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EXECUTIVE SUMMARY 
 
  Over the last 20 years Sri Lanka has achieved high levels of social 
development while the economy grew at 5 percent annually, supported by market-friendly 
domestic policies, increasing openness to external trade, and more recently public 
enterprise reform and privatization. This growth, combined with low population 
expansion, has translated into a gradual but steady increase in per capita income, which 
reached $814 by the end of 1997. Over the next 20 years, low and declining death and 
birth rates will cause a demographic transition whereby the percentage of young and 
working age population will decrease, while life expectancy and the share of the older 
population will grow, with total population size expected to stabilize at approximately 24 
million by 2025.  
 
  As the incidence of abject poverty is relatively low, social indicators 
markedly above average, and gender disadvantage of women mostly confined to labor 
market indicators, the main challenge facing Sri Lanka is how to maintain and improve its 
high level of human development without continuing to rely on large public sector budget 
deficits, which in the past have slowed economic growth and shifted the burden of 
repayment to future generations. Financing of social expenditure will prove increasingly 
difficult in the future, as the demographic transition will result in a stable labor force, and 
an aging population. Only higher levels of economic growth and productivity will allow the 
country to provide adequate employment and generate the financial resources needed to 
sustain investment and improve standards of living. Improved management of natural 
resources will also be required to ensure the long-term sustainability of economic 
development, and to avoid the significant costs of after-the-fact remediation measures. A 
dynamic and modern public administration will be needed to manage the complex issues 
posed by the economic modernization process, such as the creation of an appropriate 
policy environment, and a shift in the Government role from direct producer and service 
provider to regulator in many areas of previous involvement.  
 
  During the next strategy period the Bank will assist Sri Lanka to 
successfully navigate this economic and demographic transition through an integrated 
approach consisting of the following: 
 

 (i)  Support for policy and institutional reforms will be aimed at (a) private sector 
development by removing constraints in the areas of capital and financial 
markets development, competition policy, public enterprise reform, and 
industrial and labor policy; (b) public sector development through strengthening 
economic management in the short term, thus creating a basis for a broader 
reform of public administration in the years to come; and (c) improvement of 
the productivity and technological level of agriculture through greater private 
sector participation in management arrangements and private/public 
partnership in research and extension services, particularly in the plantation 
crops subsector. 

 
(ii)  Support for human resource development in the areas of vocational and 

technical training and possibly secondary and higher education will address the 
gap in marketable skills and attitudes, thus improving employment and earning 
opportunities. 
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(iii) Targeted enhancements of the infrastructure endowment will emphasize two 
areas: 

 
(a) Private sector participation in the provision of infrastructure will be 

promoted. As in the past, infrastructure projects that have adequate 
financial rates of return will only be considered by the Bank’s private 
sector group operations. The Bank’s public sector lending will finance 
infrastructure investment only when there is limited potential for direct 
revenue generation and the economic benefits outweigh the financial 
returns, which by themselves would not be sufficiently high to justify 
private sector involvement. Bank operations will also support the 
sustainability of infrastructure investment by assisting in improving  sector 
policy and the regulatory environment, and institution building. 

 
(b) The physical and institutional development of secondary towns outside 

Colombo will be strengthened by improved road transportation links to 
their surrounding regions and to the national network.  

 
(iv) Preservation of the natural resource base will ensure long-term sustainability, 

with a focus on forestry, biodiversity, coastal, and  comprehensive water 
resource management. The criteria that will guide Bank interventions are (i) 
achieving a balance between the economic and ecological functions of the 
environment, (ii) addressing poverty-related causes of environmental 
degradation, and (iii) preventing and minimizing economic damage to existing 
economic infrastructure.  

 
(v) The social costs and environmental impacts associated with the transition 

process will be mitigated. Social impact mitigation will be carried out through 
(a) the establishment of safety nets that will accompany reform efforts; (b) 
development of financial and capital markets to allow the expansion and 
private provision of social security services; (c) targeting of skills 
development and retraining programs for redundant agricultural labor force; 
and (d) supplying urban infrastructure, water supply and sanitation, and 
housing to secondary towns whose population and economic role is likely to 
increase as a result of the shift away from an agriculture-based economy. 

 
  The most significant shift in emphasis from the previous strategy is the 
accent on natural resource management to guarantee the long-term sustainability of the 
transition toward higher level growth, and the correspondingly narrower focus on 
marketable skills enhancement in the area of human development. 
 
  The strategy is based on a scenario of continuing medium/low level of civil 
conflict, with military operations restricted to a few areas of the country. In this situation, 
there is limited scope for the Bank to address conflict-related social and economic 
disruption. Small-scale reconstruction of noncontroversial facilities, e.g., schools, in 
areas affected by the conflict could be considered if the situation stabilizes, but medium-
large scale operations will only be contemplated if peace is fully achieved and in the 
context of a clearly defined plan. In the meantime, Bank operations will be geographically 
located away from areas directly affected by the civil conflict, but use of the sector loan 
modality, when appropriate, will enhance the flexibility to allow rapid extension to the 
Northern and Eastern provinces in the event of peace. In the case of resolution of the civil 
conflict, Bank operations will be partially reoriented toward rehabilitation and 
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reconstruction, following a sequence of (i) reorientation of funds available under existing 
sector loans to areas previously affected by the civil conflict (ii) processing of emergency 
loan operations jointly with (iii) technical assistance, if needed, to assist the Government 
in the development of a clear plan defining priorities and magnitude of the reconstruction 
effort, to be followed by (iv) investment projects. Consideration will be given to increasing 
the magnitude of Bank assistance if warranted. Under the opposite scenario of 
intensification of the civil conflict, project operations will continue to the extent allowed by 
the security situation and the availability of counterpart funds, and the focus of policy-
based operations will shift from structural reforms to more fundamental issues of 
macroeconomic equilibrium. Lending levels under this scenario will likely contract. 
 
  The strategy will continue to promote the reduction of poverty in Sri Lanka 
through a focus on economic growth and human resource development. While economic 
growth may not be sufficient, it is a necessary condition for the improvement of real 
incomes and the reduction of poverty. Sri Lanka will rely on its well-developed system of 
social safety nets and significant endowment of distributive policies, whose targeting will 
need to be sharpened to spread the benefits of growth evenly. In addition to this crucial 
but indirect support for poverty reduction, Bank operations in decentralized infrastructure 
construction will have direct employment and income generation effects, and will improve 
incomes by better connecting rural areas to markets. Fishing families and low-income 
rural populations living on marginal lands close to forests or protected areas will be direct 
beneficiaries of the natural resource management projects. The geographic focus 
outside Colombo will also locate Bank operations closer to the rural areas where poverty 
is concentrated. In addition, Bank operations in some sectors will be designed 
specifically to mitigate the impact of the structural economic transition on affected 
segments of the population. 
 
  The overall status of women in Sri Lanka is relatively good; the main areas 
of disadvantage are linked to their participation in the labor market. Acceleration of 
economic growth, and structural transition away from agriculture and toward higher 
value-added manufacturing and services, which the strategy will support, are likely to 
make the situation of some female workers more vulnerable, since nearly half of the 
female labor force is engaged in agriculture, and another fifth in low skill manufacturing. 
Through its focus on human resource development and on mitigating the social impacts 
of the transition, the Bank will pay special attention to the situation of women, and ensure 
that they are provided equal or preferential access to skills training, including the more 
advanced technological areas, and to complementary inputs such as extension 
programs, credit or microfinance, and market information. Similar attention to 
strengthening and upgrading the role of women will be included in the design of sector 
projects, such as forestry, water supply, or urban development, where women will have 
to be considered not only as users, but as potential suppliers and active participants in 
project activities. 
 
  The Bank will aim at fulfilling the role of a diversified provider of 
development services. Bank leadership in a sector should not necessarily be equated 
with financial leadership: by combining policy dialogue, support for capacity building of 
sector institutions, project conceptualization and feasibility studies, and catalytic amounts 
of financial resources, complemented by aggressively pursued public and private 
cofinancing, the Bank will strive to achieve significant and selective development impact. 
 
  Even within this broader approach, lending will continue to be a major 
instrument of Bank operations. It is expected that during the strategy period, loans with 



 iv

economic growth as the primary development objective will represent approximately one 
half of the portfolio, while the share of human development will decline due to the 
narrower focus on skills development, and the number of projects with primary 
environmental objectives will increase significantly. Reliance on program loans or sector 
development programs in support of policy dialogue, and on the sector loan modality 
where feasible in the case of investment projects, will make it possible to design loans of 
adequate size and policy relevance.  
 
  The proposed focus on economic growth, the diversity of initiatives 
supported in the area of natural resources preservation, and the need to mitigate adverse 
social and environmental impacts, of the transition point to the need to maintain a 
sufficiently high level of lending, up to $100 million -130 million. The Bank is facing 
significant constraints in the availability of concessional resources. Since the country’s 
external debt-service capacity is reasonably sound, Sri Lanka is in a position to absorb 
some official assistance at ordinary capital resources (OCR) terms and conditions, to 
achieve the targeted overall lending level. Lending at these terms will be restricted to 
projects that yield financial returns, primarily in the infrastructure sector, while projects 
that generate externalities that cannot be internalized by the market will continue to be 
financed at concessional terms. Mobilization of external commercial sources to address 
domestic private sector financing requirements will continue to be supported through the 
Bank’s guarantee facility and equity investments, while cofinancing will be pursued more 
aggressively to ensure a critical mass of Bank operations. 
 
  In recent years, the quality and size of the Bank’s loan portfolio in Sri 
Lanka has been directly related to the support provided through project preparatory 
technical assistance (TA), which should therefore continue to play an important role in TA 
operations. Advisory TA will have a twin focus: (i) strengthening policy and institutions 
and the legal and regulatory framework in sectors where the Bank is expected to play a 
lead role, e.g., power, roads, integrated water resource management, and natural 
resources management; and (ii) exploring and promoting modalities for private-public 
sector partnerships in other areas such as agricultural research and extension services, 
development and commercialization of seeds and other inputs, management of irrigation 
infrastructure, delivery of vocational and technical training, and postsecondary education. 
The focus of these operations will be on promoting innovative arrangements that will 
unleash the energy and creative potential of the private sector in a manner conducive to 
public welfare. 
 
  The lack of long-term domestic financing and the inadequate infrastructure 
endowment are critical bottlenecks to private sector development. In line with the focus of 
the Bank’s overall strategy for private sector operations, private sector operations in Sri 
Lanka during the strategy period will help address such constraints by (i) providing 
enhancements in the form of credit guarantees for the mobilization of international 
commercial financing for the establishment of credit lines for Sri Lankan enterprises; and 
(ii) supporting private sector involvement in the provision of infrastructure, particularly in 
those sectors that, in line with Government policy, the strategy has ruled out from 
consideration by the public sector window. 
 
  Past experience has shown that nongovernment organizations can be 
very effective in identifying beneficiaries and stimulating community participation in 
development projects, and in raising awareness for specific issues. As the Bank expands 
its operations in natural resource-based activities which include participatory forestry, 
income-generating activities in coastal areas and biodiversity buffer zones, microfinance, 
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and skills development, the experience of relevant nongovernment organizations should 
be drawn upon during of both project design and implementation.  
 

 Risk factors that should be monitored during the strategy period, in 
addition to the security situation, include shifts in overall macroeconomic policy 
orientation, and particularly relaxation of fiscal discipline; worsening of the Asian crisis; 
and project design and implementation issues. The analysis suggests that the risks are 
quite manageable, making the strategy reasonably robust to changes in the domestic 
and external environment. Performance assessment of the strategy will be carried out 
through monitoring of (i) these risk factors, and (ii) development impact at the subsector 
level, as broader socioeconomic indicators are not particularly helpful, given the difficulty 
of isolating the impact of Bank operations at that level. Details of the proposed monitoring 
and performance assessment system are presented in tables 4 and 5 of the main text. 
The overall focus of the strategy is summarized the following matrix (pages vi-vii). 



 
I. BACKGROUND 

 
 
1.  Sri Lanka, a large island (nearly 66,000 square kilometers) in the Indian 
Ocean to the Southeast of India, has a population of approximately 18.5 million. In spite of 
ongoing civil conflict, gross domestic product (GDP) has grown at an average annual 
rate of 4.8 percent over the last decade, to $15.1 billion at the end of 1997. This growth, 
combined with low population expansion, has translated into a gradual but steady 
increase in per capita income that reached $814 by the end of 1997.  The country is 
renowned throughout Asia for its high levels of social development. 
 
2.  Indicators of life expectancy, health, school attendance, literacy, and 
population growth place Sri Lanka well ahead of most Asian developing countries (Table 
1). High levels of social development have been achieved since the early 1970s, through 
equally high levels of public spending for the social sector, including food subsidies and 
loosely targeted income supplement programs. Social indicators have continued to 
improve, though there are some recent indications that the quality of some social 
services may be slipping, and service delivery has been problematic in the areas more 
directly affected by the civil conflict. Due to the very low rate of population growth (1.2 
percent in the 1990s)  Sri Lanka is likely to be one of the first developing Asian countries 
to face a demographic transition and its impacts.1 
 
3.  While the role of agriculture in the economy continues to be considerable, 
significant diversification has occurred in the 50 years since independence, when the 
economy was dominated by the plantation sector.2 Plantation crops now only account for 
approximately 4 percent of GDP, 20 percent of employment, and 20 percent of export 
earnings. Foodcrop production, particularly rice, has grown, supported by favorable 
policies and massive public investment in irrigation infrastructure, and significant 
expansion has taken place in manufacturing and services. The industry sector now 
represents 22 percent of GDP and 14 percent of employment, with  industrial products 
(largely garments) generating three fourths of export earnings. Services account for one 
half of GDP and 40 percent of employment, and some subsectors such as port 
operations, tourism, telecommunications, and finance have been growing rapidly. 
 
4.  The economy was liberalized considerably and opened to external trade 
through two waves of reform that started in 1977 and 1989, while privatization began on a 
significant scale in 1992 and was further supported by creation of the Public Enterprise 
Reform Commission in 1995. As a result of these reforms, the share of Government 
consumption and investment has declined from 18 percent of GDP in 1980 to 13 percent 
in 1997, while exports have grown from 26 to 36 percent of GDP over the same period. 
GDP growth has averaged 5.4 percent annually since 1990, with inflation ranging 
                                                 
1  A demographic transition occurs when both death and birth rates decline significantly. As a 

result, population (and, with a lag, labor force) size eventually becomes stable, and the 
percentage of young population decreases, while the share of the old population and life 
expectancy grow. The transition has an impact on the demand for social services (less education 
and primary health more social security and curative health) and the sources of their financing 
(as the labor force grows more slowly). 

2  In 1948 nearly 85 percent of the population lived in the rural sector, and was engaged in either 
plantation or subsistence agriculture. Tea, rubber and coconut accounted for 37 percent of GDP, 
29 percent of employment, and 90 percent of foreign exchange earnings. 
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between 8 and 21 percent. Since the late 1970s, Sri Lanka has been running fairly large 
fiscal deficits, which resulted in very high interest rates and crowding out of private sector 
investment. This trend has been slowly reversed since 1995 through cuts in recurrent 
and capital budget outlays, helped by some large privatizations. Remittances by 
overseas workers averaging nearly 4 percent of GDP have contributed to lowering the 
current account deficit, which is normally offset by capital inflows of comparable 
magnitude. International reserves stand at four months of imports, and the external debt-
service burden in 1997 was equivalent to 14 percent of exports of goods and services. 
 
5.  So far the Sri Lankan economy has not felt any major impact from the 
Southeast Asian crisis, with the possible exception of net foreign divestment from the 
stock market, averaging approximately $3.2 million per month in the period from August 
1997 – July 1998, and a slowdown in foreign direct investment. The pace of depreciation 
of the Sri Lanka rupee since June 1997 has been in line with domestic inflation. Interest 
rates, which fell in 1997 as a result of lower public sector financing requirements, 
continued to remain low, and were slowly edged upward by the Central Bank in early 
1998 to prevent speculative moves.  If the crisis continues, additional impacts could be 
felt in a number of areas, including (i) increased competition from Southeast Asian 
countries in some of Sri Lanka’s export markets i.e., garments, rubber products, gems 
and jewelry, and tourism; (ii) reduced workers’ remittances and foreign direct investment 
inflows from the countries affected by the financial crisis; and (iii) contagion pressures on 
the exchange rate if the currency turmoil in Southeast Asia continues, or affects large 
economies in South Asia. 
 
6.  Sri Lanka is a parliamentary democracy, with strong executive powers 
vested in the president’s office, and an embryonic process of decentralization of 
responsibilities to provincial governments. The 1994 elections brought a change in 
government: the People's Alliance coalition (with a very narrow parliamentary majority) 
replaced the United National Party, which had been in power since 1977. The new 
government has continued to adopt market-friendly policies, and confirmed the central 
role of the private sector as the engine of growth. The continuity of the broad economic 
orientation despite Government changes has allowed the economy to continue growing 
at a steady pace through the mid-1990s, with the exception of 1996.1 The new 
Government has initiated analysis and consultation on a number of issues that will 
require policy reform, such as agriculture, education, housing and urban development, 
and public administration.  
 
7.  Tension between the Sinhalese and Tamil started in the late 1950s, and a 
higher level of civil conflict has been ongoing with varying intensity since 1983. In recent 
years there has been an escalation of military operations: after the Government's fresh 
attempts at reaching a negotiated settlement with the Liberation Tigers of Tamil Eelam 
were unilaterally interrupted by the Liberation Tigers in April 1995, the Government turned 
to a two-pronged strategy based on increased military operations coupled with a proposal 
for devolution of substantial additional powers to the provinces. The devolution proposal, 
which requires constitutional reform, is currently under discussion. Military operations 
continue in the north of the country. A number of bomb explosions attributed to the 

                                                 
1 The prolonged drought, which affected agricultural and electricity production (and hence 

manufacturing), coupled with escalation of the war, which reduced foreign investment and tourist 
inflows, account for the poor performance in 1996. 
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Liberation Tigers have taken place in the last few years, with some degree of 
intensification in recent months.  
 
8.  Sri Lanka, a Group A country1, receives Bank assistance through the 
concessional Asian Development Fund (ADF) window2. Bank assistance to Sri Lanka 
during the last decade has amounted to $131 million, for 3.4 loan projects per year on 
average, in addition to $3.9 million for an average of 7 technical assistance (TA) projects 
annually. The main sectors of concentration for Bank operations have been agriculture, 
finance and social infrastructure. Project implementation has recently improved. After 
being  below the Bankwide average in 1994 and 1995, Sri Lanka’s disbursement ratio 
was 24.4 and 20.8 percent in 1996 and 1997 respectively, above the ADF Bank-wide 
averages of 17.4 and 18.6. A resident mission was established by the Bank in Colombo 
in October 1997.  
 
9.  This strategy was prepared in close cooperation with a Government focal 
point group, which contributed to and reviewed its contents at various stages during 
preparation. Nongovernment organizations and private sector representatives were 
consulted through workshops and bilateral discussions throughout the process. Within 
the Bank, input was provided by an interdepartmental Country Operational Strategy Study 
(COSS) team and through preparation of background documents (Supplementary 
Appendix). By jointly scheduling the country strategy missions and the country 
programming/program confirmation missions, the Bank’s program in Sri Lanka was 
realigned as early as possible with the directions identified in the strategy.  

 
 

II. SUMMARY OF DEVELOPMENT ISSUES AND OUTLOOK 
 
 
10.  Partly as a result of its socialist tradition and policies, Sri Lanka has 
achieved a rather high level of human development. With a Human Development Index 
(HDI) of 0.711,3 the country ranks 91st worldwide, nine steps ahead of its ranking based 
on per capita GDP. When a gender-related index is used, the country comes out seven 
steps ahead of its HDI ranking, pointing to the absence of widespread gender bias in 
access to the benefits of such development.  
 
11.  The main challenge facing the country is how to maintain and improve on 
such levels of human development without continuing to rely on large public sector 
budget deficits, which in the past have impeded economic growth and shifted the burden 
of repayment to future generations. The Government has recognized the need to reform 
social service delivery and has taken concrete steps to this end. Even after reforms, 
financing of social expenditure will prove increasingly difficult in the future, as the 
demographic transition will result in a stable labor force, and a higher share of aging 
                                                 
1  A Group countries may use Bank financing for up to 80 percent of the project cost. 
2  Only $5 million of ordinary capital resources (OCR) have been lent in 1997, in connection with a 

$50 million private sector guarantee operation in support of small and medium enterprises, and 
an additional $5 million in 1998, for a similar facility for larger enterprises backed by a $65 
million partial guarantee. All the other OCR loans date to the early 1970s. 

3  The HDI is a simple average of three indices that reflect a country’s relative performance in terms 
of  life expectancy, educational attainment, and adjusted per capita GDP converted at purchasing 
power parity exchange rates. In 1997 it was computed for 175 countries, yielding values from 
0.176 (Sierra Leone) to 0.960 (Canada). 
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persons within the population. Only higher levels of economic growth and productivity will 
allow the country to provide adequate employment and generate the financial resources 
needed to sustain development and improve standards of living. The Government must 
create a policy environment and ensure that the right incentives are in place to induce 
private sector investment. This view is shared by the Government, which in its policy 
statements has committed to maintaining macroeconomic stability, to considering the 
private sector as the engine of growth, and to promoting higher growth rates to generate 
the resources necessary for the country’s continued socioeconomic development. 
 
A. Poverty 
 
12.  The latest available data from the early 1990s indicate that approximately 
22 percent of the population live below the national poverty line1 (24 percent in rural areas 
and 18 percent in urban), although economic growth in the intervening years should have 
somewhat lowered the figure. Income distribution is substantially aligned with other South 
Asian countries, with the top 20 percent of the population receiving 4.4 times the income 
of the bottom quintile, and a Gini coefficient of consumption expenditure of 0.32.  Most 
analysts agree that abject poverty is nearly absent in the country,2 as a result of policies 
aimed at equalizing consumption regardless of income levels through free and universal 
access to health and education, and through rather comprehensive and loosely targeted 
income transfer schemes. Considerable out-migration has taken place, and remittances 
from overseas workers are an important source of supplementary income for many 
families. While unemployment in the country is relatively high at 11.2 percent (1995-1997 
average), underemployment is more closely linked with poverty. The majority of the poor 
are working in low-productivity occupations in agriculture and fisheries, and are to be 
found (80 percent) in the rural areas and on the estates. The Government has identified 
the Southern Province as the most affected by poverty and is implementing a Southern 
Area Development Program to address such issues. Poverty is presumably quite 
significant in the areas affected by the civil conflict, due to the disruption of basic 
infrastructure and economic opportunities, lack of access to social services, and 
relatively high incidence of household headed by women, but no reliable data are 
available on the subject.  

                                                 
1  The poverty line used in the World Bank 1994 Sri Lanka Poverty Assessment  was SLRs 471.20 

per person per month at 1990/1991 Sri Lanka prices, equivalent to $11.7 at the then prevailing 
exchange rate. A country poverty assessment is ongoing, but no preliminary results were 
available in time for preparation of the COSS. A more comprehensive coverage of the issues 
raised in this section can be found in Appendix 1 and in the background document on the social 
sector entitled Social Sector Development in Sri Lanka: Issues and Options, prepared in support 
of the strategy and published by the Bank in 1998. 

2  If the World Bank’s criterion of one purchasing power parity dollar per day is used, only 4 percent 
of the population would be classified as living in poverty. The discrepancy in poverty rates is partly 
explained  by the low price and high subsidies on some items in the consumption basket and by 
the free provision of health and education services in Sri Lanka, which allow for satisfaction of 
some basic needs even at very low levels of monetary income. 
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13.  Poverty reduction has until now been pursued through free access to 
social services and income transfer schemes. In the long run, low labor force growth 
resulting from low population growth rates will combine with generalized economic 
growth to absorb surplus labor and drive wages and productivity upward. In the short and 
medium term, however, excess labor will continue to exist, particularly in the rural sector, 
while the Government will need to better target the use of public resources to meet its 
commitment to fiscal consolidation. The medium-term priority, therefore, is to enhance 
the preconditions for economic growth while targeting as accurately as possible social 
expenditure to the needy population. In addition to macroeconomic policies supportive of 
private sector development, infrastructure in rural areas and secondary towns will be 
required to improve productivity and access to markets. Its construction will also provide 
temporary income and employment opportunities. Specific efforts will also be needed to 
improve the productivity and earnings of the working poor, by supporting productivity 
enhancement in the traditional agriculture sector, and nonformal small enterprises 
through microfinance and skills development. Consolidation and better targeting of the 
social safety net by the Government will be necessary if it is to achieve these objectives 
in a general context of fiscal discipline and improve the effectiveness of public assistance 
for the truly needy. Poverty in the areas of civil conflict will have to be addressed as part 
of the resettlement and reconstruction activities.  
 
B. Human Development 
 
14.  By the 1990s, after three decades of continued investment in the social 
sector, Sri Lanka has achieved an average life expectancy of 72 years, infant mortality 
rates of 15 per 1,000 live births, literacy levels of 88 percent, 100 percent primary school 
enrolment, and a fertility rate near replacement level; health and educational institutions 
are well distributed throughout the country. These achievements have been the result of 
fairly high levels of government spending on social services (approximately 8 percent of 
GDP and 36 percent of central Government expenditure during the 1990s, including 
social welfare and housing).  
 
15.  As a result of the high level of social development and female education, 
the rate of natural increase of the population has declined to 1.2 percent per year, and the 
country has reached replacement level fertility. As a consequence, it can be expected 
that Sri Lanka’s population will stabilize at approximately 24 million by 2025, when  the 
share of population above 60 years of age will reach 20 percent, compared with the 
current 8 percent. The provision of social services (including social security and old age 
income support) will gradually have to shift to respond to the needs of an aging 
population. 
 
16.  In the education sector, while school enrollment and completion rates are 
quite high at the primary and secondary level, and the Government has started engaging 
in reforms, the main challenges are to  (i) improve quality, as recent surveys have shown 
considerable deficiencies in the mastering of basic skills; and (ii) achieve a closer match 
between skills and aspirations of the labor force (particularly the educated youth) and 
labor market demand, as statistics show that unemployment rates are positively 
correlated with the education level, and employers complain of a lack of marketable skills 
and positive attitudes toward private sector employment. This gap is particularly evident 
at the technical/vocational and tertiary education level. For example, university enrolment 
in the arts and oriental studies faculties is the highest in spite of limited demand for such 
degrees, and only a limited number of faculties of science and commerce are available. 
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At the secondary and vocational level, closer linkages with private sector employers and 
reorientation of supply to meet market demand, including command of the English 
language, are needed. 
 
17.  In the health sector, which has achieved considerable coverage of 
preventive and primary services, immediate concerns are the deterioration of service 
quality and the increasing incidence of malaria and child malnutrition. The long-term 
challenge will be to respond to the changing morbidity and mortality patterns associated 
with the demographic transition, as an aging population will require an increase in the 
more costly curative type of medical attention.  
 
18.  In all three areas, greater attention will have to be paid to cost recovery 
and beneficiary financial contributions, and to expanding the role of the private sector in 
the provision of education and health services to respond to social demands within the 
constraints imposed by the need for fiscal discipline. This will have to be done with 
sensitivity for the prevailing view in the country that social services should be publicly 
financed and provided. As the public sector financing requirements decrease as a result 
of fiscal consolidation, the regulatory framework in the financial sector should be adapted 
to allow the provident funds, which have until now been a captive source of deficit 
financing, to broaden their range of investment options, while gradually developing a 
parallel pillar in the intermediation of social security services, such as private pension 
plans, and life and health insurance. 
 
C. Status of Women 
 
19.  The gender-related Human Development Index places Sri Lanka seven 
steps ahead of its overall HDI. The relatively good status of women in Sri Lankan society 
is confirmed by their higher life expectancy (74.2 years compared with 69.5 years for 
men), equal opportunities in access to education, low incidence of maternal mortality, 
and relatively high degree of control over reproductive choices, reflected in low fertility 
rates. The Cabinet Ministry of Women’s Affairs was established by the Government, and 
special gender development programs are conducted by the Women’s Bureau. The main 
areas of disadvantage for women include higher illiteracy in the age group above 45, 
higher unemployment rates (on average double those of comparable male cohorts), 
wage inequality (around 25 percent), and education and training that tend to perpetuate 
employment in stereotypical roles. Given this situation, improved access to economic 
opportunities through training, microcredit, and small- scale self-employment schemes is 
likely to be the most effective channel for the further promotion of women’s status 
(Appendix 2). 
 
D. Environment 
 
20.  The most significant environmental issues that will affect sustainability of 
development in the medium and long term are related to natural resource management, 
principally in the areas of forest cover and biodiversity, coastal zone management, soil 
erosion, and water resources. The rate of deforestation has been about 1.3 percent per 
year in the 1981-1990 period, although substantial effort has been placed on 
reforestation, and forest cover is now estimated at approximately 32 percent of the total 
land area. Past deforestation has led to flooding and erosion in most of the rainfed 
agriculture areas, causing soil losses, lower land productivity, siltation of reservoirs, and 
reducing the useful life of irrigation and hydroelectric infrastructure. While reforestation 
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has led to an increase in forest cover, management of both natural forests and replanted 
areas is weak, and cutting and transport bans need to be enforced more selectively to 
make optimal use of forest resources. Economic development, urbanization, and 
industrialization have placed increasing pressures and generated conflict between 
alternative uses of water resources, which need to be harmonized through a 
comprehensive and multisectoral approach. 
 
21.  The coastal environment has also deteriorated over time: sand and coral 
mining and depletion of mangroves have accelerated erosion, threatening existing 
infrastructure, while wastewater from industrial, domestic, and agricultural activities and 
overfishing are endangering the fragile ecological balance, particularly along the southern 
and western coast. Encroachment of agriculture into protected areas has also 
endangered the preservation of endemic flora and fauna, of which Sri Lanka is richly 
endowed. In addition to its importance for preserving the genetic patrimony, biodiversity in 
protected areas is ?  together with adequately preserved coastlines ?  an important asset 
for the development of the tourism industry. Tourism, which is expected to rebound 
significantly when a peaceful conclusion to the civil conflict is reached, is a potentially 
relevant source of income and employment in rural areas. While the private sector has 
developed a reasonably good receptive infrastructure, and can in the future take care of 
its upgrading, the natural resource base that attracts tourism (the coastal environment, 
natural parks, and historical sites) is an externality that must be preserved through public 
sector involvement. Only prompt action while these resources are still relatively unspoilt 
will allow their preservation at an affordable cost.  
 
22.  The greatest negative impact of pollution is on water resources. Recent 
increases in fertilizer use, caused by reduced soil fertility and subsidized prices, is 
accelerating eutrophication of water bodies, while wastewater discharges from industrial 
activities, particularly in the Colombo area, further deteriorate water quality. Given the 
nature of industrial activity,1 air pollution is not a significant problem, with the exception of 
vehicle-based pollution in Colombo. The Government is trying to partly address industrial 
pollution through a policy that requires all new medium-and high- polluting industries to be 
sited within industrial estates with adequate environmental protection measures. The 
pressures of solid waste management and air and water pollution in secondary cities are 
likely to grow over time, as increases in agricultural productivity release some of the rural 
labor force, and the development of industry and services attracts more population into 
secondary urban centers. 
 
23.  The Government has developed a number of plans to deal with 
environmental issues, envisaging a gradual shift from the development of an institutional 
framework to pollution control and natural resource management.2 It now needs to 
implement them decisively, while at a still relatively early stage of structural economic 
transformation, and to strengthen the sector institutions to successfully manage the 
emerging conflicts between economic development and environmental preservation. 
 
                                                 
1  The main industries are textiles, garments, and leather (36 percent of industrial value added in 

1997), followed by food and beverages (32 percent), and, at a considerable distance, 
nonmetallic, chemical, plastic, and rubber products. 

2  These include the National Environmental Action Plan 1995-98 (1994, currently under revision), 
the Forestry Sector Master Plan (1995), and its five-year implementation program (1997), Wildlife 
Management Plans (1997), Coastal Zone Management Plan (1996), and the National 
Biodiversity Conservation Action Plan (1998). 
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E. Economic Growth 
 
24.  In spite of the ethnic conflict and occasional setbacks, the economy has 
grown at a fairly healthy 5 percent annual rate over the last 20 years. The seeds for such 
growth were planted in two waves of economic and trade liberalization started in 1977 
and again in 1989. This broad thrust has been maintained in spite of changes in 
government and sporadic policy reversals. There are telling signs of a structural 
economic transition (less than a third of the labor force is engaged in agriculture; 
manufacturing represents two thirds of exports), but the general level of productivity is 
low, particularly in agriculture and the service sector, backward linkages of the industry 
sector with domestic suppliers are weak, and manufacturing exports consist mainly of 
textiles and garments, which could be negatively affected by international liberalization 
following the phasing out of the Multi-Fibre Arrangement in 2005. Growth has been 
accompanied by relatively modest labor absorption, and unemployment rates in the last 
decade have remained in the 11-15 percent range, while underemployment persists.1 To 
sustain higher rates of economic growth and to reduce unemployment and 
underemployment, the country needs to reorient its productive structure toward higher 
value-added sectors and to increase productivity. This reorientation can only be led by 
the private sector, in response to domestic and international market signals, but the 
Government will have to provide the necessary policy environment, improve existing 
infrastructure, and support the formation of human capital to avoid bottlenecks to 
development. 
 
25.  In terms of policy reform, the principal areas requiring attention are the 
fiscal deficit, financial sector reform, and the removal of other obstacles to private sector 
development:  
 

(i) The fiscal deficit, which averaged 9.1 percent of GDP2 from 1995-1997, 
has recently been the main cause of macroeconomic instability, resulting 
in high interest rates and crowding out private investment. The last public 
expenditure review, in 1996, underlined that past levels of the fiscal deficit 
were not sustainable. Given the incompressible nature of interest 
payments, the already low level of capital expenditures, the pressures on 
defence outlays caused by the civil conflict (17 percent of the budget), and 
the relatively high tax burden (20 percent of GDP), the review identified 
four areas for fiscal adjustment: civil service reform, pension reform, 
social transfers, and public enterprises. The Government will also need to 
increase the share of capital expenditures in the public budget, and the 
amount of resources devoted to nonsalary current expenditures. In the 
past, inadequate allocations for operations and maintenance of existing 
infrastructure led to early deterioration and undermined its long term 
viability. 

 
Since 1995 the country has embarked on an accelerating fiscal 
consolidation effort. While no substantive action has been taken on civil 
service and pension reform, social programs and transfers have been 

                                                 
1  The female labor force participation rate also increased from approximately 20 percent in the 

early 1970s to 33 percent in the early 1990s, and has declined slightly to 31 percent since then. 
2  Before grants and excluding privatization proceeds. Average deficit after grants was 8.3 percent of 

GDP, further declining to 7.1 percent if privatization proceeds are accounted for. 
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partly rationalized, and privatizations over the last five years have 
generated revenues equivalent annually to 1 percent of GDP. Privatization 
proceeds have been partly used to retire public debt, thus lowering interest 
payments and reducing pressure on interest rates.  The Government aims 
to reduce the deficit to 4 percent of GDP by 2000, and needs to continue 
to pursue a strategy of shifting expenditure items away from the public 
budget. This will require continuing privatization and corporatization of 
public enterprises through transparent procedures; reducing transfer 
programs through improved targeting; strengthening the public sector's 
administrative capacity; and disengaging the State from the role of 
employer of last resort. Clear signals that public sector employment will 
be capped and eventually reduced are necessary to modify the 
expectations of the educated unemployed, so that they will more actively 
seek private sector employment.  
 

(ii) Financial sector reform, improved supervision of financial intermediaries, 
and development of capital markets (and particularly the long-term debt 
market) are needed to induce a lowering of interest rates and a better 
match of maturities between assets and liabilities. Budget discipline in 
1997 has already translated into a significant drop in interest rates, but 
intermediation costs in the State commercial banks must be reduced. A 
sustained period of lower interest rates would create a virtuous cycle, by 
reducing the burden of interest payments on the stock of public debt and 
hence future deficits. Further development of financial intermediaries in an 
appropriately regulated environment will also be necessary to shift some 
of the responsibility of providing for an aging population from the public 
sector to privately funded and managed pension and health insurance 
plans. 

 
(iii) As the achievement of higher productivity and growth will depend on the 

performance and dynamism of the private sector,  remaining obstacles to 
the development of private sector initiatives in the areas of trade, financial 
services, tax, and labor legislation should be gradually removed. The 
recent efforts at public enterprise reform and privatization should be 
continued and consolidated to minimize the risk of policy reversals. They 
should, where feasible, be extended to utilities in power, water, and 
transportation. Given the relatively small size of the Sri Lankan market, 
which in some sectors only allows the presence of a limited number of 
firms, the establishment of an appropriate competition policy and related 
regulatory bodies will be an important complement to these policies, to 
avoid the creation of monopoly positions and rent-seeking pricing policies 
in the absence of competition. 

 
 
 
26.  In the past Sri Lanka invested heavily in the social sector, thus building up 
its human capital stock. To make a transition to a higher level of development the country 
now needs to complement this approach with a greater focus on its physical capital 
endowment. The telephone penetration rate of 1.7 per 100 population is at the low end for 
countries with comparable levels of per capita income. Electricity consumption at 
230kWh per capita is also quite low, and supply is dependent for more than 70 percent 
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on hydropower, which can be subject to significant reduction in drought years, with 
crippling effects on the economy.1 The transport network is extensive, but in need of 
significant rehabilitation and maintenance, expansion in carrying capacity and average 
speed on selected corridors, and improved intermodal links. 
 
27.  Sri Lanka can only finance a small part of its investment needs with public 
resources. The Government recognizes this situation and has taken steps to open 
investment opportunities in the supply of infrastructure to private sector operators. Four 
cellular phone companies and two local wireless loop providers have been allowed to 
operate in the country, thus increasing capacity to the point that they now account for 
approximately one third of subscribers, while 35 percent of the public 
telecommunications company was sold in 1997 to a foreign strategic investor. Thermal 
and small-scale hydro generation of electricity have been reserved for private sector 
suppliers, while the Government has committed to the unbundling of electricity 
generation, transmission, and distribution, and gradual commercialization of the sector. 
Contacts have been established with foreign investors for the construction or 
rehabilitation of selected links of the road network that have the potential to be at least 
partly self-financing. Infrastructure investment needs are estimated at $300 million per 
year in the next decade for power,  and are even larger for transport. The civil conflict 
acts as a deterrent to large-scale private sector involvement at this stage. Even with 
increased private sector participation, the public sector will need to shift more resources 
from current to capital expenditure, and to do so in a framework of tight budget 
constraints.  
 
28.  The country’s savings-investment gap averaged approximately 5.5 
percent of GDP during the 1990s (Table 2). The gap would be significantly larger, and 
equivalent to 9.3 percent of GDP, if it were not for the sizeable remittances from 
overseas Sri Lankan workers; these add approximately 3.8 percentage points to the 
domestic savings rate of 15.6 percent. There are three fundamental reasons for Sri 
Lanka’s relatively low domestic savings rate: (i) the country’s rather egalitarian income 
distribution implies that the majority of the population have income levels that do not allow 
high levels of saving; (ii) the prevalence, until a few years ago, of negative real interest 
rates on deposits did not provide a strong incentive to saving, and (iii) public dissaving 
averaging 2.3 percent of GDP partly offsets a private savings rate of nearly 18 percent of 
GDP.2 
  
 Table 2:  Savings and Investment, 1993-1997 
 (percent of GDP) 
        
        

 Item 1993 1994 1995 1996 1997 a 1990-1997 
Average 

        

                                                 
1  Manufacturing sector growth, which averaged 9.6 percent in 1993-95, fell to 6.5 percent in 1996 

as a result of drought-induced power cuts. 
2  Public savings are defined as the difference between government revenues and current 

expenditures. In the case of Sri Lanka, the latter (averaging 21.9 percent of GDP in the 1990s) 
systematically outstripped the former (19.6 percent of GDP), leading to net dissaving. This 
implies that part of the private savings are channeled through the financial system to finance the 
current deficit as well as the public sector investment requirements, thus reducing the pool of 
savings available to finance private sector investment.  
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 Domestic Savings 16.0 15.2 15.3 15.3 17.3 15.6 
      Private 16.8 18.1 18.0 19.1 19.6 17.9 
      Public -0.8 -2.9 -2.7 -3.8 -2.3 -2.3 
 National Savings 20.2 19.1 19.5 19.0 21.4 19.3 
        
 Domestic Investment 25.6 27.0 25.7 24.2 24.4 24.8 
      Private 21.4 24.0 22.2 21.1 21.0 21.3 
      Public 4.2 3.0 3.5 3.1 3.4 3.5 
        
 Domestic Savings-Investment Gap -9.6 -11.8 -10.4 -8.9 -7.1 -9.2 
 National Savings-Investment Gap -5.4 -7.9 -6.2 -5.2 -3.0 -5.5 
        
 a   Provisional.       
 Source:  Central Bank of Sri Lanka. 1997. Annual Report. Colombo, Sri Lanka;  and staff estimates.   

 
 
29.  On the investment side, the country’s gross capital formation rate of 
approximately 25 percent of GDP is lower than those of the more dynamic economies in 
the region. The rate has declined from the higher levels of the late 1970s and early 
1980s, when ambitious public investment in irrigation, land colonization, and housing 
were implemented under the Mahaweli Project, but has shown a recent rebound of 2-3 
percentage points compared with the early 1990s. Approximately 85 percent of the 
investment originates from the private sector,1 partly a reflection of its dynamism and 
partly the result of budget policies that have privileged current expenditure (especially 
interest on the public debt, public sector salaries, and defense, which are difficult to 
compress in the short term) over capital outlays.  
 
30.  The excess of investment over national savings has been financed 
externally, from both official and private flows. Improvements in the security situation are 
a prerequisite for any significant and sustained expansion of private inflows, while the 
need for official assistance remains high. In addition to an absolute resource gap, the 
country also faces a maturity misalignment between the sources and destinations of 
domestic savings, as in the past a significant share of the assets of long-term 
institutional investors (provident funds and savings banks) were channeled to the short- 
and medium-term financing of the Government’s current deficit (through the purchase of 
treasury bills and Sri Lanka rupee loans), rather than to investment backed by longer 
term financial instruments, which were not available in the country.  

                                                 
1  Defined to include autonomous public corporations, while public enterprises are included in the 

Government sector. 
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31.  While Sri Lanka has invested considerably in human capital, part of this 
investment was financed by borrowing against future income through sustained public 
deficits, leading to a public debt equivalent to 85 percent of GDP. Higher levels of 
economic growth are necessary to repay the accumulated debt and to sustain human 
development expenditure in the future, particularly as the demographic transition will 
require a shift to more expensive types of social services than in the past (curative health 
care, higher education, and old age social security), some of which will have to be 
provided with private sector involvement. At the same time, a heightened focus on 
economic growth will require a different emphasis in human resource development. 
Higher productivity industries will require a better trained labor force, and the demands of 
the labor market will have to be taken into closer account in the reform of the education 
system. Pockets of labor scarcity in the rural sector will have to be addressed through 
increases in agriculture productivity. Generalized productivity improvements in agriculture 
will release excess workers, who will need training and possibly access to small-scale 
finance to convert to industrial or service occupations, including agro-industry. The 
economic and fiscal capacity of secondary towns will have to be strengthened through 
both investment and institutional development, to allow them to play a role as 
intermediate economic and population centers, and prevent the massive urbanization 
problems typical of many Asian developing countries. The social impact of the economic 
transition and the strains it will impose on the environment (through conflicting demands 
for water resources, greater population concentration in urban settlements, and 
encroachment of economic activities on areas of biodiversity preservation) will have to be 
carefully managed to maintain and improve quality of life standards. 
 
32.  Sri Lanka’s long-term development prospects will be significantly 
enhanced if management of its natural resource base is improved. Attractiveness for the 
tourist trade depends on unspoilt coastal, historical, and biodiversity areas. Given the 
high population concentration in the south and west regions and the ban on fishing vessel 
movement to the north and east for security reasons, the export potential of fisheries, 
which is enjoyed by relatively small producers, has been adversely affected in recent 
years as a result of in-shore overfishing and coastal environmental degradation. Proper 
management of forest resources is needed to increase their long-term yield. The 
productivity and useful life of hydropower and irrigation infrastructure have been reduced 
by erosion and siltation of reservoirs. The foreign investment and management skills that 
are needed to upgrade the productivity of manufacturing and services are attracted to 
countries with high standards of living, including environmental quality. While some of the 
benefits of improved natural resource management will not materialize fully in the short 
term due to the uncertainties caused by the security situation and the Asian crisis, 
investment in environmental preservation is an essential component of the country’s 
long-term economic development strategy. 
 
F. Governance 
 
33.  The Public Administration system in Sri Lanka today is significantly less 
effective than it was three decades ago. There is a high degree of consensus on the 
causes of the current weaknesses in public administration: excessive government 
employment, which crowds out operation and maintenance expenditure;1 deterioration of 

                                                 
1  The public sector accounts for 19.2 percent of total employment, while salaries and wages 

absorb 26 percent of current Government expenditure. Other large expenditure items include 
interest payments on public debt (30 percent) and pensions (10 percent). 
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the quality of services; reduced independence of the civil service from political 
interference; and an excessive number of outdated organizations at the central 
Government level, along with an ambiguous division of responsibilities between the 
center and the provinces in matters that were only partially decentralized with a 
constitutional amendment in 1987.  There is a similarly broad consensus on solutions: 
streamline the central Government by granting autonomy to a number of public 
institutions and more narrowly defining the scope of Government activities; reduce 
excess staff numbers; restore professionalism to the civil service; develop mechanisms 
for systematic feedback from citizens; improve the accountability of public administration; 
and ensure clear responsibilities, authority, and resources to the provincial councils and 
local governments. In spite of this broad consensus and a number of past efforts in this 
area, only limited success has been achieved so far.  
 
34.  Despite the weaknesses in the public administration system there is a 
reasonable amount of accountability, transparency, and predictability in the functioning of 
Government. As an initial step to improving the efficiency of the public service, the 
Government has introduced a performance evaluation system for promotions. Since 
assuming office in 1994, the Government has taken a strong stance on the matter of 
public sector corruption, established the Permanent Commission for the Prevention of 
Bribery and Corruption, and appointed the Special Presidential Commission to Inquire 
into Malpractices and Irregularities in Public Bodies. 
 
35.  The civil conflict and concern about the employment impact of 
restructuring government functions have not as yet allowed a focused and consistent 
public administration reform program to proceed. The yet undefined outcome of the 
constitutional revision that would devolve additional powers to the provinces is a further 
element of uncertainty. Nevertheless, a dynamic and modern public administration will be 
needed to manage the complex issues posed by the economic modernization process, 
such as the creation of an appropriate policy environment, and the shift in the 
Government role from direct producer and service provider to regulator in many areas of 
previous involvement. At the same time, only private sector-led economic growth can 
create the employment opportunities that will make public administration reform politically 
feasible, by easing the social impact of any retrenchment that may accompany the 
reforms.  
 
G. The Civil Conflict 
 
36.  The recent economic performance and continuing social achievements of 
Sri Lanka are particularly remarkable when one considers that they have been 
accomplished against a background of internal conflict, which has distracted 
considerable financial and political resources from development goals. It is estimated that 
approximately 5 percent of GDP and 17 percent of the public budget is devoted to the civil 
war effort, in addition to the loss of production and welfare resulting from the conflict due 
to lower tourist and foreign investment inflows, disruption to infrastructure and economic 
activity, and loss of human capital through out-migration. The human suffering and 
displacement are considerable, as it is estimated that over 55,000 lives have been lost in 
the last 15 years, while more than 800,000 people have been displaced. Since the 
situation in Jaffna has stabilized, refugees have been returning to the city, whose 
population is now estimated at approximately 500,000, and rehabilitation and resettlement 
operations have started, with the assistance of some United Nations agencies and 
bilateral aid organization. 
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37.  The Government has intensified military operations in recent years, and 
aims to reach a political solution of the civil conflict from a position of strength. The timing 
and feasibility of such a solution are very difficult to assess, but a key element in any 
solution will probably be the devolution of power to the provinces. If a peace agreement is 
reached, it will have implications for the orientation of external financing, including Bank 
operations. The Government has requested, and aid agencies have indicated willingness, 
to contribute additional resources to assist in reconstruction once the war is over. The 
end of the war will significantly boost long-term economic growth and investor 
confidence. The short-term macroeconomic impact of peace, however, will be mixed: 
fiscal constraints will be only partially alleviated, as reconstruction and resettlement 
needs will partly replace current defense expenditure, while military demobilization will 
only be gradual. The inflow of external financing and the reconstruction activities could 
result in some inflationary and exchange rate pressures. The process will need to be 
managed not only politically and logistically, but also with an eye to macroeconomic 
equilibria to avoid destabilizing results. 
 
H. Conclusions 
 
38.  There is a broad consensus, within and outside the country, that key 
issues for the further development of Sri Lanka are economic growth and resolution of 
the civil conflict. Economic growth will reduce poverty and improve employment and 
standards of living, while allowing continuation of high levels of investment in human 
development in spite of more binding public sector financial constraints and of the impact 
of the demographic transition on services demand. Resolution of the conflict will alleviate 
the social hardships resulting from displacement, and lack of services and economic 
opportunity in some areas of the country, and attract the foreign investment and demand, 
e.g., for tourism, that can support further growth. Successful management of the 
transition will require a modern and motivated public administration, a conducive policy 
environment, and the elimination of infrastructure and human capital gaps that currently 
hinder development. 
 

 
III. EXTERNAL DEVELOPMENT ASSISTANCE 

 
 
39.  Over the last five years (1993-1997), official development assistance 
through loans and grants has averaged $898 million annually, an amount equivalent to 7 
percent of GDP, slightly larger than the Government’s public investment budget, and 
exceeding by nearly 30 percent the national savings-investment gap. The Bank, the 
World Bank’s International Development Association (IDA) and Japanese external 
assistance account for  approximately three fourths of foreign aid to the country. 
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A. Bank Operations 
 
40.  The focus of Bank assistance to Sri Lanka has shifted gradually over time 
(Table 3). Whereas in the first 20 years there was a clear predominance of lending to 
agriculture and natural resources, and a rather wide distribution of both lending and TA 
projects across sectors, in the 1988-1992 period a lower emphasis on agriculture was 
accompanied by greater focus on the financial sector and social infrastructure. The role 
of agriculture and natural resources further declined during the period covered by the last 
country strategy (1993-1997), when greater emphasis was placed on physical 
infrastructure (energy and transport) and education. TA operations followed a similar 
pattern, though with a somewhat broader sector dispersion. 
 

 
Table 3. Sectoral Distribution of Bank Assistance to Sri Lanka, 

1968 – 1997 
                 
                 
  ______1968-1987_____ ______1988-1992____   _____1993-1997_____ 
 Sector    No. and         Amount 

  Amount 
   1968-97 

  
 No. and         Amount 
   Type       ($ mil )      % 

 No. and       Amount 
   Type      ($ mil)     %     Type        ($ mil)      %    %  

                 
 
A. Loans 
 

              

 Agriculture and Natural Resources 24 356 52.8  9 309 43.7  4 117 19.4   39.4  
 Energy 6 87 12.9  1 74 10.5  2 104 17.3   13.4  
 Finance  5 60 8.9  4 200 28.3  1 75 12.5   16.9  
 Industry and Nonfuel Minerals 2 5 0.7  - - -  - - -   0.3  
 Social Infrastructure 3 55 8.2  5 124 17.5  5 179 29.8   18.1  
 Transport and Communications 7 96 14.2  0 0 0.0  3 126 21.0   11.2  
 Multisector 1 15 2.2  - - -  - - -   0.7  
 Others - - -  - - -  - - -   -  
                 
       Total (A) 48 674 100.0  19 707 100.0  15 601 100.0   100.0  
                

  AD PP     AD   PP   AD PP      
B. Technical Assistance 
 

 Agriculture and Natural Resources 12  19   6.0 63.8 19  8 8.7 43.7 5  8 5.4  28.4  41.7  
 Energy   3   4 1.0 10.6   3  - 1.3   6.5 1  - 0.1    0.5  4.9  
 Finance Sector   1   - 0.1   1.1   8  1 2.1 10.6 2  1 1.2    6.3  7.0  
 Industry and Non-Fuel Minerals   1   4 0.5   5.3   1  1 0.5   2.5 1  - 0.3    1.6  2.7  
 Social Infrastructure   1   3 0.7   7.4 10  6 5.7 28.6 4  3 3.5   

18.4 
 20.4  

 Transport and Communications   1   4 1.0 10.6   2  1 1.4   7.0 2  4 4.5   
23.7 

 14.5  

 Multi-Sector   -   - -   -  -  -   -    - 1  - 1.6     
8.4 

 3.3  

 Others   2   - 0.1   1.1   2  - 0.2   1.0 7  - 2.4   
12.6 

 5.5  

                 
       Total (B) 21 34 9.4   100.0 45 17 19.9 100.0 23 16 19.0 100.

0 
 100.0  

                 
 
AD  = advisory technical assistance;  PP = project preparatory technical assistance. 
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41.  Just as the sector focus of Bank assistance has shifted over time, so has 
the emphasis within sectors. A brief review of past Bank operations provides a useful 
background to the future strategy: 
 

(i) Agriculture. A gradual shift has taken place from irrigation and rural 
development projects to support for the industrial crops subsector, aimed 
at both plantations and smallholders. A significant result in this area has 
been the restructuring, with Bank support, of two large State plantation 
companies into 23 regional plantation companies, followed by the 
introduction of long-term management agreements, and more recently by 
privatization. As a result, privatized plantation companies have improved 
productivity, and are now running at a profit and contributing tax revenues 
to the public budget.  

 
Program lending supported, with partial success, policy reforms in the 
pricing of agricultural inputs and rationalization of extension services, and 
of the tax and duty structure for export crops. As a result, export duties 
were removed on rubber and reduced on tea and coconut; three milk and 
three fertilizer companies were privatized or partly privatized; and  fertilizer 
subsidies were initially removed and later capped and limited to urea. The 
Bank has not been significantly involved in recent years in lending or policy 
support for other food crops, a subsector to which the World Bank has 
devoted significant attention through economic and sector work. 

 
(ii) Finance. Earlier Bank efforts focused on institution building of 

development finance institutions and augmentation of the foreign currency 
resources at their disposal to finance private sector investment. While 
these projects were generally successful, greater emphasis has been 
placed in recent years on the environment in which these institutions 
operate. Broadening and deepening of capital markets have been pursued 
through program lending and TA operations, resulting in the privatization of 
the National Development Bank, rationalization of the tax structure on 
securities transactions, and extension of the maturity of Government 
domestic debt instruments, to provide benchmarks for private sector long-
term debt. Recent policy dialogue has emphasized the need to reduce 
sector distortions by drastically lowering fiscal deficits and by improving 
performance of the two commercial state banks, whose privatization was 
resisted. As an alternative to past public sector window financing, the 
Bank’s guarantee facility has been successfully applied in 1997 and 1998 
to leverage $115 million of international commercial funding in support of 
private sector firms, using small amounts of ordinary capital resources 
(OCR) lending. 

 
(iii) Power, Roads, and Water Supply and Sanitation. With the gradual 

withdrawal  of the World Bank from substantial lending to power, roads, 
and water supply and sanitation, during the 1990s the Bank has become 
the lead agency engaged in ongoing discussion and support of policy 
reform at this level.1 For power, emphasis was placed (with mixed 

                                                 
1  The World Bank preferred a strategy based on fostering reform by opening up areas for greater 

private sector participation in the provision of infrastructure, and in 1995 established the Private 
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success) on improving performance of the two State-owned corporations 
(Ceylon Electricity Board and Lanka Electricity Company), and on 
maintaining an adequate level of tariffs. Support for further reforms, 
including restructuring to separate generation, transmission, and 
distribution under the supervision of an independent regulatory agency, 
was provided jointly with the World Bank.  

 
The Bank is currently the only external funding agency providing 
assistance to all levels of the road network (primary, secondary, and farm-
to-market roads). In addition to rehabilitation and improvement of the road 
network, policy improvements have been promoted in the areas of road 
safety, capacity enhancement of private contractors, and management of 
provincial roads, while dialogue is ongoing on the measures needed to 
improve the performance of institutions.  
 
In the urban sector, the Bank has strengthened the technical and financial 
capabilities of 17 secondary towns and improved priority infrastructure 
facilities. It also supported policy initiatives to devolve authority and 
responsibility for urban management from the center to local urban 
authorities, improve cost recovery for urban services, and generate 
greater private sector participation, notably in housing. In the water sector, 
Bank cross-sectoral TA led to the establishment of the Water Resources 
Council, responsible for promoting comprehensive water resource 
management. In spite of geographic concentration of its water supply and 
sanitation investment outside Colombo, the Bank has been actively 
supporting the exploration of modalities for private sector participation in 
the Colombo water supply; performance improvement and greater 
operational autonomy of the National Water Sewerage and Drainage 
Board; and greater cost recovery from water tariffs to meet all operation 
and maintenance costs. In all sectors the Bank has discussed with the 
Government ways of improving the procurement process. 

 
(iv) Social Development. The Bank’s involvement in the sector has been 

fairly widespread, covering primary health, secondary and 
technical/vocational education, urban development and housing.  

 
(v) Environmental Management. Bank investment projects have 

concentrated on forestry and fisheries, in two waves that started in the 
early 1980s and then again in the early 1990s. Bank-supported forestry 
operations account for approximately 40 percent of the total reforestation 
area. Involvement in policy formulation and institution building has been 
more limited, focusing on strengthening and streamlining environmental 
impact assessment processes, and more recently on comprehensive 
water resource management.  

 
(vi) Public Administration Reform. Assistance to conceptualize public 

administration reform was provided in recent years, generating 
considerable interest at very high levels of Government.  

 

                                                                                                                                                 
Sector Infrastructure Development Company, to provide long-term finance for private 
infrastructure projects. 
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42.  Postevaluation results for Bank projects in Sri Lanka show that the rate of 
success is somewhat lower than in comparable countries: 46 percent of the projects 
evaluated by the end of 1997 were rated as generally successful, 42 percent as partly 
successful; and 12 percent as unsuccessful.1 Success ratings were generally lower for 
projects in the agriculture sector. Implementation delays for the postevaluated projects 
averaged 2.7 years. Factors that frequently had a negative impact on project outcome 
include (i) changes in the policy and economic environment, such as declining 
international prices or reduced availability of counterpart funds; (ii) project design that did 
not adequately consider beneficiary involvement or did not provide for a pilot phase when 
new design concepts were being tested; (iii) limited capabilities of the executing 
agencies; and (iv) the effects of civil disturbances, which resulted in delayed 
implementation, limited possibility to supervise operation, and sometimes destruction of 
physical outputs.  A separate study on the relationship between the macroeconomic 
policy environment and project outcome confirmed that the policy environment had 
significant impact on Bank projects, but found that the early Bank projects did not have 
much impact on the policy environment. However, the policy content of Bank operations, 
through TA, program lending, and sharper policy dialogue at the sector level, has 
significantly increased in recent years. 
 
43.  The analysis of portfolio performance shows that disbursement ratios fell 
below the comparable Bankwide average in 1994 and 1995, when delays in procurement 
and in the early phases of mobilization had a significant negative impact on timely 
implementation. Since 1996, disbursement ratios have returned to being better than the 
Bankwide average. Establishment of a forum of ADB project directors in 1995; 
preparation of an action plan in late 1997; establishment of a resident mission also at the 
end of 1997; and ongoing discussions about the creation of a procurement support 
bureau to address the delays resulting from current procedures for Government 
supervision and control of procurement procedures, should all contribute to further 
strengthening of  project implementation in the future.  
 
B.  Other Multilateral and Bilateral Assistance 
 
44.  While a large number of external aid agencies are active in Sri Lanka, the 
three main sources of external financing are Japan (which accounts for almost one half 
of commitments), the World Bank, and the Bank (each representing approximately 16-18 
percent of the total, depending on the year). Other sources of external aid that have a 
program of some size include the United Nations agencies, United States, Netherlands, 
Germany, United Kingdom, Australia, Canada, Sweden, Norway, France, and the 
Republic of Korea (Appendix 3). The Bank routinely consults with all multilateral and the 
major bilateral funding bodies,2 and has in the past cofinanced operations with several of 
them in the respective sector or geographic areas of interest. 

                                                 
1  The ratings cover a sample of 42 projects, 26 of which were postevaluated. By comparison the 

rate of generally successful projects for Group A countries was 49 percent, and 58 percent for 
Group B countries. 

2  Details on sector priorities of the various funding sources were obtained through extensive 
consultations during the preparation of the country strategy, and are available in a separate 
document, titled Donor Sectoral Assistance in Sri Lanka, available upon request. 
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45.  The World Bank’s program is fairly diversified among sectors, as a result 
of IDA’s long involvement in Sri Lanka, and of a self-declared opportunistic approach, 
which has sometimes shifted development assistance across sectors depending on 
where the opportunities seemed more promising. Greater emphasis is now being placed 
on general education and health services, given the perception of deterioration in their 
quality. In agriculture, considerable sector analysis has been devoted to food crops and 
nonplantation agriculture, focusing on such constraints as land and output markets. The 
World Bank is also providing assistance for restructuring the Mahaweli Authority in the 
irrigation sector. In infrastructure sectors, as the last cycle of projects is nearing 
completion, the World Bank has shifted emphasis from direct involvement to facilitation 
of the private sector role by helping establish the Private Sector Infrastructure 
Development Company to provide long-term financing for private infrastructure projects. 
In the environment area, the World Bank is supporting the strengthening of institutions, 
and otherwise focusing investment on urban environmental improvements (including 
solid waste management, industrial pollution control, and provision of water and 
sanitation services) in the Colombo area. 
 
46.  The International Monetary Fund (IMF) has in the past provided support for 
macroeconomic stabilization and structural reform. A stand-by line of credit was 
approved in 1983, followed by a Structural Adjustment Facility (SAF) loan in 1988 and an 
Enhanced Structural Adjustment Facility (ESAF) covering the 1991-1995 period. After 
1995, periodic discussions have been held on a second ESAF, but no conclusive 
agreement is yet in sight. Policy areas that are likely to be included in the event of a new  
ESAF include financial sector, civil service, and pension reform, along with continued 
attention to fiscal consolidation. 
 
47.  As the largest bilateral funding source, Japan is involved in a number of 
sectors, with a strong focus on the financing of infrastructure. Transport, energy, and 
telecommunications account for nearly two thirds of its portfolio, with broad diversification 
covering roads, railways, and ports; and electricity generation, transmission, and 
distribution, including rural electrification. Irrigation and flood control, and environmental 
improvements in the Colombo area are also important areas of concentration. 
Involvement in the social sector is likely to increase in the future. The Bank has in the 
past cofinanced several projects with the Overseas Economic Cooperation Fund, and a 
number of future joint initiatives are under consideration. 
 
48.  The focus of United Nations agencies and bilateral funding sources has 
been and is likely to continue to be on agriculture, particularly area development projects, 
irrigation, and improvement of social conditions for plantation workers; forestry and 
wetlands conservation; social development, with a focus on health, primary education, 
and vocational training; localized water supply and sanitation schemes; support for 
technological development of industrial and agricultural enterprises. including the 
installation of pollution control equipment; and humanitarian aid to victims and refugees of 
the civil conflict. Humanitarian assistance in the areas affected by the civil conflict is 
being provided at present by several bilateral funding agencies, the European Union, and 
United Nations agencies. The United Nations Development Programme provides some 
coordination functions in this respect, and has opened an office in Jaffna. Logistical and 
security problems, shortage of counterpart funds, and weak management of the ongoing 
initiatives pose significant constraints to aid operations in the north and east. 
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C.  Aid Coordination 
 
49.  The Development Forum (formerly called Aid Group Meeting) is held 
approximately every 18 months and is chaired by the World Bank. The last meeting was 
held in Paris on 26-27 May 1998, and was attended by representatives from 20 countries 
and international organizations. Forum participants expressed appreciation for the 
Government’s efforts in pursuing macroeconomic stability and policy reforms, while 
seeking a peaceful solution to the civil war. At the same time, they voiced concern for the 
continuing human and economic impact of the conflict, for the need to improve 
governance, and for emerging signs of deterioration in the quality of social services. The 
forum resulted in indications of financial support of about $780 million for the coming 
year, in line with previous levels of external assistance.  
 
50.  Discussions held during the preparation of the country strategy and the 
specialization acquired over time by the various funding agencies point to some areas 
where the Bank is well placed to play a distinctive role in supporting Sri Lanka’s 
development: 
 

(i) In the agriculture sector, based on successful past experience in the 
perennial crops and plantations subsector, the Bank can assist in 
ensuring that the reform process is carried to satisfactory closure, and 
that the potential for increased private sector provision of management, 
marketing, processing, research, and extension services resulting from 
the recent plantations privatization is fully exploited. The impact of 
privatization on social conditions in the plantations should also be 
addressed directly or in cooperation with bilateral funding agencies. 
Conversely, given the more prominent role of other aid sources and the 
Bank’s limited activity in recent years, involvement should not be sought in 
food crop production, irrigation investment, or in rural development 
activities with a narrow geographical focus. 

 
(ii) In the improvement of physical infrastructure, specifically in roads, power, 

and water supply, there is scope for pursuing policy dialogue on 
restructuring and performance improvement of sector institutions, 
including cost recovery, and for promoting the private sector's role. Policy 
reform and investment to reduce bottlenecks should be pursued 
simultaneously, in close coordination and through joint or parallel financing 
with the multilateral and bilateral agencies active in those sectors, to 
capitalize on the lead role that the Bank has gradually taken. 

 
(iii) With regard to environmental issues, where other funding agencies have 

focused on institutional strengthening and pollution abatement, particularly 
in the Colombo area, there is significant potential for the Bank to pursue its 
focus on natural resource management already implicit in earlier 
community and participatory forestry projects, and to expand the range of 
operations to include other critical green issues, such as biodiversity 
conservation, coastal resource management, and integrated water 
resource management. 
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(iv) In the social sector, the combination of favorable indicators and 

considerable interest by other bilateral and multilateral funding agencies 
suggests that the Bank’s role needs to be very narrowly and accurately 
targeted on marketable skills development. 

 
(v) Operations by the Bank in areas directly affected by the civil conflict 

should be considered only after further pacification is achieved, given the 
size, complexity, and visibility of Bank projects. 

 
 

IV. THE BANK’S FUTURE ROLE IN SRI LANKA 
 
 

A. The Context for Bank Operations 
 
51.  Sri Lanka is on the edge of a multidimensional process of transition. 
Economically, it has started diversification into export manufacturing and services, but its 
productive base is still in relatively low value-added sectors. Significant growth potential 
could be tapped by shifting to higher productivity crops and techniques in agriculture, to 
higher value-added niche segments of garments and textiles and  other branches of 
manufacturing, and to more intensive exploitation of its locational advantage in the 
subregion for services such as tourism, transshipment, and financial intermediation. 
Demographically, with the exception of the forced dislocation of people resulting from the 
civil conflict and higher population concentration in the south and west regions, the 
country has not yet experienced massive internal migrations, and is still in time to prevent 
some of the social and environmental problems associated with the growth of megacities 
in other parts of Asia. It has, however, largely completed the demographic transition, and 
will in the medium term begin to face the related problems in terms of provision of 
medical services, burden of social security, and labor force composition. It needs to 
address these issues in a timely manner, to keep their fiscal impact manageable. 
Environmentally, it faces problems of deforestation, deterioration of the coastal and 
marine ecosystem, and pollution associated with urban and industrial activities, which 
are common to both developed and developing countries. The country, however, is still at 
a stage when preventive management through appropriate and well- enforced policies 
can preserve the natural resource base and contain the need for costly remediation 
measures at a later stage. The civil conflict has a constant background presence in this 
scenario, like a low but constant fever that periodically flares up, causing considerable 
human suffering and displacement, distracting economic and political resources from 
development goals. Its resolution would significantly enhance Sri Lanka’s development 
potential. 
 
52.  Together with these opportunities, Sri Lanka carries the mixed blessing of 
a tradition of State-financed social welfarism, which has resulted in high levels of human 
capital and fairly widespread social well-being. Part of the cost of these programs has 
been funded through external concessional financing, and part has been transferred to 
future generations through increasing accumulation of public debt. This approach will not 
be sustainable in the long term, as concessional external financing is likely to become 
scarcer and to be provided on harder terms, while the ongoing demographic transition 
will generate demands of a magnitude that the public budget will be unable to absorb 
without resorting to unsustainable budget deficits or to drastic tax increases, which would 
run counter to the Government's declared intentions to foster the private sector. If the 
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country wants to continue to grow with equity, it has no option but to rethink its extensive 
welfare system, and to systematically pursue, in all areas, options that will make 
Government activities more narrowly focused and targeted, while shifting part of the 
responsibilities to individuals and the private sector.  
 
53.  GDP growth rates averaging 5.4 percent annually since 1990 have 
contributed to lowering the unemployment rate from 15.9 percent in 1990 to 10.4 in 1997. 
Modernization and diversification of the economy have been pursued through policies that 
emphasized the central role of the private sector and the redefinition of the public sector’s 
functions and responsibilities. This process needs to be consolidated and protected 
against the risks of policy reversals, so that economic growth can continue to generate 
employment opportunities and ensure the buoyancy of tax revenues, which will allow 
continued financing of priority State functions. High and sustained growth rates are also 
necessary for further poverty reduction, since the mechanisms for distribution of the 
benefits of growth are already largely in place and, if anything, only need improved 
targeting. Sri Lanka's long-standing tradition of commitment to social programs and 
poverty reduction will require a gradualist approach in this transition, which must take into 
due account the social repercussions of economic reforms. 
 
54.  The Bank will assist Sri Lanka to successfully navigate this transition, 
focusing its assistance on a limited number of sectors and priorities, to complement 
Government initiatives and the operations of other multilateral and bilateral aid agencies. 
 
B.  Proposed Focus of the New Strategy 
 
55.  To deal successfully with its ongoing demographic transition and to 
ensure that adequate resources will be available to meet the evolving social welfare 
challenges without resorting to growth-thwarting and unsound fiscal deficits, Sri Lanka 
needs to accelerate the process of structural economic transformation and its reliance 
on the private sector to identify and pursue growth opportunities. The process needs to 
be accompanied by improved targeting of the existing social programs and preservation 
of natural resources, to ensure that modernization of the economy is not resisted, and 
that growth is sustainable and translates into overall welfare and better quality of life for 
all. 
 
56.  The Bank will assist in this process of structural transformation through 
 

 (i)  support for policy and institutional reforms that will consolidate an 
environment favorable to private sector-led growth, improved public/private 
dialogue and a more focused role for the public sector in the economy;  

 
(ii)  focused support for human resource development, to address the need 

for marketable skills and attitudes, thereby improving employment and 
earning opportunities; 

 
(iii) targeted enhancements of the infrastructure endowment, with emphasis 

on; 
 

(a) promotion of private sector participation in the provision of 
infrastructure, where feasible, and improvement of sector policy 
and regulatory environment; and 
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(b) physical and institutional development of secondary towns outside 
Colombo,  strengthened by improved road transportation links to 
their hinterland and to the national network to generate a positive 
economic impact on the surrounding areas;   

 
(iv) improved management of the natural resource base to ensure long-term 

sustainability; and  
 

(v) mitigation of the social costs and environmental impacts associated with 
the transition process. 

 
57.  Poverty reduction will result from the propagation of private sector-led 
economic development induced by the improved policy environment, and will be pursued 
specifically through the targeting of skills development; through the employment and 
income generation impact of Bank investment, which will be in labor intensive sectors 
and located outside the Colombo metropolitan area; and through improved efficiency in 
public service delivery. The expanded focus on natural resource management, which 
entails the location of projects in rural and coastal areas, will have a beneficial impact on 
employment and income levels of the population in marginal communities, while 
addressing some of the negative externalities and social impacts associated with 
structural transformation. This focus will enable the Government to devote its limited 
budget resources to the delivery and improvement of social services and income support 
to the poor through established programs and channels, in an overall climate of fiscal 
discipline. 
 
C. Key Areas of Bank Involvement 
 
58.  Policy and Institutional Reform at the National Level. Support will be 
aimed at the following areas: 
 

(i) Private sector development. A cross-cutting approach will aim at 
identifying and removing constraints in the areas of capital and financial 
markets development, competition policy, public enterprise reform, and 
industrial and labor policy. 

 
(ii) Public sector development. Support will aim at strengthening economic 

management in the short term, and at creating a basis for a broader reform 
of public administration in the years to come. 

 
(iii) Improvement of productivity and technological level of the 

agricultural sector. Private sector participation will be encouraged in 
management arrangements, as will private/public partnership in research 
and extension services, particularly in the plantation crops subsector. 

 
59.  Human Resource Development. Bank operations will focus on the 
declining but still relevant problem of unemployment and underemployment.1 The 
problem has two main underlying causes: insufficient levels of economic growth to 

                                                 
1  The needed quality improvements in health and primary education will be pursued by the 

Government through its own reform efforts, with assistance from other sources of external 
financing, such as the World Bank. 
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absorb new entrants into the labor market and excess supply of certain skills in the face 
of high demand for other skills that are in short supply. The first will be addressed 
nationwide through support for growth-inducing policy reforms, and locally through the 
employment impact of Bank-supported investment projects.  The second cause will be 
addressed through specific Bank support for skills and attitudes development that will be 
focused on the needs of the unemployed and underemployed, and will emphasize the 
role that the private sector can play in upgrading such skills and attitudes, particularly in 
the areas of vocational and technical training, and possibly secondary and higher 
education. Government support for retraining programs conducted by the private sector 
should be considered. 
 
60.  Expansion of Infrastructure. Bank support will follow two guiding 
principles: (i) proper allocation of responsibilities between the private and public sector 
and (ii) geographic location of public sector lending outside the Colombo area, to support 
the physical and institutional development of secondary towns and their linkage to the 
national economy and the surrounding rural areas. 
 
 61.  The following principles will be applied: 
 

(i) Infrastructure projects that have adequate financial rates of return to attract 
private investment, such as container terminals in ports, thermal energy 
generation, telecommunications, and high traffic volume road segments 
suitable for the imposition of tolls, should be financed by the private sector. 
Such projects, which may be located in the Colombo area to generate 
sufficient revenues, will only be considered for loans and/or equity 
investment from the Bank’s Private Sector Group. 

 
(ii) The Bank’s public sector lending will, as in the past, finance infrastructure 

investment only when (a) there is limited potential for direct revenue 
generation, either because of the nature of the target beneficiaries or the 
difficulty of charging; and/or (b) the economic benefits outweigh the 
financial returns, which by themselves are not sufficiently high to justify 
private sector involvement. Investment through the Bank’s public sector 
window will as a rule focus on urban development, housing, water supply 
and sanitation, and small-and medium-scale infrastructure located in 
secondary urban centers with good economic growth potential. Delivery 
mechanisms will be designed to be conducive to the development of 
planning, administrative, and fiscal capacity of the decentralized levels of 
government. Bank public sector investment to strengthen infrastructure 
networks will be limited to roads, power transmission and distribution, and 
possibly public sector components of the Colombo Port development. 
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62.  Natural Resource Management. As the fourth pillar of the strategy, 
improvements in natural resource management will be supported by the Bank to 
guarantee the long-term sustainability of economic growth. Pollution abatement issues 
will be addressed mainly through inclusion in relevant projects (such as solid waste 
management in the case of urban development projects). Criteria that will guide Bank 
interventions are (i) achieving a balance between the economic and ecological functions 
of the environment; (ii) addressing poverty-related causes of environmental degradation; 
and (iii) preventing and minimizing economic damage to existing economic infrastructure, 
e.g., hydroelectric, irrigation, water supply, and transport. Bank operations will focus on 
three areas: forestry and biodiversity conservation and management; comprehensive 
water resource management; and assistance in coastal resource management. 

 
63.  Social Dimensions. Given the high level of development achieved by the 
country, and current initiatives by the Government and other sources of external aid, the 
focus will be on assisting the transition with a narrow focus on human resource 
development supportive of the Government’s proposed reforms in this area, and on 
mitigating the social impact of structural economic change. Impact mitigation will be 
carried out through (i) the establishment of safety nets that will accompany reform 
efforts; (ii) the development of financial and capital markets to allow the expansion and 
private provision of social security services; (iii) the targeting of skills development and 
retraining programs to segments of the rural population affected by the gradual excess of 
the agricultural labor force; and (iv) the supply of small infrastructure, water supply and 
sanitation, and housing in those secondary towns whose population and economic role 
are likely to increase as a result of the continuing shift away from an agriculture-based 
economy. 
 
64.  The proposed strategy is based on a scenario in which resolution of the 
civil conflict will still require time. The United Nations is currently coordinating an 
emergency and short-term reconstruction program in Jaffna, and some bilateral aid 
agencies are also actively providing relief assistance. In June 1998 the Bank fielded a 
mission to assess the situation in the area. While operations are possible, the security 
situation and logistical constraints are such that any medium-or large-scale operations 
must be ruled out under the present circumstances, given also the visibility of any 
significant infrastructure facility as a potential target. Small-scale reconstruction of 
noncontroversial facilities, e.g., schools, could be considered if the situation stabilizes, 
while larger scale operations will only be contemplated if pacification is achieved. Use of 
the sector lending modality when appropriate during the strategy period will enhance the 
flexibility of rapidly extending operations to the Northern and Eastern provinces in the 
event of peace, e.g., in the case of low-income housing finance or roads. Resolution of 
the conflict will require a reassessment of the Bank’s strategy and reorientation and/or 
increase in resources to address the need for extensive rehabilitation and reconstruction. 
 
D. Relationship of the Current Strategy with the Previous COSS 
 
65.  The previous COSS for Sri Lanka was published in 1993. At the time of its 
preparation, in spite of an escalation in civil disturbances in the previous years, the 
country was experiencing relatively high growth rates (5.6 percent on annual average 
from 1990-1993), following a second wave of economic reforms that started in 1989 and 
was further supported by a 1991 IMF ESAF. The previous COSS identified key 
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macroeconomic constraints,1 and a set of structural problems, such as low public sector 
efficiency, mismatched labor force skills, eroded infrastructure, and environmental 
degradation. The strategy focused on two overriding concerns: high rates of 
unemployment and underemployment, and a high incidence of poverty. These were to be 
addressed through three strategic thrusts: (i) economic growth to be promoted by 
fostering structural reforms and expanding the infrastructure endowment, (ii) improved 
access of the poor to productive assets, and (iii) protection and improvement of the 
environment. The geographic focus of Bank operations was to be in the poorer 
provinces, particularly those in the Southern Province.  
 
66.  Consistent with the directions of the previous COSS, Bank operations 
from 1993-1997 focused more heavily than in the past on road and power infrastructure, 
addressed the mismatch between outputs of the education system and labor market 
demands through two loans for secondary education and science and technology 
personnel development, and promoted privatization through a plantation sector reform 
project. Policy dialogue promoting cost recovery and financial accountability was carried 
out at the sector level. As a result of private sector-led economic growth, unemployment 
declined during the strategy period, although it is difficult to establish a direct link with 
specific components of the Bank program. The focus on improving access of the poor to 
productive assets and on promotion and improvement of the environment was not as 
clearly reflected in specific Bank operations. While it can be said that the program 
mirrored, to a good extent, the directions of the strategy, its development impact on the 
ground is more difficult to measure, as several of the projects approved during this period 
have only recently started their implementation phase.  
 
67.  The proposed strategy maintains continuity with the previous COSS in 
supporting a thrust based on economic growth, market-oriented human resource 
development, and environmental enhancement, and a geographic orientation away from 
the Colombo metropolitan area. It differs in that it (i) places greater emphasis on the 
structural transformations that are taking place in the economic and social fabric of the 
country and the measures needed to support them; (ii) identifies fiscal deficits, which 
preempt financing from the private sector and distort resource allocation as the most 
significant macroeconomic constraint to the country’s long-term development; (iii) 
underlines the importance of governance and public sector efficiency to support the 
transition process; (iv) articulates more clearly the focus of Bank operations aimed at the 
environment, by targeting natural resource management to guarantee the long-term 
sustainability of growth and to mitigate the environmental impacts of the transition; (v) 
identifies secondary urban centers with good economic and population aggregation 
potential as the focus of decentralized investment; and (vi) suggests more strongly that 
given the country’s distributive and social policies and the operations of other funding 
agencies, the role of the Bank in social sector development should be very narrowly and 
sharply focused on the development and promotion of marketable skills and attitudes. 

                                                 
1 Among them, a sizeable savings-investment gap, the balance of payments current account 

deficit, and fairly high inflation. 
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68.  The overriding focus on structural transformation implies that Bank 
operations during the next strategy period will need to focus more on the preconditions 
for such change and on the systematic redefinition of the roles of the private and public 
sector. This will require attention to the development of institutions and legal/regulatory 
frameworks, both at the national (e.g. competition policy) and sectoral level (e.g. 
development of financial intermediaries, unbundling in the provision of infrastructure and 
services), in addition to the investment that will address physical or capacity bottlenecks.  
 
E. Sector Implications 
 
69.  The strategy is based on analyses performed at the sector level of key 
constraints, past Bank and other aid agencies’ operations, and potential for future Bank 
action; and on the prioritization of such actions in a consistent framework that 
emphasizes the support that the Bank can provide to the ongoing process of structural 
economic and social transformation in Sri Lanka. Summary background analyses and 
detailed strategies for the key sectors are presented in Appendix 4, which should be 
considered an integral part of the strategy. A brief summary of the sector strategies is 
presented in Table 4 and discussed in the following paragraphs. 
 
70.  Agriculture.  Building on the specialization acquired in the past, Bank 
operations will aim at (i) consolidating recent policy reforms in the perennial crops sector 
(both smallholder and plantations) and improving social conditions on the estates, and  
(ii) stimulating the further reallocation of research, extension, marketing, financial, and 
management functions from the public to the private sector, and supporting innovative 
arrangements that will improve the interface between the two. Involvement will not be 
sought in other crop subsectors, given the Bank’s limited past engagement and the 
expected role of other sources of external assistance. Given the Government’s emphasis 
on reorienting rural development activities and the relatively abundant support available 
from other funding agencies, rural area development activities will be contemplated only 
after a reassessment of the potential Bank role in order to identify the linkage with other 
Bank operations and the contribution to policy reform and institutional development of the 
sector. Fisheries operations will be integrated into a broader coastal zone management 
perspective, that will include measures to address the socioeconomic distress of 
families that depend on in-shore fishing and coral/sand mining for their livelihood. 
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Finance & Transport Other
Strategic Focus Agriculture Energy Industry & Comms Social (Gov't.)

Economic Growth x  x x  x x  x  x x  x  x x  x

Poverty Reduction x  x x x  x x  x

Human Development x x  x  x x

Status of Women x

Environment x  x  x

Governance x x  x

Medium-Term 
Operating Objective

Policy Support Integrated Sector institution Support for Sector policy Promotion of Improve
water resource restructuring privatization development the environment financial &
management & unbundling of State & institutional for greater personnel

of generation, enterprises reform autonomy & management 
Consolidate transmission & & capital responsibility capacities

recent distribution market dev't for local
perennial crops government

reforms authorities

Governance and Innovative Improved sector Improve Improve Improvement Assist in the
      Capacity Building arrangements regulation; management functioning of institutional upgrading of 

for private/ create of public assets of road sector capacity of the professional
public interface regulatory institutions local gov't. capacity and 

agency Strengthen rural to efficiently effectiveness
development manage of the public
banks and service administration

microfinance delivery system
institutions

Investment   Natural Transmission Improvement - Water supply Modernize the
  resource & distribution; of the road    & sanitation Ministry of 

preservation rural network at -  Urban Finance
 -  forestry electrification various  development
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71.  Finance and Industry. Policy reform and creation of a favorable 
environment for private sector development will be the focus of Bank operations. These 
efforts will rely on program lending and TA, while financial resources for relending to the 
private sector through domestic financial institutions will be mobilized from commercial 
sources at market interest rates, if necessary with the support of the Bank’s guarantee 
facility. Bank assistance will support (i) further deepening and broadening of capital 
markets, and development of a regulatory framework that will free institutional investors 
from current restrictions, and allow them to play a role in channeling long-term savings to 
the long-term investment needs of the private sector; (ii) development of the long-term 
Government securities and corporate debt market; (iii) promotion of competition, entry 
and exit, and sectoral policies that will improve the efficiency of resource allocation; (iv) 
support for further public enterprise reform and privatization, including corporate 
governance; and (v) mitigation of the social impacts of such reforms through specific 
provisions in the programs supported by the Bank, and the introduction of generalized 
safety nets and greater labor market flexibility. In support of these reforms, the Bank will 
continue to emphasize in its policy dialogue the need to reduce budget deficits and 
improve the performance of State commercial banks, as an essential precondition for the 
improvement of financial market performance. Bank support for microfinance will focus 
on the regulatory framework and strengthening of rural development banks and private 
nonprofit microfinance institutions, largely through TA operations. 
 
72.  Infrastructure. While the Bank will support private sector-led economic 
growth and structural transformation through the policy reforms highlighted, an equally 
important element of the strategy will be support for the creation of the needed 
complementary infrastructure. In doing so, the Bank will be selective, and will abstain 
from providing financial support through public sector lending for projects that can attract 
private sector financing, such as thermal electricity generation, port terminals, 
telecommunications, and high-density traffic road segments suitable for the imposition of 
tolls. TA for feasibility studies and analyses, and involvement of the private sector group 
operations to catalyze the necessary financing, and policy support to perfect the legal 
and regulatory framework that will allow such investment to happen will be the modalities 
of Bank assistance.1 
 
73.  Given the importance of roads in linking the domestic economy and 
promoting the decentralization of economic opportunities, the need to strengthen sector 
policies and institutions, and the Bank’s involvement at all levels of the network in recent 
years, this sector will receive priority for Bank involvement during the strategy period. The 
emphasis for Bank operations will be on key corridors emanating from Colombo, on 
improving the links of secondary urban centers with the network and with the rural areas 
surrounding them, and on establishing modalities of operation and private sector 
involvement, e.g., for contract construction and maintenance that can be replicated in 
sector activities financed by the Government and other external aid agencies. Given the 
role played by other bilateral and multilateral funding agencies, and the lack of previous 
Bank involvement in the much needed policy dialogue, no direct involvement is envisaged 
in railways. 
 

                                                 
1  Public sector operations will be limited to large-scale public investment (e.g. Colombo Port 

breakwater) that may be necessary to catalyze private sector investment, but whose financial 
returns are not sufficiently high to justify direct private sector involvement, even though the 
economic return is significant. 
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74.  Bank involvement will also be considered for power, to bring to fruition 
substantial sector reforms to which the Government has committed, as highlighted in the 
Bank’s energy sector strategy study, and to address issues of equity in access, e.g., in 
the case of rural electrification where financial cost recovery is inadequate to attract 
private investment. Given the sector’s financial viability, lending of OCR resources or 
blending of OCR and ADF could be considered for this purpose, combined with 
cofinancing or parallel financing by both bilateral and multilateral sources. If the reform 
program is successfully implemented, an assessment would have to be carried out near 
the end of the strategy period to determine whether Bank assistance to the sector should 
be discontinued and shifted to support from private sector operations, or enhancement of 
commercial borrowing or power bonds that could be issued by the sector institutions. 
 
75.  In keeping with the focus on economically viable secondary urban centers, 
Bank support for urban development, housing, water supply and sanitation, and other 
small infrastructure will be concentrated on secondary towns during the strategy period. 
The planning, management, and fiscal capacity of these urban centers will have to be 
strengthened at the same time, to ensure their viability. As the level of coverage of water 
supply in the urban sector appears to be fairly high, additional sector analysis will be 
necessary to determine whether further Bank support for the sector is warranted after the 
ongoing projects are completed. In any case, the Bank should continue to play a role 
indirectly through its support for integrated water resource management. 
 
76.  Human Development. In line with the Government’s requests, and given 
the role of other external funding agencies in the sector, the Bank will not be involved in 
primary health and education during the strategy period. Rather, on the basis of its past 
involvement and of the urgent need, the Bank will continue to play a role in the promotion 
of market-relevant skills and attitudes development at the technical, vocational, and 
possibly secondary and higher education level. This will be in support of recent 
Government policy directions that highlight a greatly enhanced and strong role for the 
private sector, a refocusing of the Government’s role from provider to facilitator, greater 
emphasis on the rate of return on training expenditures, and emphasis on training for 
self-employment. As the critical problem of the rural poor is low income resulting from 
underemployment, while the most relevant gender issue is labor market discrimination, 
skills development programs, accompanied as necessary by enhanced access to 
microcredit, will also be an essential ingredient of the Bank’s approach to reducing 
poverty and gender disparity. As the impact of the demographic transition on the demand 
for health services is reasonably well debated and understood in the country, and given 
the slow pace of this transition, the most useful contribution that the Bank can make at 
this stage is to assist the country in the development of financial and capital markets, 
intermediaries, and instruments that will allow private retirement, medical, and education 
savings schemes to complement public sector financing for these services.  
 
77.  Environmental Issues. Bank operations will focus on natural resource 
management, and will support the implementation of Government master plans in the 
areas of forest resources including biodiversity conservation, coastal resources, and 
integrated water resource management: 
 

(i) Forest resource management will promote community forestry and 
protection of restricted areas, especially in upper watershed catchments, 
combined with limited and controlled conversion of forest-land into 
agriculture uses. Community participation in decision making on forest 
management and sharing of the benefits of forest resources will be 
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emphasized, along with regulated expansion of the private sector role 
through incentives for private reforestation, particularly on degraded lands, 
and privatization of the commercial processing sector and Government-
owned forestry plantations. Assistance for biodiversity conservation will 
improve protected area management through a strategy to develop 
income-generating alternatives for the affected population to reduce 
pressures for further exploitation. 

 
(ii) Assistance for coastal resources management will address issues of 

marine resources depletion, water pollution, coastal erosion, and 
deterioration of coastal habitats through an integrated approach based on 
rehabilitation of coastal habitats and beaches, reduction of erosion-prone 
areas, improvement of fish-breeding habitats and fisheries management, 
income generation opportunities for impoverished coastal populations, and 
strengthening of sector institutions. 

 
(iii) Support for comprehensive water resource management will consolidate 

recent institutional changes in the sector, strengthen the capability of the 
recently established Water Resources Council and Secretariat as the 
water sector apex body, and facilitate agency restructuring in the water 
sector, leading to the formation of an agency responsible for water 
resource allocation and management. An integrated approach to water 
resources management will be the guiding principle for Bank operations in 
this sector during the strategy period, and any assistance to the water 
sector will be provided in this framework. Bank assistance will aim at 
translating national policy and institutional arrangements into practice 
through river basin level planning and implementation, the resolution of 
conflicts in water use, and/or innovative management arrangements. 

  
78.  Given the limited past Bank involvement in pollution abatement issues, the 
proposed focus of the strategy outside the Colombo area, and the programs of other aid 
agencies, the Bank will not focus on pollution abatement issues during the strategy 
period. The only exception will be the inclusion of urban pollution control measures in 
urban development projects focusing on secondary urban centers. 
 
79.  Governance. The Bank will continue dialogue with the Government on 
the pursuit of a thorough public administration reform aimed at (i) streamlining 
Government organizations, by eliminating entities that have lost their role either because 
of the shift to a market economy or because of the devolution initiative;  (ii) progressively 
retrenching or redeploying employees in other Government entities, providing adequate 
transitional assistance to those affected; (iii) restoring to Government service its former 
independence and quality of performance by revitalizing the Public Service Commission, 
restructuring the incentive framework, and other means; (iv) improving the material 
resources at the disposal of Government employees; and (v) ensuring that the provincial 
councils and local government benefit from a clear delegation of authority, appropriate 
and prudent financial management systems, adequate resources, and sufficient 
administrative capacity. The Bank will stand ready to coordinate with other multilateral 
sources of external assistance (and particularly the World Bank and IMF in the 
framework of possible SAL and ESAF programs) to mobilize financial resources in 
support of the implementation of such reforms, subject to the Government undertaking 
significant up-front measures. As the timing of such reforms will have to depend on 
Government considerations, the Bank will in the interim consider assistance aimed at 
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improving selected segments of the public administration and at strengthening the 
organizational basis on which eventual broad reform can be built.1 
 
80.  The Bank will continue to support Government efforts to fight corruption 
through: (i) dissemination and implementation of the Bank’s anti-corruption policy; (ii) 
support for streamlined and improved procurement procedures and guidelines; and (iii) 
strengthening of financial management controls in the public sector, starting with the 
Ministry of Finance and Planning. 
 
F. Poverty Impact of the Strategy 
 
81.  In spite of differences related to specific local conditions, there is clear 
evidence that Asian countries that have been successful in reducing poverty have done 
so through a combination of (i) high growth rates of GDP (in the 7-9 percent annual 
range) sustained over a long period; (ii) development of the human resource base; (iii) 
growth of rural incomes, where necessary through redistributive policies; and (iv) 
programs and policies that targeted the segmentation of poverty, in terms of gender, 
ethnicity, access to services, and infrastructure. Sri Lanka has been very successful at 
evenly distributing income support and access to social services, thereby virtually 
eliminating abject poverty for the entire population,2 but has only been partly successful in 
meeting the first three conditions. Otherwise stagnating rural incomes have been 
supplemented through a variety of rural development and transfer programs, recently 
consolidated into Samurdhi, but the coverage has been too extensive, reaching nearly 50 
percent of the population, and the impact on raising rural productivity and incomes in a 
sustainable manner has been limited. Education levels and access are high and not 
gender biased, but the link to market demand and hence higher earnings potential is 
weak. Above all, economic growth rates have been insufficient to propel the country into 
the next phase of higher value-added growth and to absorb the large number of 
unemployed and underemployed. 
 
82.  The strategy will promote the reduction of poverty in Sri Lanka through a 
focus on economic growth and human resource development. By addressing the policy 
and infrastructure constraints to private sector development, the strategy will support 
structural economic transformation leading to higher rates of economic growth. While not 
sufficient, this is a necessary condition for the improvement in real incomes and the 
reduction of poverty. Sri Lanka will then rely on its well-developed system of social safety 
nets and significant endowment of distributive policies, whose targeting will need to be 
                                                 
1  A good example of such interim actions is the institutional modernization of the Ministry of 

Finance and Planning ?  on whose effectiveness the efficiency of public resources allocation 
largely depends ?  through creation of a centralized payroll management system; review and 
strengthening of the corporate governance regime for public enterprises; and restructuring  of the 
National Planning Department to strengthen public investment programming and improve 
integration with the recurrent budget and hence with the medium-term macroeconomic 
framework. Related areas requiring assistance are (i) verification, updating, modernization, and 
improvement of the Ministry of Public Administration’s database on government employees at 
central, provincial, and local levels; (ii) preliminary comparison of compensation in the public and 
private sectors; (iii) review of personnel procedures; (iv) assistance to strengthen the Public 
Service Commission and its financial, organizational, human, and technical resources if its 
autonomy is restored; and (v) review and strengthening of recruitment procedures of the 
provincial councils,  to prevent ballooning of employment.  

2  In spite of this, more vulnerable segments of the population can be still identified, including 
fisherfolk, old age women, families living on estates, underemployed workers in the rural sector, 
and persons displaced by the civil conflict or living in conflict-affected areas. 
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sharpened to spread the fruits of growth evenly. The strategy also includes a specific 
focus on improving marketable skills through assistance for technical and vocational 
training, skills development, and the rationalization of higher education, which will 
contribute to translating the present high level of human resource development into 
higher productivity and earnings, and foster the development of higher value-added 
sectors. 
 
83.  In addition to this crucial but indirect support for poverty reduction, Bank 
operations in the areas of urban development and housing, water supply and sanitation, 
road and decentralized infrastructure construction, will have a direct employment and 
income generation effect. Roads, which will receive priority in Bank investment to 
strengthen the infrastructure network, have been identified in many recent studies as a 
major determinant of poverty reduction. The strong emphasis of Bank operations on the 
environment, such as on forestry, biodiversity conservation, and coastal management, 
which will explicitly take into account the need to provide a sustainable livelihood for the 
local population to minimize conflict between the economic and ecological use of natural 
resources, will have important impacts on poverty reduction, as fishing families and low-
income rural population living on marginal lands close to forests or protected areas will 
be direct beneficiaries of the proposed approaches. The geographic focus outside 
Colombo will also locate Bank operations closer to the rural areas where poverty is 
concentrated. In addition, Bank operations in some sectors will be designed specifically 
to mitigate the impact of the structural economic transition on affected segments of the 
population. For example, attention to the social and housing conditions of estate workers 
will complement support for the further development of the plantation sector; focus on 
skills development in rural areas will help address some of the training and redeployment 
needs of the local labor force that will become redundant as a result of productivity 
improvements; and retrenchment components will be built into the support for public 
enterprise reform. 
 
84.  There is, finally, an element of poverty associated with the displacement 
resulting from the civil conflict. United Nations and bilateral aid agencies are better placed 
to support the rather small-scale interventions that can mitigate such poverty and 
hardships while the conflict is ongoing. Bank support can be more appropriate ?  and 
should be mobilized quickly ?  in the reconstruction phase following successful 
pacification. By assisting in reestablishing the necessary physical infrastructure in 
coordination with other external funding sources, the Bank will be in a favorable position 
to foster renewed economic opportunities that will improve the incomes and living 
conditions of the population living in and returning to the regions currently affected by the 
conflict. 
 
85.  Issues related to poverty in Sri Lanka and the proposed approach are 
discussed further in Appendix 1. The Government of Sri Lanka is in the process of 
formulating a policy framework for poverty reduction in the country. The Bank has been 
invited to participate in the steering committee and consultative group for this initiative. No 
preliminary results are yet available, but reports on the subject should be produced in the 
last part of 1998 and the first half of 1999. Depending on the outcome of this initiative, 
further actions and approaches consistent with the general thrust of the COSS will be 
considered in due time. 
 
G. Gender Impact of the Strategy 
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86.  The status of Sri Lankan women is higher than in other countries in the 
region, and legal parity in most areas and equal access to health and education services 
are a reality. Recent analyses1 have pointed out that the main areas of disparity are 
related to women’s role in the labor force. The female labor force participation rate is 
approximately half that of men (though not significantly out of line when compared with 
most other countries in the region), while unemployment rates are on average twice as 
high as those of comparable male cohorts, and earnings levels approximately 25 percent 
lower. In recent years, women have also accounted for nearly 80 percent of the migrant 
labor force and, as a consequence, face hardships that include exposure to difficult 
working conditions, violence, and serious domestic breakdown on their return. In addition 
women are, as in many other countries, subject to the pressures resulting from their 
multiple roles within and outside the household, including involvement in community-
based health or development initiatives. 
 
87.  Acceleration of economic growth, and structural transition away from 
agriculture and toward higher value-added manufacturing and services, which the 
country strategy will support, are likely to make the situation of some female workers 
more vulnerable. Since nearly half of the female labor force is engaged in agriculture, and 
another fifth in semiskilled manufacturing, their positions and relative earnings levels will 
particularly be at risk. Through its focus on human resource development and on 
mitigating the social impacts of the transition, the Bank will have to pay special attention 
to the situation of women. As issues of skills development and retraining will be common 
to the whole labor force, it will not be efficient for the Bank to design skill development 
projects aimed exclusively at women. In the design of its operations, however, the Bank 
will ensure that women are provided equal or preferential access to skills training, 
including the more advanced technological areas, and to complementary inputs such as 
extension programs in agriculture, credit or microfinance, and market information. Similar 
attention to improving and upgrading the role of women will be included in the design of 
sector projects, such as forestry, water supply, or urban development.  In past projects 
women have represented a high share of the social mobilizers, and their active role as 
potential suppliers and active participants in project activities will continue to be 
promoted. Gender issues and the Bank strategy to address them are discussed more in 
detail in Appendix 2 and in the background country briefing paper, Women in Sri Lanka. 

                                                 
1  Women in Sri Lanka, Country Briefing Paper, prepared by the Programs West Department, draft, 

June 1998. 
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V.   INSTRUMENTS OF BANK SUPPORT AND OPERATIONAL IMPLICATIONS 

 
 
88.  To implement the strategy, the Bank will need to efficiently utilize, in a 
coordinated fashion, the various instruments at its disposal, while promoting cooperation 
with other sources of external assistance, and leveraging of private sector operations to 
overcome emerging financial constraints. The key operational implications of the strategy 
are discussed in the following sections. 
 
A. Lending Operations 
 
89.  Lending will continue to be a major instrument of Bank operations in Sri 
Lanka.  During the period covered by the last strategy, which also highlighted the need to 
accelerate the rate of economic growth, 40 percent of loans (equivalent to 46 percent of 
the dollar amount committed) were classified as having economic growth as a strategic 
development objective, followed by human development; economic growth with 
secondary human development or environmental objectives; and a small share devoted 
to protection of the environment (Figure 1). As a result of the new strategy, it can be 
expected that from 1999-2002 economic growth (where possible with secondary human 
development or environmental objectives) will maintain a comparable share of the 
portfolio, while the share of human development will decline due to the narrower focus on 
skills development in social sector operations. The share of projects with primary 
environmental objectives is expected to increase significantly, both in terms of projects 
and dollar amounts, reflecting the much greater emphasis on natural resource 
management. The tentative 1999-2001 program (Figure 1) shows that the close linkage 
maintained between the process of COSS preparation and country programming has 
already resulted in reorientation of the tentative loan pipeline along these directions. 
 
90.  The strategy emphasizes the importance of policy dialogue, both at the 
national level in support of private sector development, and at the sector level to increase 
the efficiency and sustainability of Bank-financed projects and local institutions. The 
Bank’s ability to undertake meaningful policy dialogue is leveraged by its ability to lend 
sizeable amounts. Given the absorptive capacity of the country and of sector institutions, 
however, project loans to Sri Lanka cannot be very large. Reliance on program loans or 
sector development programs in support of policy dialogue, and on the sector loan 
modality where feasible in the case of investment projects, will make it possible to design 
loans of adequate size and policy relevance. Use of the sector lending modality in 
investment projects, where applicable, will allow the packaging of a large number of 
small-and medium-scale investment into loan projects of a larger amount and policy 
impact, and will build flexibility into the program to quickly extend assistance to areas 
currently affected by the civil conflict, if and when the circumstances will allow it. 
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Figure 1: Lending According to SDO Classification 

         
       SDO – Strategic Development Objective 
 
 

91.  With the exception of a particularly low level in 1996, Bank lending 
commitments to Sri Lanka have averaged $140 million per year during the last strategy 
period, with a peak of $162 million for five projects in 1997. This places the Bank at a 
level of lending higher than the World Bank, which committed $105 million annually on 
average, but considerably behind the largest bilateral source of assistance, Japan, 
whose program averaged $421 million per year (including both loans and grants). 
Absorptive capacity in the country has showed signs of improvement in recent years, and 
the proposed focus on economic growth, the diversity of initiatives supported in the area 
of natural resources preservation, and the need to mitigate adverse social and 
environmental impacts of the transition, point to the need to maintain a sufficiently high 
level of annual lending, up to the $100-130 million range. If other external funding sources 
maintain past lending levels, as indicated for next year at the May 1998 Development 
Forum held in Paris, this level of Bank operations should allow Sri Lanka to fill its savings-
investment and foreign exchange gaps, and pursue growth rates in the 5-7 percent 
range. Providing a substantial level of lending, especially in sectors where the Bank is a 
key proponent of policy reform, will be helpful in focusing Government attention on the 
Bank-supported reform agenda. 
 
92.  Unfortunately, the Bank is facing significant constraints in availability of 
concessional resources, and is unlikely to be able to finance the program entirely through 
ADF. The Bank is also redefining its criteria for country classification and for the 
allocation of ADF resources, and Sri Lanka has been recently reclassified as an ADF 
country with limited OCR access, given it’s relatively smaller population and higher per 
capita income compared with other ADF recipients.  
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93.  A partial shift to OCR lending would have some impact on the country’s 
external debt-service burden. By way of example, if $50 million of the lending program 
were shifted from ADF to OCR terms every year starting in 1999, the cumulative impact 
on the country’s debt service ratio (as a percentage of exports of goods and services) 
would be to increase the ratio at its peak by approximately a third of a percentage point. 
Total debt outstanding and disbursed (as a percentage of GDP) would actually be nearly 
one percentage point lower, as the faster repayment of OCR loans reduces the total 
amount of debt outstanding and disbursed that has to be serviced.  
 
94.  Sri Lanka has not graduated to the use of International Bank for 
Reconstruction and Development funds, and receives all its financial support from the 
World Bank from the concessional IDA windows. The World Bank has indicated that this 
classification is not likely to change in the near future. Small amounts of OCR have 
already been used in the recent past in Bank private sector guarantee operations aimed 
at securing external commercial financing for private sector development. The country’s 
external debt-service capacity is reasonably sound. The fairly high stock of external debt, 
equivalent to 56 percent of GDP, has been declining in recent years, and the external 
debt-service ratio now stands at 14 percent of exports of goods and services, largely as 
a result of the concessional nature of such debt. A sustained blend with OCR would 
increase the debt-service ratio by approximately a third of a percentage point under the 
higher lending scenario ($130 million annual lending, with $50 million from OCR 
resources). The high level of domestic debt and the security situation, which could place 
additional demands on the public budget or result in events that would disrupt economic 
growth, suggest caution, but the country is nevertheless in a position to absorb some 
official assistance at OCR terms and conditions. 
 
95.  To avoid external financing shocks, reductions in ADF lending should be 
phased in gradually. Lending at OCR terms should be restricted to projects that yield 
financial returns, primarily in the infrastructure sector, while projects that generate 
externalities that cannot be internalized by the market (most likely in the areas of (natural 
resource preservation, human resource development, or projects oriented at economic 
growth but with a significant secondary social or environmental component) would 
continue to be financed at concessional terms. Domestic private sector financing 
requirements should continue to be supported through the use of private sector 
guarantee operations aimed at enhancing the mobilization of external commercial 
resources to be relent through local private sector financial intermediaries. Through this 
diversification in Bank lending instruments, and especially through greater recourse to 
cofinancing than in the past, it should be possible to retain a critical mass in terms of 
Bank operations, to further the development objectives outlined in the strategy. 
 
96.  Given the tight budgetary situation resulting from Sri Lanka’s ongoing fiscal 
consolidation  efforts and from the decline in revenues that can be expected as a 
consequence of somewhat lower growth rates caused by the Asian crisis, consideration 
should be given in the early years of the strategy to providing higher levels of local cost 
financing where needed. This policy will have to be applied very selectively, given the 
scarcity of Bank financial resources, and should be accompanied by attempts to mobilize 
domestic, nongovernment sources of local financing. It can be expected that after the 
year 2000 both factors constraining the availability of local currency financing will become 
less severe, and the appropriateness of greater allowance for local cost financing will 
need to be reassessed. 
 
B. Cofinancing and External Resource Mobilization 
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97.  Bank leadership in a sector should not be equated with financial 
leadership: the Bank will aim at playing a relevant development role by combining policy 
dialogue, support for capacity building of sector institutions, project conceptualization and 
feasibility study, and catalytic amounts of its own financial resources.  
 
98.  In recent years, the relatively modest size of the Bank’s lending operations 
and cofinancing efforts, and the nature of the loan projects, translated into limited 
amounts of cofinancing. Japan, France, Norway, the Organization of Petroleum Exporting 
Countries Fund and Australia have ongoing cofinancing arrangements with the Bank. 
From 1995-1997, $112.5 million in commercial and official cofinancing was mobilized for 
four of the ten projects approved by the Bank, for a cofinancing leverage ratio of about 32 
percent. Given the greater emphasis in the next strategy period on private sector 
development, physical infrastructure, and natural resources management, which should 
be attractive areas for both multilateral and bilateral aid agencies and private sources of 
funding, efforts should be made to achieve a cofinancing leverage ratio close to 50 
percent. A greater effort in mobilizing cofinancing opportunities will be critical in the light 
of the funding constraints discussed in the previous section. 
 
99.  Private sector guarantee operations for a total of $115 million, in 
conjunction with two private sector window OCR loans totaling $10 million, have been 
pioneered in 1997 and 1998 to mobilize private sector financing through two facilities for 
smaller and larger enterprises respectively. Use of the guarantee has allowed primary Sri 
Lankan financial institutions to access international sources of commercial funds at a 
cost only marginally higher than the London interbank offered rate (LIBOR). This modality 
will continue to be taken into consideration during the strategy period to attract 
commercial financing for private sector development, e.g., for plantation companies and 
industrial or service enterprises. 
 
100.  While the principle of resorting to guarantee operations for these purposes 
is sound, the detailed design of these operations will continue to require close attention. 
As no long-term forward or future foreign exchange markets for the Sri Lanka rupee exist, 
and given the “lumpy” nature of principal repayments, which are deferred to the end of the 
loan period, these operations have the potential to transfer a significant foreign exchange 
risk to the Government, and to generate peaks of foreign exchange demand, unless 
appropriate cash-flow planning for the hard currency reserves is undertaken well in 
advance. Future guarantee operations will need to ensure that adequate mechanisms 
are in place to address these concerns, contemplating if necessary the strengthening of 
external debt management capabilities through parallel TA. 
 

C. The Role of Technical Assistance 
 
101.  In the recent past, the quality and size of the Bank’s Sri Lanka portfolio has 
been directly related to the support provided through project preparatory TA. Project 
preparatory TA should therefore continue to play an important role among TA operations, 
and when needed it should include ?  as suggested by postevaluation findings ?  pilot 
testing of components in areas where the Bank is venturing on partially new ground, such 
as natural resource management projects, whose social sustainability must be 
thoroughly explored. Support for environmental impact assessment linked to relevant 
lending operations should also continue to be provided. 
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102.  Postevaluation studies on Bank advisory TA (though not specific to Sri 
Lanka) have shown that such assistance can be ineffective or counterproductive if not  
linked to indepth analysis of the institutional environment and reinforced by a 
complementary relation with lending operations. In Sri Lanka, advisory TA should have a 
twin focus. In sectors where the Bank is expected to play a lead role in policy dialogue 
and institutional development, e.g., power, roads, and integrated water resource 
management, it should be employed to strengthen sector institutions, and to provide the 
inputs necessary to technically support the evolution of the legal and regulatory 
framework. In other areas, including those of significant past Bank involvement such as 
agriculture, it should focus on exploring and promoting modalities for private-public sector 
partnership.  
 
103.  Development of positive modalities of interaction and of a clearer division 
of roles between the public and private sector will be critical to support Sri Lanka’s 
structural transformation and higher growth. In many cases, such as agricultural 
research and extension services, development and commercialization of seeds and 
other inputs, management of irrigation infrastructure, delivery of vocational and technical 
training, and postsecondary education, the most compelling needs are not for large 
amounts of financial resources, but rather for innovative arrangements that will unleash 
the energy and creative potential of the private sector in a manner conducive to public 
welfare through cooperation between the private and public sectors, which for too long 
have been diffident of each other, when they have not taken antagonistic stances. By 
exploring of best practices in other countries, supporting innovative arrangements, and 
pilot testing alternative service delivery systems, the Bank’s TA operations can make an 
important contribution even though they entail relatively modest amounts of financial 
resources. 
 
D. Economic and Sector Work in Support of the Strategy 
 
104.  Economic and sector analyses were undertaken for the social sector, 
environmental conditions, the energy sector, governance, gender issues, and 
nongovernment organizations (NGOs) during the preparation of the strategy 
(Supplementary Appendix). Implementation of the strategy will require additional and 
more detailed analysis of the constraints to private sector development in the areas of 
financial and capital markets; trade and industrial policy including entry, exit, and 
competition policies; labor market rigidities; and framework for private sector participation 
in infrastructure and utilities. Transport options and the adequacy of the existing 
intermodal links will need to be reviewed. Bank operations for public sector development 
will need more in-depth study of issues related to public enterprise reform, corporate 
governance, and the fiscal dimensions of administrative decentralization and devolution. 
Given the plethora of public and private actors engaged in skills development and 
vocational and technical training, comprehensive mapping of the local institutional 
arrangements and review of international best practices will be required to design 
effective Bank operations to support improvements in the supply of marketable skills. A 
reassessment of the Bank’s role and perspectives in rural area development projects will 
also be required prior to any further commitments in this direction, given the ongoing 
shifts in the Government’s approach and the availability of other sources of external 
assistance. Continuation of the Bank’s role in rural area development will have to be 
thoroughly justified, in light of existing financial constraints and emphasis on policy 
development. 
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105.  Toward the end of the strategy period, and to develop the next strategy, it 
will become necessary to carry out a thorough needs assessment in the area of water 
supply and sanitation, and to evaluate developments in power sector reforms, to 
ascertain if and with what strategic focus the Bank should continue to provide assistance 
to these sectors. At that stage it will also be important to reassess if the Bank’s role in 
support of reform of the plantation/perennial crops subsector has been accomplished, 
and whether a shift toward support for other areas of agriculture such as food crops is 
warranted in light of intervening policy developments and the experience, in the 
meantime, of projects supported by other sources of external assistance. 
 
106.  The preliminary list of economic and sector work to be performed is 
summarized in Table 5. Additions and modifications will have to be determined during the 
strategy period, depending on the progress in implementation, changing country and 
external conditions, and strategic thrusts that will be identified for the subsequent strategy 
period. 
 

Table 5:  Economic and Sector Work in Support of the Strategy 
 

 
A.   In Support of Strategy Implementation 
- Analysis of constraints to private sector development 
- Private sector development strategy 
- Institutional development needs for capital market development  
- Public sector development (public enterprise reform, corporate governance, fiscal 

dimensions of decentralization) 
- Institutional arrangements for skills development and vocational/technical training 
- Analysis and projections of labor market demand 
- Transport sector options and intermodal links 
- The Bank’s role and perspectives in rural developments projects 
- Road sector policy action plan 
- Colombo port/rail/road intermodal connection  
 
B.   In Support of Preparation of the Next Strategy 
- Needs assessment in water supply and sanitation 
- Status and prospects of power sector reforms 
- Assessment of the plantation sector reform process and future development needs 
- Analysis of the food crop sector policy environment, investment needs, and potential 

for Bank involvement 
-    Transport sector options and intermodal links   
 
E. The Interface with Private Sector Operations 
 
107.  The Bank’s private sector window has been engaged in eight operations 
between 1988 and 1998, for a total of $4.43 million in equity, and a $11 million in loans. 
Seven of the eight are in the financial sector (merchant banking, venture capital fund, 
insurance, asset management, development bank privatization, long-term financing 
facilities for small and large enterprises), and one in manufacturing (ceramic tiles). Two 
partial credit guarantees for a total of $115 million were approved in 1997 and 1998, to 
enable long-term international borrowing by Sri Lankan private development banks. The 
funds are to be relent to small and medium enterprises, and large enterprises 
respectively. Further involvement in Colombo port development is also under active 
consideration. The past concentration of private sector operations in the development of 
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financial intermediaries has complemented well, at the micro level, the approach to 
financial and capital markets development pursued at the macro level through the public 
sector window. Public sector operations in support of private sector development in the 
past have focused on improving the functioning and the maturity structure of the financial 
and capital markets, on supporting the privatization of plantations and the promotion of 
private sector contractors for construction and maintenance in the road sector, and on 
human resource development. The focus during the strategy period will be on achieving 
further progress in these directions by addressing legal and regulatory constraints in a 
number of areas, and by further developing long-term capital markets. 
 
108.  The strategy’s proposed approach in support of an accelerated economic 
transition offers a good opportunity to synchronize the broad direction of the Bank’s public 
and private sector operations, without compromising the financial viability and market 
responsiveness of the latter. Two critical bottlenecks to private sector development 
identified in the strategy are the lack of long-term domestic financing and the inadequate 
infrastructure endowment, whose expansion costs cannot be shouldered entirely by the 
public budget if fiscal discipline is to be restored. In line with the focus of the Bank’s 
overall strategy for private sector operations,1 which prioritized the financial sector/capital 
markets and infrastructure,  private sector operations can help address such constraints 
through the following actions. 
 

  (i) Provide enhancements in the form of credit guarantees for the 
mobilization of international commercial financing for the establishment of 
credit lines for Sri Lankan enterprises, as traditional public sector lending 
to development financing institutions for this purpose will be discontinued. 
Further financing needs linked to the consolidation of plantation sector 
reform may provide an opportunity for this type of assistance, when the 
funds available under the 1995 Plantation Reform project are exhausted.  

 
(ii) Support private sector involvement in the provision of infrastructure, 

particularly in those sectors that, in line with Government policy, the 
strategy has ruled out from consideration by the public sector window 
(thermal energy generation, port terminals, telecommunications, and high 
traffic volume road segments suitable for the imposition of tolls). Even in 
these sectors, the security situation and the relatively small market size 
act as a deterrent to private sector involvement, and processes and 
regulations are still relatively untested. By providing TA to study the 
feasibility of specific operations, or by playing the role of “honest broker” 
through direct involvement in private sector infrastructure projects, the 
Bank can assist bridge the knowledge and confidence gap between 
private investors and Government authorities, and support the 
strengthening of local expertise, which will help translate Government 
policies into practice. 

109.  It can be expected that due to the need to generate adequate financial 
revenues site-specific private sector operations will tend to focus on the greater Colombo 
area. Bank operations to improve transport corridors (particularly in the south, along the 
Colombo-Galle axis) may generate opportunities for private sector development that 
should be considered in the pursuit of synergies between private and public sector Bank 
operations.  
 

                                                 
1  Review of Private Sector Operations 1995-1997, Working Paper 3-98, 31 March 1998. 
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F. Coordination with Other Sources of External Assistance 
 
110.  The need to coordinate with other sources of external assistance will 
become greater during the strategy period due to the impact of the Asian financial crisis 
on private and official capital inflows, the potential reduction of available Bank 
concessional funds, and the potential overlap in aid agencies’ operations in some sectors 
or areas where the content of policy advice is particularly sensitive. 
 
111.  Coordination should be facilitated by the clear sector demarcation of Bank 
involvement. Partly in response to the stated programs of other aid agencies, the Bank 
will not be involved in projects located in the Colombo metropolitan area, in activities 
focusing on pollution abatement, in food crop agriculture, and in the social sector (health 
and education), with the exception of marketable skills development. Conversely, the 
Bank expects to be a lead source of assistance in natural resource management, 
including integrated water resource management; plantations and perennial crop 
agriculture; and power sector reform, the latter in close cooperation with the World Bank. 
 
112.  The two areas of private sector development and public sector reform will 
require careful aid coordination. Due to the proposed broad approach to private sector 
development, promotion of an enabling environment will affect multiple dimensions 
(financial and capital markets; public enterprise reform; trade, industrial, and competition 
policy; labor market rigidities; etc.), though not all with the same intensity, as in some 
cases the policy framework may be already reasonably advanced. Since many 
dimensions will be potentially involved, a proportionately large number of sources of 
external assistance that are or have been significantly involved in these issues (including 
both the World Bank and IMF) will need to be consulted, given also the high potential for 
conflicting policy advice. In the area of public sector development, a number of false 
starts have taken place. Bank operations will therefore need to proceed cautiously and 
pragmatically, but involvement of all key multilateral agencies will have to be sought if the 
Government indicates willingness to proceed with a substantial reform agenda, preceded 
by a number of credible reform measures. Coordinated mobilization of a sizeable pool of 
financial resources in support of public administration reform will then become the most 
likely scenario, as Government action on this front will remove the most relevant obstacle 
to conclusion of an ESAF with parallel World Bank support for structural adjustment. 
 
113.  The presence in Sri Lanka of a large bilateral aid source (Japan), with 
significant involvement in many sectors, presents an opportunity to pursue more 
successful implementation of policy reforms and achieve a larger development impact 
through joint or parallel financing in sectors such as power and road transport. In other 
areas, e.g., forestry, coastal zone management, and skills development, smaller bilateral 
aid agencies have successfully implemented innovative approaches, whose lessons 
must be taken into account in the design of future Bank projects, seeking where possible 
cooperation to support specific subcomponents. Commercial sources of cofinancing will 
have to be explored by both public and private sector operations in support of credit lines 
for infrastructure investment and private sector development, e.g., long-term investment 
in plantations rehabilitation. 
 
114.  The recent opening of a Bank resident mission in Sri Lanka offers the 
opportunity to pursue active coordination at the micro level in the field, not only in the 
decision and design of projects for future financing, but also in addressing common 
implementation issues related to the existing loan and TA portfolio. Such field level 
coordination can be even more important and effective than the broad agreements in 
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principle reached at meetings such as the annual Development Forum. Recent 
decentralization measures undertaken by the World Bank1 will also facilitate such field 
level coordination, and aid representatives in Colombo have in general shown support for 
the Bank’s recent initiatives and proactive stance in this direction. Strengthening of the 
resident mission staff complement will be necessary to achieve such coordination 
effectively, along with improvements in information technology, such as the 
telecommunications and electronic linkages between the resident mission and 
headquarters. 
 
G. The Potential Role of Nongovernment Organizations  
 
115.  Interaction between the Bank and the Sri Lanka NGO community has 
been sporadic in the past, but has recently begun to strengthen. NGOs were involved as 
partner organizations in the implementation of the Southern Province Rural Development 
Project and the Fisheries Sector Project, both approved in the early 1990s. The NGOs 
were consulted about their experience and potential role in Bank operations through a 
workshop held in Colombo on 19 March 1997, and again during preparation of the 
strategy, both on the general focus of the strategy, and through a workshop on the more 
narrow topic of natural resources and environmental management. Past experience has 
shown that the NGOs can be very effective in identifying beneficiaries and stimulating 
community participation in development projects, and in raising awareness for specific 
issues. Their limitations stem, with a few exceptions, from lack of nationwide coverage or 
networking, and limited technical expertise and absorptive capacity. The NGOs have 
noted that pressures by funding agencies to disburse large amounts of assistance over 
short time spans and/or over wide geographic areas are likely to result in suboptimal 
project implementation, as they strain NGO capacity beyond a reasonable limit. They 
have also indicated that they are ready to go beyond the role of project implementation 
contractors, and would welcome wider consultation on development issues and more 
comprehensive involvement in the conceptualization, planning, and design of projects. 
 
116.  The relationship between the Bank and the NGOs is still evolving, and the 
establishment of the resident mission should be utilized during the strategy period to 
consolidate the process of consultation, both in general and on specific sector and 
project issues. The experience of relevant NGOs should be drawn upon at the stage of 
both project design and implementation, keeping in mind the constraints noted. The 
potential for NGO involvement will be particularly significant as the Bank expands its 
operations in natural resource-based  activities that will involve action in participatory 
forestry, and income-generating activities in coastal areas and biodiversity buffer zones. 
The NGOs can also play a role in Bank operations linked to microfinance and skills 
development, particularly in rural areas. 
 
H. Response to Changes in the Civil Conflict Situation 
 
117.  The strategy is based on a scenario of continuing medium-low-level civil 
conflict, with military operations geographically restricted to a few areas of the country, a 
defense burden of about 17 percent of the budget and 5 percent of GDP, and as a 
consequence moderate levels of foreign investment and tourism inflows, but no major 
additional disruption to economic activity. In this scenario, the Bank would have only 
limited scope for addressing conflict-related social and economic distress. Any large- 

                                                 
1  The country director resides in Sri Lanka, and has greater autonomy than resident 

representatives had in the past in the processing and implementation of World Bank operations. 
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scale infrastructure reconstruction project in the conflict areas would probably be subject 
to excessive security risk. Small-scale support for those affected or displaced by the civil 
conflict is being provided by United Nations agencies and some bilateral aid agencies, 
especially in Jaffna and refugee camps, and is not particularly suitable to the scale and 
modalities of Bank operations. In this scenario, Bank operations would be geographically 
located away from areas directly affected by the civil conflict, but use of the sector loan 
modality, when appropriate, would enhance the flexibility to allow rapid extension to the 
Northern and Eastern provinces in the event of peace. 
 
118.  Resolution of the civil conflict will require a reassessment and partial 
redirection of the Bank's strategy. If stable peace is achieved, Bank operations will be 
partially reoriented to address the need for extensive rehabilitation and reconstruction. 
Where subproject criteria can be substantially met, funds available under existing sector 
loans for urban development, roads, housing, and water supply and sanitation could be 
redirected relatively rapidly, following a reconnaissance phase, to areas previously 
affected by the civil conflict and in need of reconstruction. Emergency loan operations 
could also be processed relatively quickly to provide additional assistance for more 
substantial infrastructure. TA could then be provided to complement the Government’s 
efforts to define priorities and the magnitude of the reconstruction effort, building on work 
already undertaken under the coordination of UNDP, and would be followed by 
investment projects. Serious consideration would be given to increasing the magnitude of 
Bank assistance if warranted. The macroeconomic impacts of reconstruction would 
need to be assessed and monitored, to avoid overheating of the economy, which could 
lead to counterproductive macroeconomic destabilization. 
 
119.  The opposite scenario ?  the intensification of the civil conflict ?  though 
less likely, also needs to be considered. Under this scenario, escalation of military 
operations would place considerable demands on the budget and compromise the 
ongoing effort at fiscal consolidation. Intensification of terrorist responses would 
undermine foreign direct investment and tourism, causing the economy to contract. 
Political energy would be significantly absorbed by the conflict. Given also the unfavorable 
external circumstances resulting from the Asian crisis, under this scenario growth would 
decline, inflation and the budget deficit would increase, and the external equilibrium and 
exchange rate would come under increasing pressure. In this situation, it is doubtful that 
Bank operations with a significant policy reform content could be implemented 
successfully. Project-related operations should continue to the extent allowed by the 
security situation and the availability of counterpart funds, and the focus of policy-based 
operations would have to be shifted from structural reforms to more fundamental issues 
of macroeconomic equilibrium. Lending levels under this scenario would likely contract. 
 
I. Risk Factors and Measures to Address Them 
 
120.  The first and largest risk factor is the security situation. The most likely 
scenario is for a continuation of the present status in the early years of the strategy, 
hopefully followed by a positive resolution of the civil conflict. There is little that the Bank 
can do to accelerate the pace of a peaceful solution or to prevent negative developments 
in this area, except to indicate to the Government that a higher level of financial support 
would be forthcoming under the peace scenario. The impact of alternative scenarios in 
this area and how Bank operations would be adjusted accordingly are discussed in 
paras. 117-119. Warning indicators of a worsening security risk would be increases in 
defense spending, more frequent and visible bomb explosions, and termination of the 
efforts to implement devolution. 
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121.  A second, and somewhat related risk, is that the current Government 
would call early elections in an attempt to strengthen its parliamentary majority in 
preparation for decisive action on the proposal of greater devolution of powers to the 
provinces and other constitutional reforms, and/or that during early or regular elections 
the opposition party would return to power, resulting in a different policy orientation.1 Early 
elections would entail some risks, but also present an opportunity: while implementation 
of politically sensitive reform measures may (as it would be in most countries) be 
deferred until after elections, the early postelection period presents a significant window 
of opportunity for bold policy action. Continuity in macroeconomic policy can be 
reasonably expected regardless of the election outcome: the last change of government 
did not significantly alter the broad macroeconomic and market-friendly policy orientation, 
and it can be expected that this thrust will continue in the future, regardless of the party in 
power, though some shifts in priority for the geographic location of projects can be 
anticipated. Preparatory work on sectoral and nationwide reform agendas should 
therefore continue as scheduled, but political developments may dictate the most 
opportune timing for operations in support of their implementation (such as program 
loans), and flexibility will have to be exercised in deciding such timing. Warning indicators 
of political developments that could negatively affect Bank operations and programming 
would be strong pronouncements supporting reversal of market-oriented policies by 
either the Government or the opposition. 
 
122.  The ongoing Asian financial crisis could also negatively affect 
macroeconomic stability and hence implementation of the strategy. So far, Sri Lanka has 
not been significantly affected by the crisis. Capital account controls and investors’ 
uncertainty due to the security situation prevented massive inflows of short-term capital 
and the creation of stock market or real estate bubbles in earlier years; and the managed 
float of the exchange rate, while allowing some real appreciation, did not create 
significant depreciation expectations. The pace of exchange rate depreciation and the 
level of interest rates were slightly increased in the first half of 1998 to counter potential 
speculative pressures. The main impact of the crisis is likely to be on export 
competitiveness and private capital inflows, as a significant share of the latter originated 
from regional countries now affected to varying degrees by the crisis. If no significant 
worsening of the crisis takes place, Sri Lanka is likely to continue being only marginally 
affected, as in recent years.  
 
123.  If the crisis takes a turn for the worse, and results in widespread banking 
failures and domestic economic contraction in major regional countries accompanied by 
a second round of competitive devaluations, the impact on Sri Lanka’s balance of 
payments equilibrium via reduced export competitiveness and capital inflows would be 
more substantial. Even then, it is unlikely to reach the crisis proportions experienced by 
other East Asian economies, but it would probably result in the Government taking a 
more cautious attitude toward external debt exposure, jeopardizing those projects in the 
Bank’s portfolio financed at OCR rates, which have a stronger impact on external debt 
service. Depending on the availability of concessional resources and the relative situation 
of Sri Lanka vis-a-vis other ADF countries, the Bank would then have to choose between 
increasing the amount of concessional lending to Sri Lanka to cover some of the “harder” 
sectors, or reducing the size of its commitments. Warning indicators of this deterioration 
would be events in the regional financial and exchange rate markets, the level of Sri 

                                                 
1  Regular presidential elections are scheduled for November 1999, and parliamentary elections 

for August 2000. The president is elected for a five-year term, and parliament for a six-year term. 
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Lanka’s real effective exchange rate, and the balance of the country’s external trade, 
current, and capital accounts. 
 
124.  On the macroeconomic front, the largest risk is a relaxation of fiscal 
discipline. This would adversely impact interest rates and availability of credit for private 
sector development, and start again a vicious cycle of more debt, a higher interest 
burden, and higher future deficits, with negative repercussions that would extend to 
external perceptions of the country’s economic viability and affect capital inflows. The 
Government has committed to reduce the deficit to 4 percent of GDP by 2000, through a 
combination of further privatizations to be used for public debt retirement, revenue 
reforms,1 and expenditure controls. While timely availability of counterpart funds has only 
been an occasional problem in the past, resulting in project implementation delays, this 
situation suggests that counterpart fund availability will continue to remain tight during the 
strategy period, and will have to be monitored closely, together with other warning 
indicators such as the public deficit and debt as a share of GDP, and the allocation of 
funds between current and capital expenditures. Given the importance of attaining fiscal 
stabilization, consideration should be given during the strategy period to allowing Bank 
projects to finance a relevant share of local currency costs, and/or to seek alternative, 
nonfiscal sources of local currency cost financing (through beneficiary contributions, 
private sources of funds such as producers’ associations cesses or levies, etc.) 
 
125.  At the project level, two types of risks should be considered. In new 
sectors of Bank operations, particularly those linked to natural resource management, 
project success will be very dependent on a socially acceptable design. Tapping the 
experience of bilateral funding agencies active in these fields and of local NGOs will be 
essential to develop successful project design and implementation modalities. In project 
implementation, the old problems of delays and procurement difficulties will continue to 
exist. Recent measures, such as the strengthening of the project directors forum, 
development of an action plan, creation of a procurement support bureau, should all 
contribute to improve implementation performance. The Sri Lanka Resident Mission is 
well placed to address both concerns, through its role in fostering coordination between 
bilateral funding agencies and incoming project processing missions, and through 
systematic follow-up of project implementation. Warning indicators in this area will be 
those provided by the recently revamped Bank project performance management 
system. 
 
126.  Overall, the risk elements affecting the strategy appear to be quite 
manageable, particularly if the warning indicators are monitored, and appropriate 
remedial adjustments are promptly undertaken. The strategy is therefore reasonably 
robust to changes in the domestic and external environment. The framework for risk 
monitoring is presented in Table 6. 
 
J. Performance Measurement and Monitoring Tools 
 
127.  There are two dimensions to measuring the effectiveness of a country 
strategy. The first is internal to the strategy and the Bank (it could be defined as strategic 
relevance), and relates to whether the strategy has correctly assessed the country’s 
critical developmental problems, has identified adequate and feasible approaches to their 
solution, and results over the years in a program designed to implement the strategic 
directions it contains. The second is external, and relates to whether the program is 

                                                 
1  A goods and services tax, replacing the business turnover tax, was introduced on 1 April 1998. 
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successfully implemented, and whether its implementation leads to perceivable and 
positive developmental impacts. 
 
128.  The strategic relevance of Sri Lanka’s country operational strategy can 
only be assessed through a process of validation within the Bank and between the Bank 
and Sri Lanka’s Government and civil society. The process of COSS preparation has 
emphasized consultation within the Bank through an interdepartmental working group, 
through joint country programming/program confirmation missions and country strategy 
missions, attended by representatives of all the relevant Bank departments and offices, 
and through preparation of several background documents (Supplementary Appendix). 
This process of consultation has contributed to the analytical  refinement of the COSS 
and to the gradual reorientation of the future country program. As Figure 1 (page 36) 
shows, the strategic development objectives of the 1999-2001 tentative lending program 
already reflect the strategic reorientation away from broad human development and 
toward natural resource management, and the continuing importance of operations in 
support of economic growth. 
 
129.  Documentation prepared by the National Planning Department, 
Presidential task forces, and National Development Council working groups was 
consulted and incorporated into the strategy’s approach. Periodic discussions with a 
Government focal point group, which included representation from all the relevant 
ministries and agencies, and institutions such as the Central Bank, leading to formal 
Government endorsement, and with the NGOs, civil society, and the private sector 
through workshops and bilateral discussions, ensured that national priorities and 
concerns are adequately reflected, and that the strategy appropriately represents an 
intersection between Sri Lanka’s developmental priorities and the Bank’s strategic 
development objectives and capacity to address critical issues facing the country. Thus, 
for example, the Bank’s very focused involvement in human development issues is not 
an indication of their low importance, but rather of the fact that on the basis of past 
experience the Government is confident to be able to address them through existing 
domestic programs and with the assistance of other aid sources, and has asked the 
Bank to concentrate on other priority areas. 
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INSERT TABLE 7  HERE  
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130.  Assessment of the external efficiency of the strategy should discard the 
traditional approach based on a wide range of socioeconomic indicators and focus 
instead on monitoring indicators of risk and sectoral performance. 
 
131.  Country or program performance is usually monitored through a range of 
20-30 socioeconomic indicators.1 The problem with this approach is that in most cases 
the scale of Bank operations is such that it is difficult to claim (and even more difficult to 
quantify precisely) what has been the measurable impact on national infant mortality, 
literacy, or inflation rates; trade balance; share of population below the poverty line; and 
so forth. Even in cases where Bank operations are substantial, it is often difficult to 
disentangle the extent to which external factors, e.g., droughts, world commodity gluts, or 
changes in domestic policies,  have offset or contributed to positive and measurable 
changes in these indicators. 
 
132.  A first and more manageable focus of monitoring of the country 
operational strategy will therefore be based on the indicators associated with the risk 
elements discussed in paras. 120-126 and Table 6. This will allow adjustments to Bank 
operations when warranted by changing country or international circumstances to 
mitigate their negative impact or take advantage of the opportunities they create. 
 
133.  The second level of monitoring will take place at the sector level, 
concentrating on those sectors where Bank operations are expected to be more 
sizeable, or more significant in terms of policy or development impact.  In some cases 
the impact will be measurable in physical terms, e.g., productivity and replanted areas in 
plantation and smallholder perennial crop agriculture, private or public sector 
infrastructure construction, and extent of reforested areas. In others, the emphasis will be 
on institutional changes, e.g., arrangements for greater private sector involvement in 
agricultural research, extension, or irrigation management; and progress in public 
enterprise reform; unbundling and commercialization of power sector institutions. In 
others, it will have to be based on a qualitative assessment of the viability and level of 
competence of sector institutions. Sector-specific indicators of performance are briefly 
discussed at the end of each sector profile in Appendix 4, while the framework for 
assessing and monitoring sector performance is summarized in Table 7. Since during a 
strategy period the Bank often provides only a few loans or TA projects, impact 
monitoring will also have to rely on qualitative assessments of catalytic events, e.g., 
public administration reform or plantations privatization, triggered by Bank assistance. 
The sector reviews performed annually during the preparation of the country assistance 
plan (CAP) will provide an opportunity to monitor the implementation and performance of 
the strategy, while the risk factors will be assessed as appropriate in the country 
economic review and its updates, and in relevant sections of the country assistance plan. 
 
 

                                                 
1  They typically include macroeconomic indicators such as the GDP growth rate, balance of 

payments, inflation, budget deficit, debt-service ratios, and social/environmental indicators such 
as population growth rate, poverty incidence, literacy and school enrolment levels, child mortality 
and malnutrition, forest cover, soil erosion, air quality indicators, etc.  
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INSERT TABLE 8  (con’t) 
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VI. CONCLUSION 

 
 
134.  Sri Lanka has been able to respond rather successfully in the past to the 
challenge of raising the level of social development. A high level of human development 
has been achieved, sometimes at the cost of lower levels of investment in physical 
infrastructure, slower economic growth, and macroeconomic imbalances, most notably 
high levels of budget deficits and public debt. The high level of social development has 
already triggered a demographic transition that will, over the next few decades, stabilize 
population levels and transform Sri Lanka into a gradually aging society.  
  
135.  The country now needs to aggressively pursue an accompanying 
structural economic transition that will build on high levels of human capital to pursue 
productivity increases and economic growth in an overall climate of fiscal discipline and 
reliance on private sector initiative. The strategy supports a continuing emphasis on 
economic growth to be pursued through both policy reform conducive to further market 
liberalization and physical capital accumulation, with the private sector playing a 
predominant role. It underlines the important economic and social contribution of an 
expanded focus on natural resource management, and calls for a much more sharply 
focused Bank role in human resource development, with emphasis on marketable skills. 
It suggests that the emphasis should be shifted to reconstruction in the areas affected by 
the civil conflict in the event of a lasting peace, building to the extent possible on the 
sectoral specialization and pipeline of operations that the Bank will have developed in the 
rest of the country. 
 
136.  In spite of a still difficult security situation and of the ongoing Asian 
financial crisis, the risks associated with the proposed strategy, if properly monitored, 
appear quite manageable. Successful implementation of the strategy will support Sri 
Lanka in establishing a more conducive environment for private sector-led growth, a 
better balanced infrastructure endowment, and more productive human resources. It will 
also contribute to defending and strengthening the country’s natural resource base, 
ensuring the environmental sustainability of the country’s structural economic 
transformation. 
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Appendix 1, page 1 

POVERTY IN SRI LANKA 

 
1.  Despite its relatively high level of social development, poverty persists in Sri 
Lanka. While poverty is certainly not a widespread phenomenon, it does exist in pockets, 
especially in rural areas. Based on an analysis of household data from the World Bank’s last 
poverty assessment, 1  the proportion of people below the poverty line in Sri Lanka averaged 22 
percent in 1990-1991, with rural poverty at 24 percent and urban poverty at 18 percent. 
Consumption poverty has been declining in Sri Lanka over time, and since the 1950s, real per 
capita gross domestic product (GDP) grew at an average annual rate of 2.5 percent. 
Unemployment, an indirect indicator of income, has also been declining, from 15.9 percent in 
1990 to 10.4 percent in 1997. In Sri Lanka, however, poverty is more closely associated with 
underemployment and low productivity occupations. 
 
2.  The poor are primarily constituted of households whose members work in 
agriculture; this is a reflection of the lack of progress made in enhancing the productivity and 
income of small farmers and coastal fisherfolk. Sri Lanka’s poor are also characterized by higher 
unemployment rates (especially for the 15- to 29-year age group), lower levels of education, and 
by the fact that they devote an extremely large proportion of their income to purchasing food (25 
percent alone to rice). Available data do not show significant discrepancies between the 
incidence of poverty for households headed by women or men.  
 
3.  Government policy has for a long time identified the importance of poverty 
reduction and job creation. While their promotion would require macroeconomic reforms and 
strategic investments (especially human resource development) to foster economic growth, past 
and present government policy has been based on the free provision of social services coupled 
with a the widespread social safety net. The latest initiative in this series of programs is the 
Samurdhi (prosperity) program. Given the country’s somewhat precarious macroeconomic 
situation, the cost of the continuing civil conflict, and Sri Lanka’s eroding public finance base, it is 
likely that fewer resources are or will be available specifically to combat poverty and generally for 
human and social development. 
 
4.  Given this situation, and the fact that past economic growth, while healthy, 
appears not to have had a major impact on reducing the level of poverty in last decade, new 
approaches may be required to attack stubborn poverty. As noted earlier, the common 
correlation between poverty and unemployment exists, but in Sri Lanka many of the poor are 
already employed. Rather, poverty for many is directly associated with the stark reality that they 
are engaged in activities, such as agriculture, that have low levels of productivity. Since 
agriculture continues to employ 40 percent of the labor force, a focus on developing alternatives 
to agricultural employment and to improving agricultural productivity will be needed to reduce 
poverty. 
 
5.  The previous Country Operational Strategy Study (COSS) for Sri Lanka, prepared 
in 1993, highlighted the need to tackle poverty reduction through projects in the agriculture sector 
within an overall focus on economic growth. The current strategy also centers on economic 
growth. It underlines, however, the need to support the transition to a higher productivity 
economy. An improved policy environment and infrastructure should allow the country to shift to 

                                                 
1 Washington, D.C. World Bank, 1995. Sri Lanka:  Poverty Assessment. A new country poverty assessment 

is currently under preparation, but no preliminary data are yet available. A more comprehensive coverage 
of the issues raised in this appendix, including a discussion of the Government’s Samurdhi program, can 
be found in the background document on the social sector entitled Social Sector Development in Sri 
Lanka: Issues and Options, prepared in support of the strategy and published by the Bank in 1998. 
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higher productivity manufacturing and services. This development will inevitably be accompanied 
by a gradual reduction of the agricultural labor force and a shift from rural to urban areas, which 
will contribute to growth of rural incomes and productivity. To maximize the poverty reduction 
impact of the transition, accompanying measures must be taken. Skills development, when 
necessary accompanied by microcredit, will be provided to the low-income residents of rural 
areas, to help them participate in and benefit from the transition. The rural population will also be 
the target of sustainable livelihood activities linked with natural resource management in the 
areas of forestry, biodiversity preservation, and coastal zone management. Improvement of living 
conditions in secondary urban centers, coupled with better transportation connections to the 
national economy and to their hinterland, will spread the benefits of growth to the rural areas and 
reduce the incentive to migrate to Colombo and the associated social costs. 
 
6.  The three major identifiable causes of poverty are (i) slow pace of economic 
growth and inadequate filtering down of overall growth to rural areas, (ii) poor agricultural 
productivity, and (iii) a mismatch between labor force skills and the demands of the labor market. 
Measures in the strategy to help reduce such causes of poverty include: 
 
 (i) facilitate rural diffusion of economic growth by 
 

(a) supporting policy reform and investment in support of accelerated growth 
and increased productivity, 

(b) locating Bank-supported infrastructure outside of Colombo, and  
(c) supporting secondary urban centers as sources of decentralized 

economic opportunities; 
 
 (ii) improve agricultural productivity by 
 

(a) reducing the dominant role of the State in agriculture and encouraging 
private/public partnership in agriculture service delivery, i.e., research, 
extension, credit, and management, and 

(b) supporting income generation opportunities in natural resource 
management, e.g., marginal lands and coastal fishing; and 

 
 (iii) reduce skills mismatch by 
 
  (a) improving vocational and technical education, 

(b) enhancing training and employment links to the private sector, and 
(c) promoting microfinance schemes in support of newly acquired skills. 

 
7.  The Government of Sri Lanka is in the process of formulating a policy framework 
for poverty reduction in the country. The Bank has been invited to participate in the steering 
committee and consultative group for this initiative. No preliminary results are yet available, but 
reports on the subject should be produced in the last part of 1998 and the first half of 1999. 
Depending on the outcome of this initiative, further actions and approaches consistent with the 
general thrust of the strategy will be considered in due time.   
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GENDER ISSUES IN SRI LANKA 

 

1.  The status of Sri Lankan women is at a higher level than other countries in the 
region. Sri Lankan women outlive men, enjoy high human development, and are recognized as 
equals under the country's constitution.1 However, despite the advances made by women, 
numerous inequities remain that block women from being equal partners in Sri Lanka's 
economic and social development. Accordingly, the major goal of the gender strategy for Sri 
Lanka should be to ensure that the benefits of economic growth and poverty reduction accrue to 
them. In particular, efforts must be made to reduce women's unemployment, which is double 
that of men, by increasing women's access to employment and/or productive assets. Lastly, the 
emerging issue of Sri Lanka's aging population is especially pertinent because women are 
starting to outlive men. 
 
2.  With the anticipated increasing role of the market economy, one of the major 
sources of women's empowerment will be access to employment opportunities. Participation 
rates for women have increased substantially over the last two decades and women now 
constitute one third of the workforce. This growth in women's employment has, however, 
generally been in the informal sector or in low wage work. Wage inequality continues to 
discriminate against women to the extent of around 25 percent. Although education levels of 
women are relatively high, unemployment levels are typically twice those for men (Table A1.1). 
 

Table A1.1: Unemployment Rates by Education Level and Gender 
 

Education Level 
 

Gender 
No 

Schooling 
 

1-5 years 
 

6-8 years 
 

9-10 years 
GCE 

or Degree 
 

All Levels 
Men 3.7 8.3 9.6 12.2 14.7 9.9 

Women 1.6 10.2 21.2 29.6 34.1 20.87 
GCE -  General Certificate of Education. 
 
3.  Despite the pioneering role of Sri Lanka in the appointment of women to 
positions of political leadership2 (the world's first female prime minister in 1960), the percentage 
of women in senior administrative posts remains below 10 percent. The orientation of the 
current education and training systems tends to perpetuate the employment of women in low-
paying jobs and fails to recognize the opportunity and potential or educating women to be 
change agents for the achievement of a modern economy. This issue is specifically addressed 
in the proposed Bank actions. 
 
4.  Women also remain disadvantaged in specific areas such as divorce, settlement 
land titling, and custody of children, and although protected by labor legislation in the formal 
sector, remain vulnerable to economic exploitation in the larger, informal sector where most are 
employed. A less visible but widespread problem affects the increasing number of women 
working as overseas domestic workers. Apart from the difficulties endured in the host countries, 
such women frequently encounter serious domestic breakdown on their return.3 

                                                 
1  More information can be found in Social Sector Development in Sri Lanka: Issues and Options (1998) and in 

the forthcoming gender profile for women in Sri Lanka. 
2  In reality, all of these women have risen to power through their prominent families. This is true throughout 

South Asia. 
3  All too commonly, repatriated savings have often been squandered and families have fallen victim to child 

neglect and alcohol/drug problems. 
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5.  Because of the lack of gender disaggregated statistics on poverty it is not 
possible to determine whether Sri Lanka has been affected by the same process of feminization 
of poverty that is observable in other regional developing member countries. On the one hand, 
the estimated 20 percent of households headed by women face formidable difficulties in 
ensuring the survival of their families, e.g., difficult access to agricultural extension and to 
technical information that could help raise their household income. Yet, in the areas of 
education and health, it is apparent that gender presents much lower barriers to access than 
does poverty itself. 
 
6.  The Bank's gender strategy should focus on three main areas: 
 

1.  Focus on Poor Women. In Sri Lanka, the poorest and most disadvantaged 
women are those living in low-income households. Strategies to help these 
women are linked to those already identified for the poor, however, special 
emphasis will have to be given to the needs of women. Aging women are one 
new group whose situation will require specific attention. 

 
2.  Generalize Attention to Gender Issues. In terms of direct policy work, the 

opportunities for Bank assistance to the Government are limited. The most 
practical approach for the Bank, therefore, is to give special attention to gender 
considerations in each of its loans. Specific areas requiring attention are most 
likely to be in women's employment, professional and vocational training, and the 
estate sector. In general terms, however, project designs need to give closer 
attention to the constraints that limit the full participation of women, as past 
experience has shown that they can play an important role, for example as social 
mobilizers. This factor becomes of critical importance in the case of impoverished 
women whose multiple roles frequently do not allow them to be involved in the 
very programs that are intended to benefit them. 

 
3. Provide Access to Microfinance/Self-Employment. The programs of National 

Development Trust Fund and nongovernment organizations have consistently 
shown that women have a strong interest in microcredit and that this interest 
appears to be closely related to their level of poverty.1 At present no sustainable 
microfinance service exists despite this considerable demand. Access to 
microcredit is of special importance to the estimated 20 percent of households 
headed by women, as the latter are confined to the informal sector and have 
limited resources of bargaining power. The promotion of the development of 
small-scale, self-employment schemes for women, especially rural women 
already working in agriculture or women living in urban poor areas, may be a 
good approach to improving these women's incomes. Such activities could serve 
as a springboard to larger microenterprises. 

                                                 
1  Evidence of this potential can be seen from the success of the Janasnakti Bank in Hambantota District. 

Janashakti, a women's program modeled on the Grameen Bank principle, has established several hundred 
women's societies and a flourishing savings and credit program. 



 
Operations of Major Aid Agencies in Sri Lanka 

 
Aid Agency Agriculture Education Environment Energy Health Public Adm. Telecom Transport Finance 

and Ind. 
Urban 
Devt. 

Water 
and Sani. 

Multilateral            
ADB Plantations 

reform, 
perennial 
crops, rural 
area develop-
ment 

Tertiary 
education; 
skills 
develop-
ment 

Forestry, bio-
diversity 
coastal 
management 

Restruc-
turing of 
sector insti-
tutions; 
investment  
in trans-
mission, 
distribution, 
rural electri-
fication 

 Examine 
options for 
reform; 
modernize 
Ministry of 
Finance; 
improve 
procurement 
and budget 
controls  
 

 All levels of 
road 
network; 
Southern 
Transport 
Corridor; 
Colombo 
port break -
water 

Loan and credit 
guarantees for 
credit facilities; 
credit rating 
agency; public 
enterprise reform 
and capital 
market develop-
ment 

Small 
urban 
infras - 
tructure 
and low -
income 
housing 

Rural and 
urban 
supply; 
sector 
reforms. 

European 
Commission 

Rural area 
development 
and irrigation 
 

          

United Nations Uva province 
income and 
employment 

 Masterplans for 
protected 
areas; s treng-
then Dept. of 
Wildlife Conser-
vation 

 Human-
itarian 
assist-
ance in 
civil 
conflict 
areas 
 

Support the 
Finance 
Commission; 
review 
functions of 
Ministries 

 Provincial 
roads feasi-
bility 

   

World Bank Land market 
development 
and titling; 
non-plantation 
agriculture 

General 
education 

Urban pollution; 
Environmental 
Action Plan 

Non-con-
ventional 
energy 
supply and 
conservation;
sector 
restructuring 

Support 
for Govt. 
Health 
Reform 
Program 

  Private 
sector 
Infras-
tructure 
Devt. 
Company; 
Railway 
Restruc-
turing 

 Housing 
and envi-
ronmental 
improve-
ment for 
the poor in 
Colombo 

Community 
water supply 
projects; 
Colombo 
wastewater 

Bilateral            
Australia  Tertiary 

scholarships 
and training 

   Lang titling; 
training and 
capacity 
building of 
selected Govt. 
Depts. 

     

France 
 

          Cofinance 
Bank project 
 

Germany Research and 
farm mechani-
zation; live-
stock 

Technical 
and voca-
tional educa-
tion; rehabili-
tation of 
education 
facilities in 
Jaffna 

Pollution abate-
ment technolo-
gy; watershed 
management; 
coastal 
protection 
masterplan 

Thermal 
energy 
generation; 
rural electri-
fication 

   Upgrade 
railway 
bridges 

Assistance to 
small and 
medium 
enterprises; 
private sector 
infrastructure 
fund 

 Localized 
water supply 
and sanita-
tion; resto-
ration of 
Jaffna water 
supply  



Aid Agency Agriculture Education Environment Energy Health Public Adm. Telecom Transport Finance 
and Ind. 

Urban 
Devt. 

Water 
and Sani. 

 
Japan 

 
Plantations, 
irrigation 
(Mahaweli) 

 
Under 
consideration 

 
Pollution 
control in 
industry 

 
Electricity 
generation, 
transmission, 
distribution, 
incl. rural 

 
Under 
consider
ation 

  
Rural 
telecom-
munication 

 
Colombo 
port 
develop-
ment; 
roads, 
including 
bridges 
masterplan; 
railways 
rolling stock 
and track 

 
Assistance to 
small and 
medium enter-
prises  

 
Drainage 
and flood 
mitigation 
in 
Colombo; 
solid 
waste 
collection 
in urban 
areas; 
housing 
for public 
servants  
 

 
Water and 
sewerage 
for the poor 
in Colombo 

Korea        Roads  
 

   

Kuwait 
 

       Bridges and 
rural roads  
 

   

Netherlands Rural area 
development; 
plantations 
workers 
 

 Wetland 
conservation; 
forestry 

    Railway 
communi-
cation and 
signalling 

   

Norway  Plantation 
workers; 
fisheries 

Strengthen 
the Vocation-
al Training 
Authority 

 Hydropower 
and trans -
mission 

    Assistance to 
small and 
medium 
enterprises 
 

 Cofinance 
Bank project 

Sweden        Highway 
construction 
on Colom-
bo- Kandy 
road; 
Southern 
Transport 
Corridor 
 

Financial sector 
development 

  

United 
Kingdom 

 Primary 
education 

Forestry   Assist improve 
public sector 
performance 

    Private parti-
cipation in 
Colombo 
water supply 

United States Private,agro-
based enter-
prises  

 Pollution 
abatement 
technology 

  Support for 
Bureau of 
Infrastructure 
Investment 
 

  Capital markets 
development 
and technology 
improvement 

  

 
Key 
Italics   indicates tentative area of interest. 



 
     Appendix 4, page 1 

 

 

     
SECTOR IMPLICATIONS AND UNDERPINNINGS OF THE STRATEGY 

 
 
A. Agriculture 
 
1.  In 1997, agriculture, including forestry and fisheries, accounted for 
approximately 22 percent of gross domestic product and 35 percent of employment in Sri 
Lanka, a share that will further decline in the future.  Recent output trends in tea, rubber, 
coconut, and minor perennial crops have been positive, as a result of productivity 
improvements induced by plantation privatization and relatively favorable commodity 
prices. Among the food crops, paddy continues to remain dominant due to extensive past 
public investment in irrigation and relatively higher returns per day worked. Overall, 
however, the food crops sector stagnated in the last decade due to low levels of 
technology and crop yields, state intervention in input and output markets, lack of 
marketing innovation, and frequent changes in trade and domestic policies, which gave 
mixed signals to producers. The livestock sector is largely in private hands, with the 
exception of 33 farms (over 9,000 ha) owned by the National Livestock Development 
Board, some of which are now being considered for privatization. Its development is 
constrained by the limited availability and high cost of feeds, and resulting poor animal 
nutrition. Fisheries output (90 percent marine) is an important source of animal protein, 
and to a smaller extent of export revenues. Off-shore fishing has been expanding rapidly, 
while in-shore volumes peaked in 1983 and subsequently stabilized at a lower level, 
suffering from overfishing in the west and south as a result of restrictions on fishing 
activities along the north and east coastline affected by the civil conflict, and of the 
depletion of the coastal environment. 
 
 1. Past Involvement of the Bank and Other Aid Agencies 
 
2.  Agriculture was the main sector of Bank operations in Sri Lanka in the 
early years, but its share declined to about 19 percent of total Bank lending during 1993-
1997, for a total of four loans and $117 million. Irrigation was initially an area of emphasis, 
and was gradually replaced by rural development, support for industrial crops (both in tea 
and rubber plantations and through assistance to smallholders), and policy-based lending 
through three program loans in the 1980s and 1990s. Technical assistance (TA) focused 
on policy reviews and sector studies, and institution building and assessment, usually in 
support of lending operations. Plantations privatization has been one of the most 
significant accomplishments supported by the Bank. Productivity of the privatized 
enterprises has increased substantially, and one-time privatization revenues and ongoing 
tax payments by the now profitable enterprises have made a contribution to the public 
budget. 
 
 2. Key Sector Constraints 
 
3.  Key constraints affecting the sector are (i) policy uncertainty and 
occasional reversals in trade policy, and lack of input and output market liberalization; (ii) 
high production and transport costs compared with neighboring India; (iii) a still relatively 
low level of technology  and productivity, resulting from inadequate research and 
extension services, to a large extent provided by the public sector, without adequate 
private sector interface; and (iv) a system of rural finance that siphons financial 
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resources away to urban areas1 and is characterized by a wide array of subsidies and a 
tradition of debt forgiveness, in a complex panorama of microfinance institutions and 
programs. An effective strategy and implementation program for microfinance reform is 
required to rationalize the existing situation. 
 
 3. The Bank’s Sector Strategy 
 
4.   During the strategy period, Bank operations in the agriculture sector will 
aim at (i) consolidating recent policy reforms in the plantation crops subsector and  (ii) 
stimulating the further reallocation of functions from the public to the private sector, and 
improving the interface between the two. Bank operations will need to explicitly take into 
account the impact of structural economic transformations on the rural economy and 
employment. They will focus on the following priorities.  
 
 (i) In terms of crop subsectors, the focus on perennial crops will continue. 

This will allow the Bank to capitalize on the past success and experience 
in plantation privatization and smallholder development, and will guarantee 
that the reforms are consolidated and no policy reversals occur. Further 
policy initiatives will be required to eliminate price and market restrictions 
on tea and other controls on the subsector, including taxes and restrictive 
regulations on export of tea crops and restrictive labor policies. Further 
assistance may be required to support disposal of the remaining nonviable 
plantations, and consolidation of the reform of institutions and financial 
arrangements affecting the tea smallholders subsector. From a social 
perspective, it may be necessary to intervene with activities in support of 
health or housing for plantation workers, as social indicators in the estates 
tend to be considerably worse than the national average. A second wave 
of productivity improvements, based on longer term investment, i.e., in 
replanting, and rationalization of land use within the plantations, is 
necessary to consolidate efficiency gains. Additional financing with very 
long maturity will be required for this purpose. Given the commercial 
nature of these enterprises and the scarcity of Bank concessional 
resources, commercial sources of financing should be catalyzed for this 
purpose, as in the recent projects aimed at small, medium, and large 
enterprise financing.2 

  
 (ii) Involvement in other crop subsectors is not anticipated, given the Bank’s 

limited past engagement and the considerable analytical work recently 
performed by the World Bank, which is likely to undertake related 
operations with a focus on agricultural marketing, land markets, and food 
crop development. 

 
 (iii) Given the strong linkage between coastal environmental conditions and 

fisheries output, and  the socioeconomic distress of families that depend 
on in-shore fishing and sand/coral mining for their livelihood thus 

                                                 
1  In 1995, the Bank of Ceylon and the Thrift and Credit Cooperative societies mobilized Rs. 9.6 

billion in the rural sector, but only lent to the sector a total of Rs. 1.5 billion. 
2  Loan No. 1522-SRI: Small and Medium Enterprise Assistance Project, for $5 million and a partial 

credit guarantee of $50 million, approved on 5 June 1997, and Loan No. 1629-SRI: Credit 
Enhancement Facility, a $5 million loan, and $65 million partial credit guarantee approved on 8 
September 1998. 
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contributing to coastal depletion, fisheries operations will need to be 
integrated into a broader coastal resource management perspective to 
ensure impact and sustainability. Off-shore fishing is commercially viable, 
already enjoys government support, and will not require Bank involvement. 

 
 (iv) Productivity and viability of the agriculture sector can be greatly enhanced 

in Sri Lanka by improving the private-public interface. The expanded 
agribusiness management capacity resulting from plantation privatization 
can be harnessed to promote best practices in contract farming, 
management contracts, and processing of agricultural outputs for 
organized smallholders. Greater private sector involvement in 
policymaking, research and extension, marketing, and financial services 
should be promoted to raise the technological level in agriculture and 
enhance responsiveness to the market. Improved management 
arrangements for the existing extensive irrigation infrastructure should be 
developed to increase the returns from past investment and fully achieve 
the gains of the green revolution. While many of these activities will not 
require substantial financial resources for implementation, the potential 
impact of well-designed TA operations in support of greater private sector 
involvement and more constructive private/public interface would be 
considerable, and should be pursued. 

 
 (v) The role of the Bank in supporting rural area development projects will 

have to be reassessed through appropriate economic and sector work. 
Six such projects were financed in the past, and their outcome was 
generally successful. A number of bilateral and multilateral funding 
agencies are supporting similar types of projects, which usually comprise 
integrated small infrastructure (farm-to market roads, markets, irrigation, 
and water supply and sanitation) and sometimes credit components.1 A 
recent Government assessment, however, has found that, while achieving 
their aims, these programs have (i) not created significant sustainable 
employment; (ii) been thinly dispersed through target districts and not 
provided viable links to the national economy; (iii) yielded reduced benefits 
once project investments ceased; and (iv) not adequately involved local 
people and the private sector in planning the initiatives. In light of the 
limited geographic impact of such projects, scarcity of Bank concessional 
resources, relative abundance of support by other aid sources, and 
structural transformations that will in the coming decades further reduce 
the size of the rural population and labor force, the rationale and approach 
to rural development needs to be re-established. Greater emphasis on 
farm and nonfarm enterprise development and on villages of small and 
intermediate size may be needed to reflect the structural transformations 
that are likely to take place in agriculture. 

 
 
 4. Expected Results and Performance Monitoring 
 

                                                 
1  The United Nations Development Programme is active in Uva province; the European 

Commission in Monaragala; the Netherlands in Ratnapura, Nuwara Eliya, and Mahaweli System 
C; and Norway in the south and east of the country. Similar types of support are being provided by 
the Government’s Samurdhi program and local nongovernment organizations. 
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5.  Successful implementation of the Bank’s strategy for agriculture will result 
in consolidation of the plantation privatization program through a policy environment 
conducive to the operation of such companies, completion of the divestiture process, and 
adequate financing that will result in their improved long-term viability and 
competitiveness, and further diversification in higher value-added downstream 
processing of output.1 Productivity and profitability for small and medium landholders will 
also increase as a result of improved management and provision of services. 
Employment and social conditions on the plantations and in the smallholder perennial 
crops sector will be expected to improve. Innovative arrangements for greater private 
sector involvement in research, extension, irrigation management, would also be 
evidence of a positive impact on the policy environment.  
 
B. Finance and Industry 
 
6.  The environment for private sector operations was considerably improved 
in Sri Lanka through two waves of economic liberalization, which started in 1977 and 
1989. Export duties were eliminated and import tariffs were rationalized into three bands, 
which should be further reduced to two in the near future. As domestic distortions and 
controls were removed and incentives and exemptions generalized, and in spite of 
significant labor market rigidities, the role of the private sector expanded dramatically,  
from 45 percent of industry sector output in 1975 to 93 percent in 1997.2 In the financial 
sector, large public budget deficits and the dominance of State-owned commercial banks 
(SCBs) have so far largely preempted the pool of available savings and contributed to the 
very high cost of borrowing, but a private banking and insurance sector have gradually 
emerged, a modern equities market infrastructure has been installed, and financial and 
capital markets and instruments are modernizing, while the maturities of Government 
securities have been extended to include four-year Government bonds, which are still 
very thinly traded. In spite of these improvements, only 15 percent of long-term 
investment is financed by the banking sector and only 10 percent through the capital 
market, and enterprises still rely mostly on retained earnings to avoid the unreliable 
supply and high cost of market financing. 
 
7.  The preconditions for expansion of microfinance are well developed in Sri 
Lanka: there is a significant savings surplus in rural areas, public and private microcredit 
programs have been in existence for a long time, and there is a multiplicity of potential 
providers ranging from the public (rural development banks) to the private (Hatton 
National Bank) and nonprofit sector (Sarvodaya, SANASA, and Janasakthi). Main 
obstacles to the further development of microfinance are the tradition of debt forgiveness 
typical of Government-supported programs, and a regulatory environment that is not 
geared to the peculiarities of this type of financial operation.  
 
 1. Past Involvement of the Bank and Other Aid Agencies 
 

                                                 
1  Given the time frame for the strategy, it would not be possible to observe the results of the 

process, but indicators of profitability, level of long-term investment undertaken, and productivity, 
will provide a reasonable basis for a preliminary assessment. 

2  Public enterprises only play a significant role in the chemicals and petroleum subsector (33 
percent of output), wood and wood products, and paper products (17 percent each). The decline 
in the public sector’s share of employment has been more gradual, from a peak of 22 percent in 
1990 to 19 percent in 1997. 
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8.  Past Bank assistance to the sector1 has focused on improving availability 
of financing for the private sector through credit lines to development finance institutions,  
and included a financial sector program loan that supported privatization of public 
enterprises and capital market development, including the Government securities market. 
The World Bank and Germany have fostered the creation of a facility for private sector 
investment in infrastructure, while the United States Agency for International 
Development (USAID) has supported capital market development, enterprise 
development, and the establishment of the Bureau of Infrastructure Investment. Sweden 
is considering assistance for the development of the bond market. Several bilateral 
funding agencies have provided financing for the development of small- and medium-
sized enterprises. In microfinance, the Bank has in the past provided rural credit and 
loans for small-and medium-size enterprises, and has recently developed the Interim 
Action Plan on Microfinance for 17 countries, including Sri Lanka in February 1996. The 
World Bank completed a study of microfinance strategies for Sri Lanka in February 1996, 
and numerous funding agencies have small-scale credit components as part of their 
operations. 
 
 2. Key Sector Constraints 
 
9.  Availability of competitively priced long-term financing remains a critical 
bottleneck for private sector development in Sri Lanka, and will require consistent 
reduction of the Government’s financing requirements and improvements in the 
performance of the SCBs. Gradual relaxation of the restrictions on the asset portfolio of 
institutional investors will be essential to create alternative sources of long-term financing 
and to develop a social security system and parallel private providers who can address 
the retirement and medical insurance needs of an aging population.  Promotion of 
microfinance will require institutional development of nonprofit nongovernment 
organizations (NGOs) engaged in small-scale lending; restructuring of regional rural 
development banks; and removal of some institutional and regulatory impediments 
regarding minimum capitalization requirements, portfolio classification guidelines, and 
supervision procedures. 
 
10.  In the real sector, there is still considerable scope for improving the 
efficiency of resource allocation. This will require development of a competition policy,  
(the limited size of the market can result in monopoly positions); and continuation of 
public enterprise reform and privatization, and its extension to cover utilities following the 
development of appropriate sectoral regulatory frameworks. Labor market rigidities, 
particularly with regard to termination of employees, also need to be addressed, as they 
contribute to the high unemployment rate by deterring the hiring of additional labor, and 
significantly complicate any restructuring exercise, including those linked to public 
enterprise reform. Improvements to the trade and domestic incentive structure would 
also be beneficial, but their impact would be less critical, since the incentives, 
exemptions, and tax holidays have been progressively generalized, and the criteria 
governing access are relatively transparent. 
 
 
 3. The Bank’s Sector Strategy 
 

                                                 
1  Ten loans for $335 million (55 percent to development finance institutions) and 13 TAs for $ 3.4 

million. 
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11.  Given the central role that the private sector needs to play in reorienting Sri 
Lanka’s economy toward higher value-added sectors, Bank assistance will, in 
coordination with other aid agencies and multilateral institutions, support the further 
removal of constraints to private sector operations, to allow market-based efficient 
allocation of resources. For the approach to be successful, it will be necessary to (i) take 
into account the political realities that condition the reform process; (ii) focus on 
consolidating past reforms and incrementally expand their scope; (iii) address 
simultaneously key constraints affecting the real and financial sectors; and (iv) mitigate 
the adverse social impacts of the proposed policies. As a consequence, Bank operations 
in finance and industry during the strategy period will focus on policy-based lending and 
TA, while the mobilization of financial resources for re-lending to the private sector 
through domestic financial institutions, if needed, will have to rely on external commercial 
resources borrowed at market rates of interest, if necessary with the support of the 
Bank’s guarantee facility. 
 
12.  While the Bank will continue to emphasize in its policy dialogue the need 
to reduce budget deficits and upgrade the performance of the SCBs, which are an 
essential precondition for the improvement of financial markets, it will focus operations in 
the sector on (i) further deepening and broadening capital markets, and developing a 
regulatory framework that will free institutional investors from current restrictions, and 
allow them to play a role in channeling long-term savings toward the long-term 
investment needs of the private sector; (ii) developing the long-term Government 
securities and corporate debt market; (iii) promoting the competition, entry and exit, and 
sectoral policies that will allow the process of public enterprise reform and privatization to 
continue, and directly supporting the process. This will entail, among others, developing a 
coherent strategy for public enterprise reform, and strengthening the Government’s 
capacity to exercise ownership, asset management, and corporate governance functions 
for those enterprises that remain under public control, and improving the framework for 
private sector involvement in the financing and operation of infrastructure; and finally (iv) 
mitigation of the social impacts of such reforms through specific provisions in the 
programs supported by the Bank, and by the introduction of generalized safety nets and 
greater labor market flexibility. 
 
13.  Bank support for microfinance should focus on the regulatory framework 
and strengthening of the relevant sector institutions. As available data indicate that the 
rural savings pool currently exceeds credit extended by a factor of six, and given the past 
negative impact of repeated debt forgiveness, the emphasis in the development of 
microfinance should not be on the provision of additional resources. Regulatory issues 
need to be addressed, such as allowing reduced capitalization of nonprofit microfinance 
institutions; devising portfolio classification guidelines compatible with the absence of 
collateral; adapting supervision methods to the potential conflict of interest situation that 
sees cooperative societies as both owners and clients of rural microfinance institutions. 
The skills and business processes of nonprofit providers need to be strengthened, while 
rural development banks are in need of recapitalization and improved operating practices.  
Overall, a significant impact could be achieved in the rationalization of the microfinance 
framework, largely through TA operations. 
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 4. Expected Results and Performance Monitoring 
 
14.  Successful implementation of the proposed approach will be monitorable 
through the share of financial sector resources channeled to the private and public sector 
and the cost of funds and intermediation spreads, through the growth of nonbanking 
assets, through the share of private sector employment and value added, and through 
the development of key laws and regulations affecting the sector. Continuation of the 
privatization process is also expected to yield benefits in consolidating the environment 
for private sector operations by reducing the preemption of funds to finance public 
enterprises, and by contributing positively to the budget through privatization revenues, 
elimination of operating subsidies, and tax revenues on the enterprises’ profits, thereby 
contributing to the reduction of financial market distortions. Microfinance development, if 
included in the strategy, would be monitored in terms of volume of credit disbursed, 
performance ratios of the sector institutions, and regulatory reforms implemented; more 
detailed impact assessment would require follow-up of a sample of borrowers.  
 
C. Infrastructure 
 
15.  Sri Lanka’s infrastructure endowment is in some sectors in need of 
expansion and diversification, while in others it is rather extensive, but in need of 
substantial maintenance and upgrading. The need to enhance cost recovery and self-
financing of services is universal, though some progress has been achieved in recent 
years. Electricity generating capacity reached 1,600 megawatts (MW) at the end of 1997, 
and as demand is forecast to expand at an annual rate of 9 percent over the next ten 
years, annual investment requirements for generation, transmission, and distribution will 
be about $300 million. With the commissioning of new thermal plants, the dependence 
on hydropower has declined to 71 percent, but limited residual hydroelectric potential and 
the need to diversify sources to reduce vulnerability to drought situations will require the 
addition of substantial thermal generation capacity over time, entailing a need to revise 
tariffs upward. Telecommunications are also in need of expansion, as telephone density 
in 1997 was 1.69 per 100 inhabitants, growing to 2.45 if cellular and local wireless phone 
services are included. Container-handling capacity in the port of Colombo was exceeded 
in 1997, after years of rapid expansion of transshipment services, resulting in increased 
average vessel waiting and berth stay times. Water and sanitation coverage is estimated 
at approximately 64 percent, while in the coming years the growing urbanization trend will 
create considerable pressure to increase the stock of available housing. By contrast, the 
road and rail networks are very extensive, with nearly 100,000 kilometers (km) of roads 
and 1,570 km of track, but much is in dire need of maintenance and upgrading. Cost 
recovery for roads exceeds annual outlays, while the financial viability of bus and rail 
transport services are questionable. In all cases the investment requirements are sizable 
and exceed the combined financing capacity of the Government and external 
development assistance. 
 
 1. Past Involvement of the Bank and Other Aid Agencies 
 
16.  Past Bank operations have been fairly widely distributed within 
infrastructure sectors. In recent years, with the gradual withdrawal of the World Bank 
from lending and policy dialogue at the sector level, and the focus of significant bilateral 
funding agencies on the investment component of projects, the Bank has become the 
lead agency engaged in policy dialogue in power, road transport, and water supply and 
sanitation, upholding the need for realistic tariff policies and for the improvement and 
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commercialization of sector institutions. Close cooperation on power restructuring has 
been achieved by the Bank and the World Bank. Among the bilateral funding agencies, 
Japan is the most heavily involved in nearly all aspects of infrastructure development, and 
a potentially significant partner for cofinancing or parallel financing operations, which 
would provide greater leverage to the Bank’s policy dialogue. 
 
 2. Key Sector Constraints 
 
17.  As the country attempts to shift to higher value-added sectors and to 
diversify its manufacturing and export base, its competitive advantage on international 
markets will depend less on low labor costs, and will become increasingly a function of 
exporters’ ability to respond to frequent changes in consumer preferences and to uphold 
high quality standards, including timeliness of delivery. This in turn will require that 
transport, telecommunications, and power infrastructure be reliable and of high 
standards. Manufacturing activity is at present heavily concentrated in the western region, 
with 83 percent of industrial enterprises concentrated in the Colombo, Gampaha, and 
Kalutara districts,1 while population is still fairly evenly distributed throughout the country, 
and urbanization has not yet reached the problematic dimensions of some other Asian 
developing nations. As the structural economic transformation releases agricultural labor 
force, availability of employment opportunities and good quality services in secondary 
towns will allow them to function as catchment centers and filters in slowing down 
migration to the capital, contributing to more balanced spatial development. This will only 
happen, however, if market-based economic opportunities are present, and the local 
infrastructure endowment and connections to the national economy will be an important 
aspect of these urban centers’ viability. 
 
 3. The Bank’s Sector Strategy 
 
18.  While the Bank will support private sector-led economic growth and 
structural transformation through the policy reforms highlighted in paras. 6-14, an equally 
important element of the strategy will be support for the creation of the needed 
complementary infrastructure. In doing so, the Bank will be selective, and will abstain 
from providing financial support for projects that can attract private sector financing, such 
as thermal electricity generation, port terminals, telecommunications, and high density 
traffic road segments suitable for the imposition of tolls. TA for feasibility studies, support 
of the Bank’s Private Sector Group operations to catalyze the necessary financing, and 
policy support to perfect the legal and regulatory framework that will allow such 
investment to happen will be the modalities of Bank assistance for these sectors.2 

                                                 
1  In 1994, the same three districts accounted for 26 percent of the total population, while the 

percentage of total population living in (narrowly defined) urban settlements was 16 percent. A 
broader definition of urban settlements would be likely to double the percentage. 

2  Public sector operations will be limited to large-scale public investment, e.g., the Colombo Port 
breakwater, which may be necessary to catalyze private sector investment, but whose financial 
returns are not sufficient to justify direct private sector involvement, even though the economic 
returns are significant. 
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19.  Given the importance of roads in linking the domestic economy and 
promoting the decentralization of economic opportunity, the need to strengthen sector 
policies and institutions, and the Bank’s involvement at all levels of the network in recent 
years, this sector will receive priority for Bank involvement during the strategy period. The 
emphasis for Bank operations will be on key corridors emanating from Colombo, on 
improving the links of secondary urban centers with the network and with the surrounding 
rural areas, and on establishing modalities of operation and private sector involvement, 
e.g., for contract construction and maintenance, that can be replicated in sector activities 
financed by the Government and other funding agencies. The priority accorded to all 
levels of road development is also a reflection of the direct and indirect impact on poverty 
reduction and rural economic development resulting from better transportation links. The 
need to improve intermodal connections will be taken into account, keeping in mind the 
realistic constraints resulting from the status of other transport modes. Given the role 
played by other bilateral (Japan, Germany, France) and multilateral funding agencies 
(World Bank), and the difficulties in promoting policy reforms, no direct involvement is 
envisaged for railways, although coordination on relevant aspects will be maintained with 
other funding agencies.1 
 
20.  Bank involvement should also be considered for power, to capitalize on 
the Bank’s leadership in policy dialogue and if such involvement can bring to fruition the 
substantial sector reforms highlighted in the Bank’s Energy Sector Strategy Study. The 
Government has committed to reforms that will restructure the sector ?  separating and 
commercializing the generation, transmission, and distribution functions. The Bank is 
well placed to help bring the reform process forward in close cooperation with the World 
Bank, through a combination of TA and lending operations. Given the sector’s financial 
viability, lending of ordinary capital resources (OCR) could be considered for this 
purpose, and cofinancing or parallel financing by both bilateral and multilateral assistance 
should be relatively easily available. It can be envisaged that if the reform program is 
successfully implemented Bank assistance to the sector could be phased out in the next 
strategy period, and shifted to support through private sector operations or enhancement 
of commercial borrowing or power bonds issued by the sector institutions. 
 
21.  In keeping with the focus on economically viable secondary urban centers, 
Bank support for urban development, housing, water supply and sanitation, and other 
small infrastructure will be concentrated on secondary towns during the strategy period. 
The planning, management, and fiscal capacity of these urban centers will have to be 
strengthened at the same time, to ensure their viability, building on recent Bank-
supported policy initiatives to promote the devolution of authority and of responsibility for 
urban management from the central Government to local urban authorities to improve 
cost recovery for urban services and to promote greater private sector participation. As 
the level of coverage of water supply in the urban sector appears to be fairly high, 
additional sector analysis will be necessary prior to completion of the ongoing Third 
Water Supply and Sanitation Sector Project to determine whether additional Bank 
support is warranted. Given the role of bilateral aid agencies in this area, it is envisaged 
that there may not be scope for significant additional Bank investment, once the ongoing 
investment and sector reforms have been successfully carried out, while the Bank 

                                                 
1  A railway strategy would need to focus on key high density traffic links (Colombo-Kandy, 

Colombo-Galle), on improving and increasing freight operations, and on the potential for 
enhanced commuter rail services in the Colombo area. 
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should continue to play a role indirectly through its support for integrated water resource 
management. 
 
 4. Expected Results and Performance Monitoring 
 
22.  The goals of Bank involvement in infrastructure are twofold, and embrace 
both policy reform and creation/upgrading of infrastructure, with varying emphasis 
depending on the subsector. Likewise, the assessment of the strategy’s success will 
have to be based on whether the proposed reforms (particularly for power, roads, and 
water supply) have been implemented, and the resulting sector institutions are 
adequately staffed and organized, and financially viable. It will also depend on the 
implementation performance of Bank-financed road, power, and urban development 
investment. 
 
D. Human Development 
 
23.  Over the past 30 years Sri Lanka has achieved a high level of human 
development, as evidenced by indicators of maternal and infant mortality, literacy and 
participation rates in education up to the secondary level, life expectancy, and fertility 
rates. Delivery of health and education services is free, and the Samurdhi program 
provides loosely targeted income supplements, along with small-scale community 
infrastructure and microcredit. In spite of an overall satisfactory situation, there are recent 
indications of deteriorating quality in education services, greater diffusion of malaria and 
child malnutrition, and changing disease patterns as a consequence of the aging of the 
population.  Abject poverty is largely absent, with the exception of pockets in geographic 
areas or occupation groups (coastal fisherfolk, people directly affected or displaced by 
the civil conflict), and absolute poverty tends to be concentrated among the rural 
underemployed.  The status of Sri Lankan women is at a higher level than in other 
countries in the region. Longer life expectancy than males, equal access to education, 
and considerable control over reproductive choices have been achieved.  The main area 
of disadvantage relates to labor market access, with unemployment rates approximately 
double those of equivalent male cohorts, and wage inequality averaging approximately 25 
percent. 
 
 1. Past Involvement of the Bank and Other Aid Agencies 
 
24.  Past Bank operations have focused mainly on the education sector (six 
loans and ten TAs amounting to about $134 million), with an emphasis on skills 
development and technical and secondary education. Two loans ($35.4 million) were 
provided to improve primary health and population service delivery to the rural population. 
Poverty reduction components through small infrastructure and credit were included in a 
number of rural area development projects. The World Bank is currently reorienting and 
stepping up its assistance in the sector toward support for general education and health, 
along the lines of recent Government reform proposals. Other aid agencies (the United 
Kingdom, Australia, and Germany in education, the United Nations agencies and 
Overseas Economic Cooperation Fund (OECF) in health) have also been quite active, or 
plan to be so in the near future. 
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 2. Key Sector Constraints 
 
25.  In addition to addressing recent quality slippages in health and education 
services, the two key issues for human development in Sri Lanka are increasing the 
external efficiency of the education and training system and improving the targeting and 
financing of social services. The mismatch between the skills and expectations produced 
by the education and training system, and the demands of the labor market is an 
important ingredient of the persistently high unemployment rates, and a factor that 
impedes faster economic growth. Improved knowledge of English and scientific and 
technical subjects, more emphasis on creative adaptation rather than rote learning, 
broader access to relevant tertiary education curricula, and attitudes more favorable to 
private sector employment are all required. In terms of financing, the course of budgetary 
discipline recently adopted by the country, which is an essential prerequisite for higher 
growth and labor demand, will inevitably lead to narrower targeting of income transfers 
and subsidies for the fruition of social services. The increase in per capita incomes that 
will accompany growth will make this gradual transfer of financial responsibility more 
socially acceptable, but it will also be necessary to develop financing alternatives, in the 
form of private suppliers, as well as financial intermediaries that can respond to the need 
to supplement the public financing of social security, health, and education services. 
 
 3. The Bank’s Sector Strategy 
 
26.  In line with the Government’s requests, and given the role of other funding 
agencies in the sector, the Bank should not be involved in primary health and education 
during the strategy period. The impact of the demographic transition on the demand for 
health services is reasonably well debated and understood in the country, and given the 
slow pace of such transition, the most useful contribution that the Bank can make at this 
stage to address such issues is to assist the country in the development of the financial 
and capital markets, intermediaries, and instruments that will allow private retirement, 
medical, and education savings schemes to complement public sector supply.  
 
27.  The Bank should, on the basis of its past involvement and of the urgent 
need, continue to play a role in the promotion of market-relevant skills and attitudes 
development at the technical, vocational, and possibly secondary and higher education 
level. Reforms and rationalization are needed in the complex and highly fragmented 
panorama of institutions and programs in the area of vocational and technical training, 
and the Government has recently approved new policy directions. These include a greatly 
enhanced and strong role for the private sector, a refocusing of the Government’s role 
from provider to facilitator, greater emphasis on the rate of return on training 
expenditures, and emphasis on training for self-employment. These strategic directions 
and their further refinement and implementation will be supported by the Bank in its 
assistance to the sector. As the critical problem of the rural poor is low income resulting 
from underemployment, while the most relevant gender issue is labor market 
discrimination in terms of earning levels and unemployment rates, skills development 
programs, accompanied as necessary by enhanced access to microcredit, will also be 
an essential ingredient in the Bank’s approach to reducing poverty and gender disparity, 
thus enhancing the distributive impact of the more robust economic growth promoted 
through policy reforms and infrastructure investment. 
 
 4. Expected Results and Performance Monitoring 
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28.  The success of the strategy in addressing these issues will have to be 
measured in the medium term in terms of the degree of institutional change and 
efficiency improvements which are introduced to the system of vocational and technical 
training and skills development, while positive impacts on the unemployment rate and on 
the types and duration of unemployment will become apparent in the long term, and may 
be difficult to isolate from the impact of overall economic growth. 
 
E. Natural Resources and Environmental Management 
 
29.  While environmental conditions in Sri Lanka still compare favorably with 
other developing economies, the country’s resource base is bound to undergo increasing 
strain as the pace of development quickens. Clearing of forest lands for settlement, 
infrastructure (irrigation and dams), and farming have reduced forest cover to about 32 
percent. Deforestation and unsound farming practices have in turn increased soil erosion 
causing reduced agricultural productivity, flooding, and shorter useful life of irrigation and 
hydropower infrastructure due to siltation. Coastal areas (where 85 percent of tourism 
revenues are generated) are subject to wave and wind erosion due to overexploitation of 
mangroves, sand and coral, and lack of effective building regulations; and water quality 
has been deteriorating. The sustainable yield of in-shore fishing has declined in recent 
years. Encroachment of agricultural activities into protected areas is endangering 
biodiversity, while the fast pace of development is leading to conflicts among the 
competing uses of water resources, such as water supply, irrigation, power generation, 
and industry. Solid waste and sewerage management, flood control, and vehicle-based 
air pollution in the case of Colombo are the most relevant urban environmental issues. 
Meanwhile, the nature and location of industrial development (mostly light industry, 
concentrated in export processing zones around Colombo) has led to some problems of 
surface and water pollution. The legal framework for dealing with environmental issues 
has been developed, along with a number of action and master plans, and while sector 
institutions require further strengthening, the situation is ripe for their implementation. 
 
 1. Past Involvement of the Bank and Other Aid Agencies 
 
30.  Past Bank assistance to the sector has comprised seven loans and 
seven TAs, for a total of $96.6 million. The focus of Bank operations has been on forestry 
and fisheries, and more recently on promoting the integrated management of water 
resources through innovative institutional arrangements. After a disappointing start, 
project implementation has recently improved. The Bank has not played a major role in 
policy formulation and institutional building in this area, focusing  mostly on strengthening 
and streamlining environmental impact assessment processes. Many other funding 
agencies have been quite active in the environmental area, but the focus of their activities 
has been on sector policies and institutions, and only to a limited extent on 
implementation of projects and programs to translate such policies and capacity into 
practice. The World Bank and USAID were the main contributors in strengthening the 
country’s capability to manage its natural resources and environment, The United Nations 
Development Programme (UNDP), Germany, and Denmark have supported the creation 
of master plans respectively for protected biodiversity areas and for coastal conservation 
and erosion. The World Bank, UNDP, and Japan have supported an urban environmental 
improvement project in Colombo. The United Nations Industrial Development 
Organization and USAID have provided assistance for the introduction of environmentally 
friendly industrial technology. The Development Bank of Germany (KfW) has provided a 
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pollution abatement credit facility for the private sector. Given the general interest of the 
aid community, there is considerable scope for coordination and cofinancing. 
 
 2. Key Sector Constraints 
 
31.  Natural resources will play a critical role in Sri Lanka’s long-term 
development. The economic life of irrigation and hydropower infrastructure will be 
considerably shortened by the siltation of reservoirs unless soil erosion resulting from 
deforestation and unsound cultivation practices is arrested, and a similar destiny will 
befall coastal infrastructure, visibly exposed to the impact of beach erosion. On the 
positive side, the scenic beauty of coastlands and the rich biodiversity and historical 
heritage of the interior are precious assets that can support a solid tourism industry once 
a peaceful solution to the civil conflict is found. The private sector has already invested in 
receptive infrastructure, but public sector involvement is required to preserve these 
externalities. An improved marine environment will also benefit fisheries, which has a 
considerable export component supplied by relatively small producers, but is at the 
moment threatened by the overexploitation induced by the crowding and overfishing of 
the south and west coastline, once again partly related to the security situation. 
Preservation of a pleasant urban and natural environment will be important to attract the 
kind of investment and management expertise in high skill and high value-added sectors 
on which Sri Lanka hopes to build its transition to a more productive, service-based 
economy. Integrated water resource management will be needed to coordinate and 
prioritize the competing demands of irrigation, urban water supply, and industrialization. 
 
32.  In the environmental area, Sri Lanka needs to address both natural 
resource preservation and pollution control while the situation is still manageable, and the 
costs of preservation and abatement are lower than the future costs of remediation. In 
the case of natural resource management, it is important to address the links between 
poverty and environmental degradation (through shifting cultivation, excessive sand and 
coral mining, encroachment of protected areas, etc.) and to balance the conservation 
and economic exploitation demands on natural resources. In the case of pollution 
abatement, enforcement of regulations must go hand in hand with market-based control 
mechanisms and with the introduction of newer, cleaner technologies. 
 
 3. The Bank’s Sector Strategy 
 
33.  Given the Bank’s limited past involvement in pollution abatement issues, 
the proposed focus of the strategy outside the Colombo area where a large part of the 
urban and industrial environmental problems are concentrated, and the presence of the 
World Bank and other bilateral funding agencies, the Bank should not focus on pollution 
abatement issues during the strategy period, the only exception being mainstreaming of 
urban pollution control measures in projects aimed at secondary urban centers.  
 
34.  The focus of Bank operations should instead be on natural resource 
management, given the still limited extent of damage and the potential for ensuring 
optimal use of such resources during the next phase of accelerated economic transition. 
Bank operations will be guided by the three criteria of (i) balancing the economic and 
ecological functions of the environment, (ii) addressing poverty-related causes of 
degradation, and (iii) preventing and/or minimizing damage to existing infrastructure. 
Operations will focus on forest resource management including biodiversity 
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conservation, coastal resource management, and integrated water resource 
management: 
 
 (i) Forest resource management will be based on the planned use of forest 

resources, in accordance with the recently developed Forestry Sector 
Master Plan. This will result in limited and controlled conversion of forest 
land into agriculture uses, combined with community forestry and 
protection of restricted areas, especially in upper watershed catchments. 
Community participation in decision making on forest management and 
equitable sharing in the benefits to be derived from forest resources will be 
emphasized. Regulated expansion of the private sector role will be 
promoted through incentives for private reforestation, particularly in 
degraded lands, and privatization of the commercial processing sector 
and Government-owned forestry plantations. Assistance for biodiversity 
conservation will improve protected area management through a strategy 
to develop income-generating alternatives for the affected population to 
reduce pressures for further exploitation. Efforts will be made to combine 
protection with alternative uses, such as tourism, that can enhance 
income-earning opportunities for the local communities and revenues for 
the protected area system; 

 
 (ii) Assistance with the implementation of coastal resources management will 

focus on the implementation of the revised Coastal Zone Management 
Plan (1997). It will address issues of marine resources depletion, water 
pollution, coastal erosion, and deterioration of coastal habitats. Coastal 
erosion is threatening many valuable properties such as houses, roads, 
railroads, and beaches. Many environmental and economic benefits will 
result from an integrated approach for improving coastal resources, 
rehabilitation of coastal habitats and beaches, reduction of erosion-prone 
areas, improvement of fish-breeding habitats, and fisheries management 
that will lead to improved resource use, increase income generation 
opportunities for impoverished coastal populations, and strengthening of 
sector institutions. 

 
 (iii) Comprehensive water resource management will be promoted along the 

lines pioneered in Sri Lanka under recent Bank assistance. It is expected 
that during the strategy period, Bank assistance will strengthen the 
capability of the recently established Water Resources Council and 
Secretariat as the water sector apex body, and facilitate agency 
restructuring in the water sector, leading to the formation of an agency 
responsible for water resource allocation and management. An integrated 
approach to water resources management will be the guiding principle for 
Bank operations during the strategy period, and any assistance to the 
water sector will be provided within this framework. Bank assistance will 
aim at translating national policy and institutional arrangements into 
practice, through river basin level planning and implementation; the 
resolution of quantity and quality conflicts in water use; and/or innovative 
management arrangements, for example regarding private sector and 
users' participation in irrigation and water supply schemes, or other uses 
of water. 
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35.  Bank operations for the environment will have important secondary 
impacts in the area of income generation and poverty reduction, as fishing families and 
low-income rural population living on marginal lands close to forests or protected areas 
will be direct beneficiaries of the proposed approaches. Gender considerations should be 
introduced, where appropriate, in the design of the income generation alternatives of 
these projects, to promote active participation by women and avoid any adverse 
discrimination. 
 
 4. Expected Results and Performance Monitoring 
 
36.  The success of the Bank’s strategy in the environment will be measurable 
through progress in the execution of the relevant master plans, whose implementation 
the Bank will be supporting. Given their embryonic stage of development, sector 
institutions will also undergo internal development, and rules and regulations will need to 
be adjusted, therefore visible impacts in terms of development of the sector policies and 
institutions can also be expected. In some cases physical achievement of targets, e.g., 
reforestation programs, rehabilitation of coastal habitats, and reduction of coastal erosion 
prone areas, will also be measurable.  
   



COUNTRY OPERATIONAL STRATEGY MATRIX 
 

Desired Impact Current Constraints Actions Needed Bank Support 

 
Higher level of growth and 
per capita income 
 

 
- Limited private sector access to 

long-term credit 
 
 

 
 
- Reform financial sector. 
 
 
- Improve access to external 

and domestic sources of 
savings. 

 

 
 
- Policy reform to improve financial and 

capital markets and develop institutional 
investors 

- Guarantee international commercial 
financing through private sector window 

 

  - Reduce preferential access to 
the savings pool by the public 
sector through budget deficit. 

 

- Improve economic management in the 
public sector and support public 
administration reform. 

 
 - inadequate infrastructure 

 
- Increase public sector 

investment and nonsalary 
operating expenditures 

 

- Improve cost recovery and performance 
of sector institutions through policy 
dialogue 

- Bank investment through lending 
- Address impact on infrastructure of soil 

and coastal erosion and siltation of 
hydropower and irrigation reservoirs 
through environmental preservation 
measures. 

 
  - Promote private sector 

involvement in infrastructure. 
 

- Improve policy framework for private 
sector involvement. 

- Feasibility study through TA and private 
sector window participation in selected 
transactions. 

- Promote private/public sector partnership. 
 

 - Mismatch between labor force 
skills supply and market demand 

 
- Inadequate management 

arrangements in the agriculture 
sector 

 

- Improve vocational and 
technical training and  possibly 
secondary/higher education. 

- Improve private sector 
involvement and market 
responsiveness. 

 

- Assistance for skills development and 
improvement of vocational, technical, and 
higher education. 

- Promote through TA private/public 
partnership in research and extension, 
seeds, irrigation management, training. 

Reduction of poverty 
 

- Insufficient economic growth 
- High underemployment and low 

productivity 
- Loose targeting of income 

redistribution policies 
 

- Promote higher economic 
growth (see above). 

- Enhance productivity. 
- Improve targeting of income 

transfers. 
 

- See above actions in support of economic 
growth. 

 
- Target skills development. 



Desired Impact Current Constraints Actions Needed Bank Support 

High human development 
standards upheld and 
improved. 
 

- Current level and financing 
modalities for social expenditure 
are not sustainable, particularly in 
light of the demographic transition 

 
 
 
- Declining quality of health care and 

education 
 

- Increase public sector 
revenues. 

- Identify alternative financing 
sources. 

 
- Improve targeting of social 

expenditure. 
- Continued health and 

education reforms. 
 

- Support faster economic growth (see 
above). 

- Develop capital market and institutional 
investors as possible sources of private 
health and social security financing. 

 
 (Government to undertake) 
 
 (Government to undertake) 

Natural resources managed 
in a sustainable and 
economically viable 
manner. 
 

- Conflicts between economic and 
ecological functions of the 
environment must be addressed 

 
- Funding limitations to 

implementation of existing 
environmental plans 

- Weak sector institutions 
 

- Address needs of low income 
residents of affected areas and 
regulate exploitation by private 
sector. 

- Provide financing. 
 
 
- Institutional and policy reform. 
 

- Address needs of low income population 
and concerns of private sector in project 
design. 

 
- Finance partial implementation of 

Forestry, Wildlife, Biodiversity and 
Coastal Zone Management plans. 

- Support institutional and policy reform. 
 

Mitigate social and 
environmental impact of 
structural economic 
transformation. 
 

- Lack of comprehensive social 
security net for displaced or 
redundant workers 

 

- Address impact of labor 
market changes on : 

 -  rural population 
 -  women 
 -  employees of public 
    enterprises and government. 
 

- Skills development focused on rural and 
female population. 

- Safety nets incorporated in specific public 
enterprise/administration reform efforts. 

- Improve performance of public sector 
institutional investors and develop 
regulatory framework for private sector 
complementary social security providers. 

 
 - Weak enforcement of 

environmental standards 
 
- Tendency of population and 

industry to locate in Western 
region 

 

- Improve enforcement and 
seek private sector 
cooperation 

 
- Promote decentralized 

development. 
 
 

- (other donors involved). 
 
 
- Focus infrastructure investment on 

secondary urban centers and their 
connection to national networks. 

 

Solution of the civil conflict Willingness to reach a solution To be decided by Government and 
affected parties. 

- Support for increased assistance in the 
event of peace. 

- Sector lending modality for ongoing 
projects (to allow rapid geographic shift). 

- Emergency loan operations and PPTAs 
for rehabilitation when conflict is solved. 
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