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Abstract: The economic performance of post independent Sri Lanka has improved only after the introduction of liberalization policies in 1977. Though many factors contributed for the sluggish performance of the economy during 1948-1977, the delay of industrialization is identified as contributing prime factor to the slow performance of the economy. However, after the liberalization, manufacturing sector started to play an important role in the economy in production, export earnings and employment in which agricultural sector held its domination since independence. Nonetheless, after three decades, the economy still overwhelmingly depends on garments and textiles industry for the production, export earnings and employment. Though the destructive civil war which started shortly after the introduction of liberalization policies has had harmful impact on the overall performance of the economy, Sri Lankan export-led industrialization has yielded relatively better outcome.  If the country takes further measures to move gradually towards the production of hard manufacturing goods (such as electronic goods) the outcome of the export-led industrialization would be superior in the future.
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1. Introduction

At the time of political independence, Sri Lanka enjoyed the third highest per capita income in Asia after Japan and Malaysia (Rajapatirana, 1988). South Korea, Thailand and Indonesia were behind Sri Lanka in terms of per capita income. However, the Sri Lankan economy experienced lackluster performance during the post-independent period. The country is still categorized as a developing country by the World Bank. Though there are several reasons behind the sluggish economic performance of Sri Lanka during the post independent period, delay of industrialization is identified as a reason by Abeyratne (1989). Sri Lanka has experimented with a wide variety of policy regimes i.e., open, ‘non interventionist’, free market policies (1948-1959/60) and dirigiste import substitution industrialization (1960-1977). Beginning in the early 1960s, the industrial sector was seen essentially as an import substituting activity, creating large-scale employment and also saving foreign exchange through the use of domestic inputs. The industrial sector was promoted through interventionist measures including heavy protection by way of tariffs and quotas, reservation of certain manufacturing activities for small industries, preferential access to public resources and various kinds of assistance. However, as far as the industrialization and the performance of the economy are concerned, the outcome of these policies is skeptical.

Nonetheless, with the change in Government in 1977 there was a marked shift in the development policy. Sri Lanka was the first South Asian country to liberalize the economy in 1977 (Jayanetti and Tilakaratna, 2005).  The new UNP government began to unwind the entire paraphernalia of administered controls on consumption, investment and foreign exchange. Most of the price controls were removed, subsidies phased out and public corporation were allowed greater autonomy in the pricing and distribution policies. The market-oriented policy reforms have led to far reaching changes in the structure and performance of the production, employment and exports in the Sri Lankan economy.  Importantly, the government chose export-oriented industrialization within the framework of a liberalized trade regime as the centerpiece of its economic policy. In this context, the promotion of foreign investment, particularly in export–oriented manufacturing turned out to be a pivotal element in the new policy. It was envisaged that this new market–oriented policy stance would infuse growth dynamism to the process of industrialization, both in terms of import substitution and export expansion, making industry the leading growth sector of the economy (Ratnayake, 1988). It is true that there is a marked structural shift in the economy following the liberalization because the manufacturing sector became a dominant sector in production, export earnings and employment. However, an important question that does arise here is why Sri Lanka could not emerge as a full-fledged industrialized country even after three decades of liberalization. This article tends to answer this question.

The remaining sections of the article are organized as follows. Section 2 presents some theoretical aspects on the relationship between liberalization and the manufacturing industry. Section 3 examines the correlation between GDP growth and manufacturing growth. While section 4 analyses the changes of industrial structure section 5 looks at structural change within the manufacturing sector. Section 6 enumerates the structural shift in exports. While section 7 evaluates the employment implication of manufacturing sector section 8 draws the relevant conclusion.

2.
Liberalization and the Manufacturing Industry
Industrialization was the prime target of the liberalization in many countries because it has been theoretically purported to be a catalyst for growth and development (Lewis Bynoe et al, 2002). Within the broad category of industry, the manufacturing sector is often the darling of policy makers in less developed countries.  A buoyant manufacturing sector usually leads to increased economic activity and further, it is viewed as the leading edge of modernization and skilled job creation, as well as a fundamental source of various positive spillovers (Tybout, 2000). Trade liberalization, though it may initially lead to a contraction of a developing country’s manufacturing sector, can subsequently lead to its expansion, bringing about significant economic gains. Consumers can have access to cheaper goods and more varieties of goods; downstream firms can purchase intermediate inputs more cheaply; and firms can specialize in more narrow range of goods to take advantage of scale of economies (Amiti, 1998). 

Tybout (2000) further notes that the trade liberalization has several positive impacts on the manufacturing industry. Firstly, openness and productivity: In addition to falling mark ups, trade liberalization is associated with rising average efficiency levels and similarly protected industries tend to exhibit heightened productivity dispersion. The standard interpretation of these results is that foreign competition drives inefficient domestic producers to exploit scale economies, eliminate waste, adopt best practice technologies, or shut down.
 Secondly, technology transfer through trade: outward–oriented policies are more likely to facilitate long run growth if technology diffuses through international transactions. For example, LDCs may acquire new technologies by de- engineering imports, or simply by deploying the innovative intermediate and capital goods. They may also learn about product design and new technologies or management techniques from the foreign buyers to whom they export. Once acquired through these channels, new foreign technologies may diffuse to other domestic firms not directly engaged in trade.  More detailed evidence is available on technology acquisition through exporting.  Case studies confirm that OECD buyers sometimes provide their LDC suppliers with blueprints and technical advice. Regardless of whether they acquire their expertise from abroad, technology may also diffuse from exporters to non exporters in the same country, region or industry through demonstration effects, skilled worker training (and subsequent labour turnover), or expertise imparted to their local suppliers. 
Thirdly, technology transfer through FDI: even if they are not innovative themselves, multinational (MNC) affiliates in LDCs may transfer expertise to locally held firms through the same diffusion channels. Indeed, FDI does seem to bring relatively efficient technologies into host countries: most studies fine that foreign – owned firms are more productive than their domestically owned competitors. 
3.
Growth of Manufacturing and GDP 
Following the liberalization, the manufacturing sector became the growth-oriented sector (Lankatilake, 1999). Figure 1 plots economic growth against manufacturing growth (specified as a percentage of GDP). The figure shows a positive and strong relationship between these two variables during 1977-2007 period. The correlation is significant at 0.01 level. While the correlation coefficient is 0.5 for the period of 1977-2007, the coefficient is 0.75 for the period of 1989-2007. This underscores the ascending importance and the contribution of manufacturing sector in economic growth of the country.
Figure 1: Correlation between Economic Growth and Manufacturing Growth 1977-2007
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4. The Structural Change of Industry
At the time of independence in 1948, Sri Lanka was a prime example of an export economy dependent on a limited range of agricultural export commodities (Snodgrass, 1966 and 1999). The production patterns exhibited only limited changes during the open trade regime (1948-1960) and the import substitution era (1960 – 1977).  The manufacturing share in GDP increased from 5.6 per cent in the early 1960s to 9 percent by the end of the decade and was around 11 per cent by the time of 1977 economic reforms
.

Figure 2: The Structural Change of Industry 
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However following the liberalization, the manufacturing sector started to play a key role in the Sri Lankan economy in terms of generating high levels of production, foreign exchange earnings and employment. The Structure of industry has undergone significant change during the same period. Following liberalization, the Government offered a series of incentives with a view to encouraging both domestic and foreign investment in the manufacturing sector and as a result manufacturing industry expanded significantly.  According to Figure 2, share of manufacturing industry in GDP increased from 12 per cent in 1977 to over 17 per cent by the late 1990s and remained nearly at the same level in 2007. However, the share of construction industry increased from 7 per cent in 1977 to 10 per cent in 1980 due primarily to the sudden expansion of construction related projects including Mahaweli development programme. However, its share started to decline and below 7 per cent since 1991. On the other hand, the share of mining and quarrying industry  in GDP accounted for nearly 2 per cent of GDP during 1977-2007 period without much fluctuation.
Following the liberalization, textile and garments started to play a major role in the manufacturing industry which expanded the sector much. In particular, the availability of intermediate inputs contributed to output growth through greater capacity utilization (Athukorala and Rajapatirana, 2000a and 2000b). Importantly, this manufacturing industry has been aided by quota protection under the Multi Fibre Arrangement during the post reform period till 2005.
 At the same time, the construction sector, except during the late 1970s and early 1980s, averaged nearly 6 per cent of GDP through out the post liberalization regime.
 The mining and quarrying sector as a percentage of GDP virtually remained unchanged at 2 per cent during 1977-2007 period.

5. Structural Changes within the Manufacturing Sector
Following the liberalization unprecedented incentives and tax holidays were given to both foreign and local investors. In addition offshore banking facilities were also made available to attract foreign investment during this time. Other measures taken to attract foreign investors include i) infrastructure development; ii) relaxation of rules and regulations governing repatriation of profits and withdrawal of capital; iii) the relaxation of industry licensing procedures and the opening up room for approval of 100 per cent foreign ownership of business establishments; iv) constitutional guarantee to foreign investors vis-à-vis repatriation of capital; and v) investment guarantee agreements with a number of investing countries. As a result manufacturing industry started to expand gradually.
Though incentives were common for all industries, foreign and local investors concentrated largely on manufacturing industry (particularly textile and garments industry) with a view to using cheap labours. As a result the structure of manufacturing industry has undergone drastic changes during the post-reform period. As the bias against exports was removed and access to intermediate inputs increased, the whole manufacturing sector responded by increasing output. However, the response of the manufacturing sub categories to the reform has not been uniform. 
Figure 3: Share of Manufacturing Sub Categories in the Total Manufacturing Output (Value Added)
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Legend

Food: Food, beverages and tobacco products; Textile: Textile, wearing apparel and leather products; Wood:. Wood and wood products; Paper: Paper and paper products; chemical: Chemical, petroleum, rubber and plastic products; Non metallic: Non – metallic mineral products; Basic metal: Basic metal products; Fabricated metal: Fabricated metal products, machinery and transport equipments;  n.e.s: Manufactured products not elsewhere specified
Export oriented textile, wearing apparel and leather products sub category is the main sector which recorded an impressive growth following the liberalization. The share of this sector in total manufacturing output increased from 10 per cent in 1977 to 33 per cent in 2006. Following the liberalization, the volume of investment, both domestic and foreign, significantly increased in textile, wearing apparel and leather products. For this development, three reasons can be mentioned here. First, under the Multi Fibre Arrangement, the imposition of stringent quota restrictions by major consuming countries on garment imports from traditional developing country producers generated a potential market for new comers including Sri Lanka. Second, Sri Lanka enjoyed comparative advantage in using its unskilled and semi-skilled work force easily since other economies of Asian countries had not been liberalized in that time. Third, the incentive package granted by the Government was definitely influential in attracting foreign investors in this industry. These were the main reasons for the better performance of this industry during the liberalization regime.

Food, beverages and tobacco products sub sector is the only import substitution sub industrial sector that performed relatively well until the mid 1990s mainly due to the increased domestic demand, easy availability of raw materials and other incentives offered by the government. Moreover, a clear improvement occurred in the quality of products as a result of competition from easily available high quality imports. However, the share of this sector in total manufacturing output declined from 36 per cent in 1977 to 31 per cent until 2006.  

The share of the chemical, petroleum, rubber and plastic products sub category in the manufacturing sector declined from 29 per cent in 1977 to 15 per cent in 2006. Due to the overwhelming expansion of textile and wearing apparel industry and the import competition, the share of chemical sub category in total manufacturing continued to decline from the early 1990s. Wood and wood products industry performed relatively well during the early 1980s in terms of its share in total manufacturing. However, the share of this industry in the total manufacturing production started to move towards negligible levels from the late 1980s and was only 1 per cent in 2006. Though this sector depends on domestic and external markets, declining contribution of public sector and high dependency on domestic timber contributed for the sluggish performance of this industry.

The share of paper and paper products sub sector in the total production declined from 4 per cent in 1977 to 2 per cent in 2006. The high dependency on domestic market, decline of the public sector’s contribution and the import competition are the main reasons for the lackluster performance of this industry during the post liberalized period. The share of fabricated metal products, machinery and transport equipments sub sector declined from 8 per cent in 1977 to 6 per cent in 2006. During the early stage of reforms, the expansion of construction and rural electrification and improvement in rural incomes boosted the demand for machinery and electrical items. As a result, this industry performed relatively well until the early 1980s. However, the reduction of duty/ tariff on imports had harmful impacts on this industry.  Competition from imports and the decline of public sector orders also contributed negatively on the performance of this sub sector.

The share of non–metallic mineral products sub sector in the total manufacturing production remained nearly the same in 1977 (9 per cent) and 2006 (10 per cent). The output of this sub sector has strong connection with the performance of the construction industry. The increased domestic demand for cement and roofing materials and the favourable external market condition for ceramic products were underlying factors for relatively better performance of this sector. The share of basic metal products sub sector category in the total manufacturing remained at 1 per cent in 1977 and 2006. The performance of the whole industry was constrained by the import competition and the small size of domestic market. The share of manufactured products not elsewhere specified sub category in the total manufacturing production increased to 2 per cent in 2006 from 1 per cent in 1977. This increase originated largely in the industries engaged in the manufacturing of jewelry, sporting goods, stuff toys, surf sails, brushes, fishing gear and nylon net, umbrellas and coir fibre. Normally jewelry, sporting goods, toys fishing gear and nylon net would have constant demand throughout the year. As a composite effect, this sub category recorded a growth over the period. 
6.
Structural Shift in Export

Following the liberalization there was an expansion as well as a diversification of exports gradually and steadily. The main feature of the change in the composition of exports during this period was the rise in the share of exports of manufacturing goods, dominantly garment and textiles, and the corresponding fall in the share of agricultural exports. For the first time in 1986, industrial exports surpassed the dominant place held by the agricultural exports since independence. This implies that the structure of exports has undergone significant change following the introduction of liberalization.

Figure 4: Composition of Exports
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Source: Central Bank Reports (Various Issues)

Figure 4 clearly shows the changing composition of exports during the period of 1977-2007. Agricultural exports which were 80 per cent in the total exports of the country in 1977 declined dramatically to 19 per cent in 2007. In contrast industrial exports increased from 14 per cent in 1977 to 76 per cent in 2007. Though mineral exports accounted for 5 per cent in 1977, it declined to mere 1 per cent in 2007 but, however, unclassified exports doubled it share in the total exports from 1 per cent in 1977 to 2 per cent in 2007. 
Figure 5: Composition of Manufacturing Exports
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Figure 5 describes the changing composition of manufacturing exports during the period of 1977-2007. The share of textile and garments in the total manufacturing exports increased to 70 per cent in 2007 from 16 per cent in 1977. It is true that as Athukorala, and Rajapatirana (2000a) noted manufactured exports of Sri Lanka are heavily concentrated in a single standard labour-intensive consumer good, clothing.  In sharp contrast, the exports share of petroleum products declined from 65 per cent in 1977 to mere 2 per cent in 2000. However, the share of other category increased to 28 per cent in 2000 from 19 per cent in 1977. However, there has been a gradual increase in exports of other labor-intensive products, such as leather goods, footwear, toys, plastic products, jewelry and sports goods. Reflecting this pattern of export diversification, the share of textile in total manufacturing exports declined from 70 per cent in 2000 to 56 per cent in 2007 and on the other hand the share of other labor-intensive products increased to 41 per cent in 2007 from 28 per cent in 2000 (Figure 5).

Though entire export industries were supported by providing generous incentives including tax concessions, textile and garments industry benefited much. The MFA facility and subsequent increased demand for Sri Lankan garments in the USA, Canada and Western Europe markets contributed largely for the rapid export expansion of textile and garments. However, declining export of petroleum production has contributed to the decline of export share of this category. Main reason for this scenario is the capital-intensive petroleum products were not able to face import competition. Export of food, beverages, tobacco products and non–metallic mineral products registered a clear boost during 1977-2007 and as a result the export share of other category increased significantly. 
It is true that a clear structural shift has occurred in the export composition of Sri Lanka after the introduction of liberalization. Nonetheless critics question the sustainability of this structural shift in the export composition. Because though it is usual practice of all countries depend labour abandon soft manufacturing industry (such as garments and textiles) during their early stage of industrialization a gradual shift from garments and textile industry towards hard manufacturing industry (sucha as electronic goods) has been observed in many countries over the time. However, as far as Sri Lanka is concerned even after three decades of liberalization, the country still depends overwhelmingly on garments and textile industry for export earnings.
 It is important to note that investment in garment industry normally will move country to country overtime. The entrance of new competitors (such as India, Bangladesh, China, Mexico, Vietnam etc) in the garment industry strengthens this argument. Therefore the future of the Sri Lankan garment industry and its export earning seems to be unsustainable. It is expected that the phasing out of MFA in 2005 would have negative impact on the apparel industry of Sri Lanka during post 2005 period. Figure 5 shows that the share of garments in the total manufacturing exports declined 62 per cent in 2004 to 57 per cent in 2005 and the declining trend continues during the subsequent years.

 Moreover, Wignaraja (1999) categorizes manufactured exports are simple and that requires only low skilled labour in their production. These products have not resulted in the upgrading and diversifying of the industrial sector. In this regard, Sri Lanka’s export performance has fallen short of expectations and it is very difficult for the country to emulate fully the industrial development achievement of the Asian NICs particularly in the short run.
Another important irritating feature of the Sri Lankan manufacturing industry is the growing manufacturing trade deficit. Figure 6 shows that manufacturing trade deficit has increased during the period 1977-2007.
 Two reasons can be mentioned for this trend. First one is that though Sri Lanka exports garments the country has to import many non garments manufacturing goods.  Second reason is that Sri Lanka largely depends on imported input for garment industry. In fact, as Pieris (1997) noted the contribution of the garments and textiles towards earning foreign exchange, as per dollar earned through these exports, can be significantly less than a dollar earned through a commodity like tea because, the production of these garments and textiles heavily depends on imported inputs. As a composite effect the country experiences growing manufacturing trade deficit amidst its significant manufacturing sector expansion.
Figure 6: Manufacturing Trade Balance (Current US $ Million)
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7.
Employment Implication

Developing countries have emerged as important exporters of manufactures in recent years, moving away from their traditional role of providers of primary and processed natural resources. Their traditional comparative advantage needs no theoretical explanation. In manufactures, the basic Heckscher–Ohlin (H–O) model (later including human capital) predicts that, given their relative abundance of (unskilled) labour relative to capital, their comparative advantage will lie in products that require more labour (and lower skills) (Lall, 1998). Considering this theoretical argument, Sri Lanka also has comparative advantage when it uses low skilled laboures. Following the liberalization, Sri Lanka experienced an impressive employment growth particularly in the manufacturing sector. 

The sectoral composition of manufacturing employment has undergone significant changes during the post reform period. The employment implication in the manufacturing industry can be analyzed in two ways. First, the relative share of public and private sectors in the total employment reveals that the employment in the public sector has declined while the employment in the private sector has increased significantly. Second, on the other hand, within the private sector, the export–processing zone has played a major role than non–export processing zone in the employment generation. 

Table 1: Employment in Manufacturing Industry (Number of Workers)

	Year
	State Owned Enterprises
	Export Processing Zone (Private sector)
	Non – Export Processing Zone(Private sector)
	Year
	State Owned Enterprises
	Export Processing Zone (Private sector)
	Non – Export Processing Zone (Private sector)

	1978
	63,530
	261
	2,500
	1991
	40,436
	85,279
	

	1979
	64,326
	5876
	
	1992
	41,394
	104,220
	

	1980
	65,453
	10538
	
	1993
	44,474
	122,165
	

	1981
	66,355
	19727
	
	1994
	40,175
	134,572
	

	1982
	71,215
	24926
	
	1995
	40,436
	233,367
	120,298

	1983
	70,182
	28705
	
	1996
	40,175
	241,970
	118,219

	1984
	64,292
	32725
	
	1997
	38,804
	258,185
	114,665

	1985
	58,446
	35786
	
	1998
	37,698
	294,381
	117,744

	1986
	54,332
	45047
	
	1999
	36,154
	327,059
	118,236

	1987
	54,049
	50,743
	
	2000
	33,947
	367,849
	121,653

	1988
	52,050
	54,626
	50,000
	2001
	33,513
	386,034
	105,762

	1989
	52,611
	61,429
	
	2002
	32,140
	416,756
	106,482

	1990
	45,283
	71,146
	
	2003
	31,440
	431,050
	109,694


Source: Central Bank Reports (various issues)

From the introduction of the economic reforms in 1977, according to Table 1, total employment in manufacturing sector started to grow at a faster rate. Between the early 1980s and the mid–1990s, total employment in private sector manufacturing more than doubled. By 2003, it has exceeded half million. One important thing should be noted here that, the employment in the State Owned Enterprises (SOE) has continued to decline. The privatization process, which started in the early 1990s, contributed significantly for this decline. However, this employment contraction in SOE has been counterbalanced by the private sector. There is no time series data on employment in non - EPZ firms until 1995. According to periodic sample surveys, total employment in non - EPZ firms approved after 1977 increased from about 2,500 in 1978 to about 50,000 by 1988. This number exceeded 100,000 in 1995 and remained so in 2003.

Table 2: Sectoral Composition of Manufacturing Employment in the Export Processing Zone (EPZ) and Non Export Processing Zone 

	Year
	Food
	Textile
	Wood
	Paper
	Chemicals
	Non- metallic
	Fabricated

metal
	n.e.s
	Services
	Total

	1986
	471
	33,937
	24
	-
	1,655
	1,648
	149
	3,237
	493
	45,047

	1987
	641
	38,342
	56
	-
	1,999
	2,132
	435
	3,333
	3,805
	50,743

	1988
	796
	39,848
	77
	-
	2,285
	2,817
	1,202
	3,680
	3,921
	54,626

	1989
	1,135
	42,925
	69
	-
	2,049
	4,431
	1,287
	5,312
	4,221
	61,429

	1990
	1,633
	49,554
	44
	-
	2,765
	5,502
	1,436
	6,024
	4,400
	71,146

	1991
	2,168
	54,214
	52
	-
	5,390
	6,069
	1,465
	11,182
	4,917
	85,279

	1992
	2,480
	63,103
	58
	150
	7,291
	6,966
	1,498
	16,447
	6,227
	104,220

	1993
	3,094
	69,952
	628
	276
	10,349
	7,270
	609
	21,182
	8,805
	122,165

	1995
	26,644
	212,795
	3,822
	6769
	33,179
	18,688
	2,202
	29,823
	19,750
	353,672

	1996
	29,074
	189,990
	4,859
	7536
	36,060
	17,938
	1,995
	35,197
	24,306
	346,955

	1997
	33,908
	195,920
	5,313
	7,146
	43,134
	23,002
	2,464
	37,531
	24,433
	372,850

	1998
	38,176
	221,545
	4,887
	7842
	46,565
	23,144
	3,292
	41,528
	24,784
	411,763

	1999
	36,971
	247,240
	4,068
	6459
	49,634
	24,441
	5,076
	44,469
	26,937
	445,295

	2000
	40,417
	274,433
	3,837
	7,390
	55,915
	24,876
	5,275
	45,784
	31,575
	489,502

	2001
	39,690
	285,689
	3,146
	7,036
	53,080
	21,469
	5,208
	43,841
	32,617
	491,796

	2002
	39,426
	308,284
	3,210
	7,555
	53,248
	22,195
	6,556
	44,057
	38,707
	523,238

	2003
	39,437
	329,780
	3,300
	7,740
	50,046
	19,013
	7,537
	42,538
	41,352
	522,744


Source: Central Bank Reports (various issues)

Food: Food, beverages and tobacco products; Textile: Textile, wearing apparel and leather products; Wood:. Wood and wood products; Paper: Paper and paper products; chemical: Chemical, petroleum, rubber and plastic products; Non metallic: Non – metallic mineral products; Basic metal: Basic metal products; Fabricated metal: Fabricated metal products, machinery and transport equipments; n.e.s: Manufactured products not elsewhere specified; Services: Services (excluding Air Lanka Ltd)
According to Table 2, the sectoral composition of manufacturing employment has undergone significant changes during 1986-2003. One important feature is observed here that while textile and wearing apparel category plays a key role, other all sub sectors play only marginal role in the total EPZ and non EPZ employment.
 Overwhelmingly, Textile wearing apparel and leather products category is dominating in the manufacturing industry in the total EPZ and non-EPZ employment. Though its share had downward trended till 1997, it alone averaged nearly 62 per cent employment (EPZ and Non EPZ) during 1986 - 2003. Chemicals, petroleum, coal, rubber and plastic products category is in the second place because the share of this sector in total EPZ and non - EPZ employment increased from 4 per cent in 1986 to 10 per cent in 2003. Food, beverages and tobacco category also has increased its share from 1 per cent to 8 per cent during the same period.   

The employment share of other manufacturing category - not elsewhere specified- (jewelry, sporting goods and toys) remained the same (8 per cent) between 1986 and 2003, despite some upward fluctuations during the 1990s. Importantly, the share of services (eg: catering services) in manufacturing has recorded significant gains in employment.  However, other sectors such as wood and wood products, paper and paper products, non-metallic mineral and fabricated metal products, machinery and transport equipment have played a nominal role in the total employment. These sub sectors were mostly capital intensive and import substitution industries.  

It is true that the manufacturing industry expanded in Sri Lanka following the liberalization policies. However, the civil war which erupted in 1983 has severely affected the economy and plunged the country to face unprecedented level of uncertainty, macroeconomic instability and massive defense expenditure.
 As a result the country could not attract massive foreign direct investment except in labour abandon apparel industry. The economic cost of the war has been well documented (See Morris and Gnanaselvam, 1993 and Arunatilake, et al, 2001). Many multi national companies such as Motorola and Sony Erickson decided to establish their manufacturing plants in Sri Lanka in the early 1980s. However, due to the eruption of the war and the subsequent uncertainty prevailed in the country, they shifted their plants to Malaysia.
 
8. Conclusion
With the introduction of reform process, there was a marked structural shift with regard to the production, export earnings and employment generation in which manufacturing sector started to dominate agriculture sector which held its domination in these areas since independency. Even though the correlation between manufacturing growth and GDP growth has been positive and strong during 1977-2007, one irritating feature is the overwhelming domination of garment industry in the manufacturing industry for a long-time and the subsequent missing contribution of the production of hard manufacturing goods. Therefore it is necessary for Sri Lanka to move gradually towards the production of hard manufacturing goods which would ensure the sustainability of manufacturing industry in the long-run. It is important to note that what has been achieved in Sri Lanka under liberalization policies took place amidst civil war which has impeded the exploitation of the full benefits of the reform process by hidering large-scale inflow of the foreign direct investment. Therefore we can conclude that so-far export-led industrialization in Sri Lanka has yielded relatively better outcome.  Nonetheless, if there is no civil war in the country, the outcome would have been superior and the country could have achieved the status of full-fledged industrialized country now.
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� 	The data used in this paper, unless otherwise indicated, come from Annual Reports, Central Bank of Sri Lanka


� 	MFA is a system of bilaterally negotiated agreements under which two countries may negotiate quota restrictions on textile and apparel imports from each other (Ud Din and Abbas,2000). MFA was completely phased out in December 2005.


� 	During this period the, Government implemented three lead projects viz. Accelerated Mahawali Development Programme (AMDP), Export Processing Zones (EPZ) and the Housing Programme. As a result, the construction sector grew at a faster rate during this period.


� 	Wignaraja (1999) categorizes manufactured exports are simple and that requires only low skilled labour in their production. These products have not resulted in the upgrading and diversifying of the industrial sector. In this regard, Sri Lanka’s export performance has fallen short of expectations and it is very difficult for the country to emulate fully the industrial development achievement of the Asian NICs particularly in the short run.


�  	Figure 6 shows that there was dramatic decline, in contrast to overall trend, in the manufacturing trade deficit in 2001. The slowdown in the global economy and the September 11 terror attack in the USA which is major importer of Sri Lankan garment severely impacted the external trade of Sri Lanka. The LTTE attack on the Katunayake International Airport and subsequent imposition of a high war risk insurance premium on ships and airlines further aggravated the situation.  As a result, a sharper reduction in imports than exports reduced external trade deficit particularly manufacturing trade deficit ( See Central Bank of Sri Lanka,2001:1)


�  	Since 1995 onwards, non – EPZ employment has been included with EPZ employment


�  	Following the liberalization, unemployment rate in Sri Lanka declined significantly and importantly newly emerged garment industries contributed significantly for this development (Amirthalingam,2008).


� 	The reform process lost momentum in the early 1980s as a result of the onset of the ethnic conflict (Athukorala, and Rajapatirana ,2000 a)
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