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OVERVIEW: CONNECTING ALL
SRI LANKANS TO PROSPERITY

Economic progress is accompanied by a fundamental spatial transformation where the
economic landscapes of countries become increasingly uneven. The journey from low
incomes to high incomes involves rising concentration of prosperity in a few places.
Unbalanced growth is the norm, and has characterized the development experience
of countries such as the United Stafes and Japan, among the most prosperous in the
world. And unbalanced growth is being repeated in China, India and other parts of
the world that are prospering. At the same time, development can still be inclusive, as
people who sfart their lives far from economic opportunity can benefit from the growing
concentration of wealth in a few places. Connecting people to prosperity —is the principle
behind economic infegration policies that can help countries reap the benefits of both
uneven growth and inclusive development. These are the main insights from the World

Development Report 2009 “Reshaping Economic Geography (World Bank 2008).

These principles are important for Sri Llanka, which has laid the foundations for long
ferm progress. Sri Lanka’s rise into middle income has been accompanied by a rapid
fransformation in how global markets view the country. Between 1975 and 2005,
manufactures shot up from & percent of national exports to 60 percent. This reshaped
the counfry’s economic geography—firms not farms now lead Sri lanka’s connectivity
with the rest of the world. And these firms benefit from concentrating production close
to Colombo, whose port moved 3.7 million containers in 2008. As a consequence
Colombo and its neighboring areas have prospered. Western Province now contributes
more than 50 percent to national GDP and is home to 37,000 industrial production units
that employ 540,000 people and generate Rs. 527 billion in value added.

By concentrating production, Western Province has productivity and wages twice those
in other provinces. While the rise of economic mountains around Colombo has been
impressive, Colombo sfill has a long way to grow (figure 1). The economic density of
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Figure 1:  Impressive economic mountains around Colombo look
like a small hill from a distance

Note: World Bank Development Research Group's spatial analysis team based on
sub-national GDP estimates.

Colombo is $15 million per square kilometer. Compare this with $73 million per square
kilometer in Ho Chi Minh city, $88 million per square kilometer in Bangkok, and $269
million per square kilometer in Singapore —places that connect their countries to world
markets.

Prosperity in Western Province has improved living standards for many Sri lankans,
including those who started their lives far from Colombo. More than 650,000 people
who live in Colombo were born in other parts of the country. Many have moved from
nearby Galle, Kalutara, and Kandy, and some from distant Jaffna. Others have been
physically connected as national highways such as the A1 and A2 reduced transport
costs and facilitated the flow of products across provinces.

While economic production has become concentrated, public policies have been
remarkably successful in leveling social welfare. Poverty has come down in all provinces
and education, basic healthcare, and basic infrastructure including water and sanitation
are dispersed throughout the country. This has prepared Sri Lanka to take advantage
of the next round of prosperity in the world and the region, and accelerate its journey
through middle incomes. However, taking advantage of these opportunities requires that
policies accelerate the pace of spatial transformations and connect more Sri Llankans
with these opportunities. This report “Sri Lanka: Connecting People to Prosperity” provides
insights for prioritizing these policies and associated investments, drawing on recently
completed diagnostics and tailoring options to area specific challenges.
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CONNECTING PEOPLE TO PROSPERITY

The World Development Report 2009: Reshaping Economic Geography provides a
policy framework for territorial integration, highlighting that public policy should focus on
increasing interactions between economically lagging areas and leading areas — and
not be exclusively concerned with stimulating growth in places left behind by firms and
workers. Reshaping Economic Geography highlights that enabling geographic mobility
of labor and improving economic connectivity between lagging and leading areas are
key ingredients for countries to gain from rapid economic progress and convergence in
living standards across places. Which policies can help?

Policies that are “spatially blind” in design can have the spatially sharpest effects. These
common institutions include progressive income tax policies, achieving national minimum
standards in basic health and education indicators, and removal of barriers to labor
mobility. In addition, “spatially connective” policies such as transport and communication
improvements physically link lagging and leading areas. “Spatially targeted” interventions
fo stimulate economic development should be policy instruments of last resort, only o
be used when factor mobility is weak due to infernal divisions (figure 2). In these cases,
interventions may be considered, but only after investing in information to identify sources
of comparative advantage, and to amplify the benefits from spatially blind and connective
policies. However in their current form, many policies in Sri Llanka have overemphasized
spatial targeting — what policies can jumpstart economies of the poorest areas?

Unfortunately these efforts have not generated the expected economic dividends.
Consider the generous incentives offered by the Board of Investment to move economic
activities outside Colombo. Analysis for this report shows that 80 percent of investments
approved under Section 17 of the BOI Llaw and the 200 Garment Factory Programme
took place in Western Province, not in lagging areas. And of the Rs. 44 billion worth of
investments under “Nipayum Sri Lanka,” a flagship program to support rural employment
creafion in lagging areas, Rs. 21 billion is used af the doorstep of Western Province,
the North Western Province. Firms benefit from being close to other businesses and the
international gateway, so industrial relocation policies end up hurting productivity and
profitability. Similarly, efforts to stimulate rural development in lagging areas through
regulations on use and transfer of agrarian land have been counterproductive. Not
only have land development ordinances limited diversification in rural areas—they have
also slowed the pace of poverty reduction because wages are lower in both farm and
nonfarm activities. VWhat are sharper instruments for territorial infegrafion?

First, ensure that basic services are available everywhere. A middle-income Sri Lanka
can be ambitious in defining what basic services include. The current challenge is not
one of ensuring geographically equitable access, but improving the quality of services.
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Figure 2: Taxonomy of territorial development policies

Common institutions, connective infrastructure
and targeted interventions

Spatially blind Portable Labor
"institutions” assets mobility
Spatially connective Market Product
"infrastructure” access mobility
Spatilly targeted Reduce sfartup and Changing
"interventions" operating costs land use

Source: WDR 2009

Education quality needs to be improved further in a system where only 70 percent of
grade 8 students pass their first language and in Mathematics, and only 50 percent pass
in English. And performance is worst in the Northern and Eastern provinces. Improving
the quality and relevance of education should be of high importance because it will give
children in lagging areas the ability to enter labor markets in dynamic places.

Research for this report show that the payoff to education is higher in VWestern Province
and that facilitating labor mobility from other provinces will contribute to further reductions
in national poverty. One way to improve education quality is to consider consolidation in
places where enrollments are low and to use the cost savings for much needed teaching-
learning materials. But Sri Lanka invests little in education, by infernational standards, and
public investment in education also needs to be raised over time. While there is no doubt
that tertiary education is an important pillar for national transformation, the analysis here
shows that higher education subsidies disproportionately benefit rich families in VWestern
Province. For spatial efficiency and connecting people to prosperity, private involvement
in the delivery of terfiary education should be among the options.

Now consider health services. Coverage is fairly uniform across provinces and by
middle income country standards there is an excess of hospital beds. But services are
underused in the network of hospitals run by provincial councils—people bypass lower
level facilities to seek care at nationally run hospitals which are better resourced and
provide a wider spectrum of services. This may be due to the non existence of a formal
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referral system and the availability of free services throughout the system. Facilities in
remote areas also find it difficult to attract specialist doctors, general medical officers and
nurses as faciliies in provincially managed hospitals are often inadequate. Furthermore,
qualified personnel continue to be drawn to Western Province both due to availability of
better resourced hospitals for health personnel and other non health related facilities, for
example better opportunities for private sector income.

Second, improve infrastructure fo connect lagging and leading areas. Transport costs
within Sri Lanka are high by infernational standards. It costs $2.90 per kilometer to move
products, more than twice the $1.25 in the United States. 'Bumpy’ roads add to the
cost of fransport, and these costs are most pemicious along routes with high demand
for transport services. From a national efficiency perspective, the challenge is to identify
fransport improvements that generate the highest aggregate reductions in transport costs.
From a spatial equity perspective, the challenge is to improve connectivity in remote
areas. How can transport policies manage these efficiency- equity fradeoffs?

The aggregate cost of '‘bumpy’ roads are felt the most along the national arteries such
as the AT, A2, A3 and A4, where traffic volumes close to the boundary of Colombo
city are as high as 60,000 to 80,000 vehicles per day. In confrast, typical traffic
volumes on national roads in Uva Province are only between 1,500 and 2,500 vehicles
per day. Improving fransport quality along corridors with demonstrated potential is
likely to improve the efficiency of the entire transport system and reduce island-wide

Figure 3:  Strategic transport improvements can connect
“mountains of poor people” to “peaks of prosperity”
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fransport costs. Not only does the corridor linking Kandy (and the Central Province]
to Colombo carry the highest traffic volumes, it also physically connects a large mass
of poor people with prosperity. Simulations employing spatially detailed data on the
distribution of road infrastructure, traffic demand and transport costs also emphasize
that transport improvements between Kandy and Colombo can generate large cost
savings—nationally as well as for lagging areas in Uva, Eastern Province, and Northern
Province. Improvements along the Colombo-Kandy Highway and the Southern Highway
generate high economic returns because these transport corridors connect large markets
— effectively connecting “mountains of poverty” to “peaks of prosperity” (figure 3).
These investments are should be given priority among the national portfolio of fransport
improvements. VWhat does this imply in ferms of physical connectivity in isolated areas?

In addition to improving network efficiency, transport improvements may be needed for
accessing basic services such as schools, health facilities, and local markets. While
access fo these services is important for people to improve welfare and make the most of
local opportunities, the cost of providing, maintaining, and sustaining fraditional transport
services is higher in isolated areas. As low demand will discourage eniry of formal
fransport providers whose services involve high fixed costs, the operational challenge
will be to encourage Infermediate Modes of Transport (IMT) that can be operated and
maintained by local residents. Vehicles such as bicycles, hand carts, motorcycles, power
fillers and trailers, Ox carts, and tractors are commonly used to increase mobility in rural
areas. Encouraging community involvement in providing and managing these services is
a promising option that can enhance rural mobility.

Finally, target interventions in selected lagging areas: In some lagging areas, as in the
North and the East, migration and interregional trade has been slow due to years of
conflict and infernal division. The dividends of peace already include faster movements
of products and convergence of prices. Consider the Northern Province, in particular
the Jaffna Peninsula, where an economic embargo was imposed in 1990 after the LTTE
took military control of the area. The Government regained control of the Jaffna peninsula
in 1995, but freight transport was only possibly by ships, usually from Trincomalee.
While road connectivity between Joffna and the rest of the country was temporarily
reestablished when the A9 highway was re-opened affer the ceasefire in 2002, the
flow of goods was constrained by illegal taxation by the LTTE. And as armed conflict
reemerged the AQ highway was once again closed in 2005.

Since the Government's military victory in 2009, the emergence of common institutions
has opened up the A9 highway for goods traffic. Convoys of frucks, subject to security
clearance by the Sri Lankan army, are being allowed to bring goods to and from the Jaffna
peninsula. The resulte Rapid price convergence between the Jaffna peninsula and the
rest of the country - at the peak of the conflict in late 2007 the price of a bag of cement
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was more than 4 times higher in Jaffna than in other parts of the country. According to
the monthly Price Monitor carried out by the Point Pedro Institute of Development, the
average price premium in Jaffna compared to Colombo on fen selected items was
48%, in the 3-month period MayJuly 2008. During May]uly 2009 the average price
premium for the same fen products had declined to 24 percent (figure 4).

Figure 4: Reaping the peace dividend: Price convergence
between Jaffna and Colombo on selected commodities
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Source: Price Monitor, Point Pedro Institute, September 2009

As common institutions unify the country, there will be an increase in labor and
product mobility in the medium term. But in the short term, these processes need to be
complemented by strategic interventions to improve economic conditions in post conflict
areas. However, rather than relocating existing industries from leading areas, making
land more mobile—not across locations but across uses and users—is likely to accelerate
structural transformation. Particularly important are insfitutional reforms that can improve
the functioning of agrarian land markets. Land-development ordinances that regulate the
use and transfer of land keep a larger proportion of people dependent on agriculture.
They also keep people poorer because they eamn less for their labor. Relaxing these
ordinances is likely to raise agricultural incomes and accelerate poverty reduction and
longer term transformation.

Targeted incentives fo promote economic development work best when they are preceded
by institutional reforms improving the fluidity of land markets. Most lagging areas are rich
in natural endowments and private investors, such as Chemical Industries Colombo PLC
(CIC) and Hayleys, are expanding activities in Eastern Province to make the most of the
area’s agronomic potential. Ongoing efforts fo assist farmers in acquiring knowledge
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about technical advances and skills for raising farm output and productivity, will improve
market linkages, as will infroducing farmers to higher yielding rice varieties, alternative
crops, betfer irrigation techniques, and use of organic fertilizers.

TAILORING POLICIES TO AREA-SPECIFIC CHALLENGES

To be most effective in connecting people fo prosperity, policies need to be tailored to
specific challenges facing different areas. The analysis in the report shows that improving
basic service delivery everywhere is the bedrock of successful policy initiatives. In
addition, infrastructure that physically connects lagging areas that are home to a large
number of poor people with prosperous areas can stimulate frade and commerce. And
in a few places, targeted interventions are needed to stimulate economic production in
places left behind by market forces. What are the principles for sefting priorities2

World Development Report 2009 develops a framework to help calibrate policies to
the severity of area specific challenges, best summarized with poverty maps that show
which places are poor and where most of the poor live. Often, the two are not the same,
because the poor have the most reason fo move from poor places. Recall the “Poverty
Mountains” in figure 3 showing that many poor people live close to prosperity— in
Western Province. With per capita expenditures of Rs. 6935 and poverty incidence of
8.2 percent, Western Province is the most prosperous place in the country, but also home
fo 16.8 percent of Sri Llanka's poor people. In contrast, Uva is the poorest province with
per capita expenditures of Rs. 3879 and poverty incidence of 27 percent, but is home
to 12.3 percent of Sri lanka's poor.

Figure 5 shows where poor people live and prioritizes how poor people can be
connected to prospering places. In fact, the density of poor people is highest in VWestern
Province, not in lagging areas. Analysis for this report and the policy framework of VWDR

2009 highlight the following priorities for connecting people fo prosperity:

e  Uva, North Central, and North Western provinces have a small share of the
country’s poor, relatively dispersed. Measures to enhance labor mobility should be
the mainstay of connectivity policies. It does not make sense to place large-scale
durable infrastructure in these places because investments would generate low
economic refurns. But by improving the quality of basic services, such as health and
education, policies can facilitate migration and bring people closer to prosperity.

e  Central, Sabaragamuwa, and Southern provinces are home to almost 50 percent
of Sri lanka's poor people, but there are few impediments fo their mobility.
Improving the quality of services is imporfant fo promote labor mobility, but it will
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Figure 5: Connecting people to prosperity:
identifying area-specific challenges

Distance, Density and Division

Source: Household Income and Expenditure
Survey, Dept of Census and Statistics,
Sri Llanka, 2006,/07
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not be enough. Infrastructure improvements are needed fo physically connect these
places with markets in VWestern Province. Investments such as the Colombo-Kandy
Expressway and Southern Matara Highway are likely to generate high economic
refurns by lowering transport costs, and are win-wins for rapid growth and inclusive
development.
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e  Fastern and Northern provinces do not have a large share of the country’s poor,
but domestic divisions have limited the movement of labor and exchange of
products. Prices for food products have been converging, showing that common
institutions can help integration. In the short term however, bringing prosperity to
these areas will be critical for enhancing the peace dividend. But exploiting the
area’s economic potential should not be based on policies that push economic
activities out of Western Province. Insfead, it should be grounded in improving
the use and transfer of agrarian land, with complementary targeted efforts to
help farmers develop market linkages. And these efforts should be preceded by
improvements in delivery and quality of basic public services.

Table 1 summarizes the policy options for connecting people to prosperity using a
calibrated combination of common institutions and service delivery standards, connective
infrasfructure, and fargefed interventions. These policies can help Sri lanka accelerate
its journey through middle income while sharing the benefits of growth across its
provinces. What policymakers will notice is that economic prosperity will become further
concentrated in a few places—but more people will be connected to prosperity.
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Table 1:

people to prosperity

Provinces

Challenges

Policy priorities

Spatially blind
institutions

Spatially
connective
infrastructure

Spatially
targeted
interventions

North Central, North
Western, Uva

Sparsely populated
lagging areas
(economic distance)

Improving health and
education outcomes,
safe water supply,
and sanitation

Central,
Sabaragamuwa,
Southern

Densely populated
lagging areas
(Economic distance
and misplaced
population densities)

Improving health and
education outcomes,
safe water supply,
and sanitation

Interregional
transport
infrastructure

- Improving
connectivity with
the Colombo
metropolitan area

An instrument per dimension—priorities for connecting

Eastern, Northern

Sparsely populated
lagging areas with
domestic divisions
(Economic distance
and internal
divisions)

Improving health and
education outcomes,
safe water supply,
and sanitation

Improving the
efficiency of land use
and conversion

Incentives to
agriculture and agro-
based industry

Amplify market
linkages

Don't force activities
out of the Colombo
metropolitan area
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Gouemiigws Bmpemer STWILILIGSOBS. ILSHG LBBID HwdhE UGHHuled @& Guwed @Gemiw
Blemeouled STemilILBHeusTe0 Hevaiullel HID WLBBID QUTHSSILTL g HSFILSH  OS6|0L
WaHHWTEeHTEmTE SHSILUL Couemib. @)g Uaismalu LyGssmiseiev suripd LieTenenaeir
Uevld aumuIha @)L Misemet OFHTOBFHenSHHeMalen LITCauFloa@Gd QBBemed DIFHEHSHESLD.

Bs0 oTETEMIMISET60 HevalbETR COFevaiamidssT DIHHD 6IHIBID CJeNEITL  LOTHTETEISH6 60 (HHSI
CameorenT  BHTFFBG aflaGsser Cxdlw  eumenwenws  Ged  (GHMBEESOLETBID
Geiauplbmauier oiuieHeT STeILlbalemer. LGS T aiHd GmBaUTHal6TeT B)L MmISHEHHE
RSB L OFTensmwl OFHTLIHE Cuamieuded Heauaiech OFISIHMID DIHCHTMSHMW LOSH6LD
Slaudlworer sBLUSHH0 LBBID SBBIS CEBTETUSBESLOTET  LPeVRIST60 o LIGWTEHSHHeD Heval
FIHMSH 2 _WTHHUSBHTOT @(H PTG, pemmed FTaBHaF HIHHIL 6T UL HLILMTSHmaUsD,
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BlevmienL HevallbaTs FNieenGal (PpHedh CFUISEBH. HHHIL T @IMLSHHME HTEVD HeOAILILITET
Cursl (WPHeShBEHD DiFsfassiuL Gaemihh. Capdlw LIBBEHHBEG PSWTD Hemevd Heval
QT (WePHW Frew eILHe0 eeualsd FHOHHWID BHeveors CUTHID o WiT Heval LOTENWLIBISET
Gwsd THTEHHVIeTON  QFLaUHS (GBHLURIBSEHHCH eldsTamrosp  FHuled SliEignevlons
ST LB GTB6T. G\ 6haFThe LWLIBIHHGD aleNenlolflad Hleneudh@ HEHmeN &)emenTLILISHBE W0
ST LG  OFHfleyselled QEIBTS CPSMTD Henevd HeLaleMUl GIPHEIGIHD  SHeTWITTHIeNBU N6
FHUTHID 2 _eMenL bl GeuamiHib.

SBOUTWSE HFETHTT Comeusenen GETHHD, LOTHTeT UL MRG0 B FHe0 G BIS6MeID
(POBULITS ©_6ITeNL SSLILIL(H6TeNH. DISHIL T BHHST UBHLOTE BTHHT HIHHED MeUHIHLIFTEN60
LUBHHDBHMENT IO HBHBONH  CBTRIHGTONDI.  DLETTED  LOTHTENT  FENLISENTEL [HTL SHSHLILGBILD
MEUSHBLIFTENEVEET  GUMEVLIMDLILTENT6D  QUPERISLILIGL — CFeneusensm  0&®6T  LWSTLIGGH S
CameTalg Wsab NHTHC STEILHISBH. E)FHBEG STTNID SPOLL  UFHH6T  LOBEBID
BCreamausemenaill_(h LDHHET FHeL 2_LIGBJeNIHIB6T, QI6MBIG6T GdBTeni(h LievalandiTe BFemealsemer
aPRIGL Bxdw L HH60 BLISHUIUBLD MeUSHHLFTn60HMEN BTHHGIBEIT. QT  (LPenMBUITET
U BUTFMET (LPeMBEDLD E)6LE0THEMIDUID BB GD(pemBUiled @evals CFamealsmeT 2 6Temenlow D
OBE smyeors  Semwweurd. Uasmd yéssmiseisy STeawiliLGL aFHE6T  meudbhaiLl
PUemiTdel, OUTE  maudbH  HSTHHT OBDBID  STHITHMET — HaUToUHe0 — FlbBHe0B6IT
sTewlILG @ emer.  raTew  FHuled (paEmemn  CFUIWNUBLD eSS WIS TEEOHTNE  6UFH 60T
GompaTsalHULCH B)HBES SHTTRIOTH6TENH. GEID © UWIT aUFHHEHLD 6U6THIGEHD STRILILIHILD
MEUSHIFTENEVHONTEILD HFSTHTIHIHIL 6T  OHTLILUBDB  Jenaiil UFHBeMONTeUILD 2 SHTTeRILOTS
SeWMTHIEmB  cLpsvld  aUBLOTEIS (HID  [Hevew  eumlililser  BumeipeuBplenmed  BHTFFLGUBMG
maUGSHW DIFHBTHB6T QBHTLAHH GLoed LDTHT6THH GG el(HLDLES BT

GeriLTeusTs, Latdmdw  wBpib  (warGampweamLbs — LIfCaamismen  ©)emenrlILISBaETeT
2 sl Ll &L 1gowapliLed. Fraulss HIHHIL 6 @ULIGmaUTsd Beomensuier LTSSl

2 @ 3 OBurdgarsas alhdHd 2 LTWnkIST “aufiwings LO60HM6N
“‘cueienlp LG FEBIHIBEHLGT EMeWIHS 6UH6UEGHSHEGLD

Sconaries Resubing in Highst
Matwarkatiide Cost Savings:

Seanisis & Wandy Eaprus sy

QUTRENTST) QHTENE

ot g Por Doy 81 Vit e 53| Thmnd
Buenasio & Commesbuliy i Paverty hrvas
B

saeued: Felkner et al (Wanyer syeuemnb), HIES sgey 2006,
2 1LIGsFAw Qs 2 eHTL(H 2 _BuUSHE WHiLselar SiglitmLuieorea 2 6u%
amd ofalhesd Gupelear @)L EhFTihd DLU16EHLD-
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OFevey SIFBHSHH STMILILHBOBH. WHHW IGWFEsTAl0 2 BLSHHm6n CETeni(h CFevaHBE
Qb HGeur BBHBE OFevauTGHD 1.25 GLTeuHLET @ULIHMmBUIE G)HOL OSTRIFBGD DISHHLOTH
Geomimauled 2.90 GLTeuTes  STauliLubPSEmE.  “@rh  (WILTer UTmSHEen  BCuTsh@eurshal
GFevaiemer Gad gnl HFCFevalna GmBHEs o FHab CUTEGUTHH (W&TCaIBMB ailHdHH HenerT
O\DRIBTEHILH QT FaUTeOTH  IDOUD. B EhaTMhd  @UUTe] GCHTBmHHe0, Llaismisi
LrCxpamisefled Eemenililener i lalhiHs CFuieuBsh Feaureons SHSLILIGLD. GUILWEIBIS LoBBID
FLOBm60 AUTHHBHETMOMI CUTEHGHTHH CBTeTNBHET slalleuTyl (LPSHTENLD GFUWILIGUTLD?

QamIpIbL  OTHTHT  6T6VemeVE6Me0  BUTEHGMTHSH  OBHBHIGUIeTE] Fnlguidhl  BTEHHESG 60,000
1pHed 80,000 aursamseaalmbGn. Al, A2, A3 wppid A4 Csdlw GbGHEhsFTameuH6TCaGW
“‘arwrLTer UTengseie gnl HFCFevs HHE0TE 2 amIlLbhSEBa. SSBE OTBTS 6TaIT
LOTHTaTHHe0 STl I Chdlw aiglsaled o gHrreniors CUTEGMTSHH CBHHHLGUIETE BTEHHE
1500B@b 2500M@0enL_ulGeoBW STERILILIHSIEIBSEHI. HIFH6 Helenodmen GalellbaTl HID aImaEUTeD
utengaufseied CUTHGHUTHHH SIHMS o WTHHHN (W BuTHSGaTHdH @UDMIG LB
LuwIBIHenw  (aGarBpl BTH  (WWeusid CuUTEGTHEH OFevalemer (GHMBHEGD. H6mIg e
(oHFHul  orsTewd) GETIPLLST Smeand@ld aiHCL  oiFswrar CUTSGarsHs  OChHHHLY
Slenalenet OaTemiHeTenCHmH LTl GeTensulevmst aumpil DHSHEM6NT  GUETMOLIGSS  GUT(LD6LL 63T
BvausdBg. off o sl Lewly udipseily, Curs@Hearss OCEmssy Cseral LOBEBID
Buras@arshs OFeves6T QHTLILTS L EhaTThsh alfleurear HHealecobenen o LGWTAIILZE Gumess
CewBuTh SeulgsGh CsTWbLIBEWmLuleumear CuTs@GHarsHa DIalHSHH6T DI HeTalevmet
OFeveysemenl  GMBHGHLD  eliLmS  IhdHHmISHaBaEl. BFH CHFw wLLSHHeD 2T
wrsransHer LUarsnsw LyCssmiseiad, SlpdHE@ LOTSTED WOBBID 6L LOTHTEmRISEHSELD
QUTHBBID. “QuEIenD  emevH6TeN[HHH™ “aemenuile HBIRIBEHHGH™ OFUBSHBaENEs FaHulsd
BOWHHe0 6FB  auemBUIed CuThGarsHdH UTMSHH6T LTI  FhenSHEHL 6T  E)eneuialSHTe0
O&TIpbL-Bewig  OBBHEhFTeme WBMILD OFHer  OBbHEhFTemey Gureiper 2 wif  QUTHENTTSHT
AUTBMET o (HaUTHGHaBEH (2 _5.3). CuTsGarsHs SiialpssHsstar Capflw L iguedsd
O HIHBEHHE (Waiaiflend  aupmislUL  Cauewihd. ensall il L FGsgmisefled  @mylg
E)\HeWILIL] 6TeTB 6UMBUND GBI THENWET 2 6uTiTdHHIH OB ?

BGoguilb euemeVLIENLOLIL] LILIEDIBISHenW (LeiBamBuIeusBE@& SIILT6D LITL FTen60H6IT, MeUbSHU! UFHeHer,
BRI 2 MBTL(H FhenddeT CUTE DigliLmL. CFmeusamen CUBBIGCSTETISBGHD CUTSSHMTSHHI
al(meHFHHe CHemaulILIGHEBH. Fepd HEVHeT CHEHEHDHAID 2 6Tens eUTUILILH6T60 2 FFLUI LILIeD6T
FLLAID 105HEHHESG GBIl L Cameaismen GLBBISCETeTaIZ WHD Sieudlwiorea 9iCxCalame,
Hergmiaw el il L LUiGsamiseilsy  CUTS@GHarsHs Caameaidsemen  aIphIGHH0, GLeamigheL
BRI Hemevds CFuiged BuramabpibsTar OFee SHBOTEOH. GHmBhe CHeTalwimearg
pitemuisasiul L. o uim BFemeusemem Gamewi  (evpwiter CUTEGMTHHI CFemed  6ULDEIGTEn]
saITaluLssHe0  oIigss andseaflamed OFuBLUGSSND GCuemayd (PIYbHSH DL Hm6e0
Curs@arss afamasmen (Infermediate Mode of Transport] ssgsLBGGSIGE @ FaITeors
SHTEOIILIL6UTLD.  FHH6NDH6NT,  MBOIGIGH6NT, GOTUTT  QUTHEIBIGE6T, T (B 6U6wIg, QJhL TH6iT
BUTEB  AITHEIRIGHET FTHTTWILOTES HTOLDBRIS6TN0 CUTHGHTSHHIHHTE 2 LIGWITHHHLILIBEH 636
B)FCFmaIBMENT  AUDRIGAUSBGSGID (LPSTMD OFUIMNGSBSGHID FUpSTW LRSI Tener 2ameHaHLI[HE5H60
Symolip paTelener HNHSFHSW BLISmSWTET OFHfleuTs CHT6TaTeUTLD.

OuHuns, 0Ffle) QFuwiulL yGssmseaisy o eafh GevdE: aLd@ Spdbemd Gureams e
Hssnsw UrCssmseaied @LQLoUWTe) BHID FThSw SemewTLLleors aTHeHEHIPLD Blgshd GumT
GDblensy BB o 6MBTL(H Liflelener smyeuons WwhHd SHUICCW HHTH MBSl FLOTHT6ISH 6
2 L g [HEIeNLO&HETE 2 BLGHHHerTen Cousloner HaETe | WBHBID allenevsermei e (hHmhialenewTLILlemnentLD
GBI eumd. OB aHGHemev LeIH6T 1990 LD SLEwTIG60 QL LOTHTEHmS GHMILILTS WTLDLILITENT
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SUBBUSHMS HOH GITamied o Fuler S Camewiholbs LlemenT Simi@ OUTHOTTSTT Henl
PSS LG Haualhadled CsmeTen GeuemiBld. @)HSHLSBLSMS 1995 I HLewiLemalsd SiFs
eI HID DISHeEIHL W S Fuferr Sp BT aUbHSHI. aaiaid FTob@GHaeiar CUTHGaTHH SV 6T
cpeold  THATOL  FHmsCameanmioeneouiedbs G bOUBBS.  BILIGET  GenILl  LITSHRISEIHL 63T
wmprimenmsHesr g Genewriiy 2002 Gunt Mmiss o Leaigsmauls Leaenm AQ GBGehFTmen
epeuld HMBETeIEITS e GomosmeTemiiul L Curghlaib S0P albhsemeoliedselsar L alGyrs
aflelgiier srgewrons  CuTmLaeflar augey &SLEUOGSSILLLQHHESH. WBasihd GoGeommisiw
Gunit @pBleneoulest sryeniones AD afg 2005 oub ouediH e L LILIL L &I

® (h 4  SMOTHTE [HTODSM6N OUBDIS CBTeiTened: WMPLITERID LOBHID
CarwliBalemLulsoter GUEILILL GummLseflen alensy gHHISememwILL|

140%
120% — FOwpg
Gamglento Lom
100%
oifld
80% — Fall
— Um0 DT
60%
— Gomismul
40% —~ 2 _[ewen
BNPBIG
\,\ LFmTF
20% — OleNT&BTUl
Gxmismul
0 T T GTEUTO\GuOTU ]
" ' LITGu3T
2008: G - gg@emev 2009: G - ggremev . .
__ SimarsHengib
Fyrngif

SH6ued: “Llemgerd LML LT, USHHens Blensowld, GG buT 2009

odler 2009 Gpramiel  QeuBpilule  STFERIOTS  OSTLISSLILLL  QUTSH  HBIOIEITHIGSETT60
QuTHL He6iT, UL Bisela CuTHGaISHIGHTE AQ  aff B HBHSILL LS. E)e0nind
GTamleusHHeT UTHISTLL EeFalFamarm CLmm 16T Fra@elenly @GLmD&SeT WITDLILIET S BE0
WITPLILTERISHeIBHSID  CUIHL BmeT  BHTHHIUSBGH G eSS HeTaNH. SHer  alanerne]
eTedieur?  WIMmPLILTESHBSWD  BHILIgSH  gemerTl LTSRS EHHGHLOm G sSreoriul L GeusLomest
allensy @HEISEIILTGW. GuTT @GHbpemeoulen o FFsalLiHHeo 2007 et LIBUGHuied @m
oLl FowphHer aleney BT IGH gemerl LITEMISEHL 6T QULIHemaEUNed WTPLTeSHHe0 LoTHATD
BT6G DLMIEG HHBOTHC STWILILL LS. UHHHHMB DIalheHd BleneouwihHaHenmed LoTHMHSHLD
BLISSLUUBL  alemev  sewtaTanfililiBsmowl  Go--gg2eme0 2008  6T&IB  cLPGITHI  LOTHHHTEVEHH60,
wmpliumenisHed  GUIUILL  ushs  auenswner UL selar  alemes0dTend  GEBTIQLDLIL 66T
RUINemsulled 48 FHaIFHOTH @STewril L. Gw--gg@emev 2009 oo IBH CUT(HL HETHSHSHT6
Fyngfl alemeudH0FHTend 24 FHAIHONE GHMBHIMNS DIUHTENHHEUTD (2 (h.4).

BILOL QUTH SHTLSRISET Qalenaib@Gd &LLSHed GemLBlanev LigdHuled GgmbleorenT oBHID
2 BUSHH BBTe| HHBHHGD. L0 GHBIBW STeOlILGHUTe0 GuTT (PI9a s aubd LITCHFmISHeTe0
QUTHEMTHTY Hewevenl! o WiHdH GSBBLealgdHmd 2 LTUbES o 6TafhEHemneT BTy (hdHHe0
Sloudlwd. etellanid, (WTCaBBLMLHS LiGHHHeMeHhHH E)HSHTLRBIBMET 6T  HBTHBHIOIMSD
LUMTSSIID  LITeUeNSIISGID  LIToUeneIWLITTTSEhSH@GHID  HeupsTenal GCumosmeier GoauemibLD. E)aI
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S Ll 2 (HLoTBBSHMS HFISLULBSSID. aleugT BleosFahamsbaerar QFWBUTL LGNt HHHH o
OFHTLRT FTH(HSHHBIBNT T (PSP CHemeuTGLID. BHl60 LITOUMST OBEBID MHBHLOTBBHMS @LOHIS
i meo SIIlmSHHF FULmBeT, UTfw aNSSTEMTHH0 DHHM6T  alleudmuiddBeoBul
SRHNMHESLD HeudE WEHBMmeT SHelelleTensdl. Shsans 2 mwlIiBCsBp  eamgluiflsdeors
ST HHTL DleUTH6T UBIeNLOUNICGW GUTDEEIBEIT. E)FFL L BIHmeT FMBBI HeNTHHIMIBHET CLPGOLD
alloug Tl QU(HLOTETRIGMET 2 WITHHID FTHHWEmBIGET HELHMBICHTH auBemD  GemmLILTenent
2BEABHI BRI WIHRSDS FHUGSSRLD.

Gummemmamy  oialpsSemw  (aGamBpid GUIULILL  wrelwkiseT Srenl BleoF Fhenguler
HeveowiBy Hetenoenl FHOFUIOISBEGLOTET rOSTLIT FTH(HHBHMIGET (LP6OIOTS BT CFWBLGID.
Haismsdw i8ssniseied GhasITEMmMa GUIBMS alehIGeT Hambsmal. Sibsilea ClIC
Boeuersstt  (Chemical Industries Colombo),  Gamuieded  Pmeuenggtt  (Hayleys)  Gumeis
SONWTT (pHeSL L menTadel LIFCasFshdlenn SHymolul QUITHETTSTT SLBBed6T (LoD HeiTenLD&HemeN GlILIB
SHIBEHML  QFLUBLUTHGMmN HIpdE WLTSTISIHBES BlgdhaleienearT. OSTOABILL (WerGaBpLd
GarLTuTs Sipfleneubd Usmienewt GlauaMuibhae BBID @ BLSHHHET SLBBmeLD CLIBBISGETaTE
2 b sBOUTsW (WwBFlser, Fhwd Emenlilsmen alhhd OFuuw. HIBxCUTR SHHs
allemenFFener SleMEGLD OB aUMBH6T, TBHBI LWITOFUINSES6T, BTLUTFT [HILLIBIS6T LOBEBID
GlUpend SUEOLISHS LFMET 6UMBHMEN LHBEHHESH DIB(PSLLBSHH0 Sieudwb.

HrGsa Falulleomen @I L Feure0asemhaGaiBm O\&T6iT60 5 S 6m6IT
Quibpeo

alenearSHmeniss auenauiled eUeTENOU|L 6T LdHHmen OFHTLTLUGSGS OCeusiCGaupl LIF6samiseflsd
&6  (PHRIOBTHSGWD GBIULILL  FaTeLHEhHSMOUL  OBTETMHHET 2 (HUTHBLILIL LG (HHEH60
Slaudld. ssev GLmsaid Sliglitem, CFamer eaupmiBmev alhHd QFUIHC GeuBmpaiomet
Qametens  (WPWBFBEHHBTEOT  DIGHHE060TE  STILLBHIOWe  Galaupldmasuie  QUIa|EH6T
FLIQSET.HF BT, DHFIL T DiFHsenaleorer euplwl wshser aumbd Uasmslw LyGsamisemern
WpeTBaBBLMLbHS LITBHFRISEHL 6T CHIQUITE Eenand@Hd © L S L eOLILITIS 6UTHHEHMSBUID
QUTET B HMBUID 2 WITSHHID. Fhend FobHHeTe0 endail LUl L e LIFBHamiseied QUTHMTHTTHem
sLgowli  GBlECaTeseEpmLul 2 eTafbhssT  Sjeudlwid.  (paraiflenLbsselar  LysTer
BT 6RNEB6IT  6Tenel?

GUUUILL 8shFHHIdbHTe FoUTELHMT HHIENOWITRT HeTenoGHBL OlEBTeTenSHeN60T LIGHILITHBBEmM60
aMbgk GFuBUL @b SLLMWlMU 2 05 SlalHHs DBdma 2009  6IQaImLDSHIGTETS.
DISBIL&T Blener aupienowirer LIFCaHamisel sTeney LOBEILD aupsiul LD&H&6T aumIpLD LITBHSmISET slene
LN E ST (HLD euplenld euenFULL mISGemT(h Bl OHTGHSSLILULH ST LGS SBH. HCHSH
FHSTUILRIST60 CBEBIUILL GIewiGh @aimeosn. ghlaeied aupliw wasem aupiwu LyCsamisemern
Al (B BBHTOUSHMHTE HTTRIMBIBMET DIHBIOTEH BT (H6T6N6TT. (PHEBUWIDTES GGV LDTEHT 6T S 60--
60 aupll LD&H6T aueTenlod@ H(HAHCCW auFlHH aUHBGIBIT GTHILINSH STLHWD (. 3 ©)60
STEILGLD “aUBIenLD LoenevHm6N FB1I ChThE®Hd. HMmevdhE HUT 6935/= CFevalenenub 6InIenLD
56| 8.2 FHaisHHmerujd Omewi  Gsd WTHTEIGL BT g6  aueTelldbs  LITEHFIOTEGLD.
9185Csuemen  Gevmiensulles 16.8 eupsiweuisefler eudlIL(pd GLboTETEGL. TBIS, HEneVSHE
3879/= GFevaleneiujd BN HB6| 27 FHAIBHSHDHMAMUD OBTERIL 2emeuT LOTETTGD [HTLLg6i
apfw LIpBsFTGD. Semmed Gevmemauier 12.3 afs apfwealTseEndsd WLTHHTGL eudiiors
©)& STWILILHES B
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2 5 5 euenenwedw GHTSHE LDSHBHMEI  B)N6wTsHSHe0:
UyBss Fahulevmenm @GMULILL Feuredasei

Distance, Density and Division

Source: Household Income and Expenditure
Survey, Dept of Census and Stafistics,
Sri Llanka, 2006,/07

TRINCOMALEE
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‘-"- o & e aw ] - 1 . i
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BATTICALOA

1 Dot =
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N

A 0 25 50 ® 100
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saaled: CPP @

QL LDBHFHET TR GUTDHGBEIT  6IILengh o (h. 5 &MLlg  elenenolllas  LITBHamiaserpL 6it
QUBWILLSEMET 6laleuTml CHTLTLUBSSHIOIS! 61T (WeaTanlflenoliiBSHHIB GBI aupsluieuTaserlesn
Gy Gwed wTETETSHHCLCW  sTewiLbSaBCswen Uasmdw  LyGshgmiserievsvsv.
QUTHBIL T LDSHHW6T  @ewenurILsBHTES  Llaleu(hd  (aTaflenouBSSUULL el WIS
Geuapsmauisr oiiann 2 o5 SlalmpHsH Dfdme 2009 Hev STEUILGD  OBTeTmD
FLLBUPD 1HHHISSTL(HE 660
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. faplul B sTeorIUGL BTG el bdHHeMed @f HAP UTEHD  2meuT, aUL LSS,
BB e Bwed  TETaRISENeIHHH  UbHBHIGTTIT. COFHTLILULBGGHH0 OETeTensaer e
epev WL OampeorenT HaTaleven alhHad OCFUISBEHTET  HLAIGHMBUITS
sTelL. CouemiBLD. (PHESHHET SO L QUTBWITHTY suFeysemenCu gBUBSSHID 6T6is
sMrewisHHenmed GULITECHEHHe0 UTflwenaleomer Hlg &l HlenevshHHImIGU © LI HL L DLOLIL|HEm6IT
2 (HOUTHBH6L 6TaIAIHHHMID FTHHWLILLTS QEIBIGD. LML SHSTHTD, Heval GuTes
Sl BCFmeuseaient  FHIHMSH HBFUUSHT0  OFBTeTendHen  GHLQLIOLWTaenent
FTHHWILHSHINCHT(H LDHHEM6N GUETeNDSHE DIBIF60 CBTenI(h CF6LsVILD.

. Gevmimauier 50 FHaisomer el éEeMe eudliLoTs wHHW, FLATHIper  LOBEBID
OHeT LOTHTERIRISET STWILILHS BT, Siemed GouTaefllel BajalBd Foo HmLSBH6N
srenlLbG & aper. OFTeorenT maTalenear (PGB CFmeausellal HrHmed 2 WITHBHIAIH
(PSSWID, SLEITL, DI WISHHID Eevd FTHHUILHSSHTH. GL6d  LDTEHTEu5H S eVI6TT6r
FHheSHBEHLT GUILITCHFmISmen CHIQUITG SmenILsBG 2 L&l Ll alhdHd o6l
Bxremaul LI SBH. OFBTIPDL-B6wIg DiFH GCous FTeneLH6T LOBEBID OFH6IT  LOTHHENB
OBBehgTemer  CumeB  (WHeSHE6T BUTEGHTSHH OFevalemear  (GHDBLILIGHET  CLPGOLDTSH
o WMol L. QUTHMTSHTT 6UTeYHM6T JBLIOSHID FTHHWGnDIH6T o 6ienier. E)FH Gousloment
auenT&Fd LoBpIb FeevgioL mFW SifalheHd GTeuigeid OeumBpiuenLwd GFuwiub.

. QUHLUTSHS 6T BT 16T UNSILIAITHN6T SHIpdHE OBBID UL OTHTEIHISET CHTEwITTSH
ULFSHID o BT B Lflelener sryewrons GETeomenT BT, o BuHeH CUITHL SH6I
msLoTBBL  CuTaiBemer S HLBGISLL HeTener. GUTH  OSTLSIRISET  Q(HEISILILIBG
o alyflulb eailumd TGO aumaduled o eawia] CuIHL HeMer alemed  aIFled
Q(HRIF NN (LPENEUTSHIHIBET. 6Taflenild GBIBII HTVSHHED FLOTHTET HETENLOHM6T DI SIS
HUITCaHsmisealed eueTenmW  gBUBSSHIUS Hsald Seudlwworear T il WTEL.
aeme0  OUIITCxHFHHT  GUTHEMTHTT BBy o LBWTESHHBGHeTenToHGagk  Gloed
LTSI HHNHHSH  QUTHMTHTT CFwBLThHmeT Gouml G MSEHHE HHH OFeosID
CameTenaseafer jgliLienL uied G ELBLTH. GendHaiL aleugmu Hleomisefie o LIGWTHSLD
BB dBOTEBHmS al(hhd GFuyd WL HHed Smer smewriuL GauewiHib. Gogd
2_1pAIT DI606VEI HLOGHESTIH0 CFUILTHEDSE FhHhend CFHTLTEmen GBosTerer o el
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Sl Curgkl Cemeu GUPEIGE LOBEBILD FHTHMH DUHBFHE BLaIgDHMS 61HSHBLILL
Bouemi(HILD.
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GBICaTeSS 2 6ef(hdEnd 616  GUIoUTBBMeD DIBIHEH CFUBULFmIqul  dnl 1genemntLiLlenet
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9I85CoumenbBHGHSHT  UIHLTOTHBIL T  LewISHmSH DFHafbsad Guauld ©)dH0HT6TmnSHSHENT
2 Falbsuidamer. QuTmeTTasTy  eueneno  Fev  LIgBxHgmiseflsd  THHTEL  Hauand@ailienL
CQFIFIIBT  61TLIMNS  OBTETEND G\ UBBIETTHT  HenI(HDHOBTETTTHET LMD  E)H6T  (LP6VLD
DIFBeaN60TeT DHEHET CUETENLOUL 68T E)en6unTebBLIBHIGUTT 6.
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1.UNBALANCED GROWTH AND
INCLUSIVE DEVELOPMENT

1.1 RESHAPING ECONOMIC GEOGRAPHY

1. Sri lanka’s economic geography is being reshaped as land uses change
fo accommodate higher value production, as people move closer to economic
opportunities, and as products are transported between areas. Building on an export-
orienfed liberalization strategy initiated in 1977, Sri Llanka’s economy has transformed
from specializing in primary products to manufacturing. VWhile manufactures made up
6 percent of exports in 1975, they now confribute O percent. Entrepreneurs have
concentrated production around the Colombo metropolitan area, taking advantage of
proximity fo the country’s infernational port and to other enterprises in the same line of
business. The resulte Lland use is changing, as Colombo and its surrounding districts in
Western Province now account for 70 percent of industrial value added, up from 43
percent in 1983. The area is home to 37,000 industrial production units, employing
540,000 people and generating more than Rs. 527 billion in value added.” It employs
over 60 percent of the couniry’s 400,000 textiles and garment workers. Also, rising
economic density is accompanied by higher productivity—industrial value added
per employee in Western Province was Rs. 1 million in 2007 and compensation Rs.
200,000 —twice that in all of the other provinces.®

2. Rising economic densities in Western Province have improved living standards for
many Sri Lankans, including those who were born far from economic density. People
have overcome economic distance by moving closer to economic opportunity. More than
1.5 million people living in Western Province were born in other parts of the country,
and a 2004 survey highlights that almost Q0 percent of migrants inferviewed reported

CHAPTER ONE | 1



better jobs as the primary reason for moving.” Portable assets, such as education, have
fueled labor mobility, with migrants reaping higher rewards for their skills in Western
Province. And the increasing scale of remittances to families left behind has improved
living standards in lagging areas. At the same time, inferaction between people in
Western Province and nearby areas has increased, as containers carrying intermediate
goods and final products physically connect the leading area with its neighbors. Traffic
volumes on trunk roads of the national network—such as the AT, A2, A3 and A4,
close to the border of Colombo—are between 60,000 to 80,000 vehicles a day.
And corridors with high demand attract several transport providers, lowering prices and
further increasing the scale of interaction.

3. The market forces of agglomeration, migration and specialization are reshaping
Sri lanka’s economic geography along three dimensions — higher densities as firms
concentrafe production, shorter distances as workers move closer to density, and
fewer divisions as places are better connected to markets and trade with each other.
World Development Report 2009, “Reshaping Economic Geography” (WDR 2009),
infroduces the use of these spatial dimensions (box 1.1) and highlights how countries
such as the United States, France, and Japan reshaped their economic geography
along these lines when they transitioned from low-income fo high-income economies.
Countries such as China and India are reshaping their economic geography now as
they fry to change their economic fortunes. Indeed, the main insight from two centuries
of international experience, as reviewed in VDR 2009, is that economic growth will
remain unbalanced, and atfempts by policymakers to spread out economic activity is
tantamount to discouraging this growth. But development can still be inclusive as people
born in economically lagging areas can be connected with the growing concentration
of wealth in prospering places. And the way fo get the benefits of both uneven growth
and inclusive development is through economic infegration.

4. WDR 2009 develops a policy framework for connecting people to prosperity.
Rather than overemphasize the improvement of economic opportunities in remote or
lagging areas, policies should amplify the inferaction between leading and lagging
areas. Such spatially targeted interventions are a small part of what governments can
do to help lagging areas. Governments can ensure that common insfitutions unify all
places and esfablish infrastructure that connects some places to others. This will increase
the movement of people and trade of products across areas. WWDR 2009 calls for a
rebalancing of policy discussions to include all the instruments of integration. It shows
how fo use the three dimensions of density, distance, and division fo tailor the use of
these policy instruments fo address integration challenges facing countries.

5. The greatest part of the policy challenge lies in identifying how ambitious countries
can be in reducing spatial disparities in living standards. These ambitions need to be
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Box 1.1:  Spatial dimensions—density, distance, and division

To describe the geographic transformations that accompany development, World
Development Report 2009, “Reshaping Economic Geography,” (WDR 2009) introduces
three spatial dimensions—density, distance, and division.

These dimensions describe development in real space. The terms are easy metaphors,
but they also have a technical interpretation. Density generally signifies the intensity of
economic activity on a unit of land. Distance signifies the costs of getting to places with
economic density. While density and distance relate closely to human and physical
geography, division refers more to sociopolitical geography. Religion, ethnicity, and
language are among the main attributes that lead to divisions between places.

Density, distance, and division are best illustrated by market access, an indicator

of economic opportunity for a location that tells the size of the potential markets in
its vicinity, and the ease of reaching them. Market access across geographic scales
determines where economic activity can thrive and thus where firms will locate and
populations will grow. Using this concept of market access, the three dimensions are
defined as follows:

* Density indicates the size of economic output or total purchasing power per unit of
surface area—for example, a square kilometer. It is highest in large cities where
economic activity is concentrated and much lower in rural neighborhoods.

e Distance measures the ease of reaching markets. It determines access to opportunity.
Areas far from economically dense centers in a country are more likely to lag.

* Division arises from barriers to economic interactions created by differences in
currencies, customs, and languages, which restrict market access.

The difference between distance and division is that distance modulates access to
economic opportunity in a more continuous way—a distance decay. Division, by
contrast, presents discrete barriers to access and economic integration. It can be seen as
increasing economic distance or travel time for a unit of physical (or Euclidian) distance.
These definitions are not scientifically exact. When density is used, it means economic
density: production per area of land. When any other measure of density, such as the
population per square kilometer or the places where more of a nation’s poor people live,
it is qualified accordingly. Distance can be measured with some precision, but where
infrastructure is sparse, straightline distance is different from road or rail distance. Many
other factors, such as the availability and affordability of transport services, determine
actual accessibility. Division is associated with international borders, because they
usually impede the ease of exchange or travel. But not all divisions imply international
borders. Where religious, ethnic, and linguistic differences are manifest spatially, there
can be divisions within countries.

Locally, within an area, the most important dimension is density, because generally
distances are short and divisions few. Nationally, the most important dimension is
distance to density; divisions within countries tend to be fewer, though they can be
serious in some countries. This report focuses on the national dimension. Internationally,
across a regional or global spatial scale, distances and divisions are usually more
serious.

Source: WDR 2009.
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tempered by a country’s development level and its fiscal and institutional capacities.
Where incomes are low, it may be feasible only to reduce spatial disparities in poverty
rates and in access to essential shelter, water, health, nutrition, and education services.
Upper middle-income countries can be more ambitious in equalizing basic consumption
indicators across areas. And developed countries, such as those in the European Union,
can be even more ambitious. Reducing spatial inequality in disposable incomes for high-
income counfries may be the relevant farget. But af all sfages of development, forcing
economic production to spread evenly across areas is both elusive and expensive. Growth
generally is unbalanced, but it always produces more resources for societies to balance
development outcomes.

Box 1.2: Geographic transformation and economic integration

This report is not a poverty assessment, nor is it a report on shared growth. Nor is it

a sector strategy for rural, urban, infrastructure, or social development in Sri Lanka.
Instead, it concerns Sri Lanka'’s transformations that are improving production efficiency.
And it identifies public policy priorities for connecting people to prosperity and
increasing spatial equity in living standards.

Insights from the economics of geography and the policy framework in WDR 2009
provide the analytical foundations for the report. Data from a multitude of sources

were compiled to empirically examine if theoretical predictions and insights of global
experience were consistent with reality in Sri Lanka. Various rounds of household and
industry survey data, geo-referenced information on infrastructure location and quality,
land use and public service delivery, and subnational allocations of public expenditures
and fiscal incentives were compiled and analyzed. Although many of these data have
typically not been available in the public domain, disseminating them can facilitate
further analysis and debate.

The analysis here shows that a major geographic transformation is under way, as firms
concentrate production and increase economic densities, as workers move and reduce
their distances from opportunity, and as divisions dissipate as products are traded across
provinces. These transformations have accompanied Sri Lanka'’s journey to a middle-
income country specializing in manufactured exports. Simultaneously, Sri Lanka has
been successful not only in halving national poverty in 10 years, but in creating policies
that have reduced poverty in almost all provinces. Public policies have helped integrate
the country economically by flattening the geography of access to basic public services.
But as Sri Lanka moves through middle income, it can design and implement more
ambitious policies to improve living standards across provinces.

These policies will succeed if they amplify, not dampen, the processes of geographic
transformation. By improving the quality of education and health services in all lagging
areas, policies can ensure that children everywhere have the same opportunity and
young people can find jobs in economically dynamic places. By improving infrastructure
links between the leading Western Province and the densely populated Central,
Sabaragamuwa, and Southern provinces, producers will be able to specialize and
produce at a larger scale. And by helping land uses change in the Eastern and Northern
provinces, policies can facilitate economic transformation in an area that was divided
until recently.
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6. This report, “Sri lanka: Connecting People to Prosperity,” provides new insights
info geographic transformations in Sri lanka and identifies public policy priorities for
connecting people in economically lagging areas to places that are prospering. Box 1.2
highlights what is new about this report, clarifying what this report is not about. The report
is organized in three parfs. The first describes Sri Llanka's geographic transformation by
separating the geography of production from the geography of living standards. VWhile
production becomes spatially efficient by concentrating in a few places, public policies
help in making living standards spatially equitable. The second discusses the drivers of
geographic fransformation—fluid land, lobor, and product markets. The third presents
public policy priorities for connecting people to prosperity, taking into account potential
fradeoffs between spatial efficiency and equity. Using the WDR 2009 framework, the
report calibrates policies according to the severity of the infegration challenge facing
different areas.

1.2 GEOGRAPHY OF PRODUCTION

7. One of the main insights from recent thinking on geography and economic
development is that firms in many industrial and business service industries value
agglomeration economies, preferring to locate in proximity to other firms engaged in
the same or related product lines and locations with good access to domestic and

Figure 1.1: World markets have changed how they look at Sri
Lanka - Sri Lanka's evolving export mix, 1970-2007
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international markets (ports). This concentration accelerates when countries liberalize
and open up to trade.

8.  Economic reforms stimulated o structural transformation of the Sri Lankan
economy —from a production sfructure specializing in primary products to one based on
manufacturing. Historically, exports were dominated by primary products, accounting for
Q0 percent of merchandise exports through 1970 and 80 percent around 1975 (figure
1.1) The production of primary products—tea, rubber, and coconut— exploited the
country’s rich natural geography centered on the wellwatered and mistladen central hill
country where the British had an extensive system of large-scale plantations of first coffee,
then tea, then rubber. These plantations brought relative prosperity to the country, though
at the cost of nearly eliminating the most distinctive flora and fauna of an ecosystem
frequently called paradise by medieval travelers, such as lbn Batuta, Fa Hsien, and
Marco Polo.®

Q. But world markets have changed their view of Sri lanka as its export mix has
rapidly fransformed over the past 30 years. While manufactures contributed 6 percent
of exports in 1975, it accounted for 75 percent in 2007 (Figure 1.1). When petroleum
derivatives and processed precious stones are excluded, manufactures make up 60
percent of exports and fextiles and garments 43 percent. In contrast, primary products
only accounted for 17 percent of exports in 2007 . Firms, not farms now lead Sri Lanka's
connectivity with global markets. As garments replaced tea as the country’s major export,
Sri lanka entered a realm of increasing refurns in which producers seek proximity to

Figure 1.2: Provincial contribution to industrial value added,
1983-2007
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Figure 1.3: Geographic concentration in the apparel industry
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Source: Sri Lankan Survey and Census of Industry, Department of Census and Statistics.

places offering access to infernational markets. This means that economic geography,
not natural geography alone, will have a strong role in shaping Sri Lanka's future. And
this means that development trajectories are likely to be locked-in, favoring a few places
and making it difficult for other places to economically prosper.

10.  The Western Province, parficularly the area around Colombo has been favored by
firms. Economic density is on the rise in Western Province, with 28 percent of national
population, contributed 50 percent to GDP in 2008. lis share of national industrial value
added rose from 6.3 percentin 1983 to 80 percent in 2007, and it employs 60 percent
of the country’s 400,000 textile and garment workers (figures 1.2 and 1.3).°

11, Benefiting from proximity to the country’s international gateway, firms can specialize
and benefit from economies of scale and agglomeration. For instance, change is constant
in the apparel business as producers in Colombo have moved up the value chain from
glorified tailor shops to design centers with in-house staff focusing on product design and
development. And the rising demand for garments has allowed factories o specialize in
producing not only garments and fabrics, but also hangers, bra molding, fabric printing,
lingerie elastic, zippers, labels, packing materials, threads, and buttons.'®  Economic
mountains are now seen around the Colombo mefropolitan region (figure 1.4, left
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panel); in contrast, the rest of the country looks relatively flat, with a few hills around
Kandy and Galle. In fact, rising economic densities are one of the key geographic
fransformations that have accompanied the growth of today's developed economies as
they progressed from lower incomes to middle and high.'" For Sri lanka, a broader
view of the region shows that Colombo's economic mountain looks like a small hill in
comparison to Bangkok and Singapore (figure 1.4, right panel), which, in turn, are
dwarfed by Tokyo—the economically densest place in the world.

Figure 1.4: The economic mountains around Colombo are just
hills when viewed from a distance

Note: Industrial production per square kilometer.

Source: World Bank Development Research Group’s spatial analysis team based on
sub-national GDP estimates

12. Rising densities have been accompanied by higher productivity. Industrial value
added per worker in Western Province was Rs. 1 million in 2003 and compensation
Rs. 151,000 —twice that in all of the other provinces (figure 1.5).'? Note that Southern
Province values for 2003 are unusually high compared with previous and later years,
indicating a sfatistical error, likely in the underreporting of workers. A follow-up survey in
2007 shows that wages in Southern Province were down to Rs. 87,000.

13.  These stylized facts show that the geography of production has become unbalanced
in Sri Lanka, as the country opened its economy and transformed from primarily exporting
primary products to manufactures. The rise in economy density has been associated
with higher productivity, contributing to economic progress. But has the geographical
imbalance of production been accompanied by an even geography of living standards?
The next section considers the geography of various measures of living standards.
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Figure 1.5: Higher industrial productivity in Western Province
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1.3 GEOGRAPHY OF LIVING STANDARDS

14. As market forces favored concentration, have public policies helped balance
living standards and make development inclusive? Consider the basic indicator of living
standards —the incidence of poverty. Uva Province has the highest incidence of poverty,
measured at 26 percent in 2007; in contrast, poverty incidence is 8 percent in VWestern
Province (figure 1.6). But data from various editions of Sri lanka's Household Income
and Expenditure Survey (HIES) show that the national poverty rate fell between 1991
and 2006/7, as rates converged across provinces. In 1991 poverty incidence in Uva
Province — the poorest, was 38 percent and dropped to 24 percent by 2006. In the
Western Province — the richest, poverty incidence has dropped from 20 percent in 1991
to 6.5 percent in 2006. However convergence patterns are not comprehensive, as the
survey dafa does not include poverty estimates for North and Easfern provinces.

15, Next, consider achievements in providing basic public services everywhere. Sri lanka
is one of the few lower middle-income countries that has surpassed or is close to achieving
many of the Millennium Development Goals (MDGs|. Despite the country's laudable
achievements in delivering health and education services, gaps in some geographical
pockets and vulnerable subgroups remain (table 1.1). The highrisk and underserved
groups include the estate population, conflictaffected areas, internally displaced people,
and the rural poor.
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Figure 1.6: Incidence of poverty (province level estimates)
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16.  Undernutrition among children in Sri lanka is particularly worrisome. One in
five children under age five is stunted (figure 1.7) and one of every seven is wasted.
Stunting, or low heightforage, is caused by longterm insufficient nutrient intake and
frequent infections. Stunting generally occurs before age two, and its effects—delayed
motor development, impaired cognitive function and poor school performance—are
largely ireversible. Wasting, or low weightforheight, the result of acute significant food
shortage or disease, is a strong predictor of underfive mortfality.'® Stunting and wasting
are 1.5 and 2.5 times more prevalent, respectively, in Badulla and Nuwara Eliya
districts than in all of Sri Lanka.

17. Undernutrition is characteristic of South Asia, even lagging behind Sub-
Saharan Africa.'* Sri lanka’s struggle with malnutrition is puzzling, given its income, its
achievements in other areas of health and in female literacy, and its ability to overcome
many constraints that have plagued its neighbors. One explanation could be the
fragmentation of uncoordinated nutrition programs. Among them are feeding programs
that target pre-school and schoolage children to atiract poor children to attend school
and provide them with adequate nutrition to stay in school. These programs are socially
popular in many counfries, but international evidence shows that targeting schoolage
children may be too late (box 1.3). Unlike Mexico's PROGRESA program, rigorously
evaluated to distill lessons on what works, the nutrition programs in Sri Lanka are not
evaluated.
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Table 1.1: Achievements and unfinished agenda for Sri Lanka’s
Millennium Development Goals on human development

Indicator 1990 Latest 2015 Achievement Districts that are
target atthe not on track
national level

Goal 1: Eradicate extreme poverty and hunger

Target 1: Halve the proportion of people whose income is less than a dollar a day

Poverty headcount ratio (% of 26.1 15.2 13.1 On track Badulla, Moneragala,
population below the national Nuwara Eliya, Rafnapura
poverty line)

Target 2: Halve the proportion who suffer from hunger

Prevalence of underweight children 37.7 21.6 19 On track Batiicaloa, Jaffna, Vavuniya,
under 5 years of age (%% Mullativu, Trincomalee

Goal 2: Achieve universal primary education

Target 3: Children everywhere, boys and girls alike will be able to complete primary school

Proportion of pupils starting grade 641 99.6 100 On frack None
1 who reach grade 5
Literacy rate of 15-24 year olds 92.7 95.8 100 On track Puttalam, Ratnapura

Goal 3: Promote gender equality and empower women

Tﬁrge%étigliminote gender disparity in primary and secondary education preferably by 2005 and in all levels no later
than

Ratio of girls to boys in secondary ~ 104.0 ~ 105.7 100.0 Exceeded Batticaloa, Moneragala
education

Goal 4: Reduce child mortality
Target 5: Reduce underfive mortality rate by two-thirds

Underdive mortality rate per 1000 22.2 13.5 12 On frack Kandy, Nuwara Eliya,

live births Batticaloa, Polonnaruwa

Igfo}?t mortality rate per 1000 live ~ 19.3 11.3 12.8 Exceeded Batticaloa, Polonnaruwa
irths

Goal 5: Improve maternal health

Target 6: Reduce maternal mortality by three-quarters

Maternal mortolim ratio per 42.3 19.7 36 Exceeded Kilinochi, Kegalle, Nuwara
100,000 live births Eliya, Matale, Mullativu
Proportion of births attended by 94.0 97.6 99 On frack Moneragala

skilled health personnel
Goal 7: Ensure environmental sustainability

Target 10: Halve the proportion without sustainable access to safe drinking water and basic sanitation

Proportion of households with 72 85 86 On frack Kegalle, Nuwara Eliya,

sustainable access to an improved Ratnapura

water source

Proportion of households with 86 93 93 Exceeded Batticoloa,Jaffna,

access fo improved sanitation Nuwara E’|1iyc, Mullativu,
Vavuniya, Trincomalee

Source: Staff estimates based on data from Department of Census and Statistics (2008) and National Council for
Economic Development (2005).
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Figure 1.7: Incidence of stunting
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Source: Staff estimates based on Demographic and Health Survey 2006-07.

18. As evident in table 1.1, Sri lanka has commendable overall literacy and gender
equity. But there are large differences in leamning outcomes across areas. Students
in Wesfern and Southern provinces perform better on cognitive achievement fests in
English, mathematics, and first language in all grades. Northern and Easfern provinces
ranked at the bottom in all subjects in grade 3 and close fo the botfom in other grades.
The evidence from National Assessments of Learning Outcomes show rising cognitive
achievement over time, and this is an encouraging finding. However, further improvement
is required, especially in English language skills in all provinces. In addition, Sri
Lanka should consider participating in international assessments, such as the Trends in
Infernational Mathematics and Science (TIMMS) test, which would enable the country to
be benchmarked against international levels of achievement. '

19, These stylized facts highlight that Sri Lankan policies have helped in geographically
balancing basic living standards and the delivery of public services. However, a middle
income Sri Llanka can be ambitious in defining what basic services should include. The
challenge now is to reduce regional disparities in health and education outcomes, to
bring about “spatial blindness” in basic human development outcomes.
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Box 1.3: Common policy and programmatic mismatches in

designing and scaling up nutrition programs

While most countries do not scale up nutrition programs to any reasonable level,
many scale-up the wrong kinds of programs. Three mismatches between the cause of
malnutrition and program design have been identified from many countries.

The “food first” mismatch: Many nutrition programs focus on food security and
untargeted food supplementation, whereas unhealthy living conditions and poor
childcare practices may be the main causes of malnutrition.

The age-targeting mismatch: Most under-nutrition happens during pregnancy and the
first two years of life and most of this early damage cannot be reversed. Yet many
programs continue to expend considerable resources (especially food) on older age
groups (children age three to six years, school children).

The poverty-targeting mismatch: It is widely believed that under-nutrition is strongly
correlated with income poverty, and that improving income poverty in itself will
improve nutrition outcomes. Many countries therefore do not include direct nutrition
interventions in their poverty reduction strategies.

Source: World Bank 2007.
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2.IMPROVING THE FLUIDITY
OF LAND, LABOR, AND
PRODUCT MARKETS

20. Chapter 1 of the report provided stylized facts on Sri Llanka's spatial transformation
as production concentrated and policies balanced basic living standards. This chapter
examines the drivers of geographic transformation —transformation of land use, mobility
of people, and flow of products. Fluidity in the markets for land, labor, and products
facilitates land use change, enables workers to access economic opportunities and
products o be fraded across locations. The focus here is on identifying key constraints
that slow these transformations. The next chapter uses insights from the analysis here and
the stylized facts discussed previously to identify policies for economically infegrafing
lagging and leading areas.

2.1 LAND USE TRANSFORMATION FOR ECONOMIC PROGRESS

21. Increasing the spatial efficiency of production is inherently linked to how the use
of the same piece of land changes to accommodate economic density. During the
early stages of urbanization, it is important that land is registered and private property
rights allocated and protected. National instfitutions responsible for land rights should be
spatially neutral—not distinguishing whether a place is rural, urban, coastal, or inland.
In places with low urban shares, assigning property rights provides incentives to farmers
for specializing in higher value crop production or making the land available for urban
uses. In rapidly urbanizing places, land becomes scarce as firms and people flock to
towns and cities. Policies that manage the use of land thus become important—if land
use regulations respond to changing demand, cities can specialize in different products.
In Sri Lanka, there is considerable public land ownership in rural areas — in contrast with
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large urban areas where private ownership is much higher. In the Colombo Metropolitan
Region for example, it is estimated that between 10 and 20 percent of the land (beyond
street and road rights-of-way) is state owned.

22. The pace of sectoral and spatial transformations has been much slower in Sri
lanka's poor areas. Agriculture remains an important economic activity in the poorest
provinces. For instance, in Uva, where 26 percent of residents live in poverty, about
Q0 percent of rural households drew income from agriculture. In Sabaragamuwa, with
a poverty incidence of 24 percent, two-thirds of households in 2002 received some
income from agriculture. But even in poor areas, nearly half of household incomes come
from nonfarm sources. So, the emphasis on agriculture needs to be complemented with
growth in nonfarm incomes and employment. Emphasis of the Mahinda Chintanaya
(MC) on agricultural development to improve living standards in poor areas is not
surprising, given that past poverty assessments have indicated a higher dependence on
agriculture for livelihood in these provinces. But are policies inadvertently slowing the
pace of economic and geographic fransformation?

2.1.1 INSTITUTIONS REGULATING USE AND TRANSFER OF LAND

23. Consider the insfitutions that govern use and fransfer of land. Infernational
experience shows that land market restrictions often affect not only farm productivity but
also employment transition from farm to nonfarm secfors.'® Two types of restrictions are
typically observed in developing countries: in land sale markets and land rental markets.
The lack of a clear fitle and transfer rights reduces incentives to invest in land, restricts
access to credit markets where land is accepted as collateral, and increases transaction
costs in the land market. By contrast, an imperfect credit market pushes land prices above
the net present value of profit streams from land use, making it difficult for poorer farmers
to acquire land. Moreover, when insurance markets are absent, distressed land sales can
deprive poorer farmers of a productive asset.!”

24. A welHunctioning rental market can reduce the costs imposed by restrictions on the
sale of land, thus allowing land use and users to be more productive. It allows poorer
households to stabilize incomes and reduce their dependence on volatile agricultural
labor markets. With increasing opportunities for nonfarm jobs, the rental market also
allows households to migrate closer to dense economic areas. In Vietnam, for instance,
freeing land market fransactions led to a higher incidence of non landownership, but
it had no adverse impact on poverty. Indeed, people sold their land and sought better
paying, nonfarm opportunities. '®
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2.1.2 EFFECTS OF LAND DEVELOPMENT ORDINANCES

25. What are the main restrictions on the use and transfer of agrarian land in Sri
Llanka? An important feature of landownership is the government's ownership of large
fracts of land. Of Sri lanka's ©.56 million hectares of land, about 82 percent is owned
by the state. More than 2 million hectares of state-owned land are used for agriculture:
1.38 million hectares are farmed by private farmers under varying fenure arrangements
and 0.88 million hectares are privately held and largely located in Sri Lanka's wet zone.
The land tenure sysfem is the outcome of colonial laws and subsequent amendments.
The Crown Lands Encroachment Ordinance of 1840 transferred all lands without private
fitle —forests, waste, unoccupied, and uncultivated—to the state.

26. The Land Development Ordinance (LDO) of 1935 initiated a program of making
governmentowned agricultural land available for private household use. The original
objectives were fo profect the inferests of the peasantry and encourage economic
development. The stafe infroduced a system of protected tenure under which the recipients
of LDO land had the right to occupy and cultivate it in perpetuity, subject to restrictions on
sale, leasing, and mortgaging, and to conditions for abandoning or failing to cultivate
the land. Figure 2.1 shows the geographic distribution of land under the [DO. The

Figure 2.1: Land under LDO

Source: .N{rlr.uhul'P cerdus, Department of Census and
Statistics, 5ri Lanka, 2002
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percentage under DO is much lower in the urbanized Western Province, and more
prevalent in the agriculture-dependent lagging areas.

27. With various amendments to the LDO over time, restrictions on land use consist of
the following: (a) land cannot be sold or disposed of, except with the prior consent of
an authorized government agent; (b) land can be mortgaged only to selected financial
institutions stipulated by the government; (c) the allottee cannot lease or sublease the
land, except in cases of extenuating circumstances, such as illness, and then only for
up to one vyear; (d) the allottee cannot dispose of any portion of the land less than the
prescribed minimum subdivision unit; (e] the allottee cannot dispose of all or a part of the
land that would lead to co-ownership; and {f) the transfer of land is restricted to persons
belonging to the same class, with prior approval of the government agent.

28. In 1996, the government launched a program of land reform to (a) fransform the
country’s land administration sysfem from one based on deeds and documents permitting
private use of sfafe land, o a system based on the registration of secure and clear fitles;
and (b) eliminate some market restrictions on privately held state-land leases, grants, and
permits as well as on land sales. Eliminating these restrictions would enable the conversion
from grants to full ownership, giving farmers about 1.4 million hectares of freehold fitles to
their land.

29. What are the implications of agrarian land market restrictions on agricultural
productivity and sectoral transformation in Sri lanka® A regressionbased model
examined the impact of DO restrictions, employing data from the HIES 2002 and
CFSES 2003. An individual in a location is assumed to make choices among different
employment options—self-employment in agriculture, wage employment in agriculture,
sel-employment in nonagriculture, wage employment in manufacturing, and wage
employment in services. A distinction is made between wage income from agricultural
labor and nonagriculture work. Econometric details are reported in a background paper
available on request.!?

30. An imporfant consideration in estimating the impact of DO resfrictions is that
regressions cannot control for all types of locational atiributes that may affect the
employment choices or incomes of individuals and households. VWhen these unobserved
or omitted locational aftributes are correlated with the area under LDO restriction, the
resulting estimates are likely to be biased. To address this bias, two tools were used.
First, a set of districtlevel fixed effects was infroduced in each regression to capture
the effects of unobserved factors that vary across districts but not within them. These
fixed effects are likely to capture much of the effects of agricultural potential, climatic
condition, population density, human capital, and other service provision. The analysis
uses only district variations fo estimate the impact of LDO resfrictions. This regression can
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be argued to provide lower bound estimates of the impacts of LDO. Second, instrumental
variables were used to address the possibility that LDOs are endogenously defermined
based on a location’s agricultural potential.

31. LDO resfrictions slow the pace of transformation out of agriculture. Estimates from
the regression model show a significant negative impact of area under DO on the
probability that people participate in all types of nonagricultural employment (table 2.1).
The direct effect of distance to the nearest large city is negative and significant for
nonfarm selfFemployment and wage employment in manufacturing. The inferaction of
DO and distance is also statistically significant for all opfions except services. For wage
employment in manufacturing and selfemployment in nonfarm enterprises, participating
in these activities declines with LDO restrictions and with an increase in the distance
fo urban centers. The interaction effect is positive because the impact of LDO is more
pernicious in locations close to towns and cities. Similarly, participating in wage
employment in manufacturing declines with an increase in the distance from major urban
centers.

32. For services, however, access to large urban centers seems to matter less, and
the interaction effect is not statistically significant. Services here are broadly defined as
the residual of agriculture and manufacturing. The results are likely to look quite different
for specific business services, such as finance, insurance, and real estate. This finding
is not surprising because general service employment is found to be distributed more
evenly across geographical space in other South Asian countries such as Bangladesh
and India,?® and may also result from the fact that a considerable share of service jobs
are in the public sector.

33. In oddition fo keeping a larger proportion of people dependent on agriculture,
land market restrictions tend to keep them poorer as they earn less per unit of labor.
Wages are lower in a location with higher proportion of land under LDO compared with
a location that is equidistant from an urban center but has a lower proportion of land
under LDO. Employment in these locations with severe land regulations is less diversified
toward nonfarm activities in manufacturing and services, and those employed in nonfarm
labor earn much less on average. These results are quite remarkable given that the
estimates already confrol for agglomeration externalities related o urbanization through
districtlevel fixed effects. The regressions also control for differences in service provision
across districts.

34. In conjunction with findings from the PSIA 2008 showing privately owned land
commanding a premium of 15-25 percent over LDO lands, relaxing leasing restrictions
on land under DO s likely to have significant effects on agricultural incomes, poverty
reduction, and longer term structural fransformation. The analysis of land market restrictions
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Table 2.1: Effects of LDOs on employment choice

Employeement in

Self-employ. Wage Wage Wage
Non- Agriculture  Manufacturing Services
Agriculture
%Area under LDo -1.681 3.127 -1.295 -1.550
(5.11)** (6.51)** (2.89)** (2.75)**
Travel Time to Large -0.051 0.035 -0.062 0.042
City (2.57)* (1.23) (2.43)* (1.20)
Area LDO* Travel 0.420 -0.544 0.389 -0.060
Time (4.40)** (4.83)** (2.85)** (0.37)
District Fixed Effect Yes Yes Yes Yes
Observations 24123 24123 24123 24123

Absolute value of z statistics in parentheses, * significant at 5%, ** significant at 1%
Note: Base Category: Self Employment in agricuture
Instrumental variable estimates

Source: Staff estimates based on data from Department of Census and Statistics (2008)
and National Council for Economic Development (2005).

shows that an increase in the incidence of LDO leases is associated with lower nonfarm
employment diversification. Areas with a higher percentage of land under DO have
disproportionately more people dependent on agricultural wage labor. The finding that
nonfarm enterprise income also declines with an increase in land under LDO points
fo the negative effect of mortgage restrictions on the development of credit markets in
lagging areas. The limited expansion of nonfarm enterprises in lagging areas means that
wages for all types of workers have been depressed in areas with higher incidence of
DO leases. So, while LDO leases have created a middle<class peasantry in Sri Lanka,
they seem fo lower income prospects for agricultural workers, among the poorest in rural
areas.

2.2 CONNECTING PEOPLE THROUGH LABOR MOBILITY

35. The mobility of labor can help mitigate differences in welfare that often accompany
economic concentration. There are two main reasons fo emphasize it. First, in contrast
to capital that moves quickly in a globalizing economy, labor tends to be less mobile
for cultural and linguistic reasons. Second, relative to capital, labor is subject to more
political restrictions and to explicit and implicit barriers ([see VDR 2009, chapter 5 for
details). Indeed, policymakers have often viewed labor mobility —from lagging fo leading
regions or rural fo urban areas—as a consequence of failed place-based policies. In
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many countries, policies raise barriers to the mobility of labor. Consider the household
registration system (the hukou system) in China, a barrier to rural~urban migration. Not
having a hukou in urban areas means that migrants do not qualify for public education
or health benefits, which can produce large interregional welfare differences. Recent
research for China indicates that removing such mobility restrictions would reallocate
labor across areas, reduce wage differences, and lower income inequality.?’

36. Why people migrate depends on forces that “pull” as well as “push” them to
leave. One big pull is economic density in leading areas. Differences in economic
opportunity between lagging and leading areas often provide the main motivation for
internal migration. In contrast, people are pushed off their land by severe declines in
agriculture, by the pressures of population growth, and by environmental changes that
make cultivation no longer viable. Historically, droughts have had sudden and prolonged
impact on population distribution, parficularly in Sub-Saharan Africa and South Asia.??
Conflict has also pushed people to migrate in Sub-Saharan Africa, and in many other
developing regions.

Figure 2.2: Moving toward opportunities within Sri Lanka
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37. But in many low- and middle-income countries, another important push propels
internal migration—the lack of adequate basic services in rural areas or in economically
lagging regions. To a large extent, this topic has been overlooked in empirical analysis
of migration decisions. In reality, however, the location of schools, health care centers,
hospitals, and public and private amenities is correlated with the location of economic
activity. In Africa, disparities in school enrollment and neonatal care among cities, fowns,
and villages are affributable to the near absence of schools and health facilities in
outlying areas. Evidence from Central Asia shows that in the isolated parts of Tajikistan,
schools are inadequately heated, drinking water is scarce, and garbage and sewage
removal is lacking. So, as market forces encourage economic concentration, public
services are underprovided in smaller towns, villages, and lagging areas. Although
voluntary, migration in response to limited access to public services is more likely to add
fo congestion costs in cities than fo confribute to agglomeration benefits. 2

38. How do “push” and “pull” factors play out in Sri lanka? Data from the 2001
census show two streams of internal migrants—one moving toward economic density
and the making the journey to safety. The dominant stream moved to VWestern Province,
home to 1.5 million migrants or 45 percent of all those in the country (figure 2.2). This
finding corresponds with the increasing importance of Western Province as the hub for
most of industrial and commercial activity. Within Western Province, Gampaha District
experienced the highest nef in-migration rate, jumping more than one and a half times

from 12.1 percentin 1991.%4

39. The secondary stream moved to the border of conflict areas in Northern and
Eastern provinces, with in-migration rates particularly high in Polonnaruwa (37.7 percent),
Moneragala (24.6 percent), Anuradhapura (22.8 percent), and Ampara (16.5 percent).
Information from within Northern and Eastern provinces is not available. Overall, the pace
of infernal migrafion is picking up. Data from the 2001 census show that 45 percent
of migrants claimed to have moved within the last decade, suggesting that the pace of
internal migration increased in the 1990s. Findings from the HIES confirm this, showing
an increase in migration between 1990-91 and 2002. The Consumer Finances and
Socio-Economic Survey (CFSES) of 2003,/04 also shows that internal migration almost
doubled from 15 to 29 per 1,000 households between 1996-97 and 2003-04; in
contrast, external migration stagnated at about 60-63 per 1,000 households (World
Bank 2007¢].

2.2.1 THE PULL OF PROSPERITY

40. Much infernal migration in Sri lanka is motivated by the pull of employment
opportunities. Data from the CFSES 2003/04 show that 87 percent of respondents
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reported better job opportunities as the primary reason for moving. While this survey
considers only migrants who have left their families behind, results from a broader set of
migrants show that more than 45 percent reported moving for work or in search of land
(data from Sri Lanka Integrated Survey - SIS 2000). Thus, Sri Lankans are fairly mobile,
moving in response to economic incentives. Although people flock to opportunities, many
are discouraged by the distance between their homefowns and Western Province. The
largest flow of people to VWestern Province has been from nearby Central and Southern
provinces.

41, Skills drive migration, with the better educated more likely to migrate. Of households
moving in the country, the proportion of people with O-level education or above is much
higher among the heads of migrant households than among those who remained in the
district of origin. This tendency holds in all disfricts, including the poorest ones (figure
2.3 shows this for Colombo) (World Bank 2007c). Education also influences where
people migrate. Between 1990 and 2000, the SUS shows that less than 2 percent of
migrants with 5 years of education could move to urban areas. By contrast, more than
11 percent of migrants with more than 12 years of education moved to urban areas.
Education has been a core factor in explaining economic and spatial fransformations in
many countries, including the United States (see box 2.1).

42, Workers receive greater payoffs for their skills in dense areas. Survey data from
HIES 1991 and 2006/7 show that differences in education have considerable bearing
on living standards between Western Province and other areas. Empirical analysis is
carried out fo decompose differences in living standards into two parts, one arising
from differences in endowments (for example, education, health, market access) and the
other from differences in the payoff from these endowments (welfare improvements from
these endowments). A three-step process is used for the analysis.? First, an ordinary least
squares model (similar fo the Mincerian wage equation model with regional fixed effects]
is used fo estimate household per capita expenditure as a function of experience (age]
and human capital (years of education completed). Controls are included for observed
household location differences between VWestern Province and non-wesfern provinces,
and between urban and nonurban areas. The model does not take into account possible
difference of coefficients among different income groups.

43. Second, a quantile regression model is used to estimate household per capita
expenditures. The quantile regression allows for covariates to have marginal effects
(payoffs) that vary with the household's position in welfare distributions. By using quintile
regressions, one can investigate how welfare (expenditure) varies with household
characteristics, such as atthe 5th (very low), 50th (median), and 95th (very high) percentiles
of the distribution of household expenditures. Third, the gap between Western Province
and non-western provinces is decomposed at each quantile into two components: one
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due to Western Province and nonwestern differences in the distributions of payoffs
and the other due fo differences in the distributions of household endowments between
Western Province and non-western provinces.?

44. The main findings from this analysis are summarized in figure 2.4. First, education
measured as years of schooling confributes more to differences in living standards for the
better off; between 1991 and 2006-07, the importance of education increased across
all income groups. For the poorest decile, education differences explained 12 percent
of regional differences in living stfandards in 1991: for the richest decile, education'’s
confribution was 37 percent. In 2006-07, education differences contributed 32 percent
fo interregional living standard differences for the poorest decile and 46 percent for the
richest decile. Second, while regional differences in levels of education matter, these
endowment effects are dwarfed by regional differentials in payoffs to education. In
2006-07, payoff (labeled as returns in the figure| differences accounted for 32 percent
of the difference for the richest decile, while education levels contributed 14 percent. For
the poorest decile, the respective contributions were 23 and @ percent.

45. These estimates suggest that two forces may be at play. First, the poor in lagging
areas may not be moving fast enough to Western Province fo reduce payoff differences
across areas. If poor/unskilled workers were completely mobile, the only confribution
of education to regional disparities would be through differences in endowments, not
payoffs. Second, for the better off and higher skilled individuals, differences in payoffs

Figure 2.3: Migrants in Colombo with tertiary education relative
to people where they came from
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Box 2.1:  The virtuous cycle of education and migration in the
United States

One of the greatest success stories is in the United States, where a rise in the schooling of
African Americans is believed to have been an important causal factor behind the “Great
Migration” from the South. In 1900, 90 percent of African Americans lived in the South,
and only 4.3 percent of those born in the region were living elsewhere. By 1950, the
proportion in the South had declined to 68 percent, and 19.6 percent of those born in the
region had moved elsewhere. Census data for 1900, 1940, and 1950 show that better
educated people were more likely to migrate because schooling increased their awareness
of distant labor market opportunities and their ability to assimilate into different social and
economic environments, thus lowering the costs. In another U.S. study of people tracked
between 1968 and 1982, those with higher education levels showed less inclination

to change professions, but were more likely to move geographically. A person with a
college education was likely to move three times more often than a person with a grade 8
education or less.

Opening options for migration stimulates greater human capital investments: people
consider not only the local returns to education but also the returns in other locations. If
schooling options are available in poor areas, potential migrants will invest in additional
human capital, anticipating that jobs in leading areas require higher skills. Employers
in those areas are likely to favor educated workers who show themselves as more
“able” than other workers from lagging areas. In the United States, African American
school enrollment rates were significantly higher in Southern states that previously had
experienced high rates of outmigration. An increase in earlier migration rates explains
7.4 percent of the increase in African American enrollment rates between 1910 and
1930. As more African Americans migrated from the South, migration became more
common and feasible, and school enrollments rose in response.

Source: WDR 20089.

Figure 2.4: How much do education levels and payoffs contribute
to living standard differences between leading (WP)
and lagging areas?
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may reflect gains from agglomeration and specialization. The facts in chapter 1 show
that industrial wages in Western Province are twice as high as in all other provinces.

2.2.2 PUSHED IN SEARCH OF PUBLIC SERVICES

46.  Although education is an important driver of labor mobility, lack of access to basic
public services, such as water and electricity, also influences the migration decisions of
many Sri Llankans. An econometric model examines how people decide where to live,
taking info account differences in employment opportunities and basic public services
between their hometowns or villages and all other districts in the country. Using data from
the Sri Lanka Integrated Survey (SLIS) for working-age people between ages 15 and 49,
the analysis finds that migration decisions in the 1990s were influenced by districtlevel
differences in access to well water and electricity, particularly for the less educated. For
individuals with secondary or less education, a 1 percent difference in the share of well-
water coverage between origin and destination increased the likelihood of moving by
one-half percent. These differences did not matter for the better educated (table 2.2).
Similar evidence is found in countries such as Brazil (box 2.2)

47. large and increasing differences in the return to human capital suggest that there
are increasing, unexploited benefits from labor mobility. Therefore, there is a persistent
gap between Western Province and the rest of the country. Those with skills can move
fo receive these unexploited benefits in Sri lanka. But when some areas lack basic
public services, such as basic water and electricity, this can push people to seek better
public services. The move of such migrants may confribute more to congestion costs than
benefits from agglomeration.

2.2.3 IMPROVING LIVING STANDARDS IN PLACES LEFT BEHIND

48. Internal migration benefits lagging areas through two main channels: remittance
flows and a “wage-pull” effect, as excess lower skilled labor in one area migrates to
another. Remittances have contributed fo reducing income differentials across provinces.
Most migrants maintain strong links with their home communities and send remittances.
These remittances help in directly fransfering some of the benefits of growth from leading
fo the lagging areas. In Sri Lanka, foreign remittances have received a lot of atfention,
especially because of their volume and impact on the country’s balance of payments. In
2007, about $2.5 billion were remitted to the country. CFSES data suggest, however,
that domestic remittances are no less important. In 2003-04, domestic remittances
on average confributed as much fo per capita income as remitiances from abroad.
Domestic remitfances also tended to be more evenly spread than foreign ones.
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49, In addition, the data reveal that more than 40 percent of international remittances
went to Western Province. Another 22 percent went to Northern and Eastern provinces. In
contrast, Western, Central, Southern and North Western provinces all received significant
flows of domestic remittances. As noted earlier, Central, Southern, and North Western
provinces have large migrant populations in Western Province. The flow of remittances
fends to be more equally distributed than non-remittance income. Consequently,
remiffances reduced income differentials across provinces. The coefficient of variafion
of non-remittance income (0.33) was higher than that of average per capita income,
including remittlances (0.30). Regression analysis using the HIES 2001 data suggests
that real per capita incomes for households in the lagging [non-western) provinces that
receive domestic remittances are on average 10 percent higher than households that do
not receive any such remittances.

50. Migration also appears to have confributed fo reducing differences in nonagricultural
wages across provinces. Migration infegrates labor markets. Another way that it can
benefit nonmigrants in the lagging regions is through “pulling up” wages in these
areas. Information from labor force surveys seems to indicate significant convergence
in nonagricultural wages across the provinces between 1992 and 2003. In principle,
this could have been brought about either by a movement of capital or labor. But the
1990s saw increasing concentration of manufacturing and service investment in Western
Province at the same time that migration was increasing, suggesting that the movement
of people rather than capital is likely behind the convergence.

Table 2.2: Differences in access to basic services influences the
decision to move %7

Marginal effects Primary to secondary Tertiary or above
educated educated
% difference in well water coverage 0.0054* 0.0020
destination—origin district
% difference in electricity coverage 0.0055* 0.0112
destination—origin district
Number of observations 38,410 1,150

Note: * p<0.01, ** p<0.05, *** p<O0.1
Source: Staff estimates using SLIS 2000.
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Box 2.2:  Migrating to economic density in Brazil: rational
decisions or bright lights?

Of poor men born in Brazil’s Northeast—one of the country’s lagging areas—20 percent
now live in its prosperous Southeast. A large demographic shift occurred from villages to
towns and cities in the 1970s, and from towns to cities in the 1990s. Economists have
long argued that migration decisions are motivated by the possibility of earning higher
wages. But since many migrants do not find jobs after moving, this attraction may be
irrational. Some policymakers in developing countries believe that rather than adding to
the economy in their new neighborhoods, migrants subtract from them by worsening the
problems of livability. This belief has resulted in deterrents ranging from disincentives to
draconian regulations to limit the movement of people.

Recent empirical evidence from four decades of Brazilian census data shows something
different. Working-age men migrated not only to look for better jobs but also to get better
access to basic public services such as piped water, electricity, and health care. Results
from models of migration behavior that focus only on the migrant’s desire to move in
search of better jobs can be biased, because places with better public services also have
more job opportunities. Firms like to locate where workers would like to live. By ignoring
the importance of public services, some econometric estimates may overstate a migrant's
willingness to move in response to wage differences.

To determine how much public services matter, a rich dataset of public services at the
municipality level was combined with individual records from the Brazilian census to
evaluate the relative importance of wage differences and public services in the migrant’s
decision to move. Predictably, wage differences are the main factor influencing migration
choices. For the better off, basic public services are not important in the decision to
move. But for the poor, differences in access to basic public services mattered. In fact,
poor migrants are willing to accept lower wages to get access to better services. A
Brazilian minimum wage worker earning R $7 per hour (about US$2.30 in February
2008) was willing to pay R $420 a year to have access to better health services, R $87
for better water supply, and R $42 for electricity. Poor migrants are rational.

Source: WDR 2009; based on Lall, Timmins, and Yu 2009.

2.3 CONNECTING PLACES AND EXCHANGING PRODUCTS
2.3.1 THE ROLE OF TRANSPORT COSTS

51. The movement of products increases inferaction between places and facilitates
spatial transformations. Inferaction often depends on the cost of fransport, which increases
with the distance between places, tempered by the quality of the linking infrastructure.
There is a long history of using connective infrastructure to lower fransport costs and
integrate peripheral areas with national markets. In the United States, the Congress
passed the Appalachian Regional Development Act in 1965 to integrate the 22 million
people in this lagging area, which spans 13 sfates, with the rest of the country.?®
The basic strategy combined regionally coordinated social programs and physical
infrastructure. The 1965 Act allocated 85 percent of the funds for highways—seen as

CHAPTER TWO | 27



critical to meeting other socioeconomic objectives. Cumulatively, highways accounted
for more than 60 percent of the appropriated funds through the mid-1990s. Between
1965 and 1991, fofal personal income and earnings grew 48 percentage points faster
on average in the Appalachian counties than in their economic “sisters,” population 5
points faster, and per capita income 17 points faster.?”

52. In Bangladesh, the bridge over the Jamuna River opened market access for
producers in the northwest around the Rajshahi division. Built af a cost of almost $1
billion, the bridge provides the first road and rail link between the northwest and the
more developed east, which includes the national capital region. Better market access
and reduced input prices encouraged farmers to grow high-value crops, such as modern
varieties of rice and perishable vegetables.*

53.  Analytical work on economic geography and global experience reported in the
2009 World Development Report on Economic Geography shows that infrastructure is
not the only driver of fransport costs. Regulation of the transport industry is also imporfant.
In France, frucking costs fell by 33 percent between 1978 and 1998 because of the
deregulation of the trucking indusiry (a reduction of 21.8 percentage points) and the
lower vehicle costs (-10.9 percentage points). Transport infrastructure (3.2 percentage
points) and declining fuel costs (-2.8 percentage points) were much less imporfant.
Scale economies in the fransport sector need to be considered carefully because they
create monopolistic behavior and circular causation between lower transport costs and
greater trade and traffic.

54. How do these insights confribute to understanding transport costs within Sri
lanka? Domestic fransport cosfs are high. A roundrip journey for a 20+oot container
between Baticaloa and Colombo, a distance of 330 kilometers, can cost as much as
Rs. 110,000—a kilometer cost of Rs. 330, or about $2.90 a kilometer.?! In contrast,
a similar journey in the United States costs about $1.25 a kilometer.®? Why are these
costs so high and what can be done to reduce them? Empirical research was carried
out to answer these questions and identify the relative contribution of infrastructure quality
and demand for transport services. The research focuses on road transport as it is
currently the dominant mode of freight transport in Sri lanka. There are plans underway
fo enhance the share of freight transported by rail, but as of now, over Q0 percent
of freight is transported by road.®® While not addressing multi modal transport is an
important caveat, the results from the research should be of considerable relevance in
informing transport policy.
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2.3.2 ANATOMY OF TRANSPORT COSTS

55. Describing fransport prices. Data on road fransport prices are not readily available
in Sri Lanka, as in many other countries. To capture market variation in transport prices,
survey dafa of actual prices were collected from 15 major shipping “nodes” that
facilitate domestic trucking in Sri Lanka.®# In addition to container trucks that specialize
in fransshipment, domestic distribution of consumer goods and commodities is carried
out using lorries that can carry up to 10 metric tons. These vehicles service national and
provincial routes connecting maijor cities and distribution nodes in the country. The third
mode of freight transportation consists of informal and smallscale providers who service
small villages and remote locations. These vehicles can carry 3-5 metric fons (figure
2.5). The domestic distribution system is a response to constraints imposed by poor road
quality and low transport demand in upcountry locations.

56.  Asample of transport prices was obtained from 20 informal fruckers, 10 formal sector
fruckers, 5 freight forwarding companies, 2 import companies, and & export companies.
In almost all cases, transport prices obtained were from Colombo to the nodes and back,
representative of the vast majority of Sri Lankan overland shipping. Most of these price data
were for formal shipping—20- and 40400t confainer trucks, for which prices have a good
market equilibrium. Obtaining price data on the informal fransport sector, which ships from
the major nodes to more rural areas, was more difficult. Data for these areas were based
on obtained spot rates. For these informal shipments, multipurpose vehicles (often small
pickup frucks) are used for goods and passenger transportation in small numbers, and

Figure 2.5: Sri Lanka’s transport fleet
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Source: Transport survey commissioned for this report.
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basically are correlated with the cost of fuel for transportation with respect to distance for
sefting prices. Supplementary data were also compiled from the Association of Container
Transporters, the only official source of published transport prices.

57. One of the main findings from the survey dafa is that there is almost a 10-fold
variance in price per kilometer, with congestion creating a high-cost “premium” to ship
goods out of the Colombo metropolitan area. Transport prices increase with distance.
A roundHrip journey from Baticaloa to the port of Colombo costs Rs. 110,000, from
Trincomalee to Colombo, Rs. 75,000. Given that Baticaloa and Trincomalee are
physically far from Colombo (it takes up to 24 hours by road), these costs are not
surprising. But a closer look reveals that fransport prices per kilometer are not uniform
across locations. Surprisingly, they are very high within the first 20 kilometers from
Colombo, but then fall considerably. The high premium for transport in and out of the
Colombo metropolitan area is clearly visible in figure 2.6. In most cases, rates within the
first 20 kilometers of the Colombo metropolitan area are as high as Rs. 1,000-2,000
per kilometer, then drop dramatically (although reaching considerably higher rates per
kilometer in steep mountainous areas in Central and Uva provinces), to Rs. 200-300
per kilometer in the Batticaloa and Trincomalee areas.

Figure 2.6: Spatial disaggregation of surveyed shipping prices
/

Variation in Shipping Prices Per Kilometer T = . :
e From Colombo Variation in Shipping Prices Per Kilometer

For 20-Foot Standard Containers Close Up: Colombo Area Price Premium
Based on World Bank l

L

Bources: Sri Lanka ACT
Sri Lankan Road -
Durvelopment Authonty (RDA)
Rupeos Price Per Km '
P r-l-..\r‘

Shipping Price Survey

Price Per Km
o . 200-3m07 Rupess

= 330 8- 3804 s g-30% 7
«  MDE-dHE & I3 -3AB4

i LR RN

b & 404889
PRI ST 45404820

“_1_’ oY s BHA-TMO Al -BNE -

4 o TAdY.BME o ENEE.THD

. "E' R TTI TR T TR Y k| ;
—s . & 14pb i - TRIE00D » AP MO00 | el
o N 3

s 18001 THEI000 \_.\

S :I W Bowndueny
Sourcss: Sn Lanks ACT
Sl Lankan Road

\Q._,/L up N Gimegrtiy
A R X
Pt —

—

30 | CONNECTING PEOPLE TO PROSPERITY



58. Explaining transport prices. Transport prices are the sum of transport costs, profits,
and overhead for the service provider. Transport costs can be disaggregated into vehicle
operafing costs— that increase with poor infrastructure quality and fuel costs—and
indirect costs that include licensing, insurance, and informal payments.® In addifion
fo these costs, prices are influenced by transport competition. High-demand locations
will attract multiple operators, reducing prices. Yet, a few providers servicing remote
locations can charge monopoly rents.

59. First, consider road quality. As measured by the International Roughness Index
(IR)—an international measurement of road quality. The IRl measures the variation in
road “bumpiness,” tfranslated into a quantified index that can be compared universally.
In Sri Lanka, more than 50 percent of roads have poor IRl values.*® The RDA maintains
multiple databases measuring road quality, including number of lanes, road width and
IRI, but data have only been collected for a subset of national and provincial roads. For
a sample of Class A and B roads, road width is greater and bumpiness less on major
national routes and in the Western Province, while roads are bumpier off of the main
routes and in rural areas (figure 2.7).

60. Next, transport demand. The demand for fransport services is particularly high in and
around Colombo, near major cities, and on major transhipment routes {as from Colombo
to Kandy). The left panel of figure 2.8 displays spatial variations in traffic volume, using
data measured in 2007 at several hundred locations, while the right panel displays a
spatial interpolation of these data to create a continuous surface of fraffic volumes. Traffic
volumes on national trunk routes, such as the A1, A2, A3, and A4, close to the border
of Colombo, are 60,000-80,000 vehicles per day. In contrast, typical traffic volumes
on national roads in Uva Province are 1,500 to 2,500 vehicles per day. For secondary
or provincial roads, traffic volume in Western Province ranges from 3,000 to 10,000
vehicles per day compared with 100 to 1,000 on local roads. In comparison, average
fraffic volumes in Uva Province range from 500 to 1,000 vehicles per day on provincial
roads and from 100-200 vehicles per day on local roads.

61. Finally, congestion. locations with high demand for transport services should
aftract multiple providers, thus lowering transport prices. At the same time, congestion
can kick in if infrastructure development and maintenance in these locations does not
keep pace with higher traffic volumes. Estimates suggest that high traffic volumes and
poor road mainfenance contribute to congestion costs of Rs. 32 billion per year in Sri
lanka (about 1 percent of GDP), accident costfs of Rs. 12 billion per year (about 0.3
percent of GDP), and economic opportunity costs of Rs. 270 billion per year (7.5
percent of GDP).*” In parficular, there are considerable delays of transshipment products
moving in and out of Colombo port. Traffic volume decreases by as much as 75 percent
as fraffic moves outside Colombo. Discussions with fransport operators indicate that
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Figure 2.7: Variation in road width and roughness
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while container truckers could haul up to three shipments daily from Colombo port to
locations outside the city a decade ago (delivering the shipment and then returning for
another shipment], by 2009 they average only a single roundtrip a day because of
excessive pickup delays and congestion. The operators also identify inadequate road
capacity and peak hour fraffic on Colombo's main arteries as the main conributors fo
road delays. Significant costs due to restricted times for vehicles entering the Colombo
port access road and security delays are also cited.*® While road quality is better in
the Colombo mefropolitan area, transport prices are high due fo congestion costs from
inadequate road investment and mainfenance and from regulations.

62. A quanfitative assessment of the drivers of fransport prices was carried out fo
disaggregate the contribution of "hard” infrastructure, transport demand (market size),
and congestion externalities. A Geographic Information System (GIS) was used to derive
key variables. For this analysis, the parameter being explained was the price charged
by transporters for moving products to Colombo. Data on transport prices were obtained
from a survey conducted in Sri Lanka in 2009, and round frip prices were measured from
Colombo to several hundred locations. In addition, selected routes from nodes outside
Colombo to secondary nodes were also included. For each of these destinations, a
CIS was used to determine the optimal route through the road network from Colombo
(minimizing travel time and considering variation in road quality and topography) and
the total travel distance for that route. The price for that route was divided by the length
of the route to obtfain an average price per kilometer for each route.
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Figure 2.8: Variation in traffic volume, 2007
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63. A regression analysis was employed to decompose fransport prices into the
following components [see box 2.3): the "hardware” transit or “friction” cost of moving
through the road network; the variation in demand for goods among locations, actfing
fo reduce fransport cosfs through economies of scale and competition; friction from
congestion, which adds fo cost (in time, vehicle/petrol costs, and so forth) but is separate
from the hardware cost; and an interaction term between fransit costs through the network
and demand. As expected, the results indicate a positive correlation between transport
costs [per kilometer) and the hardware parameter. Notably, both the variables proxying
demand and congestion effects are significant, and the signs on these variables are
as expected: demand is negatively correlated with fransport prices due to competition,
and congestion is positively correlated. Further, the interaction term between hardware
and demand is also significant and positive indicafing that inadequate hardware has a
particularly large effect on transport prices in places where there is high traffic volume.
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Box 2.3: Decomposing road transport prices - a methodological discussion

The methodology for decomposing road transport prices is grounded in spatial economic
analysis and considers network wide transport prices as a function of the physical cost of
traveling through the road network, benefits from transport service competition along routes
with high trade volumes that can bring down prices and the added costs due to congestion.

Transportation costs are dictated largely by the quclirg and capacity of the road network,
which is measured using a GIS do’ro%ase developed by the RDA on variation in road

uality per road segment. This measure is labeled H, representing hardware costs. For each
gestinotion route determined by the least-cost path algorithm, traveltimes in minutes per
road segment were aggregated by the GIS, and then divided by the distance of that route
in kilometers to obtain average traveltimes in minutes per kilometer. Obtaining actual trade
volumes for all locations in Sri Lanka was not feasible; as a proxy route speciﬁc demand (D)
is measured using traffic volumes. This serves as an indicator for competition as routes with
high demand would attract multiple providers. While demand can reduce prices, congestion
can increase vehicle operating costs translating into higher transport prices. In the urban
economics literature, quadratic forms have been used to model negative effects of congestion
(Black & Henderson, 1999) - the quadratic form of traffic volume, as measured by the RDA,
is used to capture this negative congestion effect (labeled C).

Thus, we estimate

a simple a model Decomposing transport prices

where transport Transport Transport Transport  Transport
rices TP are a price per price per price per price per Km,

Function of (a) H Km, OLS Km, OLS Km, Robust Bootstrap+

= the “hardware” 6966*** | £870%** || ZAT1*** | 3411***

or “friction” cost

of moving throuih D -0.0223*** -0.0103*** -0.0101*** .0.0101***

the road network, - @ 3.56e  7.32  7.32e07%**

(b) DI = vorlﬁhon 0b* * * Q7 ***

rade among ~ HD CEIGEEEE ICIoR

locations, and Constant -4683***  A3Q9*F*F* QAQS**F* DAQS***

(c) C = cost due :

o congestion, Observations 1430 1430 1430 1430

whichadds o~ R Squared 0.279 0.29 0.973 0.973

time and vehicle/ L . o
fuel costs, butis  + Bootstrap estimation using 100 replications

separate from * 5k * *
th(lao”hordwore” p<0.01, ** p<0.05, * p<0.1
cost. In addition, an interaction term HD between hardware costs and demand is included to
examine if infrastructure shortfalls are particularly pernicious in locations with high demand.
The table in this box summarizes the main findings. As expected, the results indicate a
strong positive correlation between transport prices per km and the “hardware” parameter.
And after accounting for hardware, demand is negatively correlated with transport prices
and congestion has a positive coefficient. These parameters explain about 28 percent of
the variation in transport prices. However, the explanatory power of the model jumps to
97.3 percent when the interaction between hardware and demand is explicitly introduced
in the estimation. And the interaction term is economically large and stotisticoﬁly significant,
ihndihco’ring that high travel times are costlier in locations where trade and traffic vo?umes are
igh.
One of the main applications of this model is in assisting the simulations that highlight the
relative benefits of alternate road improvements on transport prices in Sri Lanka. Premium
was placed on improving the predictive power of the model, which would improve the
reliability of the proposed scenarios. These scenarios are discussed in the next chapter.

Source: Felkner, Lall and Masakarola, 2009
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3.POLICIES FOR CONNECTING

PEOPLE TO PROSPERITY

64. Chapter 2 of this report examined factors that enhance the spatial efficiency of
production—through the transformation of land use, mobility of people, and connectivity
of places. This chapter identifies public policy priorities for improving spatial equity
in living standards. The WDR 2009 highlights the best way for countries to benefit
from spatial efficiency in production and spatial equity in living standards is economic
integration. The challenge of economic infegration can be seen as reducing the distance

between people—especially the poor—and prospering places. The VWDR 2009's

framework for economic integration includes the following policies:

Institutions (spatially blind policies). The term is used here to categorize policies
that are not explicitly designed with spatial considerations, but that have effects
and outcomes that may vary across locations. These policies include the income
fax system, infergovernmental fiscal relations, and governance of land and housing
markets, as well as education, health care, basic water and sanitation, and other
government initiatives.

Infrastructure (spatially connective policies). The term is used here as shorthand to
include all investments connecting places and providing basic business services,
such as public transportation and utilities. These investments include developing
interregional highways and railroads to promote trade in goods and improving
information and communication technologies fo increase the flow of information
and ideas.

Interventions (spatially targeted policies). The term is used here to include spatially
targefed measures to stimulate economic growth in lagging areas. These measures
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include investment subsidies, tax rebates, location regulations, local infrastructure
development, and targefed investment climate reforms, such as special regulations
for export processing zones.

65. Each of these economic integration policies is directly linked to one driver of
geographic fransformation. Institutions that bring about common national standards in
public services and spatial blindness in human development outcomes can accelerate the
pace of people moving toward prospering places. Ensuring basic services everywhere
is beneficial for both spatial efficiency and equity. Physically connecting lagging and
leading areas with better infrastructure can reduce the costs of transport and increase the
movement of products. But ensuring spatial equity in fransport coverage can be spatially
inefficient if networks are extended to places with few people and there is little demand for
fransport services. The challenge is in identifying specific investments that improve spatial
equity, while not offsefting gains from economic efficiency. Finally, targeted interventions
may be needed to change the economic structure of places not picked by market forces,
especially if there are severe barriers to the mobility of products and people. But should
fargefed policies focus on providing incentives fo relocate economic activities from
where they are concentrated to less dense areas, or should they be concerned about
improving the way land changes its uses and userse The rest of this report addresses
these questions, using the framework of the WDR 2009 to prioritize how policies can
be calibrated to the scale of the challenge of infegration facing different areas.

3.1 A PORTFOLIO OF SPATIALLY SHARP POLICIES

66. This section identifies where specific investments will generate the highest payoff for
economic efficiency and spatial equity as well as the main considerations for effectively
implementing specific policies. Several criteria could allocate public investment across
leading and lagging areas. Investment resources could be allocated on the basis of
need, with the objective to compensate for the disadvantages of poor regions. In this
case, regions with low incomes would receive more investment—though richer regions
might also demand more resources to meet needs stemming from congestion. Resources
could be allocated on the basis of efficiency, to maximize national income. In this case,
regions with a higher rafe of return on investment would receive more. Or, resources
could be distributed on the basis of equal allocation across regions, regardless of need
or efficiency. The assessment of policy options takes these issues into consideration.
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3.1.1 BASIC SERVICES EVERYWHERE

67. Moving is most often costly, difficult, and disruptive. Those who move —from
villages to towns, between towns and cities, and from lagging to leading areas—are
those who have the best opportunities of recouping cosfs once they are seftled in their
new location or those who face extraordinarily poor opportunities for themselves or
their children in their current locations.®? In terms of labor mobility, broad coverage of
adequate basic education and health services serves two important purposes. First, it
helps improve the quality of migration. Second, by providing education, health, and
social services in economically lagging areas, governments can begin to act on the
reasons households are pushed to migrate. Both adequate education and health service
coverage enhance the likelihood that migration occurs as a matter of choice, not by
force. Labor mobility that concentrates people and tfalent in locatfions of choice will
confribute more to agglomeration benefits than to congestion. For these reasons, the
bedrock of any public policy aimed at facilitating labor movement and agglomeration
should be a spatially blind provision of basic public services, especially education and

health.

3.1.1.1 EDUCATION ACCESS AND QUALITY

68. As discussed in chapter 1, past policies have been remarkably successful in
geographically balancing access to education services. The current challenge is to
improve the quality of education in lagging areas and develop skills that help people
access opportunities in a fransforming economy. Almost 30 percent of students fail
courses in their first language and in mathematics in grade 8, and 50 percent fail
English. And this performance is worst in Northern and Eastern provinces. Improving
the quality and relevance of education will provide people in lagging areas with the
ability to enter labor markets in dynamic places. The payoff to education is higher in
Western Province, and facilitating labor mobility will contribute to further reduction in
national poverty. How can education outcomes become spatially blind@

69. Education services are delivered through a network of providers. The Minisry
of Education [MoFE) is responsible for operational policies in general education. It
administers the national schools, which make up 3 percent of total public schools,
18 percent of tofal public enrollment, and 15 percent of the teachers. The provincial
councils administer the remaining schools. Provincial councils develop education plans
and budgets, and employ and deploy education administrators, principals, and teachers
at the provincial level. Zonal education authorities transfer and deploy principals and
teachers within zones.
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70. Sri lanka has a large and geographically dispersed network of 9,700 public
schools with 205,000 teachers. The average school size is about 400 students, with
remote districts in the Northern and Eastern provinces having fewer than 250 students per
school and with Western Province more than 600. A composite indicator of accessibility
developed by the MoE suggests that accessibility is best in VWestern Province, followed
by Southern Province; it is worst in Northern and Eastern provinces. Accessibility to more
than 50 percent of schools in Northern and Eastern provinces is classified as “difficult”
or "very difficult.” The education system in the Northern and Easfern provinces needs
priority support to reduce spatial disparities in education opportunities.

71. Significant differences exist in the comprehensiveness of educational services
offered. Schools are differentiated by type (in declining order of services provided):
National schools; Navodya schools; Type TAB schools (with advanced level science
stream classes); Type 1C schools (with advanced level arts and/or commerce streams,
but no science stream); Type 2 schools (with classes only to grade 11); and Type 3
schools (with classes only to grade 5 or 8). About 50 percent of students are enrolled
in provincial 1AB and 1C schools. About 30 percent are enrolled in Type 2 schools,
and 10 percent in Type 3 schools (these students are considered unlikely to complete
secondary and junior secondary school). The proportion of Type 2 and Type 3 schools
are highest in populous regions such as the VWestern and North VWestern Provinces;
by confrast, 50 percent of National school enrollment is in the VWestern and Southern
provinces. 40

72. Teaching inputs also vary across locations. Sri lanka averages 30 students for
each frained feacher, higher than the rafio of 25 identified in OECD's Program for
Infernational Student Assessment as optimal for learning outcomes for 15 year olds.!
While all provinces have an undersupply of frained feachers, the problem is most acute
in Western Province, where there are 36 students for each trained teacher. In addition,
Sri Llankan students do not have enough teaching materials. The scarcity of teaching
material is particularly acute in rural and estate sector schools. Sri lanka needs to increase
investment in educational material over time, in line with frends in more advanced middle-
income countries such as Malaysia and Thailand.

73.  Improving teacher quality is a challenge, considering that salaries for feachers in the
public sector are low and that the private sector has a limited role in providing education
services. A survey across countries shows that Sri Lanka's salary range for teachers is one
of the lowest. The starting salary of a primary school teacher, adjusted for purchasing
power, is less than 50 percent of the World Education Indicators average. Sri lanka also
has limited private participation in education. Private schools for grades 1-9 have been
restricted since 1960. Although since 1990 a private university-level institution could
be established, the size of the private higher education sector is sfill underdeveloped.
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Currently, there are 93 private schools educating fewer than 3 percent of students,
and growth has been modest. Most enrollments in private schools are in Colombo (50
percent] and in Gampaha (15 percent).*?

74. Improving the quality of education involves making resource allocation choices.
Expenditures for general education (primary and secondary| increased by only 10
percent between 2005 and 2008 (in nominal terms| , while expenditures in terfiary
education increased by 7 percent during the same period (table 3.1). Sri lanka under-
invests in education by infernational standards. Over time, the country needs to increases
investment in education by affracting more private investors and by raising public
investment.

75. A benefitincidence analysis was carried out to examine how public expenditures
in education benefit the poor compared with the rich, and between lagging and leading
areas. The analysis draws on province-level data on recurrent expenditures on education
and enrollment rates that are merged with household data from the HIES 2006-07. Data
on education expenditures are based on estimates from this study and disaggregated by
level of education using criteria in World Bank (2005b). The benefitincidence analysis

Table 3.1: Public spending on education by level and providers
(Rs. million)

Agency and level of education 2005 2006 2007 2008a
General education 40,499 46,275 52,057 45,008
Ministry of Education 13,396 13,653 16,988 13,114
Department of Examinations 594 717 665 851
Department of Education Publications 10 10 16 34
Provincial councils 26,499 31,895 34,388 31,009
Tertiary education 10,092 8,768 9,423 10,778
National Education Commission 12 21 31 49
Total expendituresb 51,745 68,293 63,792 58,583
Provincial councils share (%) 51.2 46.7 53.9 52.9
Education expenditures (% of GDP) 3.1 3.3 2.9 2.5
Education expenditures (% of 7.9 9.3 8.6 7.7
government expenditures)
a Provisional figures for 2008.
b Assistance in education is not included in the estimates. In 2007, this figure is Rs. 8

billion, and the share of province decreases slightly.

Source: Data are reported in 2002 Rupees. Team calculations based on data from MoE,
Ministry of Provincial Council, and local government. Budget estimates and Central Bank.
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Figure 3.1: Are public expenditures in education spatially
equitable?
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Source: Hon 2009 background paper for this report.

shows that primary and secondary education subsidies were pro-poor in all provinces
outside Western Province (figure 3.1). Furthermore, the poorest 20 percent benefited
more from subsidies to primary education compared with subsidies to secondary
education. In confrast, a higher share of subsidies for senior secondary and tertiary
education benefits the rich, both in leading and lagging areas. This evidence is similar to
countries such as Brazil. In other countries where the private sector is present in university
education in a substantial way, those who can afford to pay can opt to send their
children to private universities. In Sri Llanka the private sector needs to be encouraged
fo expand its involvement in higher education, with the state making arrangements for
quality assurance.

3.1.1.2 QUALITY OF HEALTH SERVICES

76.  Universal coverage of basic health services is necessary for long-term development.
Public health care in Sri lanka is provided primarily by the Ministry of Healthcare and
Nutrition and the provincial councils. Major municipalities provide limited services. The
public health care system consists of a network of 610 hospitals, and 418 cenfral
dispensaries and maternity homes throughout the country.** Most Sri Lankans have access
to a health facility within 30 minutes of where they live (figure 3.2) and are within 1.4
kilometers of a basic health clinic and 4.8 kilometers of a governmentsponsored free
health care facility.**
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Figure 3.2: Access to health facilities
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/7. Sri lanka's health service coverage is impressive. Its 3.4 beds per 1,000 people
is high compared with other middle-income countries, with litfle variation across areas.
But services are offen underused. The average bed occupancy rafio is 6O percent,
significantly lower than the 80-85 percent suggested by international healthcare
advocates. Underuse is particularly severe in the Eastern, Northern, and North Central
provinces (figure 3.3). Part of the reason is variation in the distribution of key health
personnel. Mullativu and Killinochi in Northern Province have the lowest health personnel-
to-population ratio for doctors, midwives, and nurses; Colombo has the highest. By
contrast, the average bedfumover ratio of 80 percent is at the level of international
norms, suggesting that Sri Lanka is efficient in servicing inpatients. Yet the ratio varies
significantly, from less than 60 percent in Eastern and Northern provinces to 90 percent
in North Wesfern and Sabaragamuwa provinces.

78. Medical facilities are provided through a multitiered system. The fertiary tier
which consists of higher level hospitals (teaching hospitals and special hospitals) provide
specialist care and general medical services including inpatient care, investigative and
laboratory services, long term clinic care and outpatient care. Secondary level hospitals
(Provincial and District General Hospitals and Base Hospitals) have fewer specialists
and also provide inpatient care, selected investigative services, long term clinic care
and outpatient care. Primary care facilities (Divisional Hospitals, Central dispensaries,
maternity homes), are only staffed with general medical officers.*>  All tertiary level
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Figure 3.3: Many health facilitates are underutilized, partly due
to shortage of health personnel
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Source: Ministry of Health, annual health bulletin 2007.

hospitals are managed by the Central MOHN while the majority of second tier facilities
are run by provincial councils.*

79.  Alllower level primary care facilities are provincially run. In addition to the services
provided through the medical facilities, preventive health services are provided by a
geographically demarcated Medical Officer of Health Areas. All (324 in 2007) such
preventive health units are managed by the respective provincial councils.  These units
are staffed by field based preventive health staff consisting of Public Health Inspectors,
Public Health Nursing Sisters, Public Health Midwives, School Dental Therapists, and field
officers, providing maternal and child health, family planning services, occupational
and environmental health services, school health and dental services.””  Outpatient
care is primarily provided through outpatient departments in hospitals. The public system
accounts for @5 percent of inpatient admissions and 60 percent of outpatient visits and
nearly 100 percent preventive health services.*®

80. Services are often underused in the secondary tier of hospitals run by provincial
councils. Patients often have the perception that they should seek the highest possible
level of care, leading them to bypass these hospitals and facilities to seek care directly
at nationally run hospitals because they provide free services including more specialist
services. For example, Q0 percent of babies are delivered in the higher level facilities
under specialist care, with more than a third in teaching hospitals. Fewer than 5 percent
are delivered in maternity homes or divisional hospitals.*” People offen bypass primary
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Figure 3.4: Many people bypass primary care facilities for basic
outpatient visits
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Source: Annual health Bulletin 2007.

care facilities for outpatient visits (figure 3.4). For instance, while there were 17.6 million
outpatient visits to primary care facilities in 2007, 19.4 million outpatient visits were
recorded in secondary care facilities. In addition, there were 5.8 million outpatient visits
fo fertiary care facilifies.

81. Facilities in remote areas also find it difficult to retain specialist doctors, general
medical officers and nurses. This is partly because personnel tend to apply for centres
in the Western Province as they progress in seniority within the sector. The prospects of
supplementary income from practicing in the many private clinics and hospitals, as well
as consumer amenities such as better schools are among the contributory factors. About
50 percent of the 8,650 private hospital beds are available in Colombo; the rest are
distributed across Kandy, Galle, Kurunegala, and Anuradhapura districts.>© While a
third of these clinics are operated by fulHime private general practitioners, the rest are
staffed by government medical doctors who are permitted to conduct private practice
only in their off-duty hours.

82. The current health system has many areas where efficiency can be improved and
potentially reduce healthcare system costs. Excess demand has resulted in overcrowding
and long waiting lines in higher level hospitals. But health services are quite equitable
because poor people can seek care at any facility free-ofcharge. A benefitincidence
analysis across people and provinces highlights that health subsidies are pro-poor,
parficularly for hospital outpatient services (see box 3.1). Across the country, the
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Figure 3.5: Health subsidies are pro poor
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Source: Hon 2009, background paper for this report.

poorest 20 percent received their fair share of health subsidies; and the richest 20
percent received 17 percent of subsidies. This picture however varies considerably
across provinces. VWestern Province is the most pro-poor. Twenty-five percent of subsidies
went fo the poorest 20 percent, and 5 percent to the richest (figure 3.5). By confrast,
Sabaragamuwa's richest 20 percent received 30 percent of the subsidies. But the poorest
20 percent in Sabaragamuwa are less worse-off than in North Central Province, where
the poor received less than 15 percent of health subsidies. In summary, this analysis
suggests that while health services are geographically dispersed and reach the poor,
there are significant inefficiencies due to underutilization of facilities.

3.1.2 PHYSICALLY CONNECTING LAGGING AND LEADING AREAS

83. The government’s strategy for national development as outlined in the Mahinda
Chintanya, considers improvements in infrastructure of paramount importance to reduce
fransport prices and improve the physical connectivity of peripheral and isolated areas.
The centerpiece of the strategy consists of investments that improve infrastructure across
the country—roads, railways, telecommunications, and ports. While increasing spatial
equity in coverage of durable infrastructure is appealing, such decisions need fo be
grounded in an assessment of how these improvements can improve accessibility of
peripheral areas and whether alternate improvements have a higher likelihood of
improving accessibility as well as performance of the entire network. Thus, can strategic
investments generafe win wins for both spatial equity and economic efficiency?
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Box 3.1:  Spatial benefit incidence of health subsidies

In 2002, Sri Lanka established a system of national health accounts that provides
comprehensive data on expenditures by source of funds, provider, function, and
province. The Sri Lanka National Health Accounts complies with the statistical standard
for health accounts developed by the OECD and includes both public and private
expenditures. Indeed, Sri Lanka is one of the few low middle-income countries with this
capacity.

Micro data from the Central Bank’s Consumer Finances and Socio-Economic Survey
Report were used to estimate public healthcare use across individuals by income
quintiles. That report was used for the following reasons. First, use of health services
was available (that is, self-medication, inpatient or outpatient, and source of treatment;
public, private, traditional, or western) along with a measure of living standards.
Second, the report distinguished between public and private care. Third, it included
data on location by province. Fourth, a 14-day recall period for healthcare use was
long enough to produce a sufficient sample of observed users. The living standard
measurements were the adult equivalent per capita consumption of expenditure.
Combining the use rates and the living standard measurements obtained above with
public health expenditure estimates from the national health accounts, the subsidies by
location, service, and quintile were calculated.

Source: Hon 2009, background paper for this report

84. The analysis of fransport prices discussed in the previous chapter is used to inform
these choices by simulating the implications of alternate road improvements. These
simulations illustrate the utility of spatially explicit tools in differentiating the potential
benefits of targeted investments in lagging areas relative to those that improve connectivity
among places with demonstrated economic potential and large local markets. These
simulations do not provide a blueprint for developing a comprehensive operational road
investment program, which would require a more detailed study that would look at the
interplay of different modes of transport (e.g. rail) as well as consider multiple objectives
that are being addressed with transport policies. These objectives may include improving
accessibility fo basic services such as schools, clinics, and local markets.

85. Thesimulation exercise builds onthe approach used by governmentroad departments
or infernational agencies, which use economic rafe of refurn models considering the
economic impact of a potential road improvement on the cost of vehicles fraversing
that particular road segment, or on economic impacts of cities and towns immediately
"upstream” or “downstream” from the improved road segment.®’ The methodology
used here considers network-wide impacts of improving specific transport corridors,
explicitly accounting for the effects of transport demand and congestion on transport
prices. Reductions in fransport prices in one location can come from investments made
in another as well as policies that enhance competition in the transport services market.
The approach is described below:
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86.

A "baseline” estimate of average transport prices for each DSD was simulated first
assuming no change to the 2008 Sri Lankan Class A and B road network. The
results for each subsequent scenario were evaluated in comparison to this baseline
estimate.

The largest city in each DSD was used as the starting point, and transport routes
to Colombo were calculated using a leastcost path algorithm and optimizing the
route to minimize the transport/congestion cost variable. The “leastcost” pathway
through the road network, minimizing travelimes as a function of road quality,
capacity and topography, was re-estimated for each simulated scenario (reflecting
road network changes).

Using the new routes based on the simulated road network improvements,
aggregate and per kilometer values per route for the H, D, C and HD parameters
were recalculated calculated for each DSD (section 2.3).

Using these updated values for the explanatory variables, the values for transport
prices from Colombo fo each DSD were predicted outof-sample based on the
parameter estimates from regression model in the previous chapter.

While these predicted prices have significant spatial variations across the country,
they do not tell us what is actually being spent on transport on a daily or annual
basis. For that we need to consider transport volume, which varies tremendously
depending on the route and city. Consequently, the simulated average transport
price per kilometer for each scenario, for each DSD, was multiplied by the
corresponding traffic volume (ADT). This provides a measure of daily expenditures
on fransport for each DSD for each scenario, which is the main parameter for
examining aggregate benefits of alternate improvements.

The simulations consider implications in terms of transport prices resulting from a

selected number of road improvements proposed by the Road Development Authority

(RDA). Road improvements for each scenario were physically created or upgraded

using a GIS. Estimates of fravel times on those segments (as a function of road quality,
topography, and number of lanes) were adjusted to reflect their future improved status.

New fraffic volumes along those new or improved routes were estimated by multiplying

current fraffic volumes times a scalar in the case of improved road segments, and by

estimating volumes on new road segments by spatial inferpolation of volumes from
nearby routes of similar quality and number of lanes. Each simulation derives network-

wide effects beyond the immediate area of their upgrade or construction. For example,

the Colombo—Kandy Expressway will also reduce transport prices along roads crossed

by the expressway. The following road improvements /constructions were simulated:
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Baseline scenario: Current (2008) Road Network. Network-wide transport
expenditures are computed using the current network of A and B class roads.*?

Scenario 1: Colombo Outer Ring Road. Because of Colombo's unique position
in Sri lanka, handling 95 percent of Sri lankan imports and exports, roads
providing access to Colombo port are crucial in managing countrywide transport
prices. The RDA has proposed building an outer road (ring road) of 30 kilometers
through the periphery of the greater Colombo metropolitan area to handle heavy
city congestion and to cater fo the extremely high shipping volumes in and out of
Colombo.

Scenario 2: Colombo—Katunayake Highway. This major highway upgrade
stretches 26 kilometers from Colombo to Katunayake. Given Colombo's high
congestion and transport volumes, this project is seen as a way fo improve most of
the traffic and shipping heading north.

Scenario 3: Kandy Expressway. The RDA has proposed a major new
expressway —completely new road construction—running parallel to the existing
road linking Colombo with Kandy. A massive investment, the expressway would
greatly improve road connectivity between the two largest economic urban cenfers
in Sri Lanka, which would almost certainly be needed to meet the growing shipping
volume and traffic between these economic centers.

Scenario 4: Katunayake-Anuradhapura Expressway. The RDA has proposed
an improvement in the connectivity between Colombo and the north of Sri Lanka.
This new highway features 65 kilometers stretching north from Katunayake, and
then 80 kilometers of highway upgrades to Anuradhapura.

Scenario 5: Southern Highway. Like the Kandy Expressway, this new highway
strefches south from Colombo to Matara. This new highway will travel through very
high traffic volume areas, linking Colombo to the south of Sri Lanka.

Scenario 6: Improve Connectivity to Poor Areas. This scenario is not proposed
by RDAs, but is included here to simulate the effects of linking some of the poorest
areas in the country (Uva Province) with the infermediate hub in Kandly.

Scenario 7: Upgrade High Traffic Volume Areas. This scenario upgrades the
highest traffic volume areas in Sri lanka, particularly the Colombo metropolitan region.
Scenarios 1 and 2 are complemented by additional upgrades near Kandy and in
the Batficaloa area, which includes 30 kilometers of new road construction and 209
kilometers of upgraded road.
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3.1.2.1 ASSESSMENT OF ALTERNATIVE SCENARIOS

87. For each simulated road improvement described above, the simulations measure
the savings in fransport expenditures relative to the baseline with no improvements.
Transport expenditures are calculated as the sum of transport prices times volumes across
all segments in the road network. Total fransport expenditures in the baseline case are
illustrated in the left panel figure 3.6, which are estimated at Rs. 155 million per day
across Sri Lanka’s network of A and B class roads. As expected, aggregate transport
expenditures are highest around Colombo. This is due to a combination of relatively
high fransport prices per kilometer from inadequate infrastructure and congestion, and
high traffic volumes which means that a large number of vehicles face these costs. The
right panel in figure 3.6 shows total transport costs affer the construction of the Colombo-
Kandy highway, which the model predicts would result in large reductions in aggregate
fransport expenditures. Island-wide expenditures on transport will decline from Rs. 155
million a day to Rs. 127 million, a reduction of Rs. 28 million.

Figure 3.6: Simulated network-wide change in total transport
expenditures from the construction of the Colombo-
Kandy Expressway
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88. Simulations of the remaining 5 proposed road improvements suggest that the
Southern Highway, which is already under construction, has the second largest impact on
total transport expenditures, which is reduced by Rs. 20 million per day. In comparison,
upgrading roads in major cities (highraffic areas) provides the greatest return in ferms
of reducing network-wide transport costs per kilomefer. But they do not generate the
highest reductions in overall expenditures on transport. For example, the model estimates
that upgrading roads in large cities such as the Colombo outer ring road will reduce
fransport costs by Rs 10 per km, but daily transport expenditures only reduce by Rs. 6
million. It is however, the third best option for reducing overall transport expenditures.
These options are shown in figure 3.7. The limited performance of upgrading roads in
maijor cifies (high-raffic areas) has more to do with fraffic volumes, which are the highest
along the Colombo-Kandy and Southern corridors. As a consequence, smaller unit price
reductions can translate info larger savings on what consumers pay for transporting
products. Similarly, the road from Badulla to Kandy (poorarea connectivity) also fares
well in reducing costs per kilometer, but connects a small tfransport market. So, overall
reductions in transport expenditures are small.

89.  Which fransport improvements can benefit poor areas the moste One of the main
insights from the analysis is that fransport expenditures in poor areas can be reduced by
improving market access in intermediate areas, rather than in the poorest and remotest
areas. Of course, improving fransport connections between Kandy and Colombo
directly benefits a large number of poor people because the central province has a
high concentration of poor people. The simulations suggest that the Colombo-Kandy
expressway can reduce transport costs in the province by Rs. 22 per kilometer resulting
in overall fransport savings of Rs. 7 million per day. In fact, this link effectively connects
"mountains of poverty” fo “peaks of prosperity” (figure 2 in executive summary and
figure 3.8). Equally important, is that the Colombo—Kandy Expressway not only reduces
fransport expenditures in Central Province, it also reduces daily transport expenditures in
the Eastern, North Western, and Uva provinces by Rs. 3.8 million, Rs. 5.1 million, and
Rs. 1 million, respectively. In contrast, the hypothetical Badula—Kandy road improvement
reduces daily transport expenditures in Uva Province by only Rs. 580,000. Clearly, the
Colombo—-Kandy Expressway, linking VWestern Province with Central Province, is a win-
win situation for economic efficiency and spatial equity (figure 3.8).
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Figure 3.7: Transport expenditure savings from simulated road

improvements
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Figure 3.8: Province specific transport expenditure savings of
alternate road improvements “not only does the
Colombo-Kandy Expressway reduce transport costs
island-wide, it connects the most poor people to
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3.1.3 TARGETED INTERVENTIONS IN SELECTED CASES

Q0. When countries face divisions caused by ethnolinguistic or religious heferogeneity,
the forces of factor mobility are weakened even across relatively short distances. Spatially
focused interventions may need to complement institutions and infrastructure to encourage
economic production in lagging areas. The Northern and Eastern provinces of Sri Lanka
have emerged from decades of conflict, which slowed the voluntary movement of labor
and dampened inferregional frade. As these provinces integrate with the rest of the
country, the need for common instfitutions will be critical. But targeted inferventions will
also be needed to overcome historical divisions. Separating what works from what does
not is important for improving the effectiveness and efficiency of targeted policies. Section
2.1 showed that improving the fluidity of agrarian land markets is central for economic
fransformation and poverty reduction in lagging areas. But can targeted interventions
increase the pace of transformation, particularly in Eastern and Northern provinces?
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3.1.3.1 INDUSTRY RELOCATION INCENTIVES

Q1. Targeted interventions today aim af relocating economic activities from  the
concentrated Western Province to lagging areas throughout the country. They run the risk,
however, of slowing economic progress because workers and firms earn higher returns
when located close fo the international gateway and similar businesses. As firms value
gains from proximity, few are taking up relocation incentives. Incentives are offered by
many government agencies such as the Ministry of Finance (MoF), Board of Investment
(BOI), Export Development Board (EDB), Ministry of Industries (Mol), and other line
ministries. In many cases, implementing agencies do not coordinate their programs and
inadvertently offset the efforts of their counterparts.

Figure 3.9: Western Province dominated the location of
investments
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Source: BOI of Sri Lanka (MIS-27-Apr-09).

92. Consider the BOI, which operafes as an autonomous sfatutory body directly
responsible fo the President, with a Board of Directors of eminent officials from the private
and public sectors. Regulations framed under Section 17 of the BOI Llaw grant specific
incentives fo new and existing enterprises safisfying specific eligibility criteria, which
currently include tax holidays, concessionary corporate income tax rates, generous
depreciation allowances, and import duty and excise exemptions.>® These incentives
usually include exemptions covering income tax, customs duty, and foreign exchange
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controls. While the BOI currently offers spatially targeted incentives to stimulate growth in
lagging areas, ifs initial mandate was to use incentives as instruments of national economic
development and affract foreign direct investment (FDI) info economic processing zones
(EPZs), based mostly in Western Province. EPZs, such as Katunayaka and Biyagama,
have grown over the last few decades in number of zones, employment, and share of
exports.

93.  Evaluation of BOI and 200 Garment Factory Programme (GFP) under the projects
approved shows that VWestern Province dominated the location of private investment
(figure 3.9). At the end 2007, Western Province had afiracted the highest volume of
investment, and generated the most jobs and exports. Overall, total investment in VWestern
Province was valued at Rs. 484 billion, with service infrastructure contributing Rs. 333
billion. Exports of Rs. 460 billion along with 300,000 jobs were created with the support
of BOI's incentive programs. 32,500 of these jobs came from the 200 GFP. The second
highest number of incentives was in neighboring North Western Province (Rs. 29 billion),
of which nonmetallic products contributed Rs. 11 billion. Total export value was about
Rs. 40 billion, of which fextile, wearing, apparel and leather products contributed Rs.
29 billion with Rs. 5 billion from the GFP. And 39,512 jobs were created under these
incentives, including 16,051 under the GFP. But these incentives have not attracted
investors fo the country’s lagging areas. New investments attributable to these incentives
are only Rs. 3 billion in Uva Province and Rs. 13 billion in Northern and Eastern provinces,
and even those were concenfrated in the urban areas of Ampara and Tricomalee.

Q4. Incentives under the 300 Enterprise Development Programme, or “Nipayum Sri
lanka,” a flagship program established in 2006 to support rural employment creation
in logging areas, are disproportionately used at the edge of Western Province, not in
remofe areas. Secfors are identified and prioritized based on comparative advantage,
and depending on the conditions of each province—nondifficult, difficult, and most
difficult—incentives are adjusted to accommodate location-specific political and
economic risks (BOI Annual Report 2007).

Q5. This program attracted 153 projects through the end of 2007.>4 Foreign investment
of Rs. 20 billion and domestic investments of Rs. 24 billion have been approved. Most
of these projects specialize in agricultural value added and in apparel, expecting fo
generate 44,000 jobs. While these developments may appear promising for industrial
deconcentration, a closer look at the geographic distribution of investments tells a different
story. Investments of more than Rs. 21 billion were approved in North Western Province,
which lies af the border of Western Province. While industry location may be influenced
by incentives, these favor places that help producers maintain favorable access to
markets and their suppliers. These incentives have decentralized private investment to
remote locations.
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Q6. The limited success in affracting firms to lagging areas is partly due fo
relocation costs that are higher than the benefits of staying in larger, often congested
agglomerations. Many firms reported being locked in spatially, depending on nearby
firms, for information on business processes, regulations, and hiring practices. And
being in a larger agglomeration provided access to a pool of qualified workers and
business services not easily available in peripheral areas. Rather than offering incentives
fo “push” industry to lagging areas, policymakers should invest in information to identify
what investors perceive as opportunities and constraints to help sharpen the impacts of
fargefed incentives.

Q7. Public policies are staring to recognize that economic growth will be unbalanced.
The national physical plan (NPP) takes into account that higher value economic activities
will be geographically concentrated and identfifies five metro areas that are likely o
become economic engines in the next 20 years (see box 3.2). However, the NPP does
not provide guidance on why and how economic growth will pick up in these areas.
It may be useful to invest in information to identify area specific sources of comparative
advantage (see next section).

3.1.3.2 KNOW THY ECONOMY —INVESTING IN INFORMATION

Q8. Improving the function of agrarian land markets provides a starting point to facilitate
economic fransformation in lagging areas, but additional efforts may be needed in
areas where the cosfs of economic distance are compounded by internal divisions.
Eastern Province is one such area. It was ravaged by civil war for more than 20 vyears,
and its coastal regions devastated by the 2004 tsunami. Annex 1 provides some
details on the Negenahira Udanaya (Eastern Revival), the main government program
fo integrate Eastern Province economically with the rest of the country. The economic
future of Eastern Province is unlikely to be in industrial manufactures. Even historically,
manufactures have not been an important part of the local economy. By contrast, there
are considerable opportunities for increasing agricultural production and enhancing links
with nonfarm activities. A promising prospect is the readiness, even eagermess, of two
big agribusiness firms, Chemical Industries Colombo PLC (CIC) and Hayleys, to expand
operations in Eastern Province (see Rodrigo 2009 for details). They are keen to acquire
and deploy large-scale best-practice technologies. These include silo fabrication, grain
drying, milk processing, and other food-processing technologies that could raise output,
productivity, and product range while reducing spoilage. The efforts of such firms have
a high probability of success because of the accumulated experience they bring to food
processing, marketing, and exporting.
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Box 3.2:  The National Physical Plan

In 1997, the Presidential Task Force studying urbanization recommended that a National
Physical Plan (NPP) be developed for Sri Lanka. In 2000, a high-level National

Physical Planning Council (NPPC) chaired by the President was established to guide

and eventually operationalize the NPP through an amendment to the Town and Country
Planning Ordinance No. 13 of 1946. The NPP was completed in 2007, and approved
by the NPPC on July 3 2007. The stated objectives of the NPP are to (i) protect the
environment, (ii) ensure that all Sri Lankans live in areas safe from natural disasters, {iii)
create a strong network of cities, towns and villages (iv) provide infrastructure facilities,
(v) and balance production and protection.

Consistent with the argument in this

report, the NPP explicitly recognizes that SRILANKAIN2030  ® "o S0
economic development is inevitably going ol - s
to be geographically unbalanced. Higher Y
value added economic activities have a
“natural” tendency to concentrate. The
NPP calls these areas “Metro Regions”
and identifies five such areas (see box
map). The NPP projects that Sri Lanka will
see rapid urbanization in the coming 20
years. It is projected that 70 percent of Sri
Lankans will live in urban areas by 2030, of ... =
which 80 percent will live in the five metro

cities and smaller district capitals. Some

urban areas are projected fo experience
explosive population growth. For example,
the population in the city of Hambantota
is expected to reach 1 million by 2030. |
In the 2001 census the population was e N
recorded at about 21,000. Conversely, the
NPP projects that the population of Kandy
one of the few areas with concentration

of economic activity outside the Western
Province (see box map) will shrink between
now and 2030.

However, the NPP does not assess the drivers of demographic and economic
transformation. For example it is not clear whether and why the Trincomalee-
Anaradhapura-Dambulla (TAD) triangle will eventually have the same density as
Colombo. The reported population numbers suggest rapid convergence as the TAD
triangle is expected to have 4 million people by 2030 compared to Colombo’s projected
5 million people. And the NPP does not identify the economic factors driving this rapid
concentration. This may limit the extent to which the NPP can be used as a guide for
prioritizing infrastructure investments. As argued elsewhere in this report the general
lesson from international experience is that policy makers should leave it to firms and
households to decide where to locate production and live, while focusing public policies
on facilitating the pace with which transformations take place.
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Source: Report team based on National Physical Plan
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99. CIC, through its subsidiary CIC Agribusiness (Pvi) Lid., has launched a joint venture
with stateowned Mahaweli Livestock Enterprises to establish milk processing facilities
at Welikanda and Punani. With an investment of Rs. 550 million, the objective is fo
produce 10,000 liters of milk per day and move info value-added products [yogurt,
cheese, and so forth) within two years. CIC is also engaging in a banana exporting
project near Kantale River in Eastern Province in parinership with a leading Japanese fruit
supplier. The investment, worth Rs. 500 million, will develop 15,000 acres of land and
is expected fo generate Rs. 5 billion in export earnings annually, primarily to markets in

Europe, the United States, and the Middle East and Gulf states.

100. Hayleys, a major conglomerate, has since the late 1950s been a supplier
of agricultural inputs. It is also a major exporter of agricultural products and some
manufactures. Hayleys has maintained ifs presence in Eastern Province through ifs wide
extension network; it trains farmers in crop protection, fertilizer, and machinery use, and
provides seed paddy. A pilot project, supported by USAID, gherkins, jalapeno peppers,
and pineapple on 50 hectares. Hayleys is planning to extend this project to 650
hectares in former conflict areas around Batticaloa, Amparai, and Bibile. It also plans to
set up model farms and negotiate buy-back arrangements with other private producers,
entering 50-50 investment sharing deals. Hayleys has a matching grant of $6 million
for this project. Some produce will be developed into final products for external markets,
following a value-chain analysis. It does not expect to move up the value chain for the
local market; instead, produce will be sold to Cargills, a leading domestic refailer.

101. There is a long tradition of fishing in Eastern Province. In the 1980s-90s, a third
of families in the province engaged in fishing. Until the mid-1980s, itinerant fishermen
from other parts of the country controlled the marine fishing market. They came to Eastern
Province during the southwest monsoon and used local labor. With increasing use of
mechanized craft, which makes all-season fishing possible, this practice declined. Today,
the sector is divided broadly into marine fishing and inland fishing, which includes
aquaculiure of highvalue fish, such as prawns in fresh and brackish water. Marine
fishing is separated into coastal fishing and deep-sea off-shore fishing, in which vessels
venture out to sea for many days at the time. In recent years, marine fishing of all kinds in
Eastern Province has been severely curtailed for security reasons. Fishermen are allowed
out for a few hours a day, mostly af times not conducive for effective fishing. This situation
is still prevalent. Because of this restriction, marine fishing has declined significantly from

its high of 255,000 metric tons in 2002.

102. What are the operational implications for designing and implementing targeted
interventions@ International evidence and the Sri Lankan experience highlight the following
priorities:
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e  Targefed inferventions should not smother market signals on where businesses want
to locate and expand production. Policies should support places with demonstrated
potential —not divert growth fo other locations. This will increase the pace of
national economic transformation.

® In places left behind by market forces, policies should create the foundations for
economic fransformation—by first improving the efficiency with which the same
piece of land changes uses and users.

 In lagging areas that suffer from infernal division, targeted inferventions may
be necessary fo support economic progress. But these interventions should be
based on careful assessment of area-specific natural, human, and infrastructure
endowments, and should not inadvertently offset gains from common institutions.

3.2 TAILORING POLICIES TO AREA SPECIFIC CHALLENGES

103. Policies for economic infegration can connect between people in lagging areas
with prospering places. But the infegration challenge is not the same for all areas in Sri
Lanka. A taxonomy can be created by using the spatial dimensions of distance, density,
and division fo characterize different areas (see box 1.1, p. 2), to focus on how Sri
Lanka can tailor infegration policies to the challenges faced by different areas. In some
places, the density of people in lagging areas, particularly the poor, can compound the
challenge of economic distance. In other places, language, ethnicity, or religion may
divide one part of a country from another, effectively reducing market forces of migration
and interregional frade. How can areas be classified along the dimensions of distance,
density, and division?@

104. WDR 2009 uses poverty maps to calibrate policies to the severity of area-specific
integration challenges. These maps can show which places are poor and which have
most of the poor. Often, the two are not the same, because the poor have the most
reason fo move from poor places. Recall the map of where poor people live (figure
5, pg. xiv). It shows that the density of poor people in Sri Llanka is greatest in Western
Province, not in lagging areas. While per capita income (consumption expenditures)
was Rs. 6,935 in 2006, 471,000 poor people, or 17 percent of the nation’s poor,
lived in Western Province. The poverty map uses data from the 2006/7 HIES and
shows that there were 121 poor people per square kilometer in Western Province —the
highest density of poor people in the country. Figure 3.10 presents a three dimensional
representation of the poverty map in figure 5, showing that there are mountains of poor
people in the country’s leading area. And the map on the top right comer of the figure
shows the concentration of economic production per square kilometer of land. Clearly,
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many poor people are connected to the “peaks of prosperity” in Western Province. But

what about lagging areas?

Uva, North Central, and North Western provinces have lower densities of poor
people and a small share of the country’s poor (figure 5, figure 3.10). For instance,
North Central Province has 16 poor people per square kilometer (6 percent of
the nation’s poor), while Uva Province has 40 per square kilometer (12.3 percent
of the nation’s poor). In these areas, the integration challenge is primarily one of
overcoming economic distance. Measures to enhance migration should be the
mainsfay of policies that connect people to prospering places. Economic distance
between lagging and leading areas can be addressed mainly by improving
spatially blind outcomes in education and health services. By investing in portable
assets, policies can help people move toward opportunity.

Cenfral, Sabargamuwa, and Southern provinces have a larger share of the
country's poor, but there are few impediments to their mobility. Indeed, Cenfral
Province is home to 100 poor people per square kilometer, and 20.4 percent
of the nation’s poor. The integration challenge in these provinces is overcoming
economic distance and misplaced densities of poor people who are far from
prosperity. Although migration will aid spatial efficiency and equity, this could
take a long time because of the large numbers of the poor in lagging areas. In
addition to mobility enhancing portable assets, infrastructure improvements are
also needed to improve connectivity fo leading areas. Infrastructure projects, such
as the Colombo—Kandy Expressway and Southern Matara Highway, can reduce
fransport costs and increase interregional trade. Improving the movement of people
and products will be needed to connect people with prospering places.

Fastern and Northern provinces do not contain a large share of the country’s
poor, but domestic divisions have limited the movement of labor and exchange of
products, resulting from conflict that has ended only in recent months. Improving
health and education outcomes s critical, but this needs to be accompanied by
institutions that improve the functioning of agrarian land markets and targeted
inferventions to help farmers develop market linkages. In this case, targeted policies
are needed in the short to medium ferm to bring prosperity to people living in these
areas.

105. Table 3.2 summarizes policy options for economic integration using a calibrated
combination of institutions, infrastructure, and interventions.
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Figure 3.10: Priorities for connecting people to prosperity —
overcoming challenges of economic distance,
misplaced densities, and internal divisions

Source: Poverty data: HIES 2006-07; GDP: World Bank Development Research
Group's spatial analysis team based on sub-national GDP estimates
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3.2.1 SUMMARIZING PRIORITIES

106. Delivering basic services everywhere is a priority because it accelerates economic
progress and connects people in lagging areas with prospering places. By enabling
people fo seek economic opportunities and leveling the geography of basic living
standards, these policies can become the sharpest instruments for unifying Sri Lanka.
Past policies have done an impressive job in ensuring spatially equitable access to
basic services, including education and health. In the future, the challenge will be to
improve service quality in economically depressed areas. In education, rather than
expanding schools in remote areas, it may be worth considering consolidation in
places where enrollments are low and to use the resulting cost savings for much-needed
teaching materials. There is no doubt that fertiary education is important for national
fransformation, but higher education subsidies disproportionately benefit rich families in
Western Province. From the perspective of spatial efficiency and economic integration,
it may be best to encourage private sector participation in the provision of terfiary
education.

107. In health, coverage is fairly uniform across provinces, and by middle-income
country sfandards Sri Lanka has an excess supply of hospital beds. However, services
are underutilized in the network of hospitals run by provincial councils—people often
bypass lower level facilities to seek care at nationally run hospitals. Health facilities
in remote areas also find it difficult to attract high-quality doctors and nurses, partly
because highly qualified personnel are drawn to Western Province with prospects of
supplementary income from practicing in private clinics and hospitals.

108. In lagging areas with high densities, such as the Central, Sabargamuwa, and
Southern provinces, there is considerable potential to augment common institutions with
better transport links that help local economies benefit from economies of specialization
and scale. The analysis reported here shows that transport improvements such as the
Colombo—Kandy Expressway can reduce island-wide expenditures on transport by
20 percent. And this investment is a win-win for both economic efficiency and spatial
equily, because it can generate higher cost savings in lagging areas—Uva, Eastern, and
Northern provinces—compared with poor area-specific investments.

109. In lagging areas, such as Eastern and Northern provinces, where factor mobility
has been restricted due to internal divisions, targeted interventions may be needed
fo stimulate geographic and economic transformations. But these incentives need to
be preceded by institutional reforms that improve the fluidity of agrarian land markets,
making land fradable between uses and users. And the design of interventions should
be guided by information on local endowments and the understanding of what investors
see as opportunities and constraints in converting endowments info profitable ventures.
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110. By making efforts along these dimensions, policymakers can help in unifying Sri
Lanka. What policymakers will notice is that while the geography of production will
become further unbalanced, the geography of living standards will become flatter. This
fransformation will accelerate economic growth and enhance social harmony.

Table 3.2: An instrument per dimension—priorities for connecting
people to prosperity
Sparsely populated Densely populated Sparsely populated

lagging areas lagging areas lagging areas with
domestic divisions

Provinces Uva, North Central, Central, Eastern, Northern
North Western Sabaragamuwa,
Southern
Dimensions of the Economic distance ~ Economic distance  Economic distance
integration challenge (1-D) High population Internal divisions
densities in lagging ~ (2-D)
areas (2-D)
What policies should Labor and capital Labor and capital Labor and capital
Facilitate mobility mobility Market mobility Selected
integration for goods economic activities in
and services lagging areas

Policy priorities

Spatially blind Improving health and Improving health and Improving health and

institutions education outcomes, education outcomes, education outcomes,
safe water supply safe water supply, safe water supply,
and sanitation and sanitation and sanitation

Improving the
efficiency of land use
and conversion

Spatially connective Improving
infrastructure connectivity with
the Colombo
metropolitan area
Spatially targeted Incentives to
Interventions agriculture and

agro-based industry
Amplify market
linkages

Do not force activities
out of the Colombo
metropolitan area

Source: Report team: Sri Lanka—connecting people to prosperity.
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Annex 1: Spotlight on Eastern Province

The Mahinda Chintanya (MC) focuses on regeneration and revitalization of a rural-
agrarian society, where subsistence agriculture will be induced to become more
productive and commercially oriented, with greater value addition closer to production.
The Negenahira Udanaya (Easfern Revival] is at the forefront of the development strategy
fo economically infegrate Eastern Province with the rest of the country. The obijectives of
the program are fo:

e  Restore civil order and security for people and communities through resettling
displaced persons, reconciling communities, and rebuilding social institutions.

e Resfore livelihoods through reviving and expanding productive sectors and regional
linkages.

° Improve economic infrastructure, strengthen social infrastructure, social services
and human setilements, and improve internal and external connectivity of the region with
the country.

e  Develop Eastern Province as a hospitable and atiractive place to live, visit, work,
and conduct business. Create an environment where people can live in peace and

Figure A1: Negenahira Udanaya (Eastern Revival) investment
plan by sectors/programs

Negenahira Udanaya
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Source: Ministry of Nation Building and Estate Infrastructure Development.
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harmony and pursue livelihoods of their choice, in a way that will permit rapid social
and economic development.

The government has drawn up a fouryear plan starting in 2007 to move the program
forward. Currently, implementation is under way, parficularly invesments in physical
infrasfructure, roads, bridges, ports, power plants, and waterways. The other areas are
human resetilement, schools and vocational training, housing, water, and sanitation. The
plan aims to resfore economic vitality in agriculture and livestock production, fisheries,
tourism, and small and medium enterprises. Budgeted expenditures are indicated in
figure A1. The government expects to fund 29.5 percent of expenditures from state
revenues and raise the remainder from foreign donors and other private sources.

What are potential economic drivers in Eastern Province?

Eastern Province has very fertile soil with superior agricultural productivity; it remains the
main paddy producing region despite the setbacks from civil conflict and the tsunami.
The province is also home to Trincomalee Harbor, with a reputation as one of the
finest natural harbors in the world. The tourism potential is enhanced by many wildlife
and nature reserves and national parks within the province or in contiguous territory.
Fastern Province has the longest beaches (more than 400 kilometers) of any province
in Sri Lanka, with many white sand stretches suitable for tourism and other recreational
activities. It also has valuable mineral sand deposits, such as ilmenite and monazite.
Eastern Province has numerous lagoons and bays in addition fo its extensive coastal
waters, which can and have been used for aquaculiure, coastal, and marine fishing.
Eastern Province has been one of the major fish producing regions of the country, though
output has fallen drastically in recent years.
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Colombo moved to 27th position in the Containerization Infernational magazine ranking of World Ports
in 2008 from 34th in 2006, with fransshipment a significant share. Nofe that cargo volumes have
confracted sharply as a result of the global economic crisis, but are now slowly recovering.

Annual census of industry, 2003: 2007 prices; 80 percent of industrial value added.

Sri Llanka estimates based on shipping price survey conducted by the World Bank in April 2009. U.S.
estimates based on general published container shipping rates in the U.S., which typically quote @
general "rule of thumb” of $2.00 per mile, or about $1.25 per kilometer.

The Price Monitor collects prices twice a week in Thirunelvely market in the Jaffna distfrict, Kalmunai
(Ampara district), Batticaloa town (Batticaloa district), and Vavuniya town (Vavuniya district).  The
monthly data is a simple average of the biweekly observations. The ten commodities shown are
mostly commodities where Jaffna is a next “importer”, and hence commodities were a relatively large
downward price effect from integration could be expected. Indeed, certain product has in fact been
cheaper in Jaffna than in the rest of the country during the periods of isolation, due to “oversupply” in
the local market. Examples of such products are red onion, cabbage and carros.

Annual Census of Industry 2003: at 2007 prices; 80 percent of industrial value being added.
Industrial Survey 2007 /08.
CFSES 2003/04.

Marco Polo wrote of his visit in 1292: "I want you fo understand that the island of Ceylon is, for its
size, the finest island in the world, and from its streams come rubies, sapphires, topazes, amethyst and
garet.” http:/ /www.palagems.com/ceylon_sapphire_bancroft.him

Census of Industry 2004.

Wijayasiri and Dissanayake 2008

World Bank 2008

Based on Industrial Survey of 2007-08 (Department of Census and Statistics).
See www.unicef.org/ progressforchildren.

World Development Indicators 2009

The TIMSS is the most comprehensive international comparison on education. It includes 41 countries
at five grade levels. Sri lanka was not among the official countries participating in the TIMSS. NEREC
administered the TIMMS test, which included 25 questions from the test in 1995 and 2003.

World Bank 2002

For details on the issues related to land sales market, see World Bank (2003).
Ravallion and van de Walle 2008

Shilpi 2009

for example, Foster and Rosenzweig 2004 for India; Deichmann, Shilpi, and Vakis 2009 for
Bangladesh
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23
24
25

26
27

28
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32

33
34

35

36
37
38

39
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42

Whalley and Zhang 2007

lliffe {1995) on the historical impact of drought on population distribution in Africa; Bryceson (1999)
on the Sahel and Sudan; and Hardoy and Satterthwaite (1989) on Mauritania. VWandschneider and
Mishra {2003, cited in Deshingkar and Grimm (2004), on the droughtinduced migration of 60,000

people out of Bolangir, in the Indian state of Orissa, in 2001.
Sahn and Stifel 2003; Anderson and Pomfret 2005; Venables and Kanbur 2005
De Silva and Perera 2007

The technical approach is inspired by Buchinsky (1994, Patrinos and Sakellariou (2004), and Nguyen
and others (2007

see Sen and others 2009 for details

Households have 25 potential districts to choose from in the conditional logit model. Households that
stayed in the same district and did not move choose the same district as the origin in this model. The
differences of wellwater and electricity coverage are potential desfination districts minus origin disfricts

in 1981.
Hewings, Feser, and Poole 2007

Rephann and Isserman (1994). The evaluation of regional development programs was one of the first
ever conducted in the United States using an experimental design.

Bayes 2007

Based on a shipping price survey conducted in Sri Lanka by the World Bank in April 2009. Exchange
rafes are for 2009.

Based on general published container shipping rafes in the United States, which typically quote a
general “rule of thumb” of $2.00 per mile, or about $1.25 per kilometer.

http:/ /www.railway.gov.lk/future_plan.html, accessed February 8, 2010

The nodes are Anuradhapura, Badulla, Batticaloa, Dambulla, Galle, Hambantota, Jaffna, Kandy,
Kurunegala, Nuwara Eliya, Puttalamand, Ratnapura, Trincomalee, and Vavuniya.

Vehicle operating costs measure the cost incurred by a vehicle traveling along a road per distance
unit in ferms of gasoline and vehicle wear and tear, calibrated to actual real dollars in advance by
measuring local-country prices for vehicle repair and gasoline costs.

TransPlan road database.
Based on 2007 GDP and World Bank staff estimates based on Kumarage (20006).

In addition, labor costs are 20-25 percent of overall costs because state and port regulations warrant
each fruck to employ at least two people—a driver and cleaner due fo security requirements—
confributing to the high labor cost per trucking kilometer.

See WDR 2009 p.168.

School Census 2006 and MoE 2007
OECD [get full reference).

School Census 2006.
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Ministry of Health 2008 (http://www.health.gov.lk/Beds&Institute. him).
NCED 2005.

The higher level hospitals are also equipped with the latest medical technology and have higher ratios
of other medical personnel to docfors.

A few secondary level hospitals are, however, managed centrally by the MOHN

Some government facilities provide indigenous medical services. But the demand for such services has
been declining since the 1950, in parallel with trends in neighboring countries such as Thailand and

Malaysia.

Fernando and others. 2004.
Ministry of Health 2007
Nawaratne and Ventura 2005.

Such models would include the World Bank Road Economic Decision (RED] model (see http://
www4 . worldbank.org/afr/ssatp/Resources/HTML/Models/RED_3.2 /red32_en.him), the World
Bank Highway Development and Management (HDM] model (see hitp:/ /www.worldbank.org/
transport/roads/rd_tools/hdm4.htm), or the Economic Rate of Return (ERR) model used by the
Millennium Challenge Corporation (MCC] (see http://www.mcc.gov/mec/panda/activities/err/
errinvestments/index.shiml), which has been used in MCC compact counfries to evaluate potential
infrastructure improvement alternatives. None of these models explicitly consider endogenous network-
wide impacts in the assessment of potential investment impacts.

It should be noted that the analysis does not include lowerclass roads (Cclass and below, including
rural roads).  While such roads might show relatively low economic savings due to their low traffic
volume and the informal nature of goods fransport, rural roads can have significant social benefits by
connecting households to public service, thereby increasing spatial equity.

Sri lanka Selected Issues and Statistical Appendix, IMF country report 4,/69 (2004).

These are approved investments. Information on realized investments is not available.
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