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SRI LANKA'S
ACHIEVEMENTS AND
CHALLENGES



Sri Lanka’s path to middle income status has been
strong and its efforts over the long-term in health and
education delivery have been commendable.

Human Development Index (HDI) in South Asia
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Data source: UNDP Human Development Report, 2015

GDP per capita:

3,926 US$ (2015)

Life expectancy:

74.8 (2014)

Adult literacy rate;

92.6 (2015)

Note: Sri Lanka’s level
of development is the
highest in South Asia.
Thus, the remainder
of this analysis uses a
different group of
comparator countries.



Strong growth and the end of the conflict have
been translated into poverty reduction throughout

Sri Lanka.

...but several

parts of the
country still
remain left

behind, and

many people

remain

disconnected

from the

opportunities

created by
past growth.

Poverty headcount index in 2002 vs. 2012/13

Source: Department of Census and Statistics



HOWEVER: per capita growth has slowed during
the last four years

Annual Growth Rates and Five-Year Moving Average
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Data sources: World Development Indicators through 2015 & predicted value for 2016 based
on CBSL projections
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HOWEVER: per capita growth has slowed during
the last four years

Annual Growth Rates and Five-Year Moving Average
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Data sources: World Development Indicators through 2015 & predicted value for 2016 based
on CBSL projections



Why did growth slow down? Because a widening
of the current account acted as a speed limit.
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Trade deficit in goods and services (% of GDP)
Real GDP growth (annual %)

Sources: WDI; IMF Press Releases



Why did growth slow down? Because a widening
of the current account acted as a speed limit.

L0
—

[ [ [
1995 2000 2005 2010 2015
Year

Trade deficit in goods and services (% of GDP)
Real GDP growth (annual %)

Sources: WDI; IMF Press Releases



Why did growth slow down? Because a widening
of the current account acted as a speed limit.
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Real, annualized growth rate, 2000-15
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Export growth Is consistently

lagging behind peers Off the charts:
Vietham: 12,000!
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And the economy is how
considerably less export-oriented
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Exports of goods and Exports of goods and
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One reason why Sri Lanka’s exports are not growing
fast enough: Sri Lanka’s exports are not diversifying.
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In other countries, diversification

direct boost to incomes

New export products, 2000-2015

Products without RCA in 1998-2000 and with RCA in 2013-2015

‘China

76 245 331.6
Thailand 70 326 21.8
Vietnam 48 545 504
Philippines 11 12 1.2
Malaysia 10 149 4.7
Sri Lanka 7 5 0.1
Costa Rica 6 139 0.7
Indonesia 4 3 0.8
India 0 n/a n/a

results In a

Note: uses both standard RCA and
population-based version; excludes
natural resources.

Source: CID calculations using
COMTRADE data



In other countries, diversification results in a
direct boost to iIncomes

New export products, 2000-2015

Products without RCA in 1998-2000 and with RCA in 2013-2015

‘China

76 245 331.6
Thailand 70 326 21.8
Vietnam 48 545 504
Philippines 11 12 1.2
Malaysia 10 149 4.7
Sri Lanka 7 5 0.1
Costa Rica 6 139 0.7
Indonesia 4 3 0.8
India 0 n/a n/a

Rags, textile scraps
\Woven fabrics of bast fibers
Wheat or meslin flour
Cigarettes

Tulles and other net fabrics
Lead oxides

Textile for conveyor belts

Note: uses both standard RCA and
population-based version; excludes
natural resources.

Source: CID calculations using
COMTRADE data



Sri Lanka’s export composition has been stagnant
since the mid-1990s.

Sri Lanka’s Goods Exports

Source: Atlas of Economic Complexity



Compare to Vietham

Vietnam’s Goods Exports

Source: Atlas of Economic Complexity



Or India

India’s Goods Exports

Source: Atlas of Economic Complexity



Countries often first diversify into garments,
followed by electronics and then machinery
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Over time, garments tend to peak as a share of
exports as growth in other industries picks up
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...but sometimes countries get stuck in the
garments phase
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...this 1s what has happened in Sri Lanka

(00)
o
S
|  SRI LANKA Garments
= and textiles
L
e
»n I
T °
=<
I
= N
o
S
Electronics
= 1 | Machinery
1960 1980 2000 2020

Year

mktselectronics

mktsgartext
mktsmachinery




In service exports, Sri Lanka performs relatively well
In transport and insurance/finance, but has much
room to grow In tourism and ICT.

Service exports
per capita, 2014
(BoP, current USD)

Notes: Transport service exports are services related to the movement of non-resident goods & passengers. Travel service
exports are services consumed by visitors (inc. tourists). Disaggregated data not available for Vietham. Source: WDI
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In service exports, Sri Lanka performs relatively well
In transport and insurance/finance, but has much
room to grow In tourism and ICT.

Service exports
per capita, 2014
(BoP, current USD)

Notes: Transport service exports are services related to the movement of non-resident goods & passengers. Travel service
exports are services consumed by visitors (inc. tourists). Disaggregated data not available for Vietham. Source: WDI



Sri Lanka’s main exports tend to face competition
from low iIncome countries

Global Share of Women’s Undergarments
Sri Lanka’s Goods Exports, 2014 Exports (Net) in 2014

GDP per capita (USD) in 2014
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Wages in Sri Lanka’s main export industry are now
lower than for most other jobs. Without diversification
beyond garments, export growth cannot keep pace.

- \Nearing apparel
== Construction

I I I
0 50 100 150 200
Hourly wage (Rs.)

Note: Red reference line indicates the national median wage.



Wages in Sri Lanka’s main export industry are now
lower than for most other jobs. Without diversification
beyond garments, export growth cannot keep pace.

- \Nearing apparel
== Construction

Compare with Panama:

I I I
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Hourly wage (Rs.)

Note: Red reference line indicates the national median wage.
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Summing up:

* In many ways, Sri Lanka is doing well
* But growth has slowed over the last four years

 This is because Sri Lanka had a post-war growth acceleration that
was unsustainable, caused by a construction boom financed by capital
Inflows and a widening current account

» To sustain higher growth, expand exports needs to expand faster to
cover for the growth in imports

« Exports are not growing fast enough because they have not diversified
beyond a set of traditional goods: tea, rubber and garments

 The problem is that Sri Lanka’s export industries pay low wages and
compete with low wage countries

« How can Sri Lanka increase its exports by diversifying into higher-
productivity industries that can afford higher wages?



HOW DO COUNTRIES AND
REGIONS DEVELOP HIGHER
PRODUCTIVITY INDUSTRIES?






Malawi $226 per capita



S819 per capita



Morocco $3,108 per capita



Poland 513,431 per capita



Singapore 555,182 per capita
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The two Nogales



Guerrero S5,281 per capita



Sinaloa 510,945 per capita



Guanjuato 520,827 per capita



Nuevo Leon  $42,281 per capita
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What do you do when your tooth hurts?



What do you do when your tooth hurts?

Search the web and fix it
yourself?



What do you do when your tooth hurts?

Search the web and fix it

...or look for a dentist
yourself?



Knowhow needs to be in brains






.\\..\\;\\\..

/
‘v

rr ::\\\\\\\

i




Who has more knowhow?
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Diversification and ubiquity - 2009



Diversification and ubiquity - 2009



k1 (Average Ubiquity)

It also works within countries: Chile
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Average ubiquity of industrial composition (k_,)
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Mexican cities



Colombian departments

Average Ubiquity vs. Diversity
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And It works for Sri Lanka



Economic Complexity Index




ECI correlates with GDP per capita

Countries with Natural Resource
Exports>10% of GDP
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Income Per Capita

Economic Complexity



Income Per Capita controlling

for NR Exports
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Income Per Capita controlling

for NR Exports

O

Economic Complexity controlling for
NR Exports



Sri Lanka’s economic complexity is low and it Is
evolving at a slow pace.

Economic Complexity Index

— Sri Lanka
— China
— Costa Rica
— India

—  |Indonesia

— Malaysia
Philippines
Singapore

— Thailand

— Vietnam

| | | | |
1995 2000 2005 2010 2015
Year

Data source: Atlas of Economic Complexity



How do
economies
learn?







Mapping out the Forest



Exports per capita (USD), women's suits
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Exports per capita (USD), women's suits
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Community characteristics: Complexity,
Connectedness and Market Size






Venezuela 2013



Mexico 2013
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How do monkeys jump?



A tale of two countries

GHANA THAILAND




1962: Roughly equal income

GHANA THAILAND

5295 $363

GDP per capita (constant 2000 USS)



Human capital story:




GHANA



Ghana’s exports in 1962



Thailand’s exports in 1962



Thailand vs. Ghana in the Product Space
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Thailand Ghana



Ghana’s exports in 1962



Ghana’s exports in 2010



Ghana’s exports per capita at constant 2005 prices
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Thailand’s exports in 1962



Thailand’s exports in 2010



Thailand’s exports per capita at constant 2005 prices
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Divergence, big time



Sri Lanka 2014



Sri Lanka in the Product Space: Current clusters are
saturated. Most new export opportunities are in empty

clusters, with few related industries.

Rubber goods

e

Sri Lanka
2014

Seafood

Garments, textiles

Raw coconut,
palm, rubber

Precious
stones

Tea

Source: Atlas of Economic Complexity



Sri Lanka is not on the path of Vietham

Sri Lanka’s Exports, 1995 Sri Lanka’s Exports, 2014
$3.25B $11.1B
ECI =-0.96 ECI =-0.38
Rank: 98/121 Rank: 71/124
—_—
Vietnam’s Exports, 1995 Vietnam’s Exports, 2014
$5.14B $146B
ECl =-1.22 EClI =-0.09
Rank: 107/121 Rank: 58/124
—

Source: Atlas of Economic Complexity



...or the path from Vietnam to Thailand

Vietnam’s Exports, 1995

$5.14B
ECI=-1.22
Rank: 107/121

Thailand’s Exports, 1995

$53.4B
ECI=0.13
Rank: 51/121

Vietnam’s Exports, 2014

$1468B
ECI =-0.09
Rank: 58/124

Thailand’s Exports, 2014

$2378B
ECI=0.94
Rank: 26/124

Source: Atlas of Economic Complexity



...or the path from Thaliland to China

Thailand’s Exports, 1995 Thailand’s Exports, 2014
$53.4B $237B
ECI=0.13 ECI=0.94
Rank: 51/121 Rank: 26/124
—_—
China’s Exports, 1995 China’s Exports, 2014
$219B $2.34T7
ECI=0.21 ECI=1.10
Rank: 48/121 Rank: 19/124
—_>

Source: Atlas of Economic Complexity



New research:
the Industry
Space

Maps the
relationships
between all
domestic activities,
Including services

Agriculture, Forestry, Fishing
Construction

Finance, Insurance, Real Estate
Manufacturing

Mining

Public Administration

Retail Trade

Services

Transport & Public Utilities
Wholesale Trade



Colombo
District

Agriculture, Forestry, Fishing
Construction

Finance, Insurance, Real Estate
Manufacturing

Mining

Public Administration

Retail Trade

Services

Transport & Public Utilities
Wholesale Trade



Kandy
District

Agriculture, Forestry, Fishing
Construction

Finance, Insurance, Real Estate
Manufacturing

Mining

Public Administration

Retail Trade

Services

Transport & Public Utilities
Wholesale Trade



Trincomalee
District

Agriculture, Forestry, Fishing
Construction

Finance, Insurance, Real Estate
Manufacturing

Mining

Public Administration

Retail Trade

Services

Transport & Public Utilities
Wholesale Trade



Mullaitivu
District

Agriculture, Forestry, Fishing
Construction

Finance, Insurance, Real Estate
Manufacturing

Mining

Public Administration

Retail Trade

Services

Transport & Public Utilities
Wholesale Trade



How do we
explain
growth?










Yet nearly all new products are highly “distant”
from Sri Lanka’s current comparative advantage
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Yet nearly all new products are highly “distant”
from Sri Lanka’s current comparative advantage

—— Srj Lanka (Np=920) ”

=== \/ietnam (Np=819) Absent products only
= Thailand (Np=504) (WIthO(l:Jt Revea}tl_ed
=== India (Np=637) AOEIT\]/F;?\r’[ZgI;Vee)

- Malaysia (Np=599)
= China (Np=352)

I I I
0.4 0.6 0.8 1.0

Product Space distance values Note: excludes resources; PCI>ECI
Source: calculations based on Comtrade



Therefore, the path to diversification may lie In
helping investors take “strategic bets” on new sectors



How do you identify potential new
sectors?

e Distance

— How far is the industry from the current
capabilities of the country or region?

e Complexity
— How productive is the industry?

e Strategic value

— How much does the development of the industry
facilitate further diversification?
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An efficient frontier between three goals
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Applying these ideas to Sri Lanka:
An efficient frontier between three goals

Complexity and Distance Opportunity Gain and Distance

i /

A BOI/EDB team is now taking a comprehensive approach...



How does
Knowhow
move?




DIFFUSION OF INDUSTRIES
Moving knowledge into brains is hard work...



IT IS MUCH EASIER TO MOVE BRAINS:
DIFFUSION THROUGH MOBILITY



Different mechanisms of diffusion

Labor mobility between firms
mmigration

Diasporas

Business travel
FDI



Example 1: DETROIT

All successful car firms in
Detroit came out of Olds
Motor Works

N




Example 2: SILICON VALLEY

Silicon Valley consists almost exclusively of
Fairchild Semiconductor renegades



DIFFUSION OF INDUSTRIES
...Iit is easier to move the brains!

- Neffke/Hartog/Boschma/Henning (2014): Industries diffuse when firms and
entrepreneurs move to a region



DIFFUSION OF INDUSTRIES
...Iit is easier to move the brains!

Germany

Hausmann/Neffke/Otto (2013):
Industry pioneers in East
Germany strongly hire many of
their core workers from West
Germany
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Germany
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East Germany West Germany

Colombia

Matté Hartog: First analyses show
that also in Colombia pioneering
requires mobility of experts
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from outside the region
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DIFFUSION OF KNOWLEDGE ACROSS COUNTRIES

 Products diffuse through migrants
— Bahar and Rapoport (2013)




What scope is there for Sri Lanka to learn
from iImmigrants?

Few residents of Sri Lanka are International migrant stock
foreign born. Almost all (99%)
come from India.

40

The BOI has issued less than
5,000 work visas to foreigners
in each of the last 10 years.

30

Elsewhere, Thailand, Malaysia
and the Philippines have
benefited from large overseas =
Chinese communities. And

China benefited from

investment from Hong Kong o
and Taiwan.

% of population
20

Sources: WDI; Board of Investment of Sri Lanka Visa Recommendation System



What scope is there for Sri Lanka to learn
from its diaspora?

Diaspora as a Share of Population
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How does Sri Lanka do In business travel? It is

fairly disconnected from business travel networks,
but close to a dynamic cluster.

The country space for
business travel (using 2011

/ data) shows that Sri Lanka

IS on the periphery of the
Far East cluster.

Source: CID using data from MasterCard



Business travel is limited versus comparator
countries

Incoming Business Travel Intensity

Origin countries of business travelers to LKA, 2014
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Source: CID using data from MasterCard; data from 2014



FDI Net Inflows, 1995-2015 Avg.

Gaining knowhow
through FDI?

Sri Lanka has seen
little FDI over last 20
years. e

And no sustained FDI Net Inflows, Sri Lanka
Increase in FDI after
the conflict.

25
1

% of GDP
1.5

T T T T T
1995 2000 2005 2010 2015
Year

Source: WDI



New FDI inflows are high in existing sectors...

Logististics, Transport
Financial Services

Tourism

0 5 10 15 20
FDI inflows per capita (USD, estimated)*

B Sri Lanka “ Thailand ®Vietnam ™ Malaysia

Source: fDi Markets, April 2016. Note: dataset is based on estimates of large, high-profile FDI project announcements.
* Estimated capital expenditure per capita, January 2009 — March 2016 (annualized)



...but peer countries receive the bulk of their FDI
from sectors that are mostly absent in Sri Lanka

Logististics. T E—
ogististics, Transport
= B Sri Lanka
Financial Services — hailand
| — Thallan
Tourism E = Vietnam
Materials, CONSIruction s ® Malaysia
.
Sl
_ B
Electronics, ICT —
o
Vehicles, Transport Equip. :
I

Other Clusters

O 20 40 60 80 100 120 140 160
FDI inflows per capita (USD, estimated)*

Source: fDi Markets, April 2016. Note: dataset is based on estimates of large, high-profile FDI project announcements.
* Estimated capital expenditure per capita, January 2009 — March 2016 (annualized)



Who is Sri Lanka learning from through FDI in
manufacturing and in what industries?

FDI to Sri Lanka in Manufacturing, by Source Country
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Source: fDi Markets, 2003-2015 cumulative FDI announced in media
Note: Data source is biased toward large, high-visibility projects



Who is Sri Lanka learning from through FDI in
manufacturing and in what industries?

FDI to Sri Lanka in Manufacturing, by Source Country
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Who is Sri Lanka learning from through FDI in
manufacturing and in what industries?

FDI to Sri Lanka in Manufacturing, by Source Country

1,000

Tires; Light trucks & utility vehicles; Soft drinks & ice; Paints,
/ coatings and adhesives; Sugar and confectionary products

800
|

Basic chemicals

/ Printing & related activities; Paper products; Consumer
products; and pharmaceutical preparations

600
|

400
|

/ Clothing & clothing accessories; tires

Capex in millions of USD (estimated)
200
|

P CLENLCERLP LS PSS PO PSS ES
N & R WP RS L & 000 PN N %Qrb R
AR 2 SN ¢ &
S <D \{}9 S & ° V A
S %$ "\\.e QO \5\‘ N
N © ¥ ¥

Source: fDi Markets, 2003-2015 cumulative FDI announced in media
Note: Data source is biased toward large, high-visibility projects



Is Sri Lanka missing
opportunities to learn from
neighbors and beyond?

Noteworthy rejected or current applications to the BOI

in new manufacturing projects since 2010

Listed are a selection of manufacturing projects (and application years) since 2010 where applications were rejected, have not
yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)
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India:
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Is Sri Lanka missing |
opportunities to learn from Ry

. - Electrical equipment (2014)
neighbors and beyond? e G

- Other transport equip. (2010)

Noteworthy rejected or current applications to the BOI

in new manufacturing projects since 2010

India:
- Pharmaceuticals (2014)
- PVC products (2013)
- Other transport equip. (2012)
- Furniture (2012)
- Fabricated metal products (2010)

Listed are a selection of manufacturing projects (and application years) since 2010 where applications were rejected, have not
yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)
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India:
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- PVC products (2013)
- Other transport equip. (2012)
- Furniture (2012)
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yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)
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Noteworthy rejected or current applications to the BOI

In new manufacturing projects since 2010

Hong Kong:
- Machine tools (2015)

India: /

- Pharmaceuticals (2014)
- PVC products (2013)
- Other transport equip. (2012)
- Furniture (2012)
- Fabricated metal products (2010)

Listed are a selection of manufacturing projects (and application years) since 2010 where applications were rejected, have not
yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)
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. . . China: ' - Electric I"a\mps & lighting
opportunities to learn from et g s S 2026)
. - Electrical equipment (2014) machinery (2916)
neighbors and beyond? — oy o
- Other transport equip. (2010) - Electricity distribution &

control apparatus (2011)

Noteworthy rejected or current applications to the BOI
In new manufacturing projects since 2010
Hong Kong:
- Machine tools (2015)

India: Singapore:

- Pharmaceuticals (2014) / - Fertilizers (2012)

- PVC products (2013)
- Other transport equip. (2012)
- Furniture (2012)
- Fabricated metal products (2010)

Listed are a selection of manufacturing projects (and application years) since 2010 where applications were rejected, have not
yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)



Is Sri Lanka missing e oo o1

. . . China: ' - Electric I"a\mps & lighting
opportunities to learn from et g s S 2026)
. - Electrical equipment (2014) machinery (2916)
neighbors and beyond? — oy o
- Other transport equip. (2010) - Electricity distribution &

control apparatus (2011)

Noteworthy rejected or current applications to the BOI

In new manufacturing projects since 2010

Hong Kong:
- Machine tools (2015)

India: / Singapore:
- Pharmaceuticals (2014) - Fertilizers (2012)
- PVC products (2013)
- Other transport equip. (2012)

- Furniture (2012)
- Fabricated metal products (2010)

$——_  Australia:
- Special-purpose
machinery (2015)
- Fertilizers (2012)

Listed are a selection of manufacturing projects (and application years) since 2010 where applications were rejected, have not
yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)



Is Sri Lanka missing e oo o1

. . . China: ' - Electric Ifa\mps & lighting
opportunities to learn from et g s S 2026)
. - Electrical equipment (2014) machinery (2916)
neighbors and beyond? e oy o
- Other transport equip. (2010) - Electricity distribution &

control apparatus (2011)

Noteworthy rejected or current applications to the BOI

In new manufacturing projects since 2010

United Kingdom:
- Fertilizers (2016) \
- Electrical equipment
(2014) Hong Kong:
- Machine tools (2015)

Luxembourg:
- Pleasure & sporting India: Singapore:

boats (2012) - Pharmaceuticals (2014) - Fertilizers (2012)
France: - PVC products (2013)
ance: . - Other transport equip. (2012)
- Pleasure & sporting - Furniture (2012)
boats (2016)

- Fabricated metal products (2010)

Switzerland:
- Electrical equipment
(2016)
$——_  Australia:
- Special-purpose
machinery (2015)
- Fertilizers (2012)

Listed are a selection of manufacturing projects (and application years) since 2010 where applications were rejected, have not
yet been approved, or have been approved but the company is awaiting BOI agreement. Source: BOI Project List (Section 17)
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* Productive development policies for economic
complexity



PRODUCTIVE
DEVELOPMENT POLICIES
FOR ECONOMIC
COMPLEXITY
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Traditional Industrial Policy

 Investors lack either money or adequate incentives

Solution: give them credit, subsidies or tax brakes

They will buy what they need

Implementation:

« Line item in the budget of the Ministry of Industry +
selection mechanism on who to give the money to

- Incentives in the tax code, and an agency to qualify firms

INDUSTRIAL POLICY IS SEEN AS AN INSTRUMENT,
NOT AS A PROBLEM SOLVING MACHINE
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New productive development
policies

Markets for key inputs are missing (missing letters)

This makes productivity low in the industries that
need them

Giving money or incentives to firms does not address
the problem

You need to assure the supply of what is missing
But you don’t know what it is
Or how to prompt its supply
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The problem

I know that I don’t know

But I still need to improve on what I am doing
I can talk to those that exist

But I cannot talk to those that do not exist because of
things [ am doing or not doing

So, I have an information revelation problem

Talking to me is not cheap
- Participation constraint of others



Two Different Questions

* How can the government organize itself to provide
better public inputs to the monkeys that exist?



Two Different Questions

* How can the government organize itself to provide
better public inputs to the monkeys that exist?

« How to improve the environment for the monkeys
that don’t exist?
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Talking to existing monkeys:
some principles

Self-organization around common problems / possibilities
About public inputs or coordination failures

About productivity, not profitability
« Win -win vs. [ win - you lose

Willingness to co-finance
- Weed out rent-seeking
Transparency: make the “ask” public
« Changes the “ask”
Solve the meta-problem: not one instantiation of the problem
Legitimacy: decisions based on public interest, made public

Focus on things that will increase the NPV of the government
- This is not a social program for the already rich!

In Japan there are over 200 deliberation councils
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Talking to the monkeys that don't
yet exist

* Need institutions to search the space of possibilities
and the related obstacles

» Beyond the existing firms
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Investment promotion agencies 2.0

* Version 1.0 was typically passive
Regulating foreign investment
Some adds
Handholding
One stop shop
e Version 2.0 involves
« Conversations that reveal the space of possibilities
Direct marketing
Problem solving of missing public inputs
Creation of solutions

Irish IDA

. Industrial and business space

. Missing skills
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