








Bridging Skills for Employment in Sri Lanka

Higher Education. Higher education and technical
training enables the country to cater for the skills
needed by the labor market, adjust to changes in

technology, fuel innovation, and thus create more
] %‘ productive jobs. Sri Lanka faces a major challenge in
. enhancing the responsiveness of higher education

and training systems to cater to the emerging skill
requirements.

Figure 4.9: Completion Rates of
Major Education Cycles

The tertiary enrollment rate is low: in 2014, only 5%
of people aged 20-24 were enrolled at a university,

: tee another 8% were enrolled in other educational
.o institutions, and only 3% of the same age group were
- - enrolled in TVET courses (Figure 4.10). Sri Lanka’s

gross tertiary enrollment rate. at 21%,* is below the

A-Level = Advanced Level examination, O-Level = Ordinary Level average of lower middle-income countries (22%)

examination

Note: Completion rate is defined as percentage of children in the and upper middle-income COUI’]tI’iES, at 44% (World
official age group completing the education cycle. .

Source: Author’s calculations using DCS (various years) Household Bank 2014) The 2012 populatlon census shows that
Income and Expenditure Survey 2012/13 data. only 470,000 individuals aged 25 and above had

Figure 4.10: Senior Secondary and Tertiary Enrollment Ages 15-29, 2010 and 2014 (%)
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TVET = technical and vocational education and training.
Source: Authors’ calculations using DCS (various years), Labour Force Survey data for 2010 and 2014.

35 Total enrollment in tertiary education (International Standard Classification of Education 5 and 6), regardless of age, as a percentage of the total population of
the 5-year age group following on from secondary school leaving.
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completed a degree or higher-level education, a mere
4% of that population (DCS 2015a).

To increase opportunities for higher education, the
university intake increased from 21,547 students
in 2010 to 25,624 in 2015 (CBSL 2016). Yet, of the
149,572 students who passed the A Level examinations
in 2014/2015, only 17% were accommodated in state
universities, leaving more than 120,000 qualified
students unable to enter.

Furthermore, financial constraints and lack of
investment in the education sector have resulted
in a dearth of good quality research and innovation
within the university system, compared with that in
other developing nations (World Bank 2009b). Other
concerns include growing political influence, campus
violence, and unrest among state university students,
including constant strikes and reports of bullying.
Strikes and protests instigated by political parties have
led to sporadic closure of universities, prolonging the
time students take to complete degrees.

Technical and Vocational Education and Training.
TVET in Sri Lanka has made notable progresses since
1980 (ADB 2014). The Ministry of Youth Affairs
and Skills as well as the Tertiary and Vocational
Education Commission were established to oversee
TVET activities. Currently, public, private, and
nongovernment providers serve the TVET subsector.
The TVET subsector has an annual enrollment of
more than 150,000 students and operates through
a nationwide training service network. TVET is in a
position to address both the quality and productivity
aspects of labor; however, some challenges remain.
Regional skill inequality is still a challenge, which
affects labor mobility. More attention should be given
to strategic planning, performance-based funding,
performance monitoring, capacity development, and
institutional autonomy.

Further, there is no proper career guidance system
to advise the school leavers. The flow of information
between the youth and the labor market is inadequate.
The lack of information regarding the types of job
opportunities limits graduates’ ability to form realistic
aspirations for and establishment of life goals. After

42

taking O Levels, some students spend 2 years pursuing
A Levels in fields that are not in demand in the market,
rather than entering vocational training.

Most school leavers engage in casual jobs that do not
require or nurture valuable job skills. Only about 10%
of people aged 20 and above have formal professional
or technical training relevant to their occupation.
About 44% of the working population is unskilled and
has not completed secondary education (Figure 4.11).
In 2014, only 2% of the relevant age cohort had earned
National Vocational Qualification.

Reasons for this lack of skilled people include low
general enrollment in the country’s TVET institutes
(Figure 4.12). People hesitate to enroll in TVET
institutes because many employers do not consider
the graduates to be well qualified for the skills needed,
and standards vary between institutions. A baseline
survey of the TVET sector commissioned in 2014 by
the Technical and Vocational Education Commission
revealed that only 26% of training programs in the
overall TVET sector are conducted in line with
National Vocational Qualification standards (TVEC
n.d.). Further, the completion rates have some room
for improvement (Figure 4.12).

Figure 4.11: Professional and Vocational
Qualification, by Level of Education
(age 20 and above)

Degree and above
GCE (AL)

GCE (OL)

Below secondary

Below primary

No education

Million

M No professional or Skilled, no NVQ M With NVQ

vocational qualification

A-Level = Advanced Level, GCE = General Certificate of Education,
NVQ = National Vocational Qualification, O Level = Ordinary Level.
Source: Calculations using DCS Census 2012 data (DCS 2015a).



Figure 4.12: Performance of TVEC-Registered
Tertiary and Vocational Education
Institutes by Sector, 2014

Students, ‘000

Male [Female| Male [Female| Male [Female| Male |Female
2010 2012 2013 2014

Public sector, # admitted M Public sector, # completed

Private sector, # admitted M Private sector, # completed

TVEC = Technical and Vocational Education Commission.

Note: Based on data from 287 of the 557 private training institutes
registered with the TVEC.

Sources: TVEC and Ministry of Skills Development and Vocational
Training (2015); TVEC (2015b).

High-quality human resources with science and
technology knowledge and a skilled labor force are
necessary to support Sri Lanka’s ambition to become
globally competitive. A match between student skills
and labor market demand is crucial for the most
effective and efficient use of human resources. To
continue its transition as a middle-income emerging
economy, Sri Lankawillhave torely on efficiency-driven
productivity growth propelled by a skilled work force
that is able to create and adapt to new technologies,
and has the general skills needed to be competitive
in the global market. The government’s strategic plan
focuses on three themes: increasing equitable access
to primary and secondary education, improving the
quality of primary and secondary education, and
strengthening the governance and service delivery in
the education sector.

There is a wide gap between what is taught in schools
and what is needed in the world of work. The NEC
sector review concluded that the country’s education
system has failed to adequately promote good
quality and relevant education or to orient students
to the world of work (NEC 2003). This is primarily
because the education systems do not transfer many
productive skills to students. As a result, the demands
of the market and the skills of school and university
graduates are mismatched.

The mismatch results from an outdated curriculum
aggravated by the lack of interaction with the private
sector when designing degree programs (NEC 2009).
Nearly one-third of university students are enrolled
in the arts (Figure 4.13). An MOHEH graduate
employment censusin 2012 showed thatarts graduates
had the lowest employment rate, at 32%, whereas over
90% of engineering, ICT, and medicine graduates were
employed, showing that such graduates were highly
sought after by employers (Figure 4.14).

Figure 4.13: Distribution of University
Admissions by Subject, 2014/15

Arts
Science |

Management
Engineering :
Agriculture |
Computerscience/ICT |
Medicine |
Commerce |
Paramedical studies |
Indigenous medicine |
Architecture and QS |

Law

Veterinary medicine

Fashion design/ |
Transport and logic |

Dental surgery

0 2 4 6 8 10
Student admissions, ’000

ICT = information and communication technology, QS = Quantity
Surveyors.
Source: UGC (2014).
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Sri Lanka: Fostering Workforce Skills through Education

Figure 4.14: Employment Status of Graduates by Subject Stream
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ICT = information and communications technology.
Source: MOE (2015).

Figure 4.15: English and Computer Literacy, Population Age 15 and Above (%)
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Source: Calculations using (DCS 2015a).
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In recent years, governments have recognized the
need to create an activity-based curriculum relevant
to the labor market. While attempts were made to
improve the quality of education through the 1997
and 2007 curriculum reforms, shortcomings remain in
curriculum design, development, and implementation

(NIE 2009).

ICT and English language are the most demanded
skills in the country. English speakers have access to
better quality jobs with higher salaries and benefits at
home and abroad. Yet the population census of 2012
revealed that, of people aged 15 and above, English
literacy (ability to speak, read, and write) was just 22%
and computer literacy was only 23%. As expected,
both English and computer literacy rates were higher
among younger age cohorts (Figure 4.15).

As Figure 414 indicates, although job opportunities
were available for graduates of science streams, only
24% of students were pursuing A Levels in science
subjects (MOE 2015).

To address this gap, a new technology stream was
created in 2013 for the A Levels, and an A Level
examination was introduced from 2015. The aim
is to provide students with job-oriented practical
knowledge and training, enhancing their likelihood of
employment after school (Box 4.1). Under the 1,000
school program, a large number of schools began
science stream, but the increase in science enrollment
is not picking up as anticipated.

To pursue its economic transition, Sri Lanka’s
productivity growth will have to be driven by efficiency.
The present education system is inadequate for
producing the required skilled work force. Critical
issues include providing equal opportunities for good
quality education, expanding opportunities for tertiary
education, and addressing skill mismatches and
skill gaps.

Several initiatives are in process to improve education at
alllevels. The overall education policy framework focuses
on three key themes: increasing equitable access to
primary and secondary education, improving the quality
of primary and secondary education, and strengthening
governance and service delivery in the education sector.

The priorities of policy reforms include formulating a
national education policy on general education, making
13 vyears of education mandatory, reforming the
curriculum, reforming examination and evaluation
strengthening teacher education and
supervising and  regulating
international schools. The MOE is implementing the
“Nearest School is the Best School” project during 2016-
2020, to provide equal education opportunities for all.

systems,
management, and

Box 4.1: Technology Stream for the Advanced Level

A new technology subject stream for the General Certificate of Education A Level was introduced in 2013. The first batch
of students in the new stream took the A Level examinations in 2015. The Ministry of Education launched the new stream
in collaboration with the Youth Affairs and Skills Development Ministry to provide practical knowledge and training that is
likely to facilitate employment after graduation.

The technology stream was initially introduced in 200 schools and later expand to 1,000. Under the new stream, students
can select three subjects: engineering technology or biotechnology, science for technology, and one subject from commerce
and arts.

For students who follow this new subject stream and qualify for the university entrance, a science and technology faculty is
created in the universities. For 2016, opportunities were available for 2,250 students to follow 28 courses in 13 universities.
Course graduates will earn in a bachelor of science in technology degree from one of 25 participating university colleges.

Sources: Ministry of Education (n.d.), Technological Stream http://www.moe.gov.lk/english/index.php?option=com_contentandview=articleandid=1325:techn
ological-streamandcatid=419andltemid=1093; Sunday Times (2013).
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Due to limited public higher education opportunities,
the government facilitates review panels and
established the Standing Committee on Accreditation
and Quality Assurance, to assure good quality
education while encouraging private sector investment
in Sri Lanka (CBSL 2016). Furthermore, there is a plan
to establish an independent accreditation council,
and a draft bill is being prepared. The World Bank’s
Higher Education Project (World Bank 2016b)
will support the establishment of the independent
accreditation council.

Further, the Budget Proposals in November 2015
stated that the government encourages the
establishment of private universities and proposes
that they should be monitored by the UGC to ensure
that they provide high-quality education. The Budget
Proposals included that at least 10% of placements
in such schools should be awarded free of charge to
students who have successfully completed the A
Level examination. The government will provide tax
incentives to local counterparts of such ventures. In
2017, the MOHEH launched an interest-free student
loan scheme (up to SLRs 800,000 per program) for
those who pursue higher education at private sector
higher education institutions.

Availability of Science and Technology Education.
To foster equitable opportunities for science and
technology education, it is important to provide
equal access to education for all students across the
country. The government’s 1,000 school program aims
to increase access to science education, and between
2013 and 2016, the number of schools that offer the
science stream at the A Level increased from 868 to
1,016. The government introduced the technology
stream at 251 schools, and about 170 additional
schools will offer the technology stream shortly.
However, the quality of education is compromised
as even the initial 251 schools are struggling to get an
adequate number of qualified teachers, especially for
engineering technology. The same applies to science
education. While the government invested in 1,000
schools to provide science laboratories and 251
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schools to provide technology faculty buildings and
equipment, due to a shortage of teachers, the number
of students is not increasing as envisaged. The quality
of education should be emphasized.

Training and Equitable Distribution of Teachers.
To strengthen human resources, qualified teachers
should be recruited for more demanding subjects
such as science, mathematics, ICT, and English
according to a proper procedure, through colleges of
education. Currently, A Level teachers are required to
have a bachelor’s degree. Unfortunately, the College
of Education alone cannot meet the demand for
qualified science, math, and English teachers. All newly
appointed teachers, including university graduates,
should be given the initial 1 year of pedagogy training.
During school vacations, all teachers should take
continuing short periods of training (2-3 weeks)
at district-level training centers. Attendance at
and performance in continuing training should be
taken into consideration for salary increments and
promotions.

To address locational disparities in the provision
of qualified teachers and improve their equitable
distribution, incentives could be provided to those
who work in rural areas. To attract qualified teachers
and increase their retention, measures to motivate
them, such as better salaries and working conditions,
could be offered. Payment of a substantial monthly
allowance, as practiced in some Organisation for
Economic Co-operation and Development countries,
and fully decentralized school-based teacher
recruitment could also help to persuade teachers to
acceptappointments in schools in remote or otherwise
difficult locations (World Bank 2011).

Regulation of Private Education. The government
could take measures to encourage private investment
in general education by lifting current restrictions on
the establishment of private schools. Students who
can afford private education could enroll in private
schools, relieving some pressure on the state-
funded schools and providing more space for
the poorer students. International schools are
currently allowed to operate, but are not subject
to proper regulatory mechanisms. All private
education institutes should be regulated by



incorporating new rules and regulations, especially
for curriculum standards, teacher qualifications,
school discipline, etc.

As noted in section 4.2, limited public resources for Sri
Lanka’s tertiary education constrain efforts to expand
opportunities for students to achieve university
education in the country. Most students who are not
able to enter state universities opt for a certificate,
diploma, or degree from a private institution, currently
offered without state regulation or standards even
though the UGC acknowledges degree programs
offered by private higher education institute per the
University Act. Therefore, it is important to explore
ways of funding more good quality higher education.

Quality and standards should be maintained
through effective monitoring and control. Although
the proposed Quality Assurance, Equalization,
Qualification and Framework Bill failed to pass in
2011, the regulatory mechanism for private institutes
should be strengthened by incorporating new rules
and regulations. It is crucial, therefore, to identify the
standards desired of the private institutions, such
as their student recruitment criteria, fee structure,
academic programs, and quality assurance and
accreditation. New institutions should be allowed
to start accepting students only after obtaining
a compliance certification from the relevant
professional body.

Numerous countries have effectively combined
private and public university education. Some of the
best universities in the United States, for example,
are public universities. To compete with the nonstate
providers, Sri Lanka’s state universities should be
strengthened to become dynamic centers that
respond to changes in the market in a timely manner.
Public universities can generate income through
postgraduate programs and other types of certificate
programs, but do not have authority to spend the
resources they generate. They need approval from the
UGC, MOHEH, and Ministry of Finance through the
planning and budgeting process.

Rethinking the governance structure of public
universities and allowing them more autonomy to
manage their affairs and raise funds could increase
the resources available for public universities, a good
example of which is the Postgraduate Institute of
Management. More autonomy in managing affairs
and raising funds should be allowed so that the
students and their education programs are not
negatively affected. For example, universities could
rent out facilities (lecture halls and sports grounds)
to generate funds for improving degree programs,
if they first establish a mechanism to share available
facilities among faculties to reduce the infrastructure
needs of the universities.

Lack of resources has limited the expansion of TVET
and constrained improvements to its relevance and
quality. Improved TVET is essential for Sri Lanka
to respond to the changing labor market needs by
providing individuals who possess specific demand-
driven skills. Thus, spending on and funding for tertiary
education needs to increase substantially.

Public-private  partnerships and schemes of
recruitment through TVET institutes directly to the
industry are essential to increasing the supply of
skilled workers to business. Two ways such programs
could be financed, both of which require linking
vocational systems with industries that can absorb
graduates, are introducing (1) a voucher system
whereby employers (state or private) repay the
educationloansof youthsthey hire that were previously
unemployed, and (2) a system whereby private
companies that recruit graduates from state-funded
training institutes repay the pertinent education costs
to the institutes.

The voucher scheme however may not be sufficient
to attract private sector training providers to invest in
infrastructure (such as buildings and equipment) for
vocational training in hard technology. Most private
sector training providers in Sri Lanka are engaged
in ICT training where initial investment costs are
low. However, graduates of these courses have low
employment rates to date.
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Students who are qualified to receive education could
be given a voucher to cover their fees at institutions of
their choice. Such schemes motivate the private sector
to provide education in sectors where vouchers are
available. Such indirect support of the private sector
can create competition among schools while directly
supporting students to gain training. In addition,
institutions will be forced to perform well and provide
market-relevant programs in order to attract students.

To rectify the mismatch between the skills acquired
through the education system and the requirements of
the labor market, the school and university curriculums
need to be reformed by introducing market-oriented
subjects such as ICT and technology as core subjects
in each A Level subject stream, especially in the arts
stream. Curriculums should offer sufficient practical
courses to provide the skills demanded in the
globalized labor market. To enhance the relevance of
education to the market, universities could coordinate
with the private sector when designing courses.

In addition to employable skills such as analytical
reasoning and critical thinking, curriculums need to
foster cognitive skills (i.e., teamwork, communications,
and work ethics). School education should increase
the focus on such foundational skills to prepare a
future workforce that can adjust flexibly to changing
labor market demands and the skills required.

A minimum of 2 years training is recommended to
address the skills gaps of students who leave school
after taking O Levels. The training program would
entail work-oriented technical courses in fields such
as hotel and restaurant, construction, and textiles and
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garments. Under the 13-year compulsory education
policy initiative, a number of such open/applied
subjects have been introduced to students who do
not qualify to enter the academic streams, creating
pathways for easy progression into vocational and
technical education after completing 13 years of school
education. Vocational education programs should be
linked with industries that can absorb their students.
Therefore, industries should be involved in developing
the courses, which should also be relevant to regional
development priorities. Public-private partnerships
and schemes of recruitment through vocational
education and training institutes directly to industry
are essential for facilitating the flow of students into
the labor market.

Students and education and training institutes
need to be aware of the skills required by the labor
market. Because most students are not aware of
the opportunities presented by vocational training
institutes, it is important to identify innovative, rapid,
effective, and feasible strategies to reach school
leavers and channel them into vocational training. To
rectify the information gap, schools should provide
awareness raising information to students directly
after the O Level examinations. This would allow
students to make better informed choices between
vocational training and continuing to A Levels, and is
particularly important for those whose O Level results
preclude their continuing to A Levels. A well-planned
awareness campaign would involve vocational training
authorities, private sector institutes, and industry.
In addition, institutional capacities for delivering
vocational training programs should be enhanced
with upgraded training material and equipment. Well-
equipped district training centers with residential
facilities are needed.



Chapter 5

The Welfare Dimensions of

Employment Change in Sri Lanka
and Sustainable Growth

5.1. Introduction

Most Sri Lankan families depend heavily on labor
earnings to meet their living costs. Economic growth
changes the structure of the economy and in turn
transforms the composition of employment, with
critical implications for the welfare of individuals and
households from an income perspective. This chapter
examines the qualitative aspects of the employment
transformation that has accompanied Sri Lanka’s
growth in recent years. The economy has experienced
distinct sectoral changes in the structural composition
of output. Such changes shift the compositions of
skills and the conditions of work in formal and informal
employment.

This chapter traces how structural transformation at
the macroeconomic level has been accompanied by
welfare changes at the level of the individual worker.
The welfare changes involve returns the working
poor receive through informal activities as well as
returns workers receive in the more formal parts of the
economy. More specifically, the chapter attempts to
shed light on

* how the structure of Sri Lanka’s output and
productivity has changed during recent times,

* the transformations in employment structure and
skills that accompanied these output shifts, and

* theaccompanying welfare changes in terms of the
conditions of decent work and status of poverty.

The welfare dimensions of the employment changes
focus on two employment-related outcomes. The
first relates to how employment income changes are
evolving, and hence looks at changes in wages and
returns to self-employment. The second change
relates to the nature of transition from informal
employment into formal employment. This requires
an analysis of two critical aspects of the change in
employment structure in each broad sector of the
economy: (1) the skill levels of the workforce, and
(2) the contractual arrangements that characterize
their work as formal or informal.

The process of transition from informal into formal
employment is at the core of the developmental
process, and can be assessed in terms of two structural
transformations: external and internal. Transformation
of the external dimension involves ascertaining the
shares of formal and informal employment in each
broad sector of the economy. The change in the extent
or incidence of informality in a sector infers something
about the spread of adversity and precariousness in
that sector at a point in time. An analysis of changes
over time can reveal whether transformation is
moving in the “right” direction—toward formality. The
internal dimension is the degree or depth of adversity
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associated with informal employment in each sector
as captured by measures of returns to employment,
namely wages and income.

We therefore have employed a fourfold typology to
assess how welfare related to employment changes
may have increased or decreased:

The first, and best case, scenario would be for the
extent of informality (the external dimension) to
declinewhilereturnstoworkininformality (the internal
dimension) increase. In this situation, poverty rates in
the sector would also decline. The policy challenge in
this situation would be to devise a growth strategy that
does not disturb this positive trend.

The worst-case scenario would be one in which the
extent of informality is increasing and returns to work
in informal jobs are declining. Here, the extent as
well as the depth of informality would be rising, and
working poverty in the sector would increase. The
policy challenge would be the gravest in this worst-
case scenario.

states, between

There are also two interim

the extremes.

The first would be where the extent of informality
is declining but its depth (measured by returns to
informality) is rising, as the real wages of those in
informal employment would be falling. This would
be akin to a situation in which the extent of poverty
declines but its depth increases. Here, the policy
challenge is to enhance returns to informality without
reversing the declining trend in its extent or incidence.

The second interim case is where the extent of
informality is increasing but so are the returns within
informality. In this situation, if working poverty is also
declining, there will be a trade-off and an associated
policy challenge. That is, policies must be designed
to reduce the extent of informality without affecting
the trend of increasing returns to those engaged in
informal jobs.

We investigate the welfare implications of recent
changes in employment in Sri Lanka by assessing

the change in the nature of employment in the four
broad economic sectors: agriculture, including fishing
and mining; manufacturing or industry, including the
production of electricity, gas, and water; construction;
and all other services.

For the analysis, we use sectoral gross domestic
product data from the Central Bank of Sri Lanka
and microdata on employment, wages, and
consumption from two national sample surveys. Of
the two surveys, the primary source for labor-force-
related data in Sri Lanka is the Quarterly Labour
Force Surveys (LFSs) of the Department of Census and
Statistics (DCS), from which national employment
and unemployment statistics are estimated. But
although the surveys have been conducted since
1990, reliable wage data for employees and
information enabling the identification of informal
workers according to internationally accepted
criteria  are available only from 2006 on.
Therefore, to use the longest period possible,
the years 2006 and 2014 were set as the end-
points of the reference period. However,
because the surveys gradually began to cover the
conflict-affected Northern and Eastern provinces
only as the war receded in 2008, they have been
excluded from the analysis.

A critical component of the analysis of the welfare
dimensions of employment change is the analysis
of the change in working poverty. Because poverty
is determined at the household level, for this part
of the analysis, data from two of the DCS’ Household
Income and Expenditure Surveys (HIESs) are used
that correspond most closely to the reference
period determined by the availability of necessary
labor force data from the LFS series. Thus, HIES
2006/07 and HIES 2012/13 are used for the analysis
of changes in working poverty (DCS various
years, HIES).

For poverty analysis, consumption data were adjusted
for spatial differences in prices using the Laspeyre’s
price index*® produced by the DCS using HIES
data. The DCS estimated the official consumption
expenditure-based poverty line by using the Cost of
Basic Needs Approach as the poverty threshold.

3 The DCS has computed district-based Laspeyre’s price indexes for each HIES for the specific purpose of measuring poverty, by using the consumption patterns
of 40% of households with the lowest consumption expenditure to construct the price indexes.
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The Laspeyre’s price index is more suited for deflating
consumption to measure poverty than for measuring
inequality, and is not a temporal price index. Therefore,
for the analysis of inequality in wages, nominal daily
cash wages were adjusted for spatial and temporal
differences in prices with a price index constructed
by applying the regression-based Country Product
Dummy method to HIES data of 2006/07 and 2012/13.

The definition of employment the HIES uses is not
time-bound and determines the employment status
of the survey respondents only according to the
individual’s income source, as reported by the
respondent. In contrast, the LFS determines
employment status only after ascertaining the
involvement of the individual in any form of economic
activity through a series of tactical questions, and
after verifying the duration of such involvement
(Wickramasinghe 2009). As a result, the HIES figures
for employment tend to be lower than the figures
obtained from the LFS for the same survey year.

This section examines employment change across
sectors along two dimensions. The first dimension
concerns formalization. The second looks at the
extent to which employment change across sectors
has been accompanied by a change in the composition
of workers’ skills.

Formality is defined according to criteria enumerated
by the 17th International Conference of Labour
Statisticians (ILO 2016b). This defined informality in
terms of jobs as well as enterprises. The criteria identify
the following as being informally employed: family
workers in formal enterprises, employees in informal
jobs in the formal sector, own-account workers
in informal enterprises or households, employers
in informal enterprises, family workers in informal
enterprises, and employees in informal enterprises or
households.

The International Labour Organization’s definition
is more stringent than the one the DCS uses, as the

former encompasses employment in the informal
sector rather than just informal employment. Formal
and informal shares in employment for the whole
economy have changed only very slightly over the
reference period, with the share of workers in formal
employment declining from 35% to 33% (Figure
51). However, a very different picture emerges at
the sectoral level. Informal employment shares
have increased and formal employment shares have
declined in agriculture. In such a large sector (again,
accounting for nearly one-third of employment),
the decline in formal employment from 22% to 9%
is significant. The movement of workers out of the
formal plantations subsector, particularly into the
services sector, may underlie much of this change.
In agriculture, we find stable productivity, with an
increased share of informal employment. In industry,
too, formal employment shares have declined and

Figure 5.1: Distribution of Formal and
Informal Employment by Economic Sector,
2006 and 2014
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Note: Sample weights used. Figures in parentheses show the growth in
productivity in each sector from 2006 to 2014.
Source: DCS (2006, 2015b).
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informal shares increased, but with a significant rise
in productivity. In contrast, construction shows a rise
in the formal share of employment from 8% to 10%,
with nondeclining or stable productivity. Only in the
services sector has the formal employment share risen
and informal employment declined, and this change is
complemented by a rise in productivity. So, with the
exception of services, the composition of employment
in every sector of the economy has moved in favor of
informalization. This is a significant finding, which is
disguised by aggregate sectoral figures.

It is evident that informalization has been taking place
beneath the relative stability of sectoral employment
shares as well as rising productivity. This appears
counterintuitive because informal workers are less
likely to be productive than formal workers. One
plausible explanation would be that the productivity
of formal workers has been rising faster than that of
informal workers.

Although the available data do not allow us to estimate
productivity levels of formal and informal workers
in each sector,”” some inferences can be drawn from
the data presented in Figure 5.1. It is apparent that
productivity levels have slipped marginallyinagriculture
where the share of informal workers expanded and that
of formal workers declined. In contrast, in the services
sector, productivity levels rose while the percentage of
formal workers increased. Both these observations are
in line with what the theory would predict.

The manufacturing sector has experienced the
most rapid rise in productivity levels even while
the percentage of formal workers declined. This
again may have been due to a greater concentration
of formal workers in more productive industrial
enterprises and subsectors, which pushed up average
productivity levels in the sector at large, even though
the concentration of workers in the less productive
informal enterprises, which accounted for a large
share of total industrial employment, caused the share
of informal workers to rise in the industry sector as a

whole. Therefore, the reason productivity levels have
been rising along with informality in the economy may
be the relative expansion of formal workers in sectors
and subsectors where productivity has also been rising.

Another reason productivity levels have risen along
with informality may be the changing skills composition
of employment. In fact, the second dimension of
employment change that concerns us is the change
in the composition of skills across sectors. For the
analysis, we define skills according to occupation as well
as the highest category of education attained.?® There
are interesting differences. From the point of view of
education-based skills levels, the share of highly skilled
workers has increased over the period economy-wide
and in each sector, and the share of low-skilled workers
has declined. The share of those with middling levels
of education has remained stable (Figure 5.2, panel a).
In the occupation-based skill categories, the shares
of high-skilled workers have declined in the wider
economy and in each sector. While the share of low-
skilled workers has also declined economy-wide, there
are key sectoral differences. The share of low-skilled
workers has declined in agriculture and in services, but
increased slightly in industry and construction. The
shares of middle-level occupations have expanded
significantly across the board (Figure 5.2, panel b). The
changes in the educational structure of employment
appeartocomplementrisinglabor productivitiesacross
sectors (other than agriculture), as observed earlier.
Increasing skills underwritten by better education are
likely to have pushed up productivity levels. But the
composition of employment by occupation skill level
suggests that the rise in educational attainment at
the lower end of the scale of educational attainment
over the reference period has seen an expansion of
the share of the middle segments of the distribution
of occupations, thereby eating into the shares of high-
skilled occupations in the distribution.

It is also evident that levels of educational attainment
among both formal and informal workers have risen
across sectors, and may be an additional reason

3 The DCS’ Annual Survey of Industries and Annual Survey of Construction Industries collect data on output and employment, but not on criteria required to
distinguish between formal and informal enterprises, even if only by size (establishments larger than 5 employees, and separately, establishments larger than 25

employees). There is no survey of establishments that covers the services sector.

3 High-skilled workers are defined by occupation as those in the management, professional, and technician categories and by education as those with General
Certificate of Education Advanced Level qualifications or more. Medium-skilled workers are defined as those in clerical, sales, and skilled agricultural and fisheries
occupations, or those who have passed their Ordinary Level examination but have not obtained Advanced Level qualifications in education. Low-skilled workers
are defined as craft workers, machine operators and assemblers, and elementary workers, or those who have not progressed beyond secondary education.
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Figure 5.2: Distribution of Employment by Skill Level across Economic Sectors, 2006 and 2014
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Note: Sample weights used.

Source: Estimated using microdata from the DCS’ Quarterly Labour Force Survey 2006 and 2014.

productivity levels have been rising along with
informality in the economy at large.

Figure 5.3 shows that formal and informal workers
in the services sector have the highest number of
average years of education, and workers in agriculture,
whether formal or informal, have the lowest. Workers
in all sectors were better educated in 2014 than
in 2006, other than in the formal industry sector,
where mean years of schooling have remained stable
at slightly more than 10 years. This suggests that
better education across the board helped increase
productivity levels even in sectors and subsectors with
greater concentrations of informal workers.

A pointtonoteisthedistribution of formaland informal
employment, and education levels of workers, in the
agriculture sector. Unlike in the other three sectors, the
informal agricultural workers are better educated than
the formal workers, even though formal workers, being
the least educated across the board, have nevertheless

Figure 5.3: Average Years of Education,
Formal and Informal Workers,
by Economic Sector, 2006 and 2014
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experienced the greatest educational gains. This result
is due to the particular circumstances of the plantation
workers of foreign origin. While their education levels
had been historically lower than those among other
groups, their educational attainment has risen in
recent years. That factor may have also driven some of
their migration out of agriculture into other economic
sectors as their job aspirations and employability in
other sectors rose with better education.

To sum up the main findings of this section, it is
apparent that output growth and rising productivity in
every sector of the economy has been accompanied
by near stability of employment shares. This relative
stability disguises ongoing informalization and the
movement of the workforce to higher skill levels in
each sector. This twin process of informalization and
“up skilling” across sectors is also consistent with the
profiles of changing labor productivity in all sectors
other than agriculture during the reference period.

The first lesson is that rising productivities and skills
profiles do not necessarily mean greater formalization
of the economy. The positive external changes in
productivity and skills have been accompanied by a
rising informalization in the economy. But how have
the upgrading of skills, raising of productivity, and
increased informalization translated into the welfare
of workers expressed in terms of incomes and wages?
The welfare dimensions of these transformations are
investigated in greater detail in the next section.

The incidence of working poverty (i.e., the percentage
of employed people who belong to poor households)
halved between 2006/07 and 2012/13, from 13.8% of
employed people, to 5.4% or 318,727 workersin 2012/13
(DCS 2008, 2015b). Working poverty rates declined in
all four sectors (Figure 5.4). A notable feature of this
change concerns the composition of working poverty,
which has shifted across sectors. Agriculture’s share
of the working poor has increased, from 47% to 53%,
and so has industry’s much smaller share, from 14%
to 18% (Figure 5.5). While construction’s contribution
to working poverty declined marginally, from 9% to
8%, the contribution of the service sector to working
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poverty declined significantly, from 31% to 21%. We
next assess the change in welfare experienced by
particular categories of workers usually associated
with informality and the working poor.

Self-employment is to a great extent informal in many
developing countries, but it is a difficult category to

Figure 5.4: Working Poverty Rates across
Economic Sectors, 2006/07 and 2012/13 (%)
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Note: Northern and Eastern Provinces are excluded. Figures in
parentheses show the distribution of total employment across sectors.
Consumption data were adjusted for spatial differences using the
Laspeyres’ price index produced by the Department of Census and
Statistics using the same data to estimate poverty incidence. The
national poverty line was used to identify the threshold of consumption
poverty.

Source: Estimated using microdata from the Department of Census
and Statistics’ HIES 2006/07 and 2012/13.

Figure 5.5: Share of the Working Poor by
Economic Sector, 2006/07 and 2012/13
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Laspeyres’ price index produced by the Department of Census and
Statistics, using the same data to estimate poverty incidence. The
national poverty line was used to identify the threshold of consumption
poverty.

Source: Estimated using microdata from the DCS HIES 2006/07 and
2012/13.



assess. It tends to transform over time with growth,
but in developing countries with dualism and
underemployment, self-employment largely remains a
reserve of surplus low-productivity labor.

While working poverty rates among this category of
workers have also declined over the period, from 11.1%
to 3.9%, self-employment accounted for a smaller
share of the total number of those employed and
in poverty, at 18.8% in 2012/13, down from 21.8% in
2006/07 (Figure 5.6).

People whose main occupation is in self-employment
may also be engaging in casual labor as a secondary
occupation, particularly if they are in agriculture.
This can change as countries move toward middle-
income status, when self-employment becomes less
characteristic of surplus labor at the household level.
We see no evidence of this transition in Sri Lanka,
where LFS data indicate that self-employment has
increased everywhere, by more than the economy-
wide average of 50% in construction and agriculture

Figure 5.6: Working Poverty Incidence among
Self-Employed Workers by Economic Sector,
2006/07 and 2012/13
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Note: Northern and Eastern provinces are excluded. Figures in
parentheses show the distribution of total number of working poor
across sectors. Consumption data were adjusted for spatial differences
using the Laspeyres’ price index produced by the DCS, using the same
data to estimate poverty incidence. The national poverty line was used
to identify the threshold of consumption poverty.

Source: Estimated using microdata from the DCS’ HIES 2006/07 and
2012/13.
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jobs.

(73% and 66%), and by less than the average in
industry and services (44% and 32%). However, real
labor earnings rose from 2006/07 to 2012/13, other
than in industry, where earnings contracted by about
one-fourth (Figure 5.7).

On the other hand, casual employment among
employees accounts for half of total wage employment,
and this share has increased in absolute terms by
30% across all sectors over the reference period
(Figure 5.8). And even though the number of such
workers has grown most slowly in the services sector
(by 21%), this sector is the largest employer of such
workers (40%).

Average casual daily cash wages appear to have
increased significantly in real terms in every sector,
with real wages in agriculture rising most, by 199%
(Figure 5.9). Therefore, while the incidence of casual
labor has increased, the adverse effects of this change
on welfare have been somewhat mitigated by rising
real wage rates among this group of workers.

Figure 5.7: Average Real Labor Earnings
of Self-Employed Individuals, by Economic
Sector, 2006/07 and 2012/13
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Note: Northern and Eastern provinces are excluded. Figures in
parentheses show growth rates in real monthly earnings in each sector.
Earnings data are adjusted for temporal and spatial differences using
the CPD method based price index using Household Income and
Expenditure Survey 2006/07 and 2012/13 data.

Source: Estimated using microdata from the DCS’ HIES 2006/07 and
2012/13.

Defined here as employees who do not have permanent tenure. These workers are either without a permanent employer or are working in temporary or casual

55



The changes in sectoral shares of noncasual wage
employees are remarkably similar. However, in all
sectors other than agriculture, casual wage growth has
outstripped noncasual wage growth. In agriculture,
noncasual wages grew by 254% during the reference

Figure 5.8: Share of Casual Employment in
Total Wage Employment across
Economic Sectors, 2006 and 2014
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Note: Northern and Eastern provinces are excluded. Figures in
parentheses are the growth rates in casual employment experienced in
each sector.

period; among casual workers, cash wages grew by a
still substantial 199%.

Even while the real wages of casual employees across
sectors grew, low-skilled workers in the formal sector
have experienced the fastest wage growth among
formal workers. Between 2006 and 2014, economy-
wide average daily real cash wage rates among low-
skilled formal workers nearly trebled—they grew
by 198%—whereas they only doubled for formally
employed high-skilled workers.  Consequently,
inequality declined.*

Figure 510 shows that no matter which inequality
index one uses—the more familiar Gini coefficient;
the decomposable General Entropy Indexes; or the
measure that satisfies all axioms of a good inequality
measure: the Variance of Log of Real Daily Cash
Wages—wage inequality has declined among formal
employees.

Source: Estimated using microdata from the DCS’ Labour Force Survey Ineq uality across each skill category by both
2006 and 2014. . . .
occupation-related and education-related  skill
Figure 5.9: Real Daily Cash Wage Growth among Casual and Other Workers, 2006 and 2014
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é 9 217
) Noncasual workers (254%) 769
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2 Noncasual workers (140%) 448 1,073
g Casual workers (153%) 441 1117
g Noncasual workers (151%) 626 1.569
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Note: Northern and Eastern provinces are excluded. Wage data are adjusted for temporal and spatial differences using the country-product-dummy method
based price index using Household Income and Expenditure Survey 2006/07 and 2012/13 data.

Source: Estimated using microdata from the DCS HIES 2006 and 2014.

4 Tail inequality in real cash wages declined significantly, with the pgo/p10 ratio dropping from 5.9 to 3.6 while General Entropy (0) declined from 0.31t0 0.18. The

Gini coefficient also declined, from 0.39 to 0.31.
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category also declined (Figure 5.11). The Gini declined 5.5. Conclusions and PO“CY
more significantly in agriculture, industry, and |mp|ications
construction than it did in the services sector.
Sri Lanka’s economy is experiencing a sustained

. ) ) growth in output that has not, however, catalyzed
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Source: Estimated using microdata from the DCS HIES 2006 and 2014. K K .
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Figure 5.11: Changes in Wage Inequality among Formal Employees by Sector and Skill Category,
2006 and 2014
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Nevertheless, employment has become more informal
in every sector except construction and services.
Working poverty has declined, average daily cash wage
rates of casual workers have increased, and the wage
dispersion across sectors and within skill groups in
formal employment has improved overall at the macro
level. Recalling the four-fold typology of welfare change
with which we began this chapter, we are in a position
to determine whether the changes in employment in
each of the four sectors have been unambiguously
good, unambiguously bad, or somewhere in between.

In the agriculture sector, we found that the share of
informal employment has increased from 78% to 91%
from 2006 to 2014, but that casual wages in the sector
have also increased. Working poverty in agriculture has
declined substantially, from 22.1% to 9.6% between
2006/07 and 2012/13. Positive developments have
been overshadowed by the extent of informality in the
sector, the fact that informality has been increasing,
and the slight decline of productivity levels. Thus, in
terms of the four-fold typology, agriculture typifies the
second interim case where informality is increasing but
returns within informality are also increasing. In this
situation, because working poverty has also declined,
there is a trade-off and an associated policy challenge.
Thatis, agriculture policies must be designed to reduce
the extent of informality without affecting the direction
of change in indicators of returns to employment of
those engaged in informal agricultural jobs.

Changes in industrial employment outcomes also fall
into the same interim type of change that characterizes
the changes in agriculture. Informal employment’s
dominance in the sector has increased from 55% to
59%. But in industry, productivity has risen rather than
fallen, and casual wage rates have also risen while
working poverty declined from 11% to 5%. Thus, in this
sector, some improvements in the depth indicators
have been counteracted by the rise in the scale of
informality.

On the face of it, construction may appear to
qualify as the best case in the fourfold typology of
unambiguously positive changes. The share of informal
employment has fallen from 92% to 90%, casual wages

have risen, and working poverty has fallen from 12.6%
to 7.1%. While this is indeed an unambiguous case of
improvement, it is also quite clear that the levels of
informal employment are so high—in fact the highest
in all the sectors—that the unambiguous improvement
makes only a small dent in the scale of the problem.

In contrast, the services sector appears to showcase an
unambiguous case of improvement in both extent and
depth. The share of informal employment has fallen
from 56% to 52%. Casual real wages have also risen
significantly, even though more slowly than in other
sectors. Working poverty has declined from 9.1% to
2.6%. However, the question of how sustainable this
may be is an important one. The positive changes may
have something to do with the expansion in the share
of the public sector total employment in the services
sector from 26% to in 2006 to 29% in 2014.

Sri Lanka has been prone to distributional conflict
at least since the first youth insurrection of 1971,
and as a society that has only recently emerged
from a decades-long conflict that began over issues
of distribution related to jobs and resources, the
country remains vulnerable to conflict. Policy makers
cannot afford to be complacent about the current
economic growth and slow structural transformation,
as they also need to recognize that a new source for
social instability and conflict lies in growing informal
employment. Working poverty may have declined
among informal workers, but many workers are still
unlikely to have decent incomes and even less likely to
have job security. Decent incomes and job security are
important expectations that working people have in
middle-income economies.

While internal transformation in one important aspect
of informal work (rising real wages and a decline
in working poverty) is both a critical and welcome
development, it does not mean that the transition
to formality is being affected robustly. The extent of
formal employment is low, and changes in its incidence
are slow in Sri Lanka. The high incidence of informality
is a major challenge to the rights of workers and decent
working conditions as most workers are in informal
employment not by choice, but by circumstance. It

4 The increase in informality may be due to workers moving out of the formal plantations into other jobs.
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also has a negative impact on enterprises, public
revenues, the government’s scope of action, the
soundness of institutions, and fair competition.
Therefore, transition from informality to formality is
essential for inclusive development and decent work
for all. In fact, the analysis in this chapter suggests
that the most pressing employment challenge that
Sri Lanka faces is transitioning from informality to
formality.

There may be many reasons why the growth of
formal employment is constrained and the transition
to formality has regressed in some respects. The
law governing retrenchment makes it very costly for
firms with more than 14 workers to lay them off,
and has been identified by many as an underlying
reason for low rates of job creation in formal
enterprises (see Abidoye, Orazem, and Vodopivec
2009). The Inland Revenue Act and the Payment of
Gratuities Act become operative at the threshold of
15 workers.

Issues related to law and order, uncertain
government policy, macroeconomic instability, high
cost of obtaining external financing, and serious
infrastructure constraints in electricity generation
and transport have also been identified as inhibiting
formal job growth (World Bank 2005, ADB 2005).
More recent work has drawn attention to the role of
skills gaps in constraining economic expansion (Dutz
and O’Connell 2013; Dundar et al. 2014). Meanwhile,
the country’s system of labor administration is weak,
constrained by insufficient cadres, and low levels
of remuneration and motivation (Chandrasiri and
Gunatilaka 2015).

These factors suggest that the structural trans-
formation that needs to take place in a country that
is on the cusp of becoming a full-fledged middle
income country has to be supported by legislative and
institutional complements, including those related to
social security. In line with the International Labour
Organization’s Recommendation 204 concerning
transition from the informal to the formal economy, Sri
Lankan policy makers need to first assess and diagnose
the factors, characteristics, causes, and circumstances
ofinformality in the national context. The policy makers
also need to adopt, review, and enforce national laws
and regulations to ensure appropriate coverage and
protection of all categories of workers and economic
units. The imminent decline in the share of the
working-age population makes the implementation
of decent work standards both imperative and urgent
even from an economic efficiency point of view. To
facilitate the transition to the formal economy, an
integrated policy framework needs to be included in
national development strategies and plans as well as
in poverty reduction strategies to ensure coherence
and coordination across different levels and entities
of government.

Workers have, of course, the most to gain from such
a transformation. By moving to formal employment,
they can look forward to decent work, access to social
protection, and working conditions that ensure safety
and health. Employers can hope to gain a level playing
field so that businesses can compete fairly with one
another. By effecting such a transition, the government
would acquire a revenue base for tax collection,
improve working conditions, and enhance social justice
and stability.
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Chapter 6
Concluding Remarks

Sri Lanka has enjoyed relatively good economic growth
in the last decade despite several internal and external
shocks that dampened financial growth. The country
achieved middle-income status in 2010 and is on its
way to achieving upper middle-income status in the
next few years. To help Sri Lanka transition to upper
middle-income country and beyond, the government
laid outa policy development programin 2017 thataims
to achieve a modern, globally competitive, and high
value-adding economy, to be accomplished through
the creation of jobs, expansion of the middle class,
and improved living standards of workers. This report
examined in some detail the state of employment and
education in Sri Lanka and puts forth several policy
recommendations to address issues and bottlenecks
identified that may hinder the country from reaching
its goal. The report also examined how the country’s
economic growth has impacted job creation and
poverty and inequality reduction.

Several findings dominate the narrative. First, with
the expected contraction of the labor force, the
government could consider devising more ways of
encouraging females to join the labor force. The
country’s female labor force participation rate has
been historically low, and Sri Lanka does not have
full legal equality for women in the work place. This
report estimated that raising the female labor force
participation rate to the average level observed in
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high-income countries would increase the overall
labor force by 17%, which would be adequate to
replace decades of labor force reductions brought
by population aging. This study has identified several
policy recommendations to encourage female labor
force participation, such as the creation of policies
that encourage employers to hire female workers on
flexible time basis and the provision of subsidized
childcare. Receipts of remittances from abroad as well
as the earnings of the male household members are
identified as disincentives for married women to enter
the labor market.

Second, for Sri Lanka to continue its transition as a
middle-income emerging economy, it will have to rely
on efficiency-driven productivity growth. This calls
for a concerted effort to align the country’s education
with the skills and knowledge that the labor market
demands, to ensure that students are equipped for
work after leaving school. The country is on the right
track with its medium-term strategic plan, which
focuses on increasing equitable access to primary
and secondary education, improving the quality of
primary and secondary education, and strengthening
governance and service delivery in the education
sector. The government should encourage more
privately run technical and vocational education and
training (TVET) institutions to enter the market. For
TVET, this report proposes adopting a voucher system



as a means of both funding TVET education and
linking graduates with relevant industries. The study
also pushes for reforms to the school and university
curricula by introducing more market-oriented
subjects such as information and communication
technology and technological subjects that are
deemed essential skills in today’s marketplace. It is
also crucial for the government to provide resource
support, in the form of skilled teachers and equipment.
To address the labor market information gap among
school leavers, it is important to identify innovative,
rapid, effective, and feasible strategies of reaching
early school leavers so they can be equipped with the
vocational skills necessary to take on productive jobs
and contribute to economic growth.

Third, the country is facing an aging population, which
willslowthegrowthofthelaborforce,andpossibly cause
it and the economy as a whole to contract (resulting
in a reduction of 7% in gross domestic product by
2030). This study predicts that aging will put modest
pressures on pension and health expenditures, and
the government still has to take the steps necessary to
ensure that the country transitions well into this phase.
Maintaining a strong public delivery component and
public spending at about 50% of total health spending
may be sufficient to cope with most aging pressures
until 2030, but there will be some need for an overall
spendingincrease, possibly in the range of 0.5% of gross
domestic product. Moreover, given the substantial
unmet demand and the impending rise in spending
for residential long-term care, development of policy
and planning for expanding residential long-term care

should begin as soon as feasible. In a similar vein, in
light of increasing life expectancy, the government
may consider increasing the official retirement age
from 60 to 65 to allow adult workers to continue to
contribute to national savings, as well as potentially
to reduce poverty among the elderly by leading to
greater asset accumulation. The government’s plan
for modernization will greatly help in this regard, and
ideally would reduce the dependence of work on
physical strength and health.

Fourth, despite recent economic gains and the
advances in reducing poverty and inequality, Sri Lanka’s
economy is undergoing some informalization, posing
a major challenge to workers’ welfare and their rights
to decent work, and negatively impacting enterprises,
public revenues, and the soundness of institutions and
fair competition. Therefore, one of the most pressing
employment challenges that Sri Lanka is facing is
transitioning from informality to formality. This report
proposes undertaking an assessment and diagnostic
study to determine the characteristics, causes,
and circumstances of informality in the national
context. The government would also need to adopt,
review, and enforce national laws and regulations to
ensure appropriate coverage and protection of all
categories of workers, whether they are in the formal
or the informal sector. Such policies and regulations
need to beincluded in national development strategies
and plans as well as in poverty reduction strategies in
order to ensure coherence and coordination across
levels and entities of government.
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Sri Lanka: Fostering Workforce Skills through Education
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Empowered Sri Lanka, Sri Lanka’s development policy document, envisions reorienting the country toward a
modern and high-value-adding economy that is able to compete in the global market. Expanding the middle
class and improving the living standards by creating one million jobs are at the core of the policy. This report
seeks to support the realization of that vision by analyzing Sri Lanka’s employment situation and drawing
recommendations from the analysis. The report starts with an overview of the labor market in relation to
both supply and demand. It then looks at the issues of aging and skills generation. The concluding chapter
examines links between labor market trends, informality, and poverty.
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