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5. Reforming Sri Lanka's Trade and
Investment Policies for Export Growth
5.1 Introduction

S
r i Lanka's recent trade performance

hasbeen far from satisfactory especially

since 2000, marked by a decline as share of

the country's GDP as well as of world trade. While

the negative external environment has been blamed

for the poor performance, many competing countries

have achieved higher rates of growth, pointing to Sri

Lanka's lacklustre performance being fundamentally

'homegrown'.1  Lack of diversification of exports and

markets remain a cause of concern. Sri Lanka's

exports have been concentrated in few sectors, with

textile and garments (T&G) alone accounting for a

substantial share of total exports. The problem of

product concentration has been compounded by

market concentration, with US and EU together

accounting for over 50 per cent of exports to date,

despite attempts to diversify through the use of export

incentives and signing of preferential trade

agreements within the region.

Improving the competitiveness of exports to deepen

integration with the world economy, attract the right

kind of FDI and create a more enabling environment

for trade is a must to broaden the sources of Sri

Lanka's growth from its more recent reliance on non-

tradeables for high growth. Reform efforts to improve

export competitiveness will require addressing

constraints on multiple fronts. These include: (i)

tackling supply-side capacities - diversifying the

country's export base, whilst ensuring that adequate

skilled human resources are available; (ii) addressing

weaknesses in the business environment - reducing

transaction costs, red tape and gaps in the regulatory

environment; and (iii) strengthening demand-side

conditions - better market penetration through

preferential trade agreements and broader export

promotion efforts.

Thus, the gamut of reforms issues include reducing

policy barriers, expanding infrastructure, improving
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While external
environment has
been blamed
for  poor
performance,
competing
countries have
achieved higher
rates of growth,
pointing to Sri
Lanka's lacklustre
performance
being
fundamentally
'homegrown'.

1  Kelegama, S. (2014), "What Will It Take for Sri Lanka to Build a World Class Export Economy", presentation made at the CMA Annual
Conference, Colombo, 19 June 2014.
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the business climate, reforming the trade tariff

structure, and maintaining a flexible exchange rate,

among others.  This chapter will focus on four key

reforms relating to the trade tariff structure, trade

and transport facilitation, FDI promotion and existing

trade agreements towards increasing and

diversifying Sri Lanka's external trade. The chapter

will discuss their current status, identify specific

issues and recommend how these could be

reformed.

5.2 Trade Tariff Structure
Sri Lanka's unilateral trade liberalization process

was initiated in 1977, ahead of her neighbours, in

response to poor economic outcomes due to

protectionist, import-substitution trade policies.

Despite the onset of separatist violence from the

mid-1980s and changes in political regimes, trade

policy reforms were broadened and extended over

the next two decades, albeit with some backtracking.

In fact, Sri Lanka had become one of the most open

economies in the developing world by the mid-

1990s.2  Although the country remained 'committed'

towards greater integration into the world economy,

the pace of trade reforms proceeded at a 'mixed

pace'.3  Indeed, the policy stance appears to have

reversed in the last decade in terms of its tariff policy

regime, with the introduction of a number of border

charges in addition to customs duty, increasing

levels of protection and insulating domestic

producers from import competition.

As seen from Figure 5.1, Sri Lanka's openness to

international trade has drastically declined since

2000, with a level of openness close to that seen

during the import-substitution era. This was not due

to poor GDP growth, which has been quite decent,

but largely due to slow growth of trade, consistent

with a return of more activist forms of import

substitution and increased protectionism, especially

after 2004.4  Sri Lanka compares poorly to other

countries, as evident from its declining global

market share.

Sri Lanka's present protectionist import tax structure

undermines preferential/free trade agreements

which Sri Lanka is a signatory to, and breaches

2  Athukorala, P. (2011), “Growing with Global Production Sharing: The Tale of Penang Export Hub”, paper presented at the International
Conference on “Trade, Investment and Production Networks in Asia”, Leverhulme Centre for Research on Globalization and Economic
Policy, University of Nottingham, 16-16 February 2012, Kuala Lumpur.

3 WTO (2010), "Trade Policy Review:  Report by the Secretariat - Sri Lanka", World Trade Organization, Geneva.
4 Kaminski, B. and F. Ng (2013), "Increase in Protectionism and Its Impact on Sri Lanka's Performance in Global Markets", Policy Research

Working Paper 6512, World Bank, Washington D.C.

Figure 5.1
Sri Lanka's Exports Share (1990-2014)

Source: CBSL, Annual Report, various years; and IMF, Direction of Trade Statistics, various years.
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WTO commitments.5  Moreover, it has serious

implications also for consumer welfare. In this

context, the following section examines recent trends

and current position of trade measures in Sri Lanka

which have affected both imports and exports, and

suggest recommendations for reform.

5.2.1 Current Status of Tariff Regime
While a number of measures (i.e., implementation

of WTO Customs Valuation Agreement in 2003,

publication of tariffs online, etc.) and practices (i.e.,

reliance on price-based measures and scant use of

non-tariff measures) have been undertaken to date

to increase transparency, these have been

overshadowed by a general increase in tariffs and

introduction/increase in rates of other charges on

imports. These measures have been taken for both

revenue and protectionist purposes.

Sri Lanka Customs (SLC) collected about 40 per

cent of total government revenue and 55 per cent of

national tax revenue.6  Over time, the contribution of

various border taxes has changed (Figure 5.2). The

relative decline in revenue from Customs duties was

offset by increase in revenues from other charges

like the Port and Airport Development Levy (PAL),

Commodity Export Subsidy Scheme (CESS),

Special Commodity Levy (SCL), Excise, VAT (on

imports), Regional Infrastructure Development Levy

(RIDL) and Nation Building Tax (NBT).

Customs duty tariff rates in Sri Lanka suggest a

downward trend. The simple average applied MFN

tariff was 9.9 per cent in 2012, down from 11.5 per

cent in 2010 (Table 5.1). However, while the MFN

rate has been fairly stable, there have been frequent

and ad hoc changes to the tariff rates over the last

decade, both in terms of the number of tariff bands

and maximum rates of tariffs (Table 5.2). Aside from

these frequent changes, the average MFN figures

are also misleading as they exclude para-tariffs.

When Customs duty and other charges are taken

together, the average total protection rate was 31

While measures
have been
undertaken  to
increase
transparency,
these have been
overshadowed
by increase in
tariffs and
introduction/
increase in rates
of other charges
on imports.

5  Pursell, G., and Z. Ahsan (2011), "Sri Lanka's Trade Policies: Back to Protectionism". ASARC Working Paper 2011/03.
6 CBSL, Annual Report 2014, Central Bank of Sri Lanka, Colombo.
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per cent as opposed to a MFN rate of 12 per cent in

2012.7

While the number of tariff bands has been brought

down over the years, tariff simplification has not

proceeded as planned - i.e., a movement towards a

Figure 5.2
Comparison of Revenue Composition (2000 and 2013)

Source: Sri Lanka Customs, Annual Report 2013; and “Report of the Presidential Commission on Taxation 2010”.

Table 5.1
Sri Lanka's Tariff Profile

7  Athukorala, P., (2012), “Sri Lanka’s Trade Policy: Reverting to Dirigisme?”, Working Paper No. 2012/14, Crawford School of Public Policy,
Australian National University, Canberra.

8 Presidential Tax Commission (2010).

Source: WTO, “World Tariff Profile”, various years.

2003 2009 2010  2012

Bound tariff lines (% of all tariff lines) 37.8 35.8 36.4 38.1

Duty-free MFN applied tariff lines (% of all tariff lines) 10.0 11.7 44.4 51.3

Simple average MFN tariff rate (%) 9.8 12.0 11.5 9.9

Simple average final bound rate (%) 30.3 30.2 30.2 30.2

a. Agriculture tariff lines 50.1 50.1 50.0 50.0

b. Non-agriculture tariff lines 19.6 19.6 19.7 19.7

Simple average MFN applied (%) 11.2 11.2 10.2 9.9

a. Agriculture tariff lines 23.8 24.8 26.3 25.7

b. Non-agriculture tariff lines 9.2 9.2 7.8 7.5

single or two-tariff band. The predictability of the

tariff regime and its transparency is weak. While each

band was applied to a given product category, ad-

hoc changes have been introduced over time,  in

addition to which complications also arise due to a

large number of duty exemptions.8

Customs 
Duty
26%

CESS
1%

SRL
3%

Excise
40%

VAT –
Imports

30%

2000 Customs 
Duty
15%

PAL
13%

CESS
7%

SCL
10%

Excise
30%

VAT –
Imports

20%

NBT
5%

2013
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Table 5.2
Custom Duty Rates (1995-2015)

1995 0 10 20 35

1999 0 5 10 15 20 25

2002 0 2.5 5 10 15 20 25

2004 0 6 12 27.5

2009 0 2.5 6 15 28

2010 0 5 15 30

2015 0 7.5 15 25

Source: Pursell and Ahsan (2011); SLC (2015), “Tariff Guide”, Sri Lanka Customs,
Colombo.

Generally speaking, Sri Lanka has an escalating

tariff structure – most basic raw materials and

essential items are duty free, or enjoy low duties in

the case of semi-processed products, while many

processed goods or finished products including

goods that the government wishes to protect are

taxed at a higher rate. The degree of tariff escalation

appears to have increased consequent to the

number of duty free lines increasing from 10 per

cent in 2003 to 44.4 per cent in 2010,9 (and further

to 51 per cent with the abolition of the 2.5 per cent

rate in 2010). The simple average tariffs for

agricultural products have increased and remain

higher than for manufactured goods (see Table 5.1).

The general practice has been to impose tariffs on

an ad valorem basis. However, some goods (for

example agricultural products) attract specific duties.

Over 97 per cent of the tariff lines are ad valorem

while specific duties apply to 3 per cent of all tariff

lines.10 Specific duties, which are computed on the

physical quantity of the good being imported, are

less transparent and more distor ting than ad

valorem. While the bulk of tariff lines remain ad

valorem, tariffs which are subject to specific duties

have increased between 2004 and 2009 from 1.3

per cent to nearly 4 per cent of tariff lines.11

According to the WTO, 38.1 per cent of Sri Lanka’s

total tariff lines are bound,12  allowing the country to

adjust its border tariffs upwards from time to time

for revenue and protection purpose. However, it is

observed that bound rates have remained

unchanged since 2004, while the rates greatly

exceed the applied rates.13  For instance, the average

bound rate is 30.2 per cent in 2012 compared to an

average MFN applied rate of 9.9 per cent (see Table

5.1). When bound rates greatly exceed the applied

rates, it provides authorities the scope to raise the

latter. For a number of tariff lines, however, the

applied rates exceed the bound rates. In fact, if para-

tariffs are taken into account, Sri Lanka exceeds its

bound levels for many industrial and agricultural

goods.14 For example, it is estimated that a half of

the agricultural tariff lines exceed the 50 per cent

bound rate.15

In addition to Customs duty, imports into Sri Lanka

are subject to a number of other charges or para-

tariffs, which have proliferated in the last decade

(Table 5.3). The PAL, Surcharge, and CESS are only

applied on imports while the others have domestic

equivalent taxes. Each para-tariff has its own product

coverage and rates, with frequent changes in the

product coverage of the para-tariffs as well as rates

over time. For example, PAL was introduced in 2002

at 1 per cent of the CIF value but was subsequently

increased to 1.5, 2.5, 3 and 5 per cent in 2004, 2006,

2007 and 2009, respectively. These changes

increase uncertainty amongst traders and investors.

9 WTO (2010).
10 WTO (2014), “Sri Lanka – Profile”, http://stat.wto.org/CountryProfile/WSDBCountryPFView.aspx?Language=E&Country=LK
11 Athukorala (2012).
12 WTO (2014).
13 Athukorala (2012).
14 Presidential Tax Commission (2010); Pursell and Ahsan (2011); WTO (2010).
15 Pursell and Ahsan (2011).



67

STATE OF THE ECONOMY 2015

Table 5.3
List of Import Taxes in Force (2010 and 2015)

Source: Pursell and Ahsan (2011); SLC (2015), “Tariff Guide”, Sri Lanka Customs, Colombo.

Sri Lanka has used para-tariffs rather than Customs

duties to increase or at least maintain existing

protection levels as well as to overcome tariff

reduction/elimination under the PTAs/FTAs,

breaching the spirit of these agreements. For

example, while the top Customs duty was reduced

from 35 per cent to 25 per cent in 2000, this was off-

set by the introduction of a surcharge on Customs

duty in 2001. Though it was intended to be temporary,

it existed for more than a decade, with rate changes

over the years. It continued to be applied on imports

of non-essential goods until June 2010, when it was

abolished and amalgamated with the Customs duty.

At the time of its abolition, there were 5,598 tariff

lines which were subjected to a surcharge of 15 per

cent of Customs duty.

Para-tariffs were more extensively used after 2004,

with their contribution to total revenue from

international trade increasing and raising

government reliance on them for revenue generation.

Under the Export Development Board (EDB) Act, a

CESS is imposed on a large number of products

such as fruits, vegetables, processed and

unprocessed food, shoes, bags, rubber and plastic

goods, textiles, etc., applied on an ad valorem,

specific basis or a combination of both. The CESS

meeting development needs. These taxes are

collected on different tax bases, which make their

computations complicated. Some rationalization was

achieved with the removal of SRL and RIDL in 2011.

The SCL was introduced in 2008 to counter

administrative costs associated with multiple taxes

on essential food items. It is currently imposed on

imports of selected essential commodities (e.g., milk

powder, dhal, sugar, potatoes, onions, etc.) with

rates varying from product to product.

Aside from import duties, Sri Lanka also imposes

certain export duties on its traded goods. Taxation

of traditional exports, which was a major source of

government revenue prior to liberalization in 1977,

was virtually removed by the early 1990s. Currently,

Sri Lanka imposes border charges on cer tain

exports (vein quartz) as well as an export CESS on

some raw materials (cashew nuts with shells, raw

hides and skins, metal scraps, natural rubber,

coconut products and tea) for various reasons such

as discouraging export in raw form, ensuring local

supplies, and generating funds for cultivation. CESS

rates vary across the products and ad hoc changes

have been made to the rates over the years eroding

predictability and transparency. Moreover, such

taxes on exports distort allocation of resources, and

is supposedly collected for the

purpose of promoting exports

through the EDB, but it is used

pr imari ly as a revenue

generating measure. It is also

claimed to be used against unfair

trade practices such as under-

invoicing, dumping, subsidization

by foreign countries, non-

adherence to standards, etc.

Other taxes imposed at the point

of importation include levies such

as the SRL, the PAL, RIDL, and

the NBT. These were introduced

in 1995, 2002, 2005 and 2009,

respectively, with funds collected

supposed to be directed towards

           2010 2015

Protective Taxes

Customs Duty 0, 2.5, 6, 15 or 28 0, 7.5, 15, 25

Ports and Airport Development Levy 2 or 5 5

Surcharge 15 -

Commodity Export Subsidy Scheme Varies Varies

Regional Infrastructure Development Levy 5, 7.5 or 10 -

Non-Protective Taxes

Value Added Tax 12 or 20 11

Social Responsibility Levy 2 -

Nation Building Tax 3 2

Excise Duty Varies Varies

Special Commodity Levy Varies Varies
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prevent the emergence of production patterns in line

with the country's comparative advantage by

suppressing exports.

5.2.2 Trade Tariff Structure Reforms
Despite the simplification after 2010, Sri Lanka's

import tax regime is beset with non-transparency,

and complexity with little predictability in view of

constant ad hoc changes. The system appears to

be highly discretionary, with research and anecdotal

evidence suggesting that it favours individuals and

groups with lobbying skills and access to bureaucrats

and politicians.16  In this context, significant reforms

are required to redress the current situation. Many

of these have already been put forward in the

Presidential Tax Commission (2010) report.

Simplification of tariffs: Simplification and

rationalization of the tariff regime is a must. A

customs tariff with limited rates and only few

exemptions will not only facilitate cargo clearance,

reducing time and costs but also improve revenue

collection and administration. Simplification will also

minimize opportunities for malpractice and increase

compliance.

Tariff bindings:  As part of a strategy to liberalize

trade and tariffs and other charges on imports,

enhancing the scope and level of their bindings

would increase predictability to the trade regime and

would help to improve the business environment.

Nevertheless, Sri Lanka should make use of the

flexibilities provided by the WTO for developing

countries in terms of binding and tariff levels taking

into consideration some degree of protection for

domestic industries, namely small and medium

enterprises (SMEs), which contribute significantly

to total output and employment in the country. Where

tariff bindings on some agricultural products are

insufficient to provide protection to the agricultural

sector, Sri Lanka should on a selective basis initiate

negotiations at the WTO to raise tariffs on these

Sri Lanka’s
import tax
regime is beset
with non-
transparency,
complexity
with little
predictability
in view of
constant ad
hoc changes.

products to provide adequate protection while

specific duties should be converted to ad-valorem

and adjusted upwards.

Para-tariffs:  Amalgamation of Customs surcharge

with Customs duty has led to simplification in

computing border taxes but the numerous

development taxes and other charges still add to

transaction costs and complicate computation at the

point of import. The possibilities include their

amalgamation into one tax. In fact, the Presidential

Tax Commission (2010) recommends the imposition

of a single tax - the National Development Levy

(NDL) - with possibly four rates ranging from 5 to 20

per cent. In addition, Sri Lanka should consider

WTO-consistent trade remedial measures such as

anti-dumping, countervailing and safeguard

measures as trade policy instruments to address

unfair practices, instead of using import tariffs

combined with a CESS.

More generally, the computation of border taxes on

different tax bases must be streamlined in order to

improve clarity and lower transaction costs.  Sri

16   Pursell and Ahsan (2010); and interviews with stakeholders.
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Lanka must also increase overall transparency in

its trade policy regime. While there have been

measures to enhance transparency through

publication of applied tariff lines and all import

charges online, the frequent changes create

confusion amongst importers. Therefore, there is a

need to limit the number of changes and convert

specific duties into ad valorem charges.

CESS: The CESS collected from imports and

exports under the various Acts should be transferred

to the relevant institutions to meet the objectives for

which the CESS is collected. Currently, the money

goes to the Consolidated Fund of the Treasury, and

funds that do get transferred to the relevant

institutions are often spent on meeting recurrent

expenditure, and not much on research and

development activities. Moreover, the CESS should

not be imposed on value added exports, but should

be limited to bulk exports to encourage export value

addition in the economy.

5.3 Trade and Transport
Facilitation17

Moving goods internationally involves going through

at least two customs processes - one in the country

of origin and the other in the country of destination.

Clear procedures and efficient processes are

important for speedy movement of goods in

international trade. Trade facilitation focuses on

improving the efficiency of trading across borders

by reducing transactional costs, increasing

transparency and predictability.

With progressive reduction of tariffs at the multilateral

level, there is increasing attention being paid to

reducing constraints and costs that affect

transactions at border points and increasing

efficiency of supply chains. Inefficiencies in placing

orders, delivering goods and making payments for

internationally traded goods can have an adverse

effect on the competitiveness of businesses,

industries and economies. Delays at the border

caused by cumbersome procedures and excessive

paperwork fur ther add to the burden of doing

business. This is a cause of concern given the global

trends towards fragmentation of production across

countries and increased importance placed on lead

times. In recognition of the significant benefits to

businesses and countries, particularly developing

countries around the world and the capacity to boost

global economic growth, at the 9th WTO Ministerial

Conference held in Bali in December 2013, all WTO

members reached an agreement on trade facilitation.

The full implementation of the Agreement is

expected to reduce 15 per cent of total trade costs

for lower middle income countries like Sri Lanka.18

Sri Lanka's performance is commendable in

comparison to other South Asian countries,

outperforming its neighbours in several logistics

performance indicators. According to World Bank's

"Trading across Borders" indicators, which capture

the time and cost associated with exporting and

importing a standardized cargo of goods by sea

transport, Sri Lanka's ranking has improved with

reductions in time associated with exporting and

importing (Figure 5.3). It now takes 16 days to export

from Sri Lanka, compared to an average of 33.4 days

in South Asia, and 13 days to import compared to

34.4 days in South Asia. Cost to export is US$ 560

per container as opposed to South Asia's US$

1922.9; import cost is US$ 690 compared to US$

2117.8 in South Asia. While acknowledging the

progress made by Sri Lanka to facilitate trade, the

country still has a lot to do to reach the trade

facilitation levels of Singapore which is often cited

by policy makers and the private sector, to be Sri

Lanka's benchmark. The following section examines

17  This section draws heavily on Jayaratne, S., D. Premaratne, and J. Wijayasiri (forthcoming), "Trade and Transportation Facilitation Audit:
Sri Lanka", Institute of Policy Studies of Sri Lanka, Colombo. The study includes 120 stakeholder interviews with relevant organizations/
individuals.

18 OECD (2014),”‘The WTO Trade Facilitation Agreement – Potential Impact on Trade Costs”, OECD, Paris.
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issues related to trade and transport facilitation in

the country.

5.3.1 Publication and Administra-tion
of Policies Related to Trade Issues
Although the publication of trade related rules and

regulations are carried out to some extent, it is not

comprehensive, adequate or effective. Available

online information is limited with regard to Customs

duties, fees and export import procedures in Sri

Lanka. In this context, traders rely on their Custom

House Agents (CHAs) and freight forwarders for

clearance, and do not actively seek information from

the SLC website. Furthermore, if there are any major

changes in regulation or procedures, exporters/

importers are notified through the relevant chambers

and industry sources. While the SLC website

contains information on import export procedures,

changes in regulations, clearance procedures,

applicable duties, fees and charges, it does not

contain information on average release and

clearance times. Moreover, information available on

the website is not accurate because it is not regularly

updated.

There is an inquiry point at the SLC which traders

can contact with regard to queries on import/export

procedures and formalities. However, traders have

Source: World Bank (2015), ‘Trading Across Borders”, World Bank, Washington, D.C.

Figure 5.3
Time and Cost to Export/Import from Sri Lanka (2010-15)

difficulties in accessing the inquiry point (i.e., the

calls not being answered), or obtaining responses

to their queries while some are unaware of such a

facility. Moreover, there is no inquiry point at the

national level which acts as a coordinating body

between all trade related agencies and the trading

community.

While
acknowledging
progress made
by Sri Lanka to
facilitate trade,
the country still
has a lot to do
to reach the
trade facilitation
levels of
Singapore.
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19 These include the CUSDEC, commercial invoice, packing list, bill of lading/airway bill and the cargo dispatch note for exports, and
additionally a delivery order for imports.

5.3.2 Rules and Procedures for Imports
and Exports
There is a need to improve on time taken to clear

goods, to reduce irregular payments/bribes, to

increase coordination between border management

agencies, to decrease the number of documents/

time required for export/import, and to establish a

pre-arrival processing of import documents.

The average time to clear export consignments in

Sri Lanka is one day at both the Bandaranaike

International Airport (BIA) and the Colombo port,

while the average time taken to clear import

consignments is one day at the airport and three

days at the port. Clearance of import cargo takes

more time than export cargo; between 1-3 days are

needed for clearance at the port. However, a key

problem faced by traders is the necessity to

frequently pay bribes or make irregular payments

at the time of documentation processing or

clearance of cargo.

There is considerable coordination of border

management agencies - handling revenue, customs,

health, quarantine inspections, food standards, etc.

- at both the port and airport. Customs operational

at the port and airport is considered efficient while

the overall coordination between the border

management agencies at both the Colombo port and

BIA is deemed satisfactory.

In terms of trade documentation and signature

requirements, exporters need five basic documents,

while importers require six.19  A Certificate of Origin

is also required by those using preferential

agreements to export. Apart from these, there may

be product specific documentation requirements for

both exporters and importers such as Certificate of

Analysis, phytosanitary certificate and load-port

certificate, etc. The number of days required to

prepare export documents range from 1-7 days.

However, evidence suggests that for a majority of

exporters, it takes only one day, with only one

signature required to export; but a considerable

number of exporters still require 2-3 signatures. The

number of signatures required to import appears to

be 1-5 signatures for a majority of importers.

It is possible to obtain advance ruling of classification

for commodities from the Commodity Classification
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Division of SLC, prior to the importation or

exportation of the commodity. However, very few use

the service despite the details and the application

being freely available online. Some importers do not

use the facility due to the difficulties of providing

SLC with some of the required information about

products (i.e., difficulties in receiving certain product

information from sellers). Others are unaware of the

availability of such a service, underlining the lack of

awareness of the advance ruling facility. Currently,

pre-arrival processing is available only for perishable

products and a few selected items such as rice.

The SLC has undertaken measures to improve the

risk/threat assessment techniques in order to

facilitate trade. The SLC classifies goods under

three channels - Green, Yellow and Red Channels.

The Green Channel is for low-risk declarations,

where goods are released without calling for

documents and cargo examination while the Yellow

Channel is for medium-risk consignments where

consignments are cleared upon examining the

required documents without cargo examination.

However, random cargo examinations are also

carr ied out in the Yellow Channel. High-risk

declarations are cleared through the Red Channel

with both documents and cargo being examined. The

SLC recommenced the Green Channel facility in

September 2013, and as of January 2015, this facility

was available for 240 of the most trusted importers

with good trading histories.

In terms of physical inspection, almost a half the

consignments are subject to physical inspection.

Post- clearance audits are carried out by the SLC

as part of its risk management strategy. These are

done not as a regular practice, but when there are

suspicions/complaints on a customer's documen-

tation/activities.

5.3.3 Use of ICT for Exports and
Imports
Sri Lanka urgently needs a 'single window' to

minimize human intervention in the trading process.

This is yet to be established. While the export

process is almost entirely automated, the import

process is yet to be completely automated. The

CUSDEC for both imports and exports can be

submitted online, with the online submission of

exports being mandatory. Nevertheless, the process

is not wholly automated with segments such as the

selection of consignments for physical examination

being done by customs officials. While it is possible

to submit and process the CUSDEC online, it is not

possible to similarly submit and process the

supporting documents. Except for the Board of

Investment, Tea Board, Registrar of Motor Vehicles,

Ministry of Finance and the Import/Export Control

Department, other relevant organizations are not

linked to the ASYCUDA World system.

5.3.4 Trade Related Infrastructure
The need to improve quality/efficiency of ports,

roads, the quality of warehouses, and the need to

reduce loss/damage of cargo and the cost of using

logistics services are some of the high priority areas

with regard to trade related infrastructure. Research

evidence suggests that poor quality of warehouses

at the Colombo port, lack of equipment to handle

cargo and the congestion within the port are some

of the primary reasons why the quality of

infrastructure at the Colombo port is deemed

'average'. For example, of the nine gates in the port,

only two are opened for container traffic - one for

empty containers and the other for full containers -

and attributed as a reason for congestion within the

port. While acknowledging the recent developments

of roads in the country, the congestion on roads also

remains a major drawback.

5.3.5 Trade and Transport Facilitation
Reforms
Setting up/strengthening inquiry points: Setting

up a single reference point that provides all trade

related information including laws, regulations,

procedures, tariffs and other useful information for

traders involved in the import, export and transit,
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would be highly beneficial. Such a website can give

traders access to tariffs, procedures, measures, and

laws by entering the HS code of any product, and

would integrate all trade-related information available

on individual ministries and agency websites, into

an easily accessible and user-friendly resource.

However, Sri Lankan traders currently do not have

access to such an information portal. Furthermore,

a national enquiry point which can function as a

coordinating body between the trading community

and the relevant regulatory bodies is key, where it

can collect requests, direct them to relevant

regulatory bodies, compile their responses and

inform the requesting party of the responses as

inquiries are often directed at the wrong agency as

traders are unaware of the relevant agency.

Eliminating the need to pay irregular payments

and bribes: An IPS (2012) study shows that in some

instances, irregular payments/bribes can add up to

50 per cent of the trade costs.20  This is a major

concern of the trading community, creating a burden

on genuine traders. Automating the trading

processes, proper remuneration of officials and

effective monitoring mechanisms will need to be in

place to reduce this practice.

Single window:  It is necessary for the trade related

agencies in Sri Lanka to adopt modern technology

and come to a common platform in order to fully

automate the trading system. Sri Lanka has partially

automated its trading system, and working towards

a single-window would no doubt reap the benefits

of lower costs of trading, lower clearance times,

increased transparency, lower rent seeking, better

coordination between different agencies and reduce

bureaucracy (i.e., documentation and signature

requirements). Whilst SLC is championing the cause,

it needs a concerted commitment by the government

at large.

Extending pre-arrival processing to more
products: Pre-arrival processing is currently

available for only a limited number of products,

including perishables. Extending this to other

products would facilitate traders. However, this

requires legal amendments to the Customs

Ordinance which is over 200 years old. Certain

provisions need to be amended to improve trade

facilitation measures.

Improving infrastructure facilities: While

acknowledging the progress in infrastructure to

Colombo port, there is room for improvement. Some

of the equipment currently at the port is outdated;

importantly, congestion at the port can be reduced

if more gates are opened, where currently only 2-3

gates of the 9 gates are open for container traffic at

any given time; more than the inadequacy of

warehouse in terms of numbers, the lack of adequate

facilities available at warehouses is a problem - i.e.,

proper storage racking systems, poor conditions

within them, poor handling and inadequate security

are some of the main issues. Improvements will

mitigate losses and damages to traders due to the

mishandling of cargo, mainly at the port and the

warehouses (i.e., due to the lack of proper

equipment).

The current railway network and the services offered

by the Sri Lanka Railways (SLR) are not sufficient

for freight transport. SLR services only provide for

transportation, with little loading and unloading

facilities available where labour for cargo handling

has to be provided by the customer. As a result,

despite railway transport charges being low, when

all other relevant charges are added, it becomes

more costly than road transport. Therefore, if

transportation of cargo via rail is to be improved,

which is important in reducing road congestion, it is

imperative that the rail network and services are

developed, along the lines of an integrated multi-

modal transportations system.

Scanning facilities at the port/airport are minimal in

Sri Lanka which results in containers having to be

20 de Mel,  D., S. Jayaratne and D. Premaratne (2012), “Trade Facilitation Issues in South Asia” in  S. H. Rahman et  al., (eds.), Regional
Integration and Economic Development in South Asia, Edward Elgar Publishing.
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opened up manually for checking. This results in

delays and additional costs with traders having to

send their own staff members to unload and load

goods, and also quality drops especially that of

perishables. For example, airport security at the BIA

sometimes carry out random checks of products

before they are allowed to enter the airport premises

for security purposes, requiring exporters to unload

products for checks. Hence, there is a need to

acquire necessary scanning devices which will not

only facilitate traders but also the country as a whole

in promoting the trade of legitimate products and

security.

Local laboratories are not equipped to issue certain

international certifications demanded by buyers for

certain products (e.g., coir) and lack the capacity to

handle a large number of requests, resulting in

undue delays. Hence, the capacities of testing

laboratories such as the Sri Lanka Standards

Institute (SLSI) which is the national standards body

need to be strengthened so that (i) test reports can

be given without undue delays, and (ii) the labs are

equipped to issue international certifications. This

will reduce the costs incurred by importers such as

demurrage costs and opportunity costs of holding

idle products.

5.4 Foreign Direct Invest-
ment
The general business environment of a country is

critical to attract investment and support export

competitiveness and growth. Here, FDI plays a vital

role, bringing not only investment finance, but

technology and managerial know-how to developing

country export sectors. The ending of the armed

separatist conflict removed one of the biggest

impediments to FDI. However, Sri Lanka failed to

capitalize on this, evident from the relatively poor

performance of FDI inflows post-2009 averaging

around 1.5 per cent of GDP. Indeed, various policy

measures have sent mixed signals to both local and

foreign investors, deterr ing investments into

manufacturing and high value added services

industries. No major Multinational enterprise (MNE)

has set up operations in Sri Lanka's manufacturing

sector over the last decade.21  More recent FDI flows

into the country have been heavily concentrated in

infrastructure development, tourism and mixed

development projects - not the kind of FDI that the

country requires to boost exports and link Sri Lanka

to markets abroad.

Sri Lanka has tended to rely on the provision of

incentives for FDI promotion. However, many argue

they have little impact on foreign investors' decision

to locate and are instead a drain on government

revenues. The approximate cost of BOI incentives

in terms of revenue loss was estimated to be close

to 1 per cent of GDP.22  However, any dramatic

reduction in tax incentives could have an adverse

impact on FDI given that Sri Lanka is competing

with other FDI destinations in the South and

Southeast Asian regions. Moreover, a clear

The ending of
the armed
separatist
conflict
removed one
of the biggest
impediments
to FDI.
However, Sri
Lanka failed to
capitalize on
this.

21 Athukorala (2012).
22 Presidential Tax Commission (2010).
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distinction between 'market-seeking' (tariff hopping)

and 'efficiency seeking' (export-or iented)

investments need to be made in assessing the

effectiveness of incentives. Accordingly, incentives

can matter in attracting the latter type of investment,

providing that other determinants like political

stability, skills, and infrastructure are favourable.

Although Sri Lanka has regained political stability

and seen infrastructure developments, the country

lags behind many indicators which describe 'the

ease of doing business' and 'investment

attractiveness'. In the Wor ld Bank's 'Global

Competitiveness Index', it is behind competing

countries like India, Indonesia, Thailand, the

Philippines and Vietnam and only ahead of some

regional neighbours like Pakistan and Bangladesh.

Similarly, in the World Bank's 'Doing Business'

indicators, Sri Lanka continues to perform poorly

regarding ease of doing business and investment

climate in the country.

Restrictive labour laws, high cost of energy and

corruption are often cited by local and foreign

investors as other deterrents. Rigid and archaic

employment laws in the country are a disincentive

to attracting investment into the country - for

example, Sri Lanka has one of the highest rates of

severance pay in the world. With regard to energy

costs, Sri Lanka stands at a disadvantage against

many competitor destinations in the Asian region,

with the highest electricity tariffs at US$0.18/KWh

compared to Singapore (0.09), Thailand (0.08),

Bangladesh (0.05), Indonesia (0.06) and Vietnam

(0.09). Corruption including bribery is a significant

challenge for firms operating in the country. The

problem is not so much adequate laws and

regulations as weak and ineffective enforcement.

5.4.1 Issues Related to FDI
There is a need to provide clear policy direction with

regard to FDI, within the context of an overarching

industrial policy and a national export strategy. Such

a framework sends powerful signals to enterprises,

including foreign investors, about the focus and

direction of government policy. Successful

economies such as Singapore did not simply provide

incentives to increase overall FDI into the country,

but aimed to attract FDI to specific sectors which

positively affected the structure of the economy in

line with broader industry policy and vision of the

country.

There are also weaknesses in existing institutional

structures. The BOI was established to function as

a central facilitation point for foreign investors,

intended to perform the role of a 'one-stop shop'.

However, this has weakened where investment in

certain sectors requires the approval of several

government agencies. While it is deemed to be

relatively effective in provision of services to

investors to establish operations within FTZs, it is

considered less effective in facilitating and servicing

large investments outside the FTZs. In addition, Sri

Lanka currently lacks an effective investment

promotion programme. Existing promotional

activities lack focus and clarity and only have a fixed

template for all types of investors/investments. More

targeted and customized promotion campaigns have
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been behind the success of countries with high FDI

inflows such as Malaysia where FDI promotions

emphasise what their industrial hubs have to offer,

including skills and adaptability of people that can

complement the high-tech industries.23  Malaysia has

also recognized the importance of 'after sales

services' to existing investors and promotes such

services separately.

In addition to the above weaknesses, there is

significant discretionary policy in guiding FDI. In

2008, Sri Lanka passed the Strategic Development

Projects (SDP) Act, which gave the minister in charge

of investment the power to grant tax exemptions to

strategic development projects for a period of 25

years.24  However, the definition of what constitutes

a 'strategic development project' is broad, allowing

ample room for discretion in the investment approval

process, as well as making the process cumbersome

and lengthy.

Sri Lanka also passed an expropriation law under

the Revival of Underperforming Enterprises and

Underutil ized Assets Act of 2011. This law

empowered the government to acquire and manage

37 'underperforming' or 'underutilized' private

enterprises, including seven enterprises with foreign

capital input. It is argued to violate existing

Constitutional guarantees against expropriation of

foreign owned assets and eroded investor

confidence regarding property rights in Sri Lanka.25

While the measure was considered to be one-off,

the government subsequently announced plans to

retake 25,000 hectares of tea plantation leased land

that was not being fully utilized and acquire

abandoned private paddy land. Such policy

enactments and pronouncements create an

atmosphere of uncertainty and unpredictability in

the business environment.

Another legislative enactment to send mixed signals

to investors is related to banning of land sales to

non-nationals under the Land (Restrictions on

Alienation) Act of 2014. Since 2004 foreign

individuals had been able to buy land by paying a

100 per cent transfer tax, and locally incorporated

firms with over 25 per cent foreign ownership were

also subject to the levy. The new Act prohibits foreign

individuals, companies and locally incorporated

firms with over 50 per cent foreign ownership from

buying land in Sri Lanka; it will allow foreigners to

acquire land only on a lease basis of up to 99 years

with an annual 15 per cent tax on the total rental

paid up front. The argument put forward to support

its enactment was to curb tax evasion where non-

nationals with a minority stake in a company side-

step the existing provisions. However, critics also

argued that while it is not unprecedented to restrict

foreign ownership of land, it could dampen FDI and

investor sentiment.

5.4.2 FDI Policy Reforms
It is critical at this juncture of Sri Lanka's economic

development to attract efficiency-seeking FDI and

enter the fast-growing markets for made-to-order

manufactured goods, and component production

and assembly within vertically integrated production

systems. Towards this, the following reforms require

attention:

Fitting FDI into a broader industrial strategy:
FDI promotion in the country cannot be isolated from

other policies relating to trade and industry. In this

context, there is a need for a national trade and

industrial policy which would spell out the role of

FDI. Such a strategic framework will provide

investors a credible and coherent indication of future

policy direction.

23  Athukorala (2011).
24 Under the Act, a strategic development project is defined as a “project which is in the national interest and which is likely to bring economic

and social benefits to the country and which is also likely to change the landscape of the country, primarily through provision of goods and
services which will be of benefit to the public, substantial inflow of foreign exchange, substantial employment and technology transfer”.

25 Athukorala (2012).
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Institutional reforms: The BOI needs to enhance

its effectiveness as a 'one-stop shop' for foreign

investors and offer a range of services, including

better 'after-sales services'. It is encouraging to note

that the government is to set up a one-stop-shop

facility within the BOI, by gathering together all

agencies which provides approvals in setting up a

business, to ease the process.

Reviewing incentives structure: Given that the

effectiveness of tax holidays is debatable and a

constant drain on government revenue, the

Presidential Tax Commission (2010) recommends

their gradual phasing-out with simultaneous

reduction in corporate income tax as a means of

attracting investments. In addition, it recommends

switching to other forms of incentives like approved

investment relief, investment tax credits/allowances,

accelerated depreciation and non-tax incentives

(i.e., concessionary land).

Review Acts affecting FDI: In order to improve

the attractiveness of Sri Lanka to FDI, there is a

need to review existing laws affecting FDI, and

ensure that there is policy coherence to signal

consistency in FDI and related policies. Without the

latter, Sri Lanka will continue to struggle to attract

'good' FDI. For example, the Strategic Development

Projects Act needs to be revisited to bring greater

clarity - the economic sectors and types of economic

activity have to be specifically defined while the

approval procedures need to be streamlined.

Create a favourable business climate:  In the

medium to long-term, Sri Lanka needs to streamline

business procedures and undertake reforms to

improve the overall business climate and the

country's attractiveness as an FDI destination. Sri

Lanka lags behind in many of the globally published

business climate surveys, particularly with regulatory

and licensing bottlenecks, restrictive labour laws,

etc. For years, Sri Lanka has granted tax holidays

as a means of countering disincentives caused by

the war and unfavourable business climate. With the

end of the war, if weaknesses in the business climate

can be improved, incentives such as tax holidays

can be scaled back to support government fiscal

consolidation efforts.

5.5 Accessing Markets
through Trade Agree-
ments
Preferential trading arrangements (PTAs) between

countries form an important component of the

incentive framework in place to promote exports.

This works primarily through tariff concessions or

duty free entry provided into export markets under

these agreements. Such tariff preferences serve to

provide a competitive edge in exporting products

compared to other competitors, and also motivate

exporters to aggressively explore and exploit export

opportunities in such markets.

Sri Lanka has lagged behind in pursuing PTAs in

recent years, especially in relation to neighbouring

countries in South and Southeast Asia. Sri Lanka

has only four PTAs in force, compared to India (13),

Malaysia (13), Thailand (12), Pakistan (8) and

Vietnam (8) to name a few.26  Of the PTAs that are

currently in force - the India-Sri Lanka Free Trade

Agreement (ISFTA), the Pakistan-Sri Lanka Free

Trade Agreement (PSFTA), the South Asian Free

Trade Agreement (SAFTA) and the Asia-Pacific Trade

Agreement (APTA) - the last to begin implementation

was SAFTA in 2006. Since then, Sri Lanka has only

signed on to the SAARC Framework Agreement on

Trade in Services (SATIS) in 2010.

Whilst the provisions made under the bilateral

agreements are much more liberal and favourable

to Sri Lanka, only the ISFTA can be said to have

had some economic gains. This is largely owing to

the fact that Sri Lanka's trade with other bilateral

partners in these PTAs is comparatively low. These

26 ADB (2015), “FTA Status by Country/Economy”, http://aric.adb.org/fta.
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Sri Lanka has
lagged behind
in pursuing
PTAs in recent
years,
especially in
relation to
neighbouring
countries in
South and
Southeast Asia.

agreements have been negotiated on a negative list,

'offer-and-request' approach, allowing substantive

areas to be 'protected', especially in agriculture.

Thus, negative lists, often restrictive rules of origin

(ROO) criteria and non-tariff measures (NTMs)

together with supply inadequacies have been

limiting factors in promoting trade, resulting in low

utilization of concessions granted under the

agreements.  For instance, the ISFTA utilization rate

for Sri Lanka's exports, which peaked to 99 per cent

in 2003, has since witnessed a steady decline to 65

per cent by 2013. Further, ISFTA utilization for

imports has been only 14 per cent in 2013.27

5.5.1 Status and Issues of Trade
Agreements
The pace of liberalization under SAFTA since its

implementation in 2006 has been slow due to the

large size of sensitive lists, prevalence of non-tariff

barr iers (NTBs), exclusion of services and

investments, high transaction costs and the political

uncertainties between countries, especially between

India and Pakistan.28  Intra-regional trade in South

Asia was as low as 5 per cent in 2006 at the time of

SAFTA coming into effect. The much expected

growth in intra-regional trade has not materialized

to date, despite the operationalization of the

agreement.

By contrast, Sri Lanka's trade with India has

gradually changed in terms of value and composition

after the implementation of the ISFTA in 2000.

Immediately preceding the agreement, Sri Lanka's

exports to India was a mere 1 per cent of its total

exports, with imports close to 10 per cent. A decade

later, India accounted for 5.5 per cent of total exports,

with greater export product coverage, rising from

approximately 500 products to 2,000 by 2010. Whilst

impor ts from India to Sri Lanka also rose

substantially, the bulk of such imports (petroleum,

vehicles, sugar, cotton, iron and steel, and

pharmaceutical products) did not receive preferential

access under the ISFTA. In fact, over 70 per cent of

Sri Lanka's imports from India have been from

products that are either in the negative list or are at

zero MFN duty rates.29

There has been no discernible change in the pattern

of trade following the implementation of the PSFTA

in 2005. The share of Sri Lanka's exports to Pakistan

has remained the same at 0.7 per cent. Nonetheless,

Sri Lanka has diversified its export basket to

Pakistan over time. With Pakistan's negative list

consisting of many of Sri Lanka's main export

interests to that country (tea, rubber products,

certain ceramics, paper products and several T&G

products), a range of new exports have penetrated

Pakistan's market (e.g., fresh pineapple, sports

goods, edible oil, porcelain tableware and

kitchenware, ceramic tiles, etc.).

27 Department of Commerce (2014), “ISFTA Utilization Rates 2013”, Department of Commerce, Colombo.
28 Weerakoon, D. (2010), “SAFTA: Current Status and Prospects” in S. Ahmed, S. Kelegama and E. Ghani (eds.), Promoting Economic

Cooperation in South Asia: Beyond SAFTA, Sage Publications, New Delhi.
29 Kelegama, S. and C. Karunaratne (2013), “Experiences of Sri Lanka in the Sri Lanka-India FTA and the Sri Lanka-Pakistan FTA”, Background

Paper on Regional Value Chains, UNCTAD, Geneva.
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Asia's first plurilateral preferential trade agreement

(Bangkok Agreement signed in 1975) was renamed

as the Asia-Pacific Trade Agreement (APTA) in 2005

and came into effect a year later. APTA has adopted

modalities for extending negotiations into other

areas such as NTMs and entering into a Framework

Agreement on Trade Facilitation, Trade in Services

and Investments. Sri Lanka has ratif ied the

Framework Agreements on Trade Facilitation and

Investment. APTA is the only trading arrangement

that allows Sri Lanka preferential access to China

and South Korea. Under APTA, Sri Lanka receives

tariff concessions for over 1,858 products to China,

and goods exported under these tariff lines are

estimated to account for around 50 per cent of Sri

Lanka's total exports to China.30  However, overall

utilization of concessions under APTA remains low.

Overall, several issues have cropped up with regard

to the negotiations and implementation of Sri

Lanka's PTAs. Due to the negative list approach of

negotiations, the existing FTAs have not been able

to garner the potential benefits. In other instances,

although tariff schedules have been liberalized to a

certain extent, Sri Lanka's trade expansion has been

impeded by the imposition of tariff-rate quotas

(TRQs). For example, India has maintained tariff-

rate quotas for tea, and T&G, while Pakistan also

maintains TRQs for tea, T&G and betel. Hence, the

bulk of tea exports from Sri Lanka to India and

Pakistan have been outside the FTAs.

Varying and overlapping ROO criteria under different

agreements have caused confusion among traders.

For instance, SAFTA and ISFTA require a change

of tariff classification at 4-digit level and PSFTA at

6-digit; SAFTA also has product-specific ROO. At

the same time, stringent ROO criteria have also

hampered utilization of concessions. For example,

there is a detrimental effect on Sri Lanka's blended

tea exports where a change in tariff classification at

the 4-digit level is difficult to achieve even when

blended with Indian tea.

Lack of Mutual Recognition Agreements (MRAs) for

standards and HS codes between Sri Lanka and its

FTA partners has resulted in various additional

checks/certifications on the goods at the importing

country although they have been previously tested

and certified by the relevant, approved authorities

in Sri Lanka. Some of the issues faced by traders

include intergovernmental non-acceptance of testing

methods and standards; packaging, labelling and

markings; and duplication of health and safety

checks in India and Sri Lanka. This has resulted in

delays and additional costs for traders.

Lack of knowledge/awareness among traders of the

concessions offered by the FTAs has also been an

impediment to garner benefits from them. Although

a majority of exporters/importers are aware of the

FTAs, there are SMEs who lack awareness of

specific information on the duty concessions offered

and the processes attached to acquiring the

preference (ROO, TRQs, etc.). Past experiences

also reveal that the public consultations during trade

negotiations have been mostly restricted to

government institutions and the commerce and trade

departments, where other stakeholders like traders

and service trade-related providers were not

adequately represented.

The absence of a fixed body to address problems

arising when trading under the agreement is an

impediment in using the FTAs. When problems arise

regarding a shipment (i.e., documentation) there is

no formal body or authority to take up complaints

and address them quickly. While officers from the

Department of Commerce of Sri Lanka are stationed

at New Delhi, Mumbai and Chennai to take up issues

with the Indian counterparts, a more institutionalized

framework is required to sort out these problems in

an efficient manner.  Quick responses are essential

due to high costs of delays, and if the cost benefit

under the FTA is negated, then the traders will not

be encouraged to export/importer further. Hence,

30 Kelegama, S., (2009), “China-Sri Lanka Economic Relations: An Overview”, presentation made at “Sri Lanka-China Business Forum”, 25
September 2009, Ceylon Chamber of Commerce, Colombo.
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there is a need for an inquiry point. Furthermore,

customs cooperation on HS code classification is

also important, as disagreements act as a bottleneck

for traders. Government facilitation (for companies/

businesses) is also essential to overcome

bureaucratic issues in countries with which Sri Lanka

has bilateral and regional trading arrangements,

especially with regard to investing in the partner

country.

Partly as a result of implementation issues, efforts

to deepen and broaden the ISFTA into a

Comprehensive Economic Partnership Agreement

(CEPA) have not been successful to date, owing to

reservation on the part of Sri Lanka, arising from

interest group lobbying. The concerns expressed

were broadly centred on the nature of CEPA itself,

and the need to address drawbacks in the ISFTA

first.

5.5.2 Reforms to Strengthen PTAs
Addressing NTMs: Sri Lanka should be mindful

in its approach to future trade negotiations

considering the lessons learnt from the existing FTAs

and PTAs. Therefore, it is important to strike a

balance between domestic sensitivities and

reciprocity in provisions offered under agreements

in future. NTMs should be identified at the onset

and addressed along with tar iff reductions/

eliminations. With regard to TRQs, there should be

binding commitments. It is also important to relax

and simplify the ROO so that they are easy for

traders to understand and to comply with, while

ensuring that necessary controls are in place to

prevent fraud.

Signing MRAs: MRAs between countr ies,

especially between key agencies such as Standards

Institutes and Industrial Technology Institutes, can

assist in reducing the necessity to carry out

additional checks. If negotiating governments can

agree on testing/certifying bodies in each country,

then extra money and time would not have to be

spent on demands for additional certificates. For this

reason, an MRA should be signed together with the

trade agreement specifying the mutually recognized

or agreed standards and HS codes by both parties.

Promoting national awareness and
consultation: In order to bridge the information

gap, widespread awareness campaigns are a vital

necessity to disseminate information effectively,

especially among SMEs. Trading procedures need

to be laid down to reduce ambiguity on the

procedures which can lead to complexities and rent

seeking. Moreover, although a majority of exporters/

importers are generally aware of the process that

needs to be followed to receive trade concessions,

SMEs require specific information on the

concessions offered and the processes attached to

acquiring the preferences.

Consultations should not be reserved purely to the

governments and the commerce and trade

departments but rather with stakeholders at large.

This can ease exporter-importer concerns,

demonstrate that challenges in the agreements can

be addressed in a participatory manner, and help

create broader public awareness of, and confidence

in, the opportunities and benefits of the agreements.

The experience with the India-Sri Lanka CEPA

highlights the need for greater private-public

dialogue in Sri Lanka, on an on-going and regular

basis.

Revisiting CEPA:  As a priority, the CEPA with India

needs to be revisited. Closer cooperation with India

on services and investment holds clear economic

benefits to Sri Lanka. Despite the arguments against

it, the negotiating draft framework arrived at in 2008

recognizes the economic asymmetry between the

two countries, and has accorded special and

differential treatment (SDT) to Sri Lanka. Sri Lanka

is not expected to fully reciprocate India's

commitments; moreover, the positive list approach

in services negotiations allows each country to make

an offer which is in line with their comfort levels and

developmental interests.

Negotiating new PTAs:  Going forward, Sri Lanka

has experience from past PTAs to ensure that its
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strategic economic interests are safeguarded. The

country must first of all be selective in identifying

potential PTA partners, given the significant time and

resources required to negotiate and implement these

agreements. At the moment, Sri Lanka has shown

an interest in exploring a bilateral trade agreement

with China (Box 5.1).  Both countries have agreed

in principle that they would embark on an FTA, which

is hoped to open up the vast Chinese market to Sri

Lanka's producers and manufacturers, especially the

T&G and tea sectors. This would not only boost

bilateral trade, but help diverse Sri Lanka's heavy

reliance on traditional markets in the EU and US. In

this regard, it is imperative that the agreement covers

a substantial number of tariff lines and trade to

ensure its utility to exporters, as well as address

NTMs that might hinder export expansion.31

Considering the reservations amongst some

sections of the business community about adverse

effects of an FTA with China, the agreement needs

to be prepared carefully taking into account the

asymmetric relationship between the two

economies, with a rational negative list and a longer

phase-out liberalization schedule to protect local

producers and manufacturers.

5.6 Conclusion
Given its small domestic market, Sri Lanka will not

be able to achieve and sustain high economic growth

rates without boosting its exports and integrating

into the world economy. This can happen through

larger inflow of FDI to export-oriented sectors by

putting in place an attractive trade regime, combined

with better market access through trade agreements,

lower trade costs and improved physical

infrastructure.

Despite recent simplifications, the trade regime

remains non-transparent, complex and

unpredictable. This calls for simplification and

rationalization of the tariff regime by limiting the

number of rates and allowing for few exceptions;

amalgamation of para-tariffs into one overall tax with

fewer rates; streamlining computation of various

border taxes; conversion of specific duties into ad

valorem to enhance transparency; and passing WTO

consistent trade remedial measures such as anti-

dumping, countervailing and safeguard measures

without resorting to use of para-tariffs. Several of

these recommendations have been made by the

Presidential Tax Commission, but remain to be

implemented.

While acknowledging the progress made by Sri

Lanka to facilitate trade, improvements to publication

and administration of policies related to trade;

streamlining rules and procedures for imports and

exports; more usage of ICT for trade; and

strengthening trade related infrastructure need to

be undertaken. Reforms to facilitate trade are

unlikely to be contentious and easier than reforming

the tariff regime given that there is general

consensus on the matter.

Sri Lanka must also create a conducive environment

to attract FDI for export-oriented industries. The

investment climate does not appear to be particularly

friendly to investors. In this context, there is an urgent

need for coherency and consistency in policy

direction with regard to FDI, spelt out in a national

trade and industrial policy. The role of BOI as a one-

stop shop needs to be enhanced from promotion to

after-sales services, while existing laws affecting FDI

which are inimical to foreign investment need to be

revisited.

Sri Lanka must take a more strategic approach in

future trade agreements, whilst addressing

shortcomings in existing PTAs. The new PTA

architecture is shifting to mega-regional blocs, led

by one or more major powers such as the American-

led Trans-Pacific Partnership (TPP) and the ASEAN-

led Regional Comprehensive Economic Partnership

(RCEP). These agreements seek market access

commitments covering a gamut of issues ranging

31 Perera, N., (2015). “Entering and Conquering China: Beyond the Free Trade Agreement”, http://www.ips.lk/talkingeconomics/2015/07/09/
entering-and-conquering-china-beyond-the-free-trade-agreement/.
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from tariffs to government procurement. Small,

developing economies like Sri Lanka hardly feature

in these mega-trading blocs. However, they too will

need to strategically examine entry points via closer

integration with regional partners with a view to

linking to regional and/or global value chains.

Strengthening trade related infrastructure,

implementing trade facilitation measures, reforming

tariffs (to obtain cheap primary and intermediate

inputs for further processing and re-export, and

integrate into value chains), conforming to

international quality standards, and ratifying global

Intellectual Property Rights (IPRs), labour and

environmental treaties are means to head forward.

The proposed China-Sri Lanka Free Trade Agreement (FTA) will offer Sri Lanka preferential access to
the second largest economy and the fastest growing market in the world. Two rounds of negotiations
have already been completed. However, if Sri Lanka is to harness the full potential of the proposed FTA
it is crucial that some of the key areas discussed below are taken into consideration in the course of
negotiations.

Special and Differential Treatment (SDT) for Sri Lanka:  In recognition of the asymmetries between
countries, Sri Lanka has so far received SDT under all existing FTAs. As such, Sri Lanka has been
allowed to maintain a higher number of products in the negative list, a longer tariff phase-out period, and
more favourable rules of origin.  However, China’s existing FTAs have been based on the principle of
reciprocity. Despite maintaining negatives lists with all FTA partners (with the exception of Singapore),
tariffs are not substantially reduced unless the partner country reciprocates. This is evident in the case
of China’s FTA with Pakistan, where duties of only 35.4 per cent were eliminated by China corresponding
to 36 per cent by Pakistan. On the other hand, tariff liberalization has been high where partner countries
too have opened up substantially, albeit progressively – e.g., 96 per cent tariff liberalization by China
and almost 100 per cent by New Zealand. In this background, it is important to find out how the asymmetries
of the countries can be accommodated in the negotiations.

Improving market access by addressing non-tariff barriers (NTBs): The prevalence of NTBs is already
a concern for some of the current Sri Lankan exporters to China. High costs and excessive time taken
for registration and obtaining mandatory licenses (e.g., cosmetics); multiple testing (e.g., garments);
technical trade barriers (e.g., rare earth testing of Ceylon tea) are some of these concerns. Hence, there
is a need for negotiations to go beyond tariff liberalization to address mutual recognition agreements for
standards and to make the removal of NTBs binding.

Including a strong dispute settlement mechanism in the FTA:  A strong dispute settlement mechanism
in trade agreements is essential to provide the assurance of fair trade/compliance.  This will also prevent
countries from taking unilateral action, breaking the spirit of the agreement and ensuing complications.

Developing Sri Lanka’s supply capacity: If Sri Lanka is to effectively utilize concessions offered by
China, it is vital to improve supply capacity in terms of volume as well the range of exportable products.
One way of addressing this would be to promote joint investment ventures with Chinese companies.
CEAT-Kelani, a joint-venture between India and Sri Lanka, is an example that benefits from the Indo-
Lanka FTA. Such joint investments can be promoted through the protection and promotion of FDI through
a framework of legally-binding rights and obligations.

Sources: Wijayasiri, J., et al., (2015), “Study on China-Sri Lanka Free Trade Agreement”, Institute of Policy Studies,
unpublished; Kelegama, S., (2014), “Challenges Remain for China-Sri Lanka FTA”, East Asia Forum, http:/
/www.eastasiaforum.org/2014/03/28/challenges-remain-for-china-sri-lanka-fta/.

Box 5.1
Proposed China-Sri Lanka Free Trade Agreement


