Climate Information Products (CIPs), these
can help communities, and the country at
large, make adaptation decisions and be
better prepared for the fallout from adverse
climatic changes. In Sri Lanka, credible CIPs
are scarce -- especially in the areas of
agriculture, water resource management,
energy generation planning, and disaster risk
management. Consequently, most people do
not rely on formal CIPs and it impacts their
readiness to adverse changes. IPS research
in the Anuradhapura district, for instance,
shows that while nearly three-fourths of
farmers regularly look for weather reports in
the media, less than 3 per cent treat those as
their main source of information. The
overwhelming majority said they relied on
personal judgment, observations, and peers.
Yet, many of them acknowledged that their
long-held beliefs in local weather patterns
have become less reliable, even obsolete,
and the need for better CIPs is greater than
before. Agencies tasked with providing CIPs,
like the Department of Meteorology, would
need a stronger focus on quality, timely and
credible information accompanied by
investment in state-of-the-art technical
facilities and high levels of expertise.

Overall, Sri Lanka is facing new challenges
as it makes the transition to a middle-income
economy as is clear from the preceding
discussion. A key characteristic of other
economies that have made, or are making,
this change is a growing global middle class
in their societies and the acknowledgement
that this can have positive impacts on growth



and development. Although according to
global benchmarks, Sri Lanka's middle class
measures up to less than 5 per cent of the
total population, as highlighted throughout
this report, there are signs of upward mobility
and an emerging middle class in the country.
This is evidenced by, inter alia, a sharp
decline in the incidence of poverty, growing
demand for advanced services, luxury and
consumer durable products, greater spending
on private health care and education
services, as well as the proliferation of
technology and services that connect more
Sri Lankans to global information and
commerce. With their more discerning
consumer demands, a growing domestic
middle class can spur service and process
innovations in the country. They can also
have an impact on public policy, as some
literature has shown that as this group gets
larger, social policies on education and
health become more progressive.

The best means of growing this middle class
is to strengthen what is at the heart of their
emergence — access to secure, well-paying
employment opportunities. This necessarily
means that Sri Lanka must focus on
expanding tertiary education and vocational
training.

A distinguishing feature between the poor
and the middle class is that as they are largely
engaged in stable well-paying jobs, it gives
them the space and resources to not only
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improve their living standards, but also be
more engaged politically and demand better
state services. So, for a government, a rising
middle class can also bring with it, its own
set of challenges. A growing middle class
has greater demands on, and want a greater
voice in, how they are governed and the
institutions that govern them. This tendency
has been seen in countries like India, with a
rapidly growing middle class — whether it
be demanding a change from police inaction
against sexual abuse, protests against
corruption (for instance, the Anna Hazare
movement), or the increasing number of
public interest litigation using the Right to
Information Act. Similarly, in countries like
Turkey, where years of steadily growing
incomes fostered a large middle class, which
became increasingly less tolerant of an
overbearing state and ultimately erupted in
the kind of dissent seen recently. The efficacy
of institutions to meet the evolving needs of
people and the quality of rule of law in
protecting their rights would become
increasingly more important to the upwardly
mobile social class, and the government
needs to be cognizant of this.

The rising socio-economic prosperity in Sri
Lanka, if fostered cleverly and inclusively
with progressive public policies, can spur
economic dynamism, innovation, and social
progress, and place the country on firmer
ground, as it makes a decisive transition into
a middle-income economy and beyond.
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2. Macroeconomic Performance and Outlook: 2012/2013

2.1 Introduction

Following two consecutive years of GDP growth in
excess of 8 per cent, the Sri Lankan economy saw
growth decline to 6.4 per cent in 2012. The slow-
down was primarily the result of corrective macro-
economic policy revisions adopted in February 2012
to stem a growing imbalance in the country's exter-
nal payments position. A less-than-favourable global
economic environment that saw world trade volume
growth dip to 2.5 per cent in 2012 from 6.5 per cent
a year earlier, also had adverse impacts on Sri Lanka's
already struggling export sector. In addition, inclem-
ent weather conditions in the third quarter of 2012
saw agricultural GDP growth slow sharply in the sec-
ond half of the year.

By global standards, Sri Lanka's growth performance
in 2012 still looks creditable. Indeed, even as most
recent forecasts suggest that global economic condi-
tions will remain difficult in 2013, Sri Lanka is ex-
pected to see an improvement in GDP growth in the
year ahead. Official forecasts have set an ambitious
7.5 per cent GDP target in 2013, and recovery to 8
per cent growth in 2014, Clearly, the room to stimu-
late a recovery in GDP growth in the short term will
depend on prudent management of the country's fis-
cal, monetary and exchange rate policies. While this
will raise the probability that Sri Lanka can continue
to experience higher growth in the medium to longer
term, much will depend on whether the country tack-
les outstanding structural reforms that will spur pro-
ductivity and efficiency in the economy, stimulating
growth in tradeable sectors of the economy.

2.2 Growth and Sectoral Output

The Sri Lankan economy which grew at an annual
average growth rate of 6.8 per cent during the period
2005-2008, showed a downturn in its growth in 2009
with GDP growth plunging to as low as 3.5 per cent.
Unfavorable domestic factors such as the intensifica-
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tion of the armed conflict, adverse weather
conditions, coupled with unfavorable con-
ditions in major international markets due
to the global financial crisis, caused the set-
back in growth during the year. With re-
newed investor confidence in the aftermath
of the end of the conflict in May 2009, res-
toration of economic activities in the North
and East of the country, and progress recorded
in the external environment due to the
gradual recovery of economies from the glo-
bal downturn, Sri Lanka posted a sharp im-
provement in GDP growth averaging 8 per
cent per annum during 2010-11. However,
2012 once again marked a slowdown in the
country's growth momentum as GDP growth
declined to 6.4 per cent, on the back of slug-
gish domestic demand and a weaker exter-
nal environment.

Despite the volatility over the years, in a glo-
bal comparison, Sri Lanka's GDP growth
performance on average during 2008-12 has
been creditable, even pulling ahead of its
historically better-performing competitors in
Southeast Asia (Figure 2.1). Indeed, Sri Lanka
is also doing well relative to its South Asian

Macroeconomic Performance and Outlook: 2012/2013

neighbours, including the region's economic
giant, India. India experienced a low growth
rate of 4.5 per cent in in 2012, and is ex-
pected to see only a marginal improvement
in 2013, with a GDP forecast of 5.7 per cent.

Even as Sri Lanka's overall GDP growth has
been favourable in a global context, the
sources of higher growth in the economy are
of some concern. Not unexpectedly,
agriculture's share in GDP has continued to
decline despite a reasonable performance on
average, albeit below the overall GDP growth
rates achieved. Although the agriculture sec-
tor has continued to be subject to volatility
in view of inclement weather conditions, the
renewal of agricultural activities in the pre-
viously conflict-affected Eastern and North-
ern Provinces of Sri Lanka has helped. In-
deed, there was a 25 per cent increase in the
area sown for paddy between 2009 and 2011.

Despite the reasonable performance of the
agriculture sector, the spur to Sri Lanka's GDP
growth has come from elsewhere. At first
glance, industrial sector growth appears to
have done exceedingly well, exceeding over-

Figure 2.1
GDP Growth: A Global Comparison

Sri Lanka :
ASEAN-5

India

China
Developing Asia

Advanced economies

world ™

m 2013
® 2008-12

0 2

Notes: ASEAN-5 includes Indonesia, Malaysia, Philippines, Thailand and Vietnam.

Source: IMF, World Economic Outlook, various years.
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Table 2.1
Sectoral Growth and Composition of GDP
Annual Average Growth (%) Share (%)

2006-08  2010-11 2012 2012

GDP 6.8 8.1 6.4 -
Agriculture 5.7 4.2 5.8 11.1
Tea 0.1 6.3 -1.2 0.9
Rubber 6.4 7.4 -6.8 0.2
Coconut 5.6 -5.7 6.0 1.0
Paddy 6.6 4.6 1.3 1.5
Industry 7.2 9.4 10.3 30.4
Manufacturing 5.6 7.6 5.2 17.1
Construction 8.7 11.8 21.6 8.1
Mining & quarrying 18.7 17.0 18.9 2.8
Electricity, gas & water 7.4 8.6 4.4 2.4
Services 6.8 8.3 4.6 58.5
Wholesale & retail trade 6.0 8.9 3.7 23.0
Transport & communication 10.4 11.6 6.2 14.3
Banking, insurance & real estate etc. 7.9 7.7 6.7 8.9
Government services 5.6 33 1.4 6.8

Source: CBSL, Annual Report, various years.

all GDP growth rates — by growing at an av-
erage of 9.4 per cent during 2010-11, and
even at a faster rate of 10.3 per cent in 2012.
However, much of this growth has come
about as a result of rapid growth in the con-
struction sector, as opposed to stronger
growth in the key sector of manufacturing
(Table 2.1).

Sri Lanka's key manufacturing sectors are
food, beverages, and tobacco (47 per cent);
textiles, wearing apparel and leather prod-
ucts (23 per cent); and chemical, petroleum,
coal, rubber, and plastic products (16 per
cent); together, they account for over 85 per
cent of total manufacturing output in the
country. Whilst all three sectors improved

Table 2.2

Manufacturing Sector Performance

Annual Average Growth (%)
Food, beverages & tobacco products
Textiles, wearing apparel, & leather products
Wood & wood products

Paper products, publishing & printing

Chemical, petroleum, coal, rubber & plastic products

Non-metallic mineral products
Basic metal products

Fabricated metal products, machinery & transport equipment

Other manufactured products

2006-08 2010-11 2012
5.9 7.0 LA
4.8 8.0 4.9
3.3 5.2 4.6
7.1 5.9 b7
7.0 10.7 5.8
7 9.3 6.5
2T 6.3 4.4
5.2 7.3 50
9.4 6.9 6.2

Source: CBSL, Annual Report, various years.
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Table 2.3
Services Sector Performance

Annual Average Growth (%)
Wholesale & retail trade

Transport & communication
Banking, insurance, & real estate etc,
Government services

Source: CBSL, Annual Report, various years,

on their growth performance on average as
seen in Table 2.2, it was not sufficient to
increase the share of manufacturing in Sri
Lanka's GDP over time. Indeed, the manu-
facturing share of GDP which stood at 17.7
per cent in 2006, had declined to 17.1 per
cent by 2012.

Unlike in the case of manufacturing, Sri
Lanka's services sector is more diversified with
the top three dominant sectors made up of
wholesale and retail trade (23 per cent); trans-
port and communication (14.3 per cent); and
banking, insurance and real estate (8.9 per
cent). As evident from Table 2.3, transport
and communication services has seen the
strongest growth over recent years, not sur-
prisingly in view of the related investments
made in the transport sub-sector, which ac-
counts for a share of 80 per cent of total
public investment. Sri Lanka's rapid invest-
ments in improving the country's physical
infrastructure viz. roads, ports, and airports,
have clearly had a spill-over effect on related
services sectors.

The boost to Sri Lanka's economic output
from an expansion of non-tradeable sectors
has been quite significant. The construction
sector is a case in point, growing at an an-
nual average of 11.8 per cent during 2010~
11, and expanding sharply to 21.6 per cent
in 2012. Besides, higher import expendi-
tures by way of machinery and other capital
goods, the construction sector expansion has

2010-11 2012

2006-08
6.0 8.9 3.7
10.4 11.6 6.2
7.9 7.7 6.7
5.6 3.3 1.4

fuelled imports of building material (includ-
ing cement) which grew at an annual aver-
age of 30 per cent in 2011-2012. Much of
this has been driven by a state-led infrastruc-
ture investment programme. Indeed, the dis-
tribution of value of construction work done
by the public sector is estimated to have in-
creased rapidly from 59 per cent in 2004 to
74 per centin 2010, reflecting increased pub-
lic sector involvement in construction sector
growth.

Thus, Sri Lanka's faster GDP growth of re-
cent years has been driven largely by non-
tradeable sectors such as construction, retail
trade, transport and communication, etc.,
(Figure 2.2). The sources of growth have a
strong bearing on the long term sustainability
of the growth process. The tradeable sector
of an economy is the sector that enables a
country to earn necessary foreign exchange
through the export of goods and services. A
shrinking tradeable sector combined with a
strongly growing non-tradeable sector can
lead to increased borrowing and a balloon-
ing current account deficit.

2.2.1 Growth and Employment

Higher growth has been accompanied by a
persistent decline in Sri Lanka's rate of un-
employment. In 2012, it fell to its lowest
yet at 4.0 per cent, down from 4.2 per cent
in 2011. The decline is largely explained by
a drop in the number of entrants into the
labour force, as a result both of migration as

! Department of Census and Statistics, *Survey of Construction Industries”, various issues.
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Figure 2.2
GDP and Sectoral Growth
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Table 2.4
Labour Market Indicators
C 20 201
Labour force (‘000 persons) 8,555 8,465
Employed 8,197 8,129
Unemployed 358 336
Employment share by economic activity (%)
Agriculture 33.0 31.0
Industry 24.1 26.1
Services 42.8 42.9
Status of employment (%)
Private sector 40.5 41.3
Self employed 31.5 31.9
Public sector 14.4 15.1
Other 137 11.7
Notes:  a. Employers and unpaid family workers.

Source: CBSL, Annual Report, various years,

well as a growing economically inactive
population, reflective of the country's demo-
graphic dynamics. The number of migrants
increased by 6.3 per centto 279,482 work-
ersin 2012.

Not surprisingly, slower growth in 2012 saw
the number of employed persons decline by
0.8 per cent, with the most severely impacted
sectors, agriculture (-7.0 per cent) and ser-
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vices (-0.6 per cent), seeing a contraction in
employment, whilst industry saw a signifi-
cant growth of 7 per cent (Table 2.4). How-
ever, higher numbers employed in industry
is unlikely to have come about in the manu-
facturing sector. Rather, the faster growing
industrial sectors such as construction, and
mining, and quarrying, would have absorbed
lower skilled labour from the agriculture sec-
tor.
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Figure 2.3
Trends in Migration
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Sri Lanka also witnessed an expansion of
employment in the public sector to record a
share of 15.1 per cent, with the absorption
of aver 50,000 persons. By contrast, employ-
ment in the private sector grew by only about
30,000in 2012, to a share of 41.3 per cent,

Thus, despite a persistent decline in Sri
Lanka's rate of unemployment, questions re-
main on the productive nature of jobs that
are being created in the current economic
climate. Indeed, even as the numbers of Sri
Lankan migrants seeking employment over-
seas is on the rise, a growing share of such
migrants are skilled workers, indicative of

Table 2.5

the less-than-favourable domestic labour
market conditions for such workers in the
country (Figure 2.3).

2.2.2 Consumption and Investment

In line with lower GDP growth, consump-
tion and investment growth declined quite
sharply in 2012 (Table 2.5). Sri Lanka's eco-
nomic growth is led by consumption, ac-
counting on average for 80-85 per cent of
GDP. This is in contrast to many fast grow-
ing emerging market economies in Asia that
raised their investment and boosted the sup-
ply of goods to the rest of the world at the
cost of consumption in their own economies.

Consumption, Savings, and Investment

Consumption (% change)
GDCF (% change)

Domestic savings (% of GDP)
Investment (% of GDP)
Private
Government
FDI (% of GDP)

2009 2010 2011 2012
4.4 14.0 22.4 13.7
-2.8 30.8 26.8 18.5
17.9 19.3 15.4 17.0
24.4 27.6 30.0 30.6
17.9 21.4 23.7 23.7
6.6 6.2 6.3 6.9
0.9 0.9 1.5 1.4

Source: CBSL, Annual Report, various years.
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In Sri Lanka, current levels of consumption
are associated with over-extended govern-
ment fiscal positions, rising debt levels, and
current account deficits,

Thus, Sri Lanka needs more savings and ap-
propriate levels of investment to support such
consumption growth. Even though govern-
ment investment levels have risen in the re-
cent past, domestic private investment
growth has not kept pace to bring about an
overall swing from consumption to invest-
ment. Additionally, FDI inflows have also
been disappointing. Whilst net FDI flows
as a share of GDP had risen to a 1.4 per cent
in 2012, much of this has been in infra-
structure (44.6 per cent), with services (31.9
per cent) and manufacturing (23 per cent)
drawing smaller shares. The low share of
FDI into manufacturing is especially of some
concern. With Sri Lanka's manufactured ex-
port sector lagging behind, efficiency-en-
hancing FDI — with accompanying mana-
gerial and technological skills transfer — is
critical to raise productivity, tap into new
markets and raise export volumes.

If, as planned, Sri Lanka is to achieve sus-
tained high growth into the longer term, in-
vestment and exports need to be higher to
maintain total demand. This calls for the
implementation of fundamental reforms that
will enhance productivity, and prudent man-
agement of the macroeconomic environment
that is consistent with fiscal and external sta-
bility.

2.3 External Stability

The demand for Sri Lanka's goods and ser-
vices has been relatively weak in recent years.
In 2012, earnings from exports contracted by
7.4 per cent, to bring Sri Lanka's exports-to-
GDP ratio down to a low of 16.4 per cent.
Higher GDP growth of recent years — driven
by public investment in infrastructure — has
come at the cost of a thriving export sector.
The shift of resources from the tradeable to
non-tradeable sectors, such as construction
and related activities has also been encour-
aged by a distorted and uncompetitive real
rate of exchange that has prevailed in the
economy. The rupee was held steady against
the US dollar during 2008-11 despite a weak

Figure 2.4
Nominal and Real Exchange Rate Trends
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Figure 2.5
External Sector Developments
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current account position, averaging 5 per cent
of GDP per annum over this period (Figure
2.4). The Real Effective Exchange Rate (REER)
— measured against a basket of 24 currencies
—saw a steady appreciation, weakening the
competitiveness of Sri Lanka's exports in in-
ternational markets.

The combined impacts of an overvalued ex-
change rate that helped pull in imports and
a relaxed monetary policy stance that saw
high credit growth in the economy, also
served to fuel Sri Lanka's import demand (Fig-
ure 2.5). A ballooning trade imbalance
prompted policy intervention in February/
March 2012 in the form of a ceiling on credit
growth by commercial banks, re-imposition
of high customs duties on motor vehicle
imports, and relaxation of CBSL intervention
in the foreign exchange market to keep the
exchange rate within a pre-determined band.
Whilst the policy measures began to exert a
curb on import expenditure growth, Sri Lanka
continued to run a significantly high trade
deficit at nearly 16 per cent of GDP in 2012
for a second consecutive year.

Sri Lanka was able to bring its external cur-
rent account deficit down to 6.6 per cent of
GDP in 2012, from 7.8 per cent of GDP
recorded in the previous year, because of

continued favourable growth in earnings from
worker remittances and tourism receipts. In-
deed, worker remittances have been the main-
stay in bridging Sri Lanka's external resource
gap — growing by 16.3 per cent in 2012 to
nearly US$ 6 billion — with a contribution
averaging 8 per cent of GDP in recent years.
However, the external environment determin-
ing demand for migrant workers from devel-
oping countries can change. One such in-
stance was the introduction by Saudi Arabia
of its Nitagat law in April 2013, providing
for mandatory recruitment of locals in the
private sector. Moreover, Sri Lanka's own
demographic trends militate against a con-
tinuous drain of its skilled workers overseas
in the longer term. While remittances do
hold out the benefits of greater stability and
low cyclicality as compared with other pri-
vate capital flows, they are not a long term
substitute for sustained earnings growth from
exports of goods and services.

2.3.1 Debt and External Stability

Sri Lanka has increasingly come to rely on
foreign sources of funding to bridge its re-
source gaps (Table 2.6). Since obtaining its
first sovereign credit rating in December
2005, Sri Lanka has issued five sovereign
bonds beginning in 2007, the last being for
US$ 1 billion issued in July 2012. There has
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also been an incremental opening up of the
government securities market to foreign in-
vestors. The threshold limit of 5 per cent of
Treasury bonds outstanding introduced in
2006, was relaxed to 10 per cent in 2007. In
2008, Sri Lanka opened its Treasury bill mar-
ket to foreign investors with a threshold limit
of 10 per cent. In December 2011, the thresh-
old limit was further expanded to 12.5 per
cent of outstanding Treasury bills and Trea-
sury bonds stock.

Increasingly, regulations governing foreign
borrowing by Sri Lanka's corporate sector
have also been eased, whilst approval pro-
cesses have been expedited to encourage pri-
vate firms and commercial banks to tap for-
eign sources for funding. With the imposi-
tion of a ceiling on credit growth of 18 per
cent by commercial banks in February 2012,
the CBSL allowed a relaxation of credit growth
to 23 per cent so long as the additional funds
were borrowed from overseas. In the Budget
2013 presented in November 2012, these
were further elucidated, permitting Licensed
Commercial Banks (LCBs) to borrow up to
US$ 50 million each year for three years with-
out the approval from the Exchange Control
Department. Similar treatment was offered
to corporate entities, with a borrowing limit
of US$ 10 million each year for three years
without exchange control approval. Such

moves have prompted many private entities
to resort to foreign borrowing, including at-
tempts by the state-owned National Savings
Bank to issue a US$ 500 million interna-
tional bond in mid-2013.

With the greater appetite by the government
for foreign borrowing, Sri Lanka today is more
vulnerable to external shocks than before. The
associated risks of short term capital flows,
and foreign private debt accumulation by the
private sector, are well known. In the face of
any sudden change in investor perceptions,
the risks to the exchange rate are high, par-
ticularly in the context of a relatively thin
foreign exchange market. Indeed, Lanka has
witnessed such periodic stresses, notably in
2000/01, 2008/09 and in 2011/12, when the
currency came under severe pressure amidst
growing external payments problems. Coun-
tries that resort to higher volumes of foreign
financing are better positioned to withstand
external shocks to the economy, if there is a
buffer provided by an accumulated stock of
foreign reserves. As evident from a compara-
tive perspective, Sri Lanka's ratio of external
debt stock to exports is high, and compares
poorly against the average for developing
countries (Figure 2.6). Worryingly, the ratio
of reserves to external debt also remains low
vis-a-vis the average for developing countries.

Table 2.6
Foreign Capital Flows

Capital Inflows to Government & LCBs Sovereign Bonds

2011 2012 Issued Amount Tenure

(US$ mn.) (US$ mn.) (US$ mn.) (Yrs.)
Commercial banks’ long term 973 2007 500 5

foreign currency borrowings

Inflows to government? 4,353 5,257 2009 500 5
Treasury bills and bonds 1,154 2,236 2010 1,000 10
Long term loans 3,029 2,869 2011 1,000 10
2012 1,000 10

Motes:
loans.

Source:
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CBSL, “External Sector Performance”, December 2012.
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Figure 2.6
External Debt Stock 2011: Sri Lanka in a Comparative Perspective
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The stability and composition of Sri Lanka's
official reserves has been an area of some
dispute. Official reserves declined to a low
of US$ 1.3 billion in March/April 2009 as
the CBSL attempted to support the currency
by selling off reserves. Reserves dipped to
provide cover for only 1.2 months of im-
ports, well below the international bench-
mark of 3 months of imports. With the end
of Sri Lanka's 30 year conflict in May 2009,
the country began a gradual process of re-
building its reserves through an IMF SBA,
short term capital inflows to the government

securities market, and the issuance of sover-
eign bonds at regular intervals. Reserves
peaked at US$ 8 billion in July 2011 before
once again dipping to US$ 5.5 billion in
February 2012 with 3.2 months of import
coverage, as the CBSL once again attempted
to prop up the exchange rate. With the deci-
sion to allow the exchange to move freely,
and issuance of a US$ 1 billion sovereign
bond in July 2012, official reserves were once
more built up to US$ 7 billion with 4.4
months of import coverage by end 2012 (Fig-
ure 2.7).

Figure 2.7
Official Reserves (Annual)
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The bulk of Sri Lanka's reserves are made up
of foreign borrowings, including funds raised
through issuance of 10 year bonds. In issuing
long term bonds and buying reserves, govern-
ments are likely to consider not only the cur-
rent borrowing cost, but also future borrow-
ing costs. Here, by simultaneously issuing
long term bonds and buying reserves, govern-
ments accumulate resources that it can use
in periods of higher borrowing costs. How-
ever, a cost is entailed in that the return may
be considerably lower than the borrowing
costs. At best, such costs can be off-set to
some extent, depending on the extent to
which future borrowing costs are likely to

increase.

The strategy of buying reserves carries risks,
particularly when a country's capacity to ac-
cumulate resources from non-borrowed
sources by raising earnings from exports of
goods and services is on the wane. Purchase
of government debt by non-residents and pur-
chase of international reserves by govern-
ments, are both pro-cyclical. During good
times with lower default risk, governments

may be tempted to borrow more. In the event
of any shock to the economy, governments
will be forced to cut down on borrowing
and use available reserves to smooth out con-
sumption. This can result in a collapse of
both the purchase of government debt by
foreign investors, as well as the ability by
governments to raise foreign borrowings,
leading to external crises.

Viewed at aggregate, Sri Lanka's external
debt dynamics appear not to have changed
very significantly, if only in terms of the
external debt-to-GDP ratio. It increased
slightly to 36.5 per cent in 2012, from 35.6
per cent in 2011, largely on account of the
sharp depreciation of the exchange rate.
However, the overall debt-to-GDP ratio
masks the growing debt service obligations
on Sri Lanka. As more foreign resources were
raised on non-concessional terms, the own-
ership and composition of external debt has
changed swiftly (Figure 2.8). Financial mar-
kets held a mere 6.6 per cent of Sri Lanka's
external debt in 2006. By 2012, this figure
had risen to 34 per cent.

Figure 2.8
External Debt Composition and Debt Service Ratio®
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The change in the composition of Sri Lanka's
external debt has been even swifter. The share
of non-concessional and commercial borrow-
ing has risen to 50.5 per cent of total exter-
nal debt in 2012, from a share of only 7.2
per cent in 2006. The ratio of debt service to
exports of goods and services shotup to 21.2
per cent in 2012 on the back of higher pay-
ments, particularly when the repayment of
the first sovereign bond of US$ 500 million
issued in 2007 came up for settlement in
2012.

Sri Lanka's external debt has grown at an an-
nual average of 16.4 per cent during 2006-
12, while earnings from exports of goods and
services have grown at only 8.7 per cent dur-
ing the same period. The spike in the debt
service ratio in 2012 is indicative of the pres-
sures that big repayments can exert. While
long term bonds allow for hedging rollover
risk, Sri Lanka will see a significant bunch-
ing of its external debt repayments during
2020-22 as the sovereign bonds issued from
2010-12 mature. Whilst there are no imme-
diate plans to issue similar sovereign bonds
in 2013, the uptake of foreign borrowing by
state-owned banks and other private entities
entail external sector risks for the country as

Macroeconomic Performance and Outlook: 2012/2013

awhole. The build-up of external payments
stress is a cumulative process, where the
lines between external public debt, public-
guaranteed external debt, and private sector
external debt become extremely blurred. The
surest way of ensuring a degree of long term
stability in the face of higher volumes of for-
eign debt accumulation, is to ensure that
there is a healthy growth in earnings from
exports of goods and services that allows a
country to build a 'war chest' of non-bor-
rowed reserves.

2.4 Fiscal Policy and Public Finances

The recourse to higher volumes of foreign
borrowing to bridge Sri Lanka's resource gap
has stemmed from decades of weak public
finances. A costly war exerted significant
pressure on limited financial resources, while
holding down the country's growth pros-
pects. The legacy of Sri Lanka's welfare-state,
history of populist public spending
programmes, poorly managed SOEs, and a
bloated public sector bureaucracy have made
rationalization of expenditures an uphill task.
Most worryingly, whilst expenditure needs
have risen, the country has faltered in ad-
dressing constraints in revenue mobilization,
with the revenue-to-GDP ratio falling to its

Figure 2.9

Fiscal Trends

=%
a &
g 8 400
£ 6 6 2
-, " Lasuaseassaney =
4 l-_"'.- o . .y 8
2 “onatl -10
o T T T T T T -12

2005 2006 2007

jegess Public investment

""" Revenue
| Currentexpenditure ssssseses Fiscal deficit

2008

2009 2070 2011 2012

Source: CBSL, Annual Report, various years.



State of the Economy 2013

lowest yet of 13.0 per cent in 2012 (Figure
2.9).

Despite the persistent weaknesses in revenue
generation, current expenditures have been
curtailed over time to allow higher spending
on much needed public investment. In 2012,
however, public investment was curtailed
sharply to 5.5 per cent of GDP from the
planned 6.6 per cent of GDP, in order to
contain the fiscal deficit to manageable lev-
els. As a result, the gradual reduction of the
deficit from a high of 9.9 per cent of GDP in
2009 continued into 2012, with a recorded
fiscal deficit of 6.4 per cent in 2012.

The re-orientation of fiscal expenditure to
capital investment spending in infrastructure
service improvements is a positive develop-
ment. Infrastructure investment was long
neglected, and is critical for long term
growth. However, the productivity gains to
be had from better economic infrastructure

in communication, transportation, distri-
bution networks, energy supply, and finan-
cial institutions and markets — needs to be
complemented by improved provision of
social infrastructure. The latter includes in-
vestments in general education, science and

technology, and healthcare delivery systems,
that impacts on production activities and
quality of life of households.

Sri Lanka's public expenditure has been some-
what skewed in above respects. Social spend-
ing as a percentage of GDP has seen a con-
tinuous decline, while spending on eco-
nomic services has risen considerably (Fig-
ure 2.10). In the same vein, a breakdown of
social spending indicates a sharp decline in
spending on sectors such as education and
health, whilst spending in transport and com-
munication has risen as a share of GDP,

There are other areas of spending thatare a
heavy drain on public finances. Despite the
fact that direct transfers to public entities has
declined as a percentage of GDP, SOEs con-
tinue to post significant operational losses
(Figure 2.11). The most significant of these
are the CPC, CEB, and SriLankan Airlines
(including Mihin Air). The combined opera-
tional losses of these three entities stood at
over Rs. 170 billion in 2012, amounting to
2.3 per cent of GDP. Operational losses by
SOEs not only dent government tax revenue
enhancement efforts, but they are also a
source of high government borrowing from

Figure 2.10
Economic and Social Spending
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Figure 2,11
Transfers to State-Owned Enterprises and Operational Losses
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the banking sector. If the finances of SOEs
were to be brought into government fiscal
estimates, Sri Lanka's fiscal performance will
look much weaker than they appear at present.

2.4.1 Deficit Financing

With low revenue mobilization, higher pub-
lic investment in infrastructure has been fi-

CBSL, Annual Report, various years.

CPC = Ceylon Petroleum Corporation, CEB = Ceylon Electricity Board, SLA = Sri Lankan

nanced almost in entirety through govern-
ment borrowings. A significant departure in
recent years has been that such borrowings
have been sourced increasingly from abroad
(Figure 2.12). Net foreign financing of the
government fiscal deficit has increased sig-
nificantly in recent years. More critically,
much of the foreign resources have been ob-

Figure 2.12
Deficit Financing
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~ Table2.7

Major Sources of Foreign Borrowing and Infrastructure

Source (US$ mn.)®

Projects Financed
2007

2008 2009 2010 2011 2012

Government of China

Export-Import Bank of China

China Development Bank Corporation
Government of Japan

Government of India

ADB"®

IDA"

Other

Major projects

Government of China

40 291 104
692 334 615
153 75 229
263 295 303 346 367
30 201 261
247 244 306 263 292
95 148 145 196 166

199 185 241 137 125

Hambantota port

Puttalam coal power plant

Export-Import Bank of China

Hambantota port

Puttalam coal power plant
Colombo-Katunayake expressway

China Development Bank Corporation

Government of Japan

Development of priority roads

Upper Kotmale hydro power project

Greater Colombo transport development
Southern highway construction

Government of India

Northern railway line

ADB Colombo port expansion

National highways sector project

Note:

Source: CBSL, Annual Report, various years.

tained on non-concessional terms. In 2012,
for example, the share of such non-
concessional funding stood at 60 per cent of
overall net foreign financing.

Foreign financing to bridge Sri Lanka's fiscal
needs have come by way of international sov-
ereign bond issues, foreign investment in ru-
pee denominated government securities and
receipt of project loans from bilateral and
multilateral sources. Collectively, China has
been the biggest source of foreign finance,
with funds made available through the Gov-
ernment of China, the Export-Import Bank
of China, and the China Development Bank
Corporation (Table 2.7). Funds generated
through foreign borrowing have supported
major infrastructure development projects in
ports, energy, roads, and railways.
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a: Amount disbursed, b. Asian Development Bank, c. International Development Association.

Developing countries with weak public fi-
nances incur higher borrowing costs to fi-
nance infrastructure spending. This is par-
ticularly so in a context where infrastructure
tends to be less extensive and of a poorer
quality, where the efficiency with which in-
frastructure is used and managed may also
be weaker, due largely to weaker institutional
and regulatory capacity. As Sri Lanka opts
for more and more of infrastructure financ-
ing from abroad, accessed on non-
concessional terms, ensuring that such
projects will boost overall productivity in the
economy and enhance earnings from exports
of goods and services to service foreign debt
becomes critical. For now, the biggest rea-
son to be hopeful is that it takes time for
results from past investments to come



through, and many such benefits have yet to
materialize.

2.5 Monetary Policy and Financial
Sector Developments

As more of the fiscal deficit financing was
sourced from abroad, easing domestic bor-
rowing by the government, the CBSL used
moral suasion to encourage LCBs to lower
lending rates and enhance credit growth to
the private sector. Indeed, state-owned com-
mercial banks were required to bring down
their lending rates to ensure more private
sector activity in Sri Lanka's post-conflict
growth drive. However, it was clear by mid-
2011 that credit growth to the private sector
was endangering price stability as inflation
rates began to edge-up, as well as contribut-
ing to an import surge that threatened exter-
nal sector stability. Access to relatively cheap
credit, an over-valued currency, and the halv-
ing of import duties on motor vehicles com-
bined to release pent-up demand that saw a
surge in import expenditures. Loans and ad-
vances by LCBs grew strongly in 2011 and
saw the highest rate of growth in 2012 (Fig-
ure 2.13).

Macroeconomic Perfformance and Outlook: 201272013

The CBSL reversed direction sharply in Feb-
ruary 2012, imposing a ceiling on credit
growth of LCBs to 18 per cent (relaxed to 23
per cent so long as additional funds were
generated from foreign borrowing), and hik-
ing policy rates by a cumulative 75 basis
points by March 2012. With curtailed liquid-
ity, lending rates began to climb steadily,
slowing down credit growth to the private
sector. From a peak of 35.2 per cent credit
growth to the private sector in March 2012,
it decelerated to 17.6 per cent by end 2012,
allowing the CBSL to ease policy rates by 25
basis points in December 2012 (Figure 2.14).

Rising food prices on account of inclement
weather conditions that contributed to infla-
tionary pressures in 2011 eased in 2012.
However, the lagged effects of credit growth,
a depreciation of the currency from February
2012, and sharp adjustments to fuel prices
in March 2012, saw inflationary pressures
pick-up once again, with point-to-point in-
flation peaking at 9.8 per cent in July 2012.
Nonetheless, inflationary pressures in the
economy have been largely moderate, with
annual average inflation contained to 7.6 per
cent by end 2012. Tighter monetary condi-

Figure 2.13
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Figure 2.14
Credit Growth, Interest Rates and Inflation
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tions and the general slow-down in economic
activity ensured that price stability was not
an overriding concern for monetary authori-
ties.

2.5.1 Exchange Rate Policy

Of more immediate concern in ensuring
macroeconomic stability was the direction

of exchange rate policy. Despite a sharp de-
terioration in external sector performance,
with Sri Lanka's current account deficit plum-
meting to-7.8 per cent of GDP in 2011, the
exchange rate continued to be held within a
pre-determined band. The CBSL intervention
in the foreign exchange market saw the
country's official reserves dip before correc-

Figure 2.15
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tive measures were introduced in February/
March 2012, which included the decision
to allow the exchange rate to move freely
(Figure 2.15).

With the long anticipated adjustment to the
exchange rate policy, there was significant
volatility and overshooting in the foreign
exchange market, with the rupee peaking at
Rs. 133 to the US dollar by June 2012. As
the country's import expenditures were cur-
tailed through higher duties and economic
activity began to slow down in general, the
demand for dollars eased, allowing the ex-
change rate to adjust to Rs. 127 to the US
dollar by end 2012.

2.6 Outlook

By early 2013, with inflationary pressures
expected to remain moderate in view of sub-
dued economic activity, better agricultural
output, and stabilization of the exchange rate,
the conditions to ease monetary policy and
reset interest rates at a lower rate in support
of higher GDP growth began to emerge
(Figure 2.16). However, there were early signs
of tension between fiscal financing needs and
monetary policy setting. In a departure from

Macroeconomic Performance and Outlook: 2012/2013

recent years when foreign financing com-
prised a large chunk of the deficit financing
requirement, the Budget 2013 opted to re-
verse this trend and rely heavily on domestic
borrowing to bridge the deficit. With a tar-
geted budget deficit of 5.8 per cent of GDP,
the domestic financing share was estimated
at 4.1 per cent of GDP. This, together with
deferred payments, saw the bulk of new lend-
ing by banks finding its way to meet govern-
ment financing needs. In the first four months
of 2013, of Rs. 278.2 billion new loans is-
sued by the domestic banking sector, new
loans to the government and public corpora-
tions constituted 85 per cent or Rs. 236.5
billion.

Given the government's domestic borrow-
ing spree, there was little room for a sharp
decline in lending rates to spur private sec-
tor investment in support of higher GDP
growth (Figure 2.16). The CBSL took further
measures to ease interest rates by way of a
50 basis points reduction in policy rates in
May 2013, followed by a decision to lower
commercial banks' SRR by 2 percentage
points —down from 8 per cent to 6 per cent
—in June 2013. From August 2013, all LCBs

Figure 2.16
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were requested by the CBSL to reduce the
penal rates of interest charged on all loans
and advances including credit facilities al-
ready granted to a level not exceeding 2 per
cent per annum, whilst finance and leasing
companies have been requested to reduce the
penal rate of interest to 3 per cent per an-
num.

The aggressive push to stimulate economic
activity through a credit push will clearly
impact another contentious area in the mac-
roeconomic policy arena — i.e., manage-
ment of the exchange rate. Too much credit
pumped into the economy will cause down-
ward pressure on the exchange rate, and may
tempt the CBSL once again to intervene at
the cost of securing the country's foreign ex-
change reserves. Sri Lanka's forex market re-
mains thin, with abrupt supply or demand
changes resulting in high volatility. Indeed,
the exchange rate saw some volatility from
June 2013 due to a host of factors, including
cross-currency movements as the US Federal
Reserve withdrew its quantitative easing
programme and foreign investors selling Trea-
sury bonds in the wake of a general pull back
from emerging markets.

Importantly however, the current aggressive
monetary policy easing is also playing a role
in determining exchange rate movements.
Greater liquidity began to generate higher
import demand, exerting pressure on the cur-
rency (Figure 2.17). Whilst CBSL interven-
tion in the forex market to smooth undue
volatility is permissible, Sri Lanka cannot
afford a replay of sustained intervention to
artificially 'peg' the currency to a pre-deter-
mined band. As atend June 2013, Sri Lanka's
gross official reserves stood at US$ 6.3 bil-
lion, sufficient for 4.1 months of imports.
But, with much of the country's reserves
made up of borrowed funds, and with pri-
vate foreign borrowing on the rise — with
inflows to commercial banks alone standing
at US$ 664.3 million during the first six
months of 2013 — there is little room for
policy maneuverability, and even less room
for policy errors. Indeed, even as Fitch af-
firmed Sri Lanka's sovereign rating at BB- with
a stable outlook in April 2013, Moody's
changed its B1 sovereign currency rating for
Sri Lanka from 'positive' to 'stable’ in July
2013. While the rights and wrongs of the
methodology adopted by sovereign rating
agencies are open to debate, the bottom line

Figure 2.17
Exchange Rate and Inflation Rate Movements
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is that they do have an impact on a country's
perceived risk-premium in international fi-
nancial markets,

The expectation is that in the second half of
the year, interest rates will ease sufficiently
to encourage more private sector borrowing
and help meet the government's GDP growth
target of 7.5 per cent in 2013. Such a policy,
however, runs the inherent risk of creating
yet another 'bubble’ if private sector credit
growth veers towards consumption without
adequate growth in the real economic sec-
tors,

In this context, the continued poor perfor-
mance of Sri Lanka's manufacturing export
sector is a cause of concern. Export earnings
contracted by 4.5 per cent in the first six
months of 2013, at a higher rate than the
contraction of 2.2 per cent seen in the com-
parable period in 2012. The trade deficit of
US$ 4,556 during January-June 2013 has
shrunk on marginally from a deficit of US$
4,701 in the comparable period in 2012,
inspite of suppressed import demand, partly
through higher import duties imposed in
March 2012 and subdued economic activ-

ity.

Worryingly, worker remittances has seen a
growth in earnings of only 6.9 per cent dur-
ing January-June 2013 relative to a much
higher rate of 17.4 per cent growth seen in
the comparable period in 2012. Sri Lanka

Macroeconomic Performance and Qutlook: 2012/2013

has come to rely heavily on remittances as a
stable and growing source of foreign exchange
earnings. Remittance earnings, however, are
subject to changing demand conditions and
regulations in host countries which under-
lines the need for Sri Lanka to focus on se-
curing its position in the global export mar-
ket, particularly with regards to merchandise
trade in goods and services.

Sri Lanka posted a reasonable overall GDP
growth rate of 6 per cent in the first quarter
of 2013, albeit down from 7.9 per cent in
the corresponding quarter in 2012. Whilst
industrial sector growth has remained strong
— maintaining a steady growth rate of 10.7
per cent — it is still being led by non-trade-
able economic sectors such as construction
(18.2 per cent growth) and electricity, gas
and water (10.4 per cent growth).

A monetary stimulus can be a useful tool to
kick-start a flagging economy, leaning against
the direction in which the economy is headed
— i.e., to reverse falling consumer spending,
business output and new investments, etc.
While it may lead to the desired expansion
of GDP in the short run, it can also fuel in-
flation. Thus, balancing price and output
objectives must be the cornerstone of mon-
etary policy. For sustained high growth in
the medium to long term, Sri Lanka must
rely on meaningful reforms that address struc-
tural constraints to growth in the real sectors
of the economy.

Table 2.8
External Sector Performance (January-June 2013)

S a Jan-june -E.:j'ﬁ.ne Jan-June Jan-june

2012 2013 2012 2013
US$ mn. US$ mn.  Growth (%)  Growth (%)

Exports 4,965.0 4.661.0 -2.2 -4.5
Imports 9,666.5 9,217.6 4.2 -5.8
Worker remittances 2,942.4 3,207.7 17.4 9.0
Earnings from tourism 459.9 565.3 24.3 229
FDI _ 451.0 540.0 14.6 19.7

Source: CBSL, “Manthly Economic Indicators”, various issues.

33



3. Global Developments and External Sector Competitiveness

3.1 Introduction

Over the last half century, developing countries around
the globe, notably the 'Asian Tigers' (i.e., Singapore,
South Korea, Taiwan and Hong Kong), Chile, Costa
Rica, Malaysia, Thailand, Cambodia, Vietnam, In-
dia, Bangladesh and mostly saliently China — have
increasingly benefited from integration into the glo-
bal economy. In almost all these instances, export
growth and diversification have played a pivotal role
in spurring long term growth.

Since the late 1970s, Sri Lanka has also incrementally
reaped the benefits of global integration through ex-
ports, though not on the same scale as the countries
noted above. As of late, however, Sri Lanka's export
performance has been relatively weak, both at home
and abroad. The ratio of Sri Lanka's exports to GDP
has dropped markedly to just 16.4 per cent in 2012;
atthe same time, Sri Lanka's exports have also been
losing its global market share.

The undiversified nature of both Sri Lanka's exports
and export markets are areas of concern, particularly
in light of the global economic turmoil and increased
competition from other late-industrializing countries.
Weak export performance is raising concerns that Sri
Lanka's export competiveness is deteriorating and that
the country may not be in a position to reap the full
benefits of globalization in the long run.

In light of the above, it is critical that the country
bolsters export competitiveness to better exploit the
opportunities presented by global integration to raise
and sustain the country's long term growth and de-
velopment, The need for attracting the right types
of FDI in building export capacity is also paramount.
In this context, this Chapter looks at emerging global
challenges and Sri Lanka's recent performance in ex-
port earnings and FDI flows, and assesses the country's
export competitiveness vis-a-vis other competitor
countries in Asia.
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3.2 Global Economic Outlook

Supported by strong policy actions of the
European Union (EU) and US policymakers
to mitigate two looming threats to global
recovery in 2012 — a breakup of the Euro
Zone and a 'fiscal cliff' in the US — 2013 is
likely to see a gradual acceleration in major
advanced economies. This is expected to be
led by the US, which is projected to grow
by 1.9 per cent in 2013, and by 3 per cent
in 2014." The US economy has shown sev-
eral signs of recovery, including a pick-up
in credit growth, rising house prices, and a
gradual upturn in job creation with the un-
employment rate being brought to below 8
per cent. A growth rate of 1.6 per cent is
predicted for Japan, which is moderately
higher than the October 2012 forecast, sup-
ported by a new policy package of aggres-
sive quantitative easing, a positive inflation
target, fiscal stimulus, and structural reforms.
However, several risks still persist, while new
threats have also emerged. Many risks relate
to continued weak economic activity in the
Euro Zone,* uncertainty about the conse-
quences of events in Cyprus and political
issues in ltaly. High fiscal deficits and debt
in the US and Japan also pose significant
risks to global recovery, and call for strong
medium term fiscal consolidation plans.

The economic performance of Asia as a re-
gion in 2012 was rather subdued owingto a
broad-based weakening of exports, both
within and outside the region, and the imple-
mentation of policies by China with a view
to moderate and better balance growth. The
outlook for 2013, however, is a bit more
upbeat, with the IMF noting that economic
activity in the region has stabilized in the
first quarter of 2013.3 Exports have recently
picked up across the region, reflecting firmer

' IMF (2013), World Economic Outlook, April 2013,
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demand in China and the advanced econo-
mies (notably the US). Economies across the
region are expected to benefit from internal
demand spillovers, particularly with growing
demand by China and the policy-led pick-up
in Japan. Notably, the depreciation of the yen
is expected to pose both opportunities and
challenges for other exporters of the region.
Some exporters may face more direct compe-
tition from Japanese firms in world markets,
while others may benefit through increased
supply chain linkages with Japan.

The Asian Development Bank (ADB) forecasts
growth in the Asian region to accelerate to
6.6 percentin 2013 and 6.7 per centin 2014,
driven largely by domestic factors this year
and by external demand and a strengthening
global economy next year.* Whilst the re-
gion as a whole is expected to grow, growth
amongst the various sub-regions is, however,
anticipated to recover at various speeds. The
growth rebound is anticipated to be largely
founded on China, which is anticipated to
grow at 8.2 per cent in 2013 and 8 per cent
in 2014, up from 7.8 per cent in 2012, and
the continued resilience in the Association
of Southeast Asian Nations (ASEAN) which
is projected to grow by 5.4 per cent in 2013
and 5.7 per cent in 2014. Growth prospects
for South Asian economies on the other hand
are largely dependent on India, and its com-
mitments to implement needed structural re-
forms. Signs of recovery in India are still weak,
with the Indian economy expected to record
modest growth, owing to constraints on do-
mestic investment and low optimism among
investors. The sub region's growth outlook is
anticipated to improve to 5.7 per centin 2013
and 6.2 per cent in 2014 from an anaemic
growth of 5 per cent in 2012, given the mod-
erate outlook for India.

2 The IMF has brought down their growth forecast for the EU for 2013 from 0.7 per cent in July 2012 to 0.3 per cent as of present.

¥ IMF (2013}, World Economic Outlook, April 2013,

4 ADB (2013}, Asian Development Outlook 2013, Asian Development Bank, Manila.



State of the Economy 2013

Table 3.1

GDP Growth Projections: Selected Countries/Regional Groupings
Source IMF ADB World Bank
Country/Year 2012 2013 2014 2012 2013 2014 2012 2013 2014
us 2:2 1.9 3.0 2.2 20 26 2.2 1.9 2.8
Japan 2.0 1.6 1.4 2.0 1.2 1.4 1.9 0.8 1:2
Euro Zone 0.6 -0.3 1.1 0.6 -0.3 1.2 -0.4 -0.1 0.9
China 7.8 8.0 8.2 7.8 8.2 8.0 7.9 8.4 8.0
India 4.0 57 62 5.0 6.0 6.5 5ill 6.1 6.8
ASEAN-5 61 59 55 61 58 6.0 54 56 5.7
Notes:  Growth Figures for 2013 and 2014 are projections/estimates; ASEAN-5 (Indonesia, Philippines,

Thailand, Vietnam and Malaysia).
Sources:

Mirroring the slowdown of economic activ-
ity in 2012, world trade growth decelerated
from 6 per cent in 2011 to 2.5 per cent in
2012, significantly below the growth rate of
3.7 per cent projected by the World Bank in
its 2012 'World Trade Report'. Export growth
in advanced economies fell sharply from 5.6
per cent in 2011 to 1.9 per cent in 2012,
while import growth also declined from 4.7
per cent to a mere 1 per cent in the same
period. The spillover effects of this slowdown
resulted in a similar drop in export growth
in emerging and developing economies from
6.4 per cent to 3.7 per cent. World trade
growth is expected to improve to 3.6 per cent
in 2013 based on improved global economic
prospects.’®

Similar to the trend in trade growth, 2012
witnessed a sharp drop in global FDI flows.
The slow recovery in 'greenfield investments'
in 2011was short-lived,® with FDI growth
grounding to a standstill in 2012, witha 16.4
per centdecline in FDI projects over the pre-
vious year since the onset of global reces-
sion.” The slowdown was felt the world over,

? IMF (2013}, World Economic Outlook, April 2013.

IMF, World Economic Qutlook, April 2013; ADB, Asian Development Qutlook 2013; World
Bank, Global Economic Prospects 2013.

with all global regions experiencing a de-
cline in FDI. Lacklustre economic growth in
Europe, Japan and Brazil, slower growth in
China, political instability in the Middle East,
and policy uncertainty in the US, all impacted
adversely on the global FDI market. The Asia-
Pacific region remained the leading regional
destination for FDI in 2012, securing a glo-
bal market share of 31.7 per cent.®

The implications of such global develop-
ments on Sri Lanka's external sector have been
substantial. The export sector, which dem-
onstrated notable growth in 2011, suffered a
major setback in 2012, recording a contrac-
tion in export earnings of 7.4 per cent, and a
continued contraction of 4.5 per cent in the
first six months of 2013.° FDI inflows have
also remained subdued throughout 2012.
While the slowdown of global economic
activity no doubt had a sizeable impact on
Sri Lanka's poor performance, several inter-
nal factors constraining external sector com-
petitiveness have also contributed to this
situation, as will be discussed in subsequent
sections of this Chapter.

® This is a form of FDI where a parent company starts a new venture in a foreign country by constructing new operational facilities from

the ground up.

7 fDi Intelligence (2013}, The fDi Repart: Global Greenfield Investment Trends.

® Ibid.
* CBSL, “External Sector Performance”, June 2013.
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3.3 Sri Lanka's External Sector Perfor-
mance

3.3.1 Trade Performance: Export
Growth

Contrary to the robust performance in export
earnings in 2010 and 2011, 2012 saw a no-
table contraction in merchandise export earn-
ings of 7.4 per cent, reflecting setbacks in
both industrial and agricultural products.
Industrial exports, which account for 75 per
cent of total exports, recorded a contraction
of 7.8 per cent, led by a near 5 per cent con-
traction in its key export category, garments
(Table 3.2). The sizeable decline in garment
export earnings has been attributed to a sharp
decline in international cotton prices from
the peak levels recorded in March 2011, and
the dampened global demand in the context
of the global economic downturn.’ How-
ever, this decline could also be due to other
factors, such as the loss of the Generalized
System of Preference (GSP) + facility to the
EU market in 2010, which has led to clo-
sures of some factories. The contraction in
export earnings of tea by 5.3 per cent, con-
tributed towards the overall decline in agri-
cultural exports. Adverse weather conditions

Global Developments and External Sectar Competitiveniess

affected production volumes leading to lower
prices.

Services export earnings showed a more posi-
tive picture, with net earnings from services
exports recording an increase of 13.7 per cent
to US$ 1,250 in 2012. This was mainly
driven by improved performance in the trans-
portation, and computer and information ser-
vices sectors. The expansion of port and air-
port related activities led to increased inflows
in freight, port, and airport related services,
while increased earnings from information
technology enabled services (ITES) such as
business process outsourcing (BPO) and
knowledge process outsourcing (KPO) con-
tributed towards the growth of computer and
information services exports.

The fall in absolute export earnings in 2012
has been preceded by a declining trend over
the years in Sri Lanka's export share — both
as a percentage of GDP and as a percentage
of total world exports. The exports-to-GDP
ratio which stood at 30 per cent in 2000
almost halved to 16.4 per cent by 2012, while
Sri Lanka's share of global exports has re-

Table 3.2
Growth in Goods and Services Exports, 2012

Annual Average Growth (%) Share (%)’
Agriculture -7.8 23.9
Tea -5.3 14.4
Industrial -7.8 75.4
Gems, diamonds and jewellery 5.2 5.7
Textiles and garments -4.8 40.8
Services 31.0
Transportation 21:1 37.0
IT 42.1 34.9
Note: a: In case of goods, values as a percentage of total earnings from goods exports, and in case of
services, as a percentage of total earnings from services exports.
Source: CBSL, Annual Report 2012.

" CBSL, Annual Report 2012,
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mained stagnant over the years. As shown
in Figure 3.1, Sri Lanka's share of goods ex-
ports which rose marginally from 0.05 per
cent in 1980 to 0.08 per cent in 2000, has
fallen again in the post 2000 period, and
has reverted back to 0.05 per cent in 2012.
In contrast, Vietnam has demonstrated re-
markable export growth, with its global share
rising from a mere 0.02 per cent in 1980 to
0.63 per cent by 2012. Bangladesh which
also started from a lower share than Sri Lanka

in 1980, has surpassed Sri Lanka's share by
2012. While Sri Lanka has managed to in-
crease its share of global services exports from
0.06 per cent to 0.09 per cent during the
1980-2012, this is a marginal increment com-
pared to the rapid growth of market share in
many other competitor countries.

Sri Lanka's export earnings have continued
to contract by 4.5 per cent in the first six
months of 2013 with industrial exports

Figure 3.1
Global Export Share in Goods and Services, 1980-2012
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Figure 3.2
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which account for the bulk of total exports -
recording a 4.7 per cent decline." This sug-
gests that its global share is likely to deterio-
rate further unless immediate remedial ac-
tion is taken to revive export performance.

3.3.2 Trade Performance: Export Diver-
sification

Whilst there has been a clear slowdown in
Sri Lanka's export growth, Sri Lanka's export
basket has also seen very limited diversifica-
tion, both in terms of products and markets
over the past two decades (Figure 3.2). The
US and the EU have continued to be the major
export destinations for Sri Lankan products,
accounting for well over 50 per cent of total
exports. More recently, there have been signs
that exports have started to penetrate into
India, primarily as a result of the India-Sri
Lanka Free Trade Agreement (ISFTA) that
came into operation in 2000. However, in-
roads into other South Asian Association for
Regional Cooperation (SAARC) countries have
not been significant. Likewise, in terms of
Sri Lanka's export basket, only a very limited
diversification can be observed; textiles, pe-
troleum-based products and primary com-

" CBSL, “External Sector Performance”, June 2013.

modities such as tea, rubber, coconut, and
fisheries products continue to account for
well over 60 per cent of total exports, whilst
Information and Communications Technol-
ogy (ICT) based exports have made very mod-
est strides into the world market.

More alarmingly, as depicted in Figure 3.3,
there has been a dramatic decline in the num-
ber of products being exported by Sri Lanka
to the world,'? contrary to the trend observed
in other second-tier exporting countries where
the number of products exported has tended
to increase as the economy and the industri-
alization process gradually matures. While
Sri Lanka also showed improvement in this
regard, specifically by increasing the num-
ber of products from 235 in 1995 to 247 in
2005, there has been a reversal of these trends
in more recent years. Of significant concern
is to note the substantial decline from 238
products in 2010 to 175 in 2011, adecline
specific to Sri Lanka alone. Consequently,
whereas both Sri Lanka and Vietnam exported
the same number of products in 1995, Viet-
nam is high above Sri Lanka at 248 in 2011,
compared to Sri Lanka's 175.

2 These are products based on the Standard Intemational Trade Classification (SITC) revision 3 at the 3 digit level which either have a
national export value exceeding US$ 100 or represent more than 0.3 per cent of total national exports.
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Figure 3.3
Number of Products Exported to the World, 1995-2011
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3.3.3 Foreign Direct Investment Per-
formance

While realized inward FDI to Sri Lanka re-
covered from pre-crisis levels in 2011 to reach
a record US$ 956 million, inflows in 2012
(US$ 898 million) have been subdued, and
fallen short of the government's target of US$

1.5 billion. Of the FDI realized in 2012, the
infrastructure sector received the bulk (44.6
per cent) consisting of investments in ports
and container terminals, telephone and tele-
communication networks, power generation,
and housing and property development; fol-
lowed by investments in the services sector

Figure 3.4
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(31.9 per cent) driven by investments in tour-
ism; whilst the manufacturing sector ac-
counted for 23 per cent, with a major share
of FDI into the food and beverages industry,
and the textile, and wearing apparel indus-

try.

In comparison with other competitor coun-
tries, Sri Lanka's performance in attracting
FDI has been lacklustre, as shown in Figure
3.4, Especially over the last decade, late-in-
dustrializing countries in both South and

Global Developments and Extemial Sector Competitiveness

and Myanmar have been able to attract far
greater volumes of FDI. Sri Lanka's poor per-
formance has also been reflected in the FDI
Attraction Index,” compiled by the
UNCTAD, which measures and ranks the
success of 181 countries in attracting FDI
over a rolling three-year period. Sri Lanka's
ranking in the index has deteriorated consid-
erably over the last decade from 132 in 2000,
to 158 in 2011. Bangladesh, Vietnam,
Myanmar, and Laos are all ranked above Sri
Lanka.

Southeast Asia such as Bangladesh, Vietnam

Box 3.1
Attracting FDI: Lessons from other Late Industrializing Countries

- Over the last decade or so, a number of second-tier exporting countries in South and
Southeast Asia have been able to atiract impressive volumes of FDI.'* Sri Lanka can
draw lessons from these countries in designing a more attractive policy package to entice
FDI. In recent times, Myanmar has witnessed a dramatic increase in inward FDI, high-

~ lighting the strong linkage between political stability and FDI. Political and economic

- reforms coupled with improved international relations have brought about vast improve-
ments to the country's investment environment. Investors have responded positively to

these developments, with FDI projects increasing from 10 prior to 2012 to 54 in 2012,

which has also led to significant increases in capital investment (152 per cent) and job

creation from FDI (157 per cent). Indonesia, the Philippines, and Bangladesh also all
recorded impressive inward FDI growth of 7.6 per cent, 11.3 per cent, and 66.7 per cent,
respectively. The impressive volume of FDI into Bangladesh indicates an emerging trend

- where a global shift is taking place with a re-allocation of efficiency-seeking FDI away
' from China and other emerging markets, and towards frontier markets such as Bangladesh
with their vast untapped labour pools, low costs, and market opportunities. Whilst FDI
flows to the BRIC (Brazil, Russia, India, China, South Africa) countries experienced a
slowdowns, India, China, and Brazil remain amongst the top five destinations for FDL.

| Source: fDi Intelii.gencé, 2013, The fDi Report: Global Greenfield Investment Trends.

B NCTAD (2012, “World Investment Report: Towards A New Generation of Investment Policies”, United Nations Conference on

Trade and Development, Geneva, Switzerland.

4 Refers to developing countries which are gradually orienting themselves towards specializing in manufactured exports in their attempt

to replicate the success of the Newly Industrialized Economies (NIEs) of East Asia. Two altemative terms used in the literature are ‘new
exporting countries” and ‘latecomers export-oriented industrialization’.
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Despite the poor performance in the past,
the UNCTAD in its FDI Potential Index —
which captures four key economic determi-
nants of the attractiveness of an economy for
FDI - ranks Sri Lanka at 68 out of 181 coun-
tries overall. In the sub-category of attrac-
tiveness to low-cost and skilled labour, Sri
Lanka stands out, ranked at 23 out of 181
countries, highlighting the country's attrac-
tiveness to export-oriented/efficiency seeking
investments.

3.4 Sri Lanka's Export Competiveness:
A Diagnosis

The ensuing section examines Sri Lanka's
export competitiveness using a framework
developed by the World Bank."* The frame-
work examines the issues that affect a
country's ability to compete in international
markets under three intertwined components:
(1) the presence of an overarching incentive
framework for exports; (2) the reduction of
trade-related costs; and (3) the efficient man-
agement of market and government failures.
The strengths and weaknesses of each of the
three components in relation to Sri Lanka are
analyzed below.

3.4.1 Incentive Framework

A key policy challenge is to ensure that do-
mestic resources are channeled to their most
productive activities. Having the right kinds
of incentives in place to ensure that factors
of production are moving to sectors in which
the country has a long term capacity to com-
pete is, therefore, critical. Trade, investment,
fiscal, and exchange rate policies must be
geared towards providing the required incen-
tives.

Trade Policy

A country's trade policy has a direct bearing
on its ability to compete in an international
environment. Sri Lanka's lacklustre perfor-
mance in the export sector in the post 2000
period could in part be explained by changes
in the country's trade policy over the years.
Sri Lanka's decisive move away from the pro-
tectionist import-substitution trade policies
in 1977, coupled with trade liberalization
reforms — particularly, reductions in the av-
erage level of import tariffs — have been
steadily reversed since the beginning of the
decade.

Whilst the increase in tariff protection has
been modest in the recent past, the imposi-
tion of para-tariffs over and above the stan-
dard customs duty rates has resulted in an
increasingly complex and protectionist trade
policy regime.'® Estimates by the World Trade
Organization (WTO) as set out in Sri Lanka's
'"Trade Policy Review' of 2010, show that
when both the standard customs duties and
all other export taxes are taken together, the
un-weighted average total protection rate
(TPR) turned out to be as high as 31 per cent
(compared to the standard customs duty rate
of 12 per cent).

Pursell and Ahsan (2011) have undertaken a
systematic comparison of Sri Lanka's recent
tariff structures (Table 3.3)."” The total pro-
tection rate (customs duty + para-tariffs) in-
creased marginally between late 2002 and
early 2004, but then more than doubled be-
tween 2004 and 2009. Nearly all of the sharp
increase is due to the extra protection pro-
vided by para-tariffs. While average custom
duties in 2009 were low compared to other

* World Bank (2013), Export Competitiveness: Key Elements of an Fxport Competitiveness Strategy, Available at hitp/web.worldbank.org/
WBSITE/EXTERNAL/TOPICS/TRADE/EXTEXPCOMNET/0,,contentMDK:21781937 ~ pagePK:64168445~p

iPK:64168309 ~ theSitePK:2463594,00.html.

provided to domestic production by customns duties.

Para-tariffs are taxes which are only applied to imports and there is no domestic equivalent, and hence add to whatever protection is

7 Pursell, G. and F.M. Ziaul Ahsen (2011), “Sri Lanka's Trade Policies: Back to Protectionism,” ASARC Working Paper 2011/03,
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Table 3.3
Unweighted Average Protection Rates,” 2002, 2004, 2009 and 2011

Custom Duties Para-tariffs Total Protection Rate
November 2002
Agriculture 21.1 5.2 26.3
Industry® 7.6 2.5 10.1
All tariff lines 9.6 2.9 12.5
January 2004
Agriculture 24.6 3.5 28.1
Industry® 8.8 1.9 10.7
All tariff lines 11.3 2; 13.4
December 2009
Agriculture 24.6 25.0 49.6
Industry® 10.3 13.7 24.0
All tariff lines 12.4 15.5 27.9
January 2011
Agriculture 25.4 21.4 46.8
Industry® 9.1 10.6 19.7
All tariff lines 11.5 12.2 23.7
Notes: a. All protection rates are percentages of cif import value; b, This predominantly reflects

manufacturing protection. Mining accounts for a tiny share of industrial output (less than 3 per

cent).

Source: Pursell, G. and F.M. Ziaul Ahsen (2011), “Sri Lanka’s Trade Policies: Back to Protectionism,”

ASARC Working Paper 2011/03.

developing country standards, para-tariffs
more than doubled this rate, thereby making
the TPR far exceed the developing country
average.

Each para-tariff has its own product cover-
age, with frequent changes in the product
coverage, especially of the Cess. The exten-
sive amount of taxes and the frequent changes
in terms of product coverage makes it ex-
tremely difficult to calculate the TPRs appli-
cable to individual products, and to assess
the changes in trends overtime. Disaggregated
data reported in Pursell and Ahsan (2011)
show that para-tariffs have led to 75 differ-
ent TPRs ranging from zero to more than 90
per cent. The TPRs for agricultural tariff lines
are the worst, with almost 40 per cent within
the range of 70-80 per cent.

Sri Lanka's increasingly restrictive trade policy
regime is also reflected in the Enabling Trade
Index (ETI) produced by the World Economic
Forum (WEF). The ETI consists of four main

sub-indices, one of which is the 'market ac-
cess' sub-index. This measures the extent to
which the policy framework of the country
welcomes fareign goods into the country, and
enables access to foreign markets for its ex-
porters. In particular, it measures the level
of protection of a country's markets, the qual-
ity of its trade regime, and the level of pro-
tection exporters face in target markets, us-
ing indicators such as average applied tar-
iffs, the share of goods imported duty free,
the variance of tariffs, the frequency of tariff
peaks, the number of distinct tariffs, and the
margin of preference in target markets nego-
tiated through bilateral or regional agree-
ments. Sri Lanka records a low score for this
sub-index compared to its competitor coun-
tries, and is ranked fairly low at 103 out of
132 economies.

Regional and bilateral trading arrange-
ments

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

The case of the ISFTA which became effec-
tive in 2000 provides a good example of a
trade agreement that has served to stimulate
trade flows between India and Sri Lanka. In-
dia has emerged as Sri Lanka's largest and
most balanced trade partner, with exports
from Sri Lanka to India rising from US$ 39
million during 1995-2000 to US$ 567 mil-
lion in 2012. The number of export items
has also shown a remarkable increase, with
a visible shift from low-value added agricul-
tural products to high value added manufac-
turing goods. Moreover, although the ISFTA
covers only liberalization of goods, it has
indirectly led to a significant amount of In-
dian investments in Sri Lanka, which has in
turn strengthened Sri Lanka's supply capaci-
ties.

Another important example is Sri Lanka's
penetration into the EU market through its
GSP scheme. Sri Lanka's apparel exports in
particular have benefitted under this scheme,
receiving both tariff concessions under the
general scheme and duty free entry under the
GSP + scheme. The fall in apparel exports to
the EU in 2012 is in part attributed to the
loss of GSP+ concessions in 2010.

Sri Lanka has also entered into a bilateral
Free Trade Agreement (FTA) with Pakistan

and is a member of the South Asia Free Trade
Agreement (SAFTA) and the Asia-Pacific
Trade Agreement (APTA), the latter being the
oldest preferential trade agreement between
developing countries in the Asia-Pacific re-
gion.'® However, these agreements have de-
livered limited results in terms of stimulat-
ing export flows due to numerous problems,
including low product coverage, thin mar-
gins of preferences, and non-tariff barriers.

The stalling of multilateral trade negotiations
has led to the increasing proliferation of bi-
lateral and regional trade arrangements in the
recent past, particularly in the Asia-Pacific
region, Table 3.4 provides a comparative
sense of the different types of trade agree-
ments some selected Asian countries have
entered into as of January 2013, These in-
clude all agreements that are signed and in
effect, signed but not yet in effect, negotia-
tions launched and proposed/under consul-
tation and study. As is evident, Sri Lanka's
engagement in trade agreements is very low
compared to its competitor countries. Out
of the eight agreements listed below, only
four are fully effective — the bilateral agree-
ments with India and Pakistan, the SAFTA,
and the APTA - which all together cover
only 21 per cent of Sri Lanka's total trade."
Moreaover, Sri Lanka's participation in these
agreements is also not satisfactory. For in-
stance, Sri Lanka is the only SAARC country
that is yet to submit its revised sensitive list
under SAFTA and its 'offer and request' list
under the South Asia Trade in Services Agree-
ment (SATIS).*®

Alternatively, Southeast Asian countries show
heavy involvement in all types of agreements,
particularly in Comprehensive Economic

8 The APTA, previously named the Bangkok Agreement, was signed in 1975 as an initiative of ESCAP and involved five member states,

namely Bangladesh, India, Lao People's Democratic Republic (PDR), Republic of Korea and Sri Lanka. In 2000, China also joined
APTA. The SAFTA, involving all SAARC countries came into effect in 2006.

Mew York.

2

effective thus far.
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Table 3.4
Trade Agreements - Proposed, Negotiated, Signed, Signed and in Effect
Country RTAs  Bilateral Plurilateral CEPAs CECAs Total
FTAs/PTAs PTAs
Bangladesh 3 1 2 - - 6
Cambodia 4 4 3 11
India 8 14 2 5 5 34
Lao PDR 6 1 3 3 13
Malaysia 9 7 1 5 4 26
Myanmar 6 3 3 12
Pakistan 6 18 2 1 - 27
Sri Lanka 3 4 - 1 - 8
Thailand 8 10 - 5 3 26
Vietnam 9 3 - 3 3 18
Notes:  RTA: Regional Trade Agreement; FTA: Free Trade Agreement; PTA: Preferential Trade Agreement;

CEPA: Comprehensive Economic Partnership Agreement; CECA: Comprehensive Economic

Cooperation Agreement:

Source:
aric.adb.org/ftatrends.php].

Partnership Agreements (CEPAs) and Com-
prehensive Economic Cooperation Agree-
ments (CECAs), which cover a broad spec-
trum of goods, services, and investment lib-
eralization. While India is steaming ahead
with the negotiation of both bilateral agree-
ments and comprehensive partnership agree-
ments, Pakistan has also embarked on a sig-
nificant number of bilateral deals.

Foreign Investment Policy

It has been increasingly recognized in many
developing countries that FDI — in particu-
lar, export-oriented investments — can play
adecisive role in diversifying a country’s ex-
port-base. Sri Lanka's FDI policy regime since
1977 has increasingly been liberalized; com-
plete 100 per cent foreign ownership has been
permitted for investment in almost all areas
of the economy, and restriction on foreign
exchange transaction relating to current ac-
count payments have increasingly been re-
laxed. Constitutional provisions have been
enacted to guard against expropriation of for-
eign owned assets. In addition, the GoSL to
date has entered into 27 Bilateral Investment
Treaties, and 38 Double Taxation Avoidance
Agreements. In addition, Sri Lanka offers a

Compiled from the Asia Regional Integration Centre, Free Trade Agreements Database. [http:/

host of fiscal incentives to attract FDI (Box
3.2). Export-oriented ventures qualify for spe-
cial fiscal incentives such as customs duty,
VAT and Ports and Airports Development Levy
(PAL), exemptions on raw-material imports,
upon meeting export performance require-
ments and meeting a minimum investment
threshold. The investment threshold currently
stands at US$ 500,000.

However, there are a number of other devel-
oping countries vying to attract similar types
of FDI, and offering a lower investment
threshold. For example, the threshold estab-
lished in Malaysia is US$ 200,000, while
Thailand has set it at US$ 92,800. By con-
trast, Sri Lanka's threshold level seems
uncompetitive. Given the importance of FDI
to spurring greater exports, projects should
also be considered on the basis of their ex-
port and employment generation potential.

Exchange Rate Policy

The real exchange rate plays a pivotal role in
determining a country's export competitive-
ness. Direct policies to sustain an overval-
ued or undervalued exchange rate in the long
run may adversely impact export
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, Box 3.2 ;
I Overview for FDI Approval Process

The prevailing foreign investment approval process falls under two broad categories; namely (a)

Section 16 and 17 of the Board of Investment (BOI) Law (Automatic Approval Route Projects); and

(b) Strategic Development Projects Act of 2008. Projects approved under Section 16 of the BOI
| Law are permitted without any fiscal concessions, and are governed by ‘normal laws' of the
| country. Such approvals are made merely to facilitate a foreign investor. The Budgets of 2012 and
' 2013, through the Inland Revenue Department offers a host of various fiscal incentives to pro-
| mote both foreign and local investments,

| At present, nine broad sectors, namely tourism and leisure, infrastructure, knowledge services,
utilities, apparels, export manufacturing, export services, agriculture, and education have been
identified as key investment thrust areas. Eligible investments qualify for fiscal incentives ranging
: for tax holidays, tax concessions, and customs duty, PAL and VAT exemptions on imports of

both capital goods and raw materials, The amount and nature of investment incentives offered
are pre-determined and are based on the sector of investment and investment threshold.

Investments are lumped into three main categories based on the investment thresholds; small
and medium scale investments, medium scale investments, and large-scale investments. The
larger the investment, the more attractive the incentive package is, in terms extended tax holidays
and special concessions. Incentives offered also vary with the sector of investment. Priority
sectors, which the government aims to encourage investments in, are offered superior incentive
| packages and/or are subject to lower investment thresholds. Investments in the agriculture sector,
' namely fisheries and the production of seeds and planting material, cultivation of crops of renew-
| able energy, and the manufacture of organic fertilizer and pesticides do not have to meet invest-
ment thresholds. Lower investments thresholds are also in place to encourage 'strategic import
replacement’ projects pertaining to the manufacture of fabrics, milk powder, cement and phar-
maceutical products. Export-oriented ventures qualify for duty free facilitation for both raw-mate-
rial and capital good imports, whilst only the large-scale non-export oriented ventures qualify for
duty-free facilitation of capital goods.

| The second category of investment approvals falls under the Strategic Development Projects Act
| No. 14 of 2008 and its subsequent amendments. As laid out in the Act, a Strategic Development
| Project (SDP) is defined as a project which is in the national interest, is likely to bring economic
and social benefits to the country, and is also likely to change the landscape of the country,
primarily through provision of goods and services which will be of benefit to the public, substan-
tial inflow of foreign exchange, substantial employment, and technology transfer'. On identifica-
tion of a prospective SDP, the BOI in consultation with the Minister of Economic Development
may propose a project for consideration via gazette notification, publishing information relating
to the proposed project, and the exemptions to be granted in respect of same. On the expiration
| of a 30 day period from the date of the gazette notification, the Minster together with the Minister
of Finance must inform and seek approval of the Cabinet of Ministers. Projects deemed SDPs are

eligible for a host of 'special investment incentives',

competiveness. An overvalued exchange rate
leads to exports becoming more expensive
in foreign markets as a consequence of higher
prices of exported goods and services in for-
eign currency terms. If the real exchange
rate is overvalued as a consequence of a nomi-
nal appreciation, the foreign currency price
of exports is higher than exports from com-

46

petitor countries, thus reducing foreign de-
mand for exported goods. On the other hand,
if an overvaluation is due to excessively high
domestic inflation relative to global infla-
tion, then domestic costs of production
would be artificially high, reducing profits
from exporting and/or coerce firms to raise
prices, leading to a loss in competitiveness.
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Figure 3.5
Trends in Nominal and Real Effective Exchange Rate Movements, 2011-2012
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Source: CBSL, Annual Report 2012.

As can be noted from Figure 3.5, in nominal
terms, the rupee has experienced periods of
appreciation as well as depreciation. How-
ever, in real terms, the rupee has been appre-
ciating steadily. While the policy adjustment
in February 2012 from a fixed exchange rate
regime to a more flexible regime saw a sharp
depreciation of the rupee in nominal terms,
the accompanying real exchange rate depre-
cation has been rather modest. A persistently
over-valued exchange rate adversely impacts
export competitiveness as discussed earlier.

Fiscal Policy

Access to finance is critical to export com-
petitiveness. New exporters are confronted
with significant start-up costs as they gather
information on foreign markets, develop
marketing channels, adapt products and pack-
aging to foreign tastes, and learn to deal with
new bureaucratic procedures. Tax rates have
a direct bearing on access to sufficient fi-
nance, especially in many late-industrializ-

ing countries such as Sri Lanka, where access
to and the cost of credit is a major constraint,
especially for smaller enterprises, where firms
have to rely heavily on internally generated
funds to finance investments. Taxation im-
pacts investment in two ways: firstly, it re-
duces the expected after-tax revenue from a
given investment project, and secondly, it
reduces the availability of investment finance.

Sri Lanka's total tax rate as a percentage of
commercial profits is reasonable in compari-
son to other South Asian countries (Figure
3.6). However, when compared to the tax
rates of East and Southeast Asian economies,
Sri Lanka has a much higher rate.?' This has
direct impacts on export competiveness given
that exporters have to operate on very tight
profit margins. It also stifles companies fi-
nancially, and as discussed earlier, obstructs/
discourages firms from exploring new export
markets.

' Total tax rate measures the amount of taxes and mandatory contributions payable by businesses after accounting for allowable deductions

and exemptions, as a share of commercial profit.
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Figure 3.6
Total Tax Rate (% of Commercial Profits), 2011-2012
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3.4.2 Reducing Trade Related Costs

In today's highly competitive globalized
world, access to efficiently produced critical
backbone services and inputs are pivotal to
ensure that domestic firms remain competi-
tive. Firms that have to incur more than their
competitors for energy, telecommunications,
customs services, transport and logistics, fi-
nance, and security costs will find it hard to
compete in both the domestic and overseas
markets.

Energy

Energy costs, electricity in particular, most
often constitute a major share of direct non-
wage costs for firms. Rising electricity prices
and supply reliability pose serious challenges
to enterprises, given that it alters production
cost structures, which in turn influence com-
petitiveness. The relative importance of
power costs and reliability will vary across
sectors; power hungry capital-intensive in-
dustries will be far more reliant on power
costs, as opposed light-manufacturing sec-
tors and other professional services sectors,
which are also reliant on adequate power
supply. Unreliability in terms of power sup-
plies may force firms to rely on more costly
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energy via generators, thereby increasing
costs. The quality and reliability of electric-
ity supplied in Sri Lanka is on or above par
with other late-industrializing countries.
However, when considering the electricity
tariffs faced by Sri Lankan industrialists, lo-
cal firms are at a disadvantage as they have
to pay more for electricity compared to their
competitors in other countries and as such
lose out on their export competiveness (Fig-
ure 3.7).

Labour

Wages constitute a significant proportion of
production costs. Access to cheap and/or
more skilled labour significantly improves
competitiveness. As can be noted from Table
3.4, Sri Lanka competes well in terms of
wages and labour productivity, outperform-
ing countries like India, Pakistan, Vietnam,
and even Thailand. On the flipside, how-
ever, labour regulations currently in place,
particularly relating to the redundancy dis-
missal may pose challenges to international
competiveness. Under the Termination of
Employment of Workmen (Special Provisions)
Act (TEWA) of 1971, employers require con-
sent from the Commissioner of Labour for
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Figure 3.7
Industrial Electricity Tariffs, 2012
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the redundancy dismissal of even one worker,
with the exemption of dismissal on serious
disciplinary infraction. In this light, the dis-
missal process is viewed as cumbersome and
long-drawn. Further, as can be noted from
Table 3.5, the severance pay for redundancy

dismissal seems excessive in Sri Lanka. Given
this type of labour market rigidity, exporters
that operate in a highly competitive global
environment lose out on flexibility to restruc-
ture their labour force as required, which can
severely constrain their export competiveness.

Table 3.5
Selected Labour Market Indicators

Economy Year Annual Wage GDP per Person Third-party Severance
(Current US$)  Engaged® Notification®  Pay*
Bangladesh - n.a 4,146 Yes 26.7
Combodia - n.a 5,449 No 11.4
India 2009 2,462 9,200 Yes 11.4
Laos - n.a n.a Yes 40.7
Malaysia 2009 7,662 24,857 No 17.2
Myanmar - n.a 7,670
Pakistan 2006 2,335 8,483 No 22.9
Sri Lanka 2010 1,556 17,985 Yes 54,2
Thailand 2006 2,233 16,764 No 3.7
Vietnam 2010 2,010 6,272 No 246
Notes:  a. At constant 1990 US$ at PPP; b. If one worker is dismissed; c. For redundancy dismissal (in

weeks).

Sources: UNIDO (2013), “Competitive Industrial Performance (CIP) Index” database; World Bank, “Doing
Business” 2007 and 2013; ILO (2013), “Key Indicators of the Labour Market” database.
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Trade Facilitation

Weak trade facilitation, such as lack of and/
or poorly maintained transport infrastructure,
complex import and export procedures etc.,
results in increased transaction costs which
in turn adversely impacts competitiveness.
The ‘Trading across Borders' indicator of the

associated with exporting and importing a
standardized cargo of goods by ocean trans-
port. Table 3.6 presents this indicator for 2007
and 2013. As can be seen, Sri Lanka per-
forms relatively well in all three sub indica-
tors with respect to other South Asian coun-
tries. However, it still lags behind Southeast

Asian countries. In the case of many South-
east Asian economies, what stands out is the

World Bank's 'Doing Business' report mea-
sures the time and cost (excluding tariffs)

Box 3.3
Labour and Utility Costs as Impediments to Export Growth: Case of the
Apparel Industry

| The ability of Sri Larika's apparel industry to successfully face global competition has been further

' dimmed by rising utility and labour costs. In particular, it has been stated that the recent hike in
| electricity tariffs will result in a 15 per cent tariff increase for apparel factories, with a significant cost
| increase for textile manufacturers’ washing and dyeing plants.”” This is a severe blow to firms
 already struggling to compete with competitors who have duty free access to the EU market.

| The electricity tariff hike would translate into demands for price increases by all stakeholders in the |
supply chain. As it stands, the industry is not able to absorb any additional cost given the rising |
' labour costs and lack of preferential treatment for its exports in major markets. There is evidence to |
suggest that apparel factory owners are considering relocating to other countries with more lucra- | L
tive prospects such as Bangladesh, Myanmar and Vietham — a trend that has already been ob- |
served after the removal of GSP+ concessions.? |

On the other hand, employees are also heavily burdened by the increase in electricity rates, and as

a result demand higher salaries. There is also the fear of employees leaving the industry in search

of alternative job opportunities given the spiraling cost of living — which is a problem for an
| industry that has over 30,000 vacancies.** This situation has prompted the Apparel Exporters'
Association to consider importing workers from Bangladesh, India and Bhutan to fill vacancies at
lower costs.> However, there are also fears that foreign workers may be exploited in terms of both
heavy work and lower salaries, thereby affecting Sri Lanka's reputation of good working conditions
under initiatives such as "garments without guilt." A failure to maintain labour and other standards
could also pose a threat to Sri Lanka's eligibility for standard GSP concessions in the EU — a
concession the country cannot afford to lose at this point in time.

Sri Lanka's apparel industry, which successfully competed in a post-MFA environment by building
an international reputation for quality and reliability, is now faced with the pressing need to
develop a new strategy to remain globally competitive. A possible strategy is to conduct manufac-
turing activities in lower cost countries, add value and export the final product from Sri Lanka.
However, the viability of such a supply chain management strategy would depend on ensuring the
availability of a proper regulatory framework that facilitates trade, transshipment, logistics, and
innovative manufacturing methods.

# Warushamana, G., (2013), "Apparel Industry will Overcome Challenges - Secretary General, JAAF,” Sunday Observer, TR May 2013,
Available at httpiwww.sundayobserver. Ik/201 3/05/05/fin26.asp.

¥ Interviews conducted among garment manufacturers, representatives from industry associations, and government officials between July
- September 2012.

* Warushamana, G., (2013}, "Apparel Industry will Overcome Challenges - Secretary General, JAAF," Sunday Observer, 5 May 2013,
Available at http/Awww.sundayobserver.Ik/2013/05/054in26.asp.

= bid.
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Table 3.6

Trading Across Borders, 2007 and 2013

Country Document’s for Exports Time to Export and Import Cost to Export and
and Imports (No.) (Days) Import
(US$ per container)
2007 2013 2007 2013 2007 2013
Bangladesh 23 14 92 59 2189 2455
India 25 20 68 36 2108 2320
Pakistan 20 16 43 39 2002 1365
Sri Lanka 21 12 52 39 1586 1495
Malaysia 18 11 42 19 909 855
Thailand 21 10 46 27 1890 1335
Vietnam 15 14 71 42 1588 1210
Cambodia 20 19 48 1552 1655
Lao PDR 28 20 144 52 3110 4265

Source: World Bank, ‘Doing Business’ 2007 and 2013.

significant reduction in the number of docu-
ments and the time required for exporting
and importing over the two years under con-
sideration. For instance, Laos has succeeded
in cutting down the number of days required
for the export/import procedure by more than
half, from 144 in 2007 to 52 in 2013. Cam-
bodia, Vietham, and Malaysia have also
shown remarkable progress in this regard. On
the other hand, the progress made by South
Asian countries, including Sri Lanka, is not
as impressive. This indicates the need for 5ri
Lanka to undertake more aggressive policy
measures at a pace comparable to its South-
east Asian competitors.

3.4.3 Managing Market and Govern-
ment Failures

Market and government failures tend to af-
flict countries in the process of expanding
exports and growth. The presence of market
failures such as information asymmetry tends
to constrain competitiveness, thus requiring
specific interventions and institutions along
the lines of export and investment promo-
tion agencies, standards bodies, agencies to

support innovation and clustering, etc. The
presence of government failures in many de-
veloping countries is a key challenge in de-
veloping the necessary institutions, and hin-
ders the capacity for effective policy formu-
lation.

Export Promotion

Export promotion is a critical dimension of
an export competitiveness strategy in a coun-
try, and the importance of a relevant export
promotion policy cannot be overstated. While
promotion of traditional exports is needed
for export growth, promotion of new export
products is essential for export development.
In many countries, the government is the
principal provider of export assistance to the
business community. In Sri Lanka, the Ex-
port Development Board (EDB) functions as
the apex organization for export promotion
and development.

A main criticism of government promotion
schemes in many developing countries is that
they tend to be poorly targeted.”® Most ex-
port promotion schemes appear to be more

" Gray, B, (1997), ' Profiling Managers to Improve Export Promation Targeting’, Journal of International Business Studies, Vaol. 28, No.

2, pp. 387420,
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concerned with identifying and assisting par-
ticular types of companies, rather than par-
ticular types of managers who make export
market development decisions. This, how-
ever, may not be a major issue for Sri Lanka,
given that the manager and exporter is the
same person in most Sri Lankan companies.
Another issue, also relevant to Sri Lanka, is
the need to identify companies at different
stages of internationalization — pre-export-
ing, market entry, and export operations
stages — rather than extending similar types
of assistance to all firms. The types of ser-
vices required, such as matching informa-
tion, research, promotion, buyer introduc-
tion, and export finance or insurance services
would differ depending on the stage of inter-
nationalization of a particular company. Ob-
taining a better understanding of the needs
of managers and targeting segments of man-
agers who share similar strengths and weak-
nesses is a possible solution.

A well developed and targeted export pro-
motion strategy is also crucial in facilitating
the process of market and product diversifi-
cation, which involves taking advantage of
different growth rates in different markets and
products, and gaining stability by not being
overly dependent on any particular market
or product. Penetrating new markets would
require adapting to new demand structures
and cultural sensitivities, and the ability to
survive in a less familiar environment in spite
of higher transaction costs. Remaining com-
petitive in such an environment thus requires
a strong facilitating and supportive environ-
ment. Sri Lanka's failed attempts at both
market and product diversification over the
years stresses the need for a more active ex-
port promotion agenda.

As is the case with regard to many initia-
tives, the lack of coordination between gov-
ernment and private sector organizations, as
well as among different levels of government,
is a key weakness of Sri Lanka's current ap-
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proach towards an export promotion strat-
egy. Sri Lanka in fact currently lacks a con-
crete policy framework to boost export
growth and development. There is thus a need
for the government (through the EDB) and
private sector to collaborate in formulating a
national export promotion strategy to help
firms overcome barriers to exporting, and
involve more businesses in exporting. Such
a strategy should take into account a com-
prehensive set of consistent policies and or-
ganizations that are responsive to market
conditions, needs of business enterprises, and
opportunities offered by new products and
technologies.

Governance Quality

In economic literature, the quality of insti-
tutions and policies is decisive in determin-
ing whether countries can benefit from glo-
balization. Whilst the institutional environ-
ment encompasses macroeconomic stability
and openness to trade, they also encroach
upon the enabling environment for markets
to function efficiently, and cover areas such
as the strength and quality of legal and judi-
ciary systems, the financial system, taxation
procedures, labour relations, investment pro-
cedures, land tenure, and customs adminis-
tration.

Sri Lanka's standing in key governance indi-
cators have been improving since the end of
the hostilities in 2009. As can be observed
from Table 3.7, while Sri Lanka performs rea-
sonably across governance indicators such as
rule of law, quality of regulation and gov-
ernment effectiveness, it scores poorly in in-
dicators with regards to corruption, voice
and accountability, and political stability and
absence of violence, in comparison to other
competitor countries. Weak governance in
terms of poor property rights and their en-
forcement, red tape, and corruption, etc.,
adds to production costs, which in turn ad-
versely impacts competitiveness.
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Table 3.7
~ World Governance Indicators, 2011

Country Political Stability Voice & Government Regulatory Rule Control of

and Absence Accoun- Effectiveness Quality of  Corruption

of Violence tability Law
Bangladesh 74 371 19.9 22.3 28.6 16.1
Cambaodia 33 24.9 25.6 35.1 15.5 12.8
India 12.7 59.2 54.5 40.3 52.6 35.1
Lao PDR 47.2 5.6 17.1 19.4 18.3 137
Malaysia 52.4 33.8 81 74.4 66.2 57.8
Myanmar 13.7 2.5 2.4 1.4 4.2 0.5
Pakistan 0.5 26.3 22:3 29.9 20.7 15.6
Sri Lanka 28.3 31 52.6 50.7 53.1 40.8
Thailand 16.5 33.3 59.7 56.4 48.8 43.6
Vietnam 52.8 8.5 45 29.4 39.9 336

Source: World Bank, World Governance Indicators, 2011.

3.5 Conclusion

Sri Lanka's poor external sector performance
in recent years does not bode well for a small
economy aspiring to raise its per capita in-
come, and sustain a high growth momen-
tum. While the slowdown in world trade
growth has had an inevitable impact on Sri
Lanka's export performance, the sizeable de-
cline of absolute export earnings in 2012 and
in the first half of 2013 suggest that there are
several domestic issues impeding export
growth that require urgent attention.

An analysis of Sri Lanka's export competi-
tiveness reveals that the country lags signifi-
cantly behind neighbouring countries in the
Asian region in terms of many competitive-
ness indicators. The incentive framework in
place to promote export and investment
growth is far from satisfactory. Sri Lanka's
trade policy, which has been showing trends
of increased protectionism over this decade
— particularly in the form of proliferating
para-tarrifs — is a significant concern, The
country's limited involvement in regional
and bilateral FTAs, especially in comparison
with other Asian countries, has also restricted
export competitiveness and market penetra-

tion. Moreaver, the highly overvalued cur-
rency continues to adversely impact the com-
petitiveness of Sri Lankan exports in the world
market.

While Sri Lanka has made some progress in
reducing transport and logistics costs over
the years, there is scope for further improve-
ment in comparison to many Southeast Asian
economies. Additionally, high electricity
costs and stringent labour regulations pose
significant barriers on firms' ability to com-
pete in the global market. Dealing with mar-
ket and government failures is another es-
sential area requiring priority attention. Over-
coming problems such as information asym-
metry, call for specific interventions and in-
stitutions. The role of a well-developed and
targeted export promotion strategy is vital in
this regard. Mitigating government failures
is also vital if firms are to minimize produc-
tion-related costs, and compete effectively
in an international environment. In address-
ing numerous challenges in raising its exter-
nal sector competitiveness, it is important
for Sri Lanka to draw lessons from its com-
petitor countries.
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4. Driving Growth from the Middle: A First Look at the Middle Class in
Sri Lanka

4.1 Introduction

The 2008 global recession depressed growth and re-
duced consumer spending in developed economies,
but the Asian economies continued to grow, largely
driven by expenditure by the up and coming middle
class. This growing middle class wealth, and its size,
are key factors that are steering the changing global
economic landscape to be Asia-centric. In 2012, China
surpassed the US as the world's leading market for
personal computers (PCs); 69 million units of PCs
were shipped to China, 3 million more than the num-
ber sold in the US.' China and India are also the
world's first and second largest markets for mobile
phones.” These are only some examples of the grow-

ing market power in China and India. ‘

Sri Lanka has a small

The middle class consumers have received greater at- but growing global
tention in recent times due to the belief that a strong middle class. Balancing
and large middle class is a prerequisite for sustained its growth with related

economic growth and development.* Demand led demands on the economy
growth, as opposed to export led growth, has also

been seen as a means of steering an economy out of can lead the way for

the middle income trap - i.e., the phenomenon of an sustained demand driven
economy stagnating in the middle income level. The economic growth
middle class is credited for stimulating growth in sev- ,
eral ways. Primarily, the middle class drives economic
growth through shifting aggregate demand. But that
is not its only channel for promoting growth. Unlike
the upper classes, the midd|e class source its income
from labour. As such, the middle class consumers
invest in education and skills development which leads
to greater productivity.* The middle class consumers
are also credited for supporting meritocratic systems
of governance which allows them the opportunity for

' Shaver, 5.,(2013), “China Passes the United States as World's Bigzest PC Market” http:/fwww. upi.com/Science News/2013/04/29/China-
passesthe-United-States-as-worlds-biggest-PC-market/UPI-75121367281194/#ixzz 2TcN2nByv *, [accessed on 20th May 2013].

¢ ADB (2010), “The Rise of Asia’s Middle Class: Key Indicators for Asia and the Pacific,” Asian Development Bank, Manila.
* ibid.
* Kharas, H., (2010), “The Emerging Middle Class in Developing Countries,” Working Paper No. 283, OECD Development Center, Paris.
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promotion and self-improvement through hard
work.® Those in the middle class, being more
selective consumers, have fostered innova-
tion in affordable but efficient products.
These attributes of the middle class are con-
sidered to be valuable for sustainable mar-
ket-oriented economic growth and poverty
reduction.

The size and the wealth of the middle class
determine its power over the economy and
governance structures. As such, the size of
the middle class has become an important
indicator, signaling growth and development
of an economy. The middle class consumers
of the US and other G-7 countries (U.K,
France, Germany, Italy, Canada and Japan)
have been the main source of aggregate de-
mand in the world economy over the past
fifty years.® The global middle class is esti-
mated to grow from around 2 billion indi-
viduals, to nearly 5 billion individuals in the
next two decades. Unlike in the earlier peri-
ods, this growth is estimated to be mostly
driven by growth in middle class consumers
in China and India, than due to the continual
growth of the middle class in the G-7 coun-
tries. These changes to the size of the middle
class are shifting the global demand patterns
towards Asia. Greater purchasing power will
also provide the background for emerging
Asian economies to demand changes to the
international governance and power struc-
tures,

However, the ability of the middle classes to
drive economic growth over a long period
will largely depend on the capacity of devel-
oping economies to face the challenges of
countering the adverse effects of a growing
middle class. The greater demand for better
housing and durable goods brings with it a
higher demand for electricity, energy, water,

and other resources. Higher per capita con-
sumption of energy and consumer goods gen-
erates more pollution and puls greater stress
on natural resources. Unless countries are
well prepared to meet these challenges, the
positive effects of middle class expansion
on the growth of the economy will be damp-
ened.

In Sri Lanka too, there is evidence of a grow-
ing middle class. The incidence of poverty
in the country has come down sharply over
the past decade. There are indications of
growing demand for advanced services and
luxury products. Advertisements offering
short holiday packages to foreign countries
are common in daily newspapers. Car sales
have risen markedly over the past decade.
Luxury apartments in the city are increasingly
being considered as housing options by, not
only expatriates who opt for second homes
in their native land, but also by young fami-
lies who want the convenience of being close
to the city. A growing number of newspa-
pers are available online and they interact
with their readers through social media —
indicating a large and growing customer base
with access to mobile phones and comput-
ers. These are luxuries that the poor or the
near poor cannot afford, and the level of this
demand is too large to be driven only by the
rich. These clearly indicate that the middle
class is growing in Sri Lanka.

The influence of a growing middle class on
an economy and its people depend on par-
ticular country contexts. It also depends on
the size, the growth, and the purchasing
power of the middle class and the prepared-
ness of the country to deal with the demands
of a growing middle class. The purpose of
this Chapter is to examine the size of the
middle class in Sri Lanka, and to assess its

5 Bindsall,N., et af., (2000) "Stuck in a Tunnel: Is Globalization Muddling the Middle?", Working Paper 14, Brookings Institution, Washington,

D.C

& Kharas, H., (2010}, "The Emerging Middle Class in Developing Countries,” Working Paper No. 285, OECD Development Center, Paris.
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potential influence on the economy in the
years to come.

4.2 What is the Middle Class?

The literature defines the middle class in a
variety of ways. Historically, the middle class
was a social class characterized by intellec-
tuals that were neither capitalists nor work-
ers. They were the well-educated service pro-
viders and small scale entrepreneurs, who
were hard working and had relatively secure
and substantial incomes that allowed them
to own houses, demand better quality ser-
vices, and enjoy comfortable lifestyles. De-
spite its initial classification on social terms,
in recent times, economists have chosen to
define the middle class using economic terms
such as income or consumption, in order to
better quantify its size. These definitions
mainly take two approaches: the relative ap-
proach, and the absolute approach.

Those using the relative approach use two
main means of defining the middle class. In
one relative measure, the middle percentiles
of the income distribution are used to mea-
sure the middle class. For example, using
this approach, Easterly (2000) defines the
middle class to be those between the 20th
and the 80th percentile in the consumption
distribution.” One major shortcoming in this
approach of measuring the middle class, is
that the size of the middle class is fixed by
definition. In the second relative approach,
the middle class is defined relative to the
median per capita income, For example,
Birdsall, et. al. (2000) define the middle class
to be those earning 0.75 to 1.25 times the

median income of an economy.? In both
these relative approaches, the yard stick for
defining the middle class changes from coun-
try to country. These relative measures of
defining the middle class are sometimes re-
ferred to as the 'developing middle class' as
these are consumers who are 'middle class'
according to the standards of the developing
world, but not necessarily according to that
of the developed world.

The literature defining the middle class us-
ing an absolute approach defines the middle
class as those earning some benchmark in-
come range. For example, Bhalla (2007) de-
fines the middle class to be those earning
more than US$ 3,658 (in 2006 prices) a year,
or US$ 10 aday, in purchasing power parity
(PPP) terms.? Kharas and Gertz (2010), tak-
ing an absolute approach, defines the middle
class as those households with daily expen-
diture between US$ 10 and US$ 100 per
person per day in PPP terms.'® Since this
definition of the middle class is common to
all individuals across countries, the middle
class defined this way is also referred to as
the 'global middle class’. There is much
interest in the size and growth of this global
middle class, as they are the consumers who
influence global demand through their taste
for branded goods such as designer clothes,
latest technical appliances, and education
and health services.

This Chapter will use an absolute approach
to measure the middle class. Following
Kharas and Gertz (2010), individuals living
in households spending between (PPP) US$

7 Easterly, W., (2000), "The Middle Class Consensus and Economic Development,” Policy Research Working Paper 2346, World Bank,

Washington, D.C.

8 Birdsall, N., et al., (2000), "Stuck in a Tunnel: Is Globalization Muddling the Middle?" Working Paper 14, Brookings Institution, Washington,

DC

®  Bhalla, 5., (2007), "Second Among Fquals: The Middle Class Kingdoms of India and China," Peterson Institute for Intemational Fcanomics,

Washington, D.C.

'@ Kharas, H. and Gertz, G., (2010}, "The New Global Middle Class: A Crass-Over from West to East," Wolfensohn Center for Development

at Brookings, Washington D.C.
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10-100 per person in PPP,"" will be defined
as the 'global middle class'.’? For ease of
exposition, those individuals living in house-
holds spending (PPP) US$ 2 to (PPP) US$
10 (not including (PPP) US$ 10) will be
referred to as the 'local middle class', those
individuals living in household spending less
than (PPP) US$ 2 a day per person will be
referred to as the 'poor', and those individu-
als spending (PPP) US$ 100 or more per per-
son per day will be referred to as the 'rich'.

4.3 Characteristics of the Middle Class

4.3.1 Spending Patterns of the Middle
Class™

As incomes increase, people's consumption
patterns will also change. One main change
is in the proportion of incomes spent on food.
With a lower proportion of their income
spent on food, the wealthier households have
more disposable incomes to spend on other
productive, as well as leisure activities. One
main area where expenditure increases with
higher incomes is on entertainment. Al-
though the poor spent almost nothing on
entertainment, those in higher income groups
spend proportionally higher shares of their
income on entertainment

Unlike with entertainment, the proportion
of expenditure on education does not always
rise with higher expenditure levels. In some
countries, the proportion of expenditure on
education remains constant for different in-
come levels, while it increases for other coun-
tries. However, in urban areas, the middle
class tend to spend more on educating their
children. The correlation between expendi-
ture on health and income is clearly positive
for most countries, but again the magnitude

at Brookings, Washington D.C.

of this increase varies from country to coun-
try. In particular, the middle class tends to
spend more on health care. These differences
in spending patterns on health and educa-
tion partly reflect the nature of social infra-
structure available in a country. In countries
where social services are subsidized by the
government, the need for out-of-pocket ex-
penditure (OOPE) on those services would
be less. However, it must be noted that these
observations are made for households with
daily per capita expenditure less than (PPP)
US$ 10 per person. For higher expenditure
groups, these observations could change.

Housing is also another major commaodity
on which private expenditures increase with
income. Individuals in higher income classes
own houses that are bigger. In general, those
in the middle class own houses that have on
average 1.5 more rooms than those in the
poorest households. This is despite the fact
that middle class households tend to be
smaller. Further, houses owned by the middle
class tend to have better facilities — such as
electricity, running water, and latrines — com-
pared to the houses owned by the poor.

With the growth of the middle class, con-
sumer demand for durable goods such as cars,
refrigerators, televisions, and mobile phones,
have increased several folds, The middle class
income elasticity of demand for durable
goods and services are estimated to be greater
than one, indicating that a small change in
the incomes of the middle class can induce
a large effect on their consumption patterns.
As described in ADB (2010),'* in absolute
terms, these increases are mostly apparent in
China and India, given their large markets,

For comparisons across countries, local currencies are converted to purchasing power parity adjusted 2005 US dollars. In this Chapter
these hypothetical units of currencies are referred to as (PPP) USS.

Kharas, H. and Gertz, G., 2010}, "The New Global Middle Class: A Cross-Over from West to East,” Wolfensohn Center for Development

Unless otherwise notec, this section largely draws on Banerjee, A. V. and E. Duflo (2008), "What is Middle Class about the Middle Classes

around the World?," Journal of Economic Perspectives, Vol. 22, No. 2, pp. 3-28.

=

ADB {2010), "The Rise of Asia's Middle Class: Key Indicators for Asia and the Pacific,” Asian Development Bank, Manila,
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but the proportion of households owning
these assets have increased in most coun-
tries. However, the patterns of demand vary
widely across countries. For example, the
proportion of households with televisions and
refrigerators are much higher in China and
the Philippines, compared to India. While
the demand for cars are high in India and the
Philippines, it is very low (2.7 per cent) even
amongst the upper middle classes (those
earning between (PPP) US$ 10 to (PPP) US$
20 per capita per day) in China. These differ-
ences are only partly explained by taste dif-
ferences. For the most part, access to elec-
tricity and other infrastructure are important
determinants of these demand patterns.

4.3.2 Employment Patterns of the
Middle Class

Banerjee and Duflo (2008) find that the oc-
cupational patterns are fairly similar across
different income groups, with the one ex-
ception of agricultural engagement of the
middle class in rural areas. They find that
the middle class is less likely to be engaged
in agriculture in rural areas than the poor.
The middle class is less likely to own land
and be self-employed, or work for wages in
agriculture in rural areas. Conversely, the
middle class is more likely to be engaged in
non-agricultural self-employment activities
in rural areas in most countries. However, in
urban areas, there is not much difference
between the occupational patterns of indi-
viduals across income groups. Banerjee and
Duflo (2008) find that the businesses run by
the middle class are generally very small.
They are mostly run by the owner, working
long hours, with the support of a couple of
family members. As such, these enterprises
are less likely to influence the general
economy and are activities conducted for
sustenance. The ADB (2010) also finds evi-
dence to show that in rural areas, the middle
class are less likely to be engaged in agricul-
ture but are more likely to be engaged in
production related enterprises. Further, this
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study finds that in urban areas, middle class
consumers are more likely to be engaged in
professional, technical, or office jobs.

Banerjee and Duflo (2008), defining middle
class as those spending between (PPP) US$
2-10 per person per day, find that the key
difference between the poor and the middle
class is who they are working for, and their
terms of contract. Also, although the poor
are more likely to be in temporary work situ-
ations that change often, and are more likely
to migrate in search of temporary jobs, the
middle class individuals are more likely to
be in secure job situations and earning a sal-
ary. The poor are also more likely to do jobs
that do not come with social security, partly
because they tend to be temporary jobs, while
the middle class will have more job protec-
tion. In particular, they find that the middle
class entrepreneurs are strikingly similar to
poor entrepreneurs, especially in urban ar-
eas. In both classes, enterprises are likely to
be very small, they employ only a handful of
workers — mostly sourced from within the
household — and the enterprises have very
little capital assets. According to them, this
is partly due to poor access to credit and the
high price of capital for both the poor and
those in the middle class, although access to
credit is somewhat better for those in the
middle class. Assuch, even when the mar-
ginal returns to investments are high, the
average returns remain low. They find that
better paying secure employment to be one
main characteristic that distinguishes the
middle class from the poor. Further, the same
study finds that those in the middle class are
more likely to move to different places for
employment, compared to the poor. The
ADB (2010) — examining employment
behaviour in India, China and the Philippines
— finds evidence to support this theory. They
find that the largest share of employment
among the poor and the near poor (i.e., those
earning less than (PPP) US$ 4 a day per
capita) is self-employment, while the largest
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share of employment among those earning
(PPP) US$ 4 a day is regular or permanent
wage employment.’

4.3.3 Education Attainment of the
Middle Class

The ADB (2010) finds that middle class in-
dividuals are much more likely to hold a
university degree than the poor.'* However,
the shares of population with university de-
grees vary widely across countries. For ex-
ample, while only 9 per cent of those in the
middle class in Pakistan had a university
degree, as much as one-third of those in the
middle class in Indonesia had a university
degree. Banerjee and Duflo (2008) find that
the middle class consumers are likely to have
smaller families and are more likely to in-
vest in the health and education of their chil-
dren.'” They are also more likely to invest
in their own health.

4.4 Factors Affecting the Growth of
the Middle Class and its Influence on
Growth and Development

4.4.1 Determinants of the Middle Class

Given that large middle classes are credited
for sustained economic growth, good gover-
nance, better democracy, political and mac-
roeconomic stability, and improved institu-
tions, it is interesting to examine the deter-
minants of a middle class.

As per poverty reduction, inclusive growth
and reduced inequality has a key role to play
in increasing the middle class. In addition
to these, according to ADB (2010), two main
factors influence the growth of the middle
class: access to stable, well-paid, and secure
employment; and access to higher education.

As described earlier, the most distinguished
feature between the poor and the middle class
is the fact that the middle class are engaged
in regular wage jobs. Being in a stable well-
paying job gives the middle class the space
and the resources to improve their living stan-
dards, be more engaged politically and de-
mand for better services. The ADB (2010)
study showcases post-World War Il US as
evidence. The US saw a rapid growth of the
automobile industry in the early 20th Cen-
tury, and the resulting provision of a large
number of middle class employment oppor-
tunities paved the way for the expansion of
the middle class. However, the availability
of jobs alone did not improve the living stan-
dards of the workers. In the late 1930s, with
lobbying by strong unions, workers and em-
ployers came to an agreement where in ex-
change for commitment, productivity, and
loyalty, the companies' ensured good wages,
and job and social security to the workers.

The second most important factor in fash-
ioning a growing middle class is access to
education. The post-World War I
Servicemen's Readjustment Act of 1944 of
the US (informally referred to as the G.1. Act)
paved the way for war veterans to enter uni-
versity, which resulted in more than dou-
bling the number of youth graduating from
universities by 1950, from its pre-World War
Il levels."® The proportion of young adults
attending university increased from 10 per
cent before the end of the war, to 51 per
cent after the introduction of the G.I. Act.
This investment in higher education is cred-
ited for the improved professional authority
in society, and for meritocratic social change.

5 ADB (2010), "The Rise of Asia's Middle Class: Key Indicators for Asia and the Pacific,” Asian Development Bank, Manila.

1% fbid.

7 Banerjee, A. V., and E. Duflo (2008), "What is Middle Class about the Middle Classes around the World?," fournal of Economic Perspectives,

Vol. 22, No, 2, pp. 3-28.

"4 ADB {2010}, "The Rise of Asia's Middle Class: Key Indicators for Asia and the Pacific,” Asian Development Bank, Manila.
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4.4.2 Influence of the Middle Class on
Growth and Development

The middle class influences growth in sev-
eral ways. Banerjee and Duflo (2008) find
three main theories supporting the argument
that the middle class has a positive influ-
ence on economic growth. The first is the
theory that the middle class fosters entrepre-
neurship which leads to employment and
productivity growth. However, examining the
characteristics of the middle class, little sup-
port is found for the argument that it fosters
entrepreneurism and, therefore, employment.
As mentioned earlier, on the contrary,
Banerjee and Duflo (2008) find that middle
class entrepreneurs are more likely to be sub-
sistence entrepreneurs who own small busi-
nesses. Indeed, the most distinguishing fea-
ture of the middle class consumers is that
they have steady, well-paying jobs.

The second is the theory that the middle class
promotes values such as savings and human
capital accumulation which are beneficial for
growth. Kharas (2011) finds support for this
argument.'” He shows that the middle class
influences growth through the promotion of
growth-enhancing values such as work atti-
tudes, savings, and investments in human
capital. Using the results of the "World Value
Survey', he shows that the values of Indians
have changed over time. For example, Indi-
ans valuing doing an interesting job, as well
as a job with security that pays well, has in-
creased to 74 per centin 2001, compared to
47 per cent in 1995. Further, the proportion
of Indians thinking that using initiative is
good in a job has risen from 46 to 64 per
cent from 1995 to 2001, These are attributes
which lead to greater labour productivity. The
values parents think that children should have

in order to be successful has also changed
over time. Compared to 1995, a higher pro-
portion of parents thought values such as in-
dependence, hard work, thrift and savings,
and determination, and perseverance, are im-
portant for success in 2001.

The third is the theory that the middle class
promotes growth through increasing the pur-
chasing power of the economy. Further, be-
ing more conscious of quality, the middle
class promote investments in value addition,
product differentiation, and marketing,
thereby creating employment and raising in-
comes. Several studies find support for the
influence of the middle class on the
economy through promoting demand, espe-
cially for better quality goods and services.
The middle class consumers have a higher
proportion of disposable incomes, and are
more likely to demand better quality prod-
ucts and services, and luxury goods. As ex-
plained by Bhalla (2007), the poor and those
that are just above poverty are too concerned
about fulfilling their basic requirements that
they are unlikely to have a large influence
on global demand.?® On the other hand, a
large middle class that demands quality, and
that has a preference for luxury goods, are
more likely to shift out the aggregate demand
curve, When the size of this middle class
population is large, they not only influence
the aggregate demand in their own countries,
but also that in the global economy. For ex-
ample, first China and then India, with the
growth of their middle classes have gained
the interest of international companies as
places to market their products - a marked
change from the subject of earlier interest in
those countries as places for producing cheap
goods.”’

1% Kharas, H., (2011), "The Rise of the Middle Class," in E. Ghani, Reshaping Tomorrow: Is Sauth Asia Ready for the Big Leap, Oxford

University Press, India,

" Bhalla, S., (2007), "Second Among Equals: The Middle Class Kingdoms of India and China," Peterson Institute for Intemational Fconomics,

Washington, D.C.

41 ADB (2010), "The Rise of Asia's Middle Class: Key Indicators for Asia and the Pacific,” Asian Development Bank, Manila.
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In addition to the above channels, the ADB
(2010) study shows that the increased de-
mand for quality products and services pro-
motes investment in innovation. The rising
middle class, especially the lower middle
class has provided the necessary stimulus for
enterprises and individuals to produce new
innovative products that are both affordable
to the lower middle classes, while being su-
perior in terms of functionality and efficiency.
These products range from service goods such
as insurances and banking, to manufacture
goods such as hygiene products. What is dif-
ferent about this new wave of innovations
trends is that it caters to a more fastidious
set of consumers who are harder to please.
Examples of innovations spurred by this grow-
ing lower middle income classes abound.
These include the US$ 2,200 and fuel effi-
cient 'Nano car', and the US$ 70 battery-
operated refrigerator.

Lastly, the middle class is credited for greater
political stability. Countries with large
middle classes are politically more stable -
sometimes referred to as the middle class
consensus — while countries with smaller
middle classes tend to be polarized between
the elite and the working classes in their
struggles to remain in power. Easterly (2000)
credits the middle class for improving hu-
man development through better governance
and effectiveness of social institutions. Sup-
porting this hypothesis, the ADB (2010)
study gives the example of the 'Citizen's
Report Card' in Bangalore, where public rat-
ings of municipal services resulted in the
improving of public services. Examining the
links between poverty, the middle class, and
the institutional outcomes across countries,
other studies find that as the middle class
becomes larger, social policies on education
and health become more progressive, and the

quality of governance improves (Loayza,
Rigolini, and Llorente, 2012).2*  Further,
these changes take place along with more
market-oriented economic policies on trade
and finance. They also find that these ben-
eficial effects of having a middle class are
more than those gained from poverty reduc-
tion, equity, or better per capita income.

4.4.3 Adverse Consequences of a
Growing Middle Class

Along with the above mentioned beneficial
effects of the middle class, a growing middle
class can also challenge the economy in sev-
eral ways. First, it can put a considerable
stress on the natural resources of a country.
The demand for better housing and other in-
frastructure will put pressure on land usage.
Unless carefully planned and monitored, the
extent of land available for forests and agri-
culture can be threatened by the increased
demand for land for housing.

Second, along with greater demand for du-
rable goods, cars and electronic goods, the
demand for water, electricity and energy can
increase substantially in a country. At present,
the per capita water consumption in India
and China are only a fraction of the amounts
of water used by US consumers.?? However,
the level of water consumption is highly cor-
related with the family size, the education
level of the wife of the head of the house-
hold, and the living standards of the house-
hold. These results indicate that with the
growth of the middle class, the demand for
water will also increase. Unless respective
governments accurately predict the increas-
ing demand for these resources, and take ac-
tions to plan for means of meeting this in-
creasing demand in an affordable manner,
the countries could face grave social and eco-

' Loayza,N., et al., (2012), "Do Middle Classes Bring Institutional Reforms?", Policy Research Warking Paper 60135, World Bank, Washington,

D.C.

2 Asian Development Bank (2010), "The Rise of Asia's Middle Class: Key Indicators for Asia and the Pacific,” Asian Development Bank,

Manila.
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nomic consequences. The same is true for
the demand for electricity and energy.

Third, greater consumption will also create
larger amounts of waste. The carbon dioxide
emissions in Asian countries are still sub-
stantially less than those in Europe and the
US.* For example, the per capita carbon di-
oxide emissions in China and India are only
6 and 18 per cent, respectively, of that in the
US at present. However, both the absolute
and the per capita levels of carbon dioxide
emissions have increased at much faster rates
in Asia, compared to Europe and the US.

Lastly, along with life style changes that ac-
company improved living standards, the epi-
demiological profile of a country will change.
Already there are indications that NCDs are
on the increase in Asian countries. The in-
crease in these diseases is commonly attrib-
uted to the rise in high-carbohydrate, high-
fat diets, and the consumption of processed
foods. Modern conveniences that restrict
physical activities associated with traditional
life styles are also responsible for the greater
incidence of obesity, diabetes, and diseases
such as cardiovascular diseases.

4.5 The Sri Lankan Middle Class

4.5.1 Purchasing Power of the Middle
Class

Along with the rise in middle class consum-
ers, their purchasing power will also change.
For example, according to Kharas and Gertz
(2010), by 2030, India (with the consump-
tion of the middle class amounting to nearly
(PPP) US$ 13,000 billion) will replace the
US as the top middle class consumer, fol-

* Ibid.

lowed by China. Sri Lanka with a GDP of
only 3 per cent of India's in 2010, is un-
likely to make a substantial impact in global
consumption patterns. Further, in Sri Lanka
only 0.82 million people spent more than
(PPP) US$ 10 per capita per day in 2009/10,
indicating that the country's impact on the
global economy is likely to be minimal.?
This is only a small increase (30 per cent)
from the 0.63 million who spent more than
(PPP) US$ 10 per capita per day in 2002.%¢
In comparison, the proportion of population
spending more than (PPP) US$ 10 a day per
capita increased by more than 300 per cent
in China during the same period.” How-
ever, the Sri Lankan global middle class has
the potential to make changes in the internal
market, as discussed in the rest of this sec-
tion.

4.5.2 Size and Income Distribution of
the Middle Class in Sri Lanka

The middle class in Sri Lanka account for 4
per cent of the population, when calculated
using Department of Census and Statistics
(DCS) household income and expenditure
survey (HIES) 2009/10 data.’® As seen in
Figure 4.1, a majority of the Sri Lankan popu-
lation belong to the local middle class. Even
among these, most are spending just above
(PPP) US$ 2 a day per capita. The highest
proportion of the population earned (PPP)
US$ 2-3 per day per capita. Around 23 per
cent of the population is spending less than
(PPP) US$ 2 a day per capita, and a very
small proportion (0.03 per cent) is rich. The
global middle class situated at the tail end
of the income distribution indicate that a
majority of the global middle class are earn-

** Calculated using DCS 2009/10 HIES data. These estimates are confirmed by the PovcalNet (the on-line tool for poverty measurement
developed by the Development Research Group of the World Bank, http://iresearch.worldbank.org/Poveal Netindex.htm?224).

& Estimated using PovcalMet.
7 Estimated using PovcalNet.

&

adjusted 2005 international dollars.
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Definition of Income Classes used in the Chapter

Poor -

Local middle class

Households spending less than (PPP) US$ 2 a day per capita
Households spending (PPP) US$ 2 or more but less than

(PPP) US$ 10 a day per capita

Global middle class

Households spending (PPP) $10 or more but less than (PPP)

$100 a day per capita

Rich -
capita

Households spending more than (PPP) US$ 100 a day per

.

Figure 4.1
Income Distribution in Sri Lanka

3 4 5 6
Daily consumption per person (in US $)

8 9 10 11 12 13 14 15>=

Note:

Each bar represents (PPP) US$ 1 and the final bar represents those spending (PPP) US$ 14

or more, All values are given in purchasing power parity adjusted 2005 dollars.

Source: Calculated using DCS, HIES 2009/10 data.

ing just above (PPP) US$ 10 per day per
person, while only a very small proportion
are earning more.

4.6 Characteristics of the Sri Lankan
Middle Class

4.6.1 Consumption Patterns of the
Middle Class

The poor spent (PPP) US$ 1.5 a day per head
on average, while the local poor spent more

than twice that amount [(PPP) US$ 3.9 per
head per day],* and the global middle class
spent (PPP) US$ 16 per head per day on av-
erage. Although the global middle class in
Sri Lanka spent about four times the amount
spent by the local middle class, the average
is skewed towards the lower bound of their
income class [i.e., closer to (PPP) US$ 10
than (PPP) US$ 100]. For all three groups,

the main expenditure item was food (Figure

# all currencies are in purchasing power parity adjusted to 2005 US dollars in this paragraph.
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Figure 4.2
Monthly Average Household Consumption, by Type of Expenditure
and Income Class
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Notes: Expenditure on liquor, drugs and tobacco, and personal care are not shown as the expenditure
on these items are small. Food excludes expenditure in narcotics; entertainment includes
expenditure on cultural activities; housing expenditure includes estimated values for owner
occupied houses; non-consumption expenditure incudes expenditure on payment of debts, social
security, savings, taxes and insurance; ad hoc expenses include expenditure on maintenance and
reconstruction, purchase of properties, expenditure on weddings and funerals, gifts, etc.
Source: Calculated based an DCS, HIES 2009/10 data.

4.2). However, while the poor spent 65 per
cent of their expenditure on food, the local
middle class and the global middle class
spent only 45 per cent and 18 per cent on
food, respectively. The higher expenditure
on food is partly explained by the type of
food consumed by different groups. Those
in the global middle class spent more on
fish, meat, and fruits, and processed foods,
relative to the other two groups.
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The poor spent only marginal amounts on
other goods. The local middle class house-
holds spent more on other goods, but only
marginally higher amounts than the poor.
Only their expenditure on housing, non-con-
sumption expenses and transport was mark-
edly higher. In comparison, the global middle
class spent considerably more on a variety of
items. The main expenditure items for the
global middle class included ad hoc expenses,
non-consumption expenses, housing, trans-
port, durable goods, health, and education.
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Figure 4.3
Composition of Ad Hoc Expenses by the Global Middle Class in Sri Lanka
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Source: Calculated based on DCS, HIES 2009/10 data.

Figure 4.4
Composition of Non-consumption Goods of the Global Middle Class
in Sri Lanka
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Source: Calculated based on DCS, HIES 2009/10 data.

The main expenditure under ad hoc expenses
included expenditure on maintenance and
reconstruction, purchase of properties, and
weddings and funerals (Figure 4.3). The main
expenditure under non-consumption expenses
included the payment of debts, social secu-
rity payments, and savings (Figure 4.4). These

findings indicate that the global middle class
is likely to invest more, as well as save more.
Also, unlike with a largely subsistence
economy, those in the global middle class
open avenues for new service sectors in ar-
eas such as entertainment, other social ac-
tivities, and insurance.
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4.6.2 Expenditure on Housing

Figure 4.5
Expenditure on Housing, by Type of Expenditure and Income Class
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Source: Calculated based on DCS, HIES 2009/10 data.

Both the local and the global middle class
households in Sri Lanka spent about 11 per
cent of theirincome on housing. The largest
housing expense for all classes is rent (rent
includes imputed values for those who own
houses). The higher amounts spent on rent
by the global middle class indicate that they
live in more expensive locations, as well as
in bigger houses with better facilities. This
is somewhat confirmed by their expenditure
on housing facilities (Figure 4.5). The sec-
ond largest expenditure item under housing
for the global middle class is electricity, fol-
lowed by L.P. gas. Compared to the other
two classes, the global middle class house-
hold also spent a higher amount on water
bills. These statistics confirm the interna-
tional findings that the global middle class
will also increase the demand for utilities
and natural resources,

4.6.3 Expenditure on Transport and
Durable Goods

The main expenditure on transport for the
global middle class is on running, servicing,
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and licensing and insurance, and maintain-
ing vehicles. The local middle class also spent
a little on petrol. However, the main means
of transport for the poor are trains and buses.
Unlike the other two groups, the global
middle class also, on average, spent a small
amount of money on ships and airlines. The
major component of durable goods for the
global middle class consumer was vehicles,
A fairly small amount (about Rs. 157 per
month on average per household) was also
spent by the global middle class on comput-
ers, Again these statistics confirm the find-
ings of the other studies that the global
middle class increases the demand for tech-
nology and durable goods. Also, unlike in
other countries, the demand for durable
goods in Sri Lanka is mainly concentrated on
vehicles.

The expenditure on health by income group
shows that the market for private nursing
homes, consultation fees for specialists, and
payment to laboratories, is mainly driven by
expenditure by the global middle class in Sri
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4.6.4 Expenditure on Health and Education

Figure 4.6
Expenditure on Health, by Type of Expenditure and Income Class
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Source: Calculated based on DCS, HIES 2009/10 data.

Lanka. However, the market for private medi-
cal practitioners and medical and pharmacy

products are also influenced by the local
middle class and, to a lesser extent, by the
poor (Figure 4.6).

Figure 4.7
Expenditure on Education, by Type of Expenditure and Income Class
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The main expenditure on education for all
groups was on private tuition fees. The
amount spent on these by the global middle
class far exceeds the amounts spent by the
other two groups (Figure 4.7). The second
highest expenditure item for the local middle
class and the poor is on stationary and exer-
cise books, and this is partly because educa-
tion is provided free of charge at public
schools. For the global middle class, it is on
course fees for higher education, followed
by school fees for private schools and fees
for vocational training.

4.6.5 Employment and Education

The data clearly shows that the employed
global middle class is far more educated than
those in the other two groups (Figure 4.8).
Almost 90 per cent of the employed poor
and close to 65 per cent of the employed
local middle class, also have not passed O-
Levels. In comparison, close to 55 per cent
of the global middle class have at least passed
A-Levels. Close to a fifth (19.7 per cent) of
the global middle class employed were de-
gree holders, and 6 per cent of those had

obtained post-graduate qualifications. In com-
parison, only 3.4 per cent of the local middle
class employed were degree holders, and only
0.6 per cent of them had post graduate quali-
fications. Less than 0.5 per cent of the poor
were degree holders. These statistics suggest
that either those in the global middle class
value education more, or that they have bet-
ter access, as they have more funds to spend
on tertiary education.

The main difference across employment sta-
tus across income classes is the level of em-
ployment in public service. About a third of
those in the global middle class were public
employees, while just below a fifth of those
in the local middle class were in the public
service. For the poor, this proportion is only
6 per cent. Around 30 per cent of the poor
and the local middle class are own account
workers, but only 20 per cent of the global
middle class are own account workers. How-
ever, a higher proportion of the global middle
class were employers (7 per cent), compared
to the local middle class (2 per cent) and the
poor (0.3 per cent). The poor were more likely

Figure 4.8
Education of Employed, by Income Class
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Figure 4.9
Occupation, by Income Class
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to be private sector employees (58 per cent),
followed by the local middle class (43 per
cent), and the global middle class (37 per
cent). While available data does not allow
formal private sector employment and ca-
sual and contractual private sector employ-
ment to be differentiated, it is likely that the
poor private employees are in less secure
employment situations.

Among occupation categories, the largest
category for the global middle class is pro-
fessionals, followed by technical and asso-
ciate professionals (Figure 4.9). For the lo-
cal middle class, the largest occupation cat-
egory is skilled agriculture and fishery work-
ers, followed by elementary occupations and
craft workers. The largest occupation category
for the poor is elementary work, followed by
skilled agriculture and fishery work, and craft
related work.

Calculations based on DCS, HIES 2009/10 data.

4.7 Discussion and Conclusion

4.7.1 Size of the Global Middle Class
and the Potential for its Expansion

The global middle class in Sri Lanka has in-
creased over time, but its size is still less
than 5 per cent of the population. Also, given
the fact that even the local middle class in
the country is still largely spending just above
(PPP) US$ 2 a day, unless concerted efforts
are made to increase the incomes of people,
the proportion of the global middle class
people in the country will not increase sharply
in the near future.

International literature suggests that the best
means of expanding the size of the global
middle class is through the expansion of ter-
tiary education and improved access to se-
cure well-paying employment opportunities.
The above analysis shows that those in the
global middle class in Sri Lanka are profes-
sionals, and technicians and associate pro-
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Poor planning and delays in the implemen-
tation of planned power generation solutions
have led to supply shortages in the country.
Short term solutions brought about to increase
supply has made electricity very expensive,
restricting its usage.*® There are other areas
where the country has to improve infrastruc-
ture fast, in order to avoid serious bottle-
necks. Sri Lanka is losing large amounts of
money in terms of increased travel time, in-
creased usage of energy, road accidents, and
pollution due to congestion on the roads.
Challenges in improving solid waste man-
agement to meet growing demand have cre-
ated environmental issues, which has led to
increased incidences of diseases, such as
dengue.

The expansion of the global middle class will
put pressure on existing social infrastructure
as well. This will be partly due to rising tastes
for better quality and more convenient ser-
vices. This is apparent in the higher expendi-
ture on private medical services and private
education services by the global middle class.
This is partly also due to the changing de-
mand for different types of services. Forex-
ample, the incidences of NCDs have in-
creased in recent decades with changing eat-
ing and life style habits. The global middle
class is spending more on higher education
and vocational training. This indicates that
the need is not only for improving the qual-
ity of services, but also for the differentia-

tion of services to meet changing demand
patterns.

The expanding global middle class will open
avenues for new businesses. For example,
unlike the local middle class, the global
middle class is seen to spend money on trav-
elling overseas (expenditure on airplanes and
ships), and new technology (computers). The
global middle class demand for private medi-
cal facilities and professionals, as well as
private education facilities, is also higher.

Sri Lanka has a small but growing global
middle class. Its size is too small to make a
dent in the global consumer patterns. How-
ever, the above analysis indicates that it can
influence the local economy positively in
several ways. The global middle class will
open avenues for new markets, such as in
entertainment, travel, and transport. There
are already indications that there is pressure
to improve the quality and coverage of edu-
cation and health services in the country.
Better education and better avenues for for-
mal better-paid employment will pave the
way to increase the global middle class in
Sri Lanka. However, any plans to expand the
global middle class will need to go hand in
hand with plans for improving physical and
social infrastructure in the country. In their
absence, these will constrain potential
growth, and lead to social disaffection in the
country.

% Sea Chapter 7 of this report on *Sustaining Power Sector Growth for Economic Development”.
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5. Investing in the Future: Maximizing Sri Lanka's Youth Potential

5.1 Introduction

Youth are an important asset in realizing a country's
development aspirations. If fully harnessed with
access to quality education, healthcare, employ-
ment, and financial resources, the youth of a coun-
try can play an innovative role in furthering the
human and economic development efforts of a coun-
try. Investing in youth, therefore, is critical. These
investment commitments will yield a high return
as the youth are essentially the future leaders of a
nation.

Indeed, as Sri Lanka aims to work towards a transi-
tion to an upper middle income economy, many of
the changes driving modern economies up the in-
come ladder — technological innovation and glo-
balization — benefit the skilled and educated youth
of a country. At the same time, the youth have to
be equipped with the necessary skills to enhance
their capacity to engage in the development activi-
ties of the country. A constant monitoring and
evaluation of progress is essential to ensure that
youth are given the necessary access to the country's
physical and social infrastructure so that they are
full partners in the social mobility that comes with
higher income growth. While there are many evalu-
ation frameworks in place to look at these issues,
the Millennium Development Goals (MDGs) stand
as a popular and accepted universal framework. The
purpose of such framewaorks is to help galvanize
development efforts and guide countries to achieve
their national development priorities.

The conventional MDGs cover all age groups. The
goals are: eradicate extreme poverty and hunger;
achieve universal primary education; promote gen-
der equality and empower women; reduce child
mortality; improve maternal health; combat HIV/
AIDS, Malaria and other diseases; ensure environ-
mental sustainability; and develop a global part-
nership for development. The youth are represented
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fessionals, and that they are also more likely
to have passed A-Levels and gone on to do
higher studies. This suggests that expanding
education opportunities for tertiary and vo-
cational training will play a key role in ex-
panding the size of the global middle class
in Sri Lanka. However, the above analysis
suggests that a large proportion of the em-
ployed local middle class have not even
passed O-Levels. Hence, to improve living
standards of the current local middle class,
along with expanding opportunities for ter-
tiary and vocational training, the government
will need to pay attention to improving the
quality of education at lower levels, so that
individuals will have the foundation for pur-
suing higher education. Further, the analysis
on expenditure on education shows that
while the global middle class spent large
amounts on private tertiary and vocational
training, the amounts spent by the local
middle class on those education items are
small. This suggests that there is a need for
providing financial assistance for those with
lower income levels to pursue tertiary and
vocational training.

Along with better education, better avenues
for formal sector employment opportunities
with social protection will also pave the way
for the expansion of the Sri Lankan global
middle class. Given that the public sector in
Sri Lanka is already fairly large, the expan-
sion of formal employment will need to take
place, especially in the private sector. The
above analysis shows that the global middle
class is more likely to be employers. Although
the proportion of employers among the glo-
bal middle class consumers is small, it is
several times higher than the proportion of
employers among the poor and the local
middle class. This suggests that expanding
the global middle class will also increase
private sector employment. However, as the
proportion of the global middle class em-
ployers are fairly small, at least initially, the
government will need to encourage the ex-
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pansion of productive formal sector employ-
ment.

The literature shows that a large middle class
can influence governance structures and im-
prove the provision of public services in the
country. However, given the small size of
the global middle class, it is unlikely that
the global middle class in Sri Lanka will have
a substantial influence on the governance and
institutional structures of the country. This
is evident by the resistance faced by the gov-
ernment in their attempt to introduce initia-
tives to expand opportunities and the scope
of tertiary education, by allowing the private
sector to enter the market.

The above analysis indicates that the global
middle class saves and invests more than the
other two groups, indicating that the expan-
sion of the global middle class will also in-
crease savings in the country. However, high
levels of expenditure on electricity, L.P. gas,
and fuel, restricts the purchasing power of
the global economic class on other goods.
These are mainly imported goods whose
prices are determined in the global market,
but have a strong bearing on the disposable
income for other goods.

4.7.2 Consequences of the Global
Middle Class

Already, there are signs that improving liv-
ing standards in Sri Lanka are putting pres-
sure on the physical infrastructure and natu-
ral resources of the country. The demand for
electricity and energy in the country has in-
creased in recent decades. The demand for
electricity has grown at a much higher rate
than envisaged. With the expansion of the
global middle class, these demands for in-
frastructure will increase even further. To
avoid constraints on economic development,
the country will have to carefully study the
increasing trends in demand for infrastruc-
ture and plan well ahead to meet this de-
mand in the most effective manner.



in many of these MDGs, The most impor-
tant and relevant are those that cover unem-
ployment, poverty, education and health. It
is not that other MGD areas are not as im-
portant, but these four MDG are the most
important in providing access to youth to
effectively contribute to the human and eco-
nomic growth of a country,

The current MDG targets are set for 2015,
and Sri Lanka is on track to achieve many of
them. For example, Sri Lanka is on track to
achieve the targets of halving of poverty,
universal primary education enrolment, uni-
versal water supply and basic sanitation, pro-
motion of gender equality and empowerment
of women, targets on skilled birth attendance
and antenatal care, reduction of tuberculo-
sis prevalence, and reduction in the con-
sumption of ozone-depleting substances.’
However, it is important to also explore how
these MDGs in the areas of unemployment,
poverty, education and health, are realized
by the youth of Sri Lanka.

The current 2015 MDGs are likely to be re-
vised and new goals put in place for the post-
2015 period. Therefore, while it is impor-
tant to look at the realization of the MDGs
related to youth focusing on the targets set
for 2015, Sri Lanka needs to be mindful of
the post-2015 development agenda as well.
One of the interesting new goals for the post-
2015 development agenda are in the areas
of peace building and post-conflict recov-
ery. Given Sri Lanka's country context, this
is an important post-2015 agenda item. Re-
covering from 30 years of war, Sri Lanka needs
to explore the ways in which it can achieve
successful post-conflict recovery, while
building peace in the previously conflict-af-
fected Northern and Eastern Provinces of the
country. The youth of these areas have a big-
ger role to play in making sure that the
country's post-conflict development is
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achieved in a sustainable fashion, and that
the North and East region makes an equal
contribution to the human and economic
development of the country.

The post-2015 agenda also has special em-
phasis on further reducing unemployment,
eradicating poverty, increasing employabil-
ity, promoting entrepreneurship, and also
eradicating issues such as substance abuse
and teenage pregnancy. These are again di-
rectly linked to youth as they fall within the
key age group that will be targeted by these
development priorities. Therefore, all these
suggest that the post-2015 development
agenda is also important for Sri Lanka, with
youth as a key target group.

5.2 Youth Policies of Sri Lanka

Whatever the political regime, youth and
their development have always been a prior-
ity of successive governments in Sri Lanka,
offering universal free health care and edu-
cation. Despite the many efforts, however,
Sri Lanka witnessed violence related to youth-
led social unrest in the early 1970s and the
late 1980s. In many ways, perceptions of lack
of access to economic opportunities fuelled
these rebellions. Indeed, Sri Lanka has long
suffered from high rates of educated youth
unemployment in the country.

The GoSL has over time attempted to address
issues of particular concern to youth. A Na-
tional Youth Services Council (NYSC) has
been in existence since 1969, and was
strengthened through the National Youth
Services Act 69 of 1979. A Ministry of Youth
was also established in 1979, and a Presi-
dential Commission on Youth was appointed
in 1989 to examine the causes for youth dis-
content, disquiet and unrest that contributed
to social unrest in the country during 1987-
89, and to make suitable recommendations
to resolve outstanding issues. The govern-

4IPS {2010}, "Millennium Development Goals Country Repart 2008/09", Institute of Policy Studies of Sri Lanka, Colombo.
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ment also launched the "Tharuna Aruna"
programme in 1997 to provide a subsidy to
the private sector to hire graduates among
other things. A National Youth Corps was
established in 2003. Although Sri Lanka did
not have a policy for youth, several youth
focused initiatives have been in existence for
several years. One such initiative is the Youth
Employment Network (YEN), initially placed
under the National Planning Department and
later shifted to the Ministry of Labour Rela-
tions and Foreign Employment. At the mo-
ment, the YEN is under the Ministry of Youth
Affairs and Skills Development (MYASD).
The YEN serves as a coordination and infor-
mation center consisting of government,
employers' and workers' organizations, non-
governmental organizations, and youth or-
ganizations. The YEN focuses on four priori-
ties — employability, equal opportunities,
entrepreneurship, and employment creation
(known as the 'Four Es'). Initiatives such as
YEN were intended to promote decent and
productive work among the youth in Sri Lanka
with the objective of eradicating poverty.?

However, given limited resources and mul-
tiple demands needing government attention,
there have been constraints on budgetary al-
locations to direct programmes especially
targeting the youth. In particular, when youth
development is looked at, it is essential to
bear in mind that Sri Lanka is only now com-
ing out of a costly 30 year conflict. During
the post-conflict development efforts, the
GoSL has made provisions for special insti-
tutional set-ups to help develop youth and
allow them to actively participate in policy
development processes. The MYASD is the
main government institution that is respon-
sible for youth development in Sri Lanka. The
ministry conducts its mandated activities
with a view to formulating national youth
policies to implement youth development

initiatives. In turn, these are expected to help
develop youth as future leaders. This is hoped
to be achieved by providing access to voca-
tional and technical training, improving the
entrepreneurial and leadership skills of youth,
and enhancing the socio-cultural activities
of youth.

The MYASD is empowered by several other
institutions that look at different aspects of
youth development. These entities operate
under the purview of the ministry and are,
the NYSC, Vocational Training Authority
(VTA), University of Vocational Technology
(UNIVOTEC), Department of Technical Edu-
cation and Training (DTET), Tertiary and
Vocational Education Commission (TVEC),
National Apprentice and Industrial Training
Authority (NAITA), National Institute of
Business Management (NIBM), Skill Devel-
opment Fund Limited (SDFL), Ceylon-Ger-
man Technical Training Institute (CGTTI),
National Human Resource Development
Council (NHRDC), National Youth Service
Co-operative (NYSCO), National Institute of
Fisheries and Nautical Engineering (NIFNE),
Ocean University of Sri Lanka (OUSL), Sri
Lanka Youth, National Youth Corps, and the
Youth Service Company Ltd.

The MYASAD was successful in finalizing a
draft of a ‘National Youth Policy for Sri Lanka’
in 2013. This aims to develop the full po-
tential of young people to enable their ac-
tive participation in national development
for a just and equitable society. The draft
policy is equipped with seven policy objec-
tives: (1) build the capacity of young people
to meaningfully engage in the national de-
velopment process; (2) enhance the partici-
pation of youth in the economy; (3) instill a
sense of social responsibility and social co-
hesion among young people, while recog-
nizing and respecting diversities of ethnicity,

* YEN Secretariat (2006), ‘Strategic Assessment and Policy Recommendations for National Action Plan for Employment”, Colombo, Sri

Lanka.
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culture, religion, language and lifestyles in
the country; (4) develop the potential of youth
to challenge all forms of discrimination and
exploitation; (5) develop supportive families
and communities for the protection, growth
and development of youth; (6) promote
health and wellbeing among young people;
and finally (7) facilitate a coordinated re-
sponse to youth development and youth work
among state, non-state organizations as well
as families and communities. With reference
to the first policy objective, the MYASD ini-
tiated the "Youth Parliament”" in 2011, to
enable youth to actively participate in policy
debates and to groom future political lead-
ers (Box 5.1).

Youth have significant attributes which makes
them the pivotal in realizing the MDGs now
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and in the post 2015 agenda. Youth are en-
ergetic, they are motivated, and have the
amazing ability to collate and organize.
Youth societies are proof of these character-
istics. Undoubtedly, Sri Lanka has one of
the strongest NYSC in the region. The NYSC
is home to many youth, and every year more
than 15,000 youth register and are engaged
in education and development activities.
These youth stand as examples in many ways,
especially in developing their characters as
responsible citizens and future leaders that
would guarantee the human and economic
growth of the country. However none of these
can be achieved without an effective institu-
tional setup and policy framework.

The rest of the Chapter explores the realiza-
tion of MDG indicators by youth, focusing

Box 5.1
Sri Lanka Youth Parliament

The year 1985 marked the beginning of a new era for youth, by having it declared as the 'Year
of Youth’. As a part of the 25™ celebration of this landmark, in 2011, Sri Lanka launched its first
“ever ‘Youth Parliament’. Following the theme of ‘Dialogue and Mutual Understanding’, the Sri
Lanka Youth Parliament held its first session on 16" July 2011, with the objective of building
- a platform for Sri Lankan youth to discuss and reason out critical policy issues facing the
_ country. The first Youth Parliament comprised of 332 elected members. These representatives
were elected to represent ministries, which are more or less similar to the ministries of the
national Parliament. The ministries were named after consultations with the youth
representatives. They identified the following subject areas as most important: Ministry of
Vocational Technology, Ministry of Sports, Ministry of Innovation and Research, Ministry of
Co-existence, Ministry of Cultural Affairs, Ministry of Citizens Relations, Ministry of Education,
Ministry of Internal Youth Solidarity, Ministry of Planning, Ministry of Human and Capital
‘Resource Provisions, Ministry of National Youth Policy Provisions, Ministry of Media and
Information Technology, and finally, the Ministry of Protection of the Mother Earth.

Members of the Youth Parliament came through ‘youth societies’. Therefore, they have well
established links with the Sri Lankan youth, and had a sound understanding of youth related
issues in the country. Thus, the Youth Parliament was conducive to the expression of diverse
opinions, suggestions, and debate. Members of the Parliament were able to bring in different
perspectives to the discussion, viz., urban and rural, gender, different ethnicities and religions,

_etc., and bring forward clear recommendations for future action. However, one major drawback
of the first Youth Parliament as perceived by its members, was that the recommendations
made by them were never published, and the national Parliament failed either to adopt or
evaluate these recommendations. Therefore, one of the main objectives of the second Youth
Parliament of 2013 is to publish the recommendations for public review as well as making
them available for evaluation and consideration by the national Parliament.
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on the areas of youth and unemployment,
poverty, education, and health.

5.3 Youth and Unemployment

Sri Lanka has historically recorded a high rate
of youth unemployment, well above the na-
tional rate of unemployment. Several expla-
nations have been put forth to explain this
phenomenon, the most common being that
of a 'skill mismatch.? According to this ex-
planation, the Sri Lankan education system
produces skills that are not valued by em-
ployers, while raising the expectations of
those who acquire them. Therefore, the un-
employed are not attracted to the existing
vacancies, and the employers are not inter-
ested in the existing work force. Another ex-
planation is that the youth are more inter-
ested in public sector jobs compared to other
sectors. The public sector jobs are more se-
cure and are perceived to be more attractive
in terms of benefits such as training and de-
velopment, as well as the 'prestige’ factor.
Therefore, youth who have reasonable edu-
cational qualifications are more interested
in public sector jobs and are willing to hold
on until such job opportunities open. This
explanation was proposed by Glewwe (1987)
and was discussed in more detail by Dickens
and Lang (1996).* The latter claim that Sri
Lankan public sector jobs are actually cre-
ated with the deliberate intention of allevi-
ating the country's unemployment problem.
It is also argued that labour market regula-
tions such as the TEWA enacted in 1971
deters the expansion of formal private sector
jobs whereby any absorption of more than
15 workers brings such firms into tighter
labour market regulations.> Additionally,
economic growth has not necessarily trans-
lated into the creation of productive employ-

ment opportunities for youth. The jobs cre-
ated are considered to be of low quality in
terms of benefits and job security, and hence
are not attractive to many of the youth.®

The following section analyzes certain em-
ployment related youth indicators for Sri
Lanka — i.e., youth unemployment, youth
labor force participation, and youth at wage
employment. All the indicators are computed
using two data sets from the DCS — the HIES,
and Labour Force Survey (LFS). Indicators are
computed using data base of 2006/07 and
2009/10 for comparison purposes. While the
2009/10 HIES data set includes both the East-
ern and Northern Provinces, the 2006/07
does not include the Northern Province. Ad-
ditionally, qualitative information collected
through focus group discussions (FGDs) done
with youth from the North and East of Sri
Lanka is also used for the analysis. These
FGDs represented youth in reconciliation;
youth in the estate sector; youth in second-
ary, university, and vocational education;
disable youth; youth in entrepreneurship; and
finally youth in the Youth Parliament. These
FGDs was conducted by the IPS in collabo-
ration with the MYASD, as a part of on-go-
ing research on "Commitment of Sri Lanka
in Effective and Meaningful Participation of
Youth in Realizing the MDGs".

5.3.1 Issues of Unemployment

The percentage of the total youth labour force
that is economically inactive but actively
seeking employment, and is willing to work,
is referred to as the youth unemployment
rate. The youth unemployment rate was re-
corded at 17 per cent during 2006, and was
reduced to 15 per cent by 2010 (Figure 5.1).
For the same periods, the youth unemploy-

Seers, D., (1971), "Matching Employment Opportunities and Expectations, Intermnational Labour Office, Geneva.
See Glewwe, P., (1987): "Unemployment in Developing Countries: Economist's Models in Light of Evidence from Sri Lanka”, International

Economic Journal, Val. 1, No. 4, pp. 1-17; Dickens, W.T and K. Lang (1996), "An Analysis of the Nature of Unemployment in 5ri Lanka",

Journal of Development Studies, Vol. 31, No. 4, pp. 620-636.

* Rama, M., (1999), "The Sri Lanka Unemployment Problem Revisited", The World Bank Development Research Group, Washington, D.C.
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Figure 5.1
Youth Unemployment Rate
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Source: Compiled using data from DCS, HIES data for 2006/07 and 2009/10.

ment rate reduced from 13 per cent to 11 per
cent in the estate sector, and from 18 per
cent to 15 per cent in the rural sector. How-
ever, the youth unemployment rate rose from
12 per cent to 14 per cent in the urban sec-
tor. Youth unemployment rates have de-
creased from 2006 to 2010 for the Western,
Southern, North Western, North Central,
Uva, and Sabaragamuwa Provinces, However,
the rates have increased over time for the
Central Province.

Sri Lanka records an urbanization rate of 23-
43 percent,” and over the years many youth
from the estates and rural sectors migrated
to urban areas in search of work. However,
it is not that easy to find employment and,
specifically, permanent employment. There-
fore, atany given time, there is a high num-
ber of unemployed youth in the urban sec-
tor. At the same time, youth that migrate to
urban areas for education purposes is also
high. With both state and private university
education institutions which promote foreign

external degrees, as well as vocational edu-
cation centres clustered around urban areas,
there is a higher proportion of youth in the
urban areas who are not employed but in-
stead engaged in studies, compared to other
areas. Forexample, the VTA has many voca-
tional training and education centers all
around the country. However, demanding
programmes such as food process technol-
ogy, quantity survey, video production tech-
nology and mechatronics, is only available
in the VTA centers in Colombo, Gampaha,
and Kandy. Similarly, the UNIVOTEC is lo-
cated in Colombo, and students must come
there for the National Vocational Qualifica-
tion (NVQ).

However, on a positive note, the government
is at the moment in the process of establish-
ing 25 university colleges under the
UNIVOTEC, where students will have ac-
cess to all the programmes in demand men-
tioned earlier. The UNIVOTEC currently of-
fers both full time and part time programmes,

7 DCS (2012), "Census of Population and Housing 2011 - Preliminary Report." Colombo.
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A majority of the students at the UNIVOTEC
are full time resident students and are not
allowed to be employed until they finish the
three year programme. At the same time, ini-
tiatives are in place to establish fully func-
tioning vocational education centers in the
North and East. Even though these initiatives
reduce the number of youth being employed
at a given time, it is a positive feature that
youth invest time and money on education,
since the acquisition of knowledge and skills
is important for long term sustainable devel-
opment.

"l came to UNIVOTEC from Badulla... a
lot of my friends are from the Central
Province. We are here for three years, and
during that time we work only for six
months, which is during our industrial
training. We are all full time students
and we are not allowed to be employed.
If you want to be employed and work,
then you have to follow the weekend
classes and that programme is long and
costly"- A Student from UNIVOTEC.

Comparatively, youth unemployment was
high in the estate sector during both 2006
and 2010. Since the Central Province ac-
counts for a majority of the estate sector,
this would explain the youth unemployment
rates in the Central Province.

"Most of youth in the estate sector mi-
grate to urban areas to look for jobs. They
mainly go to work at textile factories,
hotels, and as labour in households.
There are some who migrate to the Middle
East for jobs. The remaining youth, espe-
cially the females, are forced to go and
work in the tea estates. Some youth have
started their own business, such as culti-
vating vegetables, driving three wheel-
ers, and operating boutiques. But still
there are a lot who still do not have jobs"
- An estate sector youth representing
Badulla District.
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The FGDs among youth suggest that there is
an issue of skill mismatch. The skills that
youth acquire are not in line with job avail-
ability. For example, students who enter the
arts stream at the universities have a hard
time obtaining jobs since their curriculums
are not up-to-date, and does not address what
the job market requires. This is more domi-
nant in the private sector compared to the
public sector. The public sector seems to
provide opportunities regardless of the edu-
cational stream that youth have followed.
Being profit oriented, the private sector ap-
pears to be much more selective in skills that
youth have obtained. The FGDs further sug-
gest that university students are more con-
cerned about government sector jobs simply
because they are seen as more stable, offer
better opportunities for training and devel-
opment, and interestingly are also perceived
to be less stressful, The students appear to
be willing to hold out on employment op-
portunities in the private sector for future
employment in the public sector, even
though the pay may be less. Most youth see
private sector employment as competitive,
requiring hard work and not as secure, since
most private organizations operate on con-
tract basis. However, the FGDs also suggest
that public sector opportunities have their
own weaknesses such as low pay and mis-
match between the educational qualifications
and job responsibilities.

"I think youth like public sector jobs since
they are less stressful and they give you
enough time and flexibility to do other
things. There are many holidays and you
have a fixed eight hours to work. There is
always the opportunity to deal with other
family matters such as taking your chil-
dren to school. I have seen graduates in
government institutes who are doing jobs
that do not cover their respective bach-
elor education. There are graduates who
have left good private sector jobs since
they are so demanding"- A member of
Youth Parliament representing Kalutara
District.



The FGDs among youth from the North and
East suggest that youth have issues in finding
employments in their localities. A majority
of youth are reluctant to go back to agricul-
ture or fisheries since it generates less eco-
nomic rent. Many come to urban areas, but
find themselves unemployed or holding poor
quality jobs. Most youth stressed the point
that they want to earn money as soon as pos-
sible, given that they have missed a lot of
time and are not encouraged to go back to
education. Therefore, youth who migrate out
of the North and East, as well as those who
stay back, are both facing a dilemma in se-
curing quality employment.

The labour force participation rates among
youth have declined from 51 per cent in 2006
to 44 per cent in 2010 (Figure 5.2). This trend
extends across the sectors also. The youth
labour force participation rates in the urban
sector declined from 47 per cent to 41 per
cent from 2006 to 2010, and the rate de-
clined in the rural sector from 51 per cent to
44 per cent. The decline of the youth labour
force participation rate is higher in the estate
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sector, where it dropped from 64 per cent to
53 per cent. Excluding the Northern Prov-
ince, the lowest labour force participation
rate (approximately 38 per cent) was re-
corded in the Eastern Province in 2010. The
youth labour force participation showed a
decreasing trend for all the other provinces
during 2006 to 2010.

At the national level, the decrease in the
labour force participation rate could be due
to the low level of employment of youth as
they spend more years in education instead
of joining the work force. While this is de-
creasing the current level of the labor force
participation rate, investing in education, as
mentioned earlier, is a positive thing which
could pay-off in the long run. However, other
issues discussed earlier such as skill mis-
match, and foregoing private sector jobs in
favor of future public sector jobs, could also
explain the reduced youth labor force par-
ticipation.
"There is a growing interest among youth
to pursue further study. Even though they
cannot pass O/L they still go for educa-

Figure 5.2
Youth Labour Force Participation Rate
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tion through vocational training centres.
Almost everyone who has done A/l and
cannot go to the university is again en-
gaged in vocational education and other
types of professional training courses.
Even the students who were selected for
the universities are doing more courses
until the university starts. Therefore, more
youth are at study rather than working" -
An undergraduate student representing
the University of Colombo.

The estate sector youth, as suggested by the
FGDs, seem to enter the labour force at a
very early stage of their youth. This could be
due to the income constrains that these fami-
lies face.

The estate sector youth are confronted with
limited earning avenues that constrain their
income earning capacities, and with large
family sizes, they tend to push young chil-
dren to work at early stages.

"Estate sector youth are doing jobs in many
areas. They are not necessarily working
in the estate. Some cultivate vegetables
and some migrate to urban areas for jobs,

The youth drop out of school at very early
stages to find employment so that they
can support their families. Most of the
time, the elder child will drop out from
school and go to work if the family has
mare than three children. Therefore, it is
common to see most of the youth trying
to earn some money. The sustainability
of these jobs and the earning capacity is
in question, but anything is better than
nothing. Therefore, they continue to start
working at very early stages of their young
lives" - An estate sector youth represent-
ing the Gampola District.

The youth at wage employment is defined as
the proportion of youth who are working for
a salary. Wage employment is important since
it demonstrates some element of job secu-
rity, guaranteeing a certain pay for a given
time period. This time period varies, based
on whether it is the private sector or public
sector, where wage employment in the latter
is more permanent. The youth in wage em-
ployment has not changed significantly over
time, although a slight increase is evident in
the rural sector (Figure 5.3).

Figure 5.3
Youth at Wage Employment to Total Youth Employed
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Source: Compiled using data from DCS, HIES data for 2006/07 and 2009/10.
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The youth who are at wage employment,
especially those who are at the government,
private and non-governmental organization
(NGO) sectors increased after events such as
the December 2004 Tsunami and the con-
clusion of Sri Lanka's armed conflict. For
instance, many job opportunities were cre-
ated by the NGO/INGOs after the Tsunami ¢
but these lasted only for a few years as re-
lated NGO/INGOs phased out their opera-
tions in Sri Lanka. Some of the organizations
that started in Sri Lanka after the Tsunami
continued their work in the post-conflict era.
Significant numbers of employment oppor-
tunities were also created by the government,
especially by recruiting unemployed gradu-
ates to government institutions. Wage em-
ployment also includes casual work. The
availability of casual work for youth has also
increased over time with the infrastructure
development going on in the country. How-
ever, the overall changes in the youth on wage
employment are not significant.

"The government gave a lot of job op-
portunities to graduates. Many of them
were recruited for regional government
institutions. However, there are mis-
matches in some of those jobs. Some
graduates were not given appointment in
areas where they have been trained
through the university system. Yet, it is
important that they were given the chance
to participate in the development agenda
of the country in one way or the other,
rather than wasting their valuable educa-
tion" - A member of the Youth Parlia-
ment representing the Gampaha District.

The estate sector youth are keener on wage
employment as opposed to entrepreneurship.
This could be due to the financial and skills
constraints that they have. With limited capi-
tal and collateral, the estate sector youth are
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moving more towards finding wage employ-
ment. However, a majority of these wage
employment is not permanent and represent
casual labor employment opportunities.

"In the estate sector, youth have only a
few options. Either you work in the es-
tate, do vegetable cultivation and farm-
ing, or else migrate to urban areas look-
ing for jobs. The youth mainly migrate
to work in hotels, houses as housemaids,
and to work in textile factories. There is
a proportion that migrates to Middle
East also. Therefore, the youth who start
up their own enterprises are very few
and a majority are dependent on wage
employment” - An estate sector youth
representing the Kandy District.

Small and medium enterprises (SMEs) are one
of the main employment generators for youth
at the urban, rural, and estate sectors. To-
day, there are better opportunities for youth
to start-up their own businesses than before,
especially since the end of the armed con-
flict. Whilst there is assistance extended to-
wards improving SME opportunities for
youth, there are also some bottle-necks. The
FGDs suggest that youth in the North and
East were optimistic about starting businesses
just after the conflict ended, hoping that the
government expenditure on road develop-
ment, and outreach by the banking sector
would help them. However, many youth
believe that this has not been the case. The
banking system is still heavily concentrated
on collateral, and hence even if improved
transport access carries goods produced in
the North and East to Colombo, the SMEs
are constrained by low availability of financ-

ing.

At the same time, the government has begun
initiatives to start up new industrialized zones

* Rodrigo, C., (2010), "Employee Motivation: What Factors Motivate Employees to Work in Nongovernmental Organizations (NGO) in Sri
Lanka: A Study According to Maslow's Hierarchy of Needs Model”, Intermnational Journal of Interdisciplinary Social Sciences, Vol. 5, No.

4,pp.197-212.
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such as the Achchuveli Industrial Zone, to
facilitate SMEs in the Northern Province, and
these efforts will be expanded in to the East-
ern Province also. The objective of these in-
terventions was to provide SMEs a chance to
start-up business with the full support of the
government, through both operational, as
well as financial assistance. Further, govern-
ment assistance is also envisaged by way of
helping SMEs to establish marketing chan-
nels so that their produces could also be ex-
ported in the long run.

"The youth in the North are quite ex-
cited about the initiatives such as
Achchuveli Industrial Zone. It will facili-
tate more than 50 SMEs in the area and
will be a good opportunity for youth en-
trepreneurs to develop. These initiatives
will develop the rest of the area also, with
the provision of water, electricity, and
infrastructure. The youth SMEs outside the
zone can also develop new business ven-
tures to supply materials and provide
transportation. For example, there are
SMEs in the zone that produce fruit drinks
and pulps. This can be an opportunity for
other youth to establish links to supply
the required fruits" - A youth represent-
ing Jaffna District.

There is an influx of educated youth starting
their own enterprises. A majority of them
have realized the importance of starting such
ventures to ensure financial independence,
as well as flexibility. Wage employment at
the private sector is seen as less flexible, de-
manding and competitive, while government
sector pay is considered to be lower. SMEs
on the other hand are seen as providing youth
with the opportunity to master what they like,
and earn money in the process.

"There are many university students who
have started SMEs in all parts of the coun-
try. They have got together and started
their business while they were in the
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university, so by the time they graduate,
their business is stable and they have
paved their own path to earn money. This
is now being introduced to schools also
where students at O/L and A/L are en-
couraged to start up innovative enter-
prises. Examples are manufacturing CFL
bulbs, website designing, and doing re-
search. There are youth led enterprises
which do data collection and analysis
for major research companies in Sri Lanka"
- An entrepreneur still studying at the
University of Moratuwa.

Vocational training is one of the key elements
in the development of SMEs. This training
helps youth to develop their skills which can
be applied later to earn money in the form
of an enterprise. This training is mainly given
through the VTA by way of the NVQ quali-
fication, and youth can even earn a degree
from UNIVOTEC. However, it should be
noted that the vocational training and edu-
cation covers only a part of the SME sectors.

"Most students come to the VTA to get
the skills they want to start their own
business. For example, once a youth gets
a NVQ qualification in motor mechan-
ics, there is very little chance that he
would go and work for a motor repair
shop in Sri Lanka. Most of the time he
would start his own enterprise, or else
there is a pretty good chance that they
migrate, since the NVQ certification is
valid in foreign countries" - A student rep-
resenting the UNIVOTEC.

While there are positive aspects regarding the
SME sector for youth, there are constraints as
identified by the FGDs. First is the ability of
youth to obtain financial assistance. Whilst
it has already been mentioned that financing
is an issue in the North and East, this is also
common to the whole country. The FGDs
suggest that most youth are keen to start busi-
nesses but are unable to do so due to this
fact. Banks require collateral in order give



financial assistance, but most youth entre-
preneurs are not able to meet these condi-
tions. Therefore, it has been a constant chal-
lenge for youth to secure finances from banks
which pushes them towards informal sector
finances with higher interest rates. In such
an event, the sustainability of the enterprise
becomes questionable. Additionally, youth
entrepreneurs lack financial management
capabilities, and are not able to ensure the
sustainability of their ventures. Furthermore,
the youth also tend to follow trends in start-
ing up new businesses without doing proper
feasibility studies. Youth entrepreneurs in this
aspect fail to understand the viability of the
enterprises and the potential competition it
might face in reality.

5.4 Youth and Poverty

The youth play a significant role in the broad
discussion on poverty in Sri Lanka. At the
moment, poverty is estimated mostly in terms
of income poverty. However, it should be
noted that poverty is multidimensional, and
should ideally be based on income as well
as non-income terms. Therefore, poverty is
not solely a function of income, but rather it
is a function of income, health, education,
gender, and many other factors.” However,
the complexities in analyzing multidimen-
sional poverty in quantitative terms have
constrained studies to rely on income pov-
erty alone. Yet, qualitative information al-
lows the drawing of a broader picture incor-
porating other dimensions of poverty to a
certain extent.

Studies show that only a small portion of
unemployed youth comes from the most dis-
advantaged households. Therefore, poor youth
are less likely to be unemployed. However,
poor youth end up attracting low quality jobs
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with less pay, which push them towards a
vicious cycle of poverty. Waiting for secure
jobs, mostly in the government sector puts a
greater burden on poor families. As a result,
they tend to be attracted to whatever em-
ployment opportunity is available without
much chance of bargaining for a higher pay.
The inability to spend on education, at least
to acquire vocational education, can also
constrain poor youth from attracting secure
and well-paid jobs.

Poor households are characterized by low
levels of heath and sanitation. Malnutrition
and exposure to other communicable diseases
constrain poor youth from acquiring a proper
education, while also weakening their physi-
cal strength. Furthermore, living in unsecure
environments, especially in former conflict-
affected areas, have caused poor youth to be
less ready for the work force, and increased
the levels of poverty among them.'” There-
fore, youth become poor nat only because
they are not capable of obtaining employ-
ment, but because their educational, health,
and situational conditions might prevent
them from acquiring the comparative advan-
tages to attract quality jobs.

Based on HIES data, approximately 14.6 per
cent of Sri Lankan youth were below the pov-
erty line during 2006/07. This figure has re-
duced to 8.9 per cent by 2009/10, reflecting
the overall poverty reduction in the country
during these two periods (from 15.2 per cent
in 2006/07 to 8.9 per cent in 2009/10).
Again, reflecting national trends, youth pov-
erty remains high in the estate sector, while
urban poverty is the lowest. During 2006/
07, the percentage of youth below the offi-
cial poverty line in the estate sector stood at
29.4 per cent, 15.1 per cent in the rural sec-

? Ibargun, C., (2004), "Poverty and Youth Issues in Sri Lanka" , Briefing Paper Series No 4, Center for Poverty Analysis, Colombo.

0 Samaraweera, C.G., (2010), "Economic and Social Assessment of Poverty Alleviation Programmes in Sri Lanka, Special Reference to the
Gemidiriya Community Development and Livelihood Improvement Project”, Journal of Emerging Trends in Economics and Managernent

Science, Vol. 1, No. 1, pp. 60-65.
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tor, and 6.7 per cent in the urban sector. All
these showed significant improvements by
2009/10. The percentage of youth below the
official poverty line in the estate sector was
reduced to 10.7 per cent, 9.5 per cent in the
rural sector, and 5.1 per cent in the urban
sector (Figure 5.4). Therefore, income pov-
erty among youth has reduced over time in
all the sectors. These results are attributable
to the government's attempts to reduce pov-
erty in the country as a whole, and it is satis-
factory to see that the youth of the country
also received the benefits of these efforts.
However, especially in the estate sector, poor
youth face far more challenges compared to
youth in the urban and rural sectors. The in-
volvement of politically influential charac-
ters such as 'thalevars' in the lives of estate
sector youth can constrain them from receiv-
ing poverty related assistance and even en-
gaging in entrepreneurial activities."

"We appreciate the development that hap-
pened throughout the past decade to
eradicate poverty in our areas. However,
poverty in these areas is still high. More
needs to be done. We have conveyed our
situation to all the politicians personally
and through 'thalevars.' However there
are questions about the transparency, es-
pecially when thalevars' are involved in
taking our message to the political lead-
ers. We would appreciate to receive any
assistance related to poverty through gov-
ernment officials" - An estate sector youth
representing the Nuwara-Eliya District.

One important dimension of poverty is its
regional disparity. Poverty across different
areas vary based on many factors such as ac-
cess to employment, access to health and
education, infrastructure facilities, family
size, etc. Like in any other country, poverty
among youth in Sri Lanka varies based on
the province. Comparing 2006/07 and 2009/

Figure 5.4
Percentage of Youth Living below the Official Poverty Line
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"' Thalevars are political representatives of local politicians in the estate sector. They act as mediators between the local people and local
politicians. Since they are appointed by local political leaders, thera is a tendency to follow the political agendas of particular politicians,
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10, poverty in all provinces, except the East-
ern Province, saw a reduction over time,
Among the provinces, the percentage of youth
under the official poverty line is high in Uva,
Sabaragamuwa, and Central Provinces. The
percentage is lowest for the Western Prov-
ince. During 2006/07, only Uva,
Sabaragamuwa, North Central, and Central
Provinces recorded poverty levels higher than
the national level for that time period, How-
ever, in 2009/10, except for the Western Prov-
ince, poverty levels of all the other provinces
were higher than the national level. The
Samurdhi and Gemidiriya programmes were
the main interventions by the government to
reduce poverty in Sri Lanka. However, the
Eastern and Northern Provinces saw only lim-
ited interventions due to the on-going con-
flict during this critical period, exacerbating
poverty among youth in these provinces.

As explained earlier, the poor and vulner-
able in some sectors are eager to find em-
ployment, rather than spending money and
time on acquiring education, mainly because
their parents are not in a position to support
them. This has pushed them to take on low
quality jobs with less pay that will not al-
low them to save any money. Leaving edu-
cation early and entering the workforce is
common in the estate sector in particular,
compared to other sectors.

"l wanted to do A/L or a vocational edu-
cation but my parents could not support
my education, Therefore, after O/L, [ went
to Kandy with my cousin to work in a
construction site. | do not earn enough
money to send home or save, but can
manage my needs. | need to find a job
soon where | can earn more money, oth-
erwise | will not be able to have a fam-
ily" - An estate sector youth representing
the Kandy District.

The rural and estate sector poor households
are frequently faced with malnutrition and
other communicable disease threats. There-
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fore, while income poverty might have re-
duced in these sectors, non-income poverty,
especially related to heath is high in the es-
tate and the rural sectors.

"Malnutrition is high among poor house-
holds in the estate sector and the rural
sector. Youth in these poor households
have gone through many episodes of these
heath issues and they are physically af-
fected. Therefore, sometimes they are not
capable of holding on to jobs. They
mostly get blue collar jobs that require
them to work hard, but health issues from
time to time have caused them to fail at
their employment. They might have a job,
but the quality of the job that they are
doing is determined by their health con-
ditions"- A member of the Youth Parlia-
ment representing the Monaragala Dis-
trict.

Therefore, while government efforts over the
past several years have helped to reduce in-
come poverty among the youth of Sri Lanka
across sectors, much more needs to be done.
Even though income poverty has reduced,
poverty caused by educational constraints,
health conditions, and situational conditions
such as exposure to conflict, is visible, There-
fore, the youth of Sri Lanka are by and large
victims of multidimensional poverty, in ad-
dition to income poverty.

5.5. Youth and Education

Youth is the period between childhood and
adulthood. This period of life is considered
as one of the most dynamic stages of life,
turning one's vision into reality. The process
of setting goals impacts the entire continuum
of the lifespan. In achieving these goals, re-
alistic, self-aware, critical thinking abilities,
and decision-making skills are needed. Hence,
a good education is a must. Sri Lanka's edu-
cational policies are quite comprehensive.
The O/L and A/L examinations are very com-
petitive and they are set to high standards,
whereby the education system in Sri Lanka is
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well recognized among other developing and
developed countries,

According to an adolescent survey in Sri
Lanka, 72 per cent of adolescents (aged 14-
19 years) had a future goal set.'? More than
a half of the adolescents wanted to enter tra-
ditionally popular professions such as teach-
ers, doctors, engineers, and accountants.
However, the survey findings suggest that the
stated ambitions are mostly governed by pa-
rental influence and traditional norms that
prevail in society, rather than decisions ar-
rived at after considering their own talents.
Only about a quarter of the respondents had
considered their talents in setting their fu-
ture goals.

The youth related educational indicators for
Sri Lanka discussed in the following section
are both qualitative as well as quantitative.
They capture the educational aspects of
youth, mainly the equal opportunity for edu-
cation and school to work transition.

5.5.1 Educational Opportunities for
Youth

Equitable quality education is essential if
young people are to acquire the skills which
they need to achieve their future goals. Sri
Lanka has committed to providing free ac-
cess to education for decades. It is clear that
great progress has been made, indicated by
Sri Lanka's position with regards to the 'Edu-
cation for All' goals set by the MDGs. How-
ever, much remains to be done. While Sri
Lanka has long been recognized for its
achievements in access to education, it faces
new challenges in providing quality educa-
tion services that are relevant to the chang-
ing demands of a rapidly growing economy
and life styles of people.

Although more than 50 per cent of the ado-
lescents aspire to be teachers, doctors, engi-

neers, etc., many students discontinue school
education due to poor performance at the
national level examinations. Each year, about
400,000 students sit for O/L, but only 50 to
60 per cent of them qualify to sit for A/L
(Table 5.1). Those who have passed O-Lev-
els continue on to A-Levels for two years.
When selecting a subject stream in A/L, these
students do not appear to have a proper idea
about the type of job opportunities available
in the labour market.

"When we were schooling, we were
caught up by the trend. Most of the time,
we selected the A/L subjects which were
chosen by our friends. We were not aware
about it. Sometimes, it might not be
matched with our talents.” - A student
studying at UNIVOTEC.

Fach year, slightly above 200,000 students
sit for A/L, but only 40 to 60 per cent of
them qualify to enter public universities.
Thus each year, about 200,000 and 90,000
students leave the school system without
succeeding at the O/L and A/L examinations,
respectively. This is further highlighted in
Table 5.1.

The country's higher education system leaves
out hundreds of thousands of young people
from obtaining a higher education. Due to
the limited number of placements in the state
funded universities, only 17 per cent of those
who qualify for university education gain
admission to state universities. Each year,
more than 100,000 qualified students are
forced to abandon their ambitions to enter
university. Youth, who cannot enter public
universities, have few options for pursuing
higher education.

Lack of avenues for higher education ham-
pers the future goals of youth. Although there
is no explicit legal barrier, the political

12 LINICEF (2004}, "Mational Survey on Fmerging lssues among Adolescents in Sri Lanka”, UNICEF, Colombo,
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Table 5.1
- National Examination Success Rates, 2003 and 2010
2003 2010
Number sitting for O-Levels 434,131 433,673
Percentage qualifying for A-Levels 43 58
Number sitting for A-Levels 213,201 233,354
Number qualifying to enter university 93,292 142,415
Percentage qualifying to enter university 44 61
Number admitted to university 12,736 21,547
Percentage admitted to university 14 17

Source: DCS, “Statistical Pocket Book 2011".

economy context of the country makes it
impossible to invest in private universities. '
Only those from highly affluent families are
able to obtain university education outside
the country. Others are able to obtain exter-
nal degrees from degree awarding institutions
in Sri Lanka which are affiliated to private
universities outside the country. However,
these institutions have gained the attention
of policy makers for at least two reasons re-
cently: the high cost of these degree
programmes, and the quality of education
offered by these institutions. Thus, available
opportunities for school leavers is a major
issue of concern.

5.5.2 School to Work Transition

Due to the competitive nature of the O/Ls
and A/Ls, a majority of youth leave the edu-
cation system after these two exams. The best
alternative for these youth to continue in the
education system is to engage in vocational
training and education. These children should
be the prime target for specific training and
skills development programmes in meeting
the skills demand of the country. However,
there is no proper career guidance system to
these school leavers. As a result, most usu-
ally find unskilled jobs or go in search of

casual jobs. This is partly due to the lack of
a systematic technical education and voca-
tional training (TEVT) link with the second-
ary education system, leaving a majority of
school leavers with no access to skills devel-
opment programmes. ™

"If students can get information on differ-
ent vocational opportunities through
school, it will be helpful for them to build
up their career path. In that case, the stu-
dents are aware of the requirements for a
particular employment opportunity, and
how they can get those skills. This is very
important for the school dropouts to draw
their career plan.” - A student studying at
UNIVOTEC.

Further, the general acceptance of the
country's TEVT sector has been low due to
poor recognition of the qualifications, low
employability of graduates, and the ineffec-
tiveness of the course in catering to the de-
mands of the market. While the government,
especially the MYASD and the Ministry of
Education, is doing quite a lot of work in
promoting vocational education — allowing
students to acquire bachelor's degrees in tech-
nical and vocational education and training
— the conventional university degree is still

3 ADB (2005), "Technical Assistance to the Democratic Socialist Republic of Sri Lanka: Preparing the Education Sector Development

Programme", Asian Development Bank, Manila.
4 thid.
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regarded as the pinnacle of educational quali-
fications.

"Society undermines vocational education.
They believe that the students who are not
good in education enter the technical col-
leges. These attitudes should change." - A
student studying at UNIVOTEC.

There is a wide gap between school and the
world of work. The quality of human capital
produced by the general education system,
mainly provided by the public sector, does
not transmit any productive skills to pupils.
As stated in the National Education Com-
mission (NEC) sector review, the country's
education system has failed to adequately
promote quality and relevance of education,
as well as individual orientation fo the world
of work.” This results in mismatches be-
tween the demands of the market, and the
skills of school graduates.

A large proportion of youth who secure edu-
cational certificates also remains unem-
ployed. A high unemployment rate among
graduates has been a recurring issue for suc-
cessive governments. There is a mismatch
between the courses offered by higher edu-
cation institutes and competencies needed
by the private sector.'® Key reasons for this
mismatch are that university programmes are
not updated over a long period of time, and
lack interaction with the private sector when
designing courses.'” Inadequate linkages be-
tween the higher education system and the
requirements of the private sector are a rea-
son for the high unemployment levels
amongst graduates.

"Our university curriculum does not in-
clude the practical aspects of the relevant
subject. It provides all the theory based

knowledge, but very few practical train-
ing opportunities. So we cannot get expe-
rience on what we are taught at the uni-
versity."— Undergraduate student at Uni-
versity of Sabaragamuwa.

There is an inadequate information flow be-
tween youth and the labour market. The in-
adequate information flow on the type of
job opportunities in the labour market lim-
its the aspirations, attitudes, and life goals
of youth. Due to the existing information
gap in the system, some students spend two
years unnecessarily following A/L without
entering vocational training, after following
O/L.

"If we were linked with vocational train-
ing programmes after O/L, we can get our
technical degree at a younger age, and have
more time to build up our career path.
So, a proper career guidance programme
is essential after O/L." - Student studying
at UNIVOTEC.

Addressing the mismatch between skills ac-
quired through the education system and the
requirements of the labour market has been
a key concern of the current education sys-
tem.

5.6 Youth and Health

Improving nutrition contributes to produc-
tivity, economic development, and poverty
reduction by improving physical work capac-
ity, cognitive development, school perfor-
mance, and reducing health care costs.’® Nu-
trition is an input and foundation for health
and development. Better nutrition means
stronger immune systems, fewer illnesses and
better health. Healthy children learn better;
healthy people are stronger, are more pro-
ductive, and more able to create opportuni-

NEC (2003), "Proposal for 4 National Policy Framework on General Education in Sri Lanka", National Education Commission, Colomba.

' NEC (2009), "National Policy Framework on Higher Education and Technical and Vocational Education”, National Education Cormission,

Colomba.
" Ibid.

""" World Bank (2006), "Repositioning Nutrition as Central to Development”, World Bank, Washington, D.C.
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ties to gradually break the cycles of both
poverty and hunger in a sustainable way. One
of the main consequences of malnourished
adults is reduced work capacity and absen-
teeism owing to illness or exhaustion, which
in turn has an impact on economic produc-
tivity. Further, in the long run, they run in-
creased risks of acquiring NCDs such as high
blood pressure, diabetes, coronary heart dis-
ease, and cancer, in adult life. Epidemic of
NCDs in adulthood reduce productivity and
increase health care costs.

Youth related health indicators cover the ar-
eas of women's health, teenage pregnancy
and knowledge on sexuality, and nutrition
and youth wellbeing.

5.6.1 Women's Health and Nutrition

Women's health is central not only to their
productivity in employment, but also more
importantly in association with specific re-
productive outcomes, and to the performance
of their many other household tasks. To a
large extent, the wellbeing of children de-
pends on the health of their mothers. Ac-
cording to research findings on socio-eco-
nomic determinants of child malnutrition in
Sri Lanka, the mother's nutritional status was
one of the main contributory determinants
of having low weight babies as well as child-
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hood malnutrition.' Further, when a mother
is malnourished and sickly, their children
face a higher risk of diseases. Repeated in-
fectious diseases of family members will in
turn increase health care costs and impact
on the household's finances. In adolescence,
a young woman's nutritional needs increase
because of the spurt of growth during the
transition from childhood to adulthood. An
inadequate diet, illness and heavy physical
demands during this period can jeopardize
the health and physical development of young
women, resulting in delayed or stunted skel-
etal growth and anaemia.®

In Sri Lanka, the prevalence of malnutrition
is highest among adolescents and youth.,
According to the Demographic and Health
Survey (DHS) carried out in 2006/07, one in
six women of reproductive age (15-49 years)
was malnourished. Further, as shown in Table
5.2, the highest proportion of malnourished
women was observed in the youngest age
group of 15-19 years (40 per cent), followed
by the second lowest age group of 20-29 (22
per cent).

Nearly one-third of female youth were
anaemic. On average, 39 per cent of repro-
ductive aged women (15-49 years) were iden-
tified as anemic (Hb<11.0 g/dl). Adoles-

Table 5.2
Women’s Nutritional Status S
Age group % Malnourished Anaemia
(BMI <18.5) (Hb < 11.0 g/d))

15 19 40.1 31.4 a
20 29 22.0 32.0
30-39 14.4 36.8

13.3 46.0

40-49

Source: DCS, DHS 2006/07.

" Jayawardena, P., (2012}, "Socio-Economic Determinants and Inequalities in Childhood Malnutrition in Sri Lanka", Well-Being and Social

Policy fournal, Vol. 8 No. 1, pp. 1-22.

2 World Bank (1994), "A New Agenda for Women's Health and Nutrition Development in Practice”, World Bank, Washington, D.C.
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cence nutritional deficiency is one stage of
the life cycle of malnutrition. Thus, nutri-
tional deficiency among young girls has an
adverse effect on reproductive outcomes, as
well as on the continuation of the life cycle
of malnutrition in Sri Lanka.

5.6.2 Teenage Pregnancy and Knowl-
edge on Sexuality

Research indicates that adolescent girls are
not physically prepared for childbirth, since
linear growth is not complete until 18 years,
and the birth canal does not reach its mature
size until 2-3 years later. As a result of this
and other factors, teenage mothers face a high
risk of serious pregnancy-related health com-
plications. According to studies on the de-
terminants of low birth weight babies, the
latter is found to be positively associated with
mothers who have started childbearing be-
tween 15-19 years.?' According to the DHS
2006/07, there were 6.4 per cent teenage
pregnancies in Sri Lanka. Further, teenage
pregnancies were highest in the estate sector
(9.6 per cent) whereas child malnutrition and
low weight births were also highest in this
region, when compared to urban and rural
sectors. Poor knowledge on reproductive
health among adolescents could be a major
reason for these teenage pregnancies,

Adolescents' knowledge on conception and
pregnancy in Sri Lanka is very poor. Accord-
ing to the adolescent survey findings, the
overall knowledge among school-going ado-
lescents (aged 14-19 years) on matters related
to reproductive health was less than 50 per
cent.?? Further, less than 25 per cent of ado-
lescents had comprehensive knowledge on
menstruation, risk of conception, and signs
of pregnancy. As teenage and young adult
pregnancies are likely to result in small
statured women giving birth to low weight
babies, family planning measures must also
focus on reducing pregnancies in this age

group.

Further, knowledge on sexually transmitted
disease and HIV/AIDS among adolescents
was also found to be poor. Less than 50 per
cent of adolescents had the correct knowl-
edge on HIV/AIDS. Only about 57 per cent
of adolescents had some awareness of the
existence of sexually transmitted diseases in
general.”

5.6.3 Wellbeing of Youth

Young people are in need of appropriate
knowledge, life skills, and self-esteem to
achieve their future goals. The wellbeing and
happiness of youth is very important to en-

Table 5.3

Teenage Pregnancy

Sector Have had a Live Birth  Pregnant with First Child Begun Childbearing
(%) (%) (%)

Urban 4.6 17 6.4

Rural 4.1 R 6.2

Estate 7.0 2.6 9.6

Total 4.3 2.1 6.4

Source: DCS, DHS 2006/07.

' Jayawardena, P., (2012}, "Socic-Economic Determinants and Inequalities in Childhood Malnutrition in Sri Lanka", Well-Being and Social

Policy Journal, Vol. 8 No. 1, pp. 1-22.

2 UNICEF (2004), "National Survey on Emerging Issues among Adolescents in Sri Lanka", UNICEF, Colombo.

2 Ibid.
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hance physical health, productivity, and qual-
ity of life. Poor levels of psycho-social com-
petency will lead to anxiety, depression, sub-
stance abuse, and suicide among young
people.

Smoking and alcohol use among youth is sig-
nificant, and need careful attention. Usually,
the first use of a cigarette or consumption of
alcohol takes place during adolescence. Some
youth continue with smoking and alcohol
use from then on. According to a spot survey
carried out by the Alcohol and Drug Infor-
mation Centre (ADIC) in 2012, 33 per cent
of respondents were current users of tobacco
while 35.6 per cent were users of alcohol.?!
According to the responses, the highest preva-
lence of tobacco and alcohol use was in the
age category of 25-39 years. Of current smok-
ers and alcohol users' in the age 15-24 year
group, the majority reported that the main
reasons for use of substances are to be social
with friends and to enjoy themselves.

Investing in the Future: Maximizing Sri Lanka's Youth Potential

These substances greatly impair mental abili-
ties and physical skills of youth, and enhance
the long term risks of developing cancers,
lung diseases, ulcers, heart disease, and liver
diseases. Further, the use of substances is a
contributing factor to accidents, suicides, vio-
lence, and sexual abuse, among young
people. While the substance abuse issue is
directly linked to peer pressure, it can also
be due to other stress factors. For example,
substance abuse is high among youth who
live in conflict-affected areas, compared to
other parts of the country. This is mainly due
to that fact that such youth face greater stress
due to uncertainties related to their future.
Sometimes, the lack of availability of guid-
ance and employment, and educational op-
portunities, fuels the stress, and can push
them towards smoking and drug usage.

The high incidence of homicides, other pur-
posely inflicted injuries, and suicides, are
major causes of death among youth in Sri

Figure 5.5
Use of Tobacco and Alcohol
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2 ADIC (2012), "Spot Survey on Tobacco Use", July 2012, Alcohe! and Drug Information Centre, Colombo.
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Figure 5.6
Deaths due to Suicide (2011)
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Lanka. According to Sri Lanka police records,
3,770 deaths were recorded in 2011 due to
suicides. Further, deaths due to suicides was
highest among females in the 21-30 year age
group, followed by below 20 year age group
(Figure 5.6). The highest male suicides were
among the aged, but there were more than
500 deaths due to suicides, with nearly one-
fourth of them being young males. There
should be special educational measures to
protect young people from all forms of physi-
cal and mental violence and injuries. Fur-
ther, protective measures should include ef-
fective procedures for rehabilitation and so-
cialization of victimized young people.

5.7 Conclusions and Way Forward

The youth are an important part of Sri Lanka's
development agenda. A healthy and educated
youth force that will actively participate in
labour activities can benefit Sri Lanka's de-
velopment process. Hence, this is an impor-
tant population cohort that needs to be care-
fully nurtured for the betterment of the coun-
try. Sri Lanka needs to carefully look at the
bottlenecks in employment, poverty, educa-
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tion, and health aspects, related to youth in
order to make them ready to contribute to-
wards the country's social and economic
development.

The evidence suggests that the youth unem-
ployment rate has fallen over time. The evi-
dence further shows that their labor force par-
ticipation rate has also fallen, while youth
in wage employment shows a positive trend.
Even though the youth unemployment rate
has decreased over time, the current rates are
still high. There are many reasons behind this,
but the most prominent are skill mismatch,
youth foregoing available private sector em-
ployment for public sector employment, and
more youth staying on in education till late
stages of their youth life. The skill mismatch
is largely due to weaknesses in the educa-
tion system. However, rather than blaming
the system entirely, it is also important that
the youth focus on making better decisions
in selecting their educational paths. For ex-
ample, rather than picking the popular me-
dium of study, youth can evaluate their po-
tential and match these with current job



market demands. However, in order to do
this successfully, the youth need to be care-
fully guided, and this can only be done by
their teachers and parents.

There are always young people who are ea-
ger to take up challenges in dynamic work
environments. These youth are likely to fo-
cus on competitive and stressful private sec-
tor jobs. At the same time, there is a propor-
tion of youth that would look for more se-
cure, less stressful, and less competitive jobs.
These attitudes are hard to change since it is
a personal decision whether to take up an
employment offer or not. However, their at-
titudes and perceptions on permanent and
secure jobs can, and need to, be changed.
While spending more years studying lowers
the youth labor force participation rate, in
the long run, educated youth will be a posi-
tive advantage. However, the benefits will
accrue only if they are more employable.
Thus, the youth have to be certain of what
they are acquiring as educational qualifica-
tions, and whether that is what employers
are demanding in today's job market.

As identified by the FGDs, there is an in-
creasing willingness for the establishment of
SMEs among the youth. Especially after the
end of the conflict, the youth in the North
and East are presented with more opportuni-
ties. However, the inability to secure finances,
lack of financial management capabilities,
and most importantly, the inability to assess
and understand business viability, has con-
strained youth entrepreneurs. While banks
need to be encouraging young entrepreneurs
with financial assistance, one way to tackle
this issue is to encourage youth to develop
partnerships. In this way, the business idea
can come from the youth, while others can
contribute the necessary capitals. There are
initiatives such as the Young Entrepreneurs
of Sri Lanka (YESL) and Youth Business Sri
Lanka (YBSL), that are in the process of help-
ing youth to develop their skills in the finan-
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cial management of SMEs. However, more
government involvement is needed to make
these efforts sustainable, with government
institutions taking the lead in training youth
in these aspects. However, these institutions
are likely to need additional financial assis-
tance to enable them to take the initiative in
providing such training.

The biggest threat to the poor youth is that
they are engaged in low quality jobs. While
income poverty rates among youth have re-
duced over time, the youth are facing con-
straints in areas of education and health that
can increase their risks of being poor. Poor
and vulnerable households lack the capacity
to spend on education and health, aggravat-
ing the physical abilities of poor youth to be
work force ready. Therefore, poverty allevia-
tion programme should focus on financial
assistance, as well as on eradicating educa-
tional and heath barriers faced by the youth.

In this instance, while Sri Lanka has a well-
established education and examination sys-
tem, a majority of students who sit for O/L
fail. Even at A/L, only a very small percent-
age will succeed in obtaining university en-
trance, and the others fall out of the educa-
tion system. Most of the students who could
not get entrance to state universities will opt
for a private certificate, diploma, or degree.
However, those who drop out after O/L have
limited options. The government tries to ab-
sorb most of the O-Level dropouts to voca-
tional education and training. However, most
students do not have adequate awareness of
these opportunities presented by the insti-
tutes of vocational education and training.
Therefore, creating this awareness is essen-
tial, and at the same time the capacities of
these institutions need to be upgraded so that
they can accommodate more students. Vo-
cational education will address this issue only
if the vocational education system is linked
with the industries that can absorb these stu-
dents. Therefore, public-private partnerships
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and schemes of recruitments through voca-
tional education and training institutes di-
rectly to the industry, are essential. Whilst
such linkages are being established gradu-
ally, awareness and absorptive capacities in
the private sector, as well as in the educa-
tion and training institutes need to be devel-
oped. Students that sit for O/L do not re-
ceive enough guidance on selecting their next
stage of life if they do not pass the exam, or
if they do not wish to sit for A/L. Therefore,
career guidance and counseling needs to be
set up. Some schools, especially the well-
established ones, have career guidance and
counseling centers at schools, but rural
schools are left out in this regard. Therefore,
both teachers and parents should help stu-
dents in deciding what they would like to
do with their education, if they fail in cer-
tain stages, and create awareness on the avail-
able options.

On a positive note, the MYASD and The
Ministry of Education, collaboratively intro-
duced vocational education in to the A/L
stream recently. This will be in effect from
July 2013. Initially, 225 schools have been
selected to introduce this programme, where
close to 300 teachers will be trained with
the help of the ministry and the UNIVOTEC.
However, training teachers, developing good
curriculums and absorbing them to the
UNIVOTEC system for a bachelor's degree,
need to be carefully implemented. Therefore,
policy initiatives like this must develop the
necessary infrastructure in order for these
programmes to be sustainable.

Health determines the capacity of youth to

be in education and be work force ready,
which would ultimately lift them out of pov-
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erty. Teenage pregnancy, especially in the es-
tate sector, is a serious issue to be consid-
ered. One of the main reasons is a lack of
awareness on reproductive health. Sri Lanka's
education system does not support adequate
knowledge on these aspects, and as a result,
the youth must rely on their parents and peers
for information on reproductive health and
sexual behaviour. However, with media and
access to information through internet, this
information is no longer a secret to youth.
But access to such information though such
mediums can pose higher risks to the youth,
as well as to society. These issues have been
brought up by youth themselves though the
NYSC discussions and Youth Parliament de-
bates. One of the main suggestions that came
out of these discussions is to integrate edu-
cation on reproductive health and sexual
behaviour into the education system, focus-
ing on the youth cohort. Substance abuse is
also a significant issue that relates to the
health of youth. While peer pressure and
stress are two of the most significant factors
that drive youth towards substance abuse, it
remains a personal decision. With proper
knowledge and enforcement, such trends can
be deterred. In most developed countries,
retail outlets are prohibited from selling to-
bacco and alcohol to minors. However, this
is not the case in developing countries. Ac-
cess to these substances is easy for youth,
and given peer pressure and stress, the prob-
ability of them being victims of substance
abuse is high. Therefore, in order to steer the
youth away from these habits, awareness cre-
ation of the negative outcomes should be a
priority. At the same time, effective enforce-
ment of law has to be in place to suppress
the supply of these substances.



6. Social Protection: Filling the Gaps and Improving Coverage

6.1 Introduction

As Sri Lanka strives to accelerate the pace of growth
and development, it is imperative that the country
pays attention to the more vulnerable segments of its
populatlon Apart from its social standpoint in re-
gard to addressing issues of access to opportunities
and equity considerations, inadequate provisions to
ensure the welfare of the ‘more vulnerdble in society

and development asplra’nons
Increasing global integration and a higher level of in-
dustrialization that often accompanies an accelerated
economic growth agenda, expose countries to new
forms of vulnerabilities. In addition, country- speuflr
factors such as increased migration and urbanization,
or demographic changes such as a rapidly ageing
population, also increase the vulnerability of people.
Such vulnerabilities pose challenges to the growth and
development process of a country. Therefore, having
a comprehensive social protection system in place to
meet the rapidly changing needs in the transition to a
middle income country status, is vital in sustaining
medium to long term growth and development ef-
forts. Such programmes can lead to risk-sharing, so
that people are not adversely affected by negative
shocks. Indeed, international experience suggests that
people in countries with better social protection sys-
tems are more able to invest in personal improve-
ments, and cope better with unanticipated shocks.
Social protection mechanisms will also help coun-
tries to grow by making their populatlon more pro-
ductive — i.e., by getting people out of poverty so
that they can concentrate more on being productive,
as opposed to focusing on survival, improving their
health conditions, lessening the burden to the house-
hold of caring for the elderly, etc.

This Chapter discusses three key challenges related to
social protection in Sri Lanka that has to be addressed

A comprehensive
social protection system
to meet the rapidly
changing needs in the
transition to a middle
income country status is
vital in sustaining
growth and
development efforts ,
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in the transition from low, to upper middle
income status: (i) poverty and vulnerability;
(i) growing informalization of work; and (iii)
the rapid ageing of the population. Section
6.2 discusses the emerging issues in poverty
and vulnerability. Section 6.3 follows with a
discussion on challenges arising due to grow-
ing informalization of work. Section 6.4 dis-
cusses the challenges of a rapidly ageing popu-
lation. Section 6.5 provides a brief overview
of the existing social protection programmes
in place to address the above challenges, and
Section 6.6 discusses the limitations of the
existing social protection programmes in ad-
dressing the key challenges. Finally, Section
6.8 provides conclusions and policy recom-
mendations.

6.2 Poverty and Vulnerability
6.2.1 Vulnerability to Poverty

Sri Lanka has experienced a steady reduction
of poverty during the last decade. Despite a
fall in the poverty HCI, the vulnerability of
households has not reduced extensively. Many
households are still vulnerable to various
shocks that may push them into poverty. Sri
Lanka has a considerable proportion of house-
holds living within a 10 per cent band above
the poverty line. As per the official poverty
line (OPL) in 2009/10," only an estimated
8.9 per cent of the population is in poverty.
Yet, with a 10 per cent increase of the OPL,

the poverty HCl rises to 12.8 per cent, while
with a 20 per cent increase of the OPL, it
rises further to 17.5 per cent (Table 6.1.). In
terms of the share of households, 7 per cent
of the households are recorded as poor ac-
cording to the OPL (2009/10). However, with
an increase in the OPL, a substantial share
of households can fall into poverty. This
shows that a significant share of households
are clustered just above the poverty line and
that various shocks — household level or
macroeconomic — can easily push them into
poverty.

Despite the reduction in the aggregate pov-
erty level, the estate sector of the county has
continued to be the poorest of the three sec-
tors (viz., urban and rural). Although the
poverty rate of the estate sector has declined
over the years (in line with the aggregate fig-
ures), 11.4 per cent of the estate sector popu-
lation still remains poor. Moreover, the vul-
nerability of the estate sector poor is higher
compared to the other two sectors. For in-
stance, a considerable share of the estate
sector population is very close to the pov-
erty line. A 10 per cent increase in the OPL
would increase estate sector poverty HCl to
17.8 per cent. More strikingly, a 20 per cent
increase in the OPL would increase estate
sector poverty HCI up to 26.6 per cent, in-
dicating that a higher share of the popula-

Table 6.1
_ Changes in Poverty Levels by Changes in the Poverty Line (2009/10)

Poverty HCI Percentage of Poor
(Percentage of poor Households
population)
As per the OPL 7.0
With 10% increase in OPL 12.8 10.3
With 20% increase in OPL 17.5 14.3

Source: Calculated based on DCS, HIES 2009/10 data.

' World Bank (2009), "The Towers of Learning”, World Bank, Washington, D.C.
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Figure 6.1
Change in the (a) Poverty Head Count Index and (b) the Percentage of Poor
Households with the Change in the Poverty Line (2009/10)

30.0

Poverty HCI %

state Tota

Rural

% of poor households

30.0

ho
el
(==}

b
=
(=

e
[

=
=

s
o

Urban Rural Estate Total

B Asperthe OPL With 10% increase in OPL
W \With 20% increase in OPL

W As per the OPL With 10% increase in OPL
B With 20% increase in OPL

Source: Calculated based on DCS, HIES 2009/10 data.

tion in the estate sector is clustered just above
the poverty line, compared to the other two
sectors (Figure 6.1).

It should also be noted that the vulnerabili-
ties of households due to climate change and
natural disasters has been on the rise in re-
cent years. Climate change leads to more fre-
quent and intense natural disasters. For in-
stance, in 2009/10, about 7 per cent of the
households in Sri Lanka faced natural disas-
ters. Floods and droughts are the natural di-
sasters that most have experienced, at 37 per
cent and 33 per cent, respectively, In addi-
tion, wild animal attacks also have been a
quite common form of natural disaster faced
by vulnerable households.

6.2.2 Inequality

Despite the reduction in poverty, inequality
in Sri Lanka remains high, with the country
having a long way to go in achieving levels
of equality in income, comparable to coun-

*  Calculated based on DCS, HIES 2009/10 data.

tries such as Indonesia, South Korea, and
countries of the EU.? Even within the coun-
try, considerable levels of inequality are ob-
served in certain sectors, despite the fall in
their poverty rates. For instance, though the
urban sector records the lowest poverty rate
compared to the other two sectors, inequal-
ity in the urban sector remains the highest
(measured by the gini coefficient). Similarly,
the Western Province has the lowest pov-
erty rate, but it records the highest inequal-
ity among the provinces (Figure 6.2). The
income distribution pattern across different
income groups (quintiles) shows the inequal-
ity of wealth concentration. At the aggre-
gate level, more than a half of the income is
received by the richest 20 per cent of house-
holds, while the poorest 20 per cent of
households receive only 4.5 per cent of the
income.* Similarly, in the urban and rural
sectors, over a half (53 per cent) of the in-
come is with the richest 20 per cent of
households. Though the estate sector shows

* IPS(2012), "Reducing Inequality amidst Fast Growth" in Sri Lanka: State of the Economy 2012, Institute of Policy Studies of Sri Lanka,

Colombo,
* ibid.
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Figure 6.2
Gini Coefficient by Sector and Provinces (2009/10)
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arelatively low level of inequality compared
to rural and urban sectors, close to a half of
the income (49.4 per cent) of this sector is
also concentrated in the hands of the richest
20 per cent of households.*

6.2.3 Rural Poverty

Despite the transition to a lower middle in-
come economy »my in 2010, and ‘subsequent
efforts to accelerate growth and development
in the country, around 80 per cent of Sri
Lanka's population resides in the rural sec-
tor. Whilst poverty in the rural sector has
fallen substantially in the past decade, pov-
erty in terms of the number of poor remains
high at about 1.5 million. Moreover, around
85 per cent of the total poor in the country
belong to the rural sector (see Figure 6.3
Hence, addressing rural poverty should be
treated as a policy priority, as a consider-
able level of poverty in the rural sector could
constrain the growth process of the country.

Ibid.
*  Caleulated based on DCS, HIES 2009/10 data.

Washington, D.C.

6.2.4 Urban Poverty

Transition to the upper middle income status
could produce new sources of vulnerabilities,

often in urban settings. The growth process
associated with the transition to upper middle
income status induces migration to urban cit-
ies from the rural areas?ﬁééti'ﬁg'ﬁéiﬁrﬁ] ner-
able groups. They face numerous challenges
in accessing services. The new types ofliveli-
hoods may also bring in challenges and in-
crease their vulnerability. This is common for
many transitioning countries.” However, the
rate of urbanization in Sri Lanka is lower than
that of countries like India, Pakistan, and
Vietnam.®

Urban poverty remains an issue of great con-
cern in the country. Although the urban pov-
erty HCl in Sri Lanka is a half of that of the
estate sector, the number of poor in the ur-
ban sector is slightly higher than the number
of poor in the estate sector (Figure 6.3). This

World Bank (2010), "Vietnam: Strengthening the Social Safety Net to Address New Poverty and Vulnerability Challenges", World Bank,

The rate of urbanization in Sri Lanka is only 1.1 per cent compared ta the rate of urbanization in countries like Vietnam (3 per cent), Pakistan

(3.1 per cent), India (2.4 per cent) - Central Intelligence Agency, 2013, "The World Fact Book”, CIA, USA. - https:/fwww.cia.gov/library/
publicationsthesworld-facthook/field<2212 himl, last visited on 131th May 2013,
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Figure 6.3
Comparison of Poverty Head Count and Number of Poor by Sector (2009/10)
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is because in Sri Lanka, the urban population
is about three times that of the estate sector
population. Using the poverty HCI alone can
be misleading under such conditions.

The depth of urban poverty is more evident
from estimates of the poverty shortfall by
sector as shown in Table 6.2. Poverty short-
fall is a measurement of the depth of pov-
erty, and gives the amount of transfers re-
quired to get consumption expenditure above
the poverty line — i.e., an estimate of how
much is needed to be transferred to a person,
to get him/her out of poverty. An analysis of
the poverty shortfall for each of the three sec-
tors shows that the urban poor are the poor-
est. On average, an urban poor person is Rs.
680 short of the poverty line per month,

which is the highest amount among the three
sectors. It is even higher than the average
amount (Rs. 587) that should be transferred
to take an average poor person in Sri Lanka
out of poverty (Table 6.2).

6.3 Growing Informalization of Work
The transition up the ladder of middle in-
come economies involves higher levels of
integration with the global markets, which
can bring in new types of shocks. Further,
the share of informal work rise at times of
shocks. The informal nature of work increases
the vulnerability of the informal sector work-
ersas they are the first to lose Jobs and ex-
perience depression of wages, with economic
shocks. They are more likelyto get | locked —
in to vulnerable situations. Without any form

Table 6.2
Poverty Shortfall by Sector (2009/10)

Sector
Urban
Rural
Estate

Sri Lanka

Poverty Shortfall - Average (Rs./Month)

680
578
569
587

Source: DCS (2011), Puvpny Indicators - Household Income Expenditure Survey 2009/10.
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of social protection, many informal workers
would be at a higher risk of falling into pov-

erty.

Sri Lanka has a substantially large informal
sector, although not as large as in other South

Asian countries like India. Around 62.7 per

cent of those employed are informal sector
workers. This trend has been continuing for
several years. In the agriculture sector in par-
ticular, 86.6 per cent of those employed are
in the informal sector, while the share of the
informal sector workers in the non-agricul-
tural sector remains at around 51 per cent.
However, some sub-sectors of the non-agri-
cultural sector such as construction and min-
ing, manufacturing, and hotel and restaurants,
record a higher share of informal sector work-
ers compared to the other sub-sectors. In the
construction, mining, and quarrying indus-
tries, 83 per cent of the employed are infor-
mal sector workers, while the figure is 45
per cent in the manufacturing sub-sector, and
around 50 per cent in the hotel and restau-
rant sub-sector.” Furthermore, there is a grow-
ing informalization of work in the formal

sector enterprises due to various reasons such
as strict regulations governing the labour
market of the country. A recent study shows
that these informal workers in formal enter-
prises account for almost 19 per cent of the
workers in the country.™

The informal nature of employments reduces
job security. In addition, due to the infor-
mal nature of working conditions, there are
higher chances of such workers getting ex-
cluded from the formal social security cover
and employment related legislations that exist
for the formal workers. Indeed, the informal
secfor has only limited social security cover
in Sri Lanka.

The composition of informal workers also
shows that almost a half of the total infor-
mal sector workers are working as own ac-
count workers (who are mostly self-employed,
small business operators), while another 16
per cent of informal sector workers are L]_[]—
paid family workers, and 2 per cent are em-
ployers. Only 34 per cent are employees in
the public or private sectors (Figure 6.4). This

Figure 6.4
Composition of Informal Sector Employment by Employment Status (2011)
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® Own account worker

B Employer
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Source: DCS (2011), Sri Lanka Labour Force Survey, Annual Report.

¥  DCS(2011), "Sri l anka Labour Force Survey Annual Report 2011".

' World Bank (2012), "Demographic Transition and the Labour Market in $ri Lanka", Report No, 41, World Bank, Washington, D.C..

100



composition of informal sector workers poses
further challenges to the social protection
system of the country. In particular, the own
account workers and unpaid family workers
who often lack any employment-related so-
cial protection benefits, account for almost
two-thirds of the informal workers in the
country.

6.4 Rapid Population Ageing

A rapid demographic transition is taking place
in the world. While the world population
has reached a record high level, the declin-
ing rate of growth of the population since
about 1960 has led to a demographic
transition. As such, the consequences are an
unprecedented decline in mortality and in
fertility. The rapid decline in fertility and
increased life expectancy has resulted in
population ageing. The next decade will be
marked by the emergence of one billion old
people in the world, which is projected to
double by 2050. Further, women will form

Social Protection: Filling the Gaps and Improving Coverage

the majority of the older people. At present,
for every 100 women aged 60 and above in
the world, there are only 84 men. For every
100 women aged 80 and above, there are
only 61 men." Sri Lanka too is experiencing
rapid demographic transition patterns.

6.4.1 Changing Demographic Charac-
teristics of Sri Lanka

Sri Lanka is experiencing a rapid rate of de-
mographic transition and population ageing.
The percentage of children and elderly are
increasing rapidly, as compared to the work-
ing age population. By 2050, the population
over the age of 60 will be double that of the
current numbers, making more than one-
fourth of the population above the age of 60
years. As shown in Figure 6.5, demographic
patterns in Sri Lanka are somewhat similar
to that of countries like Vietnam.

The demographic transition and population
ageing in Sri Lanka are apparent when the

Figure 6.5
Percentage Distribution of Population in Age Groups:
Sri Lanka and Vietnam (2011-2100)
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trends in key factors affecting the transition
are observed. The infant mortality rate is con-
siderably low in Sri Lanka, and is expected
to come down sharply in the future. The fer-
tility rate has also come down, and will con-
tinue to decline. Moreover, life expectancy

rate of increase is projected after 2020 (Fig-
ure 6.6). However, life expectancy for females
is higher than that for males, and the gap is
projected to widen further, leading to an in-
crease in the share of females in the older
age groups (Figure 6.7).

at birth is increasing sharply, and a higher

Figure 6.6
Changes in the Infant Mortality Rate, Fertility Rate and Life
Expectancy at Birth in Sri Lanka (1975-2100)
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Figure 6.7
Life Expectancy at Birth, by Sex (1952-2026
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6.4.2 Challenges Arising Due to Popu-
lation Ageing

The demographic transition has important
consequences in the form of both challenges
and opportunities. An ageing population
could bring in significant social and eco-
nomic implications at individual, family, and
society levels, which need to be addressed
to sustain the higher economic growth aspi-
rations of a country.

The percentage of older persons is currently
much higher in developed countries, than in
the developing countries. However, the pace
of population ageing is faster in the latter,
compared to the former. In developing coun-
tries, demographic transition from a young
to an old age structure occurs much faster,
and in a shorter time period; whereas it has
been a somewhat slower process in the de-
veloped countries, providing ample time for
adjustments. Thus, the time that developing
countries have to adjust for such a demo-
graphic transition is much less, and they have
to meet the challenges while at much lower
levels of economic development.™ Hence,
an ageing population is undoubtedly a chal-
lenge for a country like Sri Lanka, when the
country is on a higher growth track.

Population ageing raises concerns on the
ability of the social protection system to pro-
vide adequate social protection and social
security for the growing numbers of older
persons, This could be mainly in terms of
providing financial security through social
protection, and social care at old age.

The financial security of older people is by
far the most important concern of all. It is
particularly important for them to have eco-
nomic and social independence as older per-
sons. Financial security will provide them

" thid.
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access to basic services they would need in
old age. Retirement income, monthly social
assistance, and also employment at old age,
would provide financial security.

As the longevity of females is expected to
increase relative to men, it can be expected
that there will be more single females in old
age, than single men in old age. Having more
females in old age becomes a cause of con-
cern, as most of the females are less likely to
have adequate social security at old age than
males in Sri Lanka. This is primarily due to
the low female labour force participation
rate, and related to the fact that most retire-
ment programmes in Sri Lanka are attached
to employment. This situation can increase
the vulnerability of women in their old age
relative to men.

The care of older people is a cause of con-
cern and a growing challenge for families
and societies. In Sri Lanka, most of the eld-
erly at present live with their families (77
per cent).”* However, informal support sys-
tems for older persons are increasingly com-
ing under stress. Some possible reasons for
this could be the lack of time available for
care giving by children due to education or
employment, and the increasing number of
nuclear families which are replacing the tra-
ditional extended families. Migration, both
internal and external, also leads to families
living apart, affecting care giving. Indeed,
migration often leads to the abled elders look-
ing after the children of migrants. The ab-
sence of family or the informal support net-
works at old age, will make the aged espe-
cially vulnerable.'

Health is another major concern in old age.
Health demands of the old are generally
higher than for younger age groups. Hence, a

¥ World Bank (2008), "Sri Lanka: Addressing the Needs of an Ageing Population”, Waorld Bank, Washington, D.C.
14 LUNFPA and HelpAge International (2012), "Ageing in the Twenty-First Century: A Celebration and A Challenge”, United Nations

Population Fund, New York and HelpAge International, London.
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considerable share of costs at old age is likely
to be spent on health and related care. The
rising tide of NCDs will be a threat at old
age and will add to the health costs at old
age. Sri Lanka's health system has to be ready
to address resultant health issues arising from
population ageing. Hence, current health
expenditures need to be increased or redi-
rected to meet the future health care needs
of the country. Given the current trends and
expenditure patterns, it has been estimated
that population ageing itself may add up to
one per cent of GDP by 2050.'

6.5 Existing Social Protection
Programmes

The above discussed vulnerabilities raise the
question as to what programmes Sri Lanka
currently has in place to help address the
identified challenges. The social protection
system in Sri Lanka consists of a range of
programmes implemented by the GoSL (e.g.,
through ministries and Provincial Councils),
the non-governmental sector, and the private
sector, targeted towards various vulnerable
segments of the population such as the poor,
elderly and disabled persons. These
programmes include social assistance initia-
tives such as, cash or in-kind transfers; so-
cial insurance programmes such as pensions

and micro insuarnce schemes; and various
active labour market programmes that in-
clude, livelihood development initiatives.

6.5.1 Social Protection Programmes to
Address Poverty and Vulnerability

The Samurdhi programme - the main social
protection initiative for the poor in Sri Lanka
— is designed with dual objectives: the short
term objective of reducing vulnerability to
various risks, such as consumption shortfalls
and sicknesses; and the long term objective
of poverty reduction through livelihood de-
velopment and empowerment. Hence, the
programme comprises of multiple compo-
nents, including the subsidy programme, the
social security programme, the nutrition
programme (designed to achieve its short
term objectives), and the microfinance
programme and livelihood development,
geared towards the long term objective of
poverty reduction. Under the Samurdhi sub-
sidy component, identified families receive
a monthly cash transfer between Rs. 210 to
Rs. 1500, depending on their family size
(Table 6.3). Currently, the Samurdhi sub-
sidy is received by around 1.5 million fami-
lies. The Samurdhi social security programme
(or the insurance programme) provides cover
for the Samurdhi recipient households in the

Table 6.3
Benefits of the Samurdhi Subsidy Programme (2012) -

Category of Samurdhi Monthly  Net Subsidy Compulsory Social Housing
Beneficiary Families Subsidy thatcanbe Savings Security Fund

(Rs.) Withdrawn Fund  (Rs.)

(Rs.) (Rs.)

1-2 member families® 750 595 100 45 10
3-5 member families 1,200 945 200 45 10
6 or more member families 1,500 1,145 300 45 10
Empowered families 210 155 n.a. 45 10

MNote:

a. There is also a group of 3-5 member families who receive Rs. 750 per month since 2012,

Source: Tilakaratna, G., A. Galappattige, R. Jayaweera (2013), “Safety Nets in Sri Lanka: An Overview,”
report prepared for and submitted to the World Bank, Institute of Policy Studies of Sri Lanka,

Colombao.

* World Bank {2008), "Sri Lanka: Addressing the Needs of an Ageing Population”, World Bank, Washington, D.C.
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event of child-birth, marriage, illnesses,
death, and hospitalization. This social secu-
rity programme also includes a scholarship
programme aimed at providing benefits for
the children of beneficiary families who pass
the G.C.E. (O/L) examination. Social insur-
ance benefits are provided from a Social Se-
curity Fund formed by deducting Rs. 45 from
the monthly Samurdhi subsidy given to these
families.

The long term aim of poverty reduction of
the Samurdhi programme is sought to be
achieved through its livelihood development
and mlcroftnancg_cgmponents The liveli-
hood development programme covers four
main areas: agriculture, animal husbandry
and fisheries, mdustrles and marketing. The
microfinance programme that operates
through a network of over 1,000 Samurdhi
Banking Societies and over 34,000 village
level societies, provides savings and credit
facilities to over 2 million members at present

for mcome generatlon actlwtles housmg,
consumptlon etc.

In addition, there are many other types of
programmes providing assistance for vulner-
able groups such as disabled persons, single
parents, widows, children, and other desti-
tute families. The government carries out a
disability assistance programme under which
an allowance of Rs. 3,000 per month is given
to the identified families with disabled per-
sons..The Provincial Councils also carry out
assistance programmes for vulnerable groups.
A Public Assistance Monthly Allowance
(PAMA), which is commonly known as the
"pin- padz ; is the main assistance programme
carried out by Provincial Councils for low
income destitute families. Vulnerable house-
holds belonging to the categories of elderly,
disabled, widows with disability, and or-
phaned children below 16 years and who
are not entitled for any other government
assistance, are eligible for assistance under
this initiative.

Social Protection: Filling the Gaps and Improving Coverage

The Ministry of Disaster Management also
carries out various programmes o assist fami-
lies affected by natural disasters such as
floods, landslides, droughts and cyclones.
The disaster assistance provided under these
programmes vary from cooked meals, dry
rations, funeral assistance, compensation for
housing damages, and crop damages due to
various disasters.

The government is also involved in the pro-
vision of social assistance to internally dis-
placed persons (IDPs) and to the resetlllng
of families. Various forms of assistance in-
cludmg cooked meals, dry rations, shelter,
water and sanitation facilities, are provided
as relief for IDPs. At present, since the fami-
lies are being resettled, the assistance is
mostly in the form of feeding programmes
for resettling families. These include provi-
sion of cooked meals for 3 days, followed
by a dry food package, to facilitate resettle-
ment. Until the livelihood activities are re-
established, the resettling families will be
provided further food assistance (Vulnerable
Group Feeding-VGF). They are provided with
cash grants to construct temporary shelter,
and non-food items to ensure provision of
facilities other than food for the resettling
families. These are followed by the workfare
programmes such as Food for Work (FFW),
or Food for Training (FFT).

6.5.2 Social Protection Programmes for
Informal Sector Workers

Social protection for informal sector workers
exists mainly in the form of retirement
programmes. However, there is only a hand-
ful of government led retirement programmes
for the informal sector. These include the
Farmers' Pension and Social Security Benefit
Scheme, the Fishermen's Pension and Social
Security Benefit Scheme, and the Pension and
Social Security Benefit Scheme for other
employees (which was formerly known as
the Pension and Social Security Scheme for
Self-Employed). Though there are only three
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main retirement programmes for the infor-
mal sector, any worker who is not eligible
for a government retirement income can get
enroled with the Pension and Social Security
Benefit Scheme. Under this scheme, there
are various pension programmes that oper-
ate in concurrence with other ministries,
departments, and boards. For instance, there
are special schemes for migrants, artists, etc.
In addition to pension benefits, these retire-
ment schemes include social security ben-
efits such as disablement gratuity, and death

gratuity.

In addition to pensions and the social secu-
rity benefits, a handful of contributory insur-
ance programmes have been introduced by
the government for specific informal sector
occupations. For instance, there is a contribu-
tory personal accident insurance and a con-
tributory health insurance for farmers. There
are also three livelihood related contributory
insurance schemes for farmers for crop, live-
stock and agricultural equipment. Recently,
aboat insurance scheme and a life insurance
scheme have been introduced for fishermen,
while there is also a specialized insurance
scheme for migrant workers.

6.5.3 Social Protection Programmes
for the Elderly

Social protection for elders in Sri Lanka is
mainly in the form of old age retirement
schemes. The government employees are
entitled for the Public Service Pension Scheme
(PSPS), Widows/Widowers and Orphans Pen-
sion Scheme (W&OPS) and the Public Ser-
vice Provident Fund (PSPF). The formal pri-
vate sector employees are eligible for retire-
ment benefits through the Employees' Provi-
dent Fund (EPF) and the Employees' Trust
Fund (ETF). Moreover, as discussed in Sec-
tion 6.5.2, there are a few government led

retirement programmes for informal sector
workers.

The PSPS is a non-contributory pension
scheme for permanent workers in the public
sector. In 2010, Sri Lanka spent around 1.3
per cent of GDP on government pensions
and gratuities — at a considerable cost to the
government.'® The formal private sector also
has reasonable old age retirement benefits,
which they receive through the mandatory
EPF and ETF, but where they have to contrib-
ute a certain percentage out of their salaries.
However, the existing retirement programmes
for informal sector workers are contributory
and voluntary.

In addition, the elders who do not receive
retirement income or any other income, and
who are over the age of 70, are covered by
an Elders' Assistance Programme imple-
mented by the Ministry of Social Services.
This is a new programme implemented from
2012, under which elderly persons over the
age of 70 in a family receives a monthly as-
sistance of Rs. 1,000. Moreaver, elders
(above the age of 60) who are not qualified
for the above assistance, and who do not
have any source of income, are often eligible
for Samurdhi or assistance under the PAMA.

In addition to the direct income assistance
for elders, there are a few welfare programmes
carried out by the government, geared to-
wards the protection of the rights of elders
and to help improve their welfare. These in-
clude establishment of day centers for elders
to encourage participation of the elderly in
social activities and to ensure their indepen-
dence, care, self-fulfillment, and dignity. The
elderly can apply for grants for income gen-
erating activities, particularly to purchase
necessary raw materials, through the day cen-

** Calculations based on the IPS, Social Protection Index (SPI) Database (2012), Prepared for Asian Development Bank, Manila
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ters. Moreover, the government provides lim-
ited financial assistance for elders' homes
and implements programmes to establish
elders' committees at the village level. The
elderly in an area can get together and form
an elders' committee for social, economic,
cultural, and spiritual development of the
elders living in the rural community, and to
protect their rights. These committees help
the implementation of services for the wel-
fare of elders, and get their participation for
the development activities of the area. Spe-
cial identity cards are issued for senior citi-
zens above 60 years that provides them with
various privileges in accessing services from
government and private institutions, to ob-
tain higher interest rates for deposits and when
accessing certain health care services. There
is also a Maintenance Board for the Elders
(established under the Protection of the Rights
of Elders Act, No. 9 of 2000) to assist elders
who do not have sufficient means to meet
their basic needs, and to claim maintenance
funds from their children who have neglected
them. Elders (above 60 years) who wish to
claim maintenance from their children can
submit a claim to the Maintenance Board
that will examine the case and request their
children to make monthly maintenance pay-
ments.

6.6 Limitations of the Social Protection
Programmes in Addressing Challenges
in Transition

6.6.1 Addressing Poverty and Vulner-
ability

One of the main limitations of social pro-
tection programmes (not limiting to the
programmes for addressing poverty and vul-
vulnerabilities. Households often face a range
of different vulnerabilities. Despite the avail-
ability of a gamut of social protection
programmes, a given household would of-
ten get covered for only one or two vulner-
abilities. For instance, a disabled person re-
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ceiving the disability assistance does not re-
ceive any additional social security cover, in
the event of other vulnerabilities. However,
programmes such as Samurdhi cover other
vulnerabilities from its social security or in-
surance component. Yet, this programme also
covers only four types of risks: death, hospi-
talization, marriage, and child birth.

The employment related retirement
programmes often cover risks related to dis-
ablement and provides disablement gratuity
and death gratuity. Hence, they cover occu-
pational-related risks to a certain extent.
However, since the retirement programmes
cover mostly formal sector workers, the vul-
nerabilities of informal sector workers are not
addressed adequately by these retirement
programmes.

Though there are numerous social protection
programmes, most deliver inadequate ben-
efits. For instance, the maximum amount of
subsidy received by a family under the
Samurdhi programme is Rs. 1,500 per month,
which is far below the minimum require-
ment of a family to meet their basic needs.
According to the national poverty line, a
person requires around Rs. 3,030 per month
to cover his/her consumption expenditure (at
aminimum)(DCS 2011, Poverty Indicators).
Moreover, only a small fraction of benefi-
ciaries receive this highest benefit amount
of Rs 1,500 per month, while most receive
between Rs. 210 and Rs. 1,200. The net cash
value received by these beneficiaries is much
lower than the above amounts, as there are
various deductions for compulsory savings,
social security fund, and housing fund.

The inadequacy of benefits is also an issue
related to the PAMA programme carried out
by the Provincial Councils. The benefits of
the PAMA programme vary between Rs. 250
and Rs. 500, depending on the family size.
Since this is the only source of income for
the destitute, in particular for the elderly (who
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‘Table 6.4
Distribution of Samurdhi Recipient Households by Deciles — 2009/10

Expenditure Decile Mean Household =~ Mean Household ~ Samurdhi Recipient
_Expenditure (Rs.) Income (Rs.) Households (%)

Sri Lanka 31,331.37 34,143.56 2273

1 (poorest) 13,231.65 14,460.02 47.42

2 16,926.42 17,870.90 41.52

3 19,488.45 19,283.59 32.44

4 21,695.01 22,624.21 29.65

5 24,349.65 23,848.04 21.99

6 26,661.05 26,936.85 20.60

7 30,530.05 34,071.06 14.82

8 35,482.83 33,968.43 9.91

9 43,677.18 41,994.55 5.82

10 (richest) 81,297.59 B 106,411.30 3.12

Note: Expenditure deciles are based on per capita household expenditure. Calculations are based on

the DCS, HIES 2009/10 data.

Source;

Tilakaratna, G., A. Galappattige, R. Jayaweera (2013}, “Safety Nets in Sri Lanka: An Overview,”

report prepared for and submitted to the World Bank, Institute of Policy Studies of Sri Lanka,

Colombo.

are not eligible for the new elderly assistance
provided for selected vulnerable elders above
the age of 70), this amount is far from ad-
equate to cover expenses such as food and
medical costs.

In contrast, the benefits offered by social in-
surance programmes that primarily consist
of retirement programmes such as the PSPS
are much higher than the benefits offered by
the social assistance programmes discussed
above. For instance, the average benefit
amount from social insurance programmes
is about 176.2 per cent of the poverty line,
while the average benefit amount of social
assistance is only 3.7 per cent of the poverty
line expenditure.'” This underlines the need
to increase the value of benefits provided to
families under social assistance programmes
such as Samurdhi, PAMA, and the elders'
assistance programmes,

"7 tbid.

108

Targeting errors is another common problem
in social protection programmes in Sri Lanka.
Most programmes suffer from both the in-
clusion error (inclusion of people who are
not eligible for a programme) and the exclu-
sion error (exclusion of the eligible persons).
The Samurdhi programme — the largest so-
cial protection programme for the poor in
the country — has also been criticized for its
targeting issues. As can be seen from Table
6.4, only less than a half of the households
(47.4 per cent in 2009/10) in the poorest
decile receive Samurdhi benefits. By contrast,
between 3 to 15 per cent of households in
each of the top four deciles also receive these
benefits. Moreover, the estimates reveal that
on one hand, around 15 per cent of Samurdhi
recipient households are poor (as per the
national poverty line) while on the other
hand, only 49 per cent of those households
identified as poor (as per the official poverty



line) are currently receiving Samurdhi ben-
efits. These figures clearly indicate the sever-
ity of the targeting issues of the Samurdhi
programme. The targeting errors of other
programmes are difficult to measure owing
to the lack of data.

The lack of a clearly defined eligibility crite-
ria and lack of entry and exit mechanisms
are two major reasons that have led to tar-
geting errors in many safety net programmes
in Sri Lanka. For example, even a programme
like Samurdhi which has been in operation
for almost two decades has no clearly de-
fined criteria for selecting its beneficiaries.
At the inception of the programme in 1995,
families whose monthly income was less than
Rs. 1,500 were considered as eligible for the
Samurdhi subsidy, while in 2007 this was
changed to a participatory targeting method-
ology where the beneficiaries were identi-
fied by the community members. However,
there is no clearly defined eligibility crite-
rion for this programme at present. Further-
more, the Samurdhi does not have a mecha-
nism to continuously identify the households
who fall into poverty due to various risks
and vulnerabilities (i.e., to identify the so
called 'new poor'), and to remove those
households who move out of paverty over
time.

Somewhat different to the Samurdhi
programme, the disability assistance
programme carried out by the Ministry of
Social Services, has clearly defined eligibil-
ity criteria for selecting its beneficiaries.™
However, the effective implementation of the
programme is constrained by other issues
such as budgetary limitations. Hence, the
programme currently covers only a fixed num-
ber of beneficiaries per Divisional Secretariat
Division, leading to an exclusion error. More-

Social Protection; Filling the Gaps and Improving Coverage

over, this programme too has no mechanism
to include new disabled, or people who be-
come disabled due to occupational hazards,
other accidents, or disasters. As Sri Lanka
hopes to move ahead with a transition to
higher GDP growth, this process will bring
in new types of vulnerabilities and new vul-
nerable groups. Hence, it is important for
the social protection programmes to develop
mechanisms to identify those eligible for
benefits on a regular basis.

6.6.2 Addressing lIssues of the Infor-
mal Workers

Despite the considerable share of employ-
ment in the informal sector, social protec-
tion programmes available to them are lim-
ited. As discussed in Section 6.5.2, there are
a handful of voluntary, contributory pension
schemes designed for specific groups of in-
formal sector workers, such as farmers and
fishermen, Nevertheless, these programmes
also suffer from a number of weaknesses such
as low coverage, inactive membership, low
old-age benefits, high administration costs,
and weak financial sustainability.

In both the farmers' and fishermen's pen-
sion schemes, active membership remains
much lower than their total enrolments. Due
to the irregular contributions, a larger share
of those who enrol for these schemes be-
come ineligible to receive pensions at retire-
ment. This is mainly due to the contributory
nature of these programmes, and the irregu-
larity of income earned by the informal sec-
tor workers. Although some programmes
have made provisions to include defaulters
back into the programmes, their coverage
continues to remain low. Moreover, these
programmes require a substantial level of
government financing and are far from achiev-
ing financial sustainability. Such budgetary

# Families whose main income eamer is disabled and whose monthly income is less than Rs. 3,000 are eligible to apply for the disability

benefits.
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constraints have also meant that retirement
benefits remain at rather low levels.'?

Little or no other social protection
programmes exist at present to cover the vul-
nerabilities of the informal sector workers.
As discussed earlier, even the existing social
assistance programmes such assistance for the
disabled, the PAMA, and the Samurdhi, do
not have mechanisms to absorb 'new' poor
or the vulnerable. However, the transition of
a country to a higher income path could cause
various changes in its employment patterns
and may even cause more people to be pushed
into informal employment, with little or no
social security. This stresses the need for
changes in the social protection system to
accommodate such emerging vulnerabilities
and changes in the economy.

6.6.3 Addressing the Issues of the Age-
ing Population

As discussed in Section 6.5.3, old age retire-
ment schemes are the major form of social
protection available for the elders. However,
since these retirements benefits are often
employment related, it is largely the formal
sector workers who are covered by these
programmes. While the permanent public
sector workers are eligible for a monthly pen-
sion at retirement under the PSPS, the for-
mal private sector workers are eligible for
EPF and ETF. However, there are many in-
stances where the formal private sector com-
panies try to evade EPF and ETF payments, as
there is a share of contribution by the em-
ployer. In addition, the EPF and ETF payments
are one-off lump sum payments and do not
provide annuity benefits as a pension. The
limited available pension schemes for the
informal sector workers too have not been

very effective as retirement programmes, due
to various issues discussed in the earlier sec-
tion, such as low coverage, inactive mem-
bership, and lack of financial sustainability.
The coverage of old-age retirement
programmes in Sri Lanka remains low. Over-
all, these retirement programmes (including
those for the formal and informal sector
workers) cover only around 40 per cent of
the elderly (over 60 years of age) in the coun-
try. Moreover, only around half of the labour
force is currently participating in any type of
retirement programme (either contributory or
non-contributory).”® Some of the elders who
are not benefiting from the above retirement
programmes may be covered under other so-
cial assistance programmes such as the
PAMA, the new elderly assistance
programme, or the Samurdhi programme.
Nevertheless, it is evident that a consider-
able share of elders is not covered by any of
these programmes at present. Furthermore,
there are only a limited number of social
protection programmes that cover other is-
sues of old age, such as care services, health
expenses of elderly from low income groups,
and elders' homes. Moreover, the beneficia-
ries covered under these programmes are
rather low at present, largely due to budget-
ary constraints,

6.7 Conclusion and Policy Implications

As Sri Lanka continues to push for a strong
growth drive, it requires greater integration
with regional and global markets, and higher
levels of industrialization. There is an increas-
ing consensus that social protection systems
have to be developed concurrent to the
growth drive in order to address emerging
socio-economic vulnerabilities in the coun-
try. Indeed, Sri Lanka should take advantage

" Gaminiratne, N., (2007), "Population Ageing, Policy Responses and Options to Extend Retirement Coverage: Case Study of Sri Lanka",

Institute of Policy Studies of Sri Lanka, Colombo.

" Calculations based on the IPS, Social Protection Index (SPI) Database (2012), Prepared for Asian Development Bank, Manila

110



of the current demographic dividend,”' and
invest more on improving its social protec-
tion programmes to sustain higher rates of
growth.

Despite declining poverty rates in the coun-
try, there are many emerging issues in pov-
erty and vulnerability which needs to be ad-
dressed through social protection
programmes. The growing informalization of
work increases the vulnerability of workers,
and creates new types of vulnerabilities.
Moreover, an ageing population imposes
challenges on social protection systems that
need to be addressed to sustain higher eco-
nomic growth.

In accordance with the rising challenges,
social protection programmes need to be
designed to cover new types of vulnerabili-
ties and new vulnerable groups. The existing
programmes need to be improved, to pro-
vide at least the bare minimum requirements
of vulnerable groups. These can be addressed
through the correction of targeting errors,
establishing clearly defined eligibility crite-
ria, and creating continuous entry and exit
mechanisms in the social protection
programmes. Adequate funding for the
programmes is also necessary to improve the
existing programmes, especially to expand
them to include the new vulnerable groups,
and increase benefit levels.

Social Protection: Filling the Gaps and Improving Coverage

Social protection for the informal sector
workers exists mainly in the form of retire-
ment income schemes. However, they suffer
from many weaknesses such as low cover-
age, high defaults, and low benefits. It is
also important to extend these retirement
schemes to cover all categories of the infor-
mal sector workers. Further, social protec-
tion for the informal sector workers have to
be extended beyond retirement income, to
include statutory benefits such as maternity
benefits, sickness leave, etc.

Given the rapid ageing of the population and
high life expectancy at birth in Sri Lanka,
changes are required for the PSPS to reduce
the burden on the government budget, and
ensure its sustainability. A suggestion in this
regard is to change the existing PSPS from a
non-contributory scheme to a contributory
scheme, which would help release funds for
improvement of not only the other social
protection programmes, but also the PSPS
itself by offering higher benefits to all groups.

Social protection for elders has to be im-
proved beyond financial assistance (beyond
retirement income or elders assistance) given
the rapidly ageing population and changing
care structure. As such, the improvement of
care services, elders' homes, health assis-
tance, etc,, have to become policy priori-
ties.

2 The demographic dividend in Sri Lanka (when working age is defined as 15-59 years) will end in 2017. For details, see De Silva, 1. W.,
{2012), "The Age Structure Transition and the Demographic Dividend: An Opportunity for Rapid Economic Take-off in 5ri Lanka", 5ri

Lanka journal of Advanced Social Studies, Vol. 2, No. 1.
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7. Sustaining Power Sector Growth for Economic Development
7.1 Introduction

Sri Lanka has recorded higher than average GDP
growth rates in the range of 6-8 per cent in recent
years, particularly in the years immediately after the
end of the country's armed conflict in May 2009.
Indeed, the GoSL has stated its intentions of pushing
the economy from a lower middle income level to
an upper middle income country through its medium
to long term development efforts. This development
drive has translated into a rapidly increasing demand
for electricity that needs to be tackled by the power
sector. Electricity demand in 2010 stood at 9,286
GWh and the projected demand for 2015 and 2020
are 12,941 GWh and 17,489 GWh respectively,’

Sustaining an efficient and reliable power supply that
meets the demands of an economy is crucial because The lack of

of the direct causal link between electricity supply political will of
and economic growth, as evidenced by international
literature. For instance, Wolde-Raufael (2006) estab-
lishes that there is a long run equilibrium between

successive governments
remains the greatest

electricity supply and economic growth, and finds hurdle for

that electricity supply is linked to GDP growth in 12 restructuring the

of the 17 African countries in the study.? A similar power sector

study for four ASEAN countries has established that

there is a bi-directional causality between electricity ,

consumption and GDP growth in Thailand and
Singapore.? Electricity supply directly stimulates the
growth of productive segments of the economy such
as industrial and commercial consumers, and can
lead to overall economic growth through its impact
on household activities, such as education of chil-
dren.

Statistical evidence available for Sri Lanka suggests
that current as well as past changes in electricity sup-

" CEB(2011), "Long Term Generation Expansion Plan 2011-2025," Ceylon Electricity Board, Colombo.

¢ Wolde-Raufael, Y., (2006), "Electricity Consumption and Economic Growth: A Time Series Experience for 17 African Countries," Energy
Policy, Vol. 34, pp 1106-1114,

Yoo. 5. H., (2006), "The Causal Relationship between Electricity Consumption and Economic Growth in the ASEAN Countries," Energy
Policy, Vol. 34, pp. 3573-3582.
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ply have a significant impact on the country's
growth outcomes.* This trend can be observed
where the power demand exhibits a similar
pattern as GDP growth in Sri Lanka. Clearly
any attempt to accelerate growth will also
require a growth in energy supply in order to
sustain a targeted level of economic activity
and income. The government's policy frame-
work —"Mahinda Chinthana: Vision for the
Future" — has set a GDP growth target of 8
per cent and above for Sri Lanka, which would
require that the country's energy supply ex-
pands adequately in the coming years. In-
deed, the power sector is estimated to re-
quire an annual addition of 100 MW to the
grid to meet the annual demand of the coun-

try.®

Given the significance of the power sector
and its macroeconomic implications, this
Chapter attempts to assess the current per-
formance of the sector, and explore the is-
sues plaguing the sector. Section 7.2 givesa
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snapshot of on-going policy issues in the
power sector. Section 7.3 outlines the present
status of the power sector, and Section 7.3
presents the recommendations and conclu-
sions.

7.2 Policy Issues in the Power Sector®

As evident from Figure 7.1, Sri Lanka is see-
ing a rapid increase in the demand for elec-
tricity that can have a strong bearing on the
country's medium to long term growth pros-
pects, Demand for power exhibits a similar
pattern as GDP growth in Sri Lanka (Figure
7.2}

However, despite the crucial role of the power
sector, an efficient, reliable and affordable
power supply in Sri Lanka has remained a
mere aspiration, with the power sector func-
tioning well below its optimum over a sus-
tained period due to numerous reasons. In-
deed, IPS (2008) highlighted the state of pub-
lic enterprise reforms in Sri Lanka, analysing

Figure 7.1
Electricity Demand in Gigawatt Hours (GWh)
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Source: CEB, “Long Term Generation Expansion Plan 2011 — 2025".

*  Marimoto, R.C. and C. Hope (2001), "The Impact of Electricity Supply on Economic Growth in Sri Lanka,” Research Papers in Management

Studies, University of Cambridge, UK.

*  Wijayapala, A., (2013), "IPP Agreements, their Pricing Structure and other Thermal Power Plants,” paper presented at "Workshop on
Professional Approach to Electricity Costing and Tariffs," Sri Lanka Foundation Institute, May 22,2013,

% This section draws on on-going research on the power sector at the IPS.
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Figure 7.2
GDP Growth Rate and Electricity Demand in Sri Lanka
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Source: Calculations based on CBSL, Annual Report, various years.

the reform process in relation to all the in-
frastructure providing SOEs, with a particu-
lar focus on the power sector.” The key is-
sues highlighted are the mounting losses in-
curred by the CEB and its repercussions on
other SOEs, such as the CPC. The discus-

sion concludes by highlighting the urgent
need to set the SOEs on a reform path and
warns that the opportunity to set the sector
back on course will be lost unless urgent
action is taken. Other research studies have
pointed out issues such as tariff manipula-

Figure 7.3
Financial Position of CEB
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Sources: Ministry of Finance and Planning, Annual Report 2011; CBSL, Annual Report 2012.

" IPS (2008}, "Reforming the State Owned Enterprise Sector: The Political Economy Dilemma” in Sri Lanka: State of the Fronomy 2008,

Institute of Policy Studies of 5ri Lanka, Colomba,
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tion for political-economy reasons, shortcom-
ings in the tariff structure which affects com-
petitive sectors of the economy, and com-
promising the independence of the regulator
through political interference.®

7.3 Current Performance of the Power
Sector

The status quo has scarcely improved in re-
cent years, with the reported financial losses
of the CEB increasing exponentially in 2012.
Losses incurred by the CEB were estimated
atRs. 61.2 billion in 2012, compared to Rs.
19.3 billion in 2011 (Figure 7.3).

The bulk of the losses made by the (CPC), a
key energy utility crucially linked to the power
sector, are incurred by selling subsidized
heavy fuel to the CEB and Independent Power
Producers (IPPs). The CEB then defaults on
its dues to CPC, owing to heavy losses in-
curred by selling under-priced electricity.
Unpaid dues by the CEB to the CPC stood at
Rs. 46 billion as at 2009.° Thus, the two
energy SOEs are entangled in a vicious cycle
of loss making.

Moreover, the impact of the losses of the
CEB and the CPC on Sri Lanka's external
payments position, as well as on public fi-
nances, are critical areas of concern. The CPC
is the single largest importer, with import
expenditures amounting to 6 per cent of GDP
in 2010, a large portion of which consists
of fuel imports for power generation. Finan-
cial stress has led to many SOEs, especially
the CEB and the CPC, resorting to borrow-

Sustaining Power Sector Growth for Economic Development

ing from state-owned commercial banks that
puts a strain on the country's financial sec-
tor. These continuing problems are well rec-
ognized and acknowledged. Sri Lanka's SBA
with the IMF signed in July 2009, made ref-
erence to the need to address the country's
fiscal imbalances through SOE reform, espe-
cially of the CEB and the CPC, and to ratio-
nalize electricity tariffs and fuel prices.!" The
GoSL too has highlighted the urgent need
for reforming the energy utilities."

7.3.1 Electricity Pricing

A major factor leading to the dismal perfor-
mance of the power sector is the lack of cost
reflective prices. Half-hearted attempts have
been made to rationalize the tariff structure
in the past. A roadmap for tariff rebalancing
was introduced in 2011 which consisted of
a gradual five year process, which would have
allowed the power sector to breakeven by
2015. However, it was not continued after
its initial exercise in January 2011, with the
government intervening in the functions of
the PUCSL in an attempt to deliver on its
short term assurance of not increasing the
tariffs.'?

Such policies have led to ad hoc tariff revi-
sions when the financial burden on the Trea-
sury becomes too high. As a result of the
recent price hike of petroleum products in-
troduced in February 2012, the government
had to impose a 25 to 40 per cent surcharge
on electricity tariffs. More comprehensive
revisions were implemented in April 2012,
as the CEB admitted that its losses were too

& IPS{2011), "Accessibility and Affordability in the Power Sector” in 5ri Lanka: State of the Economy 2011, Institute of Policy Studies of Sri

Lanka, Colombo; IPS (2012}, "Reinforcing Growth with Better Institutions" in Sri Lanka State of the Economy 201 2, Institute of Policy
Studies of 5ri Lanka, Colombo.

Department of Public Enterprises (2010), Performance Report 2010, URL: hitp://www.treasury.gov.|k/depts/ped/reports/ performance/
2010/ped-performanceReport2010.pdf (accessed on January 31, 2013).

Ihid.

IMF (2010), "Sri Lanka: Letter of Intent and Technical Memaorandum of Understanding," URL: hitpzfhwaww imfomg/lestemal/ np/loi/ 2010/
Ika/D61910.pdf (Accessed on Feruary 7, 2013).

CBSL (2011), Annual Report 2011, Central Bank of Sri Lanka, Colombo,
1PS (2012), "Reinforcing Growth with Better Institutions” in Sri Lanka: State of the Economy 2012, Institute of Policy Studies of Sri Lanka,
Colombo.
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massive to be bailed out by the government.
The CEB filed its estimated cost of electric-
ity supply to be Rs. 268 million in early April
2013, requesting the PUCSL to revise tar-
iffs in order to recover the cost. The PUCSL
approved all tariff revisions proposed by the
CEB, despite oral and written comments
against the revision at a public consultation
held in April 2013. This led to an increase
in domestic tariffs from 13 to 67 per cent,
and peak industrial tariffs between 54 to 79
per cent. Religious establishments saw a tar-
iff reduction of 10 to 49 per cent.

Moreover, the domestic consumer categories
consuming more than 90 units saw a tariff
reduction ranging from 11 to 33 per cent.
This is counter intuitive to the objective of
promoting energy efficiency and conserva-
tion "through financial and other incentives"
as stated in Section 3.3 of the 'National En-
ergy Policy and Strategies of Sri Lanka'.’
Similarly, religious institutions were granted
a subsidy in the range of 10 to 48 per cent.
The negative impact of such a price reduc-
tion on the economy will be twofold. Firstly,
this reduction will be cross subsidized by
the productive consumer groups of the
economy, such as households and industrial
categories. Secondly, such low tariffs will
defy the objectives of energy conservation as
stated above.

This tariff change was approved by the PUCSL
in April 2013, leading to numerous protests
and strikes from various segments of society
such as trade unions, civil society organiza-
tions, political parties, and industrialists. As
a result, the government was compelled to
announce relief measures for the household

4

category. Accordingly, in May 2013, the
PUCSL announced that it will revert to the
system of Block Tariff, as opposed to the
Volume Differentiated Tariff (VDT) system,
and apply no changes to consumers using
under 60 units of electricity. Although it was
announced through the media that house-
holds consuming more than 60 units would
receive minor relief measures, the final tar-
iffs announced by the PUCSL indicated that
tariffs for consumers utilizing upward of 60
units have been increased even beyond what
was stated in the initial proposal,'® perhaps
in an attempt to recover the loss of revenue
incurred as a result of subsidies granted to
consumers utilizing less than 60 units.

Mareover, the tariff system continues with
the controversial fuel adjustment charge
(FAC). The FAC was initially imposed in the
late 1990s to recover the expenditure on fuel
used for generation during periods of
droughts, and repealed when the drought was
over. However, the FAC was imposed again
in February 2012 following a fuel price hike,
despite the fact that fuel-fired generation is
no longer an emergency measure. Therefore,
continuous imposition of the FAC cannot
be justified. Instead, the government should
focus on introducing a proper pricing mecha-
nism, or continuing with the methodology
introduced in 2011, rather than imposjng
arbitrary surcharges.

Sri Lanka's electricity prices are higher than
other South Asian countries in many con-
sumer classes, and comparable to emerging
economies (Table 7.1). This burden is espe-
cially felt by the commercial consumer cat-
egory (general purpose) under which whole-

PLICSL 2013), "The Commission to Go for Public Consultation on the Proposed Revision of Flectricity Tariff for the Year 2013," URL: https/

A pucsl.gov. IKenglish/news/the-commission-to-go-for-publicconsultation-on-the-proposed-revision-of-electricitytarifi-ior-the-year-

2013/ {accessed on May 18, 2013).
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sale and retail trade is classified — a sector
which constitutes 23 per cent of GDP.'” Ac-
cording to the PUCSL subsidy analysis for
2013, general purpose consumers provide
cross subsidies worth Rs. 14.7 billion." A
part of it also goes to subsidize non-produc-
tive categories, such as the religious category.

Productive sectors other than general purpose
consumers have agitated against the increased
tariffs. Tourism, a targeted growth sector of
the government, will be severely affected as
hotel purpose consumers with round-the-clock
operations will see an increase of tariffs be-

tween 42 to 46 per cent for peak demand
alone. Most establishments shifted non-es-
sential processes to off-peak hours when
Time of Use (TOU) tariffs were first intro-
duced in 2011, and find it difficult to make
further adjustments.'” The industrial sector
is forecast to have a cost increase of 20 to 30
per cent,”® which will severely affect the
growth of exports and domestically traded
goods. Sri Lanka's weakening merchandise
exports sector is expected to be further hit by
electricity tariffs, eroding the country's ex-
port competitiveness in international mar-
kets.

Figure 7.4
Average Daily Load Profile of Sri Lanka

Source: Weerasinghe, L., (2013), presentation at the “Workshop on Professional Approach to Electricity
Costing and Tariffs,” Sri Lanka Foundation Institute, May 22, 2013.

7 CBSL{2012), Annual Report 2012, Central Bank of Sri Lanka, Colombao.

=

PUCSL (2013), "Consultation Document on Proposed Electricity Tariff Revision 2013,” URL:hitpwww.pucsl.gov. Ik/englishiwp-content/

uploads/2013/03/Tariff-Proposal-2013-03-07-Final pdf (Accessed on March 22, 2013).

=

new-glectricity-ariff/ (Accessed on May 18, 2013).

Daily FT{2013), "Tourism Industry Fumes over New Electricity Tariff,” URL: hitp://www.ft.Ik/2013/04/08 tourism-industry-fumes-over-

Ceylon Chamber of Commerce (2013), "The CCC Urges the CEB to Give Priority to Implementation of PUCSL Directions on Electricity

Tariffs," URL: http:/Awww.chamber. lkinews-a-events/284-statement- himl (Accessed on May 18, 2013),
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7.3.2 Planning for Power

High tariffs in the country are widely criticised,
being the result of successive governments
having failed to implement long term genera-
tion expansion plans as scheduled. While hy-
dro power is the cheapest power source in Sri
Lanka, it is vulnerable to weather conditions.
Coal-fired thermal generation is the second
cheapest option, and fuel-fired thermal is the
most expensive power source. Sri Lanka was
scheduled to have commissioned its first coal
power plant in 2005, which would have re-
duced more expensive purchases from IPPs by
about 60 per cent compared to 2005 levels.
This, however, was not commissioned on time
and the IPPs have negotiated power purchase
agreements with the government to sell power
at higher prices than the price at which the
CEB distributes it to the consumers, rendering

Sustaining Power Sector Growth for Economic Development

fuel-fired thermal power the most expen-
sive source of generation.

Thermal generation is employed to cater to
the peak demand in the country. The aver-
age daily load curve of Sri Lanka indicates
asharp increase in demand during the peak
hours starting from 6 p.m. in the evening,
and drops by 10 p.m. (Figure 7.4). Power
supply to match this demand is generated
by oil fired thermal power plants, Demand
side management strategies can help reduce
the extra cost incurred by supply of power
at peak hours.

Also, Sri Lanka has to urgently address the
diversification of its generation mix. The
generation mix was dominated by oil in
2011 (Figure 7.5).

Figure 7.5
Generation Mix in 2011
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Source: CEB, Statistical Digest 2011.
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Table 7.2

Generation Expansion Plan 2011-2025: Base Case Capacity Additions

Capacity Additions (MW)

Year Medium Gas Turbines Coal Hydro Total
Term Diesel
2011 - - 315 - 315
2012 - 75 - 150 225
2013 44 35 - - 79
2014 - - 630 - 630
2015 - : % 204 204
2016 " - - - 0]
2017 = & 500 - 500
2018 - - 250 » 250
2019 - - 250 - 250
2020 - - - - 0
2021 - - 600 - 600
2022 - = 300 - 300
2023 . - . } 0
2024 - - 600 - 600
2025 - - 300 - 300
Total 44 110 3745 354 4253

Source: CEB, “Generation Expansion Plan 2011-2025."

Hydro capacity in Sri Lanka has been utilized
almost fully, with planned additions to the
grid amounting to only 354 MW. According
to the CEB, the future grid will mainly be
dominated by coal additions (Table 7.2). Al-
though this can circumvent the unfavourable
impact generated from oil price volatilities,
coal prices have shown greater volatility in
the recent past.’

Therefore, it would be prudent to look for
other alternatives in generation expansion.
It is noteworthy that non-conventional re-
newable additions do not feature in the gen-
eration expansion plan, at least at the base
case level. However, Sri Lanka has a vast
potential to utilize renewable energy for
power generation (Box 7.1).

# (CEB{2011), "Long Term Generation Expansion Plan”, Ceylon Electricity Board, Colombo.
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Box 7.1
Renewable Energy for Power Generation

As Stated in the ‘National Energy Policy and Strategies’ of 2008, the government
seeks to obtain 10 per cent grid electricity from non-conventional renewable energy
(NCRE) sources by 2015. The government policy framework — ‘Mahinda Chinthana:
Vision for the Future’ — sets a target of 20 per cent by 2020. According to the CEB,
the contribution of renewable energy to the grid according to the definition of NCRE
stood at 6.3 per cent in 2011. This included solar, dendro, biomass and wind, and
“mini-hydro.

Around 80 per cent of NCRE generation consists of mini-hydro generation provided
through numerous rural electrification schemes (RESs). A total of 219 RESs were
completed by 2011 under the supervision of the CEB, and another 24 schemes in
former conflict zones. However, the contribution from dendro, solar and wind
remain minimal. As at end 2011, there were no dendro plants operating, and
installed capacity for solar and wmd in the grid was 1.4 MW and 33 MW,
respectively.

There have been few comprehensive studies which assess resources for power
_generation potential in Sri Lanka. The National Renewable Energy Laboratory (NREL)
of the US has conducted a potential assessment study on Sri Lanka and the Maldives.

It indicates that Sri Lanka has fairly viable solar potential, and extremely good wind

conditions. Accordingly, the Global Horizontal Radiation (GHR) in Sri Lanka varies
| from 4.5 to 6.0 kWh/m*day, and the total wind power potential of the country at
-50m hub height to be 55,850 MW shows good moderate to excellent wind

resources. This is under the conventional assumption of an installed capacity of 5

MW per square kilometre. Technological advances have allowed this capacity
_ density to be relaxed. A study currently being carried out by the IPS estimates the
‘capacity density to be 6.3 MW, which allows the above estimate to be refined to

around 70,000 MW of power.

Micro-siting exercises and resource mapping with higher resolutions are needed to

arrive at an exact number for NCRE potential from various sources, but there is

undeniably a vast potential to be tapped and used for the cheap supply of electricity.

However, technological limitations of the grid investment shortages have hindered
_ the development of NCRE in Sri Lanka.

The Sri Lanka Sustainable Energy Authority (SLSEA) and CEB are currently conducting
_resource assessment studies in biomass and wind, as well as a feasibility study to
: employ pumped storage systems in order to absorb wind power into the grid.

Sources, SLSEA (2011), *Sri Lanka Energy Balance 2011,” Sri Lanka Sustainable Authority, Colombo; CEB
(2011), “Long Term Generation Expansion Plan,” Ceylon Electricity Board, Colombo.

7.3.3 Reforming the Power Sector

Financial mishandling and inefficiency within
the CEB are also often cited as reasons for
the deteriorating performance of the power
sector. Over 65 out of 275 oral and written

comments made on the 'Public Consulta-
tion Document on Tariff Revisions 2013’ have
requested for reduction of wastage and cor-
ruption, and increased accountability of the
CEB.*? The consultation also sheds light on

# PUCSL(2013), "Summary Report on the Public Consultation, Public Utilities Commission of Sri Lanka", URL: hitp:/www.pucsl.gov. [k/
englishiwp-content/uploads/2013/04/Summary-Report-Public-Consultation-08-04-2013.pdf (Accessed on April 26, 2013).
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the fact that the Kerawalapitiya power plant
was negotiated at high prices, rather than
commissioned through a competitive bid-
ding process. A positive outcome of the said
consultation was that it led the PUCSL to
impose several conditions on the CEB, in-
cluding greater financial accountability, and
efficiency monitoring at CEB power plants.”

Similar controversies have surfaced about the
inefficient manner in which the CEB negoti-
ated the Sampur coal power plant, with In-
dia trying to back out from the agreement.
Further, the CEB has been subject to chronic
overstaffing similar to other SOEs,** and nu-
merous proposals at the consultation high-
lighted the urgent need to rationalize the sal-
ary and benefit structure of CEB employees,
along with a performance based evaluation.”
The unique position of the CEB as a key util-
ity provider has left significant power in the
hands of certain factions within the CEB.
These factions have proven to successfully
resist interference in the operations of the
CEB, as has been evidenced by the introduc-
tion of a new CEB Act being withdrawn in
2008 owing to protests from trade union
members, which consist of only 10 per cent
of employees.?® Thus urgent and compre-
hensive reforms are necessary to address the
highlighted issues in the electricity industry.

Sri Lanka's power sector has seen a few re-
form attempts but they have been sparse and

halting. The Lanka Electricity Company
(LECO) was established in 1982 as an attempt
to diversify distribution, but remains a fully
government owned company. The attempt at
unbundling the power sector in 1996 has re-
sulted in IPPs entering generation, but has
failed to create competition in power genera-
tion. The IPPs are currently guaranteed all-
inclusive prices over and above the average
selling price as per the power purchase agree-
ments (PPAs), rendering power generation
merely a hybrid supply market.?” All SOEs,
including the CEB and the CPC, submitted
business plans in 2004 to the Strategic Enter-
prise Management Agency (SEMA), which
was established to improve the commercial
viability of SOEs. The SEMA failed in its ob-
jective owing to the weak governance and
accountability structures, and the failure to
structure its incentives by factoring in the
political economy dimension of reform.#

The lack of political will remains the greatest
hurdle for restructuring the power sector. As
pointed out above, successive governments
have backtracked on key policy requirements,
such as implementing generation expansion
plans and cost reflective price mechanisms,
and introducing timely institutional and regu-
latory reforms, that have seen success in other
countries similar to Sri Lanka (Box 7.2).

PUCSL (2013), "Recommendations Pertaining to the Consultation on Proposed Electricity Tariff 2013", press release dated April 17, 2013.

“ |PS (2008), "Reforming the State Owned Enterprise Sector: The Political Economy Dilemma" in Sri Lanka: State of the Economy 2008,

Institute of Policy Studies of Sri Lanka, Colombo.

2

&

Institute of Policy Studies of Sri Lanka, Colombao.,
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Box 7.2
lnternatlona[ Reform Experience of Energy Utilities

: ';es in the South Asian region have made various attempts at reforming the power sectors in their
,.Tespec’t _e-.countnes Bangladesh allowed the entry of IPPs in 1992, and foreign investors in 1996, which
~enab ed he country to attract fore:gn mwstment of 1200 MW capacity. Estabi ishing an |ndependenl

:'.:How _ver the reguiatory commlssmn was not fully functlona! until 2006 Pakistan‘s regulator, Iegalfy
"_.__establ |shed in 1997, also underperformed owingto frequcnt changes in management. On the other hand,

entities by enactmg the Nepal Electricity Authorlty Actin 1985, and allowing private and forergn parhctpatlon
--thraugh the ‘Hydropower Development Policy” in 1992. However, the hydropower potential of the
] nitry till ramains largely untapped despite these reforms. IPP entrance was facilitated in Indiain 1991,

“and vertical unbund ing was carried out in 1995 with the single buyer model. Both these attempts did not
“deliver the expected results, The sector was bifurcated in 1998 into ownership and regulation. The
: ity Act of 2003 features measures such as bifurcating system and operation and transmission
d@ hCPnemg generation, and allowing multiple transmission and distribution licensing.

C)thtnr dewlopmg countries have employed various reform strategies depending on their socio-economic
 needs, Chinaintroduced IPPs in 2002 by decoupling generation and system operation, and facilitated
! : Wpetition by splitting the power SOE into independent generation companies and two separate
'--grld systems China has undergone multiple tariff revisions to facilitate the development needs of the
«country, with each revision being implemented with stakeholder consultation and consensus, On the other
~hand, reform effurts by African economies fo establish competition in wholesale generation has resulted in
hybrid. generation markets consisting of SOEs and IPPs with little or no competition, a situation similar to
SriLanka. A case study of four African nations, namely, Ghana, C" ote d'lvaire, Morocco, and Tunisia,
show that this model has not been able to guarantee sufficient capacity and tlmely power delivery. A more
successful reform model was implemented by South Africa in reforming the state-run power utility, Eskom,
4 ‘which was restrut:tured in the 1980s. Instead of resorting to traditional methods of unbundling and creating
: compemlon the reforms aimed at improving financial performance and governance through corporatization,
- shar ho]der contram independent regulation, improved governance, and management.

'mpl_e_:»._ fﬂr other 1ntemat|0na! reform models include the EU model and the Chilean mode! of reform,
eIY'_Eldopte';d in Europe and Latin America, mspecﬁvely. The Furopean mode[ aims to achieve competit%on

immatorytanffs across all consumer ¢ awgorlm and regulated eledrmty trade (Pollit, 2009). Available
: from countries which adopted the EL) model suggests that unbundling generation and transmission
- does not necessarily lead to lower prices, but that establishing competitive retail markets do (Steiner, 2001;
Haton'énd ?qulsuz, 2004).

re u}a-f_&:é_&iﬁp;itﬁh, transmission, and distribution. This mode! was followed by countries such as Peru;,
Bolivia, and Argentina. Chile managed to halve distribution losses within seven years of implementing
ZvEFﬁrms in 1982, while Argentina achieved this within three years after implementing reforms in 1992, Spot
- price per ki fowatt hour in the northern Chilean market has fallen from over 80 to under 20 Chilean pesos,
s -1983 t0 1999. Improvements have been observed in these countries in labour productivity, and in the
; dlstr!buhon'and energy production per worker as well. Further evidence from developing country literature
_ has shown that a combination of privatization, restructuring, and regulatory mechanisms, have led to
prcved performance in both transmission and distribution (Newbery and Pollit, 1997; Rudnik and
' Ze}ezn, 2(}011

'.Souruéﬁ Stemer F., (2001}, “Industry Structure and Performance in the Electricity Supply Industry”,
o OECD Economrcs Studies, No. 32, OECD, Paris; Hattori, T and M. Tsutsui, M., (2004), “Economic
; _ln'rpact of Regulatory Reforms in the Electricity Supply Industry: A Panel Data Analysis for OECD
‘. Countries”, Energy Policy, Vol. 32, pp. 823-832; Pollit, M.G., (2009), “Electricity Liberalization in
" the European Union: A Progress Report”, Cambridge Working Papers in Economics 0953, Faculty of
: '_-Eco'nomics, University or Cambridge; Newbery, D. and M. Pollitt, M., (1997), “The Restructuring
- and Privatization of Britain’s CEGB - Was it Worth 182", Journal oﬂndusma! Economics, Vol. 45, pp.
269-303; Rudnick, H., and ]. Zolezzi (2001), “Electric Sector Deregulation and Restructuring in Latin
. America: Lessons to be Learnt and Possible Ways Forward", IEEE Proceedings Generation, Transmission
- and Distribution, Vol. 148, pp. 180-84.
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7.4 Conclusion and Policy Recommen-
dations

It is evident from the above discussion that
the power sector in Sri Lanka is long overdue
for an overhaul and the issues in the sector
needs urgent attention, given its contribu-
tion to economic growth.

An immediate starting point would be to
tackle the uneven demand through demand
side management strategies such as the in-
troduction of energy efficient equipment. The
rapid popularization of Compact Florescent
Lamps (CFLs) should be followed by the in-
troduction and promotion of similar devices
such as efficient refrigerators and air condi-
tioners.?® The Ministry of Power and Energy
launched an awareness campaign at school
level, and conservation promotion at domes-
tic level, by waiving a portion of the elec-
tricity bill if the consumer managed to re-
duce consumption by 20 per cent. There was
no follow up on these activities and they
appear to be one off schemes, Continuation
of such programmes is crucial for demand
side management.

In terms of the supply, sufficient diversifica-
tion of the generation mix in order to do
away with the expensive oil-powered ther-
mal generation is crucial. Future additions
to the grid can be implemented as PPPs as

this has been a successful model in other
countries of the world. Reforming the CEB
through appropriate organizational reform
methods will help eliminate the structural
inefficiencies within the institution. Unbun-
dling the power sector to do away with the
hybrid supply market would also lead to
greater efficiency of the CEB and the sector
as a whole. The Sri Lanka Resident Mission
of the IMF has recently expressed its desire
to assist the government in reforming the loss
making SOEs, including the CEB. A key point
in any reform agenda would be to imple-
ment cost-reflective tariffs in the power sec-
tor in order to alleviate the shortcomings of
ad hoc price revisions that have manifested
over the past few years. This calls for institu-
tional strengthening in the power sector, and
ensuring that the regulatory processes in place
function optimally.

However, the key factor which would drive
all successful reforms is the political will
and commitment to see the changes through.
The government would need to gather nec-
essary political capital around the reform
agenda to implement them successfully, with-
out which the reforms would be completely
halted or implemented only partially. It
would then leave room for continued draw-
backs in the power sector that hinders Sri
Lanka's development goals.

® Wijeytunga, P.D.C. et al., (2003}, "Greenhouse Gas Emission Mitigation in the Sri Lanka Power Sector: Supply-side and Demand- side
Options", Energy Conversion and Management, Vol. 44, pp. 3247-3265,
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8. Facing Climate Change Threats: The Importance of Better Information

8.1 Introduction

Several thousand small farmers in the dry zone of Sri
Lanka faced severe rainfall events with significant
livelihood impacts in early 2011 and late 2012. More
recently, there was a significant loss of life amongst
the fishing community and damage to property in
June 2013 as a result of stormy weather conditions.
Against normal expectations of local climate condi-
tions, these events undoubtedly took the affected
farming and fishing communities by surprise, de-
spite the fact that over the last few decades, such
climate-related shocks have become more frequent
and intense, impacting the livelihoods of many com-
munities. Such adverse events have called public
attention to the need for timely and reliable infor-
mation on weather and climate. While various
measures have been proposed to face such situations,
their success depends largely on the availability of
reliable climate information. Several studies and pi-
lot projects undertaken in Sub-Saharan Africa and
other developing countries, have underscored the
importance of Climate Information Products (CIPs),
such as seasonal forecasts as decision-support tools,
to face rising incidents of climate shocks.

The threat of climate change, which is fast becom-
ing a reality in day-to-day economic life, is increas-
ingly becoming a key factor in emerging challenges
that a developing country such as Sri Lanka faces.
Adverse climatic events are a significant social and
economic burden on a country. They are likely to be
even more so when such events are precipitated as
unanticipated shocks to an economy, with resultant
disruptions and set-backs to growth and develop-
ment targets. Whilst climatic related shocks cannot
be subject to any degree of certainty, attention to
developing tools and mechanism to be better in-
formed of such impending threats is clearly the way
forward.

6

Bridging the
information gap
on climate
shocks can be
considered as
a priority issue
in facing the threat of
climate change

9
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The threat of climate change is a phenom-
enon that ought to be dealt with through
scientific knowledge — i.e., essentially by
an information driven process. In this con-
text, a gap in information is a major con-
straint that needs to be addressed in all as-
pects of meeting this global challenge. The
effective use of appropriate climate infor-
mation products has a major role to play
here.

Climate is inherently variable across tempo-
ral and spatial dimensions. It has never been
a matter of certainty, and coping with cli-
matic 'variability' has remained an eternal
challenge faced by humanity. Rapid, broad
sweeping 'change' of climate, due to anthro-
pogenic causes has the potential to com-
pound this situation further. There are two
major strategies involved in facing the threat
of climate change — mitigation and adapta-
tion. Mitigation aims to reduce the level of
greenhouse gas (GHG) emissions through
cooperative actions. Adaptation constitutes
actions that are taken to moderate, cope
with, or take advantage of actual or expected
change of climate and related shocks. Itis a
dynamic process of adjustment that involves
decisions under risk and uncertainty.

The topic of climate information is exam-
ined here mainly from the perspective of
adaptation decisions. For Sri Lanka, being a
small island nation in the tropics with a high
level of vulnerability to harmful impacts of
climate change, it is logical to assert that
the country's national climate change strat-
egy should focus more on adaptation than
mitigation." As far as information on cli-
mate risks is concerned, countries like Sri
Lanka are always at a disadvantage. The reso-
lution of global circulation models (GCM)
is still not sufficient to cover the details on
small countries with complex topography,

Therefare, mitigation efforts have a limited role to play.
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compared with larger geographic units. With
limited scientific capacity to develop locally
applied models or to downscale local ef-
fects from the global models, information
on climate uncertainty is a major obstacle
to be faced in making effective decisions on
adaptation at all levels, Despite limitations
in information availability, action against
the rising threat of climate shocks cannot be
delayed anymore. Therefare, bridging the in-
formation gap on climate shocks can be con-
sidered a priority issue in facing the threat
of climate change. The primary purpose of
this Chapter, therefore, is to examine the
current situation with regards to climate in-
formation in Sri Lanka, and the measures
that can be taken to bridge the existing in-
formation gap as the country strives to
achieve its long term growth and develop-
ment objectives.

8.2 Climate Information Products: An
Economic Commaodity

Information is an economic commodity with
scarce supply relative to demand. Climate
information is not an exception to this. There
are a variety of CIPs that cater to demand
originating from a wide range of users. In
this section, a broad review on CIPs is pre-
sented from the perspective of an economic
commodity. It begins with an account of
the nature of CIPs with relation to their role
in adaptation as decision-support tools,

Climatic variability and change are sources
of uncertainty that can lead to climatic events
with unanticipated outcomes. Hence, ad-
aptation decisions are necessarily risky
choices. The choice is among options that
can either moderate losses, or take advan-
tage of the impacts of climatic events in dif-
ferent domains of human activity (e.g., agri-
culture, coastal fisheries, and disaster pre-
vention). At any given point of time, deci-

Sri Lanka's contribution to global GHG emissions is relatively low compared with industrial nations or emerging economic powers,



Facing Climate Change Threats: The Importance of Better Information

Figure 8.1
Nature of Adaptation Choices

Adaptation
decisions

sion-makers face the choice among options
that could lead to different outcomes under
many probable climatic events. Hence, ad-
aptation decisions are made with imperfect
information, and decision-makers have to
arrive at expectations regarding the likely
climatic events (e.g., rainfall expectations)
when they make choices. The CIPs have an
important role to play here by helping to
reduce the uncertainty associated with ad-
aptation decisions made by various stake-
holders, that range from high level policy
decision-makers to grass root level actors
such farmers and fishermen. The essential
nature of risky decisions of adaptation is
shown in Figure 8.1.

There is a time gap between actual decisions
and outcomes of decisions during which they
are subject to uncertain climatic events. The
CIPs have the potential to make positive
contributions to decision outcomes by:

e Forewarning and helping to prepare
for adverse events

® Enabling the potential to take advan-
tage of favourable conditions

This can help to generate economic value
by minimizing the losses due to climate
shocks, and/or by generating value addition
by making use of favourable climate events.
This way, CIPs can make a positive economic
contribution by lowering uncertainty in de-
cision-making, if they are correctly formu-
lated, assessed, communicated, understood,
and successfully integrated into the decision-
making process.

Climate

Qutcomes

events

8.2.1 Nature of Climate Information
Products

Climate information could range from ad-
vanced information products generated with
the help of sophisticated forecast models,
to laymen's oral interactions about local
weather conditions based on personal expe-
rience. From an economic perspective, what
is important is the decision-support role of
information contained in a given informa-
tion product. In this connection, forecast
products that make predictions about future
climate events are the most important form
of climate information. As a result, climate
forecasts and projections have attracted the
most attention of climate change research-
ers. Hence, climate information can broadly
be categorized as:

e Climate forecasts and projections
e  Other CIPs.

Other CIPs may include information prod-
ucts such as classifications of agro-climatic
zones, cropping calendars, sowing/planting
windows etc., that provide useful informa-
tion for planning and management of activi-
ties. Such products are usually based on the
analysis of long term weather data on se-
lected climatic parameters.

Climate Forecasts and Projections

Climate forecasts and projections provide
useful decision-support information, and
therefore play an indispensable role in mod-
ern economies faced with rising incidents
of climate shocks. The purpose of climate
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forecasts and projections is the prediction
of the future state of climatic parameters.
They predict future climatic conditions with
specified periods of lead time — usually
probabilistic predications about selected
parameters such as precipitation, tempera-
ture, or wind. They could be available in
categorical or continuous probability fore-
cast formats. As information products, cli-
mate forecasts usually have characteristics
of public goods: non-divisible, non-exclud-
able, and non-rival in consumption.

While both forecasts and projections pro-
vide predictions about future climate condi-
tions, they have certain technical differences
also. Forecasts attempt to generate a picture
about the actual future evolution of climate
parameters over a specific time scale such
as daily, weekly, monthly, seasonal, annual,
or supra-annual scales, with a certain level
of confidence. The future time scale cov-
ered by a forecast is the lead time of a fore-
cast. Typically, the level of confidence at-
tached to predictions tends to decrease with
the length of lead time. They are based on
models which are abstract mathematical rep-
resentations of the climate systems at vary-
ing levels of complexity. The most compre-
hensive models of the climate system are
known as Atmosphere-Ocean General Cir-
culation Models (AOGCMs).

One of the most widely studied forms of
forecasts is Seasonal Precipitation Forecasts
(SPF). They are also known as seasonal rain-
fall outlooks. The SPFs are designed to pre-
dict seasonal variations of rainfall with lead
times, usually in the range of 1-6 months.
They are based on computer models on at-
mospheric-oceanic circulation patterns that
try to exploit ocean-atmospheric interdepen-
dencies, to predict the likely future events
of rainfall. They particularly try to exploit

anomalies caused by climatic phenomena
such as EI-Nino Southern Oscillation
(ENSO), to recognized circulation patterns
to make predictions about likely events of
climate. The Madden-julian Oscillation
(MJO) and the Indian Ocean Dipole (10D)
are two other sources of anomalies that are
being used for the prediction of climate in
the tropics.

Projections also try to compute potential
future evolution of climatic variables, but
their predictions are subject to an identified
set of assumptions about future conditions
known as scenarios. Scenarios are based on
assumptions about the future developments
of technological/socio-economic conditions
that could positively or negatively influence
the levels of GHG emissions and atmo-
spheric concentrations.? Such projections
may provide vital information necessary for
policy making. For instance, current concems
in climate change in small island nations
such as the Maldives have largely originated
from projections about the future sea level
rise, under certain scenarios of GHG emis-
sions. As in the case of climate forecasts,
climate projections are also based on simu-
lation models, and they usually try to cover
longer term horizons (e.g., target projection
years such as 2025, 2050, and 2100). The
confidence levels attached to projections are
described using a scale of likelihood con-
nected to corresponding ranges of probabili-
ties. Table 8.1 presents a scale of likelihood
used by the Inter-Governmental Panel on
Climate Change (IPCC) in global climate
projections.

Disregarding the type of CIP, a major chal-
lenge faced in climate predictions is fore-
cast uncertainty, referring mainly to variabil-
ity of observations. The variability of cli-
mate observations could originate due to

* Forinstance, the IPCC uses a standard set of scenarios known as Special Report Emission Scenarios (SRES! in climate projections.
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Table 8.1
A Scale of Likelihood Used to Assess the Uncertainty of Projections

Terminology
Virtually certain

Very likely

Likely

More likely than not
Aboul as likely as not
Unlikely

Very unlikely

Exceptionally unlikely

Likelihood of the Occurrence/Outcome

>99% probability of occurrence

>90% probability
>66% probability
>50% probability

33 to 66% probability
<33% probability
<10% probability

< 1% probability

natural causes, as well anthropogenic pro-
cesses such as global warming. With greater
uncertainty, the more difficult it is to fore-
cast, which lowers predictability as a result.
In forecast modelling, researchers attempt
to exploit sources of predictability associ-
ated with non-stationary patterns of climatic
parameters, such as tropical atmospheric
circulation and recognized patterns of
anomalies (e.g., ENSO, MJO, and 10D).

8.2.2 Supply and Demand for Climate
Information Products

As in the case of many economic commodi-
ties, value chains can be identified for CIPs
based on supply and demand relations. The
value chains of CIPs involve a range of stake-
holders that include providers and users of
information products. From the supply side,
forecast providers represent the point of ori-
gin of CIPs in the value chain. There are
global, regional, and national level provid-
ers of CIPs. Given the public good nature of
CIPs, many providers are usually state, in-
ter-governmental or non-profit agencies. At
the national level, major providers of CIPs
are national meteorological services (NMS)
such as Meteorological Departments or
Weather Bureaus (e.g., Department of Me-
teorology in Sri Lanka). Given the limited
technical capacity of the NMS in develop-

ing countries, they usually have to depend
on global and regional level information
providers for the technical preparation of
national and sub-national level CIPs. Such
agencies include inter-governmental bodies
[(e.g., IPCC, and World Meteorological
Organization (WMOJ], or technical agen-
cies sponsored by developed nations. A few
examples of such agencies are, the Common-
wealth Scientific and Industrial Research
Organization (CSIRO), National Centres for
Environmental Prediction (NCEP) in the US,
the Japan Meteorological Agency (JMA) and
the International Research Institute for Cli-
mate and Society (IRI). Agencies and profes-
sionals involved in the provision of CIPs are
sometimes known as the 'climate prediction
community' (CPC). The CPC includes re-
searchers on climate systems and forecast
modelling, operational forecast providers,
forecast application experts, and other aca-
demic/technical persons involved in differ-
ent aspects of climate prediction. Members
of the CPC from different countries share
the know-how in forums, such as Regional
Climate Outlook Forums (RCOF).

The demand for CIPs comes from users who
are decision-makers at different levels. A
range of users could be identified from grass
root levels (e.g., rain-fed farmers, fishers,
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Table 8.2
Adaptation Decisions and Types of Matching CIPs

Time Horizon of Decisions

Types of Adaptation Decisions Types of Mataling CIPs

Short term Tactical
Medium term Strategic
Long term Structural

etc.) to national, regional, and global policy
decision-makers (e.g., climate change poli-
cies, disaster management policies, irriga-
tion/agriculture/fisheries management poli-
cies, etc.). A few broad categories of deci-
sions taken by those user groups can be iden-
tified as:

* |ong term structural adaptation deci-
sions

* Medium term strategic adaptation de-
cisions

® Short term tactical adaptation deci-
sions

Outcomes of decisions that extend over de-
cades or more are those related to structural
adaptations. Decisions that involve time
horizons from one to a few years can be
called as strategic adaptation responses.
Decisions concerned with short term inter-
vals — seasonal or annual - are the tactical
responses. This classification is based on
time horizons usually attributed to human
decision-making, rather than time horizons
associated with impacts of climate change.

Different user categories typically need
knowledge on the likely impacts of future
climate events over short, medium, and long
term horizons, when making decisions on
adaptation, and their information needs may
vary depending on the type of decisions they
make. On the other hand, CIPs vary in terms
of lead time of predictions. A crude match-
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Daily, weekly, monthly
forecasts.

Multi-year or multi-
seasonal predictions

Long term climate/
impact projections

ing of type of CIPS with different time hori-
zons of adaptation decisions is given in Table
8.2.

8.2.3 Factors Determining Demand for
Climate Information Products

The bottom line for demand of CIPs is that
they should be able to improve the outcomes
of decisions taken with the aid of forecasts,
compared to outcomes of decisions taken
without forecast information. This is the
prime source of value of CIPs. However, the
context of CIPs is relatively complex than
many other economic commodities. As a
result, the demand for CIPs could be affected
by product-related characteristics, as well as
a number of extraneous factors. Among the
product related characteristics, quality and
value of products are the most important.

Quality of CIPs

Both quality and value of forecast products
have received wide attention. The quality of
information is defined in relation to fore-
cast performance - i.e., how well forecasts
predict the observations. Several quality pa-
rameters have been identified, representing
the desired characteristics in terms of prod-
uct performance. Among the most widely
examined parameters are: lead time, accu-
racy, reliability, and forecast skill.

Lead time refers to the time lag between the
prediction and the predicted event. The de-
sired characteristic here is the length of the
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lead time, the longer the better. The lead
time of different CIPs may vary from a few
hours (e.g., short term routine weather fore-
casts), through a few months (seasonal fore-
casts), to several decades (long term climate
projections). When the lead time increases,
as a rule, trade-offs have to be made in terms
of other quality parameters such as accuracy,
reliability, and forecast skill, that determine
the level of confidence attached to the pre-
diction.

Accuracy refers to the level of agreement
between prediction and observations (data).
Itis measured in terms of the difference be-
tween the true value (observation) and the
prediction. The difference is known as fore-
cast error. In the same vein, reliability is
defined as the average agreement between
forecast values and observed values. From a
decision-making perspective, it refers to how
well forecasts will be able to improve out-
comes of decisions. Finally, measures of
forecast skill provide a statistical evaluation
of the relative accuracy of a forecast over
some reference forecast. The norms used for
references are persistence (no change in con-
dition) and climatology (typical conditions
in a given month). The type of references
used may vary according to the type of fore-
cast: e.g., short term weather forecast (per-
sistence); seasonal forecasts (climatology).
Forecast skill is mainly concerned with the
increase in accuracy due to smartness of the
forecast system, rather than accuracy due to
easiness of the prediction.

The improvement of quality parameters of
CIPs needs employing best practices in fore-
cast methodology. The forecast quality has
to be measured through a process of valida-
tion and verification. Different verification
systems can be used; the WMO standard
verification system of long range forecasts is
a widely used system.

Value of CIPs

The value of forecast information is assessed
with reference to benefits accrued to users
by decisions taken with the aid of an infor-
mation product. The value of forecasts jus-
tifies the investment on CIPs. Assessing the
value of forecast information involves sey-
eral conceptual and analytical difficulties.
The essence of the idea is how much value
is added to decision outcomes achieved with
the aid of forecast information, relative to
decision outcomes achieved without the
guide of forecasts. A variety of approaches
have been used to estimate the value of cli-
mate information (forecasts). One measure
of value is the expected value of forecast
information (EVFI) — defined as the differ-
ence between the expected value of the out-
come from a forecast-assisted decision, and
the expected value of the outcome of a de-
cision taken without the guidance of a fore-
cast.

As already mentioned, CIPs are public goods
in nature, and therefore limited incentives
are available for private providers to supply
them through a market driven mechanism.
Hence, state or non-profit agents are usually
involved in the supply and delivery of CIPs.
Assessing the value of CIPs becomes an
important step in the value chain, since it
provides the main source of justification for
making investments on CIPs in the absence
of market based pricing mechanism to ex-
change products.

8.2.4 Delivery of Climate Information
Products: Communication

Among the other factors that affect the de-
mand for CIPs, factors connected to the de-
livery of products are the most important.
Delivery implies the communication of in-
formation between providers and users. The
delivery of CIP involves a two-way commu-
nication between providers and users. The
primary path of communication is convey-
ing the forecast message to users. Neverthe-
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less, given the public good nature of CIPs,
reverse feedback communication from users
to providers can also be considered as highly
important. Otherwise, due to the absence
of a product exchange based on a price
mechanism, there is no way to signal the
important messages about quality and value
of products.

There are a number of important issues in-
volved in the delivery (communication) of
CIPs. Among them are the format and con-
tent of the forecast message; availability,
access, and targeting of products; and me-
dia of dissemination.

In terms of the format and content of fore-
cast message, forecast products are probabi-
listic in nature and always carry some level
of uncertainty. Hence, their usefulness is
determined by the level of confidence at-
tached to them. Overestimating (overconfi-
dence) as well as underestimating (poor con-
fidence) the accuracy and reliability of in-
formation could lead to erratic decisions with
significant losses. Therefore, effective com-
munication needs a balanced coverage of the
level of uncertainty and applicability/limi-
tations of CIPs. This is a matter of format
and content of CIPs.

In terms of availability, access and target-
ing, the effectiveness of CIPs is determined
by the availability of products, and easy ac-
cess to them by users. Otherwise, even the
information generated with sophisticated
methods of forecasting could be wasted with-
out being used by target users. Finally, the
media of dissemination is closely associated
with the issue of availability and access.
Quite often, the CIPs are delivered through
public media such as TV, radio, newspa-
pers, and Internet. Research suggests that
the relative importance of different media
vary with the type of CIP. It seems that elec-
tronic media such as TV, radio and Internet
has captured the highest attention. Pilot

132

schemes are also being tested on special-
ized channels such as mobile phones (e.g.,
SMS messages), targeted at specific user cat-
egories in some countries.

8.2.5 Users' Forecasts and Beliefs: Sub-
stitutes or Complements?

Another important area is users' local fore-
casts and beliefs on the climate system as a
guide to decision-making. Communities
such as farmers and fishermen, have been
facing climate uncertainty long before the
current scientific knowledge about climate
and forecasting methods more developed.
Such communities were taking day-to-day
decisions under the guidance of local fore-
casts, that helped them to form expectations
regarding the climate events to come. These
forecasts are based on indigenous systems
of knowledge and methods of prediction
about local climate, that have been shared
by communities as local beliefs. They can
be considered as farmers' models — gener-
alized and simplified versions of experienced
patterns of climate over long periods of time
(over generations) — that give some predict-
ability about local climatic variability,
thereby helping to plan regular livelihood
activities. Studies have found that such be-
liefs carry expectations about the beginning
of rainfall (season), onset of rainfall, dura-
tion and distribution of rainfall events, dry
spells, end of rains, and a knowledge of lo-
cal indicators that help predict oncoming
climate events. Some have called such be-
liefs as naive forecasts, compared to clima-
tological forecasts based on formal meth-
ods of analysis.

Studies on local beliefs suggest that they
may contain many favourable characteris-
tics that serve as a useful guide to decision-
making. According to recent behavioural
economic findings, the methods used by
local communities appear to be based on
heuristics — mental shortcuts or 'rules of
thumb' commonly used to make probabi-
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listic judgments by decision-makers. Heu-
ristics have certain advantages, subject to
limited information processing capacity of
decision-makers. However, decisions based
on heuristics are usually associated with
cognitive biases, and local beliefs on cli-
mate are not an exception. Researchers have
suggested such biases are analogous to cog-
nitive 'illusions’ — errors being made with-
out knowing about them.

Research on local climate beliefs and fore-
casts has raised a few important points that
are relevant in the case of CIPs.

® Such beliefs are founded on generations
of experience about the local climate.
Evidence from many developing coun-
tries indicates that farmers are still us-
ing them widely in their regular farm-
ing decisions.

e Recent behavioural studies suggest that
they serve as an alternative system of
decision tools, based on subjective pro-
cessing of individual and group experi-
ences (experiential processing), com-
pared with analytical processing of sys-
tematically gathered weather data upon
which CIPs are based.

® | ocal forecasts could serve either as
complements or substitutes for CIPs.
As complements, they can fulfil an
important role by serving as prior sub-
jective distributions to be updated by
forecast information. This is an essen-
tial step in a heuristically-driven pro-
cess of probabilistic decisions, usually
practiced by non-expert decision-mak-
ers. On the other hand, in the case of
CIPs which are not compatible with
farmers' decision context, local fore-
casts may compete with formal fore-
casts and substitute them. They may be
given preference over formal forecasts
due to the appealing characteristics of
local beliefs, in terms of compatibility
with farmers' decision-making
behaviour.

8.3 Climate Information in Sri Lanka

The Department of Meteorology (DM) is the
nationally mandated CIP provider in Sri
Lanka. It has a mandate for the provision of
weather and climatological services for na-
tional development, general public, and
stakeholders in sectors such as agriculture,
energy, fishery, shipping, aviation, and in-
surance. These services are concerned with
offering CIPs routinely on a daily/weekly,
monthly, and seasonal basis. In addition,
the DM issues warnings and advisories on
bad weather situations due to events such
as cyclones, heavy rains, lightning, and high
wind. lts mandate also covers undertaking
studies on climatology and climate change
that lead to offering specialized products,
such as long term projections of climate
change. The DM has a country-wide network
of own meteorological stations. It also main-
tains a large number of agro-meteorological
units with the collaboration of other agen-
cies dealing with sectors such as agriculture,
plantations and irrigation. It is the national
representative for the WMO, and the focal
point for the IPCC. In addition, it is repre-
sented in a number of regional forums on
climate, such as the Tropical Cyclone Panel
for Bay of Bengal, SAARC Meteorological
Research Centre, the Asia-Pacific Network
for Global Change Research, and South Asia
Seasonal Climate Outlook Forum (SASCOF).
Overall, the DM can be considered as the
primary source of all forms of CIPs originat-
ing in Sri Lanka. Hence, it is the primary
source of supply in the value chain of CIPs
in Sri Lanka.

The DM presently offers a limited portfolio
of CIPs which are channelled via public
media and through its own website. 1t rou-
tinely issues short term weather forecasts on
a daily basis under three categories: public
weather forecasts, sea-area forecasts, and city
forecasts, which are updated regularly at in-
tervals of a few hours. Public weather fore-
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casts are concerned with short term predic-
tion of likely events of showers, thunder-
showers, lightning, and wind, on a broad
geographical coverage at province or district
levels. Sea-area forecasts, targeting fishermen
and naval operations in particular, cover
likely events of showers/storms, with direc-
tion and speed of winds in selected areas in
the coastal belt around the island and adja-
cent sea areas. City forecasts provide daily
forecasts of minimum and maximum tem-
perature, relative humidity and likely events
of rainfall for major urban centres. Those
forecast products are mainly based on infor-
mation obtained from satellites, observations
made at weather stations around the coun-
try, and model outputs of major global cen-
tres.

In addition, the DM has recently launched
the 'Monsoon Forum' which is aimed at
providing a seasonal outlook with a lead time
of around 3-6 months in the two monsoons
periods  south-west monsoon and north-
east monsoon. The Monsoon Forum includes
the participation of several state agencies,
responsible for agriculture, plantation, irri-
gation/water management, disaster manage-
ment, and defence. The major information
products offered by the Monsoon Forum in-
clude: (i) overall forecast on total rainfall
for a given monsoon season under three
classes of climatological probabilities: be-
low normal, normal and above normal; and
(ii) experimental monthly rainfall forecasts
(average rainfall in mm +10%) for all dis-
tricts under the same three classes of clima-
tological probabilities.

These predictions are based on multi-model
forecasts published by international climate
agencies on reviewing observations on glo-
bal climate conditions such as ENSO, M)O,
10D, and other relevant phenomena. The
forecasts are initially conveyed to stakeholder
agencies bi-annually in the Monsoon Forum
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and their feedback is obtained. Subsequently,
forecasts are made available to the agencies
for their decision-making purposes.

The above are the core products of climate
information currently available in Sri Lanka.
In addition, some complementary products
that play a supportive role in decision-mak-
ing on climate related issues also are avail-
able. One of them is the classification of
agro-metrological zones published by the
Department of Agriculture. Based on long
term records of local rainfall and elevation
classes, the country has been divided into a
number of agro climatic zones. This has
become a standard CIP used by agricultural
and irrigation agencies for decision-making,
such as recommendations of crops/agro-
nomic practices, and irrigation management.

The recent upsurge in climate change research
has generated a number of research outputs
that can be considered as specialized CIPs.
Accordingly, locally downscaled versions of
long term climate change projections for
rainfall and surface air temperature have been
developed under selected scenarios. The pro-
jections are available for target years such as
2025, 2050, and 2100. In addition, several
studies that analyzed emerging trends in
weather patterns based on historical records
of meteorological data have also appeared.
Information generated by such projections
and trend analyzes have limitations in terms
of confidence levels and applicability for
practical decisions. Nevertheless, they can
be considered as essential forward looking
steps towards developing a viable system of
CIPs in the long run.

While the research findings on actual use of
available CIPs are scarce, a survey conducted
by the IPS in village tank farmers in
Anuradhapura district has shown that 73 per
cent of farmers regularly look for daily
weather reports in the public media. How-
ever, the share of farmers who ranked media
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Table 8.3
Information for Climate Expectations in Farming Decisions of
Village Tank Farmers

Source of information on climate for farming decisions Ranking (%)
12 3

Expectations based on personal observations 86.7 10.5 -

Information acquired from interactions with fellow farmers 8.8 71.8 12.8

Weather information from media

Information from local officers

2.8 12.2 70.2
- 17 0.6

Source: Senaratne, A., (2011), “Survey on Farmers’ Perceptions and Adaptation to Climatic Variability
and Change in Village Tank Systems in Dry Zone of Sri Lanka”, unpublished survey, IPS.

weather reports as the major source of infor-
mation is only 2.8 per cent, falling far short
of the numbers that ranked personal judg-
ment/observations (86.7 per cent), or inter-
actions with fellow farmers (8.8 per cent) as
the major source (Table 8.3). The informa-
tion given in Table 8.3 suggests that farmers
mainly rely on climate expectations based
on personal observations. They are further
assisted by interactions with fellow farmers
too. While many farmers look for weather
information from media, their assessment
of the role of media information in making
actual decisions was low.

To some extent, the high rankings assigned
to personal observations and interactions
with fellow farmers indicate the importance
of locally shared beliefs about climate in
farmers' decisions. A study documenting
some aspects of local beliefs on climate
shared by village tank farmers suggest that
many regular farming decisions are guided
by local beliefs.* Accordingly, farmers' be-
liefs consisted of the following key compo-
nents:

Beliefs about local seasons: A core com-
ponent of farmers' beliefs on local climate
is the seasonal agricultural calendar with two

traditional farmer-defined seasons known as
Maha and Yala. Local farming system ac-
tivities are primarily centred on the two sea-
sons. Beliefs on seasonality are associated
with normal expectations about the onset
of seasonal rains, duration and intensity of
rainfall, dry spells and the end of rains. Farm-
ing activities are usually organized accord-
ing to the beliefs about the seasonality of
rainfall.

Beliefs on intra-seasonal distribution of
rainfall: Farmers' beliefs also cover intra-
seasonal events of rainfall and dry spells se-
guenced in order of calendar months (origi-
nally based on the local lunar calendar) con-
nected to temporal milestones of religious
and cultural events. Farmers had specific
local terminology to describe the nature of
events (i.e., intensity and time/duration).

Beliefs about local indicators that pre-
dict the oncoming climatic events: Farm-
ers share a set of beliefs about local indica-
tors on climate. It consists of observations
on the local environment that are interpreted
as signs of oncoming events of climate (rain-
fall). They constitute a local system of fore-
casting, with indicators having different lead
times towards expected events. Such indi-

* Senaratne, A. (2013}, "Shared Beliefs, Expectations and Surprises; Adaptation Decisions of Village Tank Farmers in 5ri Lanka", unpublished

PhD thesis, Deakin University, Australia,
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cators include phenomena such as observa-
tions on wind, sky and clouds; local hydro-
logical phenomena (e.g., spilling time of
tanks); thermal changes in the environment;
cosmological observations; resurgence of
indicator species and observations on
behaviour of animals and local fauna.

Interviews and discussions with farmers con-
firmed that they still use local beliefs in regu-
lar decision-making on farming and other
aspects of daily life. However, a majority of
farmers (89 per cent) expressed that estab-
lished patterns of rainfall are changing, and
the reliability of local forecasts could de-
cline over the time.

8.4 Climate Information Gap

An assessment on the current situation helps
to identify specific gaps in climate informa-
tion in Sri Lanka. Gaps are identified and
discussed using a value chain framework in
the following sections.

8.4.1 Supply Gaps of CIPs

The current supply of CIPs in Sri Lanka can
be considered as limited compared to de-
mand available in various sectors where CIPs
can be used to improve decision outcomes
in a gainful manner. A few areas where the
scarcity of climate information has been felt
severely, are agriculture, water resources
management, energy generation planning,
and disaster risk management. The list is not
exhaustive and decisions taken in several
areas of economic activity could be expected
to benefit from a rational use of CIPs. Over-
all, the gains in value expected from a sen-
sible use of CIPs in various economic sec-
tors appear to be significant, and compared
to potential demand, the existing supply of
CIPs can be considered to be strikingly low.
The supply improvements can be expected
in range, quality, and accessibility of prod-
ucts.
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The supply gaps originate mainly from con-
straints faced by providers of CIPs that in-
clude the DM, and other relevant stakeholder
agencies. The provision of CIPs is an ad-
vanced technical process that requires state-
of-the-art technical facilities and a high level
of expertise. To achieve the necessary levels
of facilities and expertise, substantial invest-
ments are needed. As a result, establishing
and maintaining reliable systems of forecast-
ing is a challenge to many developing coun-
tries. Sri Lanka is not an exception. Even
though the DM has made a conscious effort
to upgrade its facilities and range of CIPs
over the years, the limited availability of
resources has constrained its capacity to meet
the challenge. Overall, it is reasonable to
assert that insufficient investment on facili-
ties and skills development in the DM and
other stakeholder agencies is a key reason
for the current gaps in the supply of CIPs.

8.4.2 Credibility Gap of CIPs

The availability of CIPs alone is not suffi-
cient to generate value from adaptation de-
cisions. They need to be credible products,
acceptable to users so that they can be ef-
fectively used for generating value. Two as-
pects that critically determine the credibil-
ity of CIPs are the compatibility and quality
of products. Compatibility refers to the gap
between coverage of existing forecasts and
the information needs of users. Quality re-
fers to the performance of forecasts in terms
of the accuracy and reliability of predictions.
Compatibility and quality issues jointly con-
tribute to the credibility gap, which is con-
cerned with how users assess the value of
CIPs. If the credibility of products is high,
expected value and demand for products
increases, whereas the opposite applies for
products with low credibility. The credibil-
ity gap, on one hand, is an issue which is
closely related to supply constraints faced
by providers.
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Table8.4

Farmers’ Assessment of Issues/Problems of Media Climate Information

Problem/Issue
Failure of forecasts
Not locally focussed

Low confidence

_ % Farmers
24.9
3.4
7.2

Source:

Senaratne, A., (2011), “Survey on Farmers’ Perceptions and Adaptation to Climatic

Variability and Change in Village Tank Systems in Dry Zone of Sri Lanka”, unpublished

survey, IPS.

Table 8.4 presents a summary feedback from
village tank farmers regarding the CIPs cur-
rently available from the public media.* A
few factors that contribute to low credibil-
ity on weather forecasts can be identified
according to their responses. Farmers have
observed failures in forecasts and have low
confidence in them. A few farmers stated
that lack of local geographical focus makes
them less useful. This issue was particularly
stressed in FGDs held with farmers. Accord-
ing to them, the media usually covers the
province or district as a whole, but wide
variations in rainfall could exist even within
the province/district. As a result, weather
forecasts in the media cannot be fully relied
on for making regular farming decisions.

The discussions further revealed that farm-
ers usually give relatively high attention to
the media when events such as extreme rain-
fall events, floods, cyclones, and tropical
storms take place. Such events normally
cover wider geographical areas and often lead
to hazardous consequences. They often oc-
cur as surprise shocks against normal expec-
tations about climate, and farmers find that
information from local observations/fellow
farmers alone is not sufficient to face such
incidents. Hence, farmers give a higher
weightage for information from the media
on such occasions.

Overall, it seems farmers use CIPs available
from the media selectively, depending on

the type of events they face, and the nature
of decisions involved. They find routine
weather information currently available from
the media to be less reliable for usage in
regular farm decisions. Nonetheless, they
appear to rely more on information from the
media when they face climate shocks.

8.4.3 Gaps in Communication (Deliv-
ery) of CIPs

Another gap in climate information can oc-
cur in communicating CIPs to target users.
The communication gap refers to issues con-
cerned with: (i) format and content — i.e.,
whether or/and how users understand the
probabilistic nature of climate forecasts; (ii)
availability, access and targeting — i.e.,
whether a given product is communicated
to target users; and (iii) media of dissemina-
tion — i.e., how effectively products are com-
municated to target users.

Format and content is closely associated with
the problems of compatibility and, there-
fore, connected to the credibility gap also.
Communicating probabilistic forecasts has
become an important research area and sev-
eral studies have been conducted regarding
formats and content suitable for specific user
groups. Some of these studies have been fo-
cussed on users with low education and lit-
eracy levels in Less Developed Countries
(LDCs), thereby demanding extra care in
designing CIPs for illiterate users. The situa-

4 Only about 35 per cent of farmers offered responses to the relevant questions.
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tion in Sri Lanka can be considered some-
what favourable in this regard, due to a high
level of literacy and formal education facili-
ties available even in remote locations.

A second and third set of issues with regards
to the communication gap are closely con-
nected to the effective channelling of CIPs
to users. Studies in certain countries have
shown that electronic media has a major role
to play in communicating CIPs. Radio and
TV are the most widely used channels of
communication of CIPs, The Internet also
is becoming popular, especially among ur-
ban user groups. A survey conducted by the
Ministry of Environment on public percep-
tions of climate change in Sri Lanka, has
reported that TV is the main source of infor-
mation for both urban (96 per cent) and ru-
ral (93 per cent) population, followed by
the radio [urban (61 per cent), rural (79 per
cent)], and newspapers [urban (79 per cent),
rural (68 per cent)].> In the survey of vil-
lage tank farmers, 89 per cent and 97 per
cent farmers in the sample had TV and ra-
dios respectively, in their houses.

The above suggests that in Sri Lanka, TV can
be considered as the most appropriate me-
dia for communicating CIPs, followed by
the radio. Several TV and radio channels in
Sri Lanka offer daily weather reports at the
end of regular news bulletins based on the
DM forecasts. In addition, both radio and
TV channels report weather information as
prominent news items on special occasions,
such as extreme events. No studies have
been conducted to assess the effectiveness
of reporting climate information by elec-
tronic media in Sri Lanka. An area that needs
research attention is on the communication
gaps that can occur due to inaccurate, sen-
sationalized coverage of climatic events and
trends in the public media.

8.4.4 Declining Reliability of Local
Belief Systems

Another aspect relating to the climate infor-
mation gap is a gradual decline in the reli-
ability of local beliefs on climate. Nearly
89 per cent of respondents in the sample of
village tank farmers, expressed that they per-
ceive long term changes in the local rainfall
patterns. According to them, rainfall pat-
terns in the area have undergone significant
changes, and have become less predictable.
As a result, some of the beliefs about local
weather patterns have become absolete and
less reliable. In the FGDs, this view was
particularly stressed by farmers with long
term experience in farming in the area. They
suggest that local weather patterns have be-
come more random, and surprise events are
more frequent than earlier. In addition, due
to the commercialization of local econo-
mies, and the spread of modern agricultural
technologies, the local environment has
changed significantly. Due to changes such
as clearing of local forest patches, some tra-
ditional indicators have become rare obser-
vations that cannot be relied upon for regu-
lar farm decisions. Overall, a decline on the
reliance of local beliefs on climate, creates
a vacuum that widens the climate informa-
tion gap further. This extra gap has to be
filled with suitably designed CIPs.

8.5 Bridging the Climate Information
Gap

Bridging the climate information gap is an
essential step in facing the threat of climate
change. To achieve this, certain management
and policy measures are necessary. In this
section, a brief overview of essential major
steps towards bridging the information gap
is presented.

5 Ministry of Environment (2010}, "Public Perceptions of Climate Change in Sri Lanka: Findings of a Country-wide Survey in Sri Lanka", ADB
Technical Assistance Project 7326-5RI: Strengthening Capacity for Climate Change Adaptation, Climate Change Secretariat, Ministry of

Environment, Colombo.
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8.5.1 Overcoming the Supply Con-
straints of Providers

The primary step in bridging the climate in-
formation gap is overcoming the supply con-
straints faced by the providers of CIPs. The
DM is the primary provider of CIPs in Sri
Lanka. Therefore, building the technical ca-
pacity of the DM is an essential step to over-
come the information gap. This requires in-
vesting funds for upgrading technical facili-
ties of the DM, recruitment of additional
staff, technical assistance for launching so-
phisticated forecast models, building skills
of staff by training, networking with global/
regional/national agencies operationally, and
building its research and development ca-
pacity. Given the advanced technological
components involved in capacity building
efforts, technical assistance of developed
nations, and international agencies is essen-
tial here,

8.5.2 Improving the Quality and Value
of CIPs

Overcoming the credibility gap of CIPs is
an area that requires special attention. The
CIPs are imperfect products that require con-
stant improvement. Range and product qual-
ity should be upgraded continuously. Hence,
product development has to be linked with
an effective validation and verification pro-
cess. This cannot be achieved by improving
the technical capacity for producing forecasts
alone. It has a strong socio-economic com-
ponent that covers areas such as assessment
of user information needs, appraising users'
feedback/acceptance, and estimation of the
economic value of products. Several pilot
projects and action research programmes
have been conducted in developing coun-
tries and feedback from such studies are be-
ing used to improve the CIPs. This is a con-
tinuous process that has to be supported by
an efficient research and development
programme.

8.5.3 Developing Effective Communi-
cation Channels

Capacity building of information providers
and product quality improvement should be
complemented by developing effective com-
munication channels. As far as the public
media is concerned, widespread access to
TV and radio even in rural areas is a definite
advantage. Another advantage is the high
level of literacy of users. These advantages
should be exploited to communicate a cred-
ible range of products to end-users in an ef-
ficient and timely manner. The communi-
cation of forecast products has been a well-
researched area. The necessity of norms and
best practices of communicating probabilis-
tic CIPs have been identified, and are being
continuously developed. The communica-
tion of CIPs should be based on such norms
and best practices, and also be supported by
effective feedback mechanisms. Current re-
search is also exploring the feasibility of
communication channels that are targeting
specific user groups. Connectivity through
mobile phones is one potential way for chan-
nelling user specific information. The recent
spread of mobile networks, and a rapid in-
crease in phone users even in remote areas,
provide a fertile ground for the growth of
such experimental channels of communica-
tion.

8.5.4 Integrating Formal and Local Sys-
tems for Enhanced Performance

The strengths of forecast products should be
integrated with local systems of user fore-
casts to achieve better outcomes from adap-
tation decisions. Despite the declining reli-
ability of local belief systems due to changes
in local weather patterns, such belief sys-
tems have developed in response to users'
own experiences about the actual informa-
tion needs of day-to-day decisions. Given
that the information is developed based on
the needs of actual decisions and personal
experience, such beliefs may contain many
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desired characteristics as decision-support
tools, in spite of certain biases that may be
associated with them. On the other hand,
CIPs based on climatological forecast sys-
tems are products of analytical processing
of data by experts who are not the real users
of the information. Therefore, some charac-
teristics (e.g., format and content) of CIPs
may not be behaviourally appealing to the
actual users, as their own belief based fore-
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casts. In essence, the CIPs based on scien-
tific forecast systems and local forecasts
based on shared beliefs have their strengths
and weaknesses. If the strengths of both can
be integrated by carefully studying them, a
more effective system CIPs could be devel-
oped. Therefore, it is necessary to integrate
formal and local forecast systems in ways
that complement each other, so that better
decision outcomes are achieved.
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9. The Role of Taxation in Sustaining Public Investments

9.1 Introduction

While it is often assumed that the Sri Lankan state is
still the primary financier of social services like edu-
cation and health, this is rapidly ceasing to be the
case. Having once been a generous provider, the Sri
Lankan state has, over the years, become less generous
compared with its peers. One major reason for this
change is that it is collecting less in tax vis-a-vis the
country's national income, which is affecting the state's
capacity to spend more on human development needs.

For a country of Sri Lanka's per capita income, unpar-
alleled welfare investments were made during the post-
independence era, which reaped rich dividends in terms
of human development. Sri Lankans enjoy basic hu-
man development outcomes better than many com-
parable countries — an adult literacy rate of 91 per
cent, and a near universal primary enrolment rate; low
infant mortality (13 per 1,000 live births, better than
Indonesia and China at 30 and 17, respectively), ma-
ternal mortality (39 per 100,00 live births, better than
Thailand and Philippines at 48 and 94, respectively)
and high life expectancy (at 71 years, on par with
Thailand and Malaysia, at 70 and 73 respectively, and
higher than India and Indonesia at 65 and 68, respec-
tively).! Yet, new challenges are now emerging in the
education and health sectors, and state expenditure
has not been able to fully keep up. Addressing these
has now become vital in ensuring that the country has
a productive population to capitalize on the post-con-
flict economic dividend. As emphasized in IPS (2012),?
sustained faster growth as is envisaged in Sri Lanka
will not be feasible without a healthy, educated
workforce.,

" World Health Organization (201 1), ‘World Health Statistics’.
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‘ Emerging expenditure
needs, in the face of

PR —

high fiscal deficits and
outstanding government

debt, provide a strong

rationale to create more

fiscal space through
revenue mobilization,
Le., taxation
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2 IPS(2012), Sri Lanka: State of the Economy 2012, Institute of Policy Studies of Sri Lanka, Colombo.
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Strengthening the financing capacity of the
state, and thereby, better provision of these
services is vital. This is particularly true in
an era of heightened pressure on public fi-
nances with the massive, and no doubt vi-
tal, post-conflict reconstruction and rehabili-
tation efforts. Meanwhile, as Sri Lanka moves
to the middle-income bracket, it has less
access to cheap/concessionary funds from aid
donors. Aside from large commercial bor-
rowing, which comes with its own set of
issues as highlighted earlier,® it is higher tax
revenues that will strengthen the capacity of
the state to address the critical health and
education gaps that are emerging.

Sri Lanka's target is to double per capita in-
come from US$ 2,057 in 2009 to US$ 4,114
by 2016. Lewis (1984) argues that an increas-
ing share of tax revenue in national income
or in GDP is an instrumental objective of
economic development policy.* High-in-
come countries have had rising shares of tax
revenue and government expenditures as they
have become more economically-advanced.
However, in contradiction to the theory, it
seems that there are problems in Sri Lanka in
raising the tax ratio (total tax revenue as a
percentage of GDP), in line with the increase
of per capita GDP.

Much of the focus of public investment lately
has been on the government's physical infra-
structure spending (particularly connectivity
infrastructure), and the raising of funds from
foreign and domestic sources to support the
immediate and large volume of financing
needed for this. However, social infrastruc-

-

See Chapter 2 on "Macroeconomic Performance” of this report.
Lewis, S.R. (1984), Taxation for Development: Principles and Applications, Oxford University Press, U.K,

ture like health and education needs to im-
prove alongside physical infrastructure for the
efficiency gains of the latter to be maximized.
Social sector spending is more heavily influ-
enced by domestic revenue mobilization and
the fiscal space that it avails to the govern-
ment.’

9.2 Human Development Needs:
Health and Education

9.2.1 Education

Historically, Sri Lanka has focused strongly
on public investment in general education,
enabling the country to attain higher levels
of education achievement than most devel-
oping countries with comparable per capita
income levels. Adult literacy is 91 per cent,®
and Sri Lanka has almost achieved the MDG
of universal primary education. However,
wide disparities in access to, and quality of,
education remain across the country, particu-
larly at higher levels of education.

Investment by the Sri Lankan state in educa-
tion is low, and has declined steadily over
time. Public expenditure in education has
averaged at 2.3 per cent of GDP during 2000-
2010, falling to a 10-year low of 1.9 per cent
of GDP in 2012 (Figure 9.1). Sri Lanka per-
forms poorly globally too. In South Asia,
India, Bangladesh, and Nepal, all invested a
larger share of their GDP in education than
Sri Lanka.” Investments in education by the
Sri Lankan state were also smaller than the
average of middle income countries (Table
9.1). As a percentage of GDP, the average
upper middle income country spent 5 per

* The discussion to follow draws on Wijesinha, A., and K. Amirthalingam, "Strengthening State-capacity for Development in Sri Lanka: The

Taxation Imperative”, ICTD Working Paper (forthcoming).

4 o

World Bank, Education Statistics (EdStats) [hitp:/databank worldbank.org/ddp/home. do], accessed on 13 May 2011,
The available information on public expenditure on education is not strictly comparable across countries, as they may use different

definitions to measure public expenditure on education. For example, in Sri Lanka, expenditure by the Ministry of Education is considered
as public expenditure on education for the most part. Expenditures incurred on the Kotelawala Defence University and the Vocational
Education University, for instance, does not come under the public education budget.
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Figure 9.1
State Spending on Education as a Percentage of GDP
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cent of GDP, and the average lower middle
income country spent 4 per cent of GDP on
education, against Sri Lanka's 2.3 per cent of
GDP.

Of course, one can argue that, unlike some
other countries that undertook schooling in-
vestments much later, the existence of a well

developed school infrastructure in Sri Lanka
may mean that the country needs fewer in-
vestments in recent times. However, the lim-
ited investment in education has constrained
access to tertiary education, as well as held
back improvements to facilities in schools
to gear them towards a knowledge-based
economy.

Table 9.1
State Spending on Education in Sri Lanka vs. Selected Countries
As % of GDP As % of Total
Government Expenditure
Malaysia 4.1 17.2
Singapore 2.6 15.3
Indonesia 2.8 17.9
Philippines 2.8 16.9
India 3.1° n.a
Bangladesh 2.4 14.0
Nepal 3.8 19.0
Sri Lanka 2.3 10.0
Lower middle income countries 4.00 n.a
Upper middle income countries 5.0° 13.0°

Notes:

Source:

a. Data for 2006; b. Data for 2007; n.a.= not available.
IPS/UNDP (2012), “Sri Lanka Human Development Report”.
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The availability of facilities in the country's
schools varies widely across districts. For
instance, the data reveals that aside from the
districts of Colombo, Gampaha, Galle, and
Hambantota, less than 40 per cent of schools
in all other districts had a permanent library.
Meanwhile in 24 out of 25 districts, less than
a half of all secondary schools had science
labs. Only 10 per cent of secondary schools
country-wide have facilities to teach A-level
science stream subjects.? The poor facilities
and resource constraints have weakened the
quality of education provided by schools,
limited the number of students qualifying
for more technical education, and reduced
the geographical access to high school edu-
cation of the type that is required for Sri Lanka
to transition to a knowledge-based economy.

The declining state spending on education
has also increased out-of-pocket expenditure
(OOPE), which in turn has important equity
implications. Although education in public
schools is free, households need to still
spend a considerable sum on education. The
average household spends 3.2 per cent of its
total expenditure on education — nearly Rs.
800 a month and comprises additional pri-
vate tuition (45 per cent), stationery (23 per
cent), and transport (22 per cent),?

The issue is more precarious at higher levels
of education. While new higher education
institutes have been established, existing
universities have been expanded, and new
faculties added in recent times, less than one-
fifth of the students qualifying for tertiary
education in state-run universities (based on
performance at A-Levels exam), are able to
secure admission. The situation appears to
be worsening, because while in 2003, the
number of students who qualified to enter

university but could not be accommodated
stood at 80,556, by 2010 this had risen to
120,868. Clearly, capacity remains a con-
straint for accessing university education in
Sri Lanka.

9.2.2 Health

In the health sector too, similar issues pre-
vail, as investments by the Sri Lankan state
are low. Today, public health care is pro-
vided free of charge at government hospitals
and dispensaries to all the citizens of the
country, although the supply is unable to meet
demand. Indeed, the public health sector
serves nearly 60 per cent of the country's
population, while OOPE on health is very
high (as will be shown later).

Although Sri Lanka fares well in most basic
health indicators compared to most devel-
oping countries, child nutrition is still a
major problem in the country. Nearly a half
of all women of reproductive age in the es-
tate sector are educated below primary level,
and 30 per cent of the women are malnour-
ished. The Badulla district has the highest
percentage of underweight children, followed
by Trincomalee, Batticaloa, Monaragala,
Polonnarura, Nuwara Eliya, Kandy, and
Anuradhapura districts. More than a quarter
of the children are underweight in each of
these districts. Meanwhile, IPS research has
shown that 51 per cent of multidimensional
poverty in the country is explained by health
and nutrition factors.'®

Sri Lanka is faced with new and different
challenges in the health sector, with recent
changes in the demographic, epidemiologic
and socio-economic character of the coun-
try. This is particularly true of NCDs. Deaths

# Asof 2010, there were only 7,212 secondary schools (having classes from year 1-9, 1-11, 1-13 and 7-13).

* Arunatilake, N., and P. Jayawardena (2011}, “Equity in Education and Health Services in Sri Lanka” in Hyun Hwa Son ted.), Equity and
Well-being: Measurement and Policy Practice, Routledge, London and New York.

" Nanayakkara, W,, (2012), 'Eradicating Poverty in Sri Lanka: Strong Progress But Much Remains To Be Done' in IPS, "Talking Economics
Special Report", available at hitpz/www.ips. [ktalkingeconomics/201 206/understanding-poverty-in-sri-lanka<does-the-multidimensional-

paverty-index-hold-the-key/ [accessed on 15th March 20131,
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Table 9.2
Health Expenditure as a Share of GDP (2000 vs. 2008)

Total expenditure on health as % of GDP?

General government expenditure on health as
% of total expenditure on health

General government expenditure on health as
% of total government expenditure

Private expenditure on health as % of total
expenditure on health

QOPE on health as % of private expenditure
on health®

Per capita total expenditure on health at average

exchange rate (US$)

Sri Lanka Global
2000 2008 2000 2008
3.7 4.1 8.3 8.5
48.3 43.7 56.4 60.5
6.9 79 13.3 13.9
51.7 56.3 43.5 38.4
83.3 86.7 50.7 50.7
101 187 484 854

Notes: a, The sum of expenditures on health by prepaid plans and risk-pooling arrangements, firms’
expenditure on health, non-profit institutions serving mainly households, and household OOPE;

b. The direct outlays of households, including gratuities and in-kind payments made to health
practitioners and to suppliers of pharmaceuticals, therapeutic appliances and other goods and
services. This includes household direct payments to public and private providers of health
care services, non-profit institutions, and non-reimbursable cost sharing, such as deductibles,

co-payments and fees for services.

Source: IPS/UNDP (2012}, “Sri Lanka Human Development Report”.

due to NCDs, such as ischemic heart dis-
ease, stroke and cancer, are high and rising
in Sri Lanka — nearly 90 per cent of the
country's disease burden is attributed to
NCDs. During the past half-century, the pro-
portion of deaths due to circulatory diseases
(such as heart disease and stroke) has in-
creased from 3 per cent to 24 per cent.'’ In
all districts, over 10 per cent of the popula-
tion suffers from chronic illnesses or disabil-
ity, and over 20 per cent of household heads
suffer from chronic illnesses.

The ability of Sri Lanka to improve health
facilities and personnel is compromised by
low investment in the heath sector, after years
of heavy investment. Total expenditure on
health remained below 5 per cent of GDP

between 1995 and 2008,'* and is low com-
pared to the global average of around 8 per
cent (Table 9.2). Within this, the contribu-
tion from the state was only around 45.8 per
cent (2009) — the rest came from private
sources (private sector health providers as well
as OOPE). A large proportion of the private
financing comes from OOPE (i.e., the indi-
vidual cost borne by the patient) which is
around 85 per cent of total private expendi-
ture on health, and 51 per cent of total health
expenditure.”® The proportion of OOPE on
private health expenditure has grown over
time, rising from about 83 per cent to 87 per
cent between 2000 and 2008 (Figure 9.2).
Sri Lankans spent Rs. 70 billion more out-of-
pocket on healthcare in 2009, than 20 years
ago.

" Engelgau, M., et. al., (2010), 'Prevention and Control of Selacted Chronic NCDs in Sri Lanka: Policy Options and Action', Health, Mutrition

and Population Discussion Paper, World Bank, Washington D.C.

12 Sum of general government expenditure on health and private expenditure on health.

15 Bandara, S., (2011), "Emerging Health Challenges in Sri Lanka: More Money for Health and More Health for the Money," ‘Talking
Economics’ htip:/fipslk blogspot.com/2011/04/emerging-health-challenges-in-sri-lanka.html, April 1 7th, 2011 [accessed on 15th January

2013]
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Figure 9.2
Rising Private Out-of-Pocket-Expenditure on Health by Sri Lankans (1 990-2009)
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Source: IPS, Sri Lanka National Health Accounts (2011) database.

9.3. Financing the Gaps amidst Con-
tracting Concessionary Aid

The fiscal deficit in Sri Lanka has tradition-
ally been high. Financing the deficit through
money creation and domestic and foreign
borrowing, as is the case in Sri Lanka today,
comes with its own adverse repercussions.
Reducing the deficit and expanding the state's
'fiscal space' would come about through two
ways: a) expenditure cuts, and b) increasing
tax revenue. The former is not easy — consid-
ering both the current infrastructure drive,
particularly in reconstruction of conflict-af-
fected areas, as well as the political impera-
tives related to subsidies and transfers. This
makes the latter, taxation, ever more crucial.
But in the past, it was easy to place less pri-
ority on it because of the generous conces-
sionary aid flowing into the country.

Sri Lanka was considered a 'donor darling'
as one of the first countries in South Asia to
embark on market-oriented reforms follow-

ing economic liberalization in 1977.
Concessional loans from international aid
donors soared for a time thereafter, playing
avery substantial role in financing Sri Lanka's
development needs. Yet, this situation is rap-
idly changing, driven by two factors. Firstly,
the end of the armed conflict has meant that
Sri Lanka is no longer a priority country re-
quiring 'emergency’ or '"humanitarian' assis-
tance. Aid operations based on North and
East recovery efforts are scaling down, with
much of the work being mainstreamed into
the government's own activities. Secondly,
Sri Lanka has moved out of the low-income
country status, to the middle-income
bracket. The country becomes increasingly
less eligible for concessionary loans from
sources like the International Development
Association (IDA) — which carries low in-
terest rates, long tenors and grace periods,
and a high grant element — and others to
finance its social sector investments.™

" '5ri Lanka to Get Funding from Higher Cost Window: World Bank’, Lanka Business Online http:/fwww lankabusinessonline.com/
fullstory.php?nid = 1230609135, 18th December 2010 [accessed on 20th Septembier 2012]
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Based on a recent survey of local and inter-
national development agencies that rely on
foreign funding, it is becoming clearer that
Sri Lanka's access to concessionary funding
from abroad is rapidly shrinking. Several of
the bilateral aid missions surveyed noted that
since 2010, Sri Lanka no longer qualifies for
bilateral development assistance due to the
low-middle income status of the country.
Nearly all of those surveyed reported that in
the last 2-3 years, there has been a reduction
in their funding to Sri Lanka, and that this
trend is likely to continue. The head of one
UN agency reported that "the funds we have
traditionally accessed have contracted by 70
per cent;" another remarked that "in 2012,
[institution name removed] we have only
been able to mobilize less than one-third of
what we mobilized from donor sources in
2009;" while a leading European bilateral
donor indicated a "more than 60 per cent
contraction in funds between 2009 and
2011." Furthermore, they noted that the
changes have been in: 'the volume of the

The Role of Taxation in Sustaining Public Investments

funds received/disbursed'; 'the type of fund-
ing'; 'how the funding is being allocated and
the nature of projects'; and 'the sources of
the donors (countries/agencies) themselves'.
The top reasons for these changes/reductions
were: 'change in the country's economic situ-
ation, change in the types of needs', 'eco-
nomic growth of the country’, and 'status of
the global economy'.

This contraction in concessionary donor aid,
alongside the current heightened pressure on
public finances on account of post-conflict
reconstruction and broader development ef-
forts, means that domestic revenue mobili-
zation, i.e., taxation, is essential fo strengthen
the spending capacity of the state to finance
development needs in health and education.

9.4 Performance of Tax Revenue in Sri
Lanka

According to Gallagher (2005), the bench-
mark tax ratio for a low-income country is
18 per cent, and that for a middle-income

Figure 9.3
Tax Ratio and Per Capita GDP in Sri Lanka (1990-2012)
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15 | one-on-one interviews with |PS research staff.
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country is 25 per cent.'” Meanwhile, the
seminal paper by Kaldor (1963) argued that
for a country to become 'developed' it needed
to collect taxes at up to 30 per cent of GDP.'”

In recent decades, Sri Lanka has not man-
aged to raise tax revenues in line with the
growth in its economy, or the evolving needs
of its people. Tax revenue as a proportion of
GDP dropped to around 15 per cent during
2003-2008, compared to about 19 per cent
prior to 1995. In 2012, Sri Lanka's tax ratio
was just 11.1 per cent (down from 12.4 per
centin 2011), continually declining from a
peak of 24 per cent in 1987 (Figure 9.3). Sri
Lanka's performance compares poorly with
countries like Vietnam, Thailand, Malaysia,
Singapore, Ghana, and South Africa; but bet-
ter than other South Asian neighbours, in-
cluding India, Pakistan, and Bangladesh; and
marginally better than Indonesia, and the
Philippines (Figure 9.4).

Another important feature of Sri Lanka's tax
performance is the mismatch between the
tax ratio and per capita GDP. Figure 9.3
clearly illustrates that during 1990-2001,
while GDP per capita increased continually,
the total tax revenue as a percentage of GDP
registered a declining trend (albeit with some
fluctuation). An increase in per capita GDP
essentially means that the increase in national
income is greater than the growth rate of the
population in a country. A continual increase
in GDP indicates that economic activities
are expanding each year. The question then
is, why has Sri Lanka been unable to gener-
ate a simultaneous increase in tax revenue
despite an expansion in economic activity
over time?

9.5 Unravelling the Weak Revenue Per-
formance

Sri Lanka's weak revenue performance has
been characterized by poor direct tax collec-

Figure 9.4

Tax Revenue to GDP Ratio - Sri Lanka vs. Selected Countries
(2009 -2011 average)
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' Gallagher, M., (2003), "Benchmarking Tax Systems", Public Administration and Development, Val, 25, No. 2, pp. 125-144,
7 Kaldor, N., (1963), "Taxation for Economic Development,” The Journal of Modern African Studies, Vol. 1, No. 1, pp 7-23.
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tion and the overreliance on indirect taxa-
tion. This is driven both by a clear adminis-
trative reason, but also by a more probable
fundamental reason. The administrative rea-
son is that while the former (corporate and
personal income tax) requires more effort and
effectiveness on the part of the revenue au-
thorities (auditing tax returns, checking self-
reporting, measures to expand base and im-
prove compliance, etc.), the latter (VAT,
Customs duty, etc.) is much easier to ad-
minister as they are mainly consumption
based taxes, or taxes at the border which are
collected easily at source. The more funda-
mental reason is probably the structure of
the country's economy.

The economic structure of a country is an
important determinant of revenue mobiliza-
tion. A dependence on the agriculture and
service sectors has a significant and negative
effect on revenue levels. Like many develop-
ing countries, Sri Lanka (especially outside
the Western Province) is characterized by a
significant agriculture sector. Though the to-
tal output from agriculture in GDP has been
declining (decreasing from 31 per cent in
1977 to 11.1 per cent in 2012), the employ-
ment share of agriculture has remained nearly
the same over time (36 per cent in 1977 and
31 per cent in 2012). Tax collection among
those in the agricultural sector (from farm or
non-farm activities) is challenging owing to
the high degree of informality. According to
some studies, Sri Lanka exhibits one of the
highest levels of informality, not only in com-
parison to the South Asian region butalso in
comparison to the neighbouring East Asian
region, of around 45 per cent of GDP."

The Role of Taxation in Sustaining Public Investments

Meanwhile, Sri Lanka's services sector is gain-
ing greater prominence in the economy. As
noted at a recent forum,' tax administra-
tion is grappling with the challenges ema-
nating from tax collection in a context where
the structure of the economy is changing to-
wards a greater services sector share of GDP,
mainly driven by wholesale and retail trade.
These sectors have been significant drivers
of growth in the post-conflict period.

These characteristics impinge on the lower
collection of direct (income) tax collection
and compel tax collectors to depend more
on indirect taxes.

In Sri Lanka, the source of tax revenues is
heavily skewed towards indirect taxes. Be-
tween 1980 and 2011, an average of nearly
84 per cent of revenue was generated by in-
direct taxes,” while direct taxes, such as in-
come tax (corporate and personal) and pay-
as-you-earn (PAYE) tax, contributed an aver-
age of about 16 per cent.

Sri Lanka is conspicuous for its heavy reli-
ance on indirect taxation. Governments of
many comparator countries rely on direct
taxes (taxes on income, profits, and capital
gains), much more than indirect taxes for
their revenue (Figure 9.5). Meanwhile, as
Table 9.3 shows, Sri Lanka is conspicuous
even among developing countries for its low
collection of direct taxes. Looking at it over
time as well, these countries have been able
to steadily increase revenue coming in from
these sources, as their economies have de-
veloped over time.

18 Schneider, F., et. al., (2010), "Shadow Economies All over the World: New Estirnates for 162 Countries from 1999 to 2007," Policy

Research Working Paper 5356, World Bank, Washington, D.C.

 Keynote Address by the Secretary to the Ministry of Finance and Planning at the "Sri Lanka Economic Summit 2013" organized by the

Ceylon Chamber of Commerce, 9-10 July, 2013, Colombo.

2 Indirect taxes in 5ri Lanka include VAT, {previously a Goods and Services Tax - G5T], Nation Building Tax (NBT), Customs duty and other
bordertaxes like Port and Airport Levy (PAL, Regional Development Levy (RDL), Social Responsibility Levy (SRL), some of which have been

abolished with the Budget 2011.
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Figure 9.5
Direct vs. Indirect Taxes (% of Total Revenue) - Sri Lanka vs. Selected
Countries (2010)
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Source: IPS/UNDP (2012), “Sri Lanka Human Development Report”.

Within indirect taxation too, the let-down
of the performance of VAT as the main indi-
rect tax, has contributed to the revenue de-
cline. In keeping with developments in tax
policy globally and the successful experiences
of other countries, Sri Lanka has embraced
VAT as its key indirect tax revenue tool,
owing to its non-cascading effect. The coun-
try did away with a revenue-wise successful

Turnover Tax (TT), in favour of a Goods and
Services Tax (GST) in 1998, yet it is widely
accepted that the revenue administration did
not sufficiently modernize to cope with this
change. The shift to VAT in 2002 placed fur-
ther pressure on administration, and VAT
performance has been sub-par. The VAT Pro-
ductivity Ratio, calculated by dividing net
VAT collections as percentage of GDP by

Table 9.3
Revenue from Taxes on Income, Profits and Capital Gains as percent of Total
Tax Revenue - Sri Lanka vs. Selected Countries (1990 - 2008)

= o~ -+ © o = =~ s o ~ ©
Country & 3 & 2 & 8 8 8 & 8 S

— — - - - =~ ~ o~ o~ ~ o
Sri Lanka 12 14 15 16 14 15 17 15 19 21 21
Thailand na. na.  na  na na. na na 39 44 45 48
Malaysia 43 47 44 46 60 55 62 na.  na na na
India 19 23 29 30 32 36 38 43 47 51 B2
Pakistan 13 18 21 20 29 28 n 28 28 38 37
Uganda na. na na na 15 16 21 25 27 28 27
Kenya n.a. 29 33 40 38 33 33 36 39 40 42
Note: n.a = data not available.

Source:
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the general VAT rate, is a low 0.27 (2011).
Aside from slightly improving in the mid-
2000s to around 0.38, it is now back to the
productivity level seen soon after its intro-
duction. In other words, the country collected
just 3.2 per cent of GDP in VAT revenue in
2011.2" The closer this ratio is to one, the
higher is the collection efficiency of the VAT.
Sri Lanka's VAT let-down can be attributed
to several reasons, chiefly, a complicated rate
structure that existed for years, ad hoc and
discretionary exemptions based on special
interests/lobbying, and administrative weak-
nesses.

Overall, Sri Lanka's tax collection has not
kept in step with the expansion of economic
activity and GDP growth. This can be mea-
sured in terms of 'average buoyancy of rev-
enue collection'— essentially, the responsive-
ness of revenue growth to GDP movements.
Average buoyancy in Sri Lanka's tax system
is extremely weak. For all South Asian coun-
tries except in Sri Lanka, average buoyancy
over the past decade is at, or above 1 —which
means revenue is growing faster than GDP.
Yet in Sri Lanka, it is a very low 0.6.

9.6 Tax Policy Reforms

A report by the Presidential Commission on
Taxation in 2010 identified many of the is-
sues raised here, and provided comprehen-
sive recommendations to address them in a
phased manner — especially with the objec-
tive of expanding the tax base. However, full
implementation of the recommendations,
particularly those on drastically streamlin-
ing border taxes and a complete reform of
tax administration to make it more effective
and efficient, have not taken place due to
competing stakeholder interests and politi-
cal sensitivities. For example, the government
may be hesitant to undertake a reform of tax

2 Calculated at the standard VAT rate of 12 percentin 2011,
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administration (to improve collection and
compliance) at this point in time because of
a hesitation to tackle the heavily unionized
workers in key revenue departments such as
Customs and Inland Revenue.

Yet, some reforms aimed at expanding the
direct tax base have begun. For instance, in
an unprecedented reform measure, the Bud-
get 2011 extended PAYE income tax to pub-
lic sector employees, stripping away the in-
come tax exemption that they enjoyed since
the late 1970s. Additionally, a reduction of
corporate and personal income tax (with a
view to stimulating economic activity — par-
ticularly enterprises — and thus generating
more total tax revenues, as well as to en-
courage greater compliance) were imple-
mented via the 2011 Budget.

But the revenue effect of these reforms is still
uncertain. For instance, a recent simulation
study by the IPS showed that although add-
ing the previously exempt public servants to
the tax base corrects the previous horizontal
inequity between public and private sectors
employees, the structural changes that came
with the new tax scheme may result in a
decline in tax revenues.* According to the
simulated results, the amount of tax revenues
is reduced from Rs. 12.2 billion in 2007 to
Rs. 6.3 billion in 2011. Two main reasons
cited for the decline under the new 2011 tax
system are: i) the new tax brackets induced
an increase of the 'tax free' threshold from
Rs. 300,000 in 2007 to Rs. 600,000 in 2011;
and ii) the tax rates were also reduced to 4-
24 per cent from 5-35 per cent in 2007.

9.7 Conclusion and Way Forward

As developing countries need to spend more
on public infrastructure, education, health
services and so on, they need to increase their

2 Arunatilake, N, P. Jayawardena and A. Wijesinha (2012}, Tax Reforms in Sri Lanka: Will a Tax on Public Servants Improve Progressivity?',

PEP Working Paper, December 2012,
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tax ratio in order to grow and improve hu-
man development outcomes of its people.??
As this Policy Brief has highlighted, much
remains to be done in terms of investments
in human development via the health and
education sectors. Emerging expenditure
needs, in the face of high fiscal deficits and
outstanding government debt, provide a
strong rationale to create more fiscal space
through revenue mobilization, i.e, taxation.
Sri Lanka must focus on getting the imple-
mentation of VAT right, in a way that lives
up to its revenue-raising promise. This would
involve gearing the tax administration with
modern tools and staff capacity, as well as
ending costly exemptions.

Meanwhile, efforts must be strengthened to
raise more direct tax, especially in a new
post-conflict era of private sector expansion.
Undertaking a comprehensive effort to ex-
pand the direct tax base by 'stick' approaches
like tighter compliance checks, smarter au-
diting, and higher penalties; as well as 'car-
rot' approaches like reforming the attitudes
and approach of the Inland Revenue Depart-
ment (IRD) staff to be more tax payer-
friendly, and re-orienting IRD practices to
encourage greater voluntary compliance,
should be a priority. Sri Lanka cannot con-
tinue its overreliance on indirect taxes and
must increase its direct tax effort. Higher
dependence on indirect taxes is not an ideal

scenario as it is well established that unlike
direct taxes, indirect taxes are inherently re-
gressive. They tax people's consumption of
goods and services regardless of their income
level, which in turn means they have a higher
burden on poorer households than richer
ones.

Although beyond the scope of this Policy
Brief, it will be incomplete to not mention
the complementary role that expenditure ra-
tionalization must play alongside the revenue
raising effort. This must necessarily include,
reducing lower-priority spending, make the
subsidies and transfer schemes more cost-
effective, and better utilization of existing
and new funds. While greater tax revenue
will increase the funding space that the state
has to spend on education and health, it is
only part of the story. An important comple-
mentary strategy must be the smarter utiliza-
tion of funds through, for example, improved
allocative efficiency and superior targeting.

Overall, in an economy that is aiming to
place itself on a sustainable middle-income
growth trajectory, the capacity of the state to
deliver services to the broader population and
address human development gaps is essen-
tial. For this, the state would need a greater
availability of domestic financial resources,
and stronger tax revenue generation can pro-
vide this fillip.

* Bird, R, et al., (2008}, "Tax Effort in Developing Countries and High Income Countries: The Impact of Cormuption, Voice and Accountability,”

Economic Analysis & Policy, Vol. 38, No. 1.
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10. Clean Development Mechanisms (CDMs)
10.1 Introduction: Climate Change and Green House Gas Emissions

Extensive research by climatologists and metearolo-
gists has shown that the earth's climate is changing
rapidly.! The impacts of these climate changes are
cross-cutting and are affecting areas such as agricul-
ture, fisheries, health, settlements, and infrastructure.
Climate change poses its threats in the form of heavy
rain falls, severe droughts, floods, heat waves, and
rapid ice melts, and the outlook suggests that the
frequencies of these events will increase in the fu-
ture.2 Recognized by the Kyoto Protocol, climate
change will pose challenges to both developed and
developing countries in achieving sustainable eco-
nomic and social development, and poverty reduc- ___
tion. The emissions from countries will continue to

grow as they strive to achieve their development goals, ‘
and poorer communities will be more affected.” The
Kyoto Protocol has recommended three flexible
mechanisms which allow industrialized countries,
which are called Annex 1 Parties, to implement ac-
tivities outside their boundaries that can help to off-

CDM creates
many opportunities

for
Sri Lanka in
reducing emissions,

set the emission they make. These are, Joint Imple- generating green
mentation (JI), International Emission Trading (IET) employment, and

and CDM. Among these three, CDM is very impor- promoting sustainable
tant since it is the only mechanism that involves de- development ,

veloping countries.*

10.2 Clean Development Mechanisms as a
Way of Climate Change Mitigation

Developed as a market based mechanism, the CDM
will allow the creation of saleable emissions, which
are called certified emission reductions (CER) through
projects in developing countries. The generated CER

1 United Nations Framework Convention on Climate Change (2012), "Clean Development Mechanism Booklet,” Fourth Edition, United
Nations.

2 Clean Development Mechanism Policy Dialog (2012), "Climate Change, Carbon Markets and the CDM: A Call to Action,” Report of the
High-Level Panel on the CDM Policy Dialog.

i Freastone, D., (2001), "The World Bank's Prototype Carbon Fund: Mobilizing New Resources for Sustainable Development” in 5.
Schlemmer-Schulte and K. Tung (Eds.), Liber Amicorum ibrahim F. 1. Shihata, Kluwer Law International, The Hague, Netherlands,

4+ Strack, C., (2004), "New Partnership in Global Environmental Policy: The Clean Development Mechanism,” Journal of Environment and
Development, Vol 13, Na 3, pp. 295-322.
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are equivalent to the CO, that these projects
reduce or avoid.® As identified by the United
Nations Framework Convention on Climate
Change (UNFCCC) and the Kyoto Protocol,
developing countries are not bound to re-
duce their emissions yet. However, they are
encouraged to participate in the climate
change mitigation efforts, especially through
the CDMs. The CERs generated by the CDM
projects in developing countries can be
bought by the industrialized countries to off-
set their own emission levels to achieve
emission reduction commitments.® While
achieving the main target of cost effective
mitigation, the CDMs are also capable of
benefiting developing countries through tech-
nology transfers and by achieving sustainable
development objectives. These efforts will
allow developing countries to make the tran-
sition to more climate friendly economies.
There is a huge potential to generate CERs
through CDM projects, and UNFCCC sug-

gests that the amount of CERs generated by
host countries would increase towards 2020.
These expected CERs will be mainly ac-
counted for by China and India. However,
there are some other countries also in this
equation, as further illustrated in Figure 10.1.

As suggested by the Marrakech Accord, a
CDM project can have different structures.
A bilateral CDM is where a CDM project in
a developing country is financed by an in-
dustrialized country, Multilateral CDMs re-
ceive funds from more than one industrial-
ized country, while unilateral CDMs get their
funds to operate from a developing country
that has agreed to finance the emission re-
duction before the CERs are traded to an
Annex 1 country. Technology transfers to
developing countries, profits gained by de-
veloping countries, and the impact on the
transaction costs varies, based on these dif-
ferent structures.”

Figure 10.1
Distribution of CERs Issued by Host Country
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United Nations Climate Change Clean Development Mechanisms (201 3), "Clean Developiment Mechanism: Fact Sheet,” CDM press

release,

* Castro, P, (2010), "Climate Change Mitigation in Advanced Developing Countries: Empirical Analysis of the Low-hanging Fruit lssue in
the Current CDM," Institute of Political Science and Center for Com parative and International Studies.

Lussis, B., (2004}, "Unilateral CDM," Working Paper, Institute for Sustainable Development, Ottignies; Baumert, K. and Kate, N., (2000)

i

"Designing the Clean Development Mechanism: Operational and Institutional Issues," Organization for Economic Cooperation and
Development, Paris; lahn, M., et. al., (2003}, "Unilateral CDM Chances and Pitfalls," GTZ; UNFCCC (2001), “The Marrakech Accords
and the Marrakech Declarations: Decision 17/CP 7," United Nations Framework Convention on Climate Change.
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Figure 10.2
Distribution of Registered Projects by Scope

Energy distr. |
Metal production I
Transport §
Fugitive emiss. (halon/SF6)]
Afforestation/reforestation §
Mining/mineral prod. g
Energy demand B
Chemical ind. @
Fugitive emiss. (solidioiligas)
Agriculture -
Manufacluring ind, o
Wast handling and disposal ESRSSRES
Energy ind. (ren/non-en)

0 10 20 30

40 70 80

Source: UNFCCC, March 2013.

The 6000th CDM project was registered in
January 2013, reaching a significant land-
mark in the CDM project development pro-
cess.? Profits earned through CDMs, CDM
project focus areas, and the technology trans-
fer to developing countries, would greatly
depend on the developing country charac-
teristics such as population, GDP per capita,
FDI, and most importantly, the knowledge
stock. Germany, USA, Denmark, Japan,
U.K., and France, are ranked amongst the
top countries that transfer technology to de-
veloping countries through CDMs.® There
are many areas that CDM projects operate
on as shown in Figure 10.2.

The registered or soon to be registered CDM
projects accounted for a total investment of
US$ 215.4 billion as of June 2012. Approxi-
mately US$ 92.2 billion of investment is
accounted by the projects that are already
on the ground. The average investment per
project is approximately US$ 45 million.

opment Mechanism Surpasses 6,000 Projects,” CDM press release.

China and India, representing East Asia and
South Asia respectively, account for approxi-
mately 65 per cent of the total investments
in CDMs, and approximately 45 per cent of
the total number of projects. Most often,
CDM projects have an average estimated cost
of under US$ 10 per ton of CO, equivalent.
By the end of 2011, the CDM registry showed
over 750 million CERs transfers, with the
revenue generated by these CERs estimated
at a range of US$ 9.5-13.5 billion. While
the number of countries entering into CDM
activities shows an increasing trend as previ-
ously noted, only a few of them represent
small emerging economies which have low
GHG emissions. These countries include
those from Africa as well as Asia. The Asia
Pacific region accounts for the majority (85
per cent) of CDM projects. Nevertheless,
UNFCCC encourages CDM initiatives from
all the regions. The current distribution is
shown in Figure 10.3.

United Nations Framework Convention on Climate Change, Clean Development Mechanisms, (2013), "Kyoto Protocol's Clean Devel-

* Amin, Rabiul (2005), "Technology Transfer for Sustainable Development through Clean Development Mechanism (CDM): The Bangladesh

Perspectives,” unpublished PhD thesis, Murdoch University.
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Figure 10.3
Distribution of CDM Projects among UNFCCC Regions

Latin America and
Caribbean

Source: UNFCCC, March 2013.

10.3 CDMs in Developing Country
Context

10.3.1 Developing Countries Engage-
ment in CDMs

The developed country involvement on CDM
activities with developing countries depend
upon the cost of project implementation in
the developing country. Developed countries
always go for the cheapest option.'® Devel-
oping countries share different views on en-
gaging in CDM activities. One of the main
issues in developing countries, especially
poor countries in the African and Asian re-
gion, is that they are not clear on how the
CDM process will help them to achieve sus-
tainable development. One popular view is
that the CDM is being used as a way of at-
tracting funds by selling the concept of cli-
mate mitigation through CDM. Furthermore,
developing countries have their own devel-
opment agendas and priority areas for devel-

opment. These may often not be the same
areas that industrialized countries are keen
to develop CDM projects. For example, re-
forestation is a major interest among devel-
oping countries that falls under CDM areas.
However, a majority of industrialized coun-
tries are more interested in offering energy
efficiency and hydropower and biomass re-
lated CDM projects.'” Therefore, a consen-
sus has to be arrived at between developed
and developing countries, in the areas that
the CDM projects need to be developed on.™

10.3.2 Window of Opportunity for
Developing Countries

Research findings suggest that developing
countries' emission levels will also increase
over time even though their current emis-
sion rates are far below that of developed
countries. The latter on the other hand need
to critically act on reducing their emissions,

Duic, N., et. al, (2002}, “Potential of Kyoto Protocol Clean Development Mechanism in Transfer of Clean Energy Technologies to Small

Isalnd Developing States: Case Study of Cape Verde,” Renewable and Sustainable Energy Reviews, Vol 7, pp 83-98.

LS. Environmental Protection Agency.
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Agus, P. Sari and S. Meyers (1999), “Clean Development Mechanism: Perspective from Developing Countries,” Department of Friergy,

Silayan, A., (2005), “Equitable Distribution of CDM Projects Among Developing Countries,” Hamburg Institute of International Economics.



and compensate for the emissions that they
make. Hence, the CDM projects are a good
opportunity for both developed and devel-
oping countries to reduce their emissions and
achieve the reduction targets.'* However,
the opportunities for CDM projects in de-
veloping countries are based on several im-
portant factors. The institutional set up, as
well as the political will for clean energy
production will greatly determine the engage-
ment of developing countries in CDM
projects. A huge amount of public spending
is required to set up a Designated National
Authority (DNA) and implement all the ac-
tivities that a DNA is supposed to do. How-
ever, there is always some uncertainty
whether the industry would work in the coun-
try context or not.'* The CDM industry of a
country needs to be backed up by proper
policies guaranteeing that CDM projects can
be implemented, CERs can be effectively
generated and traded, and both social and
environmental sustainability can be achieved.
There is a probability that a policy could fail.
A country could easily drop its CDM poli-
cies and focus more on adaptation as a way
of fighting climate change. Yet, with in-
creased emissions from developed as well as
developing world, opportunities will be there
for CDM in developing countries given the
right mix of institutional set up and the po-
litical support.

For developing countries, CDM initiatives
are a way of ensuring sustainable develop-
ment and the achievement of MDGs in many
ways. CDM project activities will help to
generate environmental sustainability through
reduction of GHGs and the efficient use of

Clean Development Mechanisms (CDMs)

resources. Reforestation projects will help to
build up the forest cover of developing coun-
tries, which would ultimately benefit bio
diversity and the mitigation of disasters. Bio-
mass projects will ensure that waste is man-
aged efficiently and sustainably. Hydro-power
projects will help developing countries to
meet their electricity demands. On the other
hand, CDM projects will result in generat-
ing a large number of employment opportu-
nities, which can help to eradicate poverty
in developing countries.'” Transfer of tech-
nology will help to develop the social capi-
tal and the technological know-how of em-
ployees in developing countries. Under-de-
veloped sectors in developing countries such
as electricity, forestry, and transportation
present opportunities for developed countries
to target their CDM activities, with the po-
tential for a 'win-win' situation for both par-
ties. While developed countries can secure
CERs, developing countries can achieve their
development targets, especially through sec-
tor based CDMs.™®

10.4 CDM Process in Sri Lanka

10.4.1 CDM Interim Policy for Sri
Lanka

The Climate Change Secretariat (CCS), un-
der the Ministry of Environment and Renew-
able Energy, has completed a "Sri Lanka Na-
tional Policy on Clean Development Mecha-
nism", which is an interim policy. This
interim policy represents a component of the
National Climate Change Policy of Sri Lanka
(NCCP). Even though Sri Lanka is not an
Annex 1 country and has a low per capita
emission of GHG, it is the objective of the

3 Heller, T.C, and Shukla, P.R., (2003), “Development and Climate: Engaging Developing Countries,” Working Paper, PEW Center for

Global Climate Change.

" Streck, C., (2007), “The Governance of the Clean Development Mechanism: The Case for Strength and Stability,” Lawtext Publishing

Limited, London, LLK.

= Cosbey, A., et. al. {2005), “Realizing the Development Dividend: Making the CDM Work for Developing Countries,” Phase 1 of Report,

International Institute for Sustainable Development.

"6 Samaniego, J. and C, Figueres (2006), *Sectoral COM: Opening the CDM to the Yet Unrealized Goal of Sustainable Development,”
International Journal of Sustainable Development and Law, Vol 2, No 1, pp 1-20.
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GoSL to encourage private and public sector
investments in climate friendly development
activities, while contributing to the ultimate
objectives of the UNFCCC. As suggested by
the policy, all CDM projects should meet
sustainable development criteria in terms of
their contributions to improvement of the
quality of life of the community, alleviating
poverty, improving equity, facilitating trans-
fer of technology, conserving local resources,
improving health, and in using renewable
energy sources. The National Policy on Clean
Development Mechanism (NPCDM) pro-
vides directions and guidance in terms of
institutional, legal, financial, capacity build-
ing, and technology, in facilitating the de-
velopment of CDM projects.

There are several policy objectives: (1) to fa-
cilitate Sri Lankan private and public sector
institutions to participate in CDM project
activities; (2) to promote the transfer of ap-
propriate technology that would contribute
to GHG emission reductions; (3) to enhance
national capacity for CDM project develop-
ment, and finally; (4) to ensure that CDM
projects contribute towards achievements of
national goals on sustainable development.
The CDM policy is guided by the climate
change policy and the national environmen-
tal policy and has been prepared in line with
the existing sectoral policies.

10.4.2 The Designated National Au-
thority (DNA) and the CDM Process

Under the Ministry of Environment and Re-
newable Energy, the CCS functions as the
DNA of Sri Lanka. The main function of the
DNA is to assess the potential CDM projects
to determine whether they will assist Sri
Lanka in achieving its sustainable develop-
ment goals, and issue approval letters to

project participants in CDM projects. In this
regard, the DNA will perform the tasks of:
1) evaluation and approval of CDM projects;
2) capacity development for CDM projects;
and 3) CDM market promotion.

The host country approval process starts with
the issuance of a Project Identification Num-
ber (PIN) to the applicant. Then the applica-
tion will be reviewed in detail, and based
on the results of the evaluation process, the
application could either be rejected, returned
with a request for additional information, or
could be accepted. If the application is ac-
cepted, the DNA will approve the CDM
project, with a request for submission of the
Project Design Document (PDD). The DNA
will usually take 30 days for evaluating the
PDD document once it is submitted. Again,
the result could be a disqualification, request
for additional information, or approval of the
PDD. If the PDD is accepted, then the DNA
will issue the host country approval for the
CDM project. Host country approval is nec-
essary for a CDM project to obtain the ulti-
mate approval or registration from the
UNFCCC. Once a project submits its host
country approval to the UNFCCC, the CDM
Executive Board under the UNFCCC will re-
quest a Designated Operational Entity (DOE)
to validate the CDM project.'” Once the
DOE confirms the validity of the CDM
project, the CDM Executive Board will issue
the final registration of the CDM project. At
this point, the CERs of the project are also
certified and they can be effectively traded
in a CDM market. The host country approval
will arrive within 2-3 months, provided that
everything goes right from the first attempt.
However, the time taken for final registra-
tion by the CDM Executive Board varies
greatly due to the complex nature of the reg-
istration process,®

DOE is an independent auditor accredited by the COM Executive Buard {CDM EB) to validate project proposals or verify whether

implemented projects have achieved planned greenhouse gas emission reductions (www, UNFCCC.int, visited inline 52 May 2013),
** United Nations (2013), “Procedure: Clean Development Mechanism Project Cycle Procedure,” UNFCC, visited online on 30% April

2013.
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Figure 10.4
CDM Projects at Different Stages of the Project Lifecycle
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10.5 CDMs in Sri Lanka: Trends and
Patterns

10.5.1 CDM Projects in Sri Lanka:
Current Situation

Recent studies have suggested that Sri Lanka
has the potential to claim about 6.2 million
CERs. The Ministry of Environment and Re-
newable Energy and CCS have identified five
main areas where CDM projects could be
implanted: (1) energy sector (renewable en-
ergy and fuel quality improvements); (2) trans-
port (low emission methods, alternative fu-
els and fuel efficiency); (3) waste manage-
ment (methane recovery from landfill cap-
ping); (4) forestry (reforestation, REDD ini-
tiatives and bio-fuel plantations); (5) indus-
try (enhancing fuel efficiency and energy con-
servation)."

Sri Lanka has several CDM projects which
are at different stages of conceptualization
and implementation. The CDM projects in
Sri Lanka do not cover the whole range of
project areas which the Ministry of Environ-

ment and Renewable Energy and CCS is rec-
ommending. Rather, it is focused only on a
few areas such as hydropower, biomass gen-
eration, methane avoidance, energy effi-
ciency, and wind power. Figure 10.4 shows
the number of projects and the respective
stages they represent in the CDM project
lifecycle.

The majority of the CDM projects (20) are at
the stage of obtaining a PIN. There are 12
projects at the PDD stage, and nine projects
which are at the stage of validation. Only
seven projects are at the registered stage and
functioning, while two more are still at the
project idea stage. Out of the seven regis-
tered projects, five are mini-hydro projects,
and the others are biomass power generation
projects. These projects are classified under
the category of "small scale projects." The
amounts of reductions vary from 5000 MT
of CO2 to 45,000. The other parties involved
in these projects are mainly Japan, Switzer-
land, and the Netherlands.

' Rodrigo, C., (2013), "Sri Lankan Perspective of the Clean Development Mechanism: Approach Towards Climate Change Mitigation,”
Climatenet Blog, Institute of Policy Studies, Sri Lanka, www.ips. Ik, visited online 5th May 2013,
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Whilst all registered projects are on-going at
the moment, only the hydropower projects
have been able to establish negotiations with
CER buyers. Looking at the current approved
projects, the majority of them are hydro-
power. This trend can be seen in all the other
projects that are at other stages of the CDM
project cycle. The majority of the projects
that are at the stage of validation are hydro-
power, followed by biomass. The rest are on
wind power and methane utilization/ recov-
ery/avoidance. Furthermore, the majority of
the projects in the PDD and PIN stages are
also hydropower. Therefore, the trends in the
CDM projects in Sri Lanka shows bias for
hydropower and biomass energy generation.
Five out of the nine CDM projects that are at
the validation stage have started their opera-
tions, while the rest are at the planning stage.
However, none of the projects at the valida-
tion stage have yet established a potential
trading partner for CERs.

10.5.2 CER Trading for Sri Lankan
CDM

As explained earlier, only three out of seven
projects were able to establish agreements
with buyers for CERs. A similar situation can
be identified in the project validation stage,
where none have been able to identify a po-
tential buyer for CERs. Four out of seven reg-
istered projects have still not been able to
establish a trading partner for CERs started
in January 2008, January 2001, April 2005,
and September 2005. This shows that iden-
tifying a CER trading partner is an issue for
CDM projects at the moment, and could be
aggravated in the long run. The CERs that are
being traded from the CDM projects in Sri
Lanka at the moment is done through the
European Union's Emission Trading System
(EU-ETS). In their 2013-2020 agenda, EU-ETS

expects to further reduce their emissions by
21 per cent, which means that there will be
more opportunities for CERs generated
through CDM projects. However, among
other changes, the EU-ETS has announced that
these CERs should specifically come from
L.DCs. This could potentially have impacts
on the CDM industry in Sri Lanka.®

10.6 Issues of Concern and Way For-
ward for Sri Lanka

In deciding the way forward for Sri Lanka,
several important aspects need to be care-
fully evaluated. These aspects are not unique
to Sri Lanka, and are shared by many other
developing countries. However, these chal-
lenges need to be converted into opportuni-
ties if the CDM industry is to be successful
in Sri Lanka. Key areas where Sri Lanka needs
to focus on are: (1) overcoming market barri-
ers; (2) compliance with the sustainable de-
velopment criteria; (3) ensuring return on
investment with small CDM projects; (4) fi-
nancial and investment climate; and (5)
small projects and programmatic CDMs.?!

The CDM process involves high transaction
costs and market barriers. While the initial
cost is high in terms of project registration
and set up, the benefits span across a long
time period, and therefore, take a longer time
to be realized. Furthermore, there is a high
degree of uncertainty with regards to the ben-
efits. All CDMs must complement criteria
of sustainable development. These develop-
ment criteria would come from national de-
velopment agendas, as well as international
agendas such as the MGDs. For example,
the potential for a project to generate em-
ployment opportunities, eliminate gender
disparities and empower women in project
participation, increase youth employment

¥ Redrigo, C., (2013), "Are Developing Countries in a Crisis? Certified Emission Reductions (CERs) Trading with EU Emission Trading
System (EL-ETS)," The Island, 7th April 2013, www.island Ik, visited online 5th May 2013,

" United Nations (2003), "Implementation of the Clean Development Mechanism in Asia and the Pacific: Issues, Challenges and Oppor-

tunities," Economic and Social Commission for Asia and the Pacific.
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opportunities, etc., needs to be looked at in
addition to the CERs that the projects gener-
ate. During the CDM project life cycle, the
price of the CERs fluctuates heavily. On the
other hand, Sri Lanka has only a small num-
ber of CDM:s that generate a very low amount
of CERs. However, the establishment costs
are very high. Therefore, there is always a
question as to whether Sri Lankan CDM
projects can generate enough return on in-
vestment, that would motivate others to
come into the industry. This situation is ag-
gravated by the fact that developing coun-
tries are no longer a part of the EU-ETS.
Hence, Sri Lanka needs to look for other po-
tential markets, while hoping that countries
like China and India would develop their
own emission trading markets, to which Sri
Lanka would have better access.

Public-private partnerships are essential for
securing funds for CDM projects in Sri Lanka.
While FDI is essential to start up a CDM
project, Sri Lanka needs to develop a better
mechanism where financial institutions in
the country are comfortable with financing
CDMs. One of the major drawbacks is that
the financial institutions lack the instruments
to properly assess risks associated with
CDMs. Therefore, such capacities need to
be developed by transferring the necessary
technologies to assess CDM project risks, so
that financial institutions are motivated to
provide assistance to CDM initiatives in Sri
Lanka. Furthermore, implementation mo-
dalities such as bundling and Programme of
Activities (PoA) should be implemented that
could expedite the CDM project registration
process, as well as minimize associated
risks.?

Clean Development Mechanisms (CDMs)

Creating awareness among potential
implementers of CDMs in Sri Lanka is quite
important. Sri Lanka needs to develop a strat-
egy where all the CDM implementers are
linked together, and are given access to glo-
bal information. The DNA lacks the neces-
sary resources to fully undertake this role.
Therefore, regional and international entities
need to be connected with the DNA to sup-
port its information sharing activities. Sri
Lanka needs to increasingly look at the pos-
sibilities of linking with regional and inter-
national entities to create GHG inventories
at the national, sub-regional and regional
level, development of least cost abatement
measures, development of administrative and
legislative measures, ensure dissemination
and exchange of information, and finally
share regional and international level
consultancies on developing CDM projects
in Sri Lanka.

Now that Sri Lanka has an interim policy on
CDM, the policies need to be converted into
strategies. Therefore, Sri Lanka has to develop
a national CDM strategy that will include
considerations such as: (1) training and ca-
pacity building in private and public sector;
(2) preparation of a CDM project pipeline;
(3) producing a list of non-eligible activities;
(4) development of baselines for various sec-
tors, initially in the plantation, energy and
waste sectors; (5) develop a full programme
to promote and actively seek out CDM
projects; (6) provide information about project
and financial opportunities to in-country
project developers; and finally (7) facilitate
the provision of financial support for CDM
investors.

# Under Programme of Activities (PoA), a CDM initiative can be registered one fime and components (which are called component project
activities: CPAs) to that can be added anytime desirable without going through the whole CDM project registration process

(www, LINFCCC.int, visited inline 5th May 2013).
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11. Climate Resilient Urban Infrastructure

11.1 Introduction

As Sri Lanka invests large sums in infrastructure to
support its long term growth and development objec-
tives, the ability of the country's infrastructure stock
to withstand emerging climate-related events needs
to be mainstreamed into the planning process. With
the frequency and scale of natural disasters on the
rise, the impact of climate change effects on infra-
structure need greater attention today than ever be-
fore. Whilst the vulnerability of infrastructure to natu-
ral disasters such as floods and earthquakes has al-
ways been at the forefront of infrastructure designers
and builders, the increasing frequencies and intensi-
ties of climate change events such as rainfall, heat
waves, etc., have made it essential that the risks are
recognized when planning new infrastructure, as well ‘ Climate resilient
as in the renovation and reconstruction of existing
and damaged infrastructure. Infrastructure which is
built by incorporating adaptation measures to climate

infrastructure
is an essential

change impacts will minimize the damages in ex- Intervention
treme climate change events, minimizing both eco- to fight against

- - : :
nomic and social losses. climate change

; v impacts, and
In the construction and development of infrastruc- P ?

ture, existing climate conditions, as well as climate increasing
variations that could occur in the next few decades, urbanization ,
need to be carefully considered. For example, a sub-
stantial proportion of infrastructure built in the next
five years, will still be in use long after 2030.” There-
fore, to increase the resilience of both new and exist-
ing infrastructure, forward planning to mitigate the
impacts of climate change is essential. This is an
important aspect of the transition to a green economy.
The sustainability of infrastructure, and its ability to
withstand adverse climate change impacts such as
floods, is a guarantee of the safety of the people who
inhabit areas around such infrastructure.

Department of Sustainability and Environment (2006), “Climate Change and Infrastructure: Planning Ahead,” State of Victoria, Victorian
Climate Change Adaptation Programme.

2 Wilbanks, T. and S. Fernandez (201 1), “Climate Change and Infrastructure, Urban Systems and Vulnerabilities,” Technical Report for
the L5 Department of Energy In Support of the National Climate Assessment.
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New infrastructure can be climate resilient
by ensuring that it is located, designed, built,
and operated, with the current and future
climate change variations incorporated in to
the design and planning process.® Existing
infrastructure can be climate resilient by en-
suring that maintenance regimes incorporate
resilience to the impacts of climate change
over the lifetime of an asset, especially by
making the necessary adjustments to the
structure of the infrastructure. For example,
drainage canals constructed a few decades
back may no longer be able to withstand the
rainfall frequencies and intensities of today
and in the future. Therefore, these canals must
be cleaned and widened, and should be con-
nected to the larger storages to ensure that
floods and inundations will not occur.

The impact of climate change effects on in-
frastructure can be cumulative, and hence
have snowball effects on the whole infra-
structure set. A flood caused by the inca-
pacitated storm water canals will cause cit-
ies to be flooded, affecting telecommunica-
tion, power generation and distribution,
roads, transportation facilities, and domes-
tic water use. These ripple effects have the
capabilities to bring down cities and eco-
nomic centers of a country within hours.
Therefore, the design of storm water drain-
ages, roads, railways, and power lines, and
the management of the supply/demand bal-
ance through water infrastructure are criti-
cal. If today's extreme weather events be-

Climate Resilient Urban Infrastructure

come both more frequent and severe, so too
will the level of disruption that they cause.*

The economic and social costs associated
with infrastructure damage caused by climate
change impacts are high. Repair costs to meet
damaging effects of heavy rain falls, floods,
coastal flooding and inundation with sea
level rise can be very high.” The affected and
displaced people need immediate assistance
by way of food, housing, and health care,
which is again an additional cost. Hence,
the opportunity costs associated with dam-
ages to infrastructure from climate change
events are very high. The impacts of climate
change events on infrastructure are higher
among urban areas compared to rural areas,
given that infrastructure is heavily concen-
trated in urban centers of economic activ-
ity. Urban centers also have high popula-
tion densities. Here, studies have shown that
the urban poor are much more vulnerable to
impacts of climate change, than the rich. This
situation is aggravated by the high rate of
urbanization and income inequalities in ur-
ban areas of developing countries,” and can
hold back their economic development.®

11.2 Climate Resilient Infrastructure
in Developing Countries

Urban settlements are expanding rapidly in
the developing waorld, with rising rural-to-
urban migration.? Developing countries are
more vulnerable to the climate change im-
pacts on infrastructure, in view of the fact

1 Govemmentof UK (2011), “Climate Resilient Infrastructure: Preparing for a Changing Climate,” Department of Environment, Food and

Rural Affairs, UK.

4 Stewart, M., et. al. (2011), “Climate Change Impact and Risk of Concrete Infrastructure Deterioration,” Lngineering Structures, Vol 33,

No4, pp 1326-1337.

2 Neumann, )., (2009), “Adaptation to Climate Change: Revisiting Infrastructure Norms,” Issue Brief, Resources For the Future, Washington

D.C.

& Bosher, L., et. al. (2007}, *Builtin Resilience to Disasters: A Pre-Emptive Approach,” Department of Civil and Building Engineering,

Loughborough University, LIK.

OECD, (2008), “Competitive Cities and Climate Change,” 2 Annual Meeting of the OFCD Roundtable Strategy for Urban Development,

Milan, Italy.

8 Hasan A. et. al. {2005), “How to Meet the Millennium Development Goals (MGDs} in Urban Areas,” Fnvironment and Urbanization,

Vol 17, No 1, pp 3-19.

T Tomas, T, et. al. (2009}, "Urban Governance for Adaptation: Assessing Climate Change Resilience in Ten Asian Cities,” Institute of
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that urban cities in developing countries are
poorly planned, over populated, and have
higher concentrations of urban poor. There-
fore, without effective, locally driven adap-
tation, these countries will be called on to
bear high costs from potential threats. How-
ever, climate resilient infrastructure as an
adaptation measure would always have its
limits. No matter how resilient the infrastruc-
ture is, devastating climate change events can
take it down within a matter of hours. How
resilient the infrastructure is to such disas-
ters is determined by the capacities of gov-
ernments to implement and finance sound
infrastructure construction in collaboration
with international donors and the private sec-
tor. In this respect, developing countries are
at a disadvantage compared to developed
countries. Indeed, reductions in poverty, in-
cluding improvements in housing and living
conditions, and in provision for infrastruc-
ture and services, are central to adaptation.
Successful, well governed cities greatly re-
duce climate related risks for low-income
populations; unsuccessful, badly governed
cities do not, and may greatly increase such
risks.

Research has proved that the lives and liveli-
hoods of hundreds of millions of people in
developing countries will be affected by what
is done and not done in urban centers in
regard to climate change over the next 5-10
years. Approximately 6.4 billion people —
nearly 50 per cent of the world population —
live in urban centers today compared to less
than 15 per centin 1900.'° Many aspects of
urban change in recent decades are extraor-

dinary, including not only the world's level
of urbanization and the size of its urban popu-
lation, but also the number of countries be-
coming more urbanized, and the size and
number of very large cities. This is more evi-
dent among the developing countries in the
Asian, Latin American and African regions.
The populations of dozens of major cities in
these regions have grown more than ten-fold
in the last 50 years, and many have grown
more than twenty-fold." Not only the popu-
lation sizes, but also significant demographic
changes - rural to urban migration in search
of employment and education — are also ap-
parent in all developing nations over the last
50 years, influencing high urbanization.'?

While being vulnerable to impacts of cli-
mate change, urban areas are also the major
contributor to the emission of GHGs. Com-
mercial industries and heavy use of fossil fuel
based vehicles have contributed to urban ar-
eas becoming more polluted with GHGs. '
Urban areas of developing countries have
more than one-third of the world's total
papulation, a majority of its urban popula-
tion and most of the world's large cities. These
urban areas contain the bulk of economic
activities in these nations and most of the
new jobs created over the last few decades.
They are also likely to house most of the
world's growth in population, in the next
10-20 years. At the same time, they share a
high risk from extreme weather events and
sea level rise.' In most of the urban areas of
developing countries, high proportions of
urban dwellers still live in settlements sur-
rounded by infrastructure that is not ame-

" Graumann, John V. (1977), “Orders of Magnitude of the World's Urban and Rural Population in History,” United Nations Population

Bulletin 8, United Nations, New York.

" Satterthwaite D., et. al, (2007), “Adapting to Climate Change in Urban Area: The Possibilities and Constraints in Low- and Middle Income
Mations,” Human Settlement Discussion Paper Series, Intermational Institute for Environment and Development.

Montgomery, Mark R., el al. (2003), Cities Transformed; Demaographic Change and its Implications in the Developing World, The
National Academy Press (North America)/ Earthscan (Europe), Washington. D.C.

" Romero Lankao, Patricia (2007), “Are We Missing the Point! Particularities of Urbanization, Sustainability and Carbon Emissions in Latin
American Cities,” Environment and Urbanization, Vol. 19, No. 1, pages 157-175,

'* United Nations (2006], “World Urbanization Prospects: The 2005 Revision,” United Nations Population Division, United Nations,

New York.
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nable to withstand the impacts of climate
change. In most developing country cities,
close to 30-50 per cent of the population
live in illegal settlements — slums or shanty
houses — which are heavily vulnerable to cli-
mate change impacts. These illegal settle-
ments tend to be built close to inland water
bodies in urban areas, close to the ocean in
coastal urban areas, and often close to infra-
structure such as storm water drainage ca-
nals. These settlements, therefore, are in great
danger in extreme climate change events. '

Most of the developing countries are making
successful efforts to secure the lives of the
urban dwellers, especially the urban poor.
They are increasingly relying on climate re-
silient infrastructure such as storm water
drainage systems, roads, and railways, that
can withstand heavy rains and heat; inland
water bodies within urban areas to collect
rainfall water; buildings that can withstand
heavy rain storms and winds; infrastructure
to prevent soil erosion and sea level rise; and
reliable power and telecommunication dis-
tribution channels.’ However, it is often
the case that the urban poor are not seen as
critical parts of the city economy, but as
holding back the city's success.'”

However, such efforts by developing coun-
tries face financial constraints. Developing
countries faced with the necessity to fight
poverty and inequality among the urban poor,
do not always have sufficient funds to con-
struct climate resilient infrastructure. Further-
more, even with financing available, some
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developing countries face institutional and
technological constraints to adopt climate
resilient infrastructure. Therefore, most de-
veloping countries are in a dilemma, where
the impacts of climate change are fully un-
derstood, but actions against it are con-
strained by budgets, institutional capacities,
and other development priorities. '

11.3 Sri Lankan Context

11.3.1 Why Sri Lanka Needs to Look at
Climate Resilient Infrastructure

The urban setting in Sri Lanka is character-
ized by small urban settlements which are
concentrated along the coast. However, there
are urban areas emerging within the country
side, especially in the hill country. More than
one-fourth of the population lives within 1
km of the coastal line. The coastal line rep-
resent close to 5 per cent of the country's
land area." All urban areas of Sri Lanka are
small settlements, with 6 cities that consist
of a population of more than 100,000. There
are 34 intermediate and medium sized ur-
ban settlements, with a population ranging
from 20,000-100,000. Further, there are 94
small settlement towns with a population
less than 20,000.%°

According to the census data of 2001, Sri
Lanka has only a 15 per cent rate of urban-
ization which is relatively low compared to
other urban settlements of developing coun-
tries. However, it is important to note that
the demarcation of urban areas in Sri Lanka
is based on the administrative boundaries and

5 UN-Habitat (2003}, “The Challenge of Slums: Global Report on Human Settlements 2003," Earthscan, London.,

15 Satterthwaite D., et. al. (2007), “Adapting to Climate Change in Urban Area: The Possibilities and Constraints in Low and Middle Income
Nations,” Human Settlernent Discussion Paper Series, International Institute for Environment and Development.

America, Earthscan, London, UK.

Hardoy, Jorge E., et. al, (2001), Environmental Prablems in an Urbanizing World: Finding Solutions for Cities in Africa, Asia and Latin

' Hug, §., et. al. (2007) ‘Building Climate Change Resilience in Urban Areas and among Urban Populations in Low and Middle Income

Nations', draft paper prepared for Rockefeller Foundation.

12 Samarappulli, Nihal, and L.D. Dickman (2010}, “City Cluster Economic Development: Sri Lanka Case Study.” Asian Development Bank,

Manila.

* World Bank {2010}, “5ri Lanka: Reshaping Economic Geography ~ Connecting People to Prosperity,” World Bank, Washington, D.C.
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not on population densities.?" Studies sug-
gest that if the population densities are taken
into consideration, Sri Lanka would have an
urbanization rate that would range from 23-
43 per cent. Therefore, Sri Lanka has a rela-
tively high urbanization rate, and it is in-
creasing.”? The Colombo Municipal Region
(CMR) records the highest urbanization in
the country, characterized by high economic
density. The CMR accounts for 35 per cent
of the national population increase, with its
population rising rapidly to 5.8 million in
2012, from 3.9 million in 1981. The CRM
hosts close to 28 per cent of the country's
population, but covers only 6 per cent of the
land area,”

While all the urban areas of Sri Lanka are
equipped with infrastructure to a varying
degree, the CMR tended to benefit the most
in view of its economic importance. More
recently, however, efforts have been under-
way to extend infrastructure to all parts of
the country, with the development of high-
ways, harbours, and airports, in other parts
of the country. Therefore, when looking at
the importance of climate resilient infrastruc-
ture, the discussion can no longer be con-
fined to the CMR alone, but also to other
urban settlements, especially along the
coastal belt. However, the CMR is still the
most significant, since it is the economic
center of Sri Lanka, with the highest concen-
tration of urban poor, slums and shanty
houses, and solid waste production.

With the focus on climate change issues be-
ing relatively new in Sri Lanka — a climate
change policy being formulated only in 2012
— the infrastructure that was built several de-
cades back did not consider climate change
impacts. In recent years, urban cities have
been affected by the results of climate change,
especially heavy rain storms and floods. These
have caused many economic losses, includ-
ing shutting down transportation, power, and
telecommunication facilities, and disrupting
economic activities. There have also been
the social impacts by way of displaced fami-
lies and the spread of communicable dis-
eases. Besides losses incurred from disrup-
tion to economic activities, other expenses
incurred include spending on rehabilitation
and repairs, support to the displaced com-
munities, etc.?®

As climate change impacts such as heavy
rains and floods are set to occur at higher
frequencies, urban cities with high popula-
tion densities need to adapt to climate resil-
ient infrastructure. The latter will allow storm
water to be drained into the sea and other
water bodies, without causing floods and
inundations; coastal areas to be protected
from sea level rise; transportation facilities
and power and telecommunications to be
operated in extreme climate events.? It is
encouraging to see that there are many cli-
mate resilient infrastructure initiatives by the
GoSL, especially in the CMR. In addition,
initiatives in the other coastal urban areas

Sri Lanka is urbanizing rapidly, with at least 50 per cent of its projected 22 million population expected to be living in urban local

authorities by 2020. The estimated urban growth is 3 per cent annually, and the urbanization trends show a rapid transformation of rural

areas to urban.

#  Department of National Planning (2010), “5ri Lanka: The Emerging Wender of Asia: Mahinda Chintana Vision for the Future,” Ministry

of Finance and Planning, Colombe.

and Statistics, Colombo.

Department of Census and Statistics (2012), “Census of Population and Housing 2011 — Preliminary Report,” Department of Census

“ Ministry of Environment and Natural Resources (201 1), “Sector Vulnerability Profile: Urban Development, Human Settlements and
Economic Infrastructure,” Ministry of Environment and Natural Resources, Colombo.

“ World Bank {2010}, “Sri Lanka: Reshaping Economic Geography — Connecting People to Prosperity,” World Bank, Washington, D.C.
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are also being taken, with the assistance of
international organizations such as
UNHABITAT and UNDP.

11.4 Climate Resilient Infrastructure
Initiatives in Sri Lanka

The GoSL has taken some significant steps
to build climate resilient infrastructure. The
newly built infrastructure has already taken
climate change impacts into consideration,
as prescribed by the policy framework on
climate change. New road and highway sys-
tems, airports, harbours, and even multi-
storey building, have taken climate change
impacts into their design and planning pro-
cess. New highways and roads are constructed
with proper storm water drainage facilities,
and roads are capable of withstanding heavy
rainfalls and heat waves at the same time.
Airports and harbours are equipped with in-
formation regarding climate change events,
including weather changes and sea water level
rise.

At the same time, there are special projects
being carried out by the GoSL to rehabilitate
existing infrastructure to withstand climate
change events. These are concentrated on
rehabilitating water collection and drainage
capacities of urban areas, where the CMR is
being targeted as the primary location. The
Ministry of Defense and Urban Development,
with assistance from the World Bank, is un-
dertaking the Metro Colombo Urban Devel-
opment Project (MCUDP). This project has
two main objectives: (1) reduce flooding in
the catchment of the Colombo Water Basin,
and (2) support local authorities in the Co-
lombo Metropolitan Area to rehabilitate,
improve, and manage, local infrastructures
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and services to minimize the impacts of ad-
verse climate change impacts.?’

The concept of climate resilient infrastruc-
ture and cities has now extended beyond the
CMR, and there are new initiatives focusing
on other urban settlements as well. The "Di-
saster Resilient City Development Strategies
for Sri Lanka Cities" is such an initiative
implemented by UNHABITAT, in partner-
ship with the Urban Development Authority
(UDA), Ministry of Local Government and
Provincial Councils, and the Disaster Man-
agement Centre. The main objective of the
project is to establish cities that are resilient
to climate change impacts and can withstand
disaster situations. The project is being imple-
mented in four municipal council/local au-
thorities in Eastern and Sabaragamuwa Prov-
inces.

Another initiative that looks at improving the
urban settlement's capability to withstand
the impacts of climate change is the "Cli-
mate Resilient Action Plans for Coastal Ur-
ban Areas of Sri Lanka." This projects aims
to bring in a multi stakeholder approach to
promote climate resilient infrastructure, in-
volving many parties who are experts on de-
signing and implementing climate resilient
infrastructure, such as the Norwegian Insti-
tute of Water Research (NIVA). The project
aims to design and implement water resource
management practices that involves climate
resilient infrastructure that can withstand
heavy rainfalls. It will also implement a
multipurpose green belt, mangrove and
coastal bio-diversity restoration programme,
a GIS-based Rapid Response System, and
Knowledge Management Centre.?

¥ There are two main components to the activities involved. Under the first, activities such as improvements to main canals and lakes,
secondary canals, improvements and rehabilitation to storm water drainage, road improvements and other social and physical infrasiructure
will be done. Under the second compaonent, activities such as institutional strengthening for sustainable metropolitan and local infrastructure
and service provision, and implementation support will be done with the aim of mainstreaming climate change into the planning and

design of infrastructure at the local authority level.

*  Climate Resilient Action Plan for Coastal Urban Areas for Sri Lanka (CCSL), httpufwww climateresilience. lk/ visited on 5" Many 2013,
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It is clear that while building climate resil-
ient infrastructure, it is quite important to
remove and relocate the urban poor from
vulnerable environments, In this context, the
Ministry of Construction, Engineering Ser-
vices, Housing and Common Amenities of
Sri Lanka initiated a programme to build
20,000 new houses for low income families
in the CMR, that lived in areas vulnerable to
climate change impacts. These areas and in-
frastructure are being rehabilitated under the
MCUDP, and affected people are being of-
fered better housing, such as those under the
Colombo City Revival Project, where multi-
storied housing complexes are being con-
structed.

11.5 Challenges for Climate Resilient
Infrastructure in Sri Lanka

As mentioned before, developing countries
face three major constrains in engaging in
climate resilient infrastructure: budgets, de-
velopment priorities, and institutional and
technological know-how:. Sri Lanka as a de-
veloping country shares these same constrains
to a varying degree. There are some other
challenges as well that need to be addressed.

Sri Lanka finalized its policy on climate
change only in 2012. Therefore, sectoral poli-
cies are yet to include elements of climate
change in them, including the policy ap-
proach in infrastructure development. How-
ever, without waiting for a comprehensive
climate resilient infrastructure policy, strate-
gies and plans of infrastructure have already
taken up the recommendations suggested by
the climate change policy, which is a posi-
tive aspect. Nonetheless, a climate resilient
infrastructure policy will help to mainstream
climate change aspects into infrastructure in
a consistent fashion, helping to identify rel-
evant entities responsible for necessary ac-
tion.

»

Evaluations Association, $ri Lanka.
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Public perception is very crucial in imple-
menting action against climate change.
People's perceptions of climate change im-
pacts and the importance of climate resil-
ient infrastructure will encourage active par-
ticipation in actions related to climate
change. For example, climate resilient infra-
structure building might involve relocating
people to some other place temporarily or
permanently. In such instances, governments
have to acquire lands. This becomes diffi-
cult unless people are willing to participate
in relocation and land acquisition activities,
and that will be driven by the people's per-
ception.?? The public has to look at these in
terms of social welfare, and not in terms of
private gains and losses. Therefore, raising
public interest and awareness on climate re-
silient infrastructure and ensuring active pub-
lic participation is a challenge for Sri Lanka.

Efforts of climate resilient infrastructure in-
volve many organizations and they need to
act in a coordinated manner. Urban infra-
structure involves many government organi-
zations: Road Development Authority, Ur-
ban Development Authority, Water Supply
and Drainage Board, Central Environment
Authority, Ministry of Power and Energy, and
Ministry of Construction, Engineering Ser-
vices, Housing and Common Amenities, etc.
Climate resilient infrastructure plans need to
be developed in consultations with all these
organizations. In that way, the infrastructure
will be built in such a way that it attempts
to satisfy the criteria of relevant stakehold-
ers, and does not have to be stopped or de-
molished half way. However, ensuring such
a coordinated approach is clearly a challenge
for Sri Lanka.

Sri Lanka is in rapid development mode. In-
frastructure is being built all over the coun-
try. However, climate resilient infrastructure

Rodrigo, C., (2013), “Evaluating Public Interest on Climate Resilient Infrastructure,” 4% Intermational Conference on Evaluation, Sri Lanka



demands technology as well as expertise.
Finding these technologies and expertise
within the country is a challenge. At the same
time, these efforts require larger chunks of
budgets, higher than conventional infrastruc-
ture spending would require. This is mainly
due to the technology and expertise that this
infrastructure demands. Therefore, without
further financial allocations, funding budgets
for climate resilient infrastructure will be a
challenge for Sri Lanka.

11.6 Way Forward for Sri Lanka

Effective, reliable infrastructure underpins
sustainable economic activity. Recent im-
pacts from flooding and severe weather events
emphasize the risks that national infrastruc-
ture could face, and the significant economic
damage such events bring. If today's extreme
weather events become both more frequent
and extreme, so too will the level of disrup-
tion that they cause, unless appropriate ad-
aptation action is taken. To reduce the risks
faced from climate change, planned but flex-
ible adaptation responses are required. It is
not about eliminating all risks from climate
change or extreme weather; it is about mak-
ing the necessary interventions to the devel-
opment plans and practices to make sure that
what is being built will withstand the ad-
verse effects of any future event.

While Sri Lanka has not yet published a sepa-
rate policy on climate resilient infrastructure,
elements of it are appearing in national dis-
cussions and in development initiatives, with
respect to urban areas. Most importantly, the
government's vision document, the "Mahinda
Chinthana - Vision for the Future", has also
put a considerable emphasis on the impor-
tance of building cities that are sustainable,
and are able to withstand the effects of cli-
mate change. Therefore, as a starting point,
it is quite essential that climate change is
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mainstreamed into infrastructure develop-
ment policy.

Currently, the "National Climate Change
Policy of Sri Lanka" has placed emphasis on
climate resilient infrastructure and has men-
tioned that integrated adaptive measures
should be taken in designing, developing and
maintaining infrastructure in Sri Lanka, re-
gardless of being urban or rural.’*® However,
these policies have to be incorporated into
strategies of government institutions that are
responsible for building infrastructure in ur-
ban as well as rural areas. Furthermore, these
institutions have to act in a coordinated
manner, developing the infrastructure plans
together. Increasing public awareness on the
importance of climate resilient infrastructure,
and ensuring their participation in develop-
ment efforts, is also a must. Infrastructure
development can pose temporary distur-
bances such as relocation, and in such in-
stances the public must put social welfare
ahead of private gains and losses.

As mentioned before, the Ministry of De-
fense and Urban Development has already
taken steps to incorporate climate resilient
infrastructure into their development strate-
gies and plans. At the same time, the Min-
istry of Construction, Engineering services,
Housing and Common Amenities also has
taken several very important steps in
mainstreaming climate change and disaster
management into their plans and strategies.
Government institutions taking the problems
in hand and addressing them is a positive
development. Organizations such as
UNHABITAT and other NGO/INGOs par-
ticipating actively in building climate resil-
ient infrastructures in urban areas, would add
more confidence to the efforts of the govern-
ment.

 Ministry of Environment (2012), “The National Climate Change Policy of Sri Lanka,” Ministry of Environment, Colombea.
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12. Changing Food Demand and Consumption Patterns

12.1 Introduction

Sri Lanka's food demand and consumption patterns
may change in the near future as the country attempts
to achieve higher GDP growth and graduate from its
current lower middle income status to upper middle
income category in the near future. International evi-
dence suggests that the main determinants of the
change in food consumption patterns are income
growth, population growth and urbanization.' These
three factors have led to significant shifts in food de-
mand and consumption patterns in developed and
developing countries around the world. Furthermore,
improvements in transportation, changes in life style,
and consumer preferences, will also affect dietary
needs of people. On the food supply side, the main
factors affecting the availability of food are the closer
integration of global economies, which impacts the
links between local production sources, liberaliza-
tion of FDI, and the role of multinational corpora-
tions.?

Population and per capita income have been increas-
ing in Sri Lanka for the last five decades. As a result of
these two factors, the demand for major food catego-
ries has been constantly rising in Sri Lanka. Further-
more, changes in the demographic structure, increased
urbanization along with the 'demonstration effect'
from developed countries have led to increased con-
sumption of several food items which are largely im-
ported at present in Sri Lanka.?

4

There is a need
to prioritize
production,

processing and

distribution of foods
in the policy
agenda in order
to meet the future
Jfood demand

9

' Delisle, H., (1990), “Pattems of Urban Food Consumption in Developing Countries: Perspective from the 1980s", Food and Agriculture

Organization, Rome; Huang, ). and H. Bouis (1996), “Structural Changes in the Demand for Food in Asia”, International Food Policy
Research Institute, Washington, D.C.; Regmi, A. and |. Dyck (2001), “Effects of Urbanization on Global food Demand” in Changing
Structure of Global Food Consumption and Trade, US Department of Agriculture.

4 Pingali, P., (2004), 'Westemization of Asian Diets and the Transformation of Food Systems: Implications for Research and Palicy’, EAS

working paper, No.04-17, Food and Agriculture Organization, Rome,

' Samaratunga, P., (2009), ‘Multiple Facets of Food (in)Security in 5ri Lanka®, available at : www.ips.Ik/.. /201 1/../multiple

facets_of food security_in_sri_Ilanka,pdf
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In Sri Lanka, urbanization levels as of 2011
were estimated at 15.1 per cent, while the
proportion of the total population living in
rural areas is estimated at 84.9 per cent.
However, there is no evidence that urban-
ization levels have increased rapidly in the
recent past. Thus, this Policy Brief will mainly
focus on per capita income growth and its
impact on food demand and supply patterns
in Sri Lanka.

There is an indication that there could be
substantial impacts on food consumption
patterns as Sri Lanka makes a transition from
a low middle-income country to an upper
middle-income country, with a growing
middle class. These changes in food con-
sumption patterns are expected to place sig-
nificant pressure on the demand for certain
food items, which may have major implica-
tions for policymakers entrusted with design-
ing sustainable development programmes that
tackle food insecurity. In addition, it is nec-
essary to focus on efforts to increase produc-
tion, processing, marketing, distribution, etc.,
of such foods in the future. This Policy Brief
will make an initial exploration of these is-
sues and resultant policy implications for Sri
Lanka, as it attempts to bring about rapid
changes in the country's income patterns
through accelerated development initiatives.
In addition, it will discuss several strategies
that Sri Lanka could adopt to tackle future
challenges which may arise due to changes
in food demand and consumption.

12.2 Factors Driving Changing Food
Demand and Consumption Patterns

A rise in per capita income is a key factor in
driving demand for food. In India, for in-
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stance, it has been found that a rise in the
per capita income of both urban and rural
household has led to changes in food con-
sumption patterns. Looking at changes in
food consumption patterns and expenditure
elasticities of food demand, the study finds
that an increase in the level of income has
led to improved access to food items, ac-
companied by an increase in the relative con-
sumption of livestock products, vegetables,
and fruits and nuts, while relative consump-
tion of cereals has not increased. Furthermore,
given the rising demand for non-cereal based
food and processed foods, the study suggests
that there is a need to prioritize the produc-
tion, processing, and distribution of such
foods in the future.

Rising living standards in the urban sector
have led to increased demand for such foods
as fragrant rice, high quality wheat for breads,
etc. Furthermore, a higher urban population
share could reduce the demand for food
grains, and increase the demand for meats
and fish.® More generally, market develop-
ments, changing lifestyle and occupations are
often found to contribute to food consump-
tion pattern changes.®

Pingali (2004) has examined the implications
of changing food consumption patterns and
has identified several key areas of impact,
including changes in trade patterns, and
changes in the vertical integration of the food
supply chain.” The author points out that as
a result of rapid economic growth and in-
creasing globalization, developing countries
in many cases have transformed from being
net exporters, to net importers of food com-
modities. In particular, a convergence to-

4 Sharma, V.K., (2011), “An Economic Analysis of Food Consumption Pattem in India®, International Research Journal, Vol. 2, Na. 24.
5 Hsu, H. et al., (2001}, “How Will Rising Income Affect the Structure of Food Demand?” in China’s Food and Agriculture: Issues for

the 21 Century, Economic Research Service, Washington D.C.

*  Huang, J. and H. Bouis (1996}, “Structural Changes in the Demand for Food in Asia”, International Food Policy Research Institute,

Washington, D.C.

7 Pingali, P. (2004), "Westemization of Asian Diets and the Transformation of Food Systems: Implications for Research and Policy”, EAS

Working Paper No.04-17.
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wards Western diets has led to an expected
increase in demand for temperate zone com-
modities, including wheat, potatoes, and
temperate fruit and vegetables. Furthermore,
changes in local tastes and preferences aris-
ing from increased globalization have led to
a closer integration of the food supply chain
to farm producers. For example, in Thailand
and India, retailers have established super-
markets to cater to the growing demand for
fruits and vegetables, and small farmers have
been integrated directly into fresh food sup-
ply networks as a result.?

A study by the FAO (2012) confirms these
findings, drawing on surveys conducted in
47 developing countries between the peri-
ods 1990-92 and 2007-09.° The results from
these surveys reveal that diets among higher
income groups within regions are more di-
versified, and that as income increases, the

contribution of cereals, roots, and tubers to
dietary energy supply decreases, while that
of sugars, animal-source foods, fruits, and
vegetables increases.

These changes in food consumption patterns
are expected to place significant pressure on
the demand for certain food items, particu-
larly animal-derived products, including
meat, eggs, and dairy items. The following
section will examine the food demand and
consumption patterns in Sri Lanka.

12.3 Food Demand and Consumption
Patterns in Sri Lanka

According to Figure 12.1, both population
and per capita income have been increasing
in Sri Lanka over the past two decades. As
explained earlier, these two factors are ex-
pected to increase food demand in the coun-

try.

Figure 12.1
Per Capita Income and Population Growth
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Source: IPS, Sri Lanka: State of the Economy 2012,

¢ Ibid,

*  FAO (2012), "Economic Growth, Hunger and Malnutrition: Income Growth and Changes in Food Consumption", Food and Agricultural
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As suggested earlier, increases in household
income have a strong bearing on shifting food
consumption patterns. The DCS defines
household income in Sri Lanka as the total
income received by all members of a house-
hold, either in cash or in-kind. The sources
of such income include wages and salaries,
income from agricultural activities, and oth-
ers. The HIES data on mean household in-
come in various sectors of the economy are
shown in Figure 12.2,

A comparison of the distribution of mean
household incomes across sectors makes it
clear that income has increased in all house-
hold sectors. As shown in Figure 12.2, mean
monthly income on average across Sri Lanka
has increased from Rs. 881 in 1981 to Rs.
36,451 in 2010, A breakdown of household
income across sectors reveal that all three
sectors, including urban, rural, and estate
sectors, experienced increases in income
during the period in question.

Changing Food Demand and Consumption Patterns

The DCS HIES data reveal some important
features of food expenditure patterns in Sri
Lanka. The relative share of food expendi-
ture has declined over time, attributed to ris-
ing income, changing consumer preferences,
relative price variations, supply condition
variability, and changes in demographic con-
ditions. In terms of expenditure patterns, Sri
Lanka's food ratio — i.e., a measure of the
expenditure on food and drink to total ex-
penditure — has reduced over time (Table
12.1). This means households have tended
to spend less than proportionately on food
and drink, relative to expenditure on non-
food items.’® The reduction in the food ra-
tio suggests that households spent more on
non-food items such as housing, education,
transport, electricity, health, etc. These trends
are to be expected as countries see gradual
increases in their levels of household income.

Figure 12.2
Mean Household Income in Sri Lanka by Sector, 1981 - 2010
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Note:  Mean household income taken as monthly average at current prices.

Source: DCS, HIES, various years.

' Expenditure on liquor and tobacco are not counted as a part of food and drink expenditure although it is counted in total expenditure.
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Table 12.1
Proportion of Household Expenditure on Food

1980/81 1985/86 1990/91 1995/96 2002 2006/07 2009/10

Year

Mean HH expenditure 1232 2079
per month

Food ratio (%) 65.0 57.6

3905

64.6

6525 13147 22952 31331

54.4 44.5 37.6 42.3

Source: DCS, HIES, various years.

Table 12.2 shows the changing pattern of
expenditure on basic food items as a per-
centage of total expenditure, and guantity
consumption of those food items from 1980
to 2010. During this period, the proportion
of household expenditure spent on staple
food items, including rice, decreased from
20.5 per cent to 7.3 per cent. Furthermore,
the proportion of household expenditure
spent on more expensive, non-staple foods,
including meat, fish, and milk products, in-
creased from 1.1 per cent to 1.7 per cent,
3.3 per centto 3.7 per cent, and 2.2 per cent
to 3.3 per cent, respectively. These changing
food expenditure patterns indicate that a
gradual increase in demand for animal-de-
rived products has accompanied the increase
in mean household income.

For a systematic analysis of changing food
demand patterns, it is also important to
evaluate the changes in food consumption
in Sri Lanka, as addressed in the following
section.

12.3.1 Food Consumption Patterns

The data also reveal noteworthy changes in
the food consumption patterns in Sri Lanka.
As evident from Table 12.2, the quantity in-
take of rice (the staple food in Sri Lanka) is
reducing. In 1980/81, household consump-
tion of rice was nearly 46.7 kg, but this had
reduced to 36.3 kg by 2009/10. On the other
hand, the consumption of meat, fish and eggs
has increased in terms of quantity. This shows
that the quantity of carbohydrate intake (in-
cluding rice, wheat flour and bread) is re-

Table 12.2

Average Monthly Household Expenditure and Consumption of Major Food
Items

Monthly HH Expenditure
(as a % of total expenditure)

Monthly HH Quantity
Consumed (kgs.)

Selected food items 1980/81 1990/91 2009/10  1980/81 1990/91 2009/10
Rice 20.45  15.62 7.33 46.7 443 36.3
Wheat flour 154 090  0.60 36 16 2.7
Bread 3.00 2.74 1.36 7.8 9.9 5.1
Pulses 1.54 294  1.75 1.4 2.6 2.8
Meat 1.14 2.05 1.65 0.8 1.2 1.4
Fish 3.25 3.51 3.71 %5 2.4 3.8
Dried fish 227 2.59 1.57 1.4 1.3 3
Milk & milk products 2.19 3.12 3.31 2.7 1.4 1.9
Eggs 067  0.43 7.0 11.0 100

0.49

Source: DCS, HIES, various vears.
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Table 12.3

Average Monthly Household Consumption of Selected Food Items by Sector,

2002-2010 (kg.)
Year 2002/03 © 2006/07 2009/10
Sector Urban Rural Estate Urban Rural Estate Urban Rural Estate
Rice 28.2 36.7 42.5 28 37.8 40.8 275 374 408
Wheat flour 23 22 235 37 1.5 174 3.0 1.9  15.4
Bread 149 95 5.1 10.2 5.7 3.7 8.1 47 27
Meat 35 1.0 07 1.7 0.9 0.9 1.5 0.8 0.9
Fish 46 29 05 1.1 0.7 0.2 0.9 0.6 0.3
Milk 03 03 1.1 2.0 1.4 1.8 1.8 1.1

1.3

Source: DCS, HIES, various years.

ducing, while protein intake has increased
slightly through the consumption of fish,
meat, and eggs,

Data on food consumption patterns across
sectors reveal unique characteristics specific
to the urban sector, as shown in Table 12.3.
The average monthly household consump-
tion patterns show that the urban sector con-
sumes a smaller quantity of staple foods,
such as rice, and a larger quantity of non-
staple foods, such as meat, fish, and milk,
compared to rural and estate sectors. For ex-
ample, in 2009/10, the urban sector con-
sumed 26 per cent less rice than the rural
sector and 33 per cent less rice than the es-

tate sector, on average. On the other hand,
the urban sector consumed 88 per cent more
meat than the rural sector and 67 per cent
more meat than the estate sector, on aver-
age. These figures suggest that there will be
a greater demand for non-staple food items,
especially from the urban sector.

Furthermore, a comparison of food consump-
tion patterns across household expenditure
deciles reveals a similar picture, Table 12.4
presents data relating to the quantities of daily
per capita consumption of major food com-
madities in each household expenditure
decile. Here too, households with the high-
est levels of income consume the least amount

Table 12.4

Daily Per Capita Consumption of Major Food Commaodities by Household

Expenditure Deciles (kg.)

HH Decile Cereals  Roots and Tubers  Pulses Meat Fish
1 302.1 16.7 18.1 2.0 15.4
2 325.8 19.6 20.7 3.7 22.8
3 334.0 21.0 22.6 5.6 28.0
B 327.8 21.7 243 7.0 34.2
5 328.7 22.0 24.0 8.8 36.0
6 320.8 23.1 24.5 11.6 40.1
7 324.4 25.0 26.9 13.9 446
8 316.7 25.6 27.2 15.9 48.4
9 315.4 207 30.5 18.6 51.1

10 299.4 28.5 32.9 26.2 59.3

Source: DCS, ‘Food Balance Sheets’, various years.
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Table 12.5

Calorie and Protein Consumption by Household Income Deciles

HH Decile Group

Mean Income

Consumption of Calories

Consumption of

~ (Rs)) (Kcal) ~ Protein (g)
1 1231 1,615 36.4
2 1,987 1,867 43.0
3 2,554 1,985 46.6
-4 3,095 2,006 49.3
5 3,699 2,108 51.1
6 4,460 2,180 53.0
7 5,399 2,242 56.5
8 6,792 2,304 58.4
9 9,346 2,379 62.0
10 26,068 2,497_ 60.5

Source: DCS, ‘Food Balance Sheets’, various years.

of cereal, and the highest amounts of meat
and fish. Consumption of animal protein is
lower in low household expenditure deciles,
due to the high cost of such proteins.

As shown in Table 12. 5, the consumption
of both calories and proteins increases from
lower to higher income deciles. An impor-
tant observation to be made is that protein

Figure

consumption grows more than the calorie
consumption, with increasing income. This
indicates an increasing demand for high pro-
tein food products (fish, meat, milk prod-
ucts, etc.) when income increases.

12.3.2 Change in Quality of Foods

The quality and variety of food items also
matter as incomes rise. In the case of Sri

12.3

Average Monthly Household Consumption of Rice Varieties by Household
Expenditure Deciles — 2009/10
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Source: DCS, HIES, various years.
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Lanka's staple food item, this has led to the
emergence of different quality rice in the
market — for example, 'kekulu', 'samba’, and
'nadu’. Samba rice is considered to be the
highest quality rice among all the varieties.
Rice consumption patterns in different in-
come deciles illustrate that the high expen-
diture decile groups consume more of samba
rice than other varieties (Figure 12.3). This
clearly indicates that when incomes increase,
the demand for quality food is also likely to
rise, as suggested in other countries.

12.4 Conclusions and Policy Recom-
mendations

In light of the above observations, it is clear
that increases in income and population
growth are expected to bring several changes
in food consumption patterns in the near
future. As such, there is a need to prioritize
the production, processing, and distribution
of foods in the policy agenda in order to re-
flect these changes. Furthermore, it is ex-
pected that there will be additional pressure
on the supply of certain food items, particu-
larly non-staple foods, as household income
increases. It is also expected that there will
be a shift in demand from cereals to animal-
derived food, particularly for meat, fish, and
milk, in the near future.

Is Sri Lanka ready to welcome these new
changes in food demand? Presently, Sri Lanka
is almost self-sufficient in its staple food
(rice), producing approximately 97 per cent
of the requirement. However, the country is
dependent on imports for 100 per cent of its
wheat requirements, 85 per cent of milk, 93
per cent of sugar, and 70 per cent of cereal."
Thus, the expected additional food demand
may not be met with the current local pro-
duction capacity alone. At least in the short

Changing Food Demand and Consumption Patterns

run, the country may need to rely on im-
ports, despite their high costs, to meet this
new demand until domestic supply is accel-
erated. A well-planned strategy to meet this
new demand is necessary, and engaging the
private sector to increase local production
on a large scale is highly recommended.

Furthermore, there is a need for a shift in the
agenda for research and policy to reflect the
potential changes in food consumption pat-
terns in Sri Lanka. To help cope with the
expected increase in demand for more non-
staple foods, including fruits and vegetables,
research into the possible generation of new
technologies to improve productivity must
be conducted. Both crop-specific research —
including possible increases in yield poten-
tial, and better tolerance to pests — and sys-
tem-level research - including better land
management and tillage practices — need to
be examined more closely. Such inputs will
provide farmers the flexibility required to
enable more diversified crop-selection and
free movement between crops, as well as the
increased productivity needed to cope with
a growing demand for non-staple food prod-
ucts.

Current programmes in Sri Lanka are limited
with regard to the extent to which they ad-
dress shifting food consumption patterns.
Programmes like Divi Neguma do in fact tar-
get livestock production, but it is more fo-
cused on increasing livestock production
among household units to enable self-suffi-
ciency among them, rather than targeting the
private sector in order to increase produc-
tion on a large scale.’ Furthermore, the fer-
tilizer subsidy programme, which provides
subsidies to rural farmers for increasing their

"' IPS(2010), “Challenges for the Food Crop Production Sector: A Post-conflict Perspective” in Sri Lanka: State of the Economy 2010,

Institute of Policy Studies of Sri Lanka, Colombo.

'* See"Divi Neguma Programme: A Means of Ensuring Employment?” in this report.
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crop yields, aims to encourage farmers to
switch from traditional rice varieties to high-
yielding varieties which are more responsive
to chemical fertilizers.'* However, once
again, this programme focuses more on pro-
moting self-sufficiency among farmers rather
than increasing production on a large scale.
Given this lack of policy aimed at increasing
production on a large scale, particularly for
non-staple foods, it is important that
policymakers design a set of programmes that
encourage the participation particularly of the
private sector, to cope with the expected rise
in non-staple foods. If local farmers are un-
able to cope with this increasing and chang-
ing food demand, there will be a growing
reliance on more expensive, imported foods,
and a dependence on the world market.

Moreover, supermarkets also play an active
role in accelerating and broadening the scope
for diet diversification, while at the same
time, consumers are expected to increase their
demand for high quality and hygienically
prepared foods. Thus, it is important to
strengthen food safety standards and regula-
tions. Supermarkets are in the ideal position
to deal with changes in the urban food mar-
ket, due to their increasingly close integra-
tion in the food supply chain with farm pro-
ducers. Vertically integrated food supply
chains that link suppliers of inputs, produc-
ers, processors, distributors, and retailers,
become essential for meeting changing de-
mand and consumption requirements. There-
fore, the importance of linking backward and
forward linkages in the food supply chain
will also be essential in meeting future food
demand requirements.

'3 Weerahewa, |., el al., (2010}, “The Fertilizer Subsidy Programme in Sri Lanka”, Cornell University.
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13. The Emerging Health Challenge of Non-Communicable Diseases

13.1 Background

The transformation of a country's development sta-
tus, together with a demographic transition on the
one hand, and an epidemiological transition on the
other, brings significant health challenges to an
economy. Owing to the rapid decline of fertility and
an increase in life expectancy, Sri Lanka is seeing an
increase in the proportion of people in the age group
of 60 years and above.” For instance, the total fertil-
ity rate (TFR)? in 1990 was 2.5, and declined gradu-
ally to 2.3in 2010.* Life expectancy at birth for both
sexes was 74 years in 1990, and increased to 77 years
in 2009.° As a result, the population in median age
is declining while the population aged 60 years and
above is increasing. The percentage of population 60
years and above stood at 12.2 per cent in 2012,° and
is expected to double to 24.4 per cent by 2040.7 Sri
Lanka's population is ageing faster than in many other
developing countries. For instance, the increase in
the 60 years and above age group in Sri Lanka was 12
per centin 2010, while this figure stood at 8 per cent
on average for the Asian region.?

This epidemiological transition has brought about
drastic changes in Sri Lanka's disease patterns over
the past half century. In the past, the predominant
morbidities in the country were infectious diseases,
and maternal and child health. However, Sri Lanka
has successfully overcome these health issues, largely
as a result of the provision of free universal public
health services through a network of government health

‘ Policies and actions
fo mitigate the
burden due to
NCDs within

the health sector
are vital, particularly
the implementation
of an inter-sectoral
action plan
on health

' Engelgau, M. et. al., (2010), “Prevention and Contral of Selected Chronic NCDs in Sri Lanka: Policy Options and Action,” World Bank,

Washington, D.C.

* Tofal fertility rate represents the number of children that would be horn to a woman if she were to live to the end of her childbearing years,

and bear children in accordance with current age-specific fertility rates.

* WHO (2009), “World Health Statistics 2009,” World Health Organization, Geneva.
* WHO (2012), *World Health Statistics 2012," World Health Organization, Geneva.

ibid.

®  DCS, "Population and Housing Data 2012 (Provisional): Population by Sex and Age.”
7 Engelgau, M. et. al., (2010), “Prevention and Control of Selected Chronic NCDs in Sri Lanka: Policy Options and Action,” World Ban k,

Washington, D.C.
 Ibid.
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institutions. At present, chronic NCDs have
become the leading causes of mortality,
morbidity, and disability,” accounting for
almost 90 per cent of Sri Lanka's disease
burden.'®

13.2 Chronic NCDs and Risk Factors

As defined by the WHO, NCDs include car-
diovascular disease (CVD), diabetes, cancer,
asthma/Chronic Obstructive Pulmonary Dis-
ease (COPD), injuries, and mental health.
Indeed, NCDs have become the leading
causes of death globally. In 2008, of a total
57 million global deaths, almost two-thirds
were due to NCDs."" The rapid increase in
NCDs has occurred due to universal factors
such as fast ageing populations, unplanned
urbanization, globalization, and unhealthy
lifestyles. In addition to the above factors, a
set of country-oriented causes such as expo-
sure to under-nutrition early in life, and im-
provement of economic status, have also
influenced changes in a country's morbidity
pattern from communicable diseases to
NCDs.

Improvement to a country's economic sta-
tus — i.e., per capita income growth that ac-
companies a transformation from a lower
middle-income to an upper middle income
country — can bring about significant life
style changes. People may have less leisure
time due to priorities given to their economic
activities, and as a result could pay less at-
tention to their physical and mental health.
In order to cut down on time consuming ac-
tivities, it can lead to greater consumption
of fast foods that contain harmful fat and
sugar, using vehicles for transport rather than
walking, engaging in sedentary types of en-
tertainment (such as television, video games,

Diseases,” Ministry of Health, Colombo.

Washington, D.C.

etc.), and using electric appliances for house-
hold chores. These lifestyles changes can lead
to the increase of the risk factors of NCDs
among all age groups.

NCDs by definition are very broad. How-
ever, four types of major chronic diseases —
CVD, diabetes, asthma/COPD, and cancer
— are identified as major leading causes of
sickness and death nationally, and globally.'?
In addition, other chronic diseases such as
chronic kidney disease, thalassaemia, and
liver disease, have also become substantial
contributors to the disease burden.

As major causes, four modifiable
(behavioural) risk factors — unhealthy diet,
tobacco use, lack of exercise, and harmful
alcohol use — are identified for NCD mor-
bidity and mortality.”™ In turn, these
behavioural risk factors affect the rise of an-
other set of risk factors: metabolic risk fac-
tors such as overweight/obesity, raised blood
pressure, raised blood sugar, and raised blood
cholesterol (hyper-lipidaemia). In addition,
other risk factors such as infections, stress,
and air pollution, are also contributors to the
increase in NCDs. Importantly, socio-eco-
nomic determinants — poverty, urbanization,
illiteracy, globalization, and population age-
ing — are the foremost elements influencing
the types of risk factors mentioned above. A
report by WHO/SEARO (2011) argues that
NCDs and their drivers are similar to an ice-
berg; the large and unseen portion represents
the drivers of NCDs, while the small, vis-
ible part that is above water represents the
different chronic diseases. Accordingly, these
risk factors are known as shared factors
among all the NCDs mentioned above (Fig-
ure 13.1).

Ministry of Health (2010), “The National Policy and Strategic Framework for Prevention and Control of Chronic Non-Communicable

Engelgau, M. et al. (2010}, “Prevention and Contral of Selected Chronic NCDs in Sri Lanka: Policy Options and Action,” World Bank,

' WHO (2011), “Global Status Report on Non-Communicable Diseases 2010,” WHO, Geneva.
2 WHQO/SEARO (2011), “Norn-Communicable Diseases in the Southeast Asia Region: Situation and Response,” WHO, Geneva.

3 Ibid.
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Figure 13.1
Chronic NCDs and their Risk Factors

o
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Source: WHO/SEARQ (2011), “Non-Communicable Diseases in the Southeast Asia Region: Situation
and Response,” WHO, Geneva,
13.3 NCD Morbidity and Mortality (15 per cent) is represented by other diseases
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Figure 13.2
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Source:  Ministry of Health (2008), Annual Health Bulletin.

*  Disease burden refers to the proportion of forgone Disability Adjusted Life Years (DALYs) — this method measures the number of years
lost to disability and premature mortality.

* Engelgau, M. etal. (2010), “Prevention and Control of Selected Chronic NCDs in Sri Lanka: Policy Options and Action,” Waorld Bank,
Washingten, D.C.
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Figure 13.3
Percentage of Total Mortality by Cause, 2008
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pletely transformed from communicable dis-
eases to NCDs over the years. For instance,
indoor morbidities due to cancers in 1990
was at 142.1 cases per 100,000 population,
and almost doubled to 329 cases per 100,000
population in 2007. Moreover, Figure 13.2
provides further evidence that the numbers
hospitalized due to infectious diseases de-
clined drastically, while hospitalization due
to other chronic diseases has seen a steady
increase.

Of all deaths in Sri Lanka, 65 per cent are
due to NCDs.'® The rest comprise of 26 per
cent due to injuries, and 9 per cent due to
communicable diseases, maternal, perinatal,
and nutrition conditions. The breakdown of
all NCD deaths by cause is shown in Figure
13:3:

Compared to developed countries, Sri Lanka's
age standardized mortality rates for all NCDs

5 WHO (2011}, "NCD Country Profiles” (hitpfwww

int/nmh/countries/lka _en

WHO (2011), “NCD Country Profiles,” http://www.who.int/nmh/countries /
lka_en.pdf, accessed on 10th April 2013,

are higher by 20-50 per cent.'” Further, Sri
Lanka's NCD prevalence is substantial when
compared to countries in the South, and East
Asian region. Sri Lanka is placed third in the
ranking in terms of NCD mortality, while
the first and second highest rates are to be
found in the Maldives (79 per cent), and
Thailand (71 per cent), respectively.'® When
considering the mortality trends in selected
NCDs and infectious diseases, a drastic hike
in NCD mortality is evident, while mortal-
ity due to infectious diseases has gradually
decreased from 1995 to 2008 (Table 13.1).

The distribution of the NCD burden varies
across the population because of differing
socio- economic conditions. According to
population projections for Sri Lanka, the pro-
portion of the population between 60 and
69 years will increase from 5.3 per cent in
2000 to 12.2 per cent in 2040."" The preva-
lence of NCDs increases with ageing, and

f — Last accessed on 10 April 2013.

" Engelgau, M. et al. (2010}, “Prevention and Control of Selected Chronic NCDs in Sri Lanka: Palicy Options and Action,” World Bank,

Washington, D.C. The age-standardized mortality rate is a weighted average of the age-specific mortality rates per 100,000 persons, where
the weights are the proportions of persons in the corresponding age groups of the WHO standard population.

Washington, D.C.
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Table 13.1
Trends in Hospital Deaths by Selected Causes (Per 100,000 population)

) . 1995 - 2008 _ N _
Disease 1995* 2000 2003 2004 2005 2006 2007 2008
Intestinal infectious diseases 1.0 1.0 06 09 22 0.4 04 04
Malaria 0.2 0.6 0.1 0.1 0.0 0.0 - -
Diabetes Mellitus 3.8 3.7 2.9 2.5 3.4 3.0 27 29
Hypertensive disease 3.1 3.3 29 27 36 3.0 29 28
Asthma 3.7 4.4 3.6 4.3 4.3 3.8 3.6 4.1
Ischaemic heart disease 16.8 186 18.8 19.2 19.1 20.7 22.7 22.1

MNote:

a. Excludes: Jaffna, Killinochchi, Mullaitivu and Ampara Districts,

Source: Ministry of Health, Annual Health Bulletin 2008.

therefore, this age group is more vulnerable.
There is also a significant difference in NCD
morbidity and mortality by gender, as well
as by age. NCD deaths for all causes by gen-
der in 2008 were 66,765 for males, and
51,140 for females.”® Particularly, the preva-
lence of CVD — which is the leading cause
of NCD deaths in Sri Lanka — is higher for
males than females. In addition, the propor-
tion of indoor morbidity due to Ischaemic
heart disease (IHD) for males in 2008 was
52.9 per cent, while the same indicator for
females was 44.3 per cent.?’ Further, Sri
Lanka's mortality rates due to hypertension,
IHD, diabetes, and cancer, are substantially
higher for those in the age groups of 50 years
and above. Therefore, premature deaths and
disability mostly occur in the working age,
and near retirement age groups of people.

In addition, globalization, unplanned urban-
ization, and improvement of economic sta-
tus are also major drivers for increasing the
risk factors of NCDs. On the one hand,
behavioural risk factors are associated with
increasing metabolic risk factors. Particularly,
global health risk estimates shows that the

behavioural risk factors are responsible for
80 per cent of CVD. On the other hand, both
behavioural and metabolic risk factors are
attributed to an increase in the number of
chronic diseases. For example, raised blood
pressure (as a metabolic risk factor) is attrib-
utable to the highest number of deaths in
the South Asian and East Asian region at 9.4
per cent,” and globally at 13 per cent.?
Moreover, contrary to popular opinion, the
correlation between economic status and
NCD prevalence depicts a complex pattern.
The fact that most chronic NCDs are con-
centrated among the poorest groups in high
and middle-income countries, is well known.
However, Sri Lanka's situation is different.
Here, the people in the richest quintile are
more vulnerable to death due to IHD, while
the deaths due to asthma occur mostly in
the poorest group.?

13.4 Economic Impact: Loss of Produc-
tivity and Health Care Costs

The economic consequences of the NCD
burden are massive at both micro and macro
levels. Premature deaths and disability early
in life causes a loss of productivity, which

* httpJfapps.who.int/gho/data/node, main.AB60Zlang = en (Last access on the 9th May 2013},

7' Ministry of Health, “Annual Health Bulletin 2008.”

“ WHO/SEARC (2011), “Non-Communicable Diseases in the Southeast Asia Region: Situation and Response,” WHO, Geneva.

2 WHO (2012), “World Health Statistics 2012."

* Engelgau, M. et. al., (2010), “Prevention and Control of Selected Chronic NCDs in Sri Lanka: Policy Options and Action,” Waorld Bank,

Washington, D.C.
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impacts harmfully on labour supply, capital
accumulation, and national income. Total
loss of output in the world over the next two
decades due to five selected NCDs — cancer,
mental illness, cardiovascular disease, dia-
betes, and chronic respiratory disease — is
estimated to amount to almost US$ 47 tril-
lion, which is equivalent to about 5 per cent
of global GDPin 2010.* Further, each year,
the economic burden due to NCDs is ex-
pected to push 100 million people globally
into poverty. Moreover, the estimates show
that each 10 per cent increase in NCDs will
cause a decrease of 0.5 per cent in annual
economic growth.

In addition to this, total health expenditure
due to the NCD burden is escalating all over
the world, because NCDs need long term
treatment and care, owing to the nature of
the chronic condition. Consequently, the
burden of providing universal care for cure
and prevention for the rising number of cases
of NCDs has become a primary priority for
the health sector agenda at a national level,
besides placing a significant strain on indi-
vidual households. The government, at a
national level, has to finance a rising cost
burden to strengthen public health facilities,
including the provision of adequate essen-
tial medicines and laboratory facilities, etc.,
within a limited fiscal space. At the same
time, when public facilities are inadequate,
individual families have to pay for their
health care needs (particularly on NCDs) out
of pocket. It is well known that health care
treatment for NCDs like diabetes, cardiovas-
cular diseases, asthma, etc., is extremely ex-
pensive. It is of particular concern given that
those who are in lower socio-economic set-
tings are more vulnerable to sickness, There-

fore, this excessive burden on household in-
come can force them towards catastrophic
spending, and consequent impoverishment.
Even more devastating is the fact that a vi-
cious circle between NCDs and poverty is
embedded, particularly in low and middle
income countries. The reality of the cost of
NCDs can be further elaborated by the fact
that total global health spending in 2009 was
US$ 5.1 trillion, which is significantly higher
than the entire combined annual GDP of US$
1 trillion of low income countries.?

13.5 Sri Lanka's Health Sector Capaci-
ties and Limitations for Addressing
Emerging Issues on NCDs

The Ministry of Health has taken the first
step by enforcing a policy on NCD preven-
tion and control, called the 'National Policy
and Strategic Framework for Prevention and
Control of Chronic NCDs, 2010'. The ob-
jective of the policy is "to reduce premature
mortality due to chronic NCDs by 2 per cent
annually over the next 10 years," and miti-
gate risk factors through wide public service
facilities in terms of curative, preventive, and
promotion care.”” However, the effective-
ness of actions being taken is debatable. First,
the imbalance in resource mobilization is
the main cause of the many obstacles in the
system. NCDs are largely managed by sec-
ondary and tertiary level facilities, most of
which are located in urban areas. Second,
due to the absence of a referral system, pa-
tients seek care often at higher level facili-
ties. As a result, these facilities become over-
crowded, and in turn, lower level facilities
are idle. In terms of cost-effectiveness, the
higher usage of high level facilities creates a
larger burden on health expenditure, since
the unit cost for high level facilities is prin-
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cipally higher than that of lower level facili-
ties.?® The limited availability of essential
medicine and diagnostic testing for preven-
tion and control of NCDs at secondary and
primary level facilities, is an area where ur-
gent attention is yet to be given.

Another prerequisite organ of the system is a
good health information system, because the
availability of reliable and up-to-date infor-
mation is essential to develop health poli-
cies and planning in a country. However, Sri
Lanka is lagging behind in the routine col-
lection of key information on variables such
as newer morbidities, and patient character-
istics, etc.

There is a disparity in spending on NCDs
between the government and private sector,
which shifts the burden to the patients. Of
total health expenditure, the private sector
accounts for more than 50 per cent each
year.?’ The major source of private sector fi-
nance is OOPE, accounting for 89 per cent
in 2009. As a percentage of total health ex-
penditure, OOPE was 45 per cent in the same
year.

This number is made up primarily of patients
who seek out-patient care, and buy medi-
cines for NCDs such as diabetes, asthma,
and IHD, at private hospitals. Another no-
table characteristic of spending on NCDs is
that patients tend to go to public facilities to
seek care for conditions like cancer, because
of the high cost involved and the severity of
the condition. For instance, of total expen-
diture on asthma in 2005, the private sector
spent 56.6 per cent, while the proportion of
expenditure for cancers by the government
was 91.9 per cent.*® However, increasing
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OOPE in the country can lead to greater in-
equality in health and social conditions.

13.6 Policy Options and Action

Primarily, government health policies and
actions need to give urgent attention to re-
duce the NCD risk factor prevalence, while
screening health camps, and providing treat-
ments to those who are at risk and already
having NCDs. Toward this, two major policy
options and actions — within the Ministry of
Health and beyond - need to be taken into
consideration. Mobilizing available resources
within the Ministry of Health for curative,
preventive, and promotion of NCD care ef-
fectively is vital. To accomplish this, two
basic conditions need to be fulfilled. Firstly,
a live health information system is critical,
for instance, to analyze the epidemiological
patterns at the moment, as well as a forecast
for the future. Though a health information
system is available in the Ministry, regular
surveys or the routine management of a data
base of patients' illnesses is absent. There-
fore, enforcing a robust health information
system in the country will benefit the whole
system, to mitigate a variety of systemic is-
sues.

Secondly, keeping the health facilities at
public hospitals, particularly primary and
secondary level care units, fully equipped in
terms of trained human resources, drugs, and