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EXECUTIVE SUMMARY

““... given the near universality of market failures in poor
countries, it should be possible, with a combination of
careful research and good thinking, to identify
opportunities for redirecting resources to poorer people
who are in a position to make very good use of them.”

World Development Report 2006

1. Sri Lanka’s accomplishments in the area of social policy surpass most developing countries.
Sri Lanka has made stellar progress on the millennium development goals: the country has already
attained universal primary education and completion and has achieved gender parity at primary and
secondary education levels. Sri Lanka’s child and infant mortality rates are unusually low relative to other
developing countries, and also compare favorably with some middle income countries. While challenges
remain—aparticularly in improving the quality of education services, tackling persistent child malnutrition,
and addressing regional disparities in social outcomes —Sri Lanka’s accomplishments are remarkable for
a developing country, particularly one that has endured a 20 year civil conflict (World Bank 2005a).

2. Sri Lanka’s performance on poverty reduction has been more modest. Almost a quarter of
Sri Lankan population is poor, with poverty concentrated in rural areas. Despite average annual economic
growth of 4.5 percent in the last decade (1994-2003), the decline in poverty has been modest, dampened
by growing inequality.® If inequality had not increased, poverty reduction would have been more than 5
fold higher. That said, given its much higher level of income, poverty rates in Sri Lanka are still much
lower than for most South Asian countries (World Bank 2005a) and while inequality is much higher than
most countries in the region, it is far lower than for many Latin American countries (World Bank 2006).

3. Aside from poverty (low income), Sri Lankans also face considerable vulnerability to
income shocks. The poor, with few assets and limited access to markets, are often the hardest hit, but
income shocks can also drive many non-poor into poverty. Results from a recent survey, consistent with
results from other South Asian countries, show that the major individual risks faced by Sri Lankan
households are sickness, disability and death of a family member and unemployment, and the main
community-wide (aggregate) shocks include drought, crop failure, and other natural disasters (the most
recent and disastrous being the tsunami).? Moreover, Sri Lanka has one of the most rapidly aging
populations in South Asia. Over the next 25 years, the share of the population over 60 will double from
about 10 to 20 percent and this demographic trend will have an aggregate impact on the economy,

! Gini Index of per capita consumption expenditures, a measure of inequality, increased from 0.32 to 0.40 over the period
1990/91 to 2000.

2 The microfinance survey found that over a twelve month period, over a half of households experienced significant income
shocks, with 21 percent of households being exposed to sickness, injury and death, 16 percent to unemployment, 23 percent to
natural calamities, and 18 percent to crop failures n Sri Lanka is amongst the highest in the region, it is lower than found in many
countries of Latin America.



potentially changing patterns of labor force participation and the composition of health care, and
imposing a strain on traditional and formal income support systems.®

4. There are several poor and vulnerable groups deserving attention. Among children, these
groups include those living in large families (the poverty incidence of households with 3 children is 57
percent above the national average and of households with 4 or more children is more than double the
national average), disabled children and child workers/street children, children affected by the conflict
(child soldiers), children who drop out from school (though their numbers are very small relative to other
South Asian countries), and malnourished children. Among working age adults, the most poor and
vulnerable are informal sector workers living in remote and infrastructure poor areas (particularly
uneducated, casual and own-account workers), unemployed youth from low income families, displaced
due to the civil conflict or natural disasters, and the disabled. Among the elderly, only the oldest face
above-average poverty rates (the incidence of poverty among households with member over 80 years old
is 10 percent above the national average), but rapid aging of the population may lead to strains in the
traditional and formal income support systems and contribute to future vulnerability among the elderly.

5. Sri Lanka is committed to promoting equitable growth and has instituted several social
protection programs. A fairly extensive social protection system comprises three main components: (i)
employment protection and promotion: labor legislation, unions, collective bargaining and related
institutions, and training/retraining of workers; (ii) social security/insurance programs: pensions,
disability, survivor insurance (coupled with universal health coverage); and (iii) safety nets, or protection
of last resort: mainly cash transfers and social welfare and care services. Informal networks, including
those relying on migration and remittances, continue to have an important role in helping people weather
chronic poverty and income shocks, but the viability of such networks given urbanization and aging is in
question; and evidence suggests that informal arrangements are not able to provide protection against
community wide shocks.*

6. This report reviews Sri Lanka’s social protection programs and proposes strategic options
for enhancing their role in promoting growth with equity. Well designed social protection (SP)
systems can help address poverty and inequality through redistribution, and mitigate risks and facilitate
employment opportunities, thus contributing to both growth and equity goals.® The report first identifies
the poor and vulnerable (chapter 1) and then reviews and evaluates employment protection and promotion
policies and programs (chapter 2), social security/insurance schemes (chapter 3), and safety net programs
(chapter 4) and proposes policy options The concluding chapter summarizes key analytical findings and
presents a unified policy framework to improve social protection. The report relies mainly on extensive
existing literature from Sri Lankan and international researchers. The remaining part of this section

® While more evidence on income shocks is merited, risks facing Sri Lankan households are not dissimilar to those
affecting other households in South Asian region. Recent evidence on income risks in such diverse countries as
Afghanistan, India (Andhra Pradesh) and Maldives suggest that health and disability shocks are amongst the most
important income shocks (in terms of frequency and lost income) faced by households in these countries (World
Bank 2005b, 2005c, 2005d). And South Asian countries are highly prone to natural disasters, as the most recent
earthquake in Pakistan bears witness.

* See Townsend (1994), Morduch (1995, 2002), Ravallion and Chauduri (1997), and Munshi and Rosenzweig
(2005) for evidence on informal support networks in promoting consumption smoothing.

® See World Bank (2001) for a description of how social protection issues are addressed by the social risk
management framework, and World Bank (2005e) for a discussion of how equity contributes to growth. Note that
social risk management approach categorizes mechanisms into three categories: (i) those that reduce social risks (for
example, reduce the probability of becoming unemployed or sick); (ii) those that mitigate social risk (for example,
reduce the impact of unemployment or sickness); and (iii) those applied in response to the undesirable event—
coping mechanisms (for example, social assistance).



summarizes the main issues and policy options. (The main results of the poverty and vulnerability chapter
have been detailed in paragraphs 2-4 above.)

I. Sri Lanka’s Social Protection System

7. As in most countries, Sri Lanka’s social protection system has three main elements: employment
protection and promotion; social security/insurance, and safety nets. Its coverage is much more extensive
than in other South Asian countries, with up to a third of the workforce covered in case of employment
protection and social security, and about 40 percent of households covered in the case of the largest safety
net (cash benefit) program. Social protection expenditures amounted to approximately 3 percent of GDP
in 2004 (2 percent for pensions and 1 percent for safety nets)—but the large implicit debt of the pension
system (estimated at 60 percent of GDP) means that the above costs underestimate the full fiscal costs of
the social protection system.

1. Employment Protection and Promotion

8. Sri Lanka is to be commended for providing basic protection of core labor standards—
albeit to formal sector workers. Sri Lanka has ratified eight ILO conventions on core labor standards,
including the right to collective bargaining and freedom of association. Tripartite mechanisms for social
dialogue have been in place for a long time and trade unions, employers and the government interact
collectively to resolve critical issues in industrial relations, e.g., wages and other disputes. While the
problem of child labor (street children and child soldiers) remains, strong child focused policies (e.g.,
inclusive education system and employment protection) have led to one of the lowest rates of out of
school children (and incidence of child labor) in all of South Asia. Gender discrimination in wages is
present—women earn less than men, as a result of productivity differences, but also because of other non-
economic factors—but there is no evidence of ethnicity-based differences in earnings.

Key Issues

9. However, Sri Lanka’s labor market institutions provide excessive job protection for formal
sector workers. Sri Lanka’s severance pay (TEWA) system is one of the most restrictive severance pay
systems in the world (for example, a Sri Lankan worker with 20 years of experience is awarded by a
severance pay of 39 monthly wages vs. average of 16 in other Asian countries and 6 in OECD countries),
and the process of separation requires prior approval by the Labor Commissioner and is thus non-
transparent and arbitrary. Wage setting institutions have also considerably raised the returns of public
sector workers and ‘protected’ private sector workers (covered under the TEWA) relative to informal
sector workers. Adding to perverse labor market incentives (and contributing to government over-
staffing) are patronage-based appointments to the civil service.

10. Excessive job security leads to lower productivity and exclusion of vulnerable workers from
formal sector jobs. Labor market institutions that encourage worker voice can help reduce
discriminatory practices, enhance work place health, safety, and training—improving equity and
productivity of covered workers.® However, international evidence suggests that excessive protection to
incumbent workers (‘or insiders’) can reduce the reallocation of labor required to enhance economic
productivity. It is perhaps not surprising, then, that job flow rates in Sri Lanka are far lower than those
found in developed, transition and other developing countries (in early 2000s, Sri Lanka’s job creation
rate was 8 percent and job destruction rate was 4 percent, vastly lagging behind the average job creation

® For an extensive survey on the literature of the economic and employment impact of unions and collective
bargaining see Aidt and Tzannatos (2000), based on OECD experience, and World Bank (2005) and Nickell and
Layard (1997), based on experience of other countries.



rate of 14 percent and job destruction rate of 11 percent in selected 17 developed, transition and
developing countries, see chapter 2). Moreover, international evidence shows that restrictive employment
protection legislation, like the TEWA, reduces job prospects of vulnerable groups (or ‘outsiders’) e.g.,
women, youth, and informal workers, as observed in Sri Lanka.” Thus excessive protection of workers
has not only efficiency costs, but also results in exclusion of vulnerable groups from the labor market.

11. Wage setting institutions increase wages of formal sector workers relative to informal sector
workers. There is compelling evidence that wage setting institutions (unions and collective bargaining,
tripartite pay commissions) have created an artificial gap between better-paying jobs in the public and the
“protected” private sector, and low-paying jobs in the “unprotected” private sector. Empirical analysis
shows that public and formal private sector jobs command an important wage premium which cannot be
explained by the productive characteristics of the workers. Other things equal, returns of public sector
workers are 14 percent more, and returns of the ‘protected’ private sector workers (covered under the
TEWA) are 11-12 percent more than returns of informal sector workers. In addition, public sector
workers enjoy other benefits such as tax exemption, job security and non-contributory pensions. Unions
are also more likely to be active in this sector, compelling greater compliance with protective labor
legislation and engaging in collective bargaining. However, women earn less than men, as a result of
productivity differences but also because of other factors, such as discrimination. On the positive side,
there is no evidence of ethnicity-based differences in earnings (with few exceptions, studies show
statistically insignificant differences in earnings, once differences in observable characteristics of
individuals are accounted for).

12. Recent evidence supports that high unemployment is linked to the queuing and institutional
hypotheses for labor market rigidities.®> The civil service wage premium attracts job-seekers to queue
and thus generates unemployment. Similarly, the wage premium of TEWA-covered jobs increases costs
and reduces labor demand. Note that TEWA-covered jobs also carry non-wage costs—the expected costs
of layoffs (if explicitly acknowledged at the time of the contract, the expected costs of layoff should
reduce wages, and so the amount of the wage premium of the TEWA jobs underestimates the additional
costs borne by employers). Adding to perverse labor market incentives (and contributing to government
over-staffing) are patronage-based appointments to the civil service as a way of obtaining political
support or fulfill promises, with insufficient private job creation often used as a rationale (in the 2005
Budget announcement, for example, 30,000 graduates were recruited and 40,000 temporary staff were
made permanent).

13. Informal sector workers have lower education levels which reduce their labor market
prospects—a result, in part, of high dropouts among children from poor families. Many school
dropouts can only qualify for unskilled occupations, the occupations which are paid the lowest and which
are associated with the highest poverty incidence. In 1999/2000, 7 percent of 5-14 year olds did not
attend school. Dropouts occur both because poor families cannot afford schooling costs and because the
expected benefits of schooling for children from poor families are low. Direct and opportunity costs of
schooling of poor families are relatively higher because by sending children to school, the sacrifice in
terms of foregone work at home and direct costs of schooling are higher than the sacrifice of non-poor
families. Expected returns of schooling for poor children are lower because their schooling is of lower
quality and because they lack the social networks which would enable them accessing higher paying jobs.

14. Sri Lanka has few passive or active labor market programs, with scope for piloting new
approaches. Publicly administered and provided active labor market programs (job counseling,

" See, for example, OECD (1999) and Elmeskov, Martin and Scarpetta (1999) for the impact of strict limitations on
terminations of employees.
& We are referring to the findings of Rama (2003), World Bank (1999), and Heltberg and Vodopivec (2004).



information, training, wage subsidies) exist on a very small scale in Sri Lanka, and their effectiveness is
not known. Indeed, this is quite positive as Sri Lanka can design and develop programs based on an
evaluation of both domestic interventions and international experience. Evidence from OECD countries
suggests that publicly provided programs are often very costly and ineffective, with job counseling/search
and job information being the exception. Well targeted programs to vulnerable groups can also be
effective, but their cost needs to be carefully controlled. Evidence from developing countries suggests that
privately provided, but publicly regulated training programs work best to link job seekers to jobs. The
Government is considering the introduction of a passive labor market program: a formal unemployment
insurance (UI) system, modeled largely on an OECD model. However, international evidence suggests
that unemployment benefits need to be much more simply designed if implemented in low income
countries (World Bank 2003). Sri Lanka is also addressing unemployment among youth by preparing a
national action youth plan for implementation in the coming year.

Policy Options

15. Strong economic growth, a sound investment climate, and high quality education systems are
critical for improving employment, productivity and wages for all workers. However, well functioning
labor market institutions that balance job and worker protection also importantly contribute to favorable
labor market outcomes.

16. Reducing excessive job security for formal sector workers will not only enhance
productivity, but also improve job prospects for vulnerable groups. The costly protection of formal
sector jobs via excessive termination benefits could be gradually reduced to international norms. In
particular, it would be important for policy makers to reconsider maintaining the exceedingly high costs
of separation and the discretionary power of the Labor Commissioner for granting permission for layoffs.
Avoiding direct government interference in wage setting (apart from setting of minimum wages) would
also reduce labor costs. Ad-hoc recruitment of unemployed graduates should also be reconsidered, as it
reduces incentives for youth to take non-government jobs. Reducing excessive protection for ‘insiders’
could, in tandem with other economic reforms, promote job flows, and hence higher economic
productivity. Increasing access to formal sector jobs (with greater access to basic workers rights and
social security—see next section) for ‘outsiders’ or less educated and marginalized workers would also
promote equity and contribute to a reduction in labor market duality.

17. Replacing ‘job’ protection with ‘worker’ social protection programs can promote market
efficiency and helps allay the political costs of reform. Reducing job protection for formal sector
workers is politically difficult, to say the least, and often meets with stiff resistance from ‘insiders’
because it increases the prospects of layoffs and dismissals from previously protected jobs. Yet, many
countries have taken this difficult step. Promoting social dialogue and negotiating solutions acceptable to
all stakeholders have been critically important for fostering change. Ensuring protection of basic workers
rights is also essential. Moreover, the introduction of well designed, cost-effective active and passive
labor market programs that provide more efficient protection to workers in the long run (in lieu of
protection of jobs) and that help allaying the short term political costs of reforms has proved instrumental
in achieving this policy shift (for example, in Eastern European countries).” Once in place, active and

o During the early transition of Eastern European countries, reductions in job protection were accompanied by the
active and passive programs to ease restructuring/layoffs. While the programs were initially generous and increased
fiscal costs, their generosity was significantly reduced over time, as the goals of the restructuring agenda were met,
though reducing entitlements was difficult (see VVodopivec, Worgétter and Raju 2005). That said, it should be noted
that too generous worker protection programs can also impede effective functioning of the labor market, and these
programs also need to be cost effective in design (World Bank 2000).



passive programs also facilitate restructuring efforts and thus promote dynamic efficiency. Sri Lanka is
already taking steps to create a more explicit ‘worker’ protection system to support less stringent
protection of jobs, but a key challenge will be to adapt these programs to the fiscal and administrative
capacity of the country. In this respect:

o The unemployment insurance program will need to be adapted to Sri Lankan context. This
program could potentially lay the foundation for a more efficient protection of formal workers
and ease the political costs of reducing job protection, but its design, costs, and administration
will need to be modified from a standard OECD model and adapted to the Sri Lankan context
(see social insurance section below).

e Active measures to enhance skills/femployability of lower income workers should be piloted,
prior to scaling up. Strengthening cost-effective programs (e.g. job counseling/information) and
providing informal sector workers better access to well designed and affordable training through
demand driven, private sector based approaches could bring greater equity and productivity gains.
Programs specifically targeted to women, youth, disabled, and the poor living in remote rural
areas could also be piloted (for youth and disabled these pilots should be based on the
recommendations of national action plans).

2. Social insurance

18. Sri Lanka provides the most extensive social security (pensions, disability, survivor and
health) coverage in South Asia. The provision of social security is largely tied to participation in the
formal sector, although since the 1990s, a new public sponsored scheme reaches a significant number of
farmers and fishermen, despite its voluntary nature. Together, these programs cover a third of the
population, much more than any other South Asian country. Aside from pensions, these workers are
offered disability and survivor insurance as part of their benefit package. Coverage for medical
expenses/drugs to cope against catastrophic health shocks is provided through a universal health
insurance scheme that is not tied to scheme membership, although formal sector workers have added
benefits.

Key Issues

19. Nevertheless, the coverage of current schemes is limited and their administration and
financial sustainability could be considerably strengthened. First, there are large gaps in coverage,
with the vast majority of informal sector workers lacking coverage and considerable evasion among those
in the formal sector. Two thirds of the labor force remains without insurance for life’s major risks in the
face of dramatic demographic ageing trends. Second, pensions provide some consumption smoothing over
the life cycle only for civil servants, but not for workers participating in other retirement schemes. The
Employees’ Provident Fund provides insufficient benefits due to low investment returns, a low
pensionable age, and the lump sum payout that does not offer longevity insurance (for outliving one’s
savings). Third, the fiscal sustainability of these schemes is questionable. At 2 percent of GDP, Sri Lanka
has the highest pension spending on civil service pensions in the region, and preliminary estimates
indicate that the pension system faces an unfunded liability on the order 60 percent of GDP. Although the
EPF is a defined contribution scheme which is self-financing by definition, it, too, depends on
government financial capacity because practically the entire EPF portfolio consists of government
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paper.’® And fourth, pension programs have weak administration and regulation, and limited portability of
benefits (pension rights that are not transferable across jobs) constrains labor mobility.

20. Two publicly sponsored programs offer social security for informal sector workers, but face
similar and even more complex challenges. Farmers, fishermen and self-employed are the main groups
served by these programs. Because these workers do not earn regular wages, their contributions and
benefits are set in flat nominal terms and both are steadily eroded by inflation. Minimum pensions have
been increased by fiat. In the long run, the relationship between the assets and the liabilities in these two
schemes may lead to broken promises, a massive bailout, or both. Administrative costs are high, eating
into members’ contributions, and investments are once again concentrated in government paper.

21. Informal sector workers also participate in quasi-formal group arrangements for death
benefits. There exist a large number of self-help associations that have traditionally provided funeral
assistance or death benevolence benefits, and they have recently been joined by a few non-governmental
organizations. However, the benefit levels of these schemes are set ad hoc and are not indexed to
inflation, the financial sustainability of schemes is not known, and their regulation and administration are
likely to be weak.

22. As noted above, a formal unemployment insurance (Ul) system is being considered and
workfare programs—a safety net cum unemployment insurance program for informal sector
workers—-are largely ad hoc. The government has formulated several OECD type proposals for
unemployment insurance programs, but this scheme will be geared to formal sector workers. To provide
income support for the workers in the informal sector, workfare schemes exist on an ad-hoc basis, but Sri
Lanka does not have a permanent workfare scheme (offering low wages to target the most vulnerable able
bodied workers) that can be scaled up to help informal sector workers earn benefits in times of
unemployment caused by layoffs or natural disasters, and scaled down when these emergencies are
passed (a well-known example of such a scheme is provided in Argentina).

Policy Options

23. Social insurance institutions could substantially improve their services, as well as expand
their coverage and scope, and financial solvency. In the short run, important gradual reforms include:

o Improvements in the functioning of old age income support schemes, and consideration of
possibilities to expand coverage to the informal sector. In the case of the civil service scheme,
these measures include gradually reducing target replacement rates (pension benefits as a share of
individual’s wages) and introducing employees’ contributions, increasing retirement ages in
Employees’ Provident Fund and approved retirement schemes, and improving the linkage of
benefits to contributions (or introducing fully contributory schemes) rather than specifying
nominal benefits and contributions in schemes covering informal sector workers. Moreover, with
regard to death and disability insurance, public policy objectives should be clarified with a view
to reducing arbitrary differences and inequities between workers. Once again, political economy
considerations will be important, especially in case when benefits are affected. However, many
countries have addressed this issue by introduced changes very gradually, with several options,
including grandfathering, available to workers impacted by the change (e.g., India, Russia).

e Adaptation of the proposed unemployment insurance scheme and a consideration of
workfare to address unemployment shocks. The proposed Ul system will need to be adapted to

1% In the defined contribution scheme, the stream of contributions and the returns on ensuing investments determine
pension benefits; in a defined benefit scheme, pension benefits are determined by a specific, predetermined formula
(and thus benefits are usually only loosely linked to contributions).
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Sri Lanka’s fiscal and administrative capacity. For example, the elimination of personalized
monitoring of continuing eligibility conditions and a much simplified benefit and administration
structure would render it more appropriate for a low income country. For informal sector workers,
particularly the poor, a workfare program might be considered which can be self-targeted to the
able bodied poor. However, its costs will need to be assessed and administrative arrangements
developed to ensure self-targeting and the program piloted, prior to scaling up.

e For all schemes, information systems (record keeping, forecasting) need to be upgraded and
supervision improved. Funded schemes also need to strengthen fund management and
regulation, and consider diversification of their investment options.

24. A longer-term strategy is to create a seamless, unified framework for formal and informal
sector workers, covering old age, disability, survivor and unemployment risks. Social security (old
age, death, disability) should be based on a defined contribution scheme (or with contributions strongly
linked to benefits) with parameters set so as to produce a target replacement rate. This would allow for
complete portability of benefits (individuals would not lose accumulated benefit when they move jobs,
easing labor mobility) and increase economies of scale in administration (e.g., record keeping) and avoid
the creation of new liabilities. Death and disability insurance, fairly priced based on actuarial results,
could be purchased for members of this scheme. Annuitization of benefit (the conversion of a lump-sum
benefit into a stream of benefits paid in regular intervals) after retirement could also be made possible.
Similarly, a funded severance portion of the system could be added and integrated into the unemployment
insurance (UI) program, with Ul benefits being funded by withdrawals from both individual saving
accounts as well as from the solidarity fund, the latter being financed by pooled contributions of workers
and their employers. This approach offers advantages not only in terms extension of coverage, but also
greater labor mobility and financial solvency. A unified system would need to be designed carefully, and
would only be implemented gradually once improvements in regulation and administration of current
programs are achieved. Increased formalization of the economy would complement expansion in
coverage.

3. Social Safety Nets

25. Sri Lanka has put in place an extensive social safety net system to address chronic poverty.
The safety net system comprises Samurdhi, the main program cash transfer program to address chronic
poverty, and disability payments. In addition, the system provides limited social welfare and care
services; and disaster relief to all affected persons on the basis of the impact and injuries suffered. Relief
programs are also in place to assist families cope with income loss associated with drought. The
Government and private response to the recent Tsunami was exceptional, with special cash transfer and
other programs implemented to help affected families cope with the disaster.

26. The safety system could be better designed to serve its objectives. Specific areas where the
safety net system could be strengthened include:

e The targeting, the level of benefit and work incentives of the Samurdhi program could be
improved. The program is poorly targeted, with a low level of benefits, and limited exit
provisions. Since its introduction in 1995, the income transfer component of the program utilizes
the bulk of resources and has the widest outreach. At the end of 2002, a total of 1.9 million
families or 41 percent of the population received the income transfer (Central Bank of Sri Lanka
2003). While the allocation of funds at the central level is relatively equitable, much of the
mistargeting occurs due to the lack of explicit targeting criteria at the local level. Moreover,
reflecting a decrease of beneficiaries and an erosion of nominally fixed benefit levels, program
expenditures declined from 0.9 percent of GDP in 2001 to 0.4 percent of GDP in 2004. It’s
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welfare impact is minimal—for example, in 2000 on average it amounted to less than 15 percent
of total household food expenditure. Thus, as currently designed, the program provides
inadequate assistance to the poor. It also does not adequately help the poor escape poverty (e.g.
through investment in their human capital).

e The disability program does not reach all poor disabled people. The second largest income
transfer program, cash compensation for disability, is primarily focused on the disabled soldiers
injured in the conflict, leaving other disabled groups under-covered (survey data show that only
41 percent of the disabled receive any sort of income transfer, including the disability allowance,
from the government). Program expenditures have increased steadily over the years, reaching
approximately 0.2 percent of GDP in 2004. The combined spending on the two main cash transfer
programs is thus about 0.6 percent of GDP—generally consistent, or even higher than countries in
the region. It has to be stressed that disability payments are a limited way of supporting the
disabled poor, and that a more comprehensive approach to disability is needed that addresses
prevention and enables the disabled to integrate better into society.

e Social welfare and care services exist, but provide limited coverage. Social welfare and care
services are an essential complement to cash programs, addressing social risks (e.g. alcohol and
drug abuse, orphan hood, protection of legal rights), particularly for the poor. Currently services
are provided publicly and through non-governmental organizations, but the coverage is small and
their impact is not well known.

e Relief programs could be strengthened in their ability to support affected populations.
Displaced persons are also eligible for rehabilitation assistance for permanent settlement but
fiscal constraints limit program coverage. The relief for the displaced (in the form of food
assistance) during drought conditions is insufficient to meet basic nutrition needs.

Policy Options

217. The equity objectives of the safety net should be strengthened, but the program could also
benefit by focusing on alleviating vulnerabilities and promoting growth. Policy options include:

e Revamping existing social assistance/cash transfer programs to target the poor. The ongoing
reform—aiming to increase the amount of support within existing budget through better
targeting—is a an important initiative, and similar reforms have been successfully introduced in
many countries around the world (e.g., Armenia, Mexico). Introducing a proxy means testing
targeting formula will improve objectivity and transparency. Eligibility could also be validated
via community participation. Because inflation has strongly eroded the real value of benefits,
current benefits should at least be maintained in real terms and continually adjusted for
inflation.** But higher benefits may create work disincentives (poverty traps), so suitable
exit/incentive clauses from the program need to be designed (e.g., workfare to improve
community infrastructure, which can act as a work test for able bodied poor), and continual
eligibility frequently monitored. Once disability is included as a criterion for receiving Samurdhi
benefits, it would be possible to consider the option of folding disability transfers into Samurdhi,
or at least ensure consistency across the two main cash transfer programs as a first step. Similar
coordination on benefit and eligibility could be developed for other cash transfer programs, so
that over time a consolidated cash transfer system could be developed, allowing an increase in
benefits (within fiscal envelope and with attention to work incentives) and enhancing
administrative and targeting efficiency.

1 perhaps the original 1996 values could be restored, which would roughly double 2004 benefit levels.



e Strengthening incentives to help the poor escape poverty. The safety net program could be
designed to help the poor participate in human development and income earning programs, and
improve their access to skill development. The Samurdhi reform could be strengthened by using
cash transfers providing incentives to improve school enrollment and reduce dropouts, and also to
help the poorest participate in nutrition based programs, thus confronting child malnutrition.
Helping the poor access micro-finance and training will also assist poor people to exit the safety
net (successful examples include Mexico, Brazil, and Turkey).

e Upgrading programs to address individual vulnerabilities. Strengthening existing social
welfare and care services for vulnerable groups are critical for addressing individual
vulnerabilities. While these services can be outsourced to private providers/NGOs, the
government agencies need to shape policy, set standards of care, license providers, and regulate
the provision of services. Strengthening and mainstreaming disability is also important to address
the special needs of this vulnerable group. The implementation of the national disability action
plan will require considerable coordinated efforts across a number of agencies, both public and
private, to raise awareness/reduce stigma of disability, strengthen prevention of disability, and
promote the inclusion of disabled in socio-economic activities.

e And community wide vulnerabilities. As noted above, to address disaster/drought relief, the
government could develop a package of interventions: cash/livelihood grants, workfare, and
social welfare and care services, ready to be scaled up in case of disasters. Relief for conflict
affected groups and areas could be strengthened by helping demobilized soldiers to reintegrate
into civil society, by attending the special needs of children and youths affected by the conflict,
and by rehabilitating schools, roads and essential infrastructure through public works.

I1. Main Conclusions

28. Sri Lanka’s social protection system provides extensive coverage, but could still be
strengthened to better support growth and equity. The wide range of social protection programs
indicates the Government’s commitment to promote growth with equity. However, the system could be
much more effective. Many vulnerable groups are not covered, and conversely, some non-vulnerable
groups are included. Aside from equity issues, the programs also create inefficiencies that can constrain
growth. For example, pension programs are fiscally unaffordable and limit labor mobility, employment
protection institutions impede job flows, and safety nets are not linked to improving training and job
prospects for the poor.

29. The report outlines strategic directions for reforming social protection programs to
improve equity and facilitate economic growth. Examples of such “double dividend” policies are
discussed for all three areas of social protection:

o By opening “good” jobs to underprivileged informal sector workers, improved labor market
policies would not only level the playing field for these workers but also facilitate the fulfillment
of their potential, thereby enhancing the productive potential of the whole economy.

o By enabling widespread risk pooling, social insurance not only helps preserve the wellbeing of
individuals but also avoids the use of costly self-insurance such as accumulating assets as a form
of precautionary savings, and allows individuals to engage in more productive and higher
risk/return production.

e By linking cash transfers to investment in human development of children and enhancing income
opportunities for the poor, social safety nets not only reduce poverty and vulnerability but also



enhance opportunities of the poor, thus helping the poor and making the economy more
productive.

30. Moving forward in this direction will require attention to the following areas: the financing
of social protection, program administration and garnering broad based support for reforms.

Ensuring adequate and fiscally sustainable funding for the social protection programs. Social
protection spending in Sri Lanka is skewed towards higher income groups both in the case of safety
net programs (e.g., Samurdhi) and in social insurance (e.g., pensions). The proposed Samurhdi
reforms, as well as social insurance proposals of this report, would not only help to correct these
imbalances, but they would also help keeping public expenditures on these programs in check. In
particular, improved targeting under the proposed Samurdhi reform will create ample room for
increasing benefit per recipient — the level of which has been strongly eroded because the amount
per beneficiary has been nominally fixed — without necessarily increasing the overall spending level.
Over the long term, to ensure fiscal sustainability the country will need to reduce spending on pension
schemes for civil servants (and the scheme’s large implicit debt burden) and link pension benefits
strongly to contributions. Moreover, public expenditures may also be re-directed towards (potentially
subsidized) insurance coverage of the poor and towards adequately funded and efficiently targeted
safety net programs. Overall spending for safety nets in developed countries peaks at about 2 percent
of GDP (World Bank 2005e) and could serve as upper bound target expenditure for safety net
programs for Sri Lanka, including cash transfers and social welfare services. Some flexibility and set
aside in safety net spending may be needed to respond to social protection needs stemming from
emergencies, such as natural disasters.

Strengthening capacity to administer programs is critical for program implementation.
Although social protection reforms may bring strong efficiency gains and may promise to improve
welfare of the poor, such reforms are technically demanding and, therefore, the capacity of the
country to design and implement such reforms need to be developed. Social protection reforms are
difficult to design because they require meticulous attention to adequacy, incentives, fiscal costs, and
monitoring and evaluation, and because they often have to be coordinated across different areas
(ranging from social protection to financial markets, fiscal management, education, and health), and
because local circumstances need to be carefully accounted for.

Appropriately accounting for political economy considerations is vital for ensuring successful
adoption of proposed changes. Social protection reforms are politically difficult because many
groups prefer the status quo. For example, current beneficiaries of strong employment protection—
incumbent workers and their unions—may oppose any reduction of job protection as they consider
alternatives, such as unemployment insurance, inappropriate; existing beneficiaries of Samurdhi may
oppose reforms because they do not wish to lose eligibility if a more transparent method of selection
is adopted. And because potential beneficiaries are often without adequate political representation
(informal sector workers, or the poor who are excluded from safety net programs, for example), and
because the benefits of reforms often accrue only in the long run (such as in reforms of old age
income support), social protection reforms need to be coupled with adequate attention to political
economy of reform.
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Summary of Social Protection Policy Options

I. EMPLOYMENT PROTECTION AND PROMOTION: Enhancing opportunity

Employment Protection
and Promotion

* Create a more equitable and efficient employment protection program by reducing excessive job
protection (reducing termination benefits and discretionary powers for layoffs, avoiding
excessive interference in wage setting mechanisms, phasing out ad hoc civil service recruitment
practices) and strengthening protection of basic rights and social protection of workers

» Consider cost effective active labor programs, e.g. job counseling and information, and demand
driven training programs for vulnerable, disadvantaged workers (incorporating employment
options for youth and disabled from respective national action plans)

11. SOCIAL INSURANCE: Promoting Security

Social security: old age, disability
and survivor

* Improve the adequacy and fiscal sustainability of formal social security schemes (e.g. gradually
reducing target benefits, increasing retirement age, increasing employee contributions and
strengthening their links to benefits, improving record keeping/forecasting, strengthening fund
management, and developing sound investment options)
Explore possibilities to expand the coverage of formal social security schemes to the informal
sector, including potential subsidization of the very poor

Unemployment
insurance/workfare

Introduce a modified version of the Ul system by eliminating personalized monitoring of
beneficiaries and simplifying benefit and administrative procedures, consistent with Sri Lanka’s
income level, labor market conditions, and administrative capacity

Strengthen self-targeted workfare programs to help individuals cope with unemployment that can
be scaled up during seasonal downturns, droughts, and other natural disasters

All social security/insurance

Over the long term, under appropriate pre- conditions, explore options for creating an integrated
social security system, based on a defined contribution scheme (or with contributions strongly
linked to benefits) with parameters set so as to produce a target replacement rate, to allow
portability of benefit, and to increase economies of scale in administration (e.g. record keeping),
and to avoid the creation of new liabilities.

111. SOCIAL SAFETY NETS: Enhancing Equity

Samurdhi program, civil-conflict
related programs, flood and
drought relief, other safety net
programs

(1) Address chronic poverty:
* Improve targeting of the program by introducing proxy means testing, and avoid poverty traps
by introducing exit /incentive policies (e.g. workfare)
* Increase benefit level, without compromising work incentives and fiscal sustainability
* Improve fiscal, administrative and targeting efficiency by gradual consolidation of disability
and other cash payments under the Samurdhi program
(2) Help the poor escape poverty:
» Consider conditional cash transfers to reduce school non-attendance and child malnutrition
* Promote access of to poor through skill development and access to micro-finance
(3) Address individual vulnerabilities:
 Strengthen delivery social welfare and care services through public private partnerships
* Implement national disability policy focusing on raising awareness/reducing stigma,
preventing disability, and including disabled people in socio-economic activity)
(4) Address aggregate vulnerability:
* Develop a package of interventions: cash/livelihood grants, workfare, and social welfare and
care services, to be scaled up in case of disasters
 Strengthen relief for conflict affected groups and areas by helping demobilized soldiers to
reintegrate into civil society, by attending the special needs of children and youths affected by
the conflict, and by rehabilitating schools, roads and essential infrastructure through public
works.
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1. POVERTY AND VULNERABILITY

*“I cannot think of earning even the minimum for
my family to survive if I do not go in search of work
like this from place to place.”

P.H. Sirisena, a 41 year old casual laborer in
Kegalle district

1. As a natural starting point for designing an effective social protection system, this chapter
reviews growth, inequality and poverty trends, identifies key sources of risk, and profiles the most
important poor and vulnerable groups.*” The chapter finds that a large proportion of households in Sri
Lanka live in poverty (with low levels of income), and these and many other individuals are also
vulnerable to income shocks (or variance in income) resulting from individual specific shocks, such as
sickness, loss of employment, or more community wide shocks, such as natural disasters and the civil
conflict. Across the life cycle, the chapter uses a mix of poverty estimates and more qualitative evidence
to identify the poorest and most vulnerable groups as children: child workers, children living in large
families and disabled children; working age adults: informal sector workers (particularly uneducated,
casual and own-account workers), unemployed youth, farmers and others affected by natural disasters,
internally displaced persons, and the disabled; and the oldest among the elderly. While precise estimates
of vulnerability are not undertaken in this report, the poor, those without any human and physical assets,
are likely to be the most vulnerable and hardest hit by income shocks.

2. This chapter begins by describing the macro picture in Sri Lanka in terms of trends in economic
growth, inequality and poverty. Then the chapter describes the main risks and identifies chief poor and
vulnerable groups in society. The following chapters of the report draw on the findings of this chapter to
discuss formal and informal social protection programs aimed at reducing poverty and vulnerability in Sri
Lanka, and evaluate their ability to protect the poor.

1.1 Growth, Inequality and Poverty Figure 1.1: Growth of GDP and GDP per capita,
1991-2003 (in percent)

3. Sri Lanka’s economy has been steadily
growing over the last few decades. The average
yearly GDP growth in the last decade (1994-2003)
averaged at 4.5 percent (with a large drop in
2001—Figure 1.1). Trend in GDP per capita has a
similar pattern and grew steadily since 1990s.
Compared to other countries in the region, Sri
Lanka’s GDP growth was average—it equaled the
rate of growth of Nepal, lagged behind India’s
average growth rate of 5.8 percent, and exceeded
the Pakistan’s a average growth rate of 3.6 percent
(the comparison refers to 1990-2003).
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Source: Central Bank of Sri Lanka, Annual Report
(various issues).

12 Guidelines about building social protection systems are provided by World Bank (2000) and World Bank (2002a).



4. Economic growth raised incomes, but inequality increased. The per capita consumption of
richer segments of the population grew much faster than income of the poorer segments (Figure 1.2). A
recent study (Gunatilaka 2005) showed that higher per capita consumption of the lower and middle
income classes is associated with their

improvements in educational attainment. Figure 1.2: Change in consumption expenditure by quintile,
The same study also found that while  1980-2002 (per adult equivalent, in %)

increases of per capita consumption were

associated  with improvements in 100

infrastructure access (telephones, electricity 80

and roads) across all points of distribution, 60

these associations were particularly strong 40 |

for middle income groups.”*The unequal 20 |

growth of per capita consumption is o Lemi 1 |_-_I‘| | |—-—|_| | r._l_l |
reflected also in the strong increase of Gini 1980- 1985 1990-  1995-  1980-
coefficients both at the national as well as 1985 1990 1995 2002 2002
sectoral level. The Gini increased from 0.32

to 0.40 and now exceeds all other countries ] Poorest @2nd @ 3rd []4th O Richest

South Asia with the exception of Nepal.**
Source: Gunatilaka (2005) based on Dept. of Census and Statistics’
5. Unequal growth across provinces LFSS-data fpr 1980 and 1985 and HIES data for 1990, 1_995 qnd _20(_)2.
. . . . Notes: Nominal values deflated using temporal and spatial price indices
Cont”bUt_ed to t_he mcr_ease of lnequallt_y. constructed with the Country Product Dummy Method. Northern and
That national inequality of per capita  Eastern Provinces excluded from the analysis due to non-availability of
consumption increased can be partially data.

explained by the unequal growth of output acros