
Industrial Reforms for Accelarating Growth 
The need for industrialising the country has 
been stressed by almost all governments that 
came to power since independence. We have 
had many seminars, workshops and discus­
sions on industrial development in Sri Lanka 
during the last four decades. Compared to 
many developing countries, policies and 
strategies on developing Sri Lanka's indus­
trial sector have been well documented. I 
myself as a researcher was associated with 
thee discussions on industrial policies over 
the last two decades. 

We were much ahead of many other coun­
tries in the region in' regard to realising the 
need for industrialisation and formulating 
policy strategies and conceptualising about 
industrial development. Some economists 
therefore argue that if the thinking and dis­
cussions that we have had were translated 
into practice, we may have even surpassed 
the Newly Industrialised Counties (NICs) in 
A s i a such as Ta iwan, Sou th Korea and 
Singapore. It is relevant and pertinent even 
now to address the issue as to why we have 
not been able to accelerate the industriali­
sation process as expected. 

Sri Lanka has followed to distinctly different 
development strategies during the post-inde­
pendent period to accelerate its growth. The 
import substitution strategy which ended with 
the opening up of the economy in 1 9 7 7 cre­
ated a large number of state enterprises en­
gaged in manufacturing basic industrial prod­
ucts through protectionist policies and trade 
restrictions which in turn enabled to gener­
ate an average growth of 3.5 per cent prior 
to 1 9 7 7 . Such industrial strategy could not 
resolve the problems of unemployment and 
poverty. Per capital income in 1 9 7 7 was only 
about U S $ 300, whereas East Asian econo­
mies which were behind Sri Lanka had recorded 
fivefold of Sri Lanka's per capita income. Since 
1 9 7 7 , the country followed liberal market-ori­
ented strategy with increased emphasis on ex­
port promotion and produced a growth rate on 
average around 4.5 per cent which is margin­
ally above the overall performance in the pre-
1977 period. Although the magnitude of unem­
ployment and the balance of payment diffi­
culties were lesser than the p re -1977 period, 
Sri Lanka lagged behind the neighbouring 
countries which had started similar growth 
strategies to promote their own economies. 
Per capita income in 2000,50 years after in­
dependence is still around U S $ 850. 

Newly industrialised economies have achieved 
over 10 per cent growth in their G D P together 
with the growing importance of the manufac­
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By this comparison, I do not suggest that we should 
follow a model adopted by other countries. Each 
country has its own model of development and 
we must develop our own model to accelerate 
the growth by drawing the relevant lessons from 
the experience gained by other countries that 
have achieved high growth momentum. 

In accelerating the economic development pro­
cess, the industrial sector could make a more 
significant contribution, given its greater pros­
pects for growth, employment generation and 
meeting the aspirations of the educated youth, 
compared to the agricultural sector which has 
inherent limitations. A n acceleration of the 
industrialisation process therefore becomes 
essential if Sri Lanka is to be transformed into 
a rapidly growing economy. 

The pattern of industrialisation during the last 
two decades indicates that the manufacturing 
sector has responded to liberalisation policies 
in a positive manner, although the rate of in­
dustrial expansion has been below expectation. 
The local value added has expanded at a higher 
rate, but there has been only a small change in 
the structure of the G D P . 

The disaggregation of value added by sector 
indicates that the services sector recorded an 
increase in its share from 46 per cent of G D P in 
1975 to 53 per cent of the G D P in 2001. This 
sector had the highest growth rate recorded 
compared to other sectors during this period. 
The agriculture sector experienced a continu­
ous decline in its share from 28 per cent of G D P 
in 1975 to 20 per cent of the G D P in 2001. Agri­
culture had the lowest growth rates recorded 
by any sector during this period despite the fact 
that this sector accounts for more than 1/5 of 
the total G D P . 

The sectoral structure of G D P indicates only a 
marginal change in favour of the manufacturing 
sector. The share of value added in manufac­
turing sector remained at 16 per cent by 2001 
which is low compared to 20 per cent in India 
and about 30 per cent in the NICs , reflecting 
the fact that the manufacturing sector has not 
grown at its potential capacity in Sri Lanka. 

Sri Lanka's industrial sector faces a severe chal­
lenge with regard to sustaining the competitive­
ness of its products. This is because of the fact 
that Sri Lanka's industrialisation process has 
now entered into an environment characterised 
by a more liberalised trade regime promoted 

under W T O , S A P T A and Indo-Sri.Lanka Free 
Trade Agreement. Expiration of the M F A will 
also exert global pressures on the export of 
garments, the leading industrial activity in the 
country. T h e chal lenge therefore is to 
strengthen the policy framework to promote 
a business environment which is conducive 
to entrepreneurship, investment, production 
and marketing. 

The growth performance of the economy and 
the industrial sector in particular, shows an 
increased trend towards export of manufac­
tured goods. However, this expansion is con­
fined largely to growth of the apparel indus­
try. The growth of the apparel industry was 
influenced by the market access through tex­
tile quota available to the country. The avail­
ability of reasonably adequate infrastructure 
particularly through export processing zones 
and free trade facilities extended to this in­
dustry, helped to sustain this growth. This 
sector was also fortunate to absorb a sur­
plus labour force which was educated but 
unemployed to a large extent in 1 9 7 7 . The 
unemployment rate in 1 9 7 7 was around 20 
per cent. The gradual decline in unemploy­
ment and labour migration to overseas em­
ployment has dramatically reduced the avail­
ability of low cost labour. 

Al though few other industries have also 
emerged through export-oriented strategies 
during the pos t -1977 period, the country's 
overall industrial structure is still dominated 
by the apparel industry posing a consider­
able vulnerability for the Sri Lankan economy 
in the future. Moreover, increased competi­
tion in the international markets has forced 
Sri Lankan manufacturers to restructure their 
industries to become more competitive in the 
domestic as well as global markets. 

The unsatisfactory growth performance and the 
under-utilised potential of the industrial sector 
suggest the urgent need for rapid industriali­
sation in the country. This requires a series 
of reforms to create a conducive environment. 
Labour reforms, deregulation, improving cor­
porate governance and educational reforms 
are required to remove the impediments to 
acceleration of industrial growth. 

It was evident that technological capabilities, 
skills and the quality of products have been 
improved in selected areas due to export ori­
entation in industrial strategy. This was re­
flected in the creation of new capacities, in-
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traduction of new products and increased 
output in the industrial sector. However, this 
process has still not gained a momentum to 
improve the standard of living similar to those 
standards achieved by N ICs in Asia. 

The industrial strategy seems to have pro­
duced less satisfactory performarce due to a 
variety of reasons. The pos t -1977 develop­
ment strategy suffered a setback due to the 
escalation of the Northeast conflict. However, 
the static performance in the economy, and 
particularly, the industrial sector cannot be 
fully explained by the war and the conflict. 

The unstable macro economic environment 
due to continued large fiscal deficits, inad­
equate infrastructure facilities, nstitutional 
rigiditias and inefficiencies, rigid labour laws, 
inconsistencies in development policies and 
high financial costs are the main causes for 
the current performance in industries. 

In this background, the acceleration of eco­
nomic growth requires considerable reforms 
in eac i of these areas. The National Budget 
will require to reduce its large deficits in or­
der to provide resources required for the pri­
vate sector for its expansion. The reduction 
in the budget deficit will also enable to re­
duce the cost of funds to the private sector. 
It is worth recognising the fact that except in 
a few selected years, average cost of funds 
in Sri Lanka has been 20 per cent and bud­
get deficit has been around 11 per cent dur­
ing the pos t -1977 period. This has imposed 
a severe financial burden on industries in 
raising funds at competitive rates. The viable 
import substitution industries as well as small 
and medium industries which cannot raise 
funds from foreign sources, suffered heavily. 

While the Sri Lankan private sector is faced 
with p'obiems of high cost of funds and in­
adequate long-term resources due to heavy 
government borrowings, the labour market 
adds e further constraint to industrial growth 
due to rigid labour laws and regulations, put­
ting industries in a disadvantaged position 
over their competitors. In a liberalised mar­
ket-oriented environment, industries are re­
quired to adjust to market conditions and re­
position themselves for which factor market 
should be flexible. However, while product 
market is being liberalised and allowed for 
h gh competition through inflow cf imports to 
the country, the local industry has not been 
aole to face with this competition as they have 
not been free to restructure their industries 
due to rigid employment conditions and high 
capita; cost. In this background, it is neces­
sary to recognise that the Sri L a n k a n 
economy is now competing with countries 
which have virtually eliminated tieir budget 
deficits and implemented relatively competi­

tive and modem labour laws. A small economy 
like Sri Lanka will have to compete with large 
economies such as Indonesia and China, whose 
cost of labour and cap tal are relatively low. 
These economies also have the advantage of 
exploring the economies of scale because of 
their large domestic markets. 

The experience in newly industrialised Asian 
countries demonstrates that their economies 
have also benefited from having modern infra­
structure that has improved the comparative 
advantage for industrial exports. These infra­
structure facilities have increased their access 
to global markets with least cost. Therefore, the 
industrial reforms for accelerating growth would 
require much more concerted efforts in provid­
ing the required infrastructure together with flex­
ible labour and capital market conditions. E m ­
phasis will have to be placed on reforms focus­
ing on the role of the government, the speed of 
reducing the fiscal deficits, role of the state 
banks, cost of funds, skills and human resource 
development, as well as labour market reforms. 

A rapid industrial growth in the country will also 
require institutional reforms that are necessary 
to respond to the emerging market conditions. 
While trade liberalisation has made consider­
able progress, further simplif ication and 
rationalisation of the tariff structure, integration 
with global markets through liberal trade ar­
rangements are necessary to increase export 
orientation in industrial strategy. The support 
institutional structures such as Customs, Ports 
and regulatory agencies should become busi­
ness-friendly in providing their services. The 
time taken for processing of transactions at 
Customs, Ports and other regulatory agencies 
has imposed higher cost for imports and exports 
compared to that of Sri Lanka's competitors. It 
is time now for Sri Lanka to move into electronic 
data network to process trade transactions to 
reduce transaction cost and sustain competi­
tiveness of the industries. 

The industrial sector growth also requires ef­
fective checks and balances, particularly, as­
suring quality standards of imports in order to 
ensure that local industries which are competi­
tive but unable to cope up with dumping of sub­
standard product of other countries. Therefore, 
the legislation of anti-dumping and counter­
vailing duties which are being formulated, 
should be rapidly implemented to achieve the 
desired results. 

Given the weak entrepreneurial base, the kick-
start of small industries has been problematic. 
The problem has become aggravated due to 
strong competitive pressures. Thus an initiative 
have been made to promote mechanisms such 
as "Industrial Incubators" just like South Korea 
did at one time during their industrial take off. 
Industrial Incubators will systematically coach 

and guide the start-up, growth, management 
and technological upgrading of small and me­
dium industries. 

Under liberalisation strategies, the taxation 
regime alsc needs to be given serious con­
sideration for industrial development. The tra­
ditional strategy in the past has been to grant 
tax holidays to investors to promote indus­
tries. However, one of the common problems 
faced by industries is the upfront cost that 
has to be paid cn raw material and other 
project related inputs due to high indirect 
taxes and lack of efficient input tax refund 
system. In a country where the cost of funds 
is high due to large fiscal deficits and high 
interest rate, upfront costs through taxation 
create heavy cash flow problems in indus­
tries. The adoption of a more efficient value 
added tax system in place of the multiple tax 
system will therefore be conducive to pro­
mote industrial activities. Value added tax 
system should address input tax refund 
mechanism that will eliminate upfront tax 
burden in production. 

In addressing the abour market reforms, the 
focus should be n creating efficient labour 
dispute settlement mechanism, developing 
skills in work places to improve the mobility 
of labour and productivity. The reorientation 
of labour skills ccj ld be undertaken in work 
places, so that redeployment of labour and 
restructuring of industry can be initiated with­
out large-scale layoffs that would create un­
employment in the short-run. 

Labour problems are complex and if there is 
a need in Sri Lanka to create a conducive 
environment for workers and maintain a har­
monious relations between employers and 
employees. For this purpose, it is necessary 
to initiate an awareness programme on "Indus­
trial Culture". An in tiative to create new indus­
trial culture will contribute to the entire labour 
reform exercise in the industrial sector. 

In the industrial cevelopment strategy, it is 
also necessary to address the role of the bu­
reaucracy, regulatory involvement and the 
legal framework to safeguard private prop­
erty rights. In Sri Lanka, one of the problems 
relating to these ragulatory arrangements is 
the existence of multiplicity of government 
agencies to perfcrm these responsibilities. 
The duplication of work undertaken by vari­
ous institutions necessitates the creation of 
a rational institutional structure to perform the 
regulatory responsibilities and provide sup­
port services required for the industrial sec­
tor growth in a co-ordinated manner. 

Lack of coherent strategies to address mul­
tiple problems confronted by the industrial 
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sector has imposed a heavy burden on the ex­
change rate which eventually has compensated 
for the difference in competit iveness between 
Sri L a n k a and its trading partners. T h e Sri 
Lankan economy, with its large import and ex­
port b a s e for its economic activity, shou ld 
achieve exchange rate stability in order to re­
duce the cost o f inputs particularly raw material 
and capital goods. T h e use of exchange rate to 
promote export and viable import substitution 
industries without solving fundamental structural 
constraints, as discussed, will be self-defeat­
ing. Therefore, the undue adjustment burden 
imposed on exchange rate has to be shifted to 
other areas by addressing these root causes. 
T h e high cost of power and energy, inadequate 
telecommunication facilities and high cost o f 
transport and storage, have raised the cost of 
production of many domestic industries. T h e 
competit iveness of such products internally can 
be maintained by adopting least cost energy 
sources, liberalisation of import of petroleum 
products, improving access to global techno­
logical facilities and reducing domestic trans­
action costs as well as high cost o f funds. 

In sum, industrial reform strategy should be for­

mulated giving consideration to the follow­
ing important factors. 

Firstly, the fiscal imbalances together with 
macro economic fundamentals aiming at cre­
ating an environment conducive for invest­
ment in a predictable environment, should be 
addressed. Such a policy framework will bring 
down the cost of funds and increase the avail­
ability of resources for industrial deve lop­
ment. Stabilising macro economic conditions 
will also provide the required stability for the 
exchange rate as well as the interest rate. 
Secondly, labour market as well as capital 
market reforms aiming at required flexibility 
in util ising factor inputs a n d techno logy 
should be recognised. Thirdly, the industrial 
reforms focusing on the required tax and 
trade regime, institutional arrangements for 
various agencies should be adopted. Lastly, 
the infrastructure including electricity, water, 
telecommunication, roads, port and other in­
frastructure should be developed to attract 
inves tment into industr ies. In address ing 
these issues, it is necessary to have a co­
herent policy framework with both public and 
private sector participation to accelerate in­
dustrial growth. 

Economic Review: September/October 2003 


