Deepening and expanding the economic relationship with India

India-Sri Lanka Free Trade Agreement:
Looking Back to Look Beyond

T

he India-Sri Lanka Free Trade Agreement (ILFTA) has now functioned for
over a decade. It was signed in December 1998 and came into operation
on 1st March 2000 and was the first free trade agreement for both coun-

tries. Since then both countries have pursued other free trade agreements (FTAs),
for example, India-Thailand FTA and Sri Lanka-Pakistan FTA, and so on.

The progress and problems of
the ILFTA have been well docu-
mented in the literature. Although
this is the case, it is perhaps time to
look back at the ILFTA in the
context of some of the misconcep-
tions that are prevalent among the
populace, perceived problems of the
FTA, and the role of investment and
services in strengthening the FTA.

Misconceptions

There are two misconceptions
that have to be laid to rest at the
onset. The first misconception is

that when there is a free trade agree-
ment (FTA) between a large country
and a small country, it is most often
said that it is the large country that

gains the most. This however is not |

necessarily correct.

If this is true, China and Paki-
stan should not have an FTA, and
neither Australia and New Zealand
nor Sri Lanka and India should have
FTAs. The fact remains that over
the years much research has been
done on how to design an FTA
between a small and large country to
bring more gains to the smaller

country or to work out a ‘win-win’
situation. This is done by taking the
asymmetry between the two coun-
tries into account and building
Special and Differential Treatment
(SDT) for the smaller country in the
FTA and the large country not
insisting on reciprocity by the small-
er country. SDT was built in to the
ILFTA in favour of Sri Lanka with
a longer negative list, longer trade
liberalization schedule, favourable
Rules of Origin, and so on.

The result of this SDT is clearly
visible from the existing data -- the

Special Report

Import«Export ratio in favour of
India before the FTA was 10.3: 1 in
1999 and last year, 2012, it was 6.4:1
(see Table 1). Further, in 2011, 83%
of Sri Lankan exports to India were
under the FTA compared to 13% of
Indian exports to Sti Lanka coming
under the FTA. In fact, on average
70% of Sri Lankan exports go to
India via the FTA and 30% of Indi-
an imports come to Sri Lanka via
the FTA. Before the FTA, only 1%
of Sri Lankan overall exports went
to India but in 2012 close to 6% of
overall exports from Sri Lanka went
to India and it is the 3rd largest
destination after EU and US for Sri
Lankan exports. According to Indi-
an data, where the year is measured
from March to March, the 2011-
2012 exports from Sri Lanka to
India was at US$ 720 million —
making Sri Lanka the largest South
Asian source of exports to India.
(According to Sri Lankan data which
measures exports using the full year,
in 2012 Sri Lankan exports to India
amounted to US$ 567 million).
This is in contrast to Sri Lankan
exports in 2000-2001 which amount-
ed to only US$ 45 million. Sri
Lanka’s exports to India had multi-
plied by over 16 times in this period,
while India’s exports to Sri Lanka
had gone up by less than 7 times.

Available data also show that while

Sri Lanka exported 505 product
items before the FTA in 1999, it
increased to 1062 products by 2005
and 2100 products by 2012.

The second misconception is
that in spite of the trade deficit with
India reducing in favour of Sri
Lanka, it has still not reached a
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balancing level or zero deficit, and
that the FTA has not been effective

in achieving this. In this context one 5

thing should be clear. In the current
globalised world, no country can
have surpluses or zero deficits with
all its trading partners. Sri Lanka has
trade surpluses with its main export
destinations in the West, such as US
and EU and trade deficits with its
key import sources in the East, such
as China, India, and Middle East.
Had the FTA not been there, given
the fact that on average 70% of Sri
Lankan exports go to India via the
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FTA, compared to 30% of Indian
imports coming via the FTA to Sri
Lanka, the trade deficit would have
been larger. This is amply clear from
the number of products that Sri
Lanka exports to India which has
increased four times after the FTA
came into operation. The key fact
to consider when talking about the
trade deficit is that it gets compen-
sated to some extent by the large
capital flows from India in the form
of FDI and aid. Hence using the
trade deficit argument does not
make much sense in the context of
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The Port of Colombo’s transshipment volumes are

mainly from India (70%) while Colombo Dockyard provides
significant services for Indian shipping vessels and some of
the IT companies in Sri Lanka do subcontracting work for Indian
IT companies. Given this scenario, incorporating investment
and services liberalization into the ILFTA will go a long way
in strengthening the ILFTA, enhancing trade in goods

and promoting the five hubs articulated in
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an FTA. The objective of the FTA
is to bring the best deal to the Sri
Lankan consumers and exporters,

while giving reasonable protection |

to the Sti Lankan import substitu-
tion industrialists, and not to bring
the existing trade deficit to near
Zero.

Problems of the FTA need
a broader perspective

It is important to note that no
FTA is problem free and there is
nothing called a perfect FTA. Trade
problems proliferate in the world at

the government’s policy vision.

the multilateral level, regional level,
and at the bilateral level. At multilat-
eral level, obtaining consensus on
trade rules and regulations is
extremely difficult as seen in the
protracted negotiations in the WTO
Doha Development Agenda. At the
regional level, obtaining consensus

is easier than at multilateral level but

still it is not free from problems as
seen in the SAFTA or SATIS (South
Asia Trade in Services) negotiations.
At bilateral level, it is easier than at
the regional level as there are only
two parties in the negotiations but
still there can be problems where
both sides cannot come into an
agreement. Despite these problems
under formal trade agreements,
global trading problems would have

been more had there been no rule- |

based system.

Hence at a bilateral level, under a
rule-based system all problems
pertaining to the FTA should be
addressed and when trading takes
place within a rule-based system
‘might does not become the right’

and one can always work towards a
‘win-win’ situation. Problems such
as Non-Tariff Barriers (NTBs),
procedural delays, bureaucratic
bottlenecks, are issues that have
emerged from time to time for Sti
Lankan exporters to India when
discussing the ILFTA. No doubt,
these barriers need to be addressed
and the bilateral level is the best
means to discuss and address these
bartiers.

However it would not be prudent
to over emphasize the NTBs in the
Indian market without looking at
the overall large picture. The ques-
tion could be posed as to how
Chinese exports to India increased
from a mere US$ 1.5 billion in 2000
to over US$ 50 billion by 2011
despite the existence of these same
NTBs in the Indian market and
without the benefit of an FTA?
While this question needs a detailed
study, it is clear that NTBs alone do
not explain the problem facing Sri
Lankan exporters capturing a bigger
share of the Indian market.
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A factor that clearly stands out
from this example is that Sri Lanka
does not possess a supply capacity

. Source: Central Bank of Sri Lanka, Annual Report, Various Is‘suesgindc_omm‘ergé

like that of China to fully exploit the |

growing Indian market. One way of
addressing this issue is by promoting
joint investment ventures with Indi-
an companies with buy-back
arrangements like for example,
CEAT-Kelani tyres which exports
tyres produced in Sri Lanka to India
among other countries. For large
Indian companies to be engaged in
such ventures, BOI incentives alone
would not be adequate. There is a
need to create a ruled-based invest-
ment regime with renewed double
taxation agreements, investment
protection agreements, pre-estab-
lishment national treatment, and so
on. The FTA has now matured for
over a decade for this to be built-in
as Sri Lankan investors too have
been moving increasingly to the
Indian market since of late and
these investors too will be more
secure under a rule-based system.

Investment flows and trade
in services

Indian cumulative investment in |
Sri Lanka is above US$ 1 billion and |

Indian companies have committed
to nearly US$ 2 billion of invest-
ments in Sri Lanka for the next five
years (Figure 1 shows the increasing
Indian investment in Sri Lanka). The
bulk of the existing Indian invest-
ment in Sri Lanka is in services such
as Bharati Airtel, Indian Oil Corpo-
ration (IOC), ICICI Bank, Taj
Hotels, etc., amounting to neatly 60
per cent of Indian investments.
India is the main destination for Sri
Lankan foreign investment and
companies such as Carson Cumber-
batch, Brandix (US$ 1 billion worth
of textiles and apparel city in Vizag),
MAS Holdings, John Keells, Hayleys,
Aitken Spence, Damro, Dankotuwa
Porcelain, and Atlas Stationary are

some of the companies that already |

have investments in India.
Sri Lankan Airlines has close to

120 flights a week to India with eight |

destinations and close to 40% of the
airline’s revenue comes from the

Indian market. India accounts for |

20% of the tourist arrivals in Sti |

Lanka and ranks on the top of coun-

of SriLanka, :
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. Table 1: India-Sri Lanka Merchandise Trade: 20002012
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[
| Year SriLanka &
‘ Exports to Imports from Share of total Shareoftotal | Import:Export |
1 ' India (S million) | India ($mn) exports (%) imports (%) Ratio |
2000 | 58 600 1.0 9.0 10.3:1
2001 72 601 15 105 841 |
' 2002 170 832 3.6 138 ‘ 50:1 |
| 12003 245 1076 46 16.1 l 441 |
| | 2004 391 1439 6.8 18.0 3.7:1
2005 566 1835 89 2017 ( 32:0 |
2006 489 2173 7.1 212 441 |
] 2007 515 2610 6.7 231 | LESTE i
| 2008 418 3447 52 245 l 821 |
{ 2009 322 1820 45 17.8 Sy S
2010 474 2570 56 19.0 541 |
{ 2011 519 4431 49 219 851 |
2012 567 3640 5.8 19.0 | 6.4:1

Source: Central Bank of Sri Lanka, Annual Report, Various Issues. |

try-wise tourist arrivals to Sri Lanka
(Figure 2 shows the increase in Indi-
an tourist arrivals in Sri Lanka). Sri
Lanka ranks among the first five in
tourist arrivals to India (close to
250,000 Sri Lankan tourists visited
India in 2010) and with increased air
connectivity to India, including a
budget airline having direct flights to
Buddha Gaya/Varanasi, the trend in
visitation is increasing.

The Port of Colombo’s trans-

is commonly seen, but the casualty
the other way round of investment
leading to trade needs strengthening
and this is what will stimulate intra-
industry trade, supply chains,
production networks, etc., and
further stimulate trade. This is what
Sri Lanka must aim for beyond the
FTA and where both countries
could enhance the overall trading
between the two countries from the

| current US$ 5 billion to the target

shipment volumes are mainly from |

India (70%) while Colombo Dock-
vard provides significant services for
Indian shipping vessels and some of
the IT companies in Sri Lanka do

subcontracting work for Indian IT |
companies. Given this scenario, |

incorporating investment and servic-

es liberalization into the ILFTA will ‘

go a long way in strengthening the
ILFTA, enhancing trade in goods
and promoting the five hubs articu-
lated in the government’s policy
vision.

India is the largest source of
imports to Sri Lanka and the third
large destination for Sri Lankan
exports. Thus, today, India is the
largest and the most balanced trad-
ing partner of Sri Lanka. It is always
better to strengthen the trading links
with large trade partners without
wasting time on small trading part-
ners. With such strengthening, trade

et i

in services and investment between |
the trading partners will experience |
spill-over benefits as has happened |
under the ILFTA. The trade-invest- |

ment nexus is a very powerful
component of any FTA. The causal-

1 ity from trade leading to investment 1

of US$ 10 billion by 2016 as agreed
by both governments in January
2013.

Since the early 2000s, India has
signed many FTAs like the India-
ASEAN FTA and Comprehensive
Economic Partnership Agreements
(CEPAs) with Singapore, Japan,
Korea and Malaysia. India is current-
ly close to finalizing an FTA with
the EU. In this scenario, the early
mover advantage for Sri Lankan
goods and services to the Indian
market is gradually diminishing.
Thus, it will be prudent to examine
various ways and means of further
deepening and expanding the
economic relationship with India.
This is especially important in the
context of the slow economic recov-
ery in the traditional export markets
of Sri Lanka like the US and EU and
at a time when the global growth
pole is gradually shifting to Asia.
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