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2.0 LITERATURE REVIEW 

2.1 Sri Lanka Software Industry 

Software industry can be described as a business which involves the 

development and maintenance of computer software, and providing services 

such as training and consultancy. There are two branches of businesses in the 

software industry, developing proprietary software and developing open 

source software. Developing proprietary software is costly and needs a lot of 

manpower. It involves licensing and the need to protect from piracy. Open 

source software on the other hand generates revenue mainly by providing 

services such as training and support rather than the software itself [1]. 

 

According to the Central Bank of Sri Lanka, services sector contributes 59.3% 

to the GDP in 2005 [2]. This is primarily due to the rapid growth of telecom, 

tourism and financial services. The contribution of the software services to the 

GDP is negligible. In contrast, India’s software industry contributes around 

4.8% of India’s GDP [3]. The software industry in Sri Lanka is not yet 

developed to match that level but it has opportunities to compete regionally 

and internationally. It has to consider creating competitive advantages over the 

Indian software industry in terms of labor costs and skill levels or compete in a 

market niches not yet exploited by others [4]. 

 

Sri Lanka software industry, even though small, has grown rapidly during the 

past decade. There are 51 member companies in the software industry 

registered with the Sri Lanka Association for Software Industry (SLASI) [5]. 

But it is estimated that, around 150 firms are operating in the sector employing 

5,000-6,000 professionals. Around 60% of software firms are export oriented 

and their exports were around US$ 5.0 million in 1996. In 2001, it has 

increased to approximately US$ 58.0 million and now it is estimated to be in 

the range of US$ 50-100 million a year [6]. 

 

The domestic market for software development in Sri Lanka has been shared 

among large domestic firms (26%), the government (19%) and the 
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multinationals in the country (17%) [6]. Although most of the revenue comes 

from domestic market (69% in 2003), software firms are expanding their 

services to overseas markets [6]. These software firms develop their business 

models, building competitive advantage and market niches by growing 

through the local market which help them to build potential to compete 

internationally. 

 

2.2 External Factors Affecting the Growth of Startup IT 

Companies 

Once a new company gets started by an entrepreneur, its growth is determined 

by various factors, internal and external. Small new companies have to 

compete with large firms for resources of all sorts. They also need many types 

of support that big companies may not need in their environment. In this 

context, we see the following support structures that can help such new 

ventures. 

 

2.2.1 Helping Bodies 

The most important are the financial institutions which provide the initial 

venture capital. There are many types of venture capital institutions such as 

private/ angel investors, investment banks, corporate investments and 

acquisition funds, and public equity markets [7]. As illustrated in Figure 2.1, 

capital for new startups comes from different sources at different stages. Initial 

capital comes from family and friends or from private ‘angel’ investors [7]. 

This fund is mainly used to enhance the new idea, recruit the resources needed 

and to come up with the business plan. Substantial financing for product 

development, marketing and first-product launch come from venture capital 

partnerships or corporate venture funds. The following is a brief overview of 

some helping bodies. 
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Source: A. Barr and S. Tessler, “Software Entrepreneurism in Korea”, Stanford University 

Figure 2.1: The early stages of a company and the available sources of capital 
 
 

(a) Financial Institutions 

Most of the venture capital firms that provide credit facilities to startups 

traditionally require collateral ranging from company assets to personal assets. 

Unlike in other industries, a startup software company has few tangible assets 

which the banks can accept as a security. But, the government initiated Sri 

Lanka SME Bank has introduced a loan scheme for the professionally 

qualified software development specialists to setup their own enterprises 

without any collateral [8]. The main concern of the SME Bank would be the 

capability of the entrepreneur to manage the project successfully.  

 

(b) Angel Funds / Funding Agencies 

Angel investors play a big role in the fostering of infant software firms. They 

provide small and initial investments at very early stages of company 

formation filling a gap that conventional funding institutions cannot easily 

cater. Sometimes, they share their invaluable business experiences and 

business networks with the startups.  In certain situations, they formally 

participate in startup’s management temporarily until it can operate in its own 

[7].  

Government initiated bodies and non-profit organizations also provide funds 

in terms of loans and grants to promote startups in an industry. For example, 
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ICTA provides research and innovation grants under its ICT capacity building 

program for the companies who have undertaken patenting / intellectual 

property rights (IPR) in approved research areas.  

 

(c) Business Incubators 

Business incubators are helpful for entrepreneurs who are full of innovative 

ideas but lack infrastructure to grow. Incubators usually focus on providing 

technical and logistical support such as internet services, communication 

facilities, uninterrupted power, office furniture, equipment and so on. And 

they also focus on providing entrepreneurship training, workshops, seminars, 

business skills development, mentoring, market analysis etc. to introduce the 

entrepreneur to the business culture [9]. Having active incubators in a country 

help not only to develop the IT industry but also to attract investments from 

local and international venture capitalists [10].  

 

2.2.2 Work Force 

Sri Lanka enjoys the highest literacy rate (over 90%) in the South Asian 

region and has a large pool of educated young persons with skills in computer 

programming [12]. Highly skilled and qualified software engineers in the 

country offer levels of supervisory skill that are among the best in the world. 

The total demand of IT professionals for 2007 is expected to be over 5700. 

However, the supply of IT and IT related graduates is a disappointing 3200, 

leaving a shortfall of over 2500 graduates [13]. This scenario has lead to a 

huge demand for IT professionals, making it a scarce resource. Therefore, the 

salary expectancy level of IT professionals has become high making it harder 

for the startup firms to have a good pool of IT professionals. Retaining IT 

professionals has become a challenge when the big players in the industry are 

offering good packages for the experienced.  

 

The cost and procedures associated with termination of employment is another 

concern for the startups. The most restrictive is the Termination of 

Employment of Workers Act of 1971. An employee, who works in a firm 

having more than 15 employees, becomes permanent after 6 months, which 
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makes it very difficult for the firm to fire or lay off. Thereby, firms prefer to 

recruit employees on contract basis. But this has an adverse effect; the larger 

the share of temporary workers in a firm’s employment, the lower its 

productivity [6]. 

 

2.2.3 Infrastructure 

Software firms greatly depend on proper infrastructure. Electricity and 

telecommunication are key aspects. The following is a brief discussion on 

these. 

 

(a) Electricity 

As shown in Figure 2-2, Sri Lankan businesses pay more for electricity than 

their competitors in East Asia and significantly more than U.S. businesses. 

The costly and unreliable service of electricity exposes firms to frequent 

power outages and raises their production costs. This has lead nearly 75 

percent of urban firms in Sri Lanka to own a generator [13]. Not only does 

owning a generator costly, operating it is also expensive. However, not all the 

startups are able to afford generators due to their poor financial status. This 

makes them vulnerable to delays in completing projects and hardware failures 

which adversely affect their existence and growth. 
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Source: Investment Climate Survey 2005, World Bank 

Figure 2.2: Electricity tariffs 
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Telecommunication  

There are in excess of 8 million fixed phone lines and mobile phones in the 

country with a tele-density of 40 per hundred population as at end of first 

quarter, 2007 [14]. As shown in Figure 2-3, the cost of a 3-minute fixed line 

phone call in Sri Lanka is almost double the cost in India.  Mobile costs are 

also significantly higher than those in India but competitive when compared 

with other countries in the region. Although the estimated number of internet 

and email subscribers are less than 200,000 it is expected that with the 

broadband penetration into the rural areas, this number will improve in the 

near future. Fixed line and CDMA telecommunication operators provide 

broadband internet connectivity for very competitive prices, even a startup 

firm can afford.  

 

 
Source: UNCTAD Handbook of Statistics, 2004 

Figure 2.3: Telecommunication tariffs 
 

(c) Technology Parks / Clustering 

In situations where the necessary infrastructure facilities are absent on a 

national basis, technology parks or high tech office centers (cluster-centered 

infrastructure) are the preferred alternatives for software firms. For example, 

Saigon Software Park and Quang Trung Software Park in Vietnam and 

Cyberjaya in Malaysia. It is not uncommon to see that in many countries most 

of the software firms cluster around a few locations. For example, Bangalore, 
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Mumbai, Chennai, Delhi and Hyderabad in India; Dublin and Cork in Ireland; 

World Trade Centre and Nawam Mawatha in Sri Lanka [15]. 

 

Clustering brings a number of advantages to the industry. It provides the rapid 

interchange of information and knowledge about the best practices, market 

opportunities, and new technologies. Providing all forms of infrastructure 

facilities to a cluster of firms is cheaper than providing the same number of 

firms when they are scattered.  

 

2.2.4 Government Stability 

Country’s economy is directly related to the stability of the government and its 

policies. A healthy economy boosts the performance of startups because of the 

purchasing power of the consumers. Government expenditure on infrastructure 

development, R&D, and entrepreneur helping programs can be expected only 

when the economy is boosting.  Peaceful environment in a country attracts 

foreign investors. Local entrepreneurs can tie up with them to start new 

businesses. Reputation of the country plays a big role when a firm competes in 

overseas markets.  

 

2.2.5 National Vision   

The presence of a national strategy to support the software industry can play a 

significant role in the success of startup IT firms. When government 

acknowledges local products, it helps new entrepreneurs to focus on the local 

market first, and later step into the overseas market [15]. The 2005 budget 

suggested to provide support to the software industry by instructing the public 

sector to give preference to the locally produced software services and 

software with minimum of 50% value addition from local partner if it is 

bought from a foreign partner. Further, it has suggested to consider a 100% 

depreciation in the year of purchase of locally produced software to provide an 

incentive to the private sector [16]. 
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Startups can enjoy tax holidays when started with a foreign investment. For 

example, Board of Investment of Sri Lanka (BOI) offers tax holiday of 

minimum of five years to maximum of twelve years depending on the number 

of employees in the firm. But the firm should invest minimum of USD 

150,000 and should have minimum of 15 technically qualified persons [17]. 

This mechanism attracts foreign investors to the country to start new firms.  

 

National vision on software piracy and copyright declaims as a trust building 

measure, assuring that the nation is trustworthy [15]. Although the country is 

equipped with necessary legal framework, enforcement of the law must be 

activated.  

 

2.3 Measures of Success of Startup Software Companies 

The success of an organization is measured by the progress it makes towards 

its goals and objectives. To find out the effect of external factors to the growth 

of startup companies, the dependant variable, i.e. performance of startup’s, 

must be clearly identified and defined.   

 

2.3.1 Persistence in the Market 

The survival of a startup company is a good measure of its success. If the 

company still exists after a certain period of its inception, it’s a prominent 

indication that the company is successful. The most important parameter is the 

determination of a suitable period of time after which the survival is to be 

stated. If the time period is too short, the company may be survived due to the 

high startup capital and slow expenditure rate. If the time period is too long, 

the focus may shift from startups to established companies [18]. 
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2.3.2 Growth Rates 

Company’s growth rates can be used as a measure of success. Most common 

types of growth indicators are sales, number of employees, and balance sheet 

total.  These indicators can be either absolute or relative. The difference of the 

two comes into effect depending on the firm size. For example, the absolute 

growth in sales and employee figures of large firms may be seen as better than 

small firms. Therefore, it is recommended to use growth indices consist of 

absolute and relative measures to minimize the firm size effect on the success 

measures as far as possible [18].  


