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ECONOMIC ANALYSIS (SUMMARY)1 
 

A. Economic Performance and Outlook 
 

1. Sri Lanka maintained an average rate of growth of 6.4% over the 5 years from 2006 to 
2010. The expansion was driven by services, which account for almost 60% of gross domestic 
product (GDP). Within the services sector, wholesale and retail trade, banking and finance, and 
transport and communication were the significant contributors to growth. The hotel sector, which 
is still a small contributor to GDP, showed remarkable growth over 2009–2010 with the revival of 
tourism. Its overall contribution to growth increased to 2% in 2010 from less than 1% prior to 
2009. In industries, the major contributors to growth were manufacture, which is highly 
dominated by garments, and construction. Agriculture accounts for about 12% of GDP and 
contributed an average of 10.6% to growth over the last 5 years, from 2006 to 2010. The largest 
contributors to agriculture are food crops, paddy, coconut, and tea. The drivers of growth over 
the medium term will be the same sectors that led growth over the last 5 years since 2006.  

 
2. Sri Lanka’s economy is set to show strong growth in the medium term. Growth reached 
8% in 2010, and is expected to remain at that level in the medium term. The expected strong 
performance is underpinned by the end of the long running military conflict in 2009, the resulting 
improvement in business confidence, and gradual recovery of the global economy. Agriculture 
benefited greatly from the end of military operations, as agriculture lands in the Northern and 
Eastern Provinces came under cultivation after decades of stagnation. Fisheries received a 
boost as fishing restrictions were lifted in these areas. Tourism is expected to boom, with 
arrivals increasing steadily, and international hotel chains are looking to establish hotels in 
Sri Lanka. Growth will also be supported by the construction industry and financial services, as 
more large development projects get under way. Sustaining this level of economic growth will 
depend on fiscal consolidation, financial sector reforms, and flexible exchange rate 
management.  

 
3. Contribution to GDP and per capita GDP are disproportionate among the provinces, with 
the Western Province accounting for 45% of GDP. Per capita GDP in the Western Province was 
1.6 times higher than the national average at SLRs430,000 in 2010. Apart from the Central 
Province (which accounts for 10% of GDP) and the Southern Province (which accounts for 
10.5% of GDP), the other six provinces account for less than 10% of GDP each. All provinces 
other than the Western Province have a per capita GDP ratio of less than 1 against the national 
average. However, growth was strong in all provinces in 2010 and all provinces benefitted from 
the improving economic outlook. The highest rate of growth (22.9%) in 2010 was recorded in 
the Northern Province. Its contribution to GDP also increased from 3.2% in 2009 to 3.4% in 
2010. The Eastern Province reported a growth rate of 18.7%. 

 
4. Sri Lanka’s inflation has been high, averaging 13.7% during 2005–2008. Sri Lanka is 
vulnerable to global price movements, especially of oil. Sri Lanka imports its entire oil 
requirement and imported 1,819,000 tons of crude oil in 2010. Total expenditure on petroleum in 
2010 accounted for 22% of the import bill. Sugar, milk powder, and wheat are other 
commodities that could transmit global inflation and affect the balance of payments. Inflation 
dropped drastically in 2009 to 3.4% and remained at single-digit levels in 2010, reaching 5.9% 
in December 2010. As global prices increased, the impact on domestic inflation was kept under 
check by import duty reductions. The low inflation rate enabled the Central Bank to relax its 

                                                 
1  This summary is based on ADB. 2011. Sri Lanka: Asian Development Outlook 2011.Manila. 

http://beta.adb.org/publications/asian-development-outlook-2011-south-south-economic-links. Available on request 
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monetary policy stance, resulting in lower interest rates in all market segments, which supported 
the recovery of domestic economic activity. With the economy expected to reach a higher 
growth trajectory and inflationary pressures rising, monetary tightening is likely in the short term. 
The road map for monetary policy for 2011 and beyond, which was presented by the Central 
Bank in January 2011, states that the Central Bank will follow a dual approach to monetary 
policy using economic analysis and monetary analysis. 
 
5. Sri Lanka’s fiscal operations have been characterized by low revenue collection (14.6% 
of GDP in 2010), high recurrent expenditure (16.7% of GDP in 2010), and resulting high deficits 
(8% of GDP in 2010). Sri Lanka has been targeting a fiscal deficit of 5%, which is also an 
objective under the International Monetary Fund (IMF) standby arrangement. Based on the 
recommendations of a presidential commission, the government undertook important tax 
simplification measures through the 2011 budget and expects to move toward the 5% deficit 
target by 2012. It will be necessary to focus on closing loopholes in the tax system and improve 
efficiency in tax collection, together with further steps to broaden the tax base and additional 
simplification, to achieve this target. With the continued drive toward infrastructure development, 
expenditure rationalization will have to focus more rigorously on recurrent expenditure. The 
government’s development strategy aims to cap public investments at 6%–7% of GDP and 
increase private investment to 26% from the current level of about 17%.  
 
6. The debt–GDP ratio fell to an estimated 84% in 2010 from 86% in 2009. There was a 
57% increase in the foreign non-concessional debt component. Sri Lanka’s non-concessional 
debt component has been increasing over the recent past, and this trend is likely to continue 
with Sri Lanka reaching middle-income status. Sri Lanka raised $1 billion through an 
international sovereign bond issue in September 2010. This was the third time the government 
went to the international bond market, following issues in 2007 and 2009, and it managed to 
raise funds with a yield rate substantially lower than the previous two occasions. 
 
7. Sri Lanka’s exports are likely to recover fully in 2012 from the downturn in 2009. Rising 
global prices, especially of food items and petroleum, and higher domestic demand is likely to 
drive up imports. Risks are high for the trade deficit to deteriorate over 2012 and 2013. 
Remittances have been resilient and are likely to continue their strong performance to moderate 
the effects of the trade deficit on the current account of the balance of payments. Strong 
performance in capital inflows will support Sri Lanka to maintain the balance of payments 
surplus over the medium term. Sri Lanka’s capital account will benefit from the depressed 
conditions in the developed economies and the optimistic outlook for the Sri Lankan economy. 
Sri Lanka’s reserve position is likely to remain strong, supported by capital flows under the 
ongoing IMF program. While the Central Bank has intervened to avoid a major appreciation of 
the Sri Lanka rupee, there was pressure to depreciate over the second half of 2011. The 
currency is likely to depreciate by end of 2011. 
 
8. Financial sector development is important for achieving macro stability and increasing 
investment. Sri Lanka’s financial markets are dominated by the banking sector and capital 
markets are largely underdeveloped. The financial sector remained insulated from the global 
financial crisis but Sri Lanka’s financial sector faced its own problems—unconnected to the 
global crisis in 2008. The failing of a finance company and the resulting effects on systemically 
important commercial banks belonging to the same group, created tensions in the sector. 
However, there were no repercussions on the finance sector as a whole, as the Central Bank 
intervened and put in place measures to support the troubled bank to avoid a bank failure. In the 
sequencing of structural reforms, financial sector reform should occupy the foremost position. 
Putting in place a sound regulatory framework is a key factor in supporting financial market 
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development while ensuring that financial intermediaries and markets are not overregulated. 
Another aspect to financial sector expansion is development of the capital market. While 
Sri Lanka has undertaken reforms, in line with the Basel principles, to strengthen the banking 
sector, capital markets are largely underdeveloped. Government bonds dominate the bond 
market and the corporate bond market is still underdeveloped. Developing the corporate bond 
market is important to diversify funding sources to reduce high reliance on the banking system 
and the equity market. Capital market infrastructure needs to be developed and the legal 
framework strengthened to facilitate development of the corporate bond market. This is an 
important element in supporting private sector development.  
 
B. Development Goals and Constraints 
 
9. The government’s medium-term development policy framework (DPF) Mahinda 
Chintana – Vision for the Future2 aims to accelerate economic growth, improve social indicators, 
eradicate hard-core poverty, and improve the environment. The DPF aims for socially inclusive 
and environmentally sustainable economic growth. It identifies inadequate and poor quality of 
infrastructure as a major constraint to sustaining rapid economic growth. Large infrastructure 
projects are therefore planned in the transport, energy, water, sanitation, and irrigation. The 
government also plans to use Sri Lanka’s strategic geographical location to develop aviation, 
ports, commercial, energy, and knowledge hubs—serving as a vital link to the rest of the world. 
Since the government will not be able to finance all these investments, the DPF recommends 
that where investments yield adequate returns over time, private finance be utilized through 
public–private partnerships. Private investments can be potentially viable in power, ports, 
telecommunications, public transport, and waste disposal. For these investments to materialize, 
the DPF envisages adoption of a rational pricing mechanism and better financial and 
managerial discipline. Transmission losses in the power sector and low collection of revenue for 
water usage and waste are a major drain on revenues. Reforms will be introduced for reducing 
transmission losses and granting greater financial and managerial autonomy to public sector 
providers of utilities. 

 
10. Sri Lanka has an infrastructure deficit resulting from long years of war and limited 
investments in large infrastructure. Infrastructure has not kept up with the growing demand, and 
the war has caused significant destruction in regions directly affected by war. Sri Lanka has 
reached middle-income status but lags in infrastructure to cater for the business and investment 
needs of the country. For example, while Sri Lanka has a dense road network, the country’s first 
expressway is only due to be completed only in 2011. The railway network needs upgrading and 
not much investment has gone into railways over the years. Therefore, travel time is long in 
spite of the availability of infrastructure, creating a bottleneck to economic activity, including 
tourism. Wide gaps also exist in infrastructure availability and quality between regions. 
Sri Lanka is ahead of other South Asian neighbors in availability of infrastructure, but lags 
behind some East Asian countries.  

 
 
 
 
 
 

                                                 
2 Department of National Planning, Ministry of Finance and Planning. 2010. Sri Lanka, The Emerging Wonder of Asia: 
Mahinda Chintana—Vision for the Future. Colombo. 
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Table 1: Infrastructure Availability in Asian Countries 
 

    Electricity Roads 
 
Country Household 

Electrification 
Rate (%) 

Latest 
year 

available 

Electricity 
Consumption 

(per capita kWh) 

 
Road Density 

(km of roads per 
km2 of land) 

Latest 
year 

available 

            

Bangladesh 46.5 (2007) 144 1,837.8 (2003) 

Bhutan 41.1 (2003) … 200.9 (2003) 

India 67.9 (2005) 542 1,115.5 (2007) 

Japan     8474 3,283.9 (2007) 

Korea, Rep. of      8502 1,053.0 (2007) 

Maldives 83.8 (2000) … …   

Nepal 61.2 (2006) 80 120.5 (2004) 

Sri Lanka 80.7 (2002) 417 1,505.3 (2003) 

Thailand 99.2 (2005) 2055 352.4 (2006) 
       %=percentage, kWh = kilowatt hour, km2 = squared kilo meter. 
       Source: ADB. 2011. Key Indicators for Asia and the Pacific. 2011. 

 
11. The thrust of the development agenda is expected to come from the private sector. 
Private investment is expected to increase from the current level of 17% to 26% of GDP by 
2016—i.e., all the incremental investment will come from the private sector. Public investment 
will remain constant at about 6%–7% of GDP. This will require a major improvement in the 
investment climate by streamlining procedures, strengthening the financial sector, simplifying 
the taxation structure, and minimizing bureaucratic hurdles. The DPF also envisages doubling 
foreign direct investment to 3% of GDP. Therefore, creating an investment climate conducive for 
private investment is a key factor in achieving the government’s development agenda. 

 
12. The rate of investment in Sri Lanka is low and inadequate to achieve the desired 
development goals. The government has increased spending on infrastructure development, but 
private investment, which is currently below potential, needs to be scaled up substantially. The 
government has addressed the issue of attracting foreign investment in the 2011 budget, and 
has brought in measures to streamline the role of the Board of Investment and ensure that 
incentives to unproductive investments are canceled. The government’s infrastructure drive will 
greatly facilitate private sector activities. However, several other areas need to improve to 
create an investment climate conducive to large-scale private investment. The government’s    
10-year development plan, the Mahinda Chintana, also emphasizes the need to improve the 
business environment. The World Bank report, Doing Business 20103, ranks Sri Lanka 105 out 
of 183 economies on ease of doing business. Sri Lanka fares badly in criteria such as enforcing 
contracts, dealing with construction permits, registering property, and paying taxes. It is 
necessary to focus on procedural red tape and establish an efficient system for facilitating 
business. This would include strengthening institutions, building human resources capacity, and 
simplifying procedures.   
 
                                                 
3 World Bank. 2010. Doing Business 2010. Washington. 
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13. Improving the investment climate and developing the private sector requires a skilled 
pool of human resources. Sri Lanka has an educated labor force. However, it is necessary to 
identify the skill requirements of the private sector and potential areas for skills development to 
move into higher end industries and services. This will require providing greater opportunities for 
higher education, expanding the scope of the curriculum, and recruiting and training teachers to 
deliver a curriculum that meets the demands of a middle-income economy.  
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