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3. Expanding Sri Lanka’s Global Economic Reach

3.1 Introduction

After suffering a major setback in 2011, the prospects
for the world economy strengthening in 2012 remain
bleak. Growth in global economic output which
slowed down considerably from 5.0 per cent in 2010
to 3.8 per cent in 2011 is expected to slow down
further to 3.5 per cent in 2012.1  Improved economic
data emerging from the United States (US) for the
second half of 2011 and the uptake of more prudent
policy measures by the Euro Zone in response to the
worsening of the sovereign debt crisis has somewhat
alleviated the risk of a severe economic downturn.
The IMF, however, warns that the recovery is fragile,
and another bout of volatility in Europe or an oil price
spike as a consequence of geopolitical uncertainty
would severely dampen the prospects of a global eco-
nomic recovery in the near future.

With the Euro Zone expected to experience a mild
recession in 2012 and the pace of growth in the US
constrained by indebted consumers, high unemploy-
ment, and a weak housing market, the much needed
impetus required to keep the global economy afloat
is expected to come from emerging and developing
economies. Economic growth in emerging and devel-
oping economies is expected to average 5.7 per cent
in 2012, with Asia and Latin America leading the
way.

In line with the projected slowdown in world GDP,
world trade growth too is estimated to decline to 3.7
per cent in 2012, down from 5 per cent in 2011.2

Whilst current forecasts for 2013 are more positive
with an anticipated improvement in world trade
growth of 5.6 per cent, it will depend on the ability
of the Euro Zone to avoid further recessions. Unpre-
dictable factors such as geopolitical developments and
natural disasters can change all projections.

‘
‘

“ There is a need to
diversify Sri Lanka's

export market share and
look towards the rapidly
developing economies of
Asia, not only as sources
of assistance, but also as

economic partners”

3  IMF, World Economic Outlook, April 2012.
2   World Trade Organization, World Trade Report 2012.
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The Sri Lankan economy has not been im-
mune to global developments. With Sri
Lanka's key exports markets suffering yet
another setback, coupled with geopolitical
tensions in the country's major oil import-
ing economies, the trade balance deterio-
rated significantly, particularly in the latter
part of 2011.  The US$ 5 billion trade defi-
cit at the end of 2010 almost doubled to
US$ 9.7 billion by the end of 2011, stem-
ming from a massive increase in imports,
particularly of intermediate goods. The
changing global economic landscape suggests
the crucial need for Sri Lanka to diversify its
external economic linkages and look at stra-
tegic ways of moving forward. In this con-
text, this Chapter examines the changing
global dynamics and possible implications
for the Sri Lankan economy in the near term.

3.2 Outlook for Sri Lanka's Key Export
Markets
The US and EU are among the largest econo-
mies in the world, contributing 19.1 per cent
and 14.3 per cent respectively of total world
GDP in 2011.3  They are also the largest

markets for Sri Lanka's exports, accounting
for roughly 54 per cent of overall exports in
201 (Figure 3.1). As such, these two markets
play a key role in determining the impact of
any external shock on Sri Lanka's domestic
economy.

3.2.1 Growth Prospects for US and EU
There has been a rapid decline in several Euro
Zone economies in 2011 due to the region's
sovereign debt crisis, with knock-on effects
on the US economy as well. However, recent
IMF forecasts indicate that the West will per-
form more positively than previously pre-
dicted. With stronger labour market outcomes
-- including a decreasing unemployment rate,
and renewed consumer confidence -- the US
economy has picked up and is predicted to
attain a GDP growth rate of 2.1 per cent and
2.4 per cent for 2012 and 2013, respectively.
The US unemployment rate shot up follow-
ing the global financial crisis of 2008/09, but
tapered off thereafter and has since come
down to 8.9 per cent in 2011 (Figure 3.2).
Personal consumption expenditure has also
increased, following a dip in 2009 (Figure

Figure 3.1
Sri Lankan Exports by Destination: 2011

Source: CBSL, Annual Report 2011.

3  IMF, World Economic Outlook, April 2012.



State of the Economy 2012

22

Figure 3.2
US Annual Unemployment Rate, 2000-2011

Sources: US Department of Labor, Bureau of Labor Statistics and US Bureau of
Economic Analysis.

Figure 3.3
US Overall Personal Consumption Expenditure and Expenditure on

Essential vs. Non-essential Items, 2005-2010

Source: US Bureau of Economic Analysis.

3.3). Furthermore, spending on non-essen-
tial items, such as household appliances and
motor vehicles, saw a rise from 2009 to 2010,
although it has yet to reach levels recorded
in 2008 prior to the crisis.

However, certain domestic factors continue
to be areas of concern. Several tax provisions,
including tax cuts introduced by the previ-
ous Republican administration, are due to
expire in 2013. Coupled with proposed re-

ductions in government spending this could
slow down economic recovery in the US.
Moreover, there is little expectation that
medium-term debt reduction will take place
before 2013 due to the November 2013 Presi-
dential Election and bipartisanship in the US
Congress, with Democrats unwilling to shift
their position on major welfare programmes,
including, Medicare, Medicaid, and Social
Security, while Republicans refuse to enter-
tain policy reforms that call for tax increases.
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Box 3.1
Instability of Real GDP Forecasts

The IMF publishes its projections for global economic growth in its World Economic Outlook
annually, with accompanying updates through the year. However, uncertainty in economic
recovery among advanced economies and instability in financial markets have led to constant
revisions with each successive report. The Euro Zone debt crisis and challenges in US domestic
policy, such as policymakers' inability to reach an agreement on medium-term debt consolida-
tion have placed substantial constraints on growth in developed markets. Furthermore, the
devastating earthquake and tsunami that hit Japan, and the Arab Spring uprisings in several oil-
exporting nations resulted in further disruptions in global economic output. However, new
figures published in April 2012 indicate a more positive outlook throughout much of the world.
The European Central Bank (ECB) and IMF have negotiated bailout packages for debt-ridden
economies in the region, and the US has picked up its growth following renewed consumer
confidence and a stronger labour market. Developing countries have also been affected by
these events, projecting an expected rise in real GDP growth rates of 0.3 percentage points,
compared to figures published in the previous January 2012 report.

Developments in European economies may
also hold back US growth. The role of the
US as a hub for financial markets may see it
receive strong negative spillovers from finan-
cial markets in the euro area as it battles the
sovereign debt crisis. Heightened stress on
sovereign debt and the banking system in the

euro area may lead to a fall in confidence in
the US corporate sector, affecting investment
and demand, and ultimately hampering
growth in output. The two economies are so
closely connected that the US could experi-
ence an economic slowdown of roughly 40
per cent of that experienced in the Euro Zone.4

Table 3.1
Overview of Real GDP Forecasts: Changing Projections for 2012 (%)

June September January April
2011 2011 2012 2012

World 4.5 4.0 3.3 3.5
Advanced economies 2.6 1.9 1.2 1.4
    US 2.7 1.8 1.8 2.1
    Euro area 1.7 1.1 -0.5 -0.3
    United Kingdom 2.3 1.6 0.6 0.8
    Japan 2.9 2.3 1.7 2.0
Emerging and developing economies 6.4 6.1 5.4 5.7
   Developing Asia 8.4 8.0 7.3 7.3
       China 9.5 9.0 8.2 8.2
       India 7.8 7.5 7.0 6.9
       ASEAN-5 5.7 5.6 5.2 5.4
   Latin America & the Caribbean 4.1 4.0 3.6 3.7
       Brazil 3.6 3.6 3.0 3.0
       Mexico 4.0 3.6 3.5 3.6
   Middle East & North Africa 4.4 3.6 3.2 4.2
   Sub-Saharan Africa 5.9 5.8 5.5 5.4

Source: IMF, World Economic Outlook, various years.

4  IMF, World Economic Outlook, April 2012.
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Box 3.2
How did Greece Incur So Much Debt?

Among the many countries struggling with debt in the Euro Zone, Greece has arguably been the
most severely affected. European countries granted Greece a second bailout package worth US$
173 billion, with strict austerity measures attached to the package, including increased taxes and
cutbacks on public sector pay and pensions.

The proximate causes of the debt crisis are many. Indeed, it is alleged that manipulation of data
prior to the entry of Greece into the Euro Zone in 2001 may have masked emerging vulnerabilities.
For instance, the Maastricht Treaty stipulated the criteria necessary to join the Euro Zone, including
setting boundaries for inflation and debt levels. A key indicator was ensuring a budget deficit of no
more than 3 per cent of GDP. It is argued that certain expenditures were omitted from the
government's budget balance sheets in order to cover up the country's true debt figures, whereby
Greece seemingly met all the necessary criteria to join the Euro Zone.

Having joined as a member of the Euro Zone, Greece was allowed to obtain loans at low interest
rates. The country borrowed heavily to help fund its expenditures, including rising public sector
wages and the 2004 Olympic Games, which went beyond its budget. Banks were willing to lend
to Greece, believing there was little risk of default, as the country's currency was now the same as
that of more stable, wealthier economies like Germany. With increasing debt, Greece was ill-
prepared to face the global financial crisis of 2008/09. The economic downturn meant increased
spending on welfare benefits and a decrease in tax revenue, adding to the country's spiraling debt.
To help combat the crisis, the IMF and the ECB drew up a bailout package of US$ 146 billion in
May 2010. In October 2011, the Euro Zone implemented a debt-restructuring plan that involved
negotiating a 50 per cent reduction of Greek debt among banks and assorted investors. However,
it remains to be seen whether the country will dig itself out of the crisis it is currently experiencing.

Sources: BBC News, Q&A: Greek debt crisis, 2 March, 2012; Little, Allan, How ‘magic’ made Greek debt
disappear before it joined the euro, BBC News, 3 February 2012.

Despite recent upward revisions, the Euro
Zone economies are still expected to experi-
ence a recession in the coming months. The
euro area is projected to experience a GDP
growth rate of -0.3 per cent in 2012 and 0.9
per cent in 2013. The sovereign debt crisis
that plagued the Euro Zone was the result of
a confluence of several factors. Mispriced
risk, weak macroeconomic policy, and inad-
equate prudential frameworks were coupled
with flaws in the EUs Economic and Mon-
etary Union (EMU) to produce excessive pub-
lic and private sector imbalances. A key flaw

of EMU governance is argued to be its Sta-
bility and Growth Pact which, despite being
designed to promote fiscal discipline, did
not successfully limit poor fiscal policy.5

Banks were lending at a growing rate across
borders without supervision and regulation
that extended beyond national borders. The
ECB was not permitted to act as lender of
last resort, although this did not prevent a
moral hazard scenario from forming. Mar-
kets operated as if governments and central
banks would be ready with bail-out pack-
ages if things went badly. Banking systems

5  IMF, World Economic Outlook, April 2012.
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and economies in the Euro Zone were seen
as 'too big to fail,' and sovereign and credit
risks were underestimated and mispriced.

3.2.2  Sri Lanka's Exports to the US
and EU
Over the years, Sri Lanka's main export items
to the US and EU have remained largely un-
changed. As illustrated in Table 3.2, despite
a marginal decline in its share, garment ex-
ports continue to account for over three-quar-
ters of exports to the US, while exports to
the EU have demonstrated an increasing trend.
Rubber exports have increased in importance
in the US. Pearls, precious stones and met-
als, coffee, tea and other spices are some
other important export products both in the
US and EU markets. Additionally, fish ex-
ports have become significant in the EU.

Economic stagnation in both the US and EU
in the recent past has been a concern for Sri
Lanka, given that over half of its exports are

Table 3.2
Top Sri Lankan Products to the US and EU: 2005 and 2010

Product                   2005                  2010
Export Value Share Export Value Share
  (US$ mn.)  (%)   (US$ mn.)  (%)

US
Articles of apparel, clothing and textile 1657.0 83.5 1370.9 77.7
Rubber and articles thereof 119.9 6.0 177.7 10.1
Pearls, precious stones and metals 55.2 2.8 32.9 1.9
Coffee, tea, mate and spices 22.9 1.1 29.9 1.7
Plastics and articles thereof 22.2 1.1 17.8 1.0
Total 1877.1 94.6 1629.2 92.3

EU
Articles of apparel, clothing and textile 1003.2 52.5 1699.5 58.5
Rubber and articles thereof 208.2 10.9 249.8 8.6
Pearls, precious stones and metals 174.0 9.1 240.4 8.3
Coffee, tea, mate and spices 93.6 4.9 130.2 4.5
Fish 45.2 24 114.8 3.9
Total 1524.3 79.8 2434.7 83.8

Source: Department of Customs of Sri Lanka.

destined to these two economies. A reduc-
tion in the purchasing power of middle-end
consumers leading to spending cuts was a
main factor contributing to sluggish demand
in the US and EU markets. While the out-
look for the first quarter of 2012 has been
somewhat more optimistic, significant risks
still linger. The Asian Development Bank
(ADB), in its report on Sri Lanka's economic
outlook for 2011 and 2012, predicts a de-
cline in export growth of 11 per cent in 2012
mainly owing to weaker demand -- especially
from Europe -- as key trade zones cut back
orders.6

Textile and clothing is the primary export of
Sri Lanka to the US and EU, where its pros-
pects remain mixed. Despite the gloomy
outlook in the developed world and loss of
EU (Generalized System of Preferences) GSP-
plus concessions, garment exports remained
significant in 2011, rising by 24.6 per cent
to US$ 4.2 billion compared to an overall

6 ADB, 2012, Asian Development Outlook 2012: Confronting Rising Inequality in Asia, ADB, Manila.
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Box 3.3
Sri Lanka's Market Share in the US and EU: The Case of Garment Exports

Despite considerable increases recorded in absolute export earnings to both the US and EU
markets, it is of concern to note that Sri Lanka's relative market share in garment exports has been
losing ground. The increase in export earnings over the years has been due largely to a shift in Sri
Lankan garments exports from the US to the EU. As indicated in Figure 3.4, Sri Lanka has been
seeing a steady decline in its market share in the US, from 2.3 per cent in 2005 to 1.8 per cent in
2011. Sri Lanka has been losing out to countries such as Pakistan, Vietnam, Bangladesh, Indone-
sia, India, Cambodia and Bangladesh. Pakistan's share in the US apparel market was significantly
below that of Sri Lanka's in 2005 at 1.8 per cent, but is now ahead of Sri Lanka at 2.1 per cent.
Diversification of its product range, marketing and large investments in value-added sectors in-
cluding in sewing machines, stitching, knitting, finishing and knitting processing have contributed
towards Pakistan's progress.

 Sources: Calculated using data from OTEXA, US Imports of Textile, Apparel and the Market Access
Database, and Statistical Database.

Figure 3.4
Export Shares in the US and EU Textile and Clothing Markets, 2005-2011

                           US                                                            EU

While Sri Lanka has been successful in penetrating the EU market, 2010 and 2011 have seen a
marginal decline in the share compared to 2009. Moreover, Sri Lanka is bound to lose its foothold
further as the EU GSP-plus concessions are eroded. As mentioned previously, Sri Lankan garment
exports will face higher tariffs under new reforms that will come into effect in 2014. Whereas China
and Turkey still account for over half of the garment export share in the EU, as seen in Figure 3.4,
Sri Lanka has been losing its market share to competitor countries such as Bangladesh, India,
Vietnam, Pakistan and Cambodia. Bangladesh has been particularly successful in penetrating the
EU market, with an increase from 6.2 per cent in 2009 to 11.2 per cent in 2011.

Bangladesh is already a beneficiary of GSP-plus concessions, and Pakistan will also become
eligible under the new reforms. Additionally, India is scheduled to sign a trade agreement with the
EU in 2014 which would guarantee benefits to Indian garment imports through tariff preferences.
With competitor countries gaining from such tariff concessions, securing market share in the EU
will be a challenging task for Sri Lanka in 2014 and beyond. Therefore, it is imperative that market
diversification takes place in Sri Lankan garment exports. In this respect, Sri Lanka has made rapid
inroads into new markets such as Turkey and the United Arab Emirates.

Sources: Memon N. Ahmed (2011), Pakistan Textile Journal, (http://www.ptj.com.pk/Web-2011/01-
2011/Dr.Noor-2.htm).
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export growth of 22.4 per cent.7  Earnings
from garment exports to the US increased by
21.5 per cent in 2011, while those to the EU
recorded an increase of 25.1 per cent. High
quality of Sri Lankan garments coupled with
the rising cost of production in competitor
countries were key contributory factors that
helped sustain a strong demand.

The US garment market is predominantly
driven by non-athletic apparels such as jeans
wear, casual wear, corporate wear, occasional
wear and intimate wear.8  This is advanta-
geous to Sri Lanka as the bulk of Sri Lankan
apparel exports are concentrated in casual
wear for women and men, and there is ex-
pectation that the country will benefit from
an anticipated pick-up in the US market. In
the EU, the strong image Sri Lankan apparel
has established has helped in sustaining de-
mand, despite the crises engulfing countries
in the region. In particular, Sri Lanka's rec-
ognized values of corporate responsibility in
manufacturing and ethical differentiation of
products complying with required interna-

tional standards have contributed to a resil-
ient performance. Such factors have played a
big role in securing orders, despite the fact
that Sri Lanka no longer has a cost advantage
compared to other competitors. However,
future developments in the global environ-
ment could pose significant challenges to Sri
Lanka's industry. Under new reforms that will
come into effect in 2014 through the EU GSP
system, Sri Lankan exports to the EU are set
to face higher tariffs.9

3.3 A Weakening Balance of Payments
3.3.1 Trade Imbalances
Sri Lanka's trade deficit, which has been on
the rise since 2005 peaked in 2011, record-
ing a dramatic increase in the second half of
2011 (Figure 3.5). The trade deficit which
was US$ 5 billion at the end of 2010 almost
doubled to US$ 9.7 billion by the end of
2011. While exports grew by 22 per cent
supported mainly by industrial exports, im-
ports recorded a massive increase of 51 per
cent, reflecting a sharp growth in intermedi-

Figure 3.5
Export and Import Earnings of Sri Lanka: 2000-2011

Source: CBSL, Annual Report, various years.

7  CBSL, Annual Report 2011.
8 Gupta, Ankur (2012), The US Apparel and Footwear Industry Outlook to 2015 - Changing Consumer Behavior and Purchasing Decisions

(http://www.articlesbase.com/clothing-articles/the-us-apparel-and-footwear-industry-outlook-to-2015-changing-consumer-behavior-and-
purchasing-decisions-5652845.html).

9 Sri Lanka could face many challenges with both Pakistan and Bangladesh eligible to benefit from EU trade concessions, and a possible free
trade agreement with India is also expected to exert more pressure.
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ate goods, led primarily by oil imports and
investment goods for government infrastruc-
ture projects. Current global economic con-
ditions suggest that the trade deficit is likely
to remain high in 2012.

There has been significant volatility in com-
modity price movements during 2005-10,
particularly in oil prices. Oil prices peaked
in 2005, increasing by 41.3 per cent during
the year, owing largely to increased global
demand. After a drop in prices during 2006-
07, prices increased by a noteworthy 36.4
per cent in 2008. Increased global demand
for oil, owing to the rapid growth of emerg-
ing economies, especially that of China and
India, was a major factor. Moreover, on the
supply side, there was a significant tighten-
ing of world oil production which also con-
tributed towards exceptionally high prices.

Oil prices experienced a historical low in
the aftermath of the global financial crisis,
falling by 36.3 per cent in 2009. However,
the declining trend saw a turnaround in 2010,
led by the quick recovery in emerging econo-
mies, and the resurgence continued through
to 2011. Supply risks owing to geopolitical

uncertainty in the Middle East and North
Africa created upward pressure on oil prices
during the year. However, the slowdown in
global economic conditions and industrial
activity in 2011, led to a relatively lower
demand for oil during the year, causing oil
prices to remain close to its 2010 level.

As of March 2012, oil prices had overtaken
the previous peak values of April 2011 and
were back at about US$115 per barrel.10

While the fluctuations in oil prices are largely
due to increased geopolitical risks, particu-
larly in Iran, other supply setbacks over the
past year have also contributed towards dwin-
dling global oil production. The IMF fore-
casts a decline in oil prices to around US$
110 per barrel in 2013, in line with prices in
future markets, but supply constraints present
significant upside risks.

For Sri Lanka, the threat of rising oil prices
has a strong bearing on its external trade ac-
count. The increase of international petro-
leum prices from US$ 78 per barrel in 2010
to US$110 in 2011 alone is estimated to
account for US$ 1.5 billion of the expansion
in the trade deficit. Although export earn-

Figure 3.6
World Commodity Prices, 2005-2011

10  IMF, World Economic Outlook, April 2012.

Source: IMF, World Economic Outlook, various years.
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ings recorded a considerable increase, this
was by no means sufficient to offset the ris-
ing import bill. Had Sri Lanka maintained a
more diversified export base, both in terms
of products and markets, there would have
been scope for higher export earnings, thereby
lessening the adverse impact on the trade
balance.

The deterioration of the trade balance was
also a result of a series of policy oversights.
The combination of an overvalued exchange
rate, a relaxed monetary policy stance and
moral suasion on commercial banks to lend,
led to an unavoidable credit boom, fuelling
an unsustainable increase in imports, pres-
sure on the rupee and a sharp erosion of re-

Box 3.4
Global Tourist Flows and Impact on Sri Lanka's Tourism

According to the latest UNWTO World Tourism Barometer, despite stalled global economic re-
covery, international tourist arrivals recorded an increase of 4.4 per cent in 2011 amounting to a
total of 980 million, up from 939 million in 2010.11  By region, Europe recorded the highest growth
of 6 per cent. Unlike in previous years, growth was higher in developed economies (5 per cent)
than in emerging ones (3.8 per cent), owing largely to political turmoil in the Middle East and North
Africa. UNWTO predicts continued growth of international tourism in 2012, although at a slower
rate. Emerging economies are expected to regain the lead with stronger growth in Asia and the
Pacific and Africa, followed by the Americas and Europe.

Growing concerns of crises in the EU can weigh heavily on global tourism, given that Western
Europe is the largest source of international departures, accounting for 38 per cent of the global
total in 2010.12  The outlook for outbound tourism in 2012 in the UK and Germany -- two of the top
outbound tourism sources -- remains uncertain. The debt crisis has had limited impact on Germany's
outbound travel, as Germans seem to cut spending in other areas and continue spending on
holidays. However, a worsening economic situation could change this pattern. In the UK, domes-
tic tourism is expected to have higher priority over international tourism in 2012, given the wors-
ening economic conditions, and the Olympics to be held in summer 2012.

In the US, the recession depressed both international outbound, as well as, domestic travel in the
post-2008 period. According to the Office of Travel and Tourism Industries, outbound travel was
flat in the second half of 2011, reflecting a 3 per cent drop in travel to Canada and Mexico and
offsetting a 3 per cent gain in travel to overseas destinations.13

Country-wise data show that Sri Lanka was among the top five countries that experienced the
highest growth rate of tourists in 2011 at 31 per cent.14  Indeed, tourism has shown remarkable
growth in the post-conflict period and is one of the key sources of foreign exchange earnings. The
largest number of arrivals in 2011 were from India (171,374), followed by the UK (106,082),
Germany (55,882) and France (48,695).15  However, the share of tourists from Western Europe
and North America has been on the decline. Given the current economic turmoil in Europe and
the fact that close to 40 per cent of tourist arrivals are from Western Europe, prospects for Sri
Lanka's tourism industry in 2012 could be somewhat gloomy, unless this could be offset by
increased arrivals from other regions, such as Asia.

11 World Tourism Organization (2012), UNWTO World Tourism Barometer, Volume 10, March 2012.
12 Grant, Michelle (2011), "Impact of the Western European Debt Crisis on Global Outbound Tourism,"  Euromonitor International, (http:/

/blog.euromonitor.com/2011/10/impact-of-the-western-european-debt-crisis-on-global-outbound-tourism.html).
13 Cook, S. (2012), U.S. Travel Outlook, (http://www.ustravel.org/sites/default/files/page/2009/09/March2012_ public.html?utm_source=

MagnetMail&utm_medium=email&utm_term=mike.stauf).
14 World Tourism Organization (2012), UNWTO World Tourism Barometer, Volume 10, March 2012.
15 CBSL, Annual Report 2011.
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serves. The subsequent devaluation of the
rupee by 3 per cent in the 2012 Budget, ac-
companied by increases in policy interest
rates, restricting bank lending and the rais-
ing of prices of fuel and electricity to reflect
cost of imports and production, were late
but required adjustments to avoid a major
BOP deterioration. These factors reinforce the
economy's susceptibility to global market
developments.

3.3.2 Capital Flows
A dramatic decline in global foreign direct
investment (FDI) flows was a significant
unfavourable outcome of the global finan-
cial crisis. Prior to the global crisis, the lev-
els of global FDI showed an increasing trend,
supported by favorable global economic
growth, financial conditions and low inter-
est rates (Figure 3.7). The financial crisis saw
a massive drop in FDI inflows by 11.5 per
cent and 32.1 per cent in 2008 and 2009,
respectively. Despite post-crisis recovery, low
levels of global FDI still remain a key con-
cern. According to the United Nations
'World Investment Report 2011' global FDI
flows have risen moderately in 2010 but are
still 15 per cent below their pre-crisis
average.

Figure 3.7
Global FDI Flows: 2005-10

Source: United Nations, World Investment Report 2011.

Indeed, the report notes a clear shift in glo-
bal FDI inflows from developed economies
to developing and emerging economies in
the post-crisis period. Developing countries,
which accounted for 37 per cent of global
FDI flows in 2005, saw an increase in their
share to over 50 per cent by 2010, whereas
developed countries experienced a declining
share. The buoyant economic performance,
a better investment environment and an in-
crease in corporate earnings of developing
countries may have contributed in making
them an attractive FDI destination by 2010.

The FDI inflows to Asia were mainly domi-
nated by East Asia, which accounted for over
a half of total FDI flows to the region. The
industrial success of major East Asian econo-
mies such as Hong Kong and China, the con-
ducive business environment prevailing in
the East Asian economies and greater eco-
nomic integration within ASEAN countries;
especially between China and ASEAN, and
resultant interregional FDI flows contributed
to high FDI flows. The other regions of Asia
such as South Asia seem to be experiencing
relatively poor and stagnant FDI flows ow-
ing to factors such as political uncertainty,
unrest, hostile business environments and
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time consuming administrative procedures.
The FDI flows to South Asia are dominated
largely by India - its share of 53 per cent of
South Asia's FDI inflows in 2005 had risen
to 77 per cent in 2010. The dynamic perfor-
mance of the Indian economy compared to
the other South Asian countries helped to
make India a more favorable FDI destina-
tion compared to the rest of South Asia.

FDI flows to Sri Lanka have over the period
2005-2011, been fairly volatile, owing both
to domestic and external developments.
With net inflows having peaked at US$ 691
million in 2008 -- led by the rapid increase
in telephone and telecommunication related
FDI -- there was a sharp drop following the
global downturn. With the post-conflict re-
covery in the economy, FDI inflows in 2011
increased to US$ 896 million, led by FDI
into the hotels and restaurants on the back
of expected expansion of the country's tour-
ism activities.

Sri Lanka's sources of FDI have seen a change
over the years. As shown in Table 3.3, the
UK and US which ranked third and seventh

respectively in terms of FDI flows in 2005
have declined in importance. India has in-
creased in importance over the years and is
the second largest investor at present, espe-
cially in the services sector. Mauritius and
Hong Kong have also emerged as important
sources of FDI. Hence a clear shift in FDI
flows from Western economies to develop-
ing and emerging Asian countries is evident.

With the graduation to low middle income
status, Sri Lanka has seen a gradual reduction
in dependency on traditional forms of ODA,
to other forms of foreign finance to meet its
developmental needs. These are primarily in
the form of bilateral lines of credit and mul-
tilateral donor funding. Total foreign finance
commitments to Sri Lanka by both bilateral
and multilateral donors, have increased from
US$ 1,740 million in 2005 to US$ 3,260
million in 2010.16  The relative contribution
by multilateral donors such as the World
Bank and ADB has declined, while bilateral
donors have become more significant. As
depicted in Figure 3.8, China is the primary
source of foreign finance, accounting for 25
per cent of the total in 2010. The bulk of

Table 3.3
Top Ten Investors in Sri Lanka: 2005 and 2011

     FDI Values (US$ million)
Rank Country 2005 Country 2011

1 Malaysia 99.6 Mauritius 253.3
2 Singapore 30.6 India 146.8
3 UK 26.4 Hong Kong 138.8
4 India 17.9 Malaysia 89.5
5 Luxemburg 17.3 British Virgin Islands 53.5
6 Hong Kong 15.5 Singapore 53.0
7 USA 12.8 UAE 52.9
8 Italy 10.6 UK 52.0
9 Sweden 10.1 Netherlands 51.4

10 Belgium 8.4 Japan 27.2

Source: Board of Investment of Sri Lanka.

16 Department of External Resources, Performance Report 2010, Ministry of Finance and Planning, Colombo.
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such finance has been committed towards
infrastructure projects. In 2010, for instance,
58.8 per cent of China's foreign finance com-
mitments were directed towards the Puttalam
coal power project, while other projects in-
cluded the implementation of the
Hambantota port development, Mattala-
Hambantota international airport, and the
Colombo-Katunayake expressway.

In addition to bilateral and multilateral fi-
nancial commitments, Sri Lanka has also in-
creasingly resorted to issuing bonds in the
international capital market since obtaining
a sovereign rating in 2006. Indeed, the coun-
try raised its fifth international sovereign bond
for US$ 1 billion in July 2012.

As global growth continues to slow and Euro
Zone prospects remain weak, Sri Lanka's BOP

Figure 3.8
Sources of Foreign Finance Commitments to Sri Lanka: 2005 and 2010

Source: Department of External Resources, Performance Report, various years.

is likely to remain under stress. The reliance
on current transfers to offset the widening
current account deficit may prove challeng-
ing. The expectation of higher remittances
and tourist earnings to bridge the massive
trade deficit is not sustainable - the funda-
mental reasons for the deteriorating trade
balance needs to be recognized and dealt
with. In this context, it is vital that the pru-
dent policy reforms initiated recently are
taken forward in view of the economy's long-
term stability and faster growth. In addition,
Sri Lanka must focus on diversifying its
sources of earnings from exports in terms of
both products, as well as markets. It is clear
that the country is increasingly building closer
economic relations with the Asian region -
as sources of trade and capital flows. As glo-
bal economic activity shifts from East to West,
Sri Lanka too must position itself to take ad-

Table 3.4
Borrowing from International Capital Markets

Date Issued Type      Amount Period
(US$ million)  (Yrs)

2006 September Syndicated loan 100 3
2007 October Sovereign bond 500 5
2008 June Syndicated loan 150 3
2009 October Sovereign bond 500 5
2010 September Sovereign bond 1000 10
2011 July Sovereign bond 1000 10
2012 July Sovereign bond 1000 10

Source: Compiled from www.cbsl.gov.lk.
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vantage of new opportunities, including
closer engagement with evolving interna-
tional governance structures in place to ad-
dress global economic issues.

3.4 International Governance Archi-
tecture
As previously mentioned, developing and
emerging economies are spearheading glo-
bal economic growth. Asia in particular is at
the forefront of rising output, but Latin
America, the Middle East/North Africa, and
Sub-Saharan Africa are also expected to ex-
perience robust economic growth in the com-
ing years. As these regions close the income
gaps with the developed countries, their in-
fluence on international institutions and
frameworks governing global economic dis-
cussions are expected to strengthen. How-
ever, there is increasing concern whether
emerging economies are taking on the mantle
of leadership through South-South coopera-
tive frameworks such as the BRICS (Brazil,
Russia, India, China, and South Africa) or in
multilateral groups such as the G-20.

3.4.1 Regional Dynamics
The leader behind Asia's robust economic
growth is China. Despite decreased demand
for Chinese exports from weakening econo-
mies like those in the Euro Zone, China's
output is expected to be relatively healthy
due to strong levels of domestic consump-
tion and investment. Asia's second largest
economic powerhouse is India. Despite a
slowdown in growth -- due in part to policy
uncertainty and constraints in supply chains,
in addition to increased interest rates and
weakened demand for its exports -- the
nation's growing middle class is expected to
provide a surge in consumption and a boost
in output. Indeed, India's middle class is pro-
jected to increase to over a quarter of a bil-
lion people by 2015, and will be a major
source of consumer power in the years to
come.

A region facing a reasonably steady growth
path, albeit less robust, is Latin America.
High commodity prices have played a key
role, with Mexico, Brazil, and Venezuela
among the top 15 oil producers in the world.
A key driver behind Latin America's growth
is Brazil, the second largest economy in the
region. Unlike many of its neighbours, it is
projected to experience an increase in real
GDP on the back of tighter macroeconomic
policies and strong domestic demand. How-
ever, the country is at risk of overheating if
capital flows rise sharply enough to reach
previous levels, coupled with increased
growth in credit and imports.

Both Asia and Latin America have regional
trade agreements that have brought key ben-
efits for participating countries. The Asso-
ciation of Southeast Asian Nations (ASEAN)
Free Trade Area (AFTA) is an agreement
among ASEAN members that aims to lower
intra-regional tariffs within the group through
a Common Effective Preferential Tariff (CEPT)
scheme. Over 99 per cent of the products on
the CEPT Inclusion List of ASEAN-6 (a more
limited set of Southeast Asian economies)
enjoy a tariff range of between 0-5 per cent.
The remaining members of ASEAN are ex-
pected to implement similar tariff reduction
measures in the near future. AFTA also aims
to reduce non-tariff barriers (NTBs) through
a process of verification and cross-notifica-
tion of barriers, the implementation of a da-
tabase on all NTBs employed by member
states, and the eventual elimination of un-
necessary and unjustifiable non-tariff mea-
sures.

A key trading bloc among South American
countries is MERCOSUR, or the Common
Market of the South. Major players include
Brazil and Argentina, but membership ex-
tends to eight other nations on the conti-
nent, including Venezuela and Chile. The
primary aim of the group is to facilitate the
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movement of goods, capital, services, and
labour across its borders. The bloc has been
enlisted with the responsibility of regulating
tariff policies on exports and imports in ad-
dition to arbitrating any trade disputes among
its members. The proposition of a
MERCOSUR Development Bank to loan funds
for the development of member nations has
been discussed, as has the idea of creating a
free trade area spanning the entire continent.

Over the past decade, there was a widely
held belief that the emerging economies of
BRICS would play key roles in the future
development of global governance architec-
ture. However, it may now be the case that
these countries have passed their prime, and
in fact, are no longer the dynamic, rapidly-
developing economies they once were. In-
deed, a report examined 60 emerging market
economies for their long term potential to
take advantage of the changing global eco-
nomic landscape, where the countries were
subsequently ranked based on factors such
as economic diversification, corruption, en-
trepreneurship, and business climate.17  It
emerged that the BRICS countries were well
below the expected top tier, with Brazil at
31, Russia at 51, India at 23, China at 13,
and South Africa at 26. Smaller countries such
as Chile, Tunisia, and Jordan placed among
the top few were seen as the most versatile
economies most ready to adapt to a chang-
ing global economy.

Furthermore, China and India do not seem
to be taking up the slack in global gover-
nance left over by weakening markets in the
West. During the G-20 Summit of 2011,
China was faltering on its decision on
whether or not to help fund the European
Financial Stability Facility (EFSF), which aims
to provide more credit to banks in the region
and would help provide additional aid to

Greece, which is currently battling a deep-
ening debt crisis. The Asian juggernaut was
also hesitating on its decision to purchase
European bonds. Both issues revolve around
the worsening situation in Greece and its
implications on other economies in the Euro
Zone, and doubts as to whether bailout plans
drawn up by the EU will help stabilize the
regional economy.

China's stated goals are to see a more equi-
table system of global governance through
several facets. These include improving the
international monetary system through ex-
panding the use of the Special Drawing Rights
(SDR) facility of the IMF, whose goal is to
supplement member countries' official re-
serves, and setting up a stable and manage-
able international reserve currency system.
In addition, it has called for an expansion of
free trade through a curbing of existing trade
and investment protectionism and commit-
ment to reject additional protectionist mea-
sures. However, there is little evidence that
the country has sought to address the above
mentioned issues in the near future.

India's role as a leader among G-20 mem-
bers is perhaps even less pivotal. There is
widespread sentiment that the country's pub-
lic and administration are rather indifferent
to the G-20.18  India is nowhere near the eco-
nomic giant that China is, and is in fact, by
far the poorest nation in the G-20, with a
GDP per capita of US$ 1,000 in 2008 -- com-
pared to the G-20 average that exceeds US$
23,000. It is also still a major recipient of
aid and has very limited financial clout.

However, India does have a certain amount
of influence over redesigning international
financial regulation. The country has three
representatives on the Financial Stability
Board (FSB), an international body tasked

17 KPMG and Overseas Development Institute, Change Readiness Index 2012.
18 Cox, S., (2010), "India in the G20: Macroeconomic Policy Coordination, Regulation and Global Governance," Centre for Economic

Policy Research, UK.
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with coordinating national financial authori-
ties across the world and designing regula-
tory and supervisory guidelines in the finan-
cial sector. Like its East Asian cousin, India
has also sought an expansion of the SDR fa-
cility of the IMF, and has called for the orga-
nization to increase the amount members
contribute to the Fund. However, the
country's relatively weak financial clout may
also be an indicator of its prospects of influ-
encing global governance.

This attitude may also explain why India has
done little to voice the issues and concerns
of its South Asian neighbours. Despite the
expectation for India to discuss economic
and financial constraints with its smaller
neighbours, like Sri Lanka, Bangladesh, and
Nepal, and relay these problems to the wider
G-20 community, this has not happened.
India is the only member in the G-20 that
represents the South Asian Association for
Regional Cooperation (SAARC), and as such,
is the only country likely to voice issues fac-
ing the region at G-20 summits. However,
the problem remains that there is currently
no consultative mechanism in place for In-
dia to discuss and identify with its regional
neighbours the specific issues that may be
brought before the G-20. Without such a
mechanism it is difficult for India to suc-
cessfully represent South Asia at the G-20,
despite widespread expectation for it to do
so.

3.4.2 Regional Dynamics and Sri Lanka
It is no surprise that Sri Lanka has very little
involvement on the global scale, but it is
disappointing to note that it also has a mini-
mal amount of involvement in regional dy-
namics as well. The country only has four
regional trade agreements in place - i.e., the
bilateral agreements with India and Pakistan,
the South Asian Free Trade Agreement

(SAFTA), and the Asia Pacific Free Trade
Agreement (APTA). All together these agree-
ments cover only 21 per cent of its total
trade.19

The India-Sri Lanka Free Trade Agreement
(ISFTA) that was signed over ten years ago
has seen trade volume increase between the
two countries. However, discussions have yet
to produce a Comprehensive Economic Part-
nership Agreement (CEPA), despite extensive
negotiations spanning several years. Such an
agreement would facilitate trade in goods and
services between the two countries as well
as cross-border investment. Gaining greater
access to India's rapidly growing middle
class, promoting Indian FDI into Sri Lanka's
services sector, harnessing India's technologi-
cal advantage in the IT sector, and establish-
ing a regulated environment for profession-
als and other workers to move freely between
borders would be key advantages expected
from the CEPA.

Closer cooperation with India could also
bring about greater access to other emerging
and rapidly developing markets in Asia. In-
dia has signed a Trade in Goods Agreement
with ASEAN along with Comprehensive Eco-
nomic Cooperation Agreements (CECAs)
with Japan, Malaysia, Singapore, and South
Korea, which aim to break down barriers in
the flow of goods, services, and foreign in-
vestment. As of now, Sri Lanka has very lim-
ited integration with East Asia. The Bay of
Bengal Initiative for Multi-Sectoral Techni-
cal and Economic Cooperation (BIMSTEC)
seeks to link the two sub-regions of South
Asia and Southeast Asia. However, the trade
liberalization component of the agreement
has yet to be finalized and currently, the ini-
tiative is not considered among Sri Lanka's
enforced agreements. The APTA is the only
regional trade arrangement in place that di-

19 United Nations Economic and Social Commission for Asia and the Pacific (2010), Asia-Pacific Trade and Investment Report 2011: Post-
crisis Trade and Investment Opportunities, United Nations, New York.
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rectly links Sri Lanka with East and Southeast
Asia. Despite being implemented in 1975
as the Bangkok Agreement, it has offered Sri
Lanka only limited access to markets in the
East, with tea and coir forming the main part
of goods exported under the agreement.

Another way in which Sri Lanka may be able
to benefit from the growth and development
taking place in emerging Asia is through de-
veloping supply chains and production net-
works in the region, which has been the main
driver of intra-regional trade within East Asia.
A detailed analysis carried out by the ADB
indicates that increasing levels of intra-re-
gional trade in East Asia is primarily due to
an increase in trade in parts and components
(intermediate goods).20 Unlike Central and
South Asia, East Asia's trade in intermediate
goods is based largely on supply chains that
use parts and components manufactured in
individual countries which are subsequently
assembled in a separate location, and then
exported. Sri Lanka's engagements in such
regional supply chains remain almost non-
existent at present. Unlike Sri Lanka, which
has not sought to engage in preferential agree-
ments in recent years, the trend for most other
countries has been to seek alternative options
through bilateral and regional initiatives,
particularly in the face of a stalled deal un-
der the WTO Doha Development Round
(DDR).

3.4.3 Stalling of the Doha Round and
the Emergence of Other Trade Relations
Negotiations of the WTOs DDR launched
in 2001, which first collapsed in 2003, have
come to a standstill with the onset of the
financial crisis in 2008. The failure of DDR
has been recognized as a consequence of the
substantial changes in the global economic
system which became evident with the on-
set of the crisis, as well as the large political

commitment required to work at a multilat-
eral level. Some believe that the DDR is not
'dead' but rather 'not in the best of health.'
The WTOs current strategy is to focus on
simple and relatively uncontroversial trade
issues for the time being, such as trade fa-
cilitation. However, others argue that con-
tinuing shifts of power in the world economy
and the increasing convergence of trade and
finance may make the DDR impossible to
conclude.

The crucial need to keep the DDR alive, es-
pecially from a developing country perspec-
tive, is evident due to several reasons. First
and foremost, the DDR has promised due
consideration of the special development
needs of disadvantaged WTO members
through the application of the principle of
'less-than-full-reciprocity,' which is particu-
larly important in the context of the global
slowdown and resultant setbacks in the Mil-
lennium Development Goal (MDG) achieve-
ments in many Least Developed Countries
(LDCs). Second, the aftermath of the crisis
has seen increasing rhetoric on trade protec-
tionism, particularly on the part of the de-
veloped world towards Asia and other emerg-
ing markets. In a time of global economic
crisis and political uncertainty, there is a
threat that the absence of a multilateral trad-
ing system could reinforce a move towards
protectionism.

Third, the weakening global trading system
has led to the increasing proliferation of bi-
lateral and regional trade arrangements,
which are adding to the already existing 'spa-
ghetti-bowl' problem. In the ASEAN region,
there are already FTAs between ASEAN and
all six of its dialogue partners (Australia,
China, India, Japan, Korea, and New
Zealand), as well as numerous other bilat-
eral FTAs. The EU has just completed nego-

20 ADB, 2010, Institutions for Regional Integration: Toward an Asian Economic Community, ADB, Manila.



Expanding Sri Lanka’s Global Economic Reach

37

tiations with Korea, which has put pressure
for the Korea-US FTA to be ratified as soon
as possible. The EU has also completed ne-
gotiations with India, and is negotiating with
Singapore, Malaysia, and hoping to do so
with other ASEAN countries. Recently,
China, Korea and Japan announced revital-
ization of their FTA initiative. Another im-
portant development, in terms of its impli-
cations for international governance archi-
tecture and geopolitical relations, is the pro-
posed Trans-Pacific Partnership (TPP) initia-
tive among nine Asia-Pacific Economic Co-
operation (APEC) member states.

The TPP is an FTA initiative that aims to
deepen economic integration in the Asia-
Pacific, with the current negotiations includ-
ing Australia, Brunei, Chile, Malaysia, New
Zealand, Peru, Singapore, the US and Viet-
nam. It intends to build on an existing ar-
rangement, the Trans-Pacific Strategic Eco-
nomic Partnership,21  and is seen as a means
of keeping the US engaged in Asia. The mem-
ber countries account for almost 40 per cent
of the global economy. Japan's decision to
start consultations with countries currently
negotiating the TPP is an important develop-
ment, and has elevated the significance of
this initiative.

So far, 11 rounds of negotiations have been
held, the most recent being in March 2012.
The objective of the negotiations is to de-
velop an FTA which will be able to adapt
and incorporate current issues, concerns and
interests. The TPP has been called a 'state-
of-the-art' trade agreement that would go
beyond existing 'traditional' trade agreements
as its scope involves dealing with behind-
the-border impediments to trade and invest-
ment. For instance, there is additional focus

on cross-cutting 'horizontal issues' such as
regional integration, regulatory coherence,
competitiveness, development and small and
medium enterprises (SMEs).

While the TPP provides an opportunity to
advance free trade, specifically in a DDR
dead world, the realistic implementation of
the agreement will be a challenge. It has been
argued that despite claims of the TPP being
an innovative, timely and ambitious project,
it suffers from 'divisiveness and elusiveness
of its goals.'22  For example, market access
in goods continues to be handled in three
separate chapters with an additional group
negotiating rules of origin. Keeping them
separate makes it easier to use less liberaliz-
ing tools like tariff rate quotas (TRQs) and
various 'product forward' rules to limit the
free flow of goods among members. Also,
the TPP has yet to develop common posi-
tions and commitments for LDCs which is a
key component of the WTO Doha Round.
Ensuring concessions for LDCs is imperative
in maintaining a balanced global trading sys-
tem. This is also important because bilateral
trade between TPP and LDCs stands at close
to $32 billion.23

Of greater concern is the fact that the emer-
gence of the TPP raises some critical issues
for both the Asian geo-political architecture
as well as the multilateral trading system.
First is the issue of whether the TPP can be
viewed as a 'building block' towards strength-
ening the global trading system, or as a 'stum-
bling block.' Some argue that while the TPP
is supposed to bring the Asia-Pacific region
together, without careful consideration and
a manageable framework, it is likely do the
opposite, excluding key partners and making
it difficult for those excluded to join, the

21 The Trans-pacific Strategic Economic Partnership includes Singapore, Brunei, Chile and New Zealand.
22 Lehmann, Jean-Pierre (2011), "TPP - Fresh Trade Winds in the Pacific or a Hot-air Balloon?", (http://www.fungglobalinstitute.org/

index.php?option=com_zrticles&id=204&view=publication&tmpl=component&print=1).
23 Ahmed, Faisal (2011), "Trans-Pacific Partnership should Include China", The Economic Times, (http://articles.economictimes. indiatimes.com/

2012-01-07/news/30601865_1_tpp-trans-pacific-partnership-apec-members)
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most important being China.24  The high stan-
dards the US is advocating for in the TPP --
stronger intellectual property rights, stronger
labour and environmental standards and regu-
latory discipline of state owned enterprises
-- will make it especially hard for develop-
ing countries and transitional economies to
join. A TPP of this kind could end up as a
series of bilateral agreements revolving
around the US.25

In terms of its geopolitical consequences, the
TPP has been viewed as a means for the US
to create regional allies against China. It has
been stated that the US appears to be culti-
vating a 'new and somewhat threatening Asia-
Pacific policy that combines trade with geo-
politics.'26  It has also been pointed out that
the US now stands out as a major resistant
force against the DDR, in contrast to the
Clinton administration in 1993 which
worked towards generating momentum to
conclude the Uruguay Round and stimulate
the global trading system.

Another worry is the possibility of the TPP
overshadowing the East Asia Summit (EAS),27

which the US and Russia joined recently,
and is another grouping by which the US is
linked to Asia.  Economic integration in East
Asia has been market-driven, led by produc-
tion networks through which both middle-
income and LDCs have experienced growth
and development. The TPP, on the other hand,
has a narrow trade agenda and lacks focus
on integration. This carries a potential risk
of overriding ASEAN-style economic coop-

eration within APEC, which has been deliv-
ering progress in economic integration.28

Economically, at present, the TPP may not
have a direct impact on Sri Lanka, given that
neither China nor India is a part of the ini-
tiative. However, any impact on the geo-po-
litical climate and a possible divide between
the US and its partners and China could carry
significant implications to small economies
like Sri Lanka, whose growth and develop-
ment prospects depend to a large extent on
the performance of developed and emerging
economies. However, even as countries seek
to strengthen their economic positions
through bilateral and regional trade initia-
tives, a weaker global economic outlook is
also promoting a shift towards more protec-
tionist trade policy positions at national lev-
els.

3.4.4 Weakening Global Outlook and
Emergence of Protectionism
As highlighted before, the high risks and frag-
ile situation in the global economy amidst
slowly improving growth suggests that sev-
eral concerns still remain both in the devel-
oped and developing world. According to
the WTO, despite it being three years since
the trade volumes began to shrink in 2008/
09, world trade still remains fragile with sev-
eral downside risks remaining. A cause for
worry, particularly for developing economies
such as Sri Lanka, is the possibility that the
sluggish pace of economic recovery might
lead to an influx of restrictive trade measures
which could gradually undermine the ben-

24  Drysdale, Peter (2011), "Are there Real Dangers in the Trans-Pacific Partnership Idea?", East Asia Forum, (http://www.eastasiaforum.org/
2011/04/18/are-there-real-dangers-in-the-trans-pacific-partnership-idea/).

25 The Singapore negotiations in 2011 were largely conducted on a bilateral basis, where the US exchanged offers with Vietnam and Malaysia
separately, which were not made public to the rest of the partners. Officials have still not decided how to consolidate these bilateral
agreements together at the end of the process.

26 Lehmann, Jean-Pierre (2011), "TPP - Fresh Trade Winds in the Pacific or a Hot-air Balloon?", (http://www.fungglobalinstitute.org/
index.php?option=com_zrticles&id=204&view=publication&tmpl=component&print=1).

27 The EAS originally comprised of ASEAN members plus China, Japan, South Korea (ASEAN+3) plus Australia, India and New Zealand
(ASEAN+6).

28 Armstrong, Shiro (2011), "The TPP, APEC and East Asian Trade Strategies," East Asia Forum, (http://www.eastasiaforum.org/2011/11/14/
the-tpp-apec-and-east-asian-trade-strategies/).
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efits of trade openness. In fact, according to
the latest Global Trade Alert (GTA) report
which monitors trade tensions,29  protection-
ism is at its highest level since the immedi-
ate aftermath of the global financial crisis in
2009.30  However, this trend has not been
very evident as protectionist measures tend
to take new and subtle forms, many of which
are not captured by existing WTO prohibi-
tions. For instance, the GTA report identi-
fies 101 out of the 132 new protectionist
measures adopted in the fourth quarter of
2011 as forms of discriminatory state inter-
vention other than traditional trade defense
measures or tariff increases. Such measures,
termed 'behind-the-border' or 'creeping pro-
tectionism' include environmental clauses,
discriminatory investment measures, export
subsidies, discriminatory bailouts, and wage
subsidies.

The GTA report also shows that these mea-
sures are not limited to the developed world,
but are also rising in emerging markets in-
cluding China, India, Russia, Brazil, and

Table 3.5
Highest Imposers of Discriminatory Measures

Rank          Number   Number of Tariff Lines Numer of Sectors Number of Trading
        Imposed                 Affected          Affected  Partners Affected

1 EU27 (242) Vietnam (927) Algeria (62) China (195)

2 Russia (112) Venezuela (786) EU27 (58) EU27 (181)
3 Argentina (111) Kazakhstan (729) China (47) Argentina (175)
4 UK (59) China (698) Nigeria (45) Germany (161)
5 Germany (58) Nigeria (599) Kazakhstan (43) India (154)
6 India (56) EU27 (550) Germany (42) UK (154)
7 China (55) Algeria (476) USA (42) Belgium (153)
8 France (51) Russian Federation (439) Ghana (41) Finland (153)
9 Brazil (49) Argentina (429) Indonesia (40) Indonesia (151)

10 Italy (47) Indonesia (388) Russia (40) France (150)

Source: Evenett, Simon J., (2011), Trade Tensions Mount: The 10th GTA Report, Center for Economic

Policy Research, UK.

Vietnam (Table 3.5). China ranks first in
terms of the number of trading partners af-
fected by discriminatory measures and third
and fourth in terms of number of sectors and
number of tariff lines affected, respectively.
Vietnam has affected the highest number of
tariff lines, while Russia has imposed the
second highest number of discriminatory
measures. India has also imposed a signifi-
cant number of protectionist measures and
has in turn affected a large number of its
trading partners.

Mounting trade tensions between China and
the US is another cause for concern, as it
could further dim the already gloomy eco-
nomic outlook. Frictions have increased as
China and the US both focus on the high-
end manufacturing sector including new en-
ergy and materials. US protectionism has
been shifting from traditional sectors to
emerging ones. In the past two years, the US
has launched a host of trade investigations
targeting China's new-energy products.31  Sig-
naling a further rise in trade protectionism,

29  Evenett, Simon J. (2011), Trade Tensions Mount: The 10th GTA Report, Center for Economic Policy Research, UK.
30 Since July 2011, new protectionist measures have outnumbered liberalization measures by nearly three to one.
31 One example is the launching of US anti-dumping investigations against China's leading solar panel manufacturers.
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the US set up the Interagency Trade Enforce-
ment Center in February 2012 to investigate
'unfair trade practices' from its major trad-
ing partners. Moreover, trade investigations
from the US have also prompted other na-
tions to follow suit.32

While China has been affected by trade pro-
tection, as noted earlier, it is also a signifi-
cant offender. Results of a study which at-
tempts at identifying the most harmful state
measures to the world trading system indi-
cate that China appears top on the list with
the measure of export tax rebates affecting
243 tariff lines and 155 trading partners.33

Another important factor is China's policy
stance to increase reliance on domestic con-
sumption as opposed to exports under its 12th
Five-Year Plan.

Such rising protectionist trends in both the
developed world and emerging economies
could have significant repercussions for de-
veloping countries and LDCs, in particular
for countries that depend on external demand
for its goods and services to sustain growth.
As a small open economy, Sri Lanka is de-
pendent to a large extent on external demand
both to sustain domestic growth as well as
to earn foreign exchange for its import ex-
penditures. In the context of the significant
expansion in Sri Lanka's trade deficit, boost-
ing exports has become crucial. However,
rising protectionism -- not only in Sri Lanka's
key export markets, but also in other poten-
tial and emerging economies -- will pose con-
siderable challenges in accelerating export
growth.

3.5 Conclusion
Despite a negative outlook on the fiscal in-
stability in the Euro Zone, risks in global

economic development have shifted mark-
edly to a slowdown in global economic
growth, and volatile international oil prices.
Ongoing developments in Iran and sanctions
imposed by the EU suggest continuing vola-
tility in oil prices, with such risks posing
significant implications for the Sri Lankan
economy.

Furthermore, developments in Western
economies are likely to impact Sri Lanka's
export market. While garment exports to the
EU have been on the rise in recent years, the
sovereign debt crisis plaguing the region, in
addition to higher tariffs which will come
into effect in 2014, may affect the prospects
of the country's garment export industry. Also
of concern is the fact that, in spite of recent
improvements in the US economy, Sri
Lanka's export share in the US market, par-
ticularly garment exports, has been on the
decline. Such concerns are particularly note-
worthy given Sri Lanka's high concentration
of exports in these economies.

Sri Lanka has yet to effectively link with
emerging markets in East and Southeast Asia,
such as Taiwan, Malaysia, and South Korea.
The APTA is currently the only trade agree-
ment linking Sri Lanka with economies in
the East, yet its impact on trade relations has
been marginal. The progress of implement-
ing the BIMSTEC agreement has been slow
and is also likely to yield very few economic
benefits. With regard to the two economic
giants of Asia, Sri Lanka has no close eco-
nomic relations with China, and has failed
to build on existing relations with India, for
example, by implementing the CEPA.
Through greater economic cooperation with
India, Sri Lanka would be able to access other
dynamic groupings in Asia, such as ASEAN.

32 The imposition of anti-dumping duties by the US on Chinese-coated paper in 2006 prompted Brazil, Argentina and Thailand to launch
similar investigations

33 Evenett, Simon J. and Johannes Fritz (2012), "Jumbo Discriminatory Measures and the Trade Coverage of Crisis-Era Protectionism", GTA
Analytical Paper No. 3, Center for Economic Policy Research, UK.
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Another way of accessing these markets
would be to develop supply chains in East
Asia in order to harness the growth and dy-
namism that is currently taking place in the
region.

In contrast to the highly concentrated export
destinations, Sri Lanka's sources of FDI,
ODA, and foreign finance commitments have

shifted over the years from Western markets
to emerging economies, in line with global
developments. As such, there is a need to
diversify Sri Lanka's export market share and
look more strategically at opportunities in
the rapidly developing economies of Asia,
not only as sources of assistance, but also as
economic partners.




