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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, inithg women and young people, a goal
embedded in the ILO Declaration 2008 ®acial Justice for a Fair Globalizatign and
which has now been widely adopted by the internaticcommunity. The integrated
approach to do this was further reaffirmed by tA@@®Resolution concerning the recurrent
discussion on employmeént

In order to support member States and the socitéhgra to reach this goal, the ILO
pursues a Decent Work Agenda which comprises fatgrrielated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiansl elaborations of this integrated
approach and related challenges are containedninn@er of key documents: in those
explaining the concept of decent wdrky the Employment Policy Convention, 1964
(No. 122), in the Global Employment Agenda andapplied to crisis response, in the
Global Jobs Pact adopted by the 2009 ILC in thermfath of the 2008 global economic
crisis.

The Employment Sector is fully engaged in suppgrtountries placing employment
at the centre of their economic and social polidising these complementary frameworks,
and is doing so through a large range of techrsigpport and capacity building activities,
policy advisory services and policy research. Ast d its research and publications
programme, the Employment Sector promotes knowlgggeration around key policy
issues and topics conforming to the core elemeitiseoGlobal Employment Agenda and
the Decent Work Agenda. The Sector's publicatiomsisist of books, monographs,
working papers, employment reports and policy bfief

The Employment Working Papeseries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceueaxghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

/]
/‘ _,}7;;rﬁ/r/7\£

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http:/lwww.ilo.org/public/english/bureau/ddmanload/dg_announce_en.pdf

2 See http:...

% See the successive Reports of the Director-Gerertiie International Labour Conference:
Decent work(1999); Reducing the decent work deficit: A global challe(2001); Working out
of poverty(2003).

* See http://www.ilo.org/employment.



Foreword

This paper was commissioned as an input towardsfdhaulation of National
Human Resources Policy. The policy vision of theegoment of Sri Lanka is to achieve
medium-term economic prosperity at a rapid pacénduhe post-conflict peaceful political
environment. An important aspect of this policyiars is to transform the Sri Lankan
economy into a “dynamic global hub” in the areasslipping, aviation, commerce, energy
and knowledge. The key to achieve a global hulustét the ‘greater connectivity’ and
‘global competitiveness’ which in turn require geza‘'openness’ of the economy through
market-oriented policy and regulatory reforms.

The paper analyses the implications of this gldhdd strategy for employment and
human resources development, assuming that théredqeform process would take place
ensuring the transformation of the Sri Lankan eoconaonto a dynamic global hub. The
results of the analysis were presented and disduasea high-level tripartite National
Workshop on National Human Resources and EmployriRehty in Colombo, in October,
2011. As Sri Lanka sees the dividend of restoret@eit is hoped that the outcome analysis
and recommendations put forward by this paper lilg faken into consideration in the
implementation of the sectoral development stratégyboth employment creation and
poverty reduction in the country — towards mordusive growth.

lyanatul Islam Azita Berar Awad

Chief Director of

Country Employment Policy Employment Policy Department
Unit
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Executive summary

1.

The policy vision of the government of Sri Lankaasachieve medium-term economic prosperity at
a rapid pace during the post-conflict peaceful tpali environment. An important aspect of this

policy vision is to transform the Sri Lankan ecoromto a “dynamic global hub” in the areas of

shipping, aviation, commerce, energy and knowledde. key to achieve a global hub status is the
‘greater connectivity’ and ‘global competitivenesghich in turn require greater ‘openness’ of the
economy through market-oriented policy and reguateforms.

The main objective of the study is to analyze timpleyment implications of the global hub strategy
and the employment-related policy issues, assunfiag the required reform process would take
place ensuring the transformation of the Sri Lankaonomy into a dynamic global hub. The
estimates of the medium-term employment implicatiar the global hub strategy were based
primarily on the employment elasticity of outpubgth.

Comparative statistics of the Sri Lankan economgakthat Sri Lanka's current status of shipping,
aviation, commerce, energy and knowledge is farmukethat of many countries in the Asian region
and, that Sri Lanka has a long way to proceedachiag a “moving target” of a global hub status.
Among the five key areas emphasized at policy |eSél Lanka has performed relatively better in
shipping, but poorly in energy and knowledge.

Hong Kong, Singapore, South Korea and Malaysiasaree of the Asian countries which have
recorded high growth performance and developedetahle dynamic global hubs in the areas of
concern for Sri Lanka. These four countries which at different stages of a global hub status
reflect the medium-term image of the Sri Lankannetoy as an emerging global hub in the region.
Sri Lanka, in terms of population and geographyaiger than the city states of Hong Kong and
Singapore, but smaller than South Korea and Maawsiich also share much in common with Sri
Lanka.

As confirmed by the experience of the Asian coestthat have performed in achieving global hub
status, rapid growth driven by the transformatibthe economy into a dynamic global hub leads to
sectoral composition of output and employment amdupational structure. A dynamic global hub

in shipping, aviation, commerce, energy and knogéecesults in a rapid expansion of construction
industry, utility sectors, international and dones$tade, hotels and restaurants, transport, storag

communication, financial services, real assets husiness activities. The expansion of these
economic activities also leads to a change in twipational composition, generating employment
demand for managers, professionals, techniciaesks;lservice workers, trade workers and machine
operators.

The policy target is to sustain 8 per cent aveggrual rate of GDP growth, which was 6 per cent
during the period 2002-2010. This requires an esjoanof the productive capacity of the economy
through increased investment, technological pregeesl human resource development. As far as
the anticipated medium-term growth outcome is comest however, the government’s “re-directed”
development strategy and the “re-defined” macroemoa policy framework in the post-2005

viii



10.

policy regime need to be taken into considerati¢mder the medium-term high growth scenario, the
employment demand would rise from the current egmpent of 7.2 million nearly by 1 million by
2015 and, by 2.5 million by 2020. Along with risiegiployment demand, the sectoral composition
of output and employment would continue to chafde service sectors, being the most important
area of activities producing greater employmentoopmities, would contribute to 46 per cent of
employment compared to its current share of 42t eet, while the industrial sector to 27 per cent
compared to its current share of 24.6 per cent.

The type of employment demand driven by the rapiavth of the sectors associated with the global
hub strategy is likely to bring about new policglss related to human resource development that
require medium-term policy attention. The processild result in a fall of employment in the
agriculture sector, while the expansionary actitwould be more capital and technology intensive.
In spite of that, employment demand would excedubua supply, because Sri Lanka is due to
experience a decline in its working age populatifiar the 2020s. While this leads to an economy-
wide wage pressure on the one hand, the high opmwth needs to be sustained through
productivity improvement.

In general, the competitive global integration @& teconomy through a dynamic global hub
generates demand for skilled labour. More spedi§icahe rising demand for employment is
essentially a demand for skilled labour for fewsm®s: the expansionary sectors by nature require
skilled labour; more capital and technology inteagiroduction employs skilled labour; rising wage
pressure leads to skilled labour. Therefore, hureanurce development is likely to be an emerging
policy issue under the global hub strategy of Sainka, in order to overcome the growth-
constraining human resource bottleneck.

The medium-term employment implications of globabtstrategy reveal the importance of policy
making in the field of human resource developmantpng the other areas of poly and regulatory
reforms. While it is necessary to recognize thedrfee releasing labour from less-productive and
less-rewarding sectors to the expanding indusridl service sectors, the availability of labounalo

is not a sufficient condition to sustain the growticess. The basic challenge is to provide glgball

competitive knowledge and skills to the Sri LanKatour force which is in demand at the

implementation stage of the global hub strategys T$an area in which Sri Lanka has performed
far below the global standards achieved by mangratbuntries in the region.

In creating a globally competitive workforce withdwledge and skills, the government has a key
role to play in expanding the opportunities andueing competitiveness through policy formulation
and regulatory reform. While the deregulation aibérblization could provide an opportunity for
greater participation by the private sector indheas of higher education and vocational trairtime,
public sector institutes could improve their glolzampetitiveness through greater administrative
and financial autonomy. As the global hub statuthefSri Lankan economy is an outcome of a set
of policies and reforms, the human resource dewedop should be a part of the overall policy and
regulatory reform process.






1. Introduction

Despite the achievement of lower unemployment nat&ri Lanka in the midst of
turbulent times, a closer look at the labour fopegformance, reveals policy issues that have
significant economic, political and social impligats related to ‘decent work’. While the
public sector has played a key role in providingplEzyment in the recent past, due to both
internal and external factors the rural agricultiad informal sectors continued to provide
less-productive livelihood opportunities to a gesgproportion of the labour force. Under-
employment and low productivity are important issue some of the production sectors. Sri
Lanka’'s unemployment problem among the ‘educatedkyocontinued to remain a critical
issue in spite of growing dearth of the skilleddab There are criticisms about the inability of
the educated-youth to perform competitively in adevm working environment. Due to the
lack of opportunities to work and decent returna/tok, ‘brain drain’ is a significant problem.
At the same time poverty at home also generatesatiog of even low-skilled labour which
has led to the ever-rising inward remittances aushg the balance of payments problem.

The main policy documents of the government stobise achievement of economic
prosperity in the medium-term at a rapid pace duthe post-conflict peaceful environment.
In this respect, an important conceptualizatiotihéspolicy focus on positioning Sri Lanka as a
‘dynamic global hub’ in terms of shipping, aviatiawommerce, energy and knowledge. The
key to achieve a global hub status is the ‘greadenectivity’ and ‘global competitiveness’ in
the respective areas and, in all supportive ecomosectors. The connectivity and
competitiveness in turn require greater ‘opennegshe economy through market-oriented
policy and regulatory reforms. As far as the emplegt implications are concerned, thus Sri
Lanka’s position as a global hub would create gsttemand for employment as well as
demand for ‘globally competitive’ skills of the etoged.

1.1 Objectives

The main objective of the study is to analyze thgpleyment implications of the
global hub strategy and its related policy iss@ssuming that the required reform process
would take place ensuring the transformation of @ne Lankan economy into a dynamic
global hub. The specific objectives of the study as follows:

1. Elaborate the global hub strategy as outlined énpiblicy documents and its role in the
context of the overall development strategy ofdbentry.

2. Analyze the current status of the Sri Lankan ecgonimierms of the five key areas of
global hub in a comparative perspective by takimg@xperience of other countries in
the Asian region.

3. Outline the medium-term potential economic expamsimd employment demand
resulting from the global hub strategy, in congisteith the government’s policy
focus.

4. ldentify the issues of employment demand and sk&duirements that would have an
impact on the medium-term economic expansion .

5. Analyze the policy implications of the global hulpasegy in relation to the potential
employment expansion in the light of current empient issues and strategies.



1.2 Methodology

The study is based on the local and internatioeabisdary data sources and the
information from the relevant agencies and key rimfants. The ‘global hub status’ of an
economy is measured using proxy indicators reptegpthe volume of economic activities in
the respective areas and their global connectivitye current status of the Sri Lankan
economy in the areas of shipping, aviation, commezoergy and knowledge is evaluated in a
comparative perspective. The experience of econexypansion and employment change in
the Asian countries which have performed in tramsfog into global economic hubs also
reflect the potential transformation of the Sri kan economy into a global hub.

The estimates of employment demand and structunahge are based on the
employment elasticity of output growth. The potahtiutput growth is estimated under two
growth scenarios, as (a) the “normal growth scefiabased on the current growth
performance and, (b) the alternative “high growtermrio” based on the government's
medium-term policy vision. The five areas under sideration — shipping, aviation,
commerce, energy and knowledge, represent a sént@frelated economic activities in
industrial and service sectors, the potential gnooet employment demand and structural
changes are estimated for these sectors wheret@rduemployment statistics are available.
In the light of current issues of the employmentaeand the particular pattern of the change
in the labour force of the country, the employmiemplications and the related policy issues
are analyzed. The employment projections are basedthe assumptions of constant
employment elasticity, constant productivity grovethd constant labour absorption capacity.
The analysis is extended to cover the employmemligations of the relaxation of these
assumptions.

1.3 Organization of the Study

The introductory section of the study is followeglthe second section - a review of
the conceptualization of the ‘global economic huds, outlined in the government’s policy
documents. The third section provides an analysi®utput and employment status of Sri
Lanka in a comparative perspective in order torpgrthe expansion path of the Sri Lankan
economy towards a global hub. The fourth sectiaviges an estimates and analysis on the
employment implications of the anticipated transfation of the Sri Lankan economy. In the
fifth section, conclusions of the study and the &gimg policy issues are presented.



2. Global Economic Hub: Vision, mission and reality

The concept of transforming Sri Lanka as a “dynaghobal hub” first appeared in the
Presidential Election Manifesto of the then presi@dé candidate Mahinda Rajapaksha (2010)
— Mahinda Chintana: Vision for the FutureAfter winning the Presidential Election in 2010
by securing his second term in the office, the epte in the Election Manifesto were
translated into the government’s main policy docotn®ri Lanka — the Emerging Wonder of
Asia: Mahinda Chintana — Vision for the Futu(®lFP 2010). The concept which was put
forward in the Presidential Election Manifesto liged much emphasis as the policy motto in
the government’s main policy document:

The objective of our next massive leap forward dsttansform Sri Lanka into a
strategically important economic centre of the woNy determination therefore, is to
transform Sri Lanka to be the Pearl of the Asialk oute once again, in modern
terms. Using our strategic geographical locatiofeatively, | will develop our
Motherland as a Naval, Aviation, Commercial, Enesgg Knowledge hub, serving as a
key link between the East and West.

Mahinda Chintana: Vision for the Future

It appeared to be a timely conceptualization ofahtcipated rapid economic progress
of Sri Lanka, after ending the 30-year long pdditiconflict in May 2009, which had become
the major bottleneck of both economic progress poity reforms. Coincidently, the global
economy also reflected a recovery from the findncisis that recorded the trough of the
cycle at the late 2008 and early 2009. Both theriv@tl and external environments remained
conducive to take a “massive leap forward” in Sanka.

2.1 Key areas of transformation

The concept of a global hub is based on stratdgicaiportant five key areas:
shipping, aviation, commerce, energy and knowletlyselecting the key areas in which Sri
Lanka is due to perform as a global hub, much efwiight appear to be given to the ancient
glory of the island in the selected areas (perhapstgy is the only exemption) as well as the
geographical positioning of the island on the waonlap. This means that, apparently Sri Lanka
has a “long leap forward” to emerge itself as @gldwub in addressing the deep-rooted issues
of the key sectors and in preparing the precontitiof their dynamic and competitive global
connectivity.

Naval Hub: According to theMahinda Chintana: Vision for the Futuréri Lanka
would grow as a naval [shipping] centre point withiext 10 years providing a haval service
centre for ships navigating past our seas, as a&io be 200 vessels daily. There was much
emphasis placed on the Hambantota Port which qualdde facilities to attract over 10,000
vessels annually, compared to about 4,000 vess®ling at Colombo Port. The focus was
also on developing the South Colombo Port, Gallariem Port and, other ports such as the
Trincomalee, Oluvil and Kankasanthurai. The nawd is expected to create at least 50,000
direct employment opportunities.



Aviation hub: Mahinda Chintana: Vision for the Fututeas made reference to the fact
that Sri Lanka was chosen by the British Empireirduthe World War Il as a naval and
aviation headquarters, by recognizing its stratpggitioning on the path of most air and naval
routes. The government has embarked on infrasteicprojects to build the second
International Airport in the South, to modernizetii@ayake International Airport and, to
upgrade 14 domestic airports across the countnygaleith emphasis on a developed road
network connecting them. Along with these developt®ein the aviation sector, the
government envisaged to create 5,000 direct ar@@5ndirect job opportunities.

Commercial hub: The area of commerce covers a wide range ofitetivelated to
international trade in goods and services, diredt ortfolio investment and, other financial
flows, while the volume of these transactions &féected through foreign exchange market.
However,Mahinda Chintana: Vision for the Futuiidentifies the activities such as Colombo
Stock Exchange operations, foreign investment fordign banking in the field of commerce
and to upgrade infrastructure and human resounca®ating a commercial hub.

Energy hub: In converting Sri Lanka as a regional energy mentithin the next
decade, the main focus of the government has beebiloexploration in satisfying the
domestic energy demand and in entering into intemnal oil trade. Although it is not
necessary to have oil resources for an economyetorbe an energy hub, the vision of a
regional energy hub in Sri Lanka, as outlined mMtahinda Chintana: Vision for the Future
appears to be based entirely on potential discogéryesources in the Sri Lankan seas for
which the government has already stepped into.

Knowledge hub: While referring to the ancient glory of the cayrdis an international
knowledge centre in the region, tMahinda Chintana: Vision for the Futuneentifies its
disastrous deterioration over time. The documes akcognizes the unemployment of the
educated youth and the problem of brain drain. Tihenvisages reversing the brain drain by
creating environment to attract the expatriatesttierbenefit of the national economy and to
reform the education system with emphasis on seograhd tertiary education. The aim of
the reform process is to create knowledge in lirih \the requirements of Sri Lanka as a
dynamic global hub in key areas and to make thenttpla key hub for knowledge and
learning in the world.

2.2 A Review of the Hub Strategy

An “economic hub” means a central point around Wwheconomic activities revolve.
If an economy becomes a hub in certain economiwites, it has to be a “globalized
economy” serving as a central point for productiexchange and distribution. Therefore, the
bottom line of a dynamic global hub gseater and competitivglobal connectivity. The Sri
Lankan government’s policy thrust, thus requiresatgr openness of the economy through
reform process towards further liberalization eide and investment as well as simplification
of the regulatory mechanism. In consistent witls thmove, it is also necessary to build up
physical and social infrastructure, including humasources, in order to serve the rapid
growth in the key sectors.

It is clear that a dynamic global hub cannottbeatedby effort, but the environment
could be created so that a global hub as such wetddtually evolve. The experience over
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more than a year after the declaration of the qunoé creating a global hub in Sri Lanka
reflects a progress with “mixed” outcome. Althoubl concept justifies policy and regulatory
reforms for greater economic openness, the developrstrategy and policy directions
appeared to have characterized by a series of sigtencies.

According to theMahinda Chintana: Vision for the Futurand the government’s
policy documents based on it, the government’scpdfirust is on a ‘new national economic
policy’ by integrating the positive attributes oé€ market economy with domestic aspirations.
Under the new economic policy framework which wapaently in place since 2005, the
development strategy was re-directed with policyplkasis and government assistance on
‘domestic economic activities’ with ‘high value aftiloh’. The government also seems to
prefer a development strategy of ‘selective intetie®’ by picking the winners. In line with
the “re-directed” development strategy, the govesnmalso seems to prefer a more
interventionist regime with a wider role of the govment in the economy. Under the “re-
defined” role of the government, there has beeraasivwe fiscal expansion on both revenue
and expenditure sides. Although all forms of refenwere within the existing market-oriented
policy framework, the liberalization policy refornpnocess had come to a virtual standstill.

Although the policy reform process became weakeuchmof the government
emphasis seems to have placed on infrastructuteeamajor bottleneck of the global hub.
Mahinda Chintana: Vision for a New Sri Lanka — T¥sar Horizon Development Framework
2006-2016(MFP 2006), the main policy document of the goweent, has also placed special
emphasis on economic and social infrastructure Idpueent as far back as 2006. These
infrastructure investment projects were conneatethé concept of the global hub strategy in
2010. Therefore, investment in ports and airpadad network and, power and energy has
received priorities n public investment programnmethe past few years.

Figure 1: Public investment in Sri Lanka 2001-2010
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In absolute terms, budgetary allocation of pubtieelstment in Sri Lanka, which was
below LKR 100 billion before 2004, has increasedoter LKR 350 billion by 2010.
Throughout the period after 2005, public investmenmtained over 6 per cent of GDP. As Sri
Lanka’s fiscal operations continued to suffer frasfundamental problems with a current
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account deficit, the entire public investment appddo be based on government borrowings.
In fact, most of the infrastructure projects wenéiated under the bilateral or multilateral
grants and loans. At the same time, the Sri Lagkessernment continued to borrow from both
domestic and foreign sources, while shifting teefgn commercial borrowings since the latter
part of 2007. Although the entire public investmeiive was based on borrowings, the
government has not shown any interest in altereatweans of financing its major
infrastructure projects in partnership with privateestment.

In consistent with its ambitious concept of a gldinzb, the government emphasized a
rapid growth of the economy in the range of 8-10 gt per annum. The high-performing
countries in Asia such as China, India and Vietnahich have been able to maintain an
annual rate of GDP growth as such, have also maédaan investment ratio around 40 per
cent of GDP (Table 1). Given this reality, therasdispute about the fact that Sri Lanka has
to raise its investment ratio significantly ovedan sustain it in the long-run to ensure a rapid
growth momentum. This requires an increase in thenry’s total investment by about one-
third from its current level.

While public investment has already reached itstditions accounting for over 6 per
cent of GDP, it is neither feasible nor desirableaise public investment beyond the limits. It
is primarily the private sector that has to take ithvestment drive forward. Given the small
size of the domestic private sector, essentiallghmemphasis has to be placed on foreign
direct investment (FDI). As far as the increase¢hia overall FDI flows are concerned, what
appears to be important is an investment-friendlcp and regulatory environment as well as
its consistency and predictability. This is an imipot area, where country has to face
challenges in achieving and sustaining the highewth momentum as anticipated.

Table 1: Growth and investment in high-performing countries in Asia

Year China India Vietnam Sri Lanka
Annual average rate GDP growth (%) 2000-08 10.4 7.9 7.7 55
Annual rate of GDP growth (%) 2009 9.2 9.1 53 3.5
Annual rate of GDP growth (%) 2010 10.3 9.7 6.8 8.0
Investment (% of GDP) 2008 43 39 42 27
Foreign investment (USD billion) 2008 108.3 41.6 A 0.8
Foreign capital stock (USD billion) 2008 378.1 23.3 48.3 4.3

Source: World Bank (2010); http://data.worldbank.org/ (for 2009 and 2010 data)




2.3 Road map of the Global Hub in a comparative per  spective

Comparative statistics representing the key ardasconomic activities related to
global hub status expose the position of Sri Laak@aong the rest of the countries and,
indicates how far the country has to progress athieng the “moving target” of a global hub
status. There are a number of countries in thenAggion which have been performing as
dynamic global hubs particularly in shipping, aliat commerce and, energy. These countries
include Singapore, Hong Kong, China, Malaysia, BdGbrea and perhaps to a lesser extent
India. The only area where they have performed ie$sgher education sector, compared to
the achievement of the USA, UK and Australia. Hogreall these countries have already
taken steps to introduce reforms in higher educatiod to focus on meeting the global
demand, as discussed later in this section.

The hub status of countries in terms of an econauitvity could be measured and
compared using simple proxy indicators represerttiegr global connectivity and the volume
of related economic activities. These indicatorsusth be taken cautiously in a comparative
perspective because the differences in the geogaphnd population size of different
countries can influence the values of the indigattr addition, the global competitiveness of
different countries is rather implicit, not exptién the indicators used, because the global
competitiveness is a major factor underlying thefggmance in terms of global connectivity
and the volume of economic activities. Althoughrénhare indicators to use directly to quantify
the efficiency and quality standards of economitvaes in a global hub, an analysis as such
is beyond the scope of the present study.

Shipping Hubs in Asia

According to the volume of the container trafficterms of Twenty-foot Equivalent
Units (TEUs) estimated by the American AssociatbdrPort Authorities (AAPA 2009), the
first 3 busiest ports in the world are located isigA Singapore, Shanghai and Hong Kong.
While both Singapore and Shanghai handled 26 milaad 25 million TEUsS respectively,
Hong Kong handled 21 million TUEs. It should beeatbthat, however, China being a large
country with many ports across the Eastern codsinghai is only one of them, while there
are 5 more Chinese Ports ranked among the topri®ipdhe world (AAPA 2009).



Figure 2: Container traffic in selected portsin Asia 2009
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Colombo Port in Sri Lanka ranked as th& @@nong 125 ports around the world does
not seem to be too far from being a shipping huthénregion. Even under repressed political
conditions in the island, Colombo Port has han@é&dmillion TEUs in 2009 and 4.1 million
TEUs in 2010 — an increase by 19 per cent (CBSI0269). However, there are many ports in
Asia which handled much larger volumes of TEUs bat tthe development of the
infrastructure as well as improvement in port cotitipgeness seem to be the key issues to be
addressed in realizing its vision of a global shigghub, while the latter is strongly associated
with policy and regulatory reforms in the relatedaes as well as rapid progress in international
trade.

The world-wide port connectivity is an essentianmént of a global shipping hub,
while as much as 90 per cent of world trade isdthbly ships (Kaluza et. al. 2010). The most
central ports in the shipping network are those #ra highly inter-connected showing the
importance of regional geographical and tradingckdo In terms of the connectivity,
according to Kaluza et. al. (2010), Shanghai amfj&ore are the only ports from the Asian
region which are ranked at th€ and the % positions among the top 20 most central ports in
the world.

If Colombo Port could double its annual containaffic reaching 8 million TEUS,
then it could surpass Malaysia and, indeed becamienportant shipping hub in the region.
The important issue for Sri Lanka is not limitedtie infrastructure and policy reforms only.
While Sri Lanka is located in relatively advantage@eographical position to attract ships
with the possibilities to have few internationaltgsaaround the island, compared to many other
countries in the region Sri Lanka has the potemtiaimerge as shipping hub for international
trade, passenger cruise, ship building and replainskering, anchorage and other. However,
the emerging competition from India which has femisn developing a number of ports even
with private sector participation is due to exemtgsure on improving port competition and
diversifying port services (Ratnayake 2011). Whilere than three-forth of container traffic in
Colombo Port consists of transshipment contaireelarge part of the transshipment activity is
related to containers arriving from or departinglridian Ports. Given this background, the
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competitive threat emerging from the port developmalrive in India cannot be

underestimated. According to Masakorala (2011), ab&lated regulatory framework of Sri
Lanka has also been seen as a major bottleneckréating a shipping hub in Sri Lanka,
whereas India has already enacted many Acts refgrthie shipping and port activities after
1990s.

Aviation Hubs in Asia

Colombo Airport — the only international airport3mi Lanka appears to be one of the
smallest in Asia in terms of passenger traffic dlight departures. According to Airport
Council International (AACI 2011), more than 30emtational airports across the Asian region
annually handled more than 10 million passengeredch of them, whereas Colombo
International Airport handled on 4.6 million onlyhile the passenger traffic in Beijing
amounted to 56 million reaching the 8th busiespair in the world, Hong Kong with 48
million passengers occupied 12th position in theldvadBangkok, Singapore and Dubai also
occupied respectively the 18th, 19th and 20th mrsitamong the list of the world’s busiest
international airports.

The number of registered carrier departures, bothestic and international, leads us
to extrapolate the importance of the economic opssrand the dynamism of development
process. The two biggest countries in the worldhin& with 5863 departures on average per
day and India with 1649 departures on average agr atcupy the  and the 9 positions
respectively in the world ranking of 144 countridhe size of the countries can make a
significant difference to the number of carrier @gpres in each country. Although there is no
significant difference between the two countrieseirms of populations, the number of carrier
departures in China is 3.5 times higher than thdhdia, showing a significant gap between
the two countries in terms of people’s mobility.

Figure 3: Selected international airportsin Asia by passenger traffic 2008
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Hong Kong, China
Bangkok, Thailand
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The size of the country alone is not the deterntirmdnpeople’s mobility. Being a
small City State, Singapore has 229.5 average ecadépartures per day even with no
domestic destinations. This figure is more thamtes$ average number of flight departures in
Sri Lanka which amounts to 45.6 per day, occuptijposition in the world ranking order.
The number of carrier departures in different cdaatdraws an important policy inference. A
creation of an aviation hub, serving internatiopassenger traffic as well as air cargo traffic,
depends on global connectivity and competitiven&bss is the only option available for a
small country like Sri Lanka, as confirmed by tixperience of the developed aviation hubs in
the region like that of Singapore. Sri Lanka with poorly connected international transport
network and with its small-scale aviation activdypears to have long way to proceed in order
to be an aviation hub.

By analyzing the worldwide air transportation netkyoGuimara et. al. (2005)
identified “most connected” cities and “most celited cities” which are not necessarily the
same. The most connected cities are those which tevnonstop flights and lowest number
of flight connections to a given city, while the sbacentralized cities are those with the
number of shortest paths going through a given éitlyof the 25 most connected cities are
located in the USA and the Europe, except one erhitin Japan. But the 25 most centralized
cities are scattered across the world, while éhefit are in the Asian region too: Singapore,
Tokyo, Hong Kong, Manila, Seoul and Bangkok.

Table 2: Air transport: carrier departures in selected Asian countries 2009

Total departures Average per day World ranking
(out of 144)

China 2140124 5863.4 2

India 601977 1649.3 9

Indonesia 330112 904.4 15
South Korea 256160 701.8 18
Malaysia 182002 498.6 23
Hong Kong 149809 4104 28
Thailand 123541 338.5 33
Singapore 83772 229.5 40
Vietnam 83720 229.4 41
Sri Lanka 16632 45.6 87

Source: http://data.worldbank.org/
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Commercial Hubs in Asia

The indicators of a commercial hub are more of &mdifect nature”, because
commerce is a system or an environment that affalitt®ther economic activities. Any
definition of a global commercial hub encompassesda range of economic activities related
to international trade in goods, services, investnand portfolio finances as well as the
banking and other financial institutions which hiendhese transactions. A comparative
statistics of a global commercial hub should, tfeee reflect the “size of the international
financial flows”.

Trade share of GDP, which also shows the degréepainness” of an economy, is an
important proxy of a commercial hub as internatiotrade in goods and services are
associated with the commercial system. In a crossitcy comparisons, however, it needs to
be taken cautiously as the size of the economiesats have implications on the degree of
trade share. Usually, in large countries trade esludr GDP is smaller than that of small
countries due to the size of the domestic econamayte GDP. In addition, the international
trade in services tends to be greater in small ttimsnthan in large countries, as the service
expands rapidly in meeting the requirements ofrtteonomies based more on service sector
than on agriculture and industry.

Figure 4: International tradein goods and servicesin selected Asian countries 2009
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Table 3: Stock exchange indicators in selected Asian countries 2010

Market capitalization Value of stocks traded
No. of Firms  USD billion % of GDP as % of GDP
China 2063 4762.8 81.0 136.6
Hong Kong 1396 27113 1207.9 .7
India 4987 1615.9 93.5 61.1
Korea, Rep. 1781 1089.2 107.4 160.3
Malaysia 957 410.5 172.6 37.9
Singapore 461 370.1 166.2 126.7
Sri Lanka 241 19.9 40.2 6.7
Thailand 541 277.7 87.1 68.4
Vietnam 164 20.4 19.7 28.4

Source: www.data.worldbank.org

The big economies such as China and India havdensélares of international trade
in goods and services, although their absoluterdigare significantly large. In contrast, city
states such as Singapore and Hong Kong have laayessof trade in goods and services.
Despite being a small country, Sri Lanka’s tradaret of GDP are comparable more with
those of the China and India which typically havenaaller trade shares than with those of
smaller countries. Sri Lanka’s merchandise tradmlg 48 per cent of GDP, while China also
accounts for 44 per cent of merchandise trade asqmtage of GDP. Compared to this,
Thailand, Malaysia and Vietnam account for over p@d cent merchandise trade share of
GDP. Sri Lanka'’s trade in services accounts foy dil.5 per cent of GDP, whereas it is in
India is 13.5 per cent while in Malaysia and Thailaabout 30 per cent and 26 per cent
respectively. Being a small country, Sri Lankaad& should be a substantial share of GDP.
However, its small trade share of GDP reflects that country has not progressed well in
comparison with trade performance in emerging so@ihtries in the Asian region.

Stock exchange statistics present proxies from sutimer dimensions to show that Sri
Lankan commercial sector is too small and belowstha&us of that of the emerging economies
listed, except Vietnam. It is understandable thatdzconomies usually have a large number of
companies listed in the stock exchange and, smathanies a small number of companies.
However, the number of companies listed in theksma@hange of Sri Lanka, which is 241
only, is significantly smaller than that of Hong iy South Korea, Malaysia, Singapore and
Thailand. Moreover, the indicators of market cdizédion shows that the companies listed in
the stock exchange of Sri Lanka is also rather Isimaize in terms of market capitalization,
amounting to USD 19.9 billion and the value of E®traded, amounting to 6.7 per cent of
GDP only.

In spite of being one of the few countries in Aglaundertake liberalization policy
reforms and to attract FDI, by 2009 Sri Lanka’'sktof FDI amounts to USD 4.7 billion only.
Countries such as India and Vietnam initiated thie@ralization policy reforms much later in
the early 1990s have performed much faster thah&rka in terms of attracting FDI. In fact,
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Sri Lanka has been one of the poorest countridfseimegion in terms of FDI performance as it
was never able to reach USD 1 billion FDI in a Bngear during its liberalized policy regime.

Table 4: Indicators of foreign investment and credit expansion in selected countries in Asia 2009

Foreign direct investment stock Private credit from Banks (% of GDP)
SD billion of GDP

China 4731 9.5 145.2
Hong Kong 912.2 435.9 166.8
India 164.0 11.9 69.4
Korea, Rep. 110.8 13.3 112.4
Malaysia 74.6 38.7 1374
Singapore 343.6 187.4 91.2
Sri Lanka 4.7 11.1 39.6
Thailand 99.0 375 136.9
Vietnam 52.8 54.4 123.0

Source: www.data.worldbank.org and www.unctad.org

The commercial activities in Sri Lanka seem ramaall in terms of domestic private
credit expansion as well. Sri Lanka’'s private d®ediom the commercial banks amounts to
39.6 per cent of GDP, whereas in many other caesitisted private credits exceed GDP. This
comparison shows the smallness of the businessrsentthe one hand, and that of the
banking sector on the other hand. In addition,etteme claims that the banking sector also
seeks safe investment in government securitiesoasrgment was also competing with the
private sector to borrow from the domestic finahsé&ctor in the past.

The comparative statistics representing the comialesector among the selected
Asian countries lead to an important policy less@inpresent Sri Lanka stands far below the
status of a commercial hub whereas many countniéise region including the “new comers”
have appear to have surpassed Sri Lanka. Thictetlee challenge that Sri Lanka has to face
in transforming the country into a dynamic commarbiub in the region.

Energy Hubs in Asia

The vision of Sri Lanka to be a global energy hppears to be based on its locational
advantage by a major sea route of oil tankers atSbuthern tip of the island and the
expectation to discover oil resources in Northwmstsea basin. Although energy, by
definition, encompasses other sources of power aschlectricity, in this respect the main
policy focus is on satisfying domestic demand fdnick the government has increased
investment in the recent past. In becoming an gnlendp, the country needs to be a major oll
trading centre in the region for which it does need to have its own oil resources. Without
Own energy resources some countries in Asia wdeetabemerge as energy hubs in refining
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and trading fuel. Singapore, with its strategickian by a major sea route for oil tankers at the
entrance to the Strait of Malacca, is one of thfppmenergy hubs in the world for oil refining
and exporting. In addition, a transforming an ecopanto an energy hub requires investment,
technology and market access all of which can cente FDI in energy sector. In the
transformation of Singapore as an energy hub, iditiad to the Singapore Petroleum
Company Limited, world's largest energy multinadbrcompanies such as ExxonMobil,
Royal Dutch Shell, Chevron, BP, Total, Marubeni,adisui have invested in Singapore’s oil
industry.

According to the information reported by the US Ejyelnformation Administration,

Asia contributes 21.3 per cent of world petroleupaets, 9.2 per cent of world gas exports
and, 32.5 per cent of world coal exports. Asianrgyneutput is, however, concentrated in its
large countries — China, India and Indonesia, wiael@ge part of the output is for domestic
consumption. Singapore, even without oil productiain home, has become the largest
petroleum hub in Asia and, exports 6.3 per centhefworld total. India and South Korea
occupy the second and third positions by supplyiegrly 4 per cent of world petroleum
exports.

The biggest contributors to the world exports otural gas are Indonesia and
Malaysia which are also the main producers of @higas in the Asian region. Coal exporters
in the Asian region are China, Indonesia and Vietnahile China also process 39.2 per cent
of the world coal output.

Table 5: Asian contribution to world energy output and exports 2007

as % of world total

Petroleum Natural gas oal

Output Exports Output Exports Output Exports
China 4.6 1.8 2.3 0.3 39.2 7.0
India 1.0 38 1.0 0.0 75 0.2
Indonesia 1.2 0.6 2.3 3.6 41 20.7
Japan 0.2 1.2 0.2 0.0 0.0 01
Korea, South 0.0 3.7 0.0 0.0 0.0 0.0
Malaysia 0.8 0.9 1.9 3.3 0.0 0.0
Pakistan 0.1 0.1 1.2 0.0 0.1 0.0
Singapore 0.0 6.3 0.0 0.0 0.0 0.0
Sri Lanka 0.0 0.0 0.0 0.0 0.0 0.0
Taiwan 0.0 1.7 0.0 0.0 0.0 0.0
Thailand 04 0.6 0.9 0.0 0.3 0.0
Vietnam 04 0.1 0.2 0.0 0.7 3.3
Asian region 94 21.3 1.7 9.2 52.6 325

Source: US Energy Administration, Website: www.eia.gov

Being a net importer of crude oil, refined produgas, and coal Sri Lanka is neither a
producer nor an exporter of petroleum, gas or caatept for a small share of petroleum
products. Sri Lanka has imported crude oil, refioddand gas worth of USD 2980 million in
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2010 its exports amounted to USD 216 million ore¥ gent of imports only (CBSL 2010: 63).
The energy industry of Sri Lanka is not only a tigctor, but also a sector that requires
massive investment, infrastructure developmenhrtelogy and, market access if it expects to
be a major energy trading centre in Asia. And Inttese areas, it also has to be competitive
with already established energy hubs in the region.

Knowledge Hubs in Asia

It is true that Sri Lanka’s long-standing free eatian policy has produced impressive
educational standards of people with Net PrimargolEment Ratio close to 100 per cent and
Adult Literacy Ratio over 90 per cent. Yet theshiaeements make little sense in the context
of globally competitive knowledge and skills. ThevEéonment to create globally competitive
knowledge is, however, a fundamental pre-requigitransforming Sri Lanka into a ‘global
knowledge hub’. The problem is more intensive thappears as far as the higher education is
concerned. In the field of higher education Sri kaarhas not only been stagnant, but also
fallen behind its neighboring countries.

The quality of education and the international dedhare the proxies to compare the
educational standards across the countries. Theatods of the quality of education show not
only the qualitative aspects of the education, &sb the environment conducive to create
knowledge and to make use of knowledge in the aogninternational demand for education
and the country’s ability to supply are represenigdthe indicators of foreign student
enrolment. In both cases, the traditional competitenvironments had been in the North
America and the Western Europe, but in the recast the Asia Pacific region appeared to be
growing fast (Altback et. al. 2009). Although Asiaauntries were not attractive educational
destinations for international student mobility guared to the USA, UK and Australia, most
of these countries including Singapore, Malaysting&, Hong Kong, Vietnam and, India have
started reforms to create global educational hagcplarly in the field of higher education
(NUFFIC 2011). In this context, Sri Lanka’s chatienis not only to raise the international
standards of its education, but also face the cttigrefrom its neighbouring countries in the
region which are already far ahead of Sri Lanka.
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Table 6: Knowledge economy indices of selected Asia countries 2009

Rank (out of 146 countries)  Knowledge Knowledge Index Innovation Education ICT
Economy Index (KI)
(KEI)
19 Singapore 8.44 8.03 9.58 5.29 9.22
20 Japan 8.42 8.63 9.22 8.67 8.00
23 Hong Kong 8.32 7.92 9.04 5.37 9.33
29 Korea, Rep. 7.82 8.43 8.60 8.09 8.60
48 Malaysia 6.07 6.06 6.82 4.21 714
63 Thailand 5.52 5.66 5.76 5.58 5.64
81 China 4.47 4.66 5.44 4.20 4.33
88 Sri Lanka 4.17 4.04 413 5.00 2.98
100 Vietnam 3.51 3.74 2.72 3.66 4.85
109 India 3.09 2.95 4.15 221 249

KI measures the ability to generate, adopt and diffuse knowledge, using the scores on the key variables in three pillars - education, innovation and
ICT. KEI measures performance on all four pillars.

Source: World Bank database at http://info.worldbank.org/

The World Bank’s Knowledge Economy Index (KEI), wiishows whether the
environment is conducive for knowledge to be usHectvely for development, ranks Sri
Lanka at the 88position out of 146 countries in the World. Singapsecures its place as the
best Asian country followed by Japan, occupyin§ a8d 28' positions respectively. While
Hong Kong, South Korea, Malaysia, Thailand and @lrare above the Sri Lankan standings,
India and Vietham remains below the Sri Lankan sadrKEI. Knowledge Index (KI) shows
country performance in Innovation, Education and.l@Vhile the position of Sri Lanka
among the other Asian countries listed remainsaasesas that of the KEI, Sri Lanka scores
significantly lower in terms of ICT performance. \Wever, the KEI does not appear to reflect
the global competitiveness of education standawdsch mostly shows the educational
performance in a local policy environment. For tt@ason, Sri Lanka with its free education
policy should have scored rather well as the indisaactually show.

Figure5: Quality of universities and business collegesin the Asia Pacific 2007
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Table 6: Foreign student enrolment in tertiary education in selected countries

Total Foreign students

(1000s)  (1000s) (% of total) Year
Singapore 198.6 404 20.3 2009
China 292958  61.2 0.2 2009
Hong Kong 2543 9.2 3.6 2009
Japan 3874.2 131.6 34 2009
Malaysia 922.2 41.3 45 2008
South Korea 3219.2 50.0 1.6 2009
India 128527 124 0.1 2006
Australia 1199.8 257.6 215 2009
UK 24152 369.0 15.3 2009
USA 19102.8  660.6 3.5 2009

Source: UNESCO Database (http://stats.uis.unesco.org)

The quality of universities and business collegeslifierent countries in the Asia
Pacific region shows rather gloomy picture of theri SLankan position
(www.weknowglobaltalent.com). While Australia, Japa&hina, Taiwan and Singapore are
respectively ranked as the top countries in terfrthe quality of higher education, Sri Lanka
is at the bottom among the countries listed. Istimgly, the countries such as Thailand,
Cambodia, Philippines, Indonesia and Vietnam hattelb positions than Sri Lanka. These
findings are also significantly consistent with sowther indicators. According to the Asian
University Ranking 2011 (http://www.topuniversitiesm), the top 10 universities in Asia are
located in Hong Kong (3), Singapore (1), Japan gb)l, South Korea (1). The top 100
Universities are located in, in addition to the abaountries, China, Taiwan, Malaysia,
Thailand, India, Indonesia, Philippines and, PakistFrom Sri Lanka, only University of
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Colombo is ranked as 201+ with more than 200 otha@wersities in the region sharing the
same ranking.

According to the UNESCO database on internationalent mobility large number of
foreign students in tertiary education in the Asiegion could be found in Japan, China, South
Korea, Malaysia and Singapore. Apparently, the sizéhe country and the local student
population has implications on the share of foregndent enrolment. For this reason,
although foreign student enrolment in Australia ante to 257,600, compared to 40,400 in
Singapore, both countries are similar in terms\drd0 per cent of foreign students out of
total enrolment.

Sri Lanka has hardly taken any step to enroll fprestudents in its tertiary education
sector which has serious capacity problem to acondame even the local demand. According
to Abeyratne (2011), University education in Srinka has been operating behind the high
protective barriers under the state monopoly st itheontinued to survive with all of the
typical problems of a “state-owned enterprise” apigg in a “closed-economy” model.
Therefore, despite potential, Sri Lanka is far frbeing a “knowledge hub” unless there is
major breakthrough by liberalizing the higher edimasector and reforming the centralized
University system which does not operate in a cditpe environment.
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3. Output and employment: Sri Lanka among
Asian Hubs

Since the end of 2009, there was widespread optimaisout the rapid growth of the
Sri Lankan economy which is reflected even by thesiential Election Manifesto (Mahinda
Rajapaksha 2010) as well as the government’s malitypdocument,Sri Lanka — the
Emerging Wonder of Asia: Mahinda Chintana — Vision the Future(MEP 2010). The
government has set the targets of sustaining ovper8cent rate of GDP growth in the
medium-term and achieving over USD 4,000 per capitame level by 2016 (MEP 2010).
The country has already reached 8 per cent rateadfGDP growth in 2010 (CBSL 2010).
This achievement has confirmed the optimism abbetrapid economic growth and raised
expectations about achieving the medium term ecanprosperity of the country.

It is, however, clear that the policy regime chobgrihe government has the ability to
accelerate the growth momentum and sustain it énlding-term (Abeyratne 2010). This is
particularly important in relation to the policysion of transforming Sri Lanka into a dynamic
global hub. The short-term higher rate of growthihaf economy, in spite of lower investment
ratio, reflects the improvement in the capacityization which was repressed by the adverse
effects of both the internal and external factdise achievement of the growth momentum
and its long-term sustainability requires an exgan®f the productive capacity with higher
investment, technological progress and human resodevelopment. Assuming that the
higher growth momentum would be sustained, theiggye is that growth would bring about
structural changes in employment composition aleitly changes in the output structure.

3.1 Current status of employment

The current employment structure reveals that abwoithirds out of the 7.2 million
employed labour force of Sri Lanka engages in itrguand service sectors, contributing 88
per cent of the total GDP (Table 8). The industsgattor, consisting of Manufacturing,
Electricity, gas and water, Construction and, Mgnand querying contributes to about 28.7
per cent of GDP occupying 24.6 per cent of the eygal. About 43 per cent of the employed
is in the service sectors which account for oveB5#r cent of GDP. The agricultural sector
that comprised of both export-oriented plantatiod domestic agricultural activities indicates
low productivity with nearly one-third of the emgld in the country contributing about 12
per cent to the total GDP.

According to the normal pattern of change in theleyment structure, the share of
employment in agriculture should decline over tiwgh a corresponding increase in
employment share in non-agricultural sectors. Smka too has experienced this pattern of
change over the past few decades, in spite of -thiont variations in response to the
contemporary policy changes as well as intern@xbernal shocks. The most recent variation
in the normal pattern of change in the employméntcture was observed in the past few
years led by both internal and external factorselkbtne 2010b). The renewed policy
emphasis on domestic agriculture since 2005 coupittdthe adverse external factors such as
the food crisis and the financial crisis have nesllin an increase in employment in
agriculture, compensating for the job losses in-agncultural sectors during 2008-2009. In
addition, the government appeared to be the méirpjovider creating over 300,000 jobs in

net terms in the public sector during the secoriddfidhe 2000s. Apparently, the expansion in
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public sector employment has compensated for the &b employment in the service sector in
the midst of the global financial crisis.

Table 7: Indicators of employment and output of Sri Lanka, 2000-2020

Normal growth High growth
2000 2005 2009 2010 2015 2020 2015 2020
Share of employment (%)
Agriculture 36.0 30.3 325 325 30.5 285 30.1 27.0
Industry 236 26.3 255 246 255 26.3 25.8 27.0
Services 40.3 43.3 420 429 44.0 452 441 46.0
Total employment 6.31 6.79 714 724 7.97 8.84 8.24 9.77
(million)
Share of GDP (%)
Agriculture 19.4 17.2 120 119 11.4 11.0 10.4 9.0
Industry 27.3 271.0 286 287 28.7 28.8 27.8 271
Services 53.3 55.7 59.3 593 59.9 60.3 61.8 64.0

Note: Employment data, excluding Northern and Eastern provinces

The projections of medium-term output and employngeowth under two alternative
scenarios, as discussed in the next section, stimymotential increase in employment demand
with structural changes in sectoral compositioneofployment. Under the normal growth
scenario based on the sectoral growth performandagi2002-2010 with 6 per cent average
rate of annual GDP growth, total employment demandld rise to 7.97 million (by 730,000)
by 2015 and, to 8.84 million (by 1.6 million) by Z Under the high growth scenario based
on the transformation of the Sri Lankan economyp iatdynamic global hub along with the
government’s policy target of maintaining 8 pertcaverage rate of GDP growth per annum,
the employment demand would rise to 8.24 millioy Tbmillion) by 2015 and, to 9.77 million
(by 2.53 million) by 2020. Along with rising emploent demand in the medium-term, the
sectoral composition of output and employment coms to change, leading to important
structural changes in the labour market as welhes policy issues, as analyzed in the
subsequent sections.

As far as the human resource requirement for rapaivth of the economy is
concerned, it is necessary to stress some of sti@gliishing features of the labour force in Sri
Lanka. The official statistical evidence suggebtd there has been a steady decline in the rate
of unemployment of the country, particularly inlitseralized trade regime. It is an impressive
achievement compared to many other countries inwtbidd that even in the midst of the
global financial crisis Sri Lanka was able to simsthe decline in the rate of unemployment
reaching 4.9 per cent in 2010. Apparently, theidedin unemployment has been led by the
shift in the policy regime prior to the global fimgal crisis setting the groundwork for
increased employment in the public sector and énatteas of domestic economic activities in
spite of the long-term macroeconomic issues thatvessociated with this policy change
(Abeyratne 2010b). While the productivity improverhén the public sector continued to
remain a critical policy issue, the domestic ecoicoaetivities in a small country are unlikely
to make a significant contribution to becoming aaiyic global hub.
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Figure 6: Percentage of unemployed per sons by age group 2010-Q4
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A distinguished feature of the unemployment problefm Sri Lanka is the
unemployment of “educated youth”. According to Qearterly Labour Force Survey, First
Quarter 2011DCS 2011), the rate of unemployment of the lalfotoe with GCE (Advanced
Level) and above 10.0 per cent, compared to 5.3ceet of the labour force passed GCE
(Ordinary Level) and to 2.5 per cent of the labdorce below GCE (Ordinary Level)
examination. Apparently, the persons who have loleeels of education have no options
other than those available in the traditional ddrnesonomic activities and in the lower ranks
of the occupational categories. Yet those who araified with higher levels educational
achievements ceased to remain in the occupatiatedjaries as such because their aspirations
are for the occupations at higher ranks and, remdatmemployed. Moreover, 57 per cent of
the unemployed belonged to the age group 20-2%yeampared to 17.1 per cent in the age
group 30-39 years and, 9.6 per cent in the agepgouar 40 years.

The mismatchbetween the demand for and supply of labour htes dfeen referred to
as the source of the unemployment of educated ydDihthe demand side, the rate of
expansion in economic activities that could absbebunemployed educated youth appeared to
be inadequate so that the government continueddertake large part of the burden. On the
supply, even if there are employment opportunii@sticularly in the modern economic
sectors, the sub-standard levels of soft-skills labdur training of the unemployed appear to
be a major obstacle constraining the employabilfpr instance,Household Survey of
Computer Literacy of Sri Lanka 2006/20Q0CS 2006/2007) revealed the poor status of
English and Computer literacy of the Sri Lankan yapon. Although Sri Lanka has an
impressive record of educational attainment, tbhfievement makes little sense particularly in
the context of globally competitive knowledge arkills needed for working in a modern
economic environment.
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3.2 Change in economic and employment structures

In general, economic growth is associated withcstmal changes in output and
employment with an increase in the shares of imgwusid service sectors at the expense of the
share of agriculture sector. The speed of changeutput and employment compositions
responds to the rate of GDP growth, the size ofettenomy and the differences in policy
regimes. Although the increase in the output angdleyment shares of industrial and service
sectors is a non-controversial fact, whether thes industrial sector or the service sector that
would grow fast has been a matter of dispute. Hawehe small Asian economies that have
recorded fast growth have also witnessed the eigans the service sectors over the
industry. In the present context in which the piain processes are sliced up and distributed
across the countries, the service sector providest of the ancillary economic activities
needed for industry. Therefore, the policy refornogess in small economies towards a
liberalized trade regime would lead to a rapid &gi@n more in the service sector than in the
industrial sector.

Particularly, the transformation of the Sri Lanletonomy into a dynamic global hub
is related directly to a rapid expansion in theviser sectors. Sri Lanka, which is at the
threshold of a lower middle-income country withdtgrent per capita income of USD 2423 in
2010, would be growing in the medium-term with aorease in its output and employment
shares of the service sector more than those dhthsstrial sectors. The experience of some
of the Asian countries which have become the dyoaaibal hubs shows the potential growth
path for the Sri Lankan economy.

Table 8: Historical economic progress of selected Asian countries

Hong Kong South Korea Malaysia  Singapore  SriLanka
Per Capita GDP (USD)
1960 310 152 280 428 152
1980 4,015 1,528 1,715 4,592 255
1990 13,478 6,153 2,432 12,091 469
2000 25,374 11,347 4,030 23,019 873
2010 31,877 20,757 8,519 43,324 2,423
Annual Average Rate of GDP Growth (%)
1981-1990 6.8 8.7 6.0 75 4.2
1991-2000 4.0 6.2 7.2 76 52
2001-2010 41 4.2 4.6 6.1 52

Source: World Bank: World Table 1983 and, World Bank data at www.data.worldbank.org

As we have already discussed in the previous sedtong Kong, Singapore, South
Korea and Malaysia are some of the Asian countwbgh have recorded high growth
performance and developed to be the dynamic glbbbt in the areas of concern for Sri
Lanka. Although Hong Kong and Singapore which hbgeome Asia’snostdynamic global
hubs particularly in shipping, aviation, commeroe @nergy reflect the status of an economic
hub at the extreme-ends of the transformation, cih@parability is constrained by a few
critical factors. As the first-comers among the aksicountries, they had already recorded
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higher per capita incomes as early as 1980s. Bi@gmall city states in Asia, these two

countries had no options available other than fimguen becoming ‘global hubs’ since the

inception of their development process. As at prestheir economic and employment

structures with negligible shares of agriculturel @xtremely high shares of service sectors
show significant deviations from the normalcy.

Table 9: Employment and output composition in selected Asian countries 2008

Hong Kong South Korea Malaysia Singapore Sri Lanka
Employment composition (%)
Agriculture 0 7 14 1 33
Industry 14 25 29 23 26
Services 86 68 57 76 41
Total (million) 35 23.6 10.7 1.9 7.2
GDP composition (%)
Agriculture 0 3 10 0 13
Industry 8 37 48 28 29
Services 92 60 42 72 57
Total (billion) 2154 929.1 194.9 181.9 40.7

Source: ILO LABORSTA Internet for employment data; World Bank, WDR 2010 for GDP data

Figure 7: Historical investment ratiosin selected Asian countries 1981-2009

50

Hong Kong
e Singapore
South Korea
Malaysia
----- Sri Lanka

% of GDP
/
N

‘\
X
r' |

15 v \\

10 T T T T T T T T T T T T T T T T T T T T T T T T T T T
— o n ~ [e)] — o LN ~ (o)) b o n ~ (o))
[eo] o0 o0 [eo] o0 (o)) [e))] [e))] (o)) (o)) o o o o o
[o)] ()] (o] [o)] ()] ()] [o)] [o)] ()] ()] o o o o o
i — — i — — i — — — (o] (o] (g\] (g\] (o]

By the size of population and geography, Sri Laiskkarger than the two East Asian
city states, but smaller than South Korea and Mddayhat have recorded a rapid growth
during the 1980s and 1990s. While these three desnhad similar economic status in the
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early years of their post-independent developmemtcgss, particularly Sri Lanka and
Malaysia shared much in common in the areas of@o@s, politics and culture (Abeyratne
2008, Bruton 1992).

Historical development experience of developed triegireveals that their investment
remained in the range of 30 — 40 per cent of GDihduhe initial stages of achieving growth
momentum and, declined after reaching the matsitiges. Singapore and Hong Kong had
maintained their higher investment ratios at théyesdages of their development. In particular,
Singapore had maintained around 45 per cent oktment ratio in the early 1980s followed
by about 35 per cent of investment ratio which riewd until early 2000s. South Korea had
maintained around 30 per cent of investment ratloch recorded further increase over 35 per
cent during the late 1980s to late 1990s. Simijatg Malaysian investment that increased
above 35 per cent of GDP in the 1990s, reportedatee declined at a pre-matured stage,
resulting in a slowdown in the growth momentum.csnpared to the behavior of investment
ratios of the Asian economies performing at diffieretages of global hubs, Sri Lankan
investment ratio which arose to over 30 per centhe early 1980s due to massive public
investment drive at the time, continued to remaia lawer level around 25 per cent of GDP.

South Korea had maintained on average 8.7 per re¢atof real GDP growth per
annum during the 1980s as well as for most of thars in the 1990s. Malaysia started to
report higher annual growth rate since the lated$3%hd, sustained it for most of the years in
1990s. It should be noted that the economies df Bouth Korea and Malaysia contracted in
1998 due to the East Asian Financial Crisis, rasylin lower average rate of growth for the
period 1990-2000. However, unlike South Korea, Msika was unable to sustain its higher
growth rate at its comparable stages of econontwtr in the past decade. This was already
predicted by Athukorala (2001) attributing the sllogvdown growth momentum to the slow
progress in human resource development at theitiwes needed to sustain the higher growth
beyond 1990s.

In South Korea, agriculture share of GDP is as kasaB per cent and, owing to the
specific pattern of the historical development psx; the share of service sector remains as 60
per cent. However, the employment share in theicesector (68 per cent) is significantly
large. In Malaysia, the contribution of the indigdtsector to the GDP (48 per cent) is greater
than that of the service sector (42 per cent). dmpared to the sectoral shares of output and
employment in the two countries, the concentratbrone-third of the labour force in the
agriculture sector is outstanding. In addition, Sainka’s labour-output ratio in the service
sector is much greater than those in both Soutlked&and Malaysia.

As a basic feature of an economy transformed inglokal hub, the occupational
structure in Hong Kong, Singapore, South Korea iandalaysia appears to be more diverse
than that of Sri Lanka. Over 60 per cent of the leygd labour force in Sri Lanka is
concentrated in three occupations; agricultural fsttery workers (22.4 per cent), craft and
related trade workers (16.2 per cent) and, elemgotcupations (22.0 per cent). In consistent
with the relatively small size of the agriculturecsr, the share of agricultural and fishery
workers in both city states is as small as 0.12-g&r cent. The share of agricultural and
fishery workers in Sri Lanka is still significanths high as 3 times that of South Korea and,
nearly twice that of Malaysia. These comparatiaistics also confirm the relatively high
concentration of the Sri Lankan work force in agitiere and the relatively low productivity in
the sector. In both South Korea and Malaysia ad aslin Hong Kong and Singapore, a
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significantly large share of the work force appe@arde spread diversely across the service
occupations — professionals, technicians, clerkd, arrvice and sales workers. Malaysian
occupation structure shows a lower share of skidédur in professional category, which is as
same as that of Sri Lanka. Further, Sri Lanka starell above South Korea and Malaysia in

terms of the share of occupations in the categbtggislators, senior officials and managers.

In both these countries, the importance of the strial sector is also reflected by its greater
share of occupations than in Singapore and HonggKminere service sector is much more

important than others.

Table 10: Employment by occupation in selected Asian countries 2008

Hong Kong South Korea Malaysia Singapore Sri Lanka

(1000) (%) (10000 (%) _ (1000) (%) (10000 (%) (1000) %)
Legislators, senior 348 99 542 23 749 70 285 154 599 83
officials and managers
Professionals 250 7.1 208 94 614 58 288 156 416 58
Technicians and 667 190 2540 108 1496 14.0 372 201 399 56
associate professionals
Clerks 552 157 3503 149 1053 9.9 250 135 299 42
Service workers and shop  55g 159 5534 235 1776 16.7 208 112 546 76
and market sales workers
Skilled agricultural and 6 02 1575 67 1271 119 1 0.1 1604 24
fishery workers
Craft and related trade 260 74 2358 100 1154 10.8 90 48 1165 16.2
workers
Plant and machine 216 6.1 2564 109 1344 126 156 84 527 73
operators and assemblers
Elementary occupations 661 18.8 2754 1.7 1202 11.3 140 7.6 1576 220
Unclassified - 63 34 44 0.6
Total 3519 100 23577 100 10660 100 1852 100 775 100

Source: ILO LABORSTA Internet

The output and employment structures of the As@memies which have performed
as dynamic global hubs in some of the key areas@fiomic activities reflect the image of the
Sri Lankan economy transforming into a similar dym&a global hub. The potential
transformation of the Sri Lankan economy at différestages is also reflected by the
economies of the four countries which are actuadlsforming at different stages of economic
change. Therefore, in general the change in th@ubustructure of Sri Lanka and its
employment implications need to be in line withgb@ountries which have progress ahead of
Sri Lanka. However, the potential changes in ouigud employment composition in Sri
Lanka in the medium and long run might deviate fittv experience of other Asian countries
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in response to the country-specific factors undeglyhe policy regime and the development
process.

4. Output growth and employment implications

This section provides an account of the employmemmlications of medium-term
change in the economic structure of Sri Lanka endbntext of the government’s policy vision
to transform the Sri Lankan economy into a ‘dynamjicbal hub’ in shipping, aviation,
commerce, energy and knowledge. All five areas aicern are essentially not mutually
exclusive as the economic activities falling undéexch of the areas are interrelated and
reinforce each other. In addition, these areasatammtaken in isolation because through both
forward and backward linkages they are essentiialked to the rest of the economy as well.
However, a fundamental change that could be aatiedh is the change in output and
employment structure accompanied by a rapid expansithe service sector of the economy.
As we have already observed in the previous sectlia potential structural change has
already been confirmed by similar experience oeptAsian countries at their comparable
stages of transformation. Moreover, being a ratimeall economy in the region Sri Lanka
should anticipate structural changes in favouhefdervice sector expansion.

The policy regime chosen by the government as aglthe possible internal and
external shocks can influence the transformatiahstnuctural changes. As revealed in Ties
Year Horizon Development Framework 2006-204d in Sri Lanka New Development
Strategy: Framework for Economic Growth and Pové&aduction(MFP 2006) as well as in
the UPFA election manifesto Mahinda Chintana 20Q5the government emphasized a ‘new
national economic policy’ by integrating the pogtiattributes of free market economy with
domestic aspirations. Although the market-economljcp regime was accepted, the period
after 2005 was marked by a significant change imeldpment strategy with renewed
assistance and protection to domestic economigitesi in general and domestic agriculture
in particular. Despite, the government also empeasia rapid phase of economic progress
along with strengthened integration of Sri Lankahwihe world economy as an essential
element consistent with the transformation of thenemy into a dynamic global hub.

4.1 Employment elasticity of output growth

The methodology employed in projecting employmenplications of the five-hubs
strategy of Sri Lanka is primarily based on the lyment elasticity of output growth for the
period of ten years (2011-2020). The estimatehefdmployment elasticity is based on the
output and employment growth during the past decaxduding the year 2001 that marked a
contraction of GDP by 1.5 per cent.

During the period 2002-2010, the real GDP has grewnually on average by 5.94
per cent, while the service and industrial sech@ange recorded higher rate of growth than the
agricultural sector. Total employment has grownuatly on average by 1.68 per cent. As
sectoral employment growth revealed, employmenbrgti®on appears to greater in industry
and in agriculture than in the service sector. Adity to a previous study by Chandrasiri
(2009:13), annual average employment growth ofetb@nomy has slowed down by 18 per
cent from 2.50 per cent in 1990-2000 to 2.05 pert ée 1990-2006, while its highest
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slowdown by 52 per cent was reported to be in thvice sector. Labour productivity,
measured in terms of real output per unit of labwag also grown on average by 4.87 per cent.
Higher growth with lower labour absorption alsoleefs, in other words, sectoral differences
in labour productivity. Therefore, labour produdivgrowth appears to greater in the service
sector than in industry, while the agriculture seceporting the lowest productivity growth.

Employment elasticity that captures the employmiemplications of both output
growth and productivity growth is 0.28 for growth total GDP by one unit. Employment
elasticity is found to be greater in agriculturartin industry, while the lowest employment
elasticity is reported by the service sector. Adaw to the study of Chandrasiri (2009), it was
also found that the employment elasticity of thevise sector was lower than the national
average for the period of 1990-2006.

Table 11: Indicators of employment and output 2002-2010

Agriculture Industry Services Total
Average annual real GDP growth (%) 3.62 5.99 6.62 5.94
Average annual employment growth (%) 1.81 2.06 1.54 1.68
Labour productivity growth (%) 3.40 4.73 513 4.87
Employment elasticity of output growth 0.50 0.34 0.23 0.28

Source: Author's calculations based on output data from CBSL and employment data from DCS

The transformation of the economy into a dynamidbgl hub leads to an expansion of
the overall service sector more rapidly than th@ugtrial and agricultural sectors which
determines its employment implications. Althougé thack of detailed secondary data from the
official sources, affects the quantification of ttieect output and employment at economic
activity level, the transformation of the econommtoi a global hub in shipping, aviation,
commerce, energy and knowledge would be relateztttirto a sharp change in output and
employment in the following sectors (as classifigdhe Labour Force Surveys of the DCS):

1. Construction, Mining and querying, Electricity, gasd water Extraction of petroleum and

gas and related services (not reported), infrastrac building construction, civil

engineering, demand for electricity, gas and water

Manufacturing manufacturing and refining petroleum products

Wholesale and retail tradexport and import trade, domestic trade

Hotels and restaurant$ourist and domestic demand for food and lodging

Transport, storage and communicatidand transport, sea transport, air transportgaar

handling, storage and warehousing, other trangptated economic activities, postal

telecommunication activities

6. Financial intermediation and real estate and, regtiand business activitiebanking,
insurance and other financial activities, rentingreal assets, computer and related
activities, research and development, other busiaetvities

7. Public and private servicespublic administration, health, education, socsalrvices,
recreation, cultural and sporting activities, exttraitorial bodies and household services

arMeDdn
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By adopting the government target of sustainingay®rage rate of economic growth
at 8.0 per cent per annum in the medium-term, threesponding sectoral output growth and
changes in the output structure are estimated. Aigker growth performance and the
associated changes in the output composition calstul be viewed and justified in relation to
the performance in the other Asian countries whidve had similar experience of
transforming into global hubs. By employing the éogment elasticity of output growth, the
sector-wise employment demand is estimated forfitteehub related sectors as mentioned
above for the purpose of understanding the emplayimgplications of the strategy.

4.2 Impact of policies and shocks

The anticipated growth and structural changes engbonomy should, however, be
responsive to the specific features of the polegime as well as other internal and external
shocks, which were taken into account in projecgngployment implications. The change in
the policy regime after 2005 reflects significaritemations in output and employment
composition and their trend growth. There was aniS@ant increase in public sector
employment in the service sectors, an expansiguitiic investment in infrastructure and, the
government’s assistance and protection extenddtetdomestic agriculture sector (Abeyratne
2010b). The resulting change in output and employn@mposition is captured by the
calculation of employment elasticity. In additidhe expansion in agricultural output in the
past few years was also supported by the globadl fand oil crisis during 2006-2008.
However, the economic activities that are highltegnated with the global economy were
affected adversely by the subsequent global firraisis during 2008-2009. The policy
emphasis on agriculture was also coupled to theoétite war in May 2009, releasing a major
bottleneck that caused a drop in agricultural d@skefy output in the Northern and Eastern
provinces of the country.

The present policy regime in place confirms thatvabchanges in the development
strategy and policy framework since 2005 are likelgontinue with increased intensity in the
context of a peaceful environment free of politicanflict. The main features of the
development strategy and the policy framework aeflected in the government’'s main policy
document,Sri Lanka — the Emerging Wonder of Asia: Mahindan@ma — Vision for the
Future (MFP 2010). Given the current development strat@gy the economic environment,
there is greater potential for a substantial exjpansf the agriculture and fishery sectors
within the period of 2010-2020 together with thg&msion in such economic activities in the
conflict-affected region. Therefore, there will nbe a sharp reduction in the share of
agriculture sector in the medium term. The implmaf this outcome is that the alterations in
output and employment compositions in the servimgos might not be as great as envisaged
through the five-hub strategy.

The government with its policy thrust on “selectivaterventionist strategy”
anticipates a significant expansion in the indassector through government’s assistance to
local entrepreneurship development. In fact, acogrtb the MFP (2010: 68), the government
has set the target of increasing the industrigbseontribution to GDP to 40 per cent by 2020
(from its current level of 28.7 per cent) with arcriease in its employment to 3.5 million.
However, it is necessary to note that the indusigator includes the public investment which
has increased rapidly over the past few years &5, contributing particularly to
construction activities. In addition, the primarylipy focus is on promoting “local
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entrepreneurship” — a long-term phenomenon whidkrels beyond 2020. Given the current
rate of output and employment expansion as wethasstatus of the investment climate and
the policy focus, the target of industrial expansappears to be too ambitious.

Hotel and restaurants are an important sectorithstmuch potential to grow in the
medium-term along with the expected rapid expansionthe tourism industry. The
government anticipates an increase in the numbeowfst arrivals to reach 2.5 million by
2016 from nearly 655 thousand in 2010. If the tsudrrivals are to grow as rapidly as
expected, the major bottlenecks are the limitecplsupf logistics and human resources. For
instance, according to the statistics of the toniisdustry (SLTDA 2010), in 2010 the country
has reported the highest room occupancy rate of @@eper cent in the hotel industry
comprising less than 15,000 rooms. This means &vwatn if a further increase in the room
occupancy rate is managed, the tourism hotel inglhsts to expand four times within 5 years
to accommodate the anticipated increase in the aumbtourist arrivals. The expansion in
infrastructure and logistics is, in fact, not ligdtto the hotel construction, but to a wide range
of tourism related services. An equally importaspext is the rising demand for skilled labour
in response to the expansion in the tourism inglustr

The expansion in the areas mentioned above gesedatmand for other service
sectors such as trade, transport, financial sesvared, public services either directly or
indirectly. Even if the government's estimated &sgare unlikely to achieve, what is
important is that these targets reflect the govemtra medium-term policy directions in line
with transforming the economy into a dynamic globab. The government has already
undertaken massive increase in investment on inficisre including Ports, Airports, road
network, power generation and other. The constyudtidustry is a major area which appears
to have potential for rapid expansion in the medierm. Therefore, it is necessary to
anticipate an increase in the rate of expansidhénsectors as mentioned ab@wer the rate
of expansion in other agricultural and manufactsectors.

4.3 Medium-term output and employment growth

Medium-term output and employment growth is praector 2015 and 2020 in order
to project medium-term employment implications loé £xpansion of the relevant production
sectors, under two growth scenarios.

 The first growth scenario reflects the “normal” erabf expansion of the relevant
manufacturing and service sectors on the basiseif &verage annual rate of growth over
the period of 2002-2010. Therefore, the projectagleyment demand on the basis of the
employment elasticity of output growth reflects doyment implications of the
expansion of economic activities during 2002-20X0clv marked an average rate of GDP
growth by 6 per cent per annum.

* The second is an alternative “high” growth scenéssed on an increase in the rate of
average annual growth by 2 per centage points daitie anticipated higher rate of
growth into account. In this case, however, thénbigate of growth was assumed to be
only in the economic activities related directly ttee areas that would record greater
expansion in response to the five-fold hub stratégyspite of the political environment
conducive to accelerate the rate of GDP growth tpe8 cent per annum as the
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government envisaged, it is noteworthy that the iomegerm growth outcome would be
influenced positively or negatively by the policpvironment as well as the internal or
external shocks.

Employment elasticity of output growth is as highGa4 or more in the manufacturing
and most of the services sectors (Constructionjrigi& quarrying, Electricity, gas and water
supply; Hotels and restaurants; Transport, storagel communications, Financial
intermediation and Real estate, Renting and busiaesvity), showing greater capacity to
generate employment. These activities have actuefiprted higher growth of output in the
range of 5 per cent per annum in Manufacturing .® 8r cent in Transport, storage and
communication. These sectors have also expanded) alith a higher rate of employment
growth ranging from 2.0 — 5.7 per cent during 2@020. The highest rate of employment
growth was recorded by the Transport, storage amminwnication and, the Financial
intermediation and Real estate, Renting and busiaetvity which have recorded the highest
rate of employment elasticity of 0.59 and 1.05 eetipely.

According to the contribution to the total employmhetwo service sectors —
Wholesale and retail trade and Government senappgar to be overwhelmingly important
due to the share of employment nearly at 30 perindioth sectors. The two sectors that have
reported lower employment elasticity are also thieoWwsale and retail trade (0.35) and the
Government services (0.18). The Private servicesrdestatistically negative employment
elasticity due to a fall in absolute employmentidgithe period under concern.

The service sector that accounts for nearly 60cpat of GDP recorded the highest
rate of output growth in the past in sustainingrdite of economic growth of the country. The
increase in service sector activities particulariyrelation to the transformation of the Sri
Lankan economy into a global hub is, thus expedi®dgenerate greater employment
opportunities in the medium-term.

Table 12: Employment elasticity of output growth in manufacturing and services sectors 2002-2010

GDP Employment Employment
o o o o elasticity of
Share (%) Growth (%) Share (%) Growth (%) growth
Manufacturing 17.4 5.0 17.6 2.0 0.46
Construction, Mining and quarrying, 11.2 7.0 7.0 3.5 0.53
Electricity, gas and water
Wholesale and retail Trade 233 6.0 13.6 1.9 0.35
Hotels and restaurants 04 6.9 1.9 2.0 0.41
Transport, storage and 13.5 9.5 6.4 5.5 0.59
communication
Financial intermediation and Real 11.9 5.9 35 5.7 1.05
estate, Renting and business
activity
Government services 7.8 4.2 16.3 04 0.18
Private services 24 5.9 1.2 -3.0 -0.51

Source: Author's calculations based on output data from CBSL and employment data from DCS
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Under the “normal growth scenario” based on thet pgreowth performance,
employment demand in industrial and service se@bdisaggregated level is expected to rise
by 13.8 per cent by 2015 and, 30.4 per cent by 2D0R6 total number of employed in these
sectors accounted for 4,798 thousand in 2010. iEhéstimated to rise by 664 thousand by
2015 and, 1,460 thousand by 2020.

With an increase in the rate of output growth ie tielevant industrial and service
sectors by 2 per centage points, as the alterndtigh growth scenario” shows, employment
demand is estimated to rise by 18.7 per cent by 20itl, 47.7 per cent by 2020. In absolute
numbers, this shows an increase in employment dérbgrn897 thousand by 2015 and, by
2,288 thousand by 2020.

Different sectors are estimated to generate denfandemployment in different
magnitudes, depending on the sectoral employmeadtigty and the sectoral share of
employment in the base year. The highest ratesocpéase in employment could be observed
in four sectors: Construction, Mining & quarryinglectricity, gas and water supply; Hotels
and restaurants; Transport, storage and commumigaiinancial intermediation and Real
estate, Renting and business activity. Wholesate ratail trade, the sector that records a
higher share of employment shows the lowest cautioh to employment growth due to lower
employment elasticity.

Table 13: Normal growth scenario - employment demand of medium-term output growth

Employment (1000s) Change over 2010 (%)
2010 2015 2020 2015 2020

Manufacturing 1270 1423 1593 12.0 254
Construction, Mining and quarrying, 507 608 730 20.0 44.0
Electricity, gas and water
Wholesale and retail Trade 986 1094 1214 11.0 231
Hotels and restaurants 139 160 184 15.1 324
Transport, storage and communication 463 609 803 317 73.6
Financial intermediation and Real estate, 256 345 465 34.8 81.6
Renting and business activity
Government services 1178 1222 1269 3.8 7.8
Total 4798 5462 6258 13.8 30.4

Note: Employment projections for 2015 and 2020 are based on the the employment elasticity of output growth for the period
2002-2010. Source: Author's calculations based on output data from CBSL and employment data from DCS
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Table 14: High growth scenario - employment demand of medium-term output growth

Employment (1000s) Change over 2010 (%)

2010 2015 2020 2015 2020
Manufacturing 1270 1487 1796 17.1 414
Construction, Mining and quarrying, 507 640 847 26.3 67.1
Electricity, gas and water
Wholesale and retail Trade 986 1132 1336 14.8 35.5
Hotels and restaurants 139 166 207 19.8 48.7
Transport, storage and communication 463 645 960 39.3 107.4
Financial intermediation and real estate, 256 380 612 48.6 139.0
Renting and business activity
Government services 1178 1244 1329 57 12.9
Total 4798 5695 7086 18.7 41.7

Note: Employment projections for 2015 and 2020 are based on the employment elasticity of output growth for the period 2002-
2010.
Source: Author's calculations based on output data from CBSL and employment data from DCS

4.4 Employment composition and labour intensity

As the estimates based on the employment elastigfyroach revealed, sectoral
output growth generates demand for employmentras &s the employment elasticity remains
positive. Therefore, employment demand in agriceltuindustry and services sectors
continues to rise with output growth. In respectited changes in the sectoral employment
composition and the labour intensity of productias suggested by the development
experience elsewhere there are two issues to led:not

* In the growth process, industry and service seatorginue to absorb labour from the
agriculture sector so that employment in the adfticel sector should decline in absolute
terms. The speed of decline in agricultural emplegtrdepends on the rate of expansion in
industrial and service sectors.

* Industrial and service sectors would also becomeengapital and technology intensive.
This depends on the rate of expansion of the réspgaroduction activities as well as their
competitive integration with the global economy.

As far as the anticipated transformation of theLarikan into a dynamic global hub is
taken into account, the relevance of the both ssseoutstanding. More importantly, a
dynamic global hub requires a rapid growth in thgpective economic activities related to the
industrial and service sectors and their competiiivtegration with the global economy.
Therefore, any growth scenario that takes the dymagiobal hub into account reflects a
decline in agricultural employment in absolute teras well as a decline in labour absorption
capacity of the production activities.

32



Table 15: Projected change in employment composition

Base year Normal output growth High output growth
2010 2015 2020 2015 2020
Share of employment (%)
Industry 24.6 25.6 26.6 25.8 27.0
Manufacturing 17.6 17.9 18.0 18.0 18.4
Construction, Mining and quarrying,
Electricity, gas and water 7.0 76 8.3 78 8.7
Services 42.9 44.0 454 44.1 46.0
Wholesale and retail trade 13.6 13.7 13.7 13.7 13.7
Hotels and restaurants 1.9 2.0 2.1 2.0 2.1
Transport, storage and communication 6.4 7.6 9.1 7.8 9.8
Financial intermediation and real estate,
Renting and business activity 35 43 53 46 6.3
Number of employment (1000s)
Industry 1777 2031 2323 2127 2643
Services 3105 3503 3997 3636 4497
Total 7236 7968 8837 8241 9776

Note: Employment projections for 2015 and 2020 are based on the employment elasticity of output growth for the period 2002-2010.
Source: Author's calculations based on output data from CBSL and employment data from DCS

The changes in the sectoral employment demandpasted in Table 15, reveal that
by 2020 the share of employment in the industealter rises from 24.6 per cent in 2010 to
26.6 per cent under normal growth scenario and2A® per cent under the high growth
scenario; in employment numbers, this is an ineréaghe number of employment from 1.8
million in 2010 to 2.3 million under the normal grtth scenario and, to 2.6 million under the
high growth scenario. The employment projectionsdoiaon past performance shows an
increase in employment number and its share innhgstrial sector at a lower rate than what
was stated in the government’s policy documents.

In respect of the economic hub strategy, the shiaeenployment in the service sectors
rises from 42.9 per cent in 2010 to 45.4 per cedeuthe normal growth scenario and, to 46.0
per cent under the high growth scenario. This i;marease in the number of employment from
3.1 million in 2010 to 4.0 million under the norngowth scenario and, to 4.5 million under
the high growth scenario. Therefore, the serviotosse would become the most dynamic areas
for employment expansion as well as for output ghow

The above estimates of the changes in sectoratslofilemployment are based on the
assumption of constant labour absorption capaoditgguably, the dynamism associated with
the global hub strategy would accelerate laboghflfrom the rural agriculture sector into the
modern industrial and service sectors. There ipesdor labour-intensive growth and it is
desirable in a labour-abundant economy such alsaBka, as analyzed in Chandrasiri (2009).
However, as analyzed in the following section, ISahka is likely to exhaust its abundant
labour resource quickly in the medium-term due he transformation of the Sri Lankan
economy into a dynamic global hub which would irglumore capital and technology
intensive growth.
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4.5 Labour productivity growth

The employment implications of higher growth monuentand the particular pattern
of demographic changes in the Sri Lankan populagianlikely to exert pressure on labour
productivity growth. Although the employment prdjeas were based on the assumption of
constant labour productivity growth, understandahly labour productivity rises along with
output growth. According to Chandrasiri (2009:18)i Lanka’s average labour productivity
growth 1981-2000 remained at 2.8 per cent which agasame as that of Malaysia, but lower
than that of China, India and Thailand. Accordiagtr estimates for 2002-2010, as we have
discussed earlier, Sri Lanka’s labour productigtgwth has increased to 4.87 per cent which
the employment projections were based on.

The estimates suggest that by 2020 the total derfiearednployment would rise to 8.8
million under the normal growth scenario and, ® @illion under the alternative high growth
scenario. According to De Silva (2007:42), thel®mkan working age population is projected
to reach 13.8 million by 2021. Although the currdsbour force participation rate of Sri
Lanka, which is as low as 49 per cent, is expetdetse in line with increasing demand for
employment, arguably the employment demand is Jlikel exceed labour force. As an
outcome of the issue, Sri Lanka would experienmdaction in under-employment. The issue
will also set the parameters for rising wage pressGiven these emerging conditions in the
labour market, a higher rate of economic growthldtdae sustained through an increase in
labour productivity.

The issue is likely to extend beyond the mediumtedue to the pattern of
demographic change as well. Given the rapid graitie aging population in Sri Lanka, the
working age population is expected to decline afteyears once it reaches the peak point of
close to 14 million in 2026 (De Silva 2007). Thiarficular demographic phenomenon is also
an important justification of the fact that Sri lkantends to experience an excess demand for
employment. Therefore, the importance of produttigrowth is outstanding, while it requires
a qualitative improvement of the Sri Lankan labfarce with globally competitive education
and skill training.

4.6 Demand for skilled workforce

A large part of the increase in demand for emplaymie essentially a demand for
skilled labour for few reasons. Thiest is the type of employment demand emanating fram th
expansionary sectors, which consists of mainly ititastrial and service sector activities.
These economic activities require skilled labourtle form of managers, professionals,
technicians, service workers, clerks and machineradprs. As the transformation of the
economy into a global hub is the central drivereafployment creation, the employment
expansion in the related service sectors requirésciease in the supply of skilled labour. The
secondis the type of employment demand required for potiglity growth. When the
economy reaches the point where productivity grawtimeeded to sustain growth momentum,
the labour market should have the capacity to sumsilled labour. Thethird is the
transformation of the production activities relatedinly to a dynamic global hub into more
capital and technology intensive growth. Althougls transformation leads to a slowdown in
employment demand, it also increases demand fibeckabour.
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The main policy document of the governme®it, Lanka — the Emerging Wonder of
Asia: Mahinda Chintana — Vision for the FutudFP 2010: 126), in its 10-year development
strategy has recognized the need for a skilledualborce to serve the requirements of a
growing “knowledge-based economy”. Despite the digbducational indicators of the Sri
Lankan population, the country has reported dispsformance in knowledge and skills,
compared to many other countries in the region,detussed previously. Therefore,
knowledge and skill development in Sri Lanka in tedium-term is a challenge.

Both quantitative expansion and qualitative improeet are the two main issues that
need to be addressed by the policies of knowledgk skill development. The inadequate
capacity to provide tertiary educational and st#idielopment needs of the population of the
country has been major bottleneck that continuelirider the growth process. According to
the estimates of the government (MFP 2010: 133hualty over 180,000 school leavers
require training needs, but the existing capasitiyniited to provide training needs to less than
30 per cent only. As we have already discussedcdalpacity of the university system in Sri
Lanka is also limited to provide higher educatiomgportunities to less than 20 per cent of the
eligible students, amounting to more than 125,000

The second issue is related to the quality andvaelee of knowledge and skills
acquired by the Sri Lankan labour force to occupy a globally competitive work
environment. As we have already revealed, theatgrteducation system in Sri Lanka
continued to lag behind in terms of quality improwants, compared to many other countries
in the region. The sub-standards of English languagd computer literacy of the work force
has been a major issue, affecting their employgbiln a globally competitive work
environment. This has also affected the learningl aeaching process because the
effectiveness of this process is conditioned bylithi#éed exposure.

Tertiary education and skill training is an arehjcl has performed less rapidly than
required in the post-1977 liberalization regime.siignificant part of the sector has been
operating behind protective barriers under stataapoly in a non-competitive environment.
While the state-owned sector continued to suff@mfthe government’s budgetary constraints,
the private sector participation has been poorefithis background, the tertiary education
and skill training in Sri Lanka continued to exhibluggish performance of an economic
activity operating behind protective barriers ificlbbsed-economy” model, in contributing to
the “mismatch” between labour demand and supply.

As the government has categorically stated in dgcy documents, s special policy
emphasis is needed to expand the capacity foatgmiducation and skill development as well
as to upgrade the quality and relevance of theubulfhe issue requires urgent policy focus in
order to increase the supply of human resourcededefor sustaining higher growth centered
on the policy vision of the global hub. If this tBgement is not given much attention, the
anticipated medium-term growth momentum of the [Sxhkan economy is likely to be
retarded by the human resource constraint as exmp&d by some other countries in the
region.
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5. Conclusions and policy implications

The preceding analysis was centered on the isseenpfoyment implications of the
government’s 10-year medium-term policy visionangformation of the Sri Lankan economy
into a dynamic global hub in shipping, aviationpeoerce, energy and knowledge. Sri Lanka
has entered into new phase of economic developafert ending the 30-year long political
conflict, as termed by the government’s policy dueunts -the Emerging Wonder of Asiln
this respect, the vision of a dynamic global hulsassistent with the expected medium-term
rapid growth, but it requires a reform process g@ngua competitive integration of the country
with the global economy. Under the assumption that required reform process would
continue in line with the development vision, thtudy focused on the employment
implications of the global hub strategy.

5.1 Summary of the findings

If an economy becomes a hub in certain economicites, it has to be a “globalized
economy” serving as a central point for productiergchange and distribution that requires
greater and competitiveglobal connectivity. This could be measured anthmared using
simple proxy indicators representing their globahmectivity and the volume of related
economic activities.

As these measurements revealed in a comparatiepgmive, Sri Lanka has a long
way to progress in transforming the economy intlymamic global hub. Many countries in the
Asian region such as Singapore, China, Hong Kommtt& Korea and Malaysia have
performed remarkably in transforming their econamigto a global hub in the areas such
shipping, aviation, commerce and energy. Educatiannew area which these countries have
began to focus on in the recent past. In all acd@®ncerned, Sri Lanka’s position remained
lagging far behind. In a relative sense, shippgithe only area that Sri Lanka has performed
satisfactorily in the past. Despite higher educeaticstandards by traditional indicators, the
country has made the least performance in knowleddeskills. Energy is also far from being
a globally traded commodity in Sri Lanka, reflegtiits marginal connectivity with the rest of
the world.

The Asian global hubs, however, shows the mirragenof the Sri Lankan economy
which has now focused on transforming into a gldhdd in the above fields. As was reflected
by the experience of the Asian global hubs, wita@d growth of the economy on the basis of
its transformation into a global hub Sri Lanka wbalso experience a structural change in
employment composition in favour of industrial asatvice sectors. The estimates of medium-
term employment demand were based on the employelasticity of output growth under
two growth scenarios: (a) normal growth scenarithwine continuation of the past sectoral
growth and (b) an alternative high growth scenaiithh an increase in the rate of growth of the
relevant industrial and service sectors by 2 pertage points. However, the important
elements of the current development strategy witlteiased policy emphasis on domestic
agriculture and the policy framework with expandebtk of the government were also taken
into account.

The analysis suggests that within a period of l&rs/éhe total employment demand is
to reach 8.8 million under the normal growth scenand, 9.8 million under the high growth
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scenario. The rapid increase in employment demsiaddompanied by significant changes in
the sectoral employment composition. The employnpeojections have revealed that, given
the medium-term rapid economic expansion Sri Laska experience an excess demand for
labour resulting in wage pressure. The problemdabe substantiated further by the slowing
down labour force growth of Sri Lanka, which woubeggin to shrink after the 2020s.
Therefore, the rapid economic expansion needs tosustained through higher labour
productivity growth which was assumed to be cortsianthe estimates of employment
demand. The employment projections, based on thmestaot labour absorption capacity
revealed an expansion of the employment demand.eMeny with an accelerated growth
momentum led by the global hub strategy, agricelsector is likely to release more labour
into industrial and service sectors, while thehiase sectors the production is likely to be more
capital and technology intensive.

An important area that should receive special gaimphasis is the potential increase
in demand for skilled labour mainly for two reasof#st, the type of projected economic
expansion creates demand for skilled labour suclmasagers, professionals, technicians,
service workers, clerks and machine operators.r&edhe higher productivity growth and the
higher capital and technology intensive producttbat are needed to sustain economic
expansion essentially demand for skilled labour. 3¢ Lanka’'s performance in tertiary
education and skill training has been lagging fahibd, medium-term policy attention is
needed on the supply of a skilled labour force tied the capacity to work in a globally
competitive working environment.

5.2 Policy issues

The transformation of the Sri Lankan economy intdyaamic global hub is a key
strategy to address a number of employment problapast from its ability to sustain a higher
growth momentum. Although the country has recordedsignificant decline in its
unemployment rate in the recent past, a closer &iake labour force performance, reveals
policy issues that have significant economic, maltand social implications with the issues
related to ‘decent work’. Under-employment as wa#l educated-youth unemployment
continued to be major issues. In the recent pdstevhe public sector has emerged as a key
player in the job market providing employment, théas also been a large concentration of
the labour force in the ‘domestic’ economic sectamsluding rural agriculture. There were
widely held claims regarding the ‘mismatch’ betwéaipour demand and its supply, the lack
of global competitiveness of the labour force ramadian important issue.

The five-hub strategy will create an environmenmducive to achieve a sustainable
rapid growth and to change the employment struosfidhe country. While the government
has placed particular emphasis on the requiredhstriicture development, an important
dimension of the strategy is related to employnasmutlined below.

Sri Lanka has to recognize the need for releasabgur from the relatively less-
productive sectors in a rapid pace in order todase the labour supply to the growing
industrial and service sectors. With this trene& &mployment share in the rural agriculture
sector is due to fall which would also benefit tisactor with increased productivity and
income.
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Although the increased employment in the publict@eas well as in the rural
agriculture sector could be justifiable under theeg factors at the time, it is difficult to
anticipate a further increase in employment in public sector. What is required is an
improvement in productivity also in the public smcto meet the requirements of the
expanding economy led by industrial and servicéossc

The availability of labour is not a sufficient catioh to ensure supply of skilled
labour to the growing industrial and service sexttr this respect, the tertiary and vocational
education sector has an important role to playriparting the required knowledge and skills
to the labour force. As the government has alreadggnized, this requires regulatory reforms
governing the country’s tertiary and vocational @tion. While this requires a liberalization
of the sector to allow greater private sector pagudition, the public sector institutes should
also enjoy a greater autonomy ensuring their comngetlynamism.

One of important weaknesses in the tertiary anétimeal education sector is related
to its lack of exposure to global environment anynaf these institutes continued to operate
in a “closed” environment. The tertiary and vocatibdevelopment strategies should address
the need for global exposure of the labour forcedbgigning mechanisms to import global
knowledge.

The above mentioned policy implications are neaddse understood in the context of
economic expansion through greater and competitpenness of the economy which would
ensure the realization of the policy vision of aamic global hub. In spite of greater emphasis
on infrastructure development, unless the condigielicy and regulatory reform process is
continued, the transformation of the economy inttymamic global hub would not be as fast
as anticipated. Therefore, the strategies requinaultaneous implementation of policy
measures in all respective areas.
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