Sri Lanka graduated to the upper middle income
country status as per the World Bank classification
of countries published in July 2019. The World Bank
classifies countries based on per capita Gross National
Income (GNI) into income categories of low income,
lower middle income, upper middle income and high
income' (Figure B 1.1). As per this classification,
Sri Lanka transitioned from the low income country
status to the lower middle income country status in
1997. Since then, the country has progressed through
challenging periods, including the catastrophic Tsunami
disaster in 2004, the escalation of the civil conflict until
its end in 2009, periods of extreme weather conditions
and related natural disasters, and socio-economic
and political changes. Despite the adverse impacts of
such disturbances on the macroeconomy, the country
recorded above five per cent GDP growth on average
since the graduation to a lower middle income country,
and reached the upper middle income level. However,
Sri Lanka took 21 years to graduate from the lower
middle income category to the next level, thereby
spending a relatively long period compared to some
other emerging market economies. In this context,
it is essential that Sri Lanka introduces the necessary
structural reforms in a timely manner in order to ensure
that a strong growth momentum is sustained in the
period ahead, and thereby to avoid possible stagnation
in the middle income levels for a longer period, i.e., the
middle income trap.? Table B 1.1 exhibits the time taken
by selected countries to move from the upper middle
income level to high income level, which ranges between
7 — 40 years.® Although there is a lack of consensus as
to why countries get trapped in middle income levels,
literature points to the slowdown in productivity as the
major contributory factor caused by lack of economic
diversification, rigid and inefficient labour markets, lack
of access to advanced infrastructure, weak institutions,
low levels of innovation, etc. For instance, Pruchnik
and Zowczak (2017) highlighted seven factors, which
are often associated with growth slowdowns, namely,
unfavourable demographics, low level of economic
diversification, inefficient financial markets, insufficient
advanced infrastructure, low levels of innovation, weak
institutions and inefficient labour markets. According

For the classifications using data for 2018, the World Bank categorises countries based
on their GNI per capita as follows; low income — US dollars 1,025 or less, lower middle
income — between US dollars 1,026 and US dollars 3,995, upper middle income —
between US dollars 3,996 and US dollars 12,375, high income - US dollars 12,376 or
more. These thresholds are updated by the World Bank in the month of July, each year.
The World Bank uses the Atlas method to convert national currency GNI to US dollars by
applying the Atlas conversion factor, which is the three year moving average exchange
rate, after adjusting for the differences between inflation of the country and infernational
inflation.

2 As per some classifications, Sri Lanka is caught in a so-called middle income trap.
Economists use this term to represent a scenario where countries that move with speed
into middle income levels failing o continue such growth momentum so as to reach high
income levels. The definition of middle income trap is not consistent among different
studies conducted in this literature, making the number of countries recognised as caught
in a middle income trap to differ across different authors. For instance, Pruchnik and
Zowczak (2017) compare such different contributions in the middle income trap literature,
suggesting that Sri Lanka is caught in the middle income trap as per two studies, thus
highlighting the need for measures to avoid such stagnation.

3 Source: Felipe, Abdon and Kumar (2012).
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to the classification of Pruchnik and Zowczak (2017),
Sri Lanka remained in the bottom 20 per cent in the
level of economic diversification and labour market
efficiency. Against this backdrop, measures are required
to address the challenges emanating from these areas,
while also placing emphasis on addressing issues such
as income inequality and poverty alleviation to ensure
sustainable growth and shared prosperity in the period
ahead.

Year of graduation to  Year of graduation to  No. of years in

Country the Upper Middle the High Income Upper Middle
Income category Category Income Category
Hong Kong, China 1976 1983 7
Rep. of Korea 1988 1995 7
Japan 1968 1977 9
Singapore 1978 1988 10
France 1960 1971 11
Austria 1964 1976 12
Belgium 1961 1973 12
Germany 1960 1973 13
Chile 1992 2005 13
Norway 1961 1975 14
Sweden 1954 1968 14
Denmark 1953 1968 15
Finland 1964 1979 15
Ireland 1975 1990 15
Italy 1963 1978 15
Netherlands 1955 1970 15
Spain 1973 1990 17
Israel 1969 1986 17
Portugal 1978 1996 18
Greece 1972 2000 28
Argentina 1970 2010 40

Source: Estimates of Felipe, Abdon and Kumar (2012)
Note: Income groups in this study are different from the World Bank classifications
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