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1. Most propitious circumstance

* Major drags on economic prospects for 50 years
from the late 1950s.

Terms of trade decline (secular and dramatic fall
in tea, coconut and rubber prices in world

markets for 25 years).
Demographic surge.
Autarkic inward-looking policies.

30-year conflict.




Most propitious Contd.

No such drags on current economic prospects.

*  Economic geography is very favourable
Located in Asia.
Proximity and civilisational links to India.
Closeness to China and Japan.

- Balancing key bilateral relationships.

New normal for global economy: lower growth

and trade




2. Why accelerated growth?

* Sri Lanka has impressive socioeconomic
indicators.

*  Outperformer on UNDP — HDI and MDG's.

*  However, decline from second in Asia to Japan in
1948.

Ahead of South Korea in 1965 and much smaller
differential with Singapore.




Accelerated growth Contd.

*  Per capita income

Country Per capitaincome | Per capita income
1965 (USS) 2014 (USS)

Singapore 514 56,286
South Korea 105 27,970
Sri Lanka 152 3,631

*  These countries are not ideal comparators. However, they
indicate the extent of Sri Lanka’s lack of progress. Their social

indicators, especially education, also far superior.




Accelerated growth Contd.

* Lesson from SL experience: social development alone
is insufficient.

* Need better balance between social development and
wealth creation.

* Mismatch between expectations and opportunities:
two Southern insurrections and separatist conflict.

* SL an aspirational society with fault lines on basis of
ethnicity, religion, class and caste.

* A legacy of frustrated aspirations spilling into
violence.

* 8% growth is feasible and necessary to meet
expectations and maintain social and political stability.
Malaysian experience.




3. New growth model

* SL has had repeated cycles of stop-go policies not able to achieve
sustained growth as in East and South East Asia. China averaged
9.2% growth over 30 years and lifted 300 million out of poverty.
Malaysia averaged 8% growth from XXXXX

A. Three waves of reform

 First wave 1977: growth accelerated from 2.9% in 1971-77 to
6.2% in 1978-82.

* Reforms stalled and conflict/defence expenditure escalated.
Growth averaged 3.2% in 1985-89.

* Second wave 1989-91 : Growth increased to average 5.4% in
1990-97.

* By 2001, the economy had stalled and recorded negative (-
1.5) growth.




Growth model Contd.

* Third wave 2002-3: resulted in growth
accelerating to 6.3% in 2003 - 2008.

« With the end of the conflict, an artificial
boom was created in 2010-2011 (8.3% &
8%) through misaligned macroeconomic
policies.

» Stabilization package in Feb/March 2012 but
no reforms. Hence, growth has been subdued

since then (CSD has revised down growth in
2013 and 2013).




Growth model Contd.

* Reforms improved the efficiency and
increased the competitiveness of the economy
through strengthening the growth framework.

* Nevertheless populist fiscal policies and the
need to accommodate heavy defence
expenditure has meant that the budget was a
major source of instability in the system. Stop-
go policies.

* Not only was growth volatile but SL also
experienced recurring balance of payments
crises.




Growth model Contd.

B. Recurring crises (2000 —-2015)

* These highlight two stylized facts of the SLn economy:
the propensity to overheat due to fiscal imbalances and
vulnerability to exogenous shocks as a result of
movements in a few commodity prices, particularly oil.

There have been five periods of macroeconomic
instability in the last 15 years

2001/02 - oil prices and budget

2004 /05 - Tsunami & budget

2008 - global financial, fuel and food crisis
2010 - artificially engineered boom

2015 - auction of non-existent resources.




Growth model Contd.

* On each occasion the authorities implemente
some stabilization measures.

*  However, the compression of domestic absorptio
and the costs of adjustment were significantl
reduced by a series of non-policy induce
developments which were fortuitous in thei
timing.




Growth model Contd.

* The pain imposed on the people has been contained
by: the inflows following the Cease -fire Agreement
(2002); the Tsunami related financing and debt relief
(2005); the IMF - LITE Stand-by Agreement and
global SDR allocation in 2008 following the GFC; and
global central bank induced liquidity and the search
for yield in emerging markets in recent years.

 Can we continue to rely on good luck?




Growth model Contd.

C. Debt dynamics

Foreign commercial borrowing financed public
investment-led infrastructure development running
out of headroom.

Debt dynamics are in amber light territory.

* Debt/GDP ratio 74% without contingent
liabilities. Median for countries with same
rating 35%.

* External debt-service ratio above 20% of
earnings from exports of goods and services.

* Total debt-servicing absorbs 95% of
government revenue. Hence, almost all other
government expenditure financed out of
borrowing.




Growth model Contd.

Growth momentum in conflict-affected areas
slowing down after initial spurt.

The headroom for commercial borrowing
further limited by decline in risk appetite for
emerging market investments  with
economic uncertainty in China and the
possibility of US FED interest rate lift-off.




Growth model Contd.

D. Poor quality and sources of growth

* Growth in post-conflict era has not only been financed by
unsustainable external borrowing but there are also quality issues.

* Rates of return are inadequate to even service the debt in some
projects.

* Growth in the industrial sector was driven by construction which
relied on infrastructure development with low returns in terms of
earning or saving foreign exchange.

* Other sources of growth included non-tradables, such as
unproductive expansion of the public sector; retail/wholesale trade,
transport and communications.

* The upshot has been that growth has not led to better outcomes in
terms of the balance of trade, fiscal deficit and public debt.

* The CSD has significantly downgraded growth: 3.4% (2013) and
4.5% (2014). This reinforces the fact that stabilization in 2012
without structural reform has led to subdued growth. Growth
potential cannot be realized without reforms.




Growth model Contd.

E. Conclusion

* A new growth model is needed because SL has not been able to
achieve sustained growth; it experiences recurring balance of
payments crises; and now has limited headroom for further external
borrowing.

* Growth in the recent past has had issues related to quality and
sustainability.

* The proposed new growth model can only succeed with improved
human resource development; investment climate (including for
FDI); and eco system for innovation and research (R&D spend and
high-tech exports low even by S. Asian standards) .

* However, the political transition may buy some time yet again as SL’s
friends mobilize support. PM has requested Japan to organise a
donor conference.

* Despite this, any room to manoeuvre should not be frittered away.
* No growth model at present.




4. Contours of a new growth
model

New Model: private investment-led export expansion
supported by FDI.

Why private investment?
Why exports?
Why FDI?

* Why Private Investment?

Successful development outcomes possible through
whole spectrum of statist / private sector approaches.

However, Sri Lanka’s fiscal deficit / debt profile does not
provide scope for statist development model.

Therefore, private investment has to be the locomotive
of growth and development.




New growth model Contd.

* Why Exports?

Domestic market of 21 million will not sustain 8%
growth for 10-15 years.

All successful E & SE Asian countries adopted export-led
growth model.

For Sri Lanka, exports of goods and services amount to
20% of GDP (32% in 2000). The economy has become
much more closed over the last 10 years favouring

domestic market. The economy is as closed as it was in
1970.

Malaysia, Thailand and Vietnam exports over 70% of
GDP.

* Growth sectors: ICT/BPO/KPO, shipping, aviation, tourism,
plugging into regional /global supply chains.




New growth model Contd.

* Why FDI?
8% growth requires investment of 34% of GDP.
Currently 29% of GDP (national savings 25% of GDP).
Need more non-debt creating foreign inflows to fill
savings/investment gap.

FDI also brings technology, markets, branding and know-
how.

FDI less than $1 billion even 5 years after conflict.

Malaysia and Thailand attract three or four times this as a
percentage of GDP.

Sri Lanka needs to attract $3.5 - $4 billion a year.

Need to improve investment climate: Ease of Doing
Business; and predictable and consistent policies.

Require second generation reforms (factor and product
markets). Trade facilitation is also important given trade/
investment nexus.




New growth model Contd.

* New growth model places a very high
premium on competitiveness.

* Penetrating export markets challenging.
* More than 190 countries competing for FDI.




New growth model Contd.

* (Goldilocks scenario.

Preferential access to market of 2.7 billion people
(China / India/Pakistan FTAs).

Exploit trade/investment nexus.
Commercial hub legislation and industrial zones.
Plugging into Asian value chains.

New landscape in India: resetting neighbourhood
policies; Make-in - India strategy; improved
infrastructure makes proximity a greater asset.

New Chinese landscape: going abroad policy and
Maritime Silk Road.

Natural gas discovery: energy self-sufficiency?




New growth model Contd.

* Though 8% growth should be the target it is not sufficient.
* Cross-cutting themes for the new growth model

A well designed and targeted social safety net to protect the poor
and vulnerable (income transfers rather than subsidies).

Higher growth rates generate more government revenue which can
increase the fiscal envelope for improving basic service delivery and
strengthening the safety-net. NREGA in India and Bolsa Familia in
Brazil would not have been possible without higher growth.

Increasing inclusivity via empowering people through education,
training and skills development so they can participate in the new
growth sectors. Promoting SMEs is also an important part of this
narrative.

Promoting sustainability through ‘greening’ the development
process (mainstreaming sustainability into government planning and
budgeting. EIA’s and triple bottom line accounting for the private
sector).




New growth model Contd.

* Promoting gender balance including through
increasing female labour force participation
and political representation as well as
engendering the budget.

* Achieving regional balance in the
development process. Spatial neutrality in the
provision of basic services.




5. Paradigm shift: why business as
usual would be dangerous

* Graduation to LMIC status. Can no longer live beyond our
means and be bailed out with concessional financing. Rating
agencies and international capital markets are brutal and
over-react in both directions.

In addition, the era of large inflows to emerging markets as
a result of the massive liquidity creation by major central
banks combined with the search for higher yields is likely to
be over, particularly for twin - deficit countries like Sri
Lanka.

In 2015, there will be net outflows from emerging markets
for the first time since 1988.




Paradigm shift Contd.

- Shift from an OAT OE Olcllturd ito&bfocus on
competitiveness and productivity.

Countries like Greece got into trouble because they
did not make this transition.

* Sri Lanka’s has completed its demographic
transition before economic transformation. This
makes achieving higher growth more challenging as it
has to be driven by innovation and productivity
improvement rather than accretion of labour .




6. Short-term macroeconomic
compulsions

* Combination of below potential growth and pressure on the
balance of payments at the same time. Unusual unless there
has been a major exogenous shock. This has not happened —
oil price boost.

* Reason: auction of non-existent resources and uncertain
investment climate.

* The combination of populist policies to boost consumption;
historically low interest rates; and an over-valued currency has
inevitably led to pressure on the external account, including
through capital outflows from government securities.

* The pressure on the external account has been compounded
by global risks associated with the US Fed’s interest rate lift-off
and China uncertainty.




Short-term macro Contd.

* Government response has been to pursue a more flexible
exchange rate currency — most growth-friendly despite J-curve
effects (the response has been earlier than in 2012. $4.1 bn of
reserves was utilized to defend the Rupee in 2011/12 $S2.7 bn
has been used to defend the Rupee since Aug 2014).

* Some upward pressure on core inflation and market interest
rates.

* Growth is likely to remain below potential (WB: 5.3% in 2015
and 5.6% in 2016; IMF 5% - 5.5% in 2015) without structural
reforms. Disappointing for an economy which averaged
4.5%growth during the conflict.

* No space for counter-cyclical macroeconomic policies. Growth
framework needs to be strengthened through structural
reforms.




7. Medium-term structural
challenges

A. Strengthening macroeconomic fundamentals.
Budget deficit main source of instability for four decades.

SL: high budget deficit/high inflation/high interest rate/overvalue
currency economy.

Diametrically opposite to E & SE Asia.

Repeating stop-go policies with high correlation between size
budget deficit and growth rate. Sustained growth in successful Asia
countries driven by surpluses in the current account of the balan
of payments.

New vulnerability: exposure to rating agencies and internation
capital markets.

Revenue performance very weak (implement Tax Refor

Commission Recommendations; reduce tax exemptions an
holidays).
Rigorous public expenditure review and robust appraisal of project




Medium-term Contd.
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Medium-term Contd.

a. Agriculture
309% of workforce accounts for 10% of GDP.

Farmers incentivised to be trapped in low productivity /
low income agriculture (by free water, fertiliser subsidy and
guaranteed producer prices). This is reflected in 25% of
population living below $2.50 per day.

These policies also impose a burden on the whole
population through higher taxes and food prices.

Policy response

Review land laws (state owns 80% of land. Difficult to
obtain land for commercial activity).

Review land use and product mix to promote
commercial agriculture and higher value crops.

Review agriculture support policies.
Gradually phase out subsidies and price support.




Medium-term Contd.

b. SOEs
Some improvement in overall perform
Still providing very low return on capit
Large losses at CPC,CEB dvhithisNir Airli

Options: privatisation; strategic invest
minority stakes; perimseahc@mnageme
contracts.

Temasgie holding company and infus
equity.




Medium-term Contd.

c. Public Service.

Increased from 600,000 (2005) tol11%
workforce. Political patronage.

Rational behaviour of job seekers: job
Income streagpmtabutory pension sche
marriage prospects.

Poorly paid and very low productivity.
Difficulty in attracting and retaining goo




Medium-term Contd.

* Key challenge to change incentive structure to
move financial and human resources from
lower to higher productivity sectors.

 Large numbers of workers incentivised to
remain trapped in low productivity activities.

* Businesses in higher productivity areas
complain of labour scarcity.

* Strengthen education, training and skills
development (including re-training to
facilitate re-deployment of low productivity
labour).




Medium-term Contd.

D. Education, Training and SKkills development.

This is the key to shared prosperity / not welfarist
policies. Potentially the most binding constraint
to faster development.

Empower people to take advantage of
opportunities in new growth sectors of a
modernising economy.

Skills gap currently a development trap.

SL can no longer leverage low wages to compete
with Bangladesh, Cambodia, Laos and Myanmar.

Lacks human resources/productivity to compete
with Malaysia and Thailand.




8. Conclusion

* Most propitious set of circumstances.

* Full potential can only be realised through a reform package (fiscal
consolidation and structural reform).

« Shift from entitlement culture to laser-like focus on
productivity /competitiveness.

* Private sector should be more dynamic; tend to remain in comfort zone.
* There will be pain during transition.
* Far more pain and disruption if adjustment postponed.

* Need to raise awareness and build consensus on necessity for
politically difficult reform.

* The O - Os€tement in early November and the Budget Speech (20
Nov) need to set out clear policy direction; advance fiscal consolidation;
and introduce structural reforms. A well thought out package of
consistent and predictable policies is a high priority.

* Overall, there should be a good balance between social development
and wealth creation.

* This should be supported by good governance and effective
implementation. New independent Commissions should be in place
quickly and function effectively.




