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Introduction

This report is intended to inform the discussions of the May 16-17, 2005 Sri Lanka Development Forum,
which will focus on the tsunami, the economy, and the broader development agenda. It is also hoped that the report
will contribute to the national debate on these issues and serve as an input to the Government's Poverty Reduction
Strategy (PRS), a draft of which will be presented at the Forum.

The tsunami disaster that hit Sti Lanka on December 26, 2004 caused enormous losses in terms of lives,
infrastructure and economic assets. As the country embarks on recovery from this disaster, it is important to
understand the prevailing economic conditions as they will have a bearing on the scope and potential impact of
proposed interventions. It is also important that post-tsunami reconstruction does not detract from and is consistent
with the poverty reduction agenda for the country as a whole.

Section 1 provides an overview of recent economic outcomes and the status of reforms. Attesting to its
resilience, Sri Lanka quickly recovered from the 2001 downturn and restored growth rates averaging 5 percent annually.
However, the relative peace enjoyed since the ceasefire in February 2002 has not led to higher growth. Growth has
been uneven. The services sector has been the main driver, while industry has recovered more gradually from the
2001downturn, and agriculture has stagnated. Sri Lanka's below-potential growth performance can be largely
attributed to remaining structural constraints, including weaknesses in the macroeconomic framework. More recently,
the hike in international oil prices combined with expansionary policies have led to rising inflation and widening
macroeconomic imbalances. Meanwhile, Sti Lanka's past growth pattern has not been adequate for significant poverty
reduction beyond the urban areas.

Section 2 presents an analysis of the impact of the tsunami, financing needs and implementation issues for
the reconstruction phase. Although the human and asset losses from the tsunami were extensive, the impact on output
and GDP will be limited because the sectors affected only represent a small part of national production. While large
aid flows have already been mobilized, particularly from private donations, implementation remains a challenge due to
absorptive capacity constraints. In particular, there is a need to ensure that fiscal and monetary policies underpinning
the recovery effort are consistent with the restoration of a sound macroeconomic framework.

Section 3 discusses poverty trends and priority reforms for meeting the Millennium Development Goal
(MDG) on poverty reduction. An analysis of past growth and poverty trends shows that much of Sri Lanka's skewed
growth record and ensuing income inequality is a reflection of the unfinished reform agenda. Important strides have
been made in trade liberalization and private sector development, which explain the country's resilience to adverse
shocks, including the prolonged conflict. However, significant challenges remain. These include containing the fiscal
deficit and public debt to sustainable levels, increasing export diversification against the backdrop of the abolition of
the Multi-Fiber Agreement (MFA), and reviving non-plantation agriculture and the rural economy. Critical for both
growth acceleration and poverty reduction is the achievement of permanent peace. It is also essential that policy
reversals be avoided so that gains from past reforms can be further strengthened.

In sum, despite strong growth in the wake of adverse shocks, too many Sti Lankans are still poor. The tsunami
is a painful reminder of this fact, as a lot of the victims are poor (which is why the impact on GDP is mild). Therefore,
reconstruction efforts are needed to address the plight of the poor in the affected areas. There is however a risk that
exclusive focus on the tsunami will delay reforms that are vital for up-lifting the poor in the rest of the country. The
Development Forum would have succeeded if it helps to bring consensus between the government and the development
partners on the range of measures that are critical to accelerating growth and reducing poverty in Sri Lanka.
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