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Abstract 

Sri Lanka’s external performance defies global trends on two counts: first, the level of openness 
as measured by the ratio of trade in goods and services after a strong increase in 1987-95 and 
stagnation in 1996-2004 sharply fell in 2005-10 to the levels experienced during the era of 
import substitution; and second, the share of clothing in manufactured exports remained 
largely unchanged over the last 25 years. Had there been no economic growth, this would not 
have been puzzling. Considering, however, that GDP growth performance during this period 
was respectable, this raises a question; what explains this unusual pattern of external 
performance? The study argues that duality of Sri Lanka’s economic regime—the legacy of 
unfinished structural reforms of a socialist economic regime—combined with high and growing 
in the 2000s protectionism seems to be responsible for idiosyncrasies of Sri Lanka’s external 
performance. Sri Lanka’s experience shows that the lack of stability in trade policy combined 
with recently expanding protectionism and state’s micromanagement of investment does not 
create an institutional/policy setting conducive to rapidly evolving composition of exports and 
their fast growth. 
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"Little else is requisite to carry a state to the highest degree of opulence from the lowest barbarism but peace, easy 

taxes, and a tolerable administration of justice: all the rest being brought about by the natural course of things." — 

Adam Smith, Lecture 1775 

INTRODUCTION 
Sri Lanka has defied global and regional trends in both policies and performance. It began to dismantle 

import-substitution institutions and policies more than a decade earlier than it happened in most other 

developing countries. However, in defiance to the emerging paradigm amongst developing countries, 

the shift toward export-led growth was not supported by liberalization in foreign trade policies. To the 

contrary, the 2000s witnessed increased protectionism and reversal to mild forms of import 

substitution. These police shifts defying trends in the developing world probably had something to do 

with two other ‘counter-trends:’ the composition of exports of manufactures changed little and the 

degree of openness as measured by the ratio of foreign trade to GDP fell. 

These developments have been taking place against surprisingly impressive overall economic 

performance given its adverse circumstances. Sri Lanka with a GDP of around $42 billion and population 

of 22 million is a small lower-middle income island economy with a well-earned reputation for its 

resilience. It endured a civil war that ended in 2009 after 26 years, the 2004 Indian Ocean tsunami and 

the 2008-09 global financial crisis displaying throughout this period decent economic growth 

performance. Before 1977, Sri Lanka’s development strategy was based on import substitution with the 

aim to create a comprehensive welfare state. An extensive network of welfare expenditures and 

consumer subsidies was paid for with trade tax revenues. In 1977, export taxes and import tariffs made 

up close to 50 percent of government revenues. Post-1977 reforms were aimed at liberalizing the 

foreign trade regime and since then Sri Lanka has long been hailed as the first country in South Asia to 

significantly open its borders to trade and foreign direct investment. 

In the decades that followed the liberalization of the foreign trade regime in 1977, trade as a share of 

GDP increased to 77 percent of GDP in 2000, with tea and high-end apparel exports leading the way. 

However, since the beginning of the new Millennium, trade as a share of GDP has steadily declined 

down to 44 percent in 2010. Foreign direct investment remains at less than 1 percent of GDP fully three 

years since the end of the armed conflict. The dramatic decline in openness and stagnating FDI took 

place at a time when the rest of the world was integrating more strongly and global trade was 

accelerating. Taken in this global perspective, Sri Lanka is smaller and less open today than it has been 

for most of the last thirty years.  

Unlike other Asian countries, Sri Lanka has not tied up economic growth to exports. To the contrary, 

except for three years over the last decade in the early 2000s, exports were lagging behind GDP growth. 

As a result, Sri Lanka has weathered the slump in foreign import demand with its GDP growth 

performance only marginally affected; its exports declined in 2009 and rebounded in 2010 while GDP 

growth performance has remained relatively strong. Although the GDP growth performance was 

impressive considering that the country had experienced civil war spread over a period of almost three 

decades, it was often derailed by balance-of-payments crises and budget deficits often financed by 

printing money. The last bout of inflation peaked in 2008. 

Although Sri Lanka has been persistently running deficits in its trade in goods financed mainly by 

remittances and to a lesser extent by revenue from tourism amounting jointly to almost 10 percent of 

the GDP on average in 2001-10, it has avoided balance of payments crisis. Remittances may explain Sri 

Lanka’s weaker exports growth performance than that of other countries in the region. Domestic firms 

did not have strong incentives to invest in marketing their products abroad in the presence of strong 

domestic demand triggered by remittances and sales to tourists. Balance on current account, although 

persistently in the red, surged over 5 percent of the GDP only twice in 2001-10: the largest deficit of 10 

percent was in 2008 followed by 5.3 percent deficit in 2006. Although total debt was falling in the 2000s 

in terms of percent of the GDP, its servicing remained relatively costly absorbing 15 percent of revenues 

from exports of goods and services in 2010. 

Sri Lanka has restored macroeconomic stability or “sound money;” one of—to borrow an apt phrase 

from Krugman (1995, 29)—the dual “Victorian virtues” in economic policy with another being adherence 

to free markets. It suffered from serious macroeconomic instability in 2007-08 with government running 

huge budget deficits and lax monetary policy producing inflation peaking at 23 percent in 2008. Double-

digit inflation rates usually spell trouble as they suppress private investment because of fears of tax 

increases. But as a result of deep cuts in the budget deficit made in part possible thanks to financing 
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obtained from the IMF under the Stand-by-Arrangement, inflation rate fell dramatically to 3.5 percent in 

2009 and slightly edged up to 6.4 percent in 2010. In consequence, Sri Lanka has become ‘virtuous’ 

again at least on this count. 

The links between growth performance and institutions and policies are ambiguous depending on many 

intervening variables that change with the level of economic development, endowments in factors of 

production, geographical location, demography, etc. Policies and institutions adequate for one stage 

may fail in another one. Examples abound. Import substitution strategy laid foundation for 

industrialization of Brazil but at some point led the economy to collapse under the weight of 

accumulated inefficiencies (Krueger 1992). Some ‘miraculous’ East Asian countries (e.g., Japan, South 

Korea, Taiwan) caught up with highly developed economies while keeping multinational corporations 

and FDI at bay while others (e.g., Malaysia, Thailand) actively chased foreign investors. Governments in 

countries at a technological frontier know little about the course that R&D will take and results it will 

produce, whereas those from countries at a lower level can pursue the road taken by those at the top. 

Box 1: Development lessons from high performing (former) developing countries  

A famous report Strategies for Sustained Growth and Inclusive Development by the Commission on Growth and Development 
(Commission 2008) identified 13 economies amongst world’s almost two hundred as ones that experienced an average growth 
rate of GDP exceeding 7 percent per year over a period of at least 25 years. Both length of time (25 years or more) and GDP 
growth rate (above 7 percent per year) are highly demanding criteria. Seven percent growth a year that would be “… sustained 
over 25 years, was unheard of before the latter half of the 20th century”(Commission 2008, p. 2). The first economy to enter that 
path of was Japan.1 Its fast growth period began in 1950 and lasted until 1983. Meeting these two criteria indicated spectacular 
transformation over a period of life of a single generation: at this rate the GDP doubles every ten years over at least 25 year 
period. Put differently, a person entering labor force at the age of 25 years would witness 5.6-fold increase in the GDP by the age 
of 50 years old.  

Yet, thirteen economies in the world representing each main continent and highly different endowments in natural resources met 
this criterion for the period covered by the analysis up to 2005. They met these criteria but over different periods of time that they 
experienced accelerated growth, shown below in the brackets, and with different results: six of them caught up with highly 
industrialized countries in terms of GDP per capita, marked with asterisk. The list is as follows: Botswana (1960-2005); Brazil 
(1950-80); China (1961-2005); Hong Kong, China* (1960-97); Indonesia (1966-97); Japan* (1950-83); the Republic of Korea* 
(1960-2001); Malaysia (1967-97); Malta* (1963-94); Oman (1960-99); Singapore* (1967-2002); Taiwan, China* (1965-2002); and 
Thailand (1960-97). Sri Lanka failed to make this list.2 Botswana recorded the largest jump in its GDP per capita in constant 2000 
US dollars: its GDP increased 18 times between 1960 and 2005. Countries reached the level of GDP per capita of highly 
industrialized registered increases of between 9 times (Malta) and 12-times (Korea and Singapore). 

Not all countries succeeded to maintain their growth momentum for a sufficiently long time to join the club of highly developed 
industrial economies. Such economies as Hong Kong, Japan, Korea, Malta, Singapore and Taiwan slowed down only when they 
attained very high levels of income. For several others, the economic growth petered out before reaching these levels. ‘Explosive 
periods’ for some high performing East Asian economies—Indonesia, Malaysia, and Thailand—ended with the East Asian 
financial meltdown in 1997. For Brazil, it ended in 1980 and resumed only recently.  

Despite huge differences among thirteen high performers, there were some critical common components. The ‘growth report’ has 
identified the following—what they call--five striking points of resemblance: (i) Openness and integration into the world economy; 
(ii). Macroeconomic stability: (iii). High rates of saving and investment; (iv) Reliance on markets to allocate resources; and (v) 
Committed, credible, and capable governments (Commission 2008:21). These five are both necessary and sufficient conditions 
but openness and competitive markets tower them all. 

Yet, there are some basic propositions or striking points of resemblance (Commission 2008) that can be 

safely assumed to be true on the basis of historical experience (see Box 1). First and foremost, 

prosperity and economic growth can be associated only with one form of social organization, i.e., 

capitalism or economy based on private property with markets serving as a mechanism for coordinating 

and stimulating economic activities combined with macroeconomic stability and high rates of savings 

and investment. Second, with the movement up the economic ladder, the state’s direct involvement in 

the economy is increasingly replaced an indirect one more based on the design of incentives 

encouraging private business activity in sectors of their choice. In other words, state micromanagement 

becomes counterproductive as the complexity of the economy increases as a result of successful 

industrialization. Third, FDI inflows have been critical to modernization and development of the 

industrial base, although many early newly industrializing countries from East Asia did not rely on FDI. 

Last but not least, expanding participation in global division(s) of labor has always accompanied 

country’s economic ascent. There has been no single economic success story that would not involve 

greater reliance on international markets and realignment of export offer in line with a country’s 

                                                             
1 It is easy to forget that Japan belonged to a group of developing economies in the 1950s. Its rise to the ranks of 
highly developed industrial economies in the early 1970s occurred over a very short period of time. 
2 While at first glance Sri Lanka’s historical average GDP growth of 5.7 percent, merely 1.3 percentage points below 
it, would seem to be very close, the difference is significant: it amounts to 19 percent compounded over more than 
two decades and doubling period exceeds 12 years. 
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evolving pattern of comparative advantage Box 1). India’s economic growth performance following the 

implementation of liberal reform in the early 1990s corroborates these observations. 

So does Sri Lanka’s economic development, albeit with some strong caveats. Its growth was not 

explosive; it was not export-led; and its reform record has not been consistent. Its long term GDP 

growth was decent but never shocking. In contrast to successful economies, domestic demand has been 

a main lever of the GDP growth. Sri Lanka experienced large inflows of remittances compensating for 

weaker growth of goods exports and reducing pressures towards export-led growth.  

Sri Lanka went through two waves of liberalizing reforms in 1977-79 and 1990-92; but, since 2001, it has 

taken protectionist path in its foreign trade policies and the government has increased its involvement 

in micromanaging the economy. This stands in stark contrast with the promise implicit in the first wave 

of reforms. The late 1970s witnessed dismantling of a ‘socialist mode of production,’ but its dismantling 

in Sri Lanka has never been complete and despite of privatization and other liberal reforms during the 

second wave of reforms in the early 1990s, state’s direct involvement in investment policies has 

remained heavy. So has it in managing imports as is discussed below. Exports of labor, to some extent, 

might have offset negative impact of the inward-orientation of Sir Lanka’s economic policies on its 

macroeconomic performance in the 2000s. These policies were in defiance of the common wisdom, 

which emerged in the 1980s, emphasizing the importance of penetrating global markets for economic 

growth. 

The long-term performance, however, has not turned Sri Lanka into a South Asian tiger or an emerging 

economy. The combination of ethnic conflict and lack of deeper structural reforms may explain why, 

contrary to expectations, Sri Lanka’ economic growth record fell well short of performance of several 

developing countries in 2001-09 and earlier of the third tier East Asian high performing economies—

Indonesia, Malaysia and Thailand—in the 1970s and 1980s, i.e., during the period of East Asian 

‘miraculous growth,’ as portrayed in the World Bank’s publication (World Bank 1993). From the 

perspective of other South Asian countries, Sri Lanka’s growth performance was decent but not 

spectacular.3 In comparison with India’s performance, it strikes one as a failure or missed opportunity. 

Indeed, compare Sri Lanka’s 49 percent with India’s 77 percent increase in the GDP per capita from $547 

in 2000 to $968 in 2010. Sri Lanka with GDP per capita of $1,473 in 2010 as compared with $990 in 2000 

is still about a decade ahead of India. Furthermore, Bangladesh’s GDP per capita increase of 48 percent 

higher is pretty close to that in Sri Lanka—both countries, however, had significant edge over Pakistan 

with the real GDP per capita about 30 percent above the 2000 level.  

India’s economic awakening provides an extra argument in favor of liberal economic reforms. Sri Lanka 

has a number of advantages that can be easily tapped. First, there is geographic location. This is an 

island—not a landlocked country surrounded by bad neighbors. It is conveniently located close to 

growth poles of the emerging global economy in the 21st century. Second, it is endowed with relatively 

well developed human capital including entrepreneurial skills. Taking these into account, Sri Lanka has 

the potential to become part of global manufacturing chains as well as an export platform servicing 

Asian economies. 

But for this to happen, Sri Lanka would have to overhaul its current development policies. Two policy 

areas are of particular importance: foreign trade and investment policies. The level of protection 

designed not for revenue reasons but with the sole aim of protecting domestic industries has been on 

increase since 2000. Beginning in 2002, the government introduced a number of taxes levied only on 

imports and thus having the same effect as tariffs. This has led to extremely high levels of nominal 

protection completely erasing liberalization of foreign trade regime implemented in 1977-79. The 

average nominal protection was above 20 percent: but the average does not give accurate information 

as rates are highly dispersed. These measures together with state’s continued involvement in 

investment policy are strongly reminiscent of import-substitution development strategies. 

The objectives of this analysis are twofold: identify salient features of its foreign trade performance and 

policy developments, on the one hand, and examine the extent to which unusual patterns of Sri Lanka’s 

integration into the global economy can be explained by wrong-headed government policies. The first 

part examines in details Sri Lanka foreign trade performance. It seeks to identify salient characteristics 

                                                             
3 The gap in terms of GDP per capita in constant 2005 dollars vis-à-vis, for instance, Malaysia and Thailand 
increased 39 percent and 50 percent, respectively, between 1970 and 1990. The gap somewhat closed between 
2000 and 2010: Sri Lanka’s GDP per capita in 2010 was in real terms 49 percent above its level in 2000 as 
compared to Malaysia’s 26 percent and Thailand’s 42 percent. All data in constant 2005 US dollars calculated from 
the ERS International Macroeconomic Data Set. 
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and change in the mode of integration of Sri Lankan businesses into global markets for goods. The most 

surprising finding is that Sri Lanka’s export basket has not undergone any significant change over the last 

decade, i.e., the same sectors that were dominant twenty years ago continue to account for the bulk of 

Sri Lanka’s exports. The civil war had kept Sri Lanka off the list of candidates for FDI in activities within 

global supply manufacturing chains as it raised the specter of disruptions in production: an outcome not 

acceptable in the world of in-time management. But this was probably not the sole reason for relatively 

low FDI inflows and the absence of local investments in new lines of export-oriented activities. More 

importantly, with the end of the war, other standard determinants of investment climate become of 

particular relevance. 

The second part of the report examines economic governance, foreign trade policies and factors shaping 

hassle cost of doing business in Sri Lanka. Its institutions and pursued policies are examined in two 

dimensions: external interaction (foreign trade regime) and domestic conditions of doing business 

(business/investment regime). A surprising finding is the persistence of a dual economic regime and the 

dismantling of liberalization of foreign trade pursued in 1977-2003. The turn in economic policies 

towards inward-orientation goes against the trend observed not only in neighboring India but across the 

world.  

The third part concludes. The main message is that without a complete overhaul of foreign trade regime 

and significant changes in the regulatory domestic regime including investment policy, Sri Lanka is 

unlikely to attain ambitious growth objectives set in The Mahinda Chintana: Vision for a New Sri Lanka: 

A Ten Year Horizon Development Framework 2006-2016. A key difference between the opportunities in 

the post-1977 period and the current post armed conflict period is the rise of India, China and the rest of 

East Asia as a source of competition and opportunity for Sri Lankan trade. This offers more 

opportunities: the challenge for the government is to institute policies that would unleash country’s 

untapped potential. 

PART ONE: EXTERNAL PERFORMANCE 
Sri Lanka’s profile of economic development over the last four decades or so is unique in many respects 

but one stands out. In contrast to successful economies, its economic growth has not been driven by 

expanding exports. To the contrary, it has been driven by domestic demand fueled by government 

spending and made possible by labor remittances. More importantly, the 2000s witnessed significant 

decline in the share of exports of goods and services in the GDP. If income from either investment 

abroad or remittances from labor employed abroad allow for financing import demand, there may be 

nothing wrong with it. But the problem is that foreign trade as a share of the GDP fell as well.  

This part examines in detail developments in Sri Lanka’s foreign trade. Chapter 1 reviews major trends in 

Sri Lanka’s external performance over the last 10-15 years. Chapter 2 takes a closer look at the evolution 

of Sri Lanka’s exports and imports in terms of their diversity, factor content and technology intensity. 

Chapter 3 examines participation of Sri Lanka’s businesses in a new global division of labor based on 

production fragmentation and the emergence of global value chains with a special emphasis on textiles 

and clothing. 

1. SRI LANKA EXTERNAL PERFORMANCE IN COMPARATIVE 

PERSPECTIVE: IN DEFIANCE OF GLOBAL TRENDS 
Sri Lanka’s path of economic development over the last four decades is unique in some respects. Like in 

many other developing countries, Sri Lanka followed a state-led import-substitution development 

strategy in the 1960s and most of the 1970s. Central to the strategy was an assumption that replacing 

imports would reduce dependence on imports and set the stage for self-sustained growth. Sri Lanka, 

however, went much further in expanding the role of state than neighboring India: by the mid-1970s it 

became “… one of the most inward-oriented and regulated economies outside the communist bloc, 

characterized by stringent trade and exchange controls and pervasive state interventions in all areas of 

economic activity” (Athukorala and Jayasuriya, 2004, p. 3). But with the reform package launched in 

1977, Sri Lanka was the pioneer in dismantling industrial licensing and the Soviet-style planning system 

in South Asia. Yet, despite acceleration in the economic growth in 1979-85, the growth slowed down in 

1986-90 and Sri Lanka fell well behind the third tier of East Asian high performers, i.e., Malaysia, 

Thailand, Indonesia, and the Philippines. 

Two factors produced this first ‘missed opportunity’ to capitalize on liberal reforms: the first was 

government’s heavy involvement in public investment programs that destabilized the economy; and the 



7 
 

second was the outbreak of the civil war in 1983. The war also reduced chances of attracting significant 

FDI inflows, which played a critical role in economic modernization of third tier East Asian high 

performers. The GDP growth was not only slower than in East Asia but, in contrast also to other 

successful countries, it was not led by exports of goods and services. 

The second ‘missed opportunity’ is of the most recent vintage: although Sri Lanka’s growth in 2001-10 

was well above rates achieved in earlier decades, it was on average 1.4 percentage points below the 

average for India. Indian reforms not only effectively dismantled the Soviet-style planning system but 

also put to rest the once-popular notion that the “Hindu rate of growth was maybe 3 percent a year.” Its 

GDP per capita grew at the rate of 5 percent per year in 1991-2010. Again Sri Lanka’s GDP growth 

performance has fallen below expectations: its growth performance was decent but not spectacular 

during the rapid expansion of the world economy in 2001-08. Again it failed to capitalize on external 

opportunities offered by global markets in line with its potential. 

In a nutshell, although its long term growth over the last four decades was steady but it was never at the 

top. Sri Lanka failed to be part of East Asian miracle in 1970-90 and did not capitalize on the Great 

Expansion of the world economy in 2000-08. Relative to its geographical brethrens from South Asia, Sri 

Lanka topped the list in 1970-80 but not in other decades.  

Sri Lanka’s performance defies global trends on three counts: there was a long term decline in economic 

openness; textiles and clothing has remained a dominant manufacturing activity for almost three 

decades; and Sri Lanka’s economy continues its involvement mainly in inter-industry type of trade. 

1.1 DYNAMICS: PERSISTENCE OF DEFICITS IN TRADE IN GOODS AND SERVICES 
We distinguish four broad phases in exports and imports of goods and services over the period of the 

last two decades (see Figure 1): 

1. The 1992-97 expansion: over the past two decades, this phase witnessed the most explosive growth 

in Sri Lanka’s exports over the last two decades. This was also the only phase characterized by faster 

growth in exports of goods than of their imports. The value of exports/imports increased at an 

average growth rate of 15 percent/12 percent reaching double-digit growth rate every year except 

in 1996 when exports’ growth rate fell to 8 percent and imports to 2 percent. Imports recorded a 

single-digit growth rate in 1997. The value of exports in 1997 was 95 percent above its level in 1992 

and that of imports of 67 percent. Sri Lanka’s performance was above the average growth in total 

world exports with its share in these exports increasing 43 percent or from 0.06 percent in 1992 to 

0.08 percent in 1997. The expansion phase coincided with a brief period of liberal reforms in the 

early 1990s (for their discussion, see Athukorala and Jayasuriya 2004). 

2. The 1998-2002 stagnation: the average annual growth rate of Sri Lanka’s total exports fell to 0.8 

percent and the value of exports in 2002 was 2 percent below its value in 1998. This phase was 

characterized by significant variation with exports surging 20 percent in 2000 and falling 13 percent 

next year. Similarly, the volatility in imports was also stark increasing by 22 percent in 2000 and 

falling 18 percent in 2001. This phase took place against the background of slow growth in the value 

of world exports: the average growth rate of world exports was 3 percent as compared to 2 percent 

for Sri Lanka. As a result, the share of Sri Lanka in world exports contracted from 0.09 percent in 

1998 to 0.07 percent in 2002 or 27 percent. 

3. The 2003-08 moderate rebound: this phase was characterized by a very strong growth of imports at 

annual average of 15 percent per year and exports grew at an average rate of 10 percent per year 

and in 2008 they were 58 percent above their level in 2003. However, in contrast to earlier phases, 

the rebound took place against booming global exports which grew at an average rate of 16 percent 

per year during this phase or six percentage points above the average growth rate of Sri Lanka’s 

exports. The share of Sri Lanka’s exports in global exports further retreated to its lowest level over 

the last two decades of 0.05 percent or 58 percent of its peak in 1998; 

4. The 2009-10 global crisis and recovery: world exports fell 22 percent in terms of value in 2009 and 

increased by the same amount in 2010. The global economic crisis brought about the contraction of 

13 percent in 2009 in Sri Lanka’s exports due to drop in import demand in USA and the EU. 

However, exports strongly recovered. They grew 17 percent in 2010 and their value was even two 

percent above the pre-crisis 2008 level and the share in global exports was 8 percent higher than in 

2008. 

The dynamic of imports growth has been much more explosive than that of exports. The range in annual 

growth rates of imports of goods and services was between (-) 25 percent in 2009 and (+) 32 percent in 

2010: the value of imports in 2010 was slightly below its 2008 level. In 2003-08 imports expanded much 
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faster than exports; the contraction in imports in 2009 of 25 percent was much deeper and the rebound 

of 32 percent in the value of imports in 2010 much stronger. 

Figure 1: Four phases of Sri Lanka’s exports growth and its share in world exports in 1992-2010 (exports in millions 

of US dollars and share in world exports in percent) 

 

Note: Left axis: Exports in millions of US dollars; Right axis: Sri Lanka’s share in world exports in percent. In 

parentheses, the phase of exports performance: 1992-97; 1998-2002; 2003-2007; and 2009-?. 

Source: for world exports WTO data from http://stat.wto.org/StatisticalProgram/WSDBViewData.aspx?Language=E 

accessed on September 5, 2011 and Sri Lanka’s exports as reported IMF’s balance of payments statistics. 

The growing trade deficit of transportation services is driving overall commercial services trade deficit, 

but both are being driven by the goods deficit. In 2001-10, the average share of services in total exports 

was 20 percent with the highest value of 22 percent reached in 2001, 2003 and 2010, and the lowest of 

19 percent in 2006-07 (Figure 2). This shows that the dynamics of services exports lagged behind that of 

exports of goods except in 2010. The same is true for imports of services: their share in total  imports 

was also 20 percent on average in 2001-10 with the highest values of shares in total imports of goods 

and services having been reached in the early 2000’s and then slightly falling and strongly rebounding in 

2010. Trade in services has been driven by transportation services accounting on average in 2001-08 for 

60 percent of total imports of commercial services and 43 percent of their exports: even in 2010, the 

year of rebound after the global financial crisis. Their share in exports of commercial services increased 

from 46 percent in 2009 to 48 percent in 2010 and in imports from 62 percent to 66 percent, 

correspondingly.4 

Figure 2: Exports and imports of goods and services in 1999-2010 (in millions of US dollars and percent) 

 

Notes: (1) Right axis in percent and left axis in millions of current US dollars; (2) exports and imports of services in 
2010 are estimates derived from data on trade in goods taking into account average ratios in 2003-08 
Sources: IMF BOP data and World Bank WDI database. 

Changes in imports and exports of goods have directly impacted changes in trade in commercial services 

whose composition remained relatively stable in 1995-2010. The only significant change was the 

increase of the share of transportation services in both exports and imports of commercial services. On 

the export side, this share increased from an average of 42 percent in 1995-2003 to 46 percent in 2004-

10 at the expense of two percentage point fall in the share of travel and 3 percentage point fall in the 

share of financial services: the share of computer and telecom services barely moved one percentage 

point to 25 percent. On the import side, except for computer services, whose average share declined 

                                                             
4 Own calculations based on data from the World Bank WDI database. 
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from 19 percent to 15 percent, and financial services whose share remained unchanged at 15 percent, 

the direction of change was the same as in exports. But the expansion in import demand for 

transportation services was much stronger as an average share of 58 percent in 1995-2003 increased to 

63 percent in 2004-10. Since the gap between imports and exports of these services has been 

traditionally the largest amongst other commercial services, this dynamic has contributed to worsening 

of enduring deficits in trade in commercial services. 

Sri Lanka has been running large deficits in its external trade in both goods and services. The exports 

coverage of imports of goods and services was never close to 90 percent in any year single over 1995-

2010 with the average ratio of 79 percent during this period. It reached the maximum value of 87 

percent in 2001. Subsequently, the ratio fell to 65 percent in 2008. Since imports fell more than exports 

in 2009, the coverage increased to 77 percent only to fall back, according to preliminary estimates, to 66 

percent in 2010 (see Figure 2 above). In terms of the GDP, the deficit ranged between 6 percent in 2002 

and 13.5 percent in 2008. A much larger contraction in imports than in exports in 2009 brought the 

trade deficit down to 6.5 percent of the GDP in 2009. Deficits were consistently recorded in both goods 

and services balances, expect in 2009 when the services balance was positive due to cuts in imports 

(Table 1). 

Foreign direct investment, foreign exchange earnings from tourism and workers’ remittances have 

played an important role in financing trade deficits, although their economic significance is different. In 

terms of the balance of trade in goods and services, aggregate net inflows from these sources were 

larger than deficits except in 2006-08 with remittances towering over them. Depending on the year they 

were between around two (in 2002-04 and 2008-08) and four times (in 2010) larger than aggregate FDI 

inflows and foreign exchange revenues from tourism in 2001-10. In terms of the GDP, they averaged at 

6.7 percent in 2001-10 reaching around 7 percent in 2009-10. 

Table 1: Trade balance in goods and services, FDI inflows and workers’ remittances in 2001-10 (in millions of US 
dollars and percent) 

  2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Goods and services 
balance, of which -954 -1,112 -1,140 -1,824 -2,179 -3,114 -3,354 -5,469 -2,731 -5,269 

goods -560 -796 -872 -1,443 -1,630 -2,345 -2,527 -4,470 -3,122 -4,050 

services -394 -316 -268 -381 -549 -769 -827 -999 391 -1,219 

Memorandum:                     

FDI inflows, net 172 197 229 233 272 480 603 752 404 478 
Earnings from 
tourism 195 251 340 416 362 410 384 320 349 576 

Remittances, net 984 1,097 1,205 1,350 1,736 1,904 2,214 2,565 2,927 3,608 
Total above in 
percent of balance 142% 139% 156% 110% 109% 90% 95% 67% 135% 88% 

Sources: IMF BOP data and World Bank WDI database. Earnings from tourism as reported in Annual Statistical 
Reports of Sri Lanka’s Tourism published annually by the Sri Lanka Tourism Development Authority. 
 

Both revenues from tourism and FDI inflows to Sri Lanka—very similar in terms of magnitudes—have 

been very small. Neither of them exceeded 2 percent of the GDP in 2001-10. In spite of the end of civil 

war in 2009, FDI inflows, in part because of their worldwide decline due to the global financial crisis in 

2008-09, fell to 0.9 percent in both 2009 and 2010 from 1.9 percent of the GDP in 2008. Revenue from 

tourism increased in 2010 from 0.8 percent of the GDP in 2009 to 1.2 percent. 

Although they are all sources of foreign exchange inflows and help finance deficits in international 

transactions, FDI stands apart from two other sources. FDI is not only a source of funding current 

account deficit but also an important conduit of technology diffusion critical to upgrading a country’s 

export basket. Sri Lanka has not benefitted much from a dramatic expansion of capital flows over the 

last two decade. 

Remittances and foreign exchange revenues from tourism are similar in their impact: both directly 

increase purchasing power of population. This may have two effects eroding propensity to export: (a) 

pressures towards the appreciation of the domestic currency; and (b) lower incentives to export. The 

appreciation may undercut competiveness of some exports and boost imports. Extra domestic demand 

may discourage exports: faced with expanding domestic demand firms do not have sufficiently strong 

incentives to look for markets abroad. The latter often requires significant investments necessary to gain 

contracts abroad and establish commercial presence in foreign markets. 
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1.2 SHIFTS IN DIRECTION OF TRADE: FROM ‘NORTH’ TO ‘SOUTH/EAST’ BUT ONLY ON 

THE IMPORTS SIDE 
Beginning around 2002, the geographical patterns of Sri Lanka’s foreign trade have undergone 

significant change. Its imports have shifted from highly developed “North” to developing countries or 

‘South,’ mainly from suppliers in “South/East” Asia, i.e., India, Singapore, China and Hong Kong, 

Malaysia, Taiwan, Pakistan and Indonesia. The share of “South/East Asia” imports of Sri Lanka rose from 

39 percent in 2001 to 56 percent in 2010. Exports, on the other hand, have continued to go to 

developed countries, although with some reshuffling as the EU has replaced the US as the major exports 

destination. The revival of exports in 2010, following a slump in 2009, was mainly driven by the surge of 

27 percent in the value of “South/East”-bound exports, which may be a harbinger of a change in 

direction of exports. Overall, breaking up the trade deficit into geographical components shows that 

trade with “South/East” remained responsible for deficits in trade in goods, as trade with the “North” 

has remained largely balanced (Figure 3). 

Figure 3: Shifts in direction of Sri Lanka’s foreign trade in regional breakdown in 1995-2010 (in millions of US dollars) 

 

Source: Based on Sri Lankan data from IMF Direction of Trade Statistics. 

The fall in the share of the “North” in total exports from around three-fourths in 2000 to 61 percent in 

2010 was mainly due to the fall in exports to the US. The value of US-oriented exports contracted in 

2001-10 at an annual LSG growth rate of (-) 0.6 percent. Strong export performance in EU markets at 

LSG rate of 10.5 percent was not sufficient to offset a 20 percentage point drop in the share of the US in 

total exports to 21 percent between 2001 and 2010. The share of the EU increased from 28 percent to 

35 percent during this period. Moreover, the share of Japan fell by half to two percent in 2010. 

Table 2: Ten major (A) export and (B) import markets for Sri Lankan goods in 2010 (in millions of US dollars and 
percent) 

A. Exports 
Share in total 

exports LSG rate B. Imports 
Share in total 

imports LSG rate 

Trade Partner 2001 2010 2001-10 Trade Partner 2001 2010 2001-10 

EU27  27.5 35.0 10.5 India 11.1 20.6 15.3 

United States 41.2 21.3 -0.6 Singapore  7.6 13.1 15.8 

India 1.5 5.6 15.1 EU27  16.0 12.4  6.0 

United Arab Emirates 3.1 3.0 9.1 China  4.1 10.1 19.7 

Russian Federation 2.5 2.9 7.8 Iran, Islamic Rep.  4.3  5.3 18.0 

Singapore 1.2 2.2 8.0 Japan  6.2  4.7 1.0 

Japan 4.0 2.0 -0.3 Hong Kong, China  9.3  4.7 2.0 

Turkey 1.0 2.0 12.7 Malaysia  3.8  3.1 5.6 

Iran, Islamic Rep. 0.6 1.8 20.8 United Arab Emirates  2.8  2.7 8.7 

Syrian Arab Rep. 1.2 1.4 9.6 Thailand  2.7  2.6 9.8 

Total above 82.6 77.3 7.1 Total above 68.1 79.3 9.4 

Source: Based on Sri Lankan data from UN COMTRADE Statistics. 

As for “South/East” exports, India moved from being the 6th largest market in 2001 to the 3rd largest 

consumer of Sri Lankan products in 2010, after the US and EU (Table 2A). Yet, its share of 6 percent in 

2010 remains relatively low considering proximity and Indo-Sri Lanka Trade Agreement according 

preferential access to Sri Lanka’s exporters. 

Geographical concentration of Sri Lanka’s exports and imports, as measured by the share of five largest 

export and import markets has been falling. On the export side, the concentration fell rather 

significantly from 78.3 percent to 67.8 percent in 2001-10 mainly thanks to a rapid growth in exports to 
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Indonesia, Iran, and China, albeit all from a low base.5 Combined with a significant increase in India-

oriented exports, these developments point to a growing diversification of Sri Lanka’s exports, although 

the EU and the US remain major markets taking more than half of Sri Lanka’s total exports of goods 

(Table 2A).  

In contrast to exports, Sri Lanka’s imports remain more diversified geographically, and they have 

continued their shift to the sources of supplies located in “South/East.” The share of five major suppliers 

fell from 78 percent of total imports in 2001 to 68 percent in 2010. Two emerging world trading 

powerhouses, India and China, recorded the largest gains in market shares in Sri Lanka: the share of 

India in total imports almost doubled whereas the share of China increased around 2.5 times with these 

two countries accounting for almost a third of Sri Lanka’s imports in 2010 up from 15 percent in 2001 

(Table 2B). 

Geography and fast industrialization of South and East Asia explain their preeminent position as major 

suppliers of Sri Lanka’s imports. These factors should also contribute to rapidly expanding Sri Lankan 

exports to these markets as their import demand has been growing at double-digit growth rates. It 

appears, however, that Sri Lankan businesses have failed to respond to opportunities offered by rapidly 

expanding import demand in South and East Asia including India. Sri Lanka’s share in total Indian 

imports of goods was growing each year in 2001-05 from 0.14 percent in 2001 to 0.4 percent in 2005 

and started falling each year down to 0.13 percent in 2008. While the value of exports to India in 2009 

was almost five times larger than in 2001, yet this was mainly the result of a surge of these exports in 

2002 and 2003 from US$72 million in 2002 to US$171 million in 2002 and US$245 in 2003. In 2003-09 

they grew at an annual LSG rate of 2.8 percent and peaked in 2005 at US$566 million. In 2009 they were 

at 59 percent of this peak value. Exports to other countries of the region were stagnant (China) or 

contracting (Singapore). 

1.3 IN DEFIANCE OF GLOBAL TRENDS: THE PUZZLE OF FALLING OPENNESS 
Cast against comparator countries, Sri Lanka’s foreign trade performance in the 2000s has been 

characterized by several idiosyncratic features: faster growth of GDP than of exports; lackluster exports 

growth by regional standards; declining level of openness as measured by total trade in GDP; and 

persistent foreign trade imbalances. These characteristics set Sri Lanka aside from other comparator 

countries on most counts. While most other comparator countries—except for Mauritius and to a lesser 

extent Malaysia—experienced export-led growth, domestic demand appears to have been the driver of 

Sri Lanka’s growth since 2002. LSG (least square growth) rate of Sri Lanka’s GDP in 2002-2010 was 6.9 

percentage points higher than its exports LSG rate (Table 3).  

Table 3: Aspects of external performance of Sri Lankan economy against selected other countries in 
1995-2001 and 2002-10 

  LSG rate of GDP 
LSG rate of exports of 

goods and services 
LSG rate of imports 

of goods and services 

Exports in % of 
imports of goods and 

services 
Total trade in percent of 

GDP 

Country 1995-01 2002-10 1995-01 2002-10 1995-01 2002-10 1995 2002 2010 1995 2002 2010 

Bangladesh 3.6 9.0 9.3 14.6 6.2 14.6 63 75 74 28 33 51 

India 4.7 14.7 8.2 19.4 7.7 21.6 90 94 79 23 30 46 

Pakistan 3.0 11.4 -0.2  8.1 -2.7 15.8 86 99 68 36 31 32 

Sri Lanka 3.3 13.8 4.5  6.9  3.6  9.4 77 84 71 82 76 53 

Memorandum:   
          Korea, Rep. -1.1 6.3 4.2 12.2 1 12.5 96 105 106 59 65 105 

Malaysia -0.9 10.9 3.7  9.2 -0.5 7.7 96 119 121 192 199 153 

Mauritius 1.6 8.4 3.1  6.3 1.6 9.9 96 105 81 120 121 114 

Thailand -7.6 11.5 1.8 12.7 -3.7 12.4 86 112 110 90 122 136 

Sources: IMF BOP data and World Bank WDI database. 

The shift from export-led growth to that driven by domestic demand took place in the 2000s. In 1995-

2001 Sri Lanka was a shining star among comparator countries lagging only behind Bangladesh and 

India, in terms of real GDP growth and export growth. Sri Lanka largely escaped the East Asian Crisis of 

1997-1998, which deeply affected growth performance of the Republic of Korea, Malaysia, and Thailand, 

                                                             
5 The share of Indonesia increased from 0.1 percent in 2001 to 1.1 percent in 2010; that of Iran from 0.6 percent to 
1.8 percent; and that of China from 0.1 percent to 1.1 percent, respectively. Own calculations derived from the 
data in the IMF Direction of Trade statistics. 
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among others, during this period.6 But, after the 1997-98 crisis, export-led growth took East Asian 

economies back to the pre-crisis levels while export performance in Sri Lanka stagnated. However, 

strong real GDP growth meant its GDP in current US dollars was around three times larger in 2010 than 

in 2001 and was the second fastest growth performer in the group. 

The fortunes reversed in 2002-10, albeit only in export performance in which Sri Lanka had the second 

worst record being slightly ahead of Mauritius by 0.6 percentage points. The deterioration in exports 

performance coincided with the reversal of liberal foreign trade policy that began in 2001 with the 

imposition of a Customs Surcharge of 40 percent levied on the value of calculated duties followed by the 

introduction of significant charges or para-tariffs with similar effect as duties (Pursell and Ahsan, 2011). 

But it did not have impact on the GDP growth as Sri Lanka continued to be a strong performer in 2002-

10: in fact, Sri Lanka experienced the second, after India, fastest GDP growth among comparator 

countries: its GDP in current US dollars was around three times larger in 2010 than in 2001. 

Hence, it comes as no surprise that openness of Sri Lankan economy fell in the 2002-10 period: its total 

foreign trade in percent of GDP declined from 82 percent in 1995 to 76 percent in 2002 and 53 percent 

in 2010 (Figure 4). Furthermore, relative to other countries, except for India and Bangladesh with 

respective populations many times larger than that of Sri Lanka, foreign trade in percent of the GDP has 

remained very low. The contraction in openness as measured by total trade in percent of GDP was not 

solely the result of the GDP growing faster than exports but also faster than imports. Exports of goods in 

terms of the GDP fell from 31 percent in 2000 to 18 percent in 2010, while imports fell from 34 percent 

to 24 percent during this period. 

But the contraction in the level of openness as measured by total trade in goods and services in GDP 

between 2000 and 2009 was astounding although there was precedence of huge volatility in trade vis-à-

vis GDP in Sri Lankan economic history (see Figure 4). Except for two periods in 1972-80 and 1986-95, 

domestic demand rather than foreign trade drove Sri Lanka’s GDP growth in 1972-2010. The level of 

openness in 2009 of 49 percent was barely 3 percent points above this level in 1972, which was the 

lowest over the whole period of 1970-2010. Furthermore, this was before the reforms in 1978, which 

marked the departure from import-substitution strategy. But between 1972 and 1980, foreign trade 

expanded faster than GDP except in 1976. The 1980-86 period witnessed the contraction in openness 

from 87 percent in 1980 to 59 percent followed by strong expansion over the next decade to 82 percent 

in 1995. In 1996-99 the growth of foreign trade moved in tandem with that of the GDP. A steep decline 

began in 2005. Although trade rebounded strongly in 2010, it remains to be seen whether this trend will 

continue. 

Figure 4: Openness of Sri Lankan economy in selected years over 1972-2010 measured in terms of total trade in 
goods and services in percent of GDP 

 

Source: derived from the World Bank WDI database. 

The reasons for the falling openness of Sri Lankan economy, which defies trends observed across the 

majority of developing economies, cannot be fully explained without examining foreign trade and 

supply-side policies. Beyond policies and institutions, two factors may contribute to this phenomenon: 

foreign currency revenue from tourism and remittances from labor working abroad. Remittances were 

huge amounting on average to around 7 percent in 2001-10 with an absolute deviation of 1.1 

percentage points. Since they have been increasing at a similar pace as the GDP, they could not have 

been responsible for the fall in openness. Similarly, foreign currency earnings from tourism did not 

                                                             
6 For an examination of sources and their impact on external performance of these countries, see Cognato and 
Kaminski (2009). 
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increase in terms of the GDP during this period. To the contrary, they even fell in 2008-09 to 0.8 percent 

of the GDP.7 

Thus, one has to look for explanations in policies shaping investment climate as well as those affecting 

external interaction of businesses. While policies are addressed in Part 2 of this report, we note here 

that Sri Lanka’s export basket has displayed rather remarkable stability over the last forty years with 

exports of garments growing at roughly the same rate as those of other manufactures (Section 1.2) and 

that the nature of Sri Lanka’s plugging into global markets for goods did not substantially change over 

the same period (Section 1.3). Both suggest Sri Lanka’s exports basket having been frozen in time. 

1.4 IN DEFIANCE OF GLOBAL TRENDS: CONTINUED DOMINANCE OF EXPORTS OF 

GARMENTS 
Ever since the First Industrial Revolution, developing production of garments was the first step towards 

industrialization. Garments towered over other products in England’s exports in the early 19th century. 

They did so also more recently in exports of countries that graduated to the core of highly developed 

economies such as Japan or South Korea. But as countries move up the development ladder, their 

exports become more diversified with other manufactured exports expanding much faster. As a result, 

clothing as the share of manufactured exports would be falling. For instance, the share of exports of 

clothing in total exports of successful transition economies that joined the EU in 2004-07 peaked in 

1993-2001 and then fell although exports continued but no longer limited to simple assembly of basic 

garments for exports (Javorcik and Kaminski 2006). 

Although Sri Lanka’s exports of clothing in percent of manufactured exports peaked very early in 1984, 

their share in manufactured exports of 63 percent in 2010 has remained remarkably high. The peak 

came eight years before India and almost two decades earlier than in Pakistan and Bangladesh. 

Interestingly, this also happened earlier than in more developed comparators—Malaysia, Mauritius, and 

Thailand (Table 4). Yet, Sri Lanka’s exports of other manufactured products relative to clothing grew 

relatively slower than those of other countries. The largest increase of other manufactured goods was 

for Korea, Thailand, and Malaysia: the share of clothing in 2010 in manufactured goods exports was 

respectively 2 percent, 12 percent, and 32 percent of their peak levels. 

Table 4: Exports of clothing in terms of value and percent of manufactured exports in peak years over 1980-2010 and in 2010 (in 
millions of US dollars and percent) 

  Peak exports in terms of share**/ Exports in 2010 Index 2010, peak=100 
  Year Value Share  Value Share Value Share 

Bangladesh*/ 2003 5,067 85 9,392 81 185 95 
India 1992 3,106 21 11,250 8  362 40 
Pakistan 2000 2,213 28 4,037 25 182 89 

Sri Lanka 1984 294 75 3,493 63 1,190 85 

Memorandum: 
  

  
 

  
 

  

Malaysia 1988 831 9 3,881 2.9 467 32 
Mauritius 1987 764 89 663 59 87 66 
Thailand 1987 1,500 25 4,352 3.1 290 12 
Korea, Rep. 1981 3,868 20 1,627 0.4 42 2 

Note: */the last year data available is 2007; **/ share of exports of clothing in total exports of manufactured goods. 
Source: Own calculations based on data reported to the UN COMTRADE database. 

The share of clothing in Sri Lankan manufactured exports has not changed dramatically since 1975 but 

its share in exports of South Asia has significantly declined. Sri Lanka was in the 1980s a region’s 

powerhouse: its exports accounted for 20 percent of Indian subcontinent’s aggregate exports in 1984. 

This share at 12 percent in 2007 is still impressive.8 So is its sea-saw pattern of Sri Lankan exports, which 

is noteworthy. Its share in Indian subcontinent’s garment’s exports was falling in 1985-89 to 12 percent 

in 1989: so were exports in percent of manufactured exports decreasing from 75 percent in 1984 to 59 

percent in 1989 (see Figure 5). 

From the vantage point of 1989, Sri Lanka’s profile looked very much like that of any other developing 

country moving quickly from unskilled labor-intensive activities to more capital- and skilled labor-

intensive products. But this pattern was reversed in the 1990s: Sri Lankan producers of garments 

outperformed local competitors with their share shooting back to 19 percent in 1999 and other 

                                                             
7 Data on foreign currency revenue from tourism come from the website of the Sri Lanka Tourism Development 
Authority at http://www.sltda.lk/annual_statistical_reports, accessed on February 2 2012. 
8 Since no data are available for Bangladesh in 2008-10, no estimate is available for more recent years. 

http://www.sltda.lk/annual_statistical_reports
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manufacturing sectors in Sri Lanka: their share rose from 60 percent in 1989 to 70 percent in 2002 and 

then began falling again to 63 percent in 2008 and 2010. 
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Figure 5: Sri Lanka’s share in subcontinent’s exports of garments and the share of garments in Sri Lankan exports of 
manufactured goods (in percent) 

 

Left axis: Sri Lanka’s exports of garments in percent of aggregate garments exports of Bangladesh, India, Pakistan, 
and Sri Lanka: Right axis: Sri Lanka’s exports of clothing in percent of Sri Lanka’s exports of manufactured goods. 
Source: As in Table 4. 

Hence, while other countries expanded exports of other manufactures much faster, Sri Lanka has not 

fared that well vis-à-vis countries that began transitioning from garments in either 1980s or 1990s. 

Thailand’s performance has been particularly impressive. Until 1987, garments were one of the main 

levers of manufactured exports growth. Subsequently, the growth shifted to other manufactured goods 

with the share of garments falling from 25 percent in 1987 to 20 percent in 1991, 8 percent in 2001, and 

3 percent in 2010. The scope of change as measured by the fall in the share of garments was also 

smaller than in India’s and other more developed comparators.  

1.5 DIGRESSION ON SRI LANKA’S INTRA-INDUSTRY TRADE  
The significance of intra-industry trade (IIT), i.e., two-way trade in similar differentiated products, in 

global commerce has significantly increased over the last two decades or so as industrialization spread 

across the globe. Conventional comparative advantage brings about inter-industry specialization, as it 

operates on groups of products rather than within them. The force driving IIT are economies of scale 

associated with supplying a larger market, whereas the reason a country cannot produce a complete 

range of these products relates to fixed costs of production. In consequence, countries with similar 

factor endowments find a reason to trade with each other. This trade does not involve relocation of 

whole industries, since both factors of production, labor and capital, gain from it. In consequence, 

specialization in differentiated products associated with IIT poses fewer adjustment problems than 

inter-industry trade. 

The difference between IIT trade and inter-industry trade is not only that it is less vulnerable to swings 

in business cycle in an importing country thus assuring a higher degree of stability in country’s export 

earnings. There are several other distinctions. First, it leads to lesser inequalities in regional 

development and income distribution. After all, in addition to imperfect markets and more diversified 

consumer demand, the major lever of this trade is increasing economies of scale. 

Second, IIT may point to the mode that a country’s economy is integrated into global markets. Its 

presence may indicate participation of local firms in global value chains, i.e., new division of labor based 

on fragmentation or production sharing also referred to ‘global manufacturing.’ Note, however, that 

while the IIT clearly includes fragmentation-related trade, it also captures a large portion of trade that 

may have little to do with global manufacturing. Consumer preferences rather than globalization of 

production shape trade in, for instance, motor vehicles between the EU and the United States. This 

trade allows realization of economies of scale thanks to greater product specialization in differentiated 

products. Technological factors may lower the minimum efficient scale of production and thus allow the 

market support more firms and greater variety. 

Third, IIT is an indication of an achieved level of industrialization and implied presence of trade involving 

not only exchanges of similar products but also flows of investment and know how. The latter is 

associated with ‘global manufacturing’ and usually also involves movement of skilled labor and business 

services. IIT expansion attests to the growing industrial maturity and similarity in industrial structures 

associated with expanding incomes. IIT tends to be high among developed countries with higher 

similarity in terms of their endowments (incomes) and smaller thresholds of the minimum efficient scale 

of production (more firms and greater variety supported by the market). Hence, its greater presence 

indicates higher level of economic development. 
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Having had sketched multiple meanings of IIT, we may turn to a superficial assessment of the role of this 

trade in Sri Lanka’s commercial interaction with the world. In order to estimate IIT, we shall use a well-

known GL (Grubel-Lloyd) index, which denotes a fraction of two-way trade of industries, taken into 

account, in total trade.9 Values of G-L index calculated for trade in manufactured goods as well as trade 

with the most important partners accounting for three-fourths of total trade and 72 percent of exports 

in 2010, up from 66 percent for both total trade and exports in 1990, point to the increase in IIT over the 

last two decades, albeit with important qualifications. The increase was not dramatic and varied across 

bilateral trade with partners. For total trade, the share of IIT in total trade was rather small, although it 

increased from 16 percent in 1990 to 20 percent in 2010 (Table 5). 

However, an overall picture emerging from examining the values of G-L in bilateral trade is that of 

stagnation. The share of IIT in trade with the EU and US was slightly higher in 1990 than two decades 

later in 2010. The increase of IIT in trade with other countries was significant but does not change the 

trend for two reasons. First, EU and U.S. (together with Canada) have taken more than half of Sri Lankan 

total exports and run trade deficits with Sri Lanka. Neither does the increase of IIT in total trade nor in 

trade with Asian partners suggest reshuffling of products between EU/U.S. and Asian markets. 

Furthermore, the share of primary commodities in EU- and U.S.-destined Sri Lankan exports significantly 

declined (Table 5). 

Table 5: Values of G-L index, shares of selected countries and groupings in Sri Lanka’s trade, and shares of primary 
exports and high-tech imports in 1990 and 2010 (in percent) 

 

Share in total 
exports 

GL Index of 
Intra-trade 

Share of primary 
exports*/ 

Share of high-
tech imports*/ Share in total trade 

  1990 2010 1990 2010 1990 2010 1990 2010 1990 2010 

India 1.1 5.6 38.8 52.7 78.8 46.7 6.0 7.3 3.0 14.6 

China with Hong Kong 0.2 1.1 37.3 46.1 54.5 52.0 4.4 8.9 5.8 9.8 

Other Asia**/ 9.4 8.0 50.8 70.2 47.6 47.5 3.7 4.7 19.2 17.2 

European Union 27.7 35.0 68.1 65.6 32.9 15.4 16.6 16.9 21.2 21.5 

US and Canada 27.3 22.4 60.4 60.0 6.2 4.8 7.2 4.5 16.5 11.1 

Total 100 100 16.3 20.0 44.5 32.0 6.6 7.5 100 100 

Notes: */ the classifications of factor intensity are based UNCTAD/WTO/ITC in SITC 3-digit products in Rev. 2. by Hinloopen and 

van Marrewijk (2001) available at http://www2.econ.uu.nl/users/marrewijk/eta/intensity.htm. **/ Other Asia includes 

Indonesia, Japan, Korea Rep., Malaysia, and Singapore. 

Source: calculations based on three-digit SITC. Rev. 3 data as reported in the UN COMTRADE database. 

Second, trade with other Asia has the largest component of two-way trade: the value of GL was below 

that in trade with the EU and U.S. in 1990 (51 percent) but significantly exceeded them at 70 percent in 

2010. However, in contrast to exports to the EU and U.S., around half of Sri Lanka’s exports were 

unprocessed primary products. These shares in exports to India and China, although contracted 

(particularly significantly for India-directed exports) in 1990-2010, were around half of Sri Lanka’s total 

exports. 

In all, the mode of Sri Lanka’s integration into global markets for goods has not incurred significant 

change. It is still driven by a conventional comparative advantage derived from differentials in 

endowments in factors of production rather than a growing similarity associated with catching up with 

Sri Lanka’s major export partners. Relatively small increases in the values of GL indices also attest to 

limited progress in developing internationally competitive industries between 1990 and 2010. Similarly, 

they also point to the lack of an increased participation in ‘global manufacturing’ with its all implications 

for employment and national welfare. 

1.6 CONCLUDING OBSERVATION 
Sri Lanka’s foreign trade performance has been good, but well below the standards set by comparators. 

Domestic demand appears to have been a major lever of economic growth, as GDP grew faster than 

both exports and imports. Sri Lanka is the only country among the comparators shown with GDP growth 

not led by exports. Except for the 1992-97 phase of expansion, when exports grew significantly faster 

than world exports, Sri Lanka’s export growth performance has been modest over the last two decades. 

Sri Lanka has failed to fully tap opportunities offered by unprecedented expansion of world trade in 

2002-08 driven largely by neighboring India and near-by China and made possible by soaring import 

                                                             
9 The GL index of intra-industry trade between two partners is usually expressed as: GL = 100*{1 - [ Xi - Mi /  
(Xi + Mi)]}, where X and M is exports and imports, correspondingly, of product i. The GL index gives information 
about the fraction of total trade of industries that is IIT. The values are sensitive to the breakdown of industries, 
i.e., the level of disaggregation and imbalances in foreign trade.  

http://www2.econ.uu.nl/users/marrewijk/eta/intensity.htm
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demand in the US and EU. Sri Lankan consumers and producers have taken advantage of cheaper 

sources of imports in South/East Asia, whose share in total imports has dramatically expanded. Sri 

Lankan firms have been very successful in EU markets but at the expense of deteriorating performance 

in US markets and not expanding their presence in neighboring markets. In consequence, a significant 

portion of an increase in EU-oriented exports was the result of redirection of exports from US markets. 

Sri Lanka’s mode of integration into world markets does not appear to have undergone significant 

change over the last three decades comparable to that in many other developing countries. In fact, Sri 

Lanka’s export performance defies world trends in two aspects. First, the share of clothing in Sri Lankan 

manufactured exports has remained very high indicating that exports of other manufactured goods has 

not expanded faster than those of garments. Second, in spite of an impressive progress in 

industrialization Sri Lanka’s foreign trade remains rooted in inter-industry trade, which is characteristic 

of economies at much lower level of development than Sri Lanka. While considering its GDP per capita 

this may come as no surprise, a slow progress that occurred over the space of the last two decades 

points to the absence of new industrial sectors competitive internationally. 

As Sri Lankan businesses have not responded to opportunities offered by rapidly expanding import 

demand in India and other countries of the region, the policy challenge is to identify the reasons for 

unimpressive export performance in South/East Asian markets and limited change in composition and 

the size of manufactured exports. Has it been because of conditions in access to these markets? Has it 

because of administrative and other barriers suppressing business activity? The answers to these two 

critical questions can help design a right mix of policies that would re-energize the export-orientation of 

the Sri Lankan economy. 

2. EVOLVING EXPORTS OFFER AND SPECIALIZATION PATTERNS  

Global markets have undergone deep transformation over the last decade and half. Most developing 

countries have become strongly enmeshed in division of labor linking industrial processes across 

borders. In this evolution, many of them have become internationally competitive in manufactured 

products with the center of gravity of world industrial output slowly moving towards Asia. Where does 

Sri Lanka fit into this changing landscape? Or more generally, how has the position of Sri Lanka in world 

trade for goods and global division of labor changed over the last decade? We investigate this question 

below. 

2.1 CONCENTRATION OF EXPORTS: TREND TOWARDS DIVERSIFICATION? 
Although exports of clothing and tea continue to account for the bulk of Sri Lanka’s exports, there are 

tentative indications of an increasing diversification in its exports offer. The diversification process, 

however, has been rather slow and uneven depending on the measure of concentration used. Table 6 

summarizes the results. Several observations can be derived from their examination. 

Table 6: Sri Lanka’s exports basket in 1999-2010 through the lenses of various measures of concentration 

  1999 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Exports of tea and clothing 2,987 3,197 3,105 3,269 3,582 3,782 4,033 4,425 4,863 4,576 5,070 

of which clothing 2,287 2,441 2,350 2,513 2,767 2,874 3,048 3,272 3,437 3,265 3,491 

share in total 67% 68% 66% 67% 66% 61% 60% 58% 59% 64% 61% 

share of clothing in total 51% 52% 50% 52% 51% 47% 45% 43% 42% 46% 42% 

share of 8 SITC-double digit sectors in 
total exports (excluding tea and clothing 68% 67% 65% 66% 65% 61% 59% 57% 61% 62% 62% 
share of 20 largest SITC-four digit 
sectors in total exports 61% 62% 63% 63% 57% 62% 61% 60% 63% 65% 64% 

share of 20 largest SITC-four digit 
sectors in 1999 in total exports 61% 60% 58% 57% 56% 52% 50% 48% 49% 52% 49% 
share of 20 largest SITC-four digit 
sectors in 2010 in total exports 51% 55% 56% 56% 57% 58% 60% 59% 62% 64% 64% 

Values of Herfindahl-Hirshman Index 2,950 3,061 2,826 2,982 2,865 2,491 2,353 2,152 2,177 2,524 2,231 

Number of two-digit SITC sectors with 
exports exceeding US$1 million 46 49 48 52 52 50 52 52 51 52 50 
Number of four-digit SITC sectors with 
exports exceeding US$1 million 188 215 221 223 239 243 251 269 277 246 253 

Note: Sri Lanka did not report its trade data to the UN COMTRADE database in 2000. 

Source: calculations based on Sri Lanka’s exports data as reported to the UN COMTRADE database. 

Clothing followed by tea has been and remains Sri Lanka’s major exportable. Its share in total exports 

fell from around two-thirds in 1999-2004 to 58 percent in 2007 and increased to 64 percent in 2009 and 

contracted to 61 percent 2010. The value of exports of clothing was 3.2 times larger than that of exports 
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of tea in 2010. However, as exports of tea have displayed consistently stronger growth since 2004, 

dominance of clothing has weakened.10 Yet, with the share of 42 percent in total exports, they clearly 

towered over other exports. 

A better measure is composition of Sri Lanka’s manufacturing exports. In one important, it strikes one as 

‘frozen in time’ with garments having had essentially grown at the same pace as exports of other 

manufactured goods in 1980-2010: their average share in manufactured exports was 65.6 percent in 

1980-2000 and 66.1 percent in 2001-10. Contrast this with Thailand’s performance: the share of 

garments in manufactured exports peaked at 25 percent in 1987 and fell to 20 percent in 1991, 8 

percent in 2001, and 3 percent in 2010. This share in India’s exports peaked in 1992 at 20 percent: it was 

8 percent in 2010. 

The international experience seems to suggest that limited change in composition of exports is the 

result of either one of the following factors or their combination: marginal status of many Sri Lankan 

firms in foreign markets, low level of exposition to competition from imports, and internal weaknesses 

in the quality of investment climate. When import demand falls, marginal suppliers are the first to lose 

export contracts. The absence of competitive domestic markets combined with low levels of 

competition from imports due to trade barriers does not encourage firms to become cost-effective. In 

contrast, sectors with well established presence in international markets, as illustrated by the garments 

sector (see our discussion in Chapter 3.3), are more immune to swings in world demand. 

2.2 CHANGE IN FOREIGN TRADE: DEGREE OF PROCESSING, TECHNOLOGY AND FACTOR 

CONTENT 
An interesting question concerns the evolution of the export basket in terms of the level of processing, 

factor content, and technology in Sri Lankan exports and imports. Was there a discernible shift towards 

more processed goods representing factor content in line with Sri Lanka’s endowments? To answer this 

question, we filter Sri Lankan foreign trade statistics using three different classifications focusing on the 

end-use of products, content in terms of factors of production, and the level of technology. The first 

classification distinguishes amongst primary inputs, manufactured goods, and fuels; the second one 

makes a distinction between resource-intensive products, capital intensive, unskilled labor intensive; 

and human capital intensive products; and the third one distinguishes amongst low technology and 

labor intensive activities, resource intensive activities, and medium- to high-technology production 

activities.  

As viewed through the lens of a filter defining products in terms of their degree of processing, two 

observations come to fore. First, Sri Lanka remains a net exporter of primary inputs and a net importer 

of manufactured goods and energy (Table 7). Tea plays a critical role: excluding tea exports, the surplus 

in primary inputs trade goes negative with exports coverage of imports of primary inputs falling from an 

average of 115 percent in 2002-08 to 58 percent in this period. So do exports of clothing, which are also 

critical to financing imports: excluding clothing exports, exports coverage of manufactured goods 

imports would fall from an average of 76 percent to 26 percent in 2002-08. 

Second, the shift towards primary inputs has been prominent since 1999 with their share increasing 

from 23 percent to 32 percent in 2010 exclusively at the expense of manufactured goods whose share 

fell from 75 percent to 67 percent (Table 7). The change was not due to different dynamics of tea, the 

driver of primary inputs, or of clothing, the main determinant of manufactured exports but to poor 

export performance of manufacturing sectors. Although both other primary inputs (excluding tea) and 

manufactured goods (excluding clothing) experienced stronger growth at LSG rates over 2002-08 of 15.6 

percent (as compared with 10.6 percent for tea) and 11.5 percent (as compared with 6.3 percent for 

clothing), the crux of the matter is that other primary inputs expanded significantly faster than other 

manufactured exports. The improvement of terms of trade of commodities vis-à-vis manufactured 

goods in 2003-08 does not seem to explain this change as the price of tea, which on average accounted 

for 52 percent of exports of primary inputs in 2001-08, did not increase significantly during this period. 

Sluggish exports growth performance of clothing and other manufactured goods seems to have 

contributed to it. 

                                                             
10 Exports of tea experienced very strong growth in 2004-10: an average annual LSG rate was 11 percent as 
compared with clothing exports growing at 4 percent LSG rate during this period. The share of tea exports 
increased from 15 percent to 19 percent during this period. 
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The switch in Sri Lankan exports from processed manufactures to primary inputs does not necessarily 

imply the loss of competitive edge in labor- and capital-intensive manufacturing operations. The 

dramatic increase in prices of raw materials fueled by rapid growth of China and India as well as by loose 

US monetary policy improved the terms of trade of suppliers of primary inputs. In other words, the 

increase in the share of primary inputs does not suggest a dramatic reorientation in country’s 

comparative advantage against its endowments in factors of production 

Table 7: Sri Lanka’s exports in terms of degree of processing in 2001 and 2005-2010 (in millions of US dollars and 
percent) 

  1999 2005 2006 2007 2008 2009 2010 LSG 2002- Annual change 

    (in millions of US dollars)     2008 2009 2010 

Primary inputs 1,041 1,718 1,819 2,176 2,462 2,209 2,634 12.9 -10% 19% 

of which: tea 619 810 881 1,026 1,270 1,186 1,378 10.6 -7% 16% 

Manufactured goods 3,349 4,322 4,777 5,212 5,489 4,793 5,524  8.1 -13% 15% 

of which: clothing 2,287 2,874 3,048 3,272 3,437 3,265 3,491  6.3 -5% 7% 

Fuels 19 1 8 2 2 2 13 -16.4 20% 525% 

  1999 2005 2006 2007 2008 2009 2010 Index 2008 Annual change 

    (in terms of percent)     2002=100 2009 2010 

Primary inputs 23.3 27.9 26.9 28.4 30.1 31.0 31.7 124 3% 2% 

of which: tea 13.9 13.2 13.0 13.4 15.5 16.6 16.6 111 7% 0% 

Manufactured goods 75.0 70.2 70.7 68.0 67.1 67.3 66.5  91 0% -1% 

of which: clothing 51.2 46.6 45.1 42.7 42.0 45.9 42.0  85 9% -8% 

Fuels 0.4 0.0 0.1 0.0 0.0 0.0 0.2   7 38% 436% 

  1999 2005 2006 2007 2008 2009 2010 Index 2008 Annual change 

    Exports in percent of imports   2002=100 2009 2010 

Primary inputs 111 121 112 127 109 128 115 99 17% -10% 

of which: tea 18,337 5,878 4,191 4,369 3,620 4,837 4,592 37 34% -5% 

Manufactured goods 82 76 74 77 68 82 70 79 21% -15% 

of which: clothing 3,080 2,678 3,038 3,222 3,232 3,293 3,039 142 2% -8% 

Fuels 6 0 0 0 0 0 1 3 105% 453% 

Memorandum:             
 

    

Total exports in % of imports 84 74 69 67 60 76 67 77 26% -11% 

Note: the totals in terms of percent do not add up to 100 percent because of unaccountable exports. 
Source: Based on Sri Lankan data from UN COMTRADE Statistics. 

Based on the analysis above and the natural endowments of the country, the Sri Lankan export offer 

should contain a balanced basket of natural resource intensive and unskilled labor intensive products 

with a tendency to move towards skilled labor and capital intensive products. It is well endowed in 

arable land and has climate favorable to agricultural production: one would expect therefore 

specialization in agricultural products. Major products of agriculture, contributing around 13 percent to 

the GDP are rice, tea, rubber, coconut, and spices. It also has deposits of some minerals—limestone, 

graphite, mineral sands, gems, and phosphate. But it does not have oil or coal. One would expect it to be 

a net importer of natural-resource intensive products excluding agricultural products. As a mid-level 

developing country, Sri Lanka would be unlikely to specialize in capital intensive products. Last but not 

least, international labor statistics also suggest that Sri Lanka is relatively well endowed in both unskilled 

and skilled labor force.11 

The change in Sri Lanka’s exports basket over 2002-10 corroborates expectations derived from its 

endowments in factors of production. Unskilled labor and natural resource intensive products (raw 

materials) continue to dominate its exports with an aggregate average share of 87 percent in 2002-10. 

But within this aggregate, there was a strong shift towards exports of resource-intensive raw materials 

at the expense of unskilled labor intensive products: their share in total exports fell from 56 percent in 

2002 to 46 percent in 2010. On the other hand, however, there was a very strong expansion in exports 

of skilled labor intensive products: the LSG rate in 2002-08 of 20 percent was the highest followed by 

the growth of raw materials (15 percent), capital intensive products (10 percent), and unskilled labor 

intensive products (6 percent). The 2009 crisis and a subsequent rebound in 2010 did not change this 

dynamic as skilled labor intensive exports reported the strongest increase in 2010 of 45 percent 

following the second largest contraction of 28 percent after capital intensive products that fell 34 

percent. Not surprisingly, expansion in exports to the EU drove the change in factor content (Box 2). 

Box 2: Change in factor-intensity of Sri Lanka’s EU-oriented exports 

                                                             
11 See http://laborsta.ilo.org/STP/guest, accessed on July 13, 2010.  

http://laborsta.ilo.org/STP/guest
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EU markets have played a critical role in Sri Lankan exports in at least two ways (Box Table 2). First, trade with the EU has been 
a major foreign currency earner for Sri Lanka as the value of its exports was on average in 2002-08 almost twice (91 percent) as 
large as the value of its imports from the EU. Except for capital intensive products, where exports coverage of their imports 
amounted to 24 percent on average in 2002-08, Sri Lanka has had surpluses in other groups by factor intensities. It exported on 
average almost eight-times more of unskilled labor intensive products (773 percent) than it imported them from the EU and 30 
percent and 37 percent more of skilled labor intensive products and raw materials, respectively, in 2002-08. This stood in large 
contrast to trade with the world excluding the EU: except for unskilled labor intensive products (129 percent), the exports 
coverage of other imports was well below 100. 

Box Table 2: Significance of EU markets in ‘upgrading’ Sri Lankan exports in 1991-2008 (in percent) 

  Share of the EU in total exports LSG rate of Exports (in %)   

  
 

  Index 2001 Index 2010 to EU markets to non-EU markets 

  2001 2010 1995=100 2002=100 1995-01 2002-10 1995-01 2002-10 

Raw Materials 27 27 66 96 -3.5 8.8 7.6 7.6 

Unskilled Labor 29 50 83 156 3 10.5 3.1 0.5 

Capital 24 29 98 106 11.3 6.8 6.7 5.3 

Skilled Labor 48 50 125 103 11.3 10.8 10.8 9.3 

Total above 30 42 80 132 2 10 5.2 3.8 

Source: own calculations based on Sri Lanka’s partners’ data as reported to the UN COMTRADE database. 

 Second, the shift towards skilled labor and capital intensive products in Sri Lankan exports was much stronger in exports to the 
EU than to the ROW (rest of the world) through 1995-2008. The share of raw materials in total EU-destined exports stood in 
2008 at 70 percent of its level in 1995; the share of unskilled labor intensive products at 101 percent; the share of capital 
intensive products at 183 percent; and that of skilled labor intensive products at 247 percent. It is rather telling that while EU 
absorbed 42 percent of Sri Lanka’s total exports in 2008, it provided outlet for 52 percent of Sri Lankan total exports of sk illed 
labor intensive products up from 37 percent in 1995. Even though the rate of growth of EU-destined exports was lower in 1995-
2001 than to the ROW, exports of both skilled labor and capital intensive products expanded at higher growth rates: 11.3 percent 
for both groups against LSG rates of 6.7 percent and 10.8 percent for ROW-directed exports of these products (see Box Table 
2). 

Since the classification used above to identify exports in terms of their factor content does not 

distinguish between levels of technology and assigns most agricultural products to resource-based 

products or raw materials, a better filter to account for the dominance of natural resource-based 

products is a simple classification developed by Landesman and Stehrer (2003). It distinguishes amongst 

three broad categories of production activities: (1) Low technology and labor intensive activities, (2) 

resource-based intensive activities, and (3) medium- to high-technology production activities. Low 

technology and labor intensive activities include, among others, agricultural foods and feeds, some 

animal and vegetable oils, simple manufactured goods, textiles and clothing. Medium to high-

technology intensive products include machinery and transport equipment as well as some 

miscellaneous manufactures such as medical furniture parts or instruments. Resource intensive 

activities cover such sectors as mining, steel and iron, chemical industries, and simple industrial products 

based on intensive use of natural resources (e.g., wood materials, cement, alloys, etc.).  

Low technology and labor intensive activities dominate in Sri Lankan exports and within each category 

they remain highly concentrated with two double-digit SITC sectors accounting for the bulk of respective 

exports. LTL (low-tech labor) intensive products accounted for 73 percent of total exports in 2008; RI 

(resource intensive) production activities contributed 18 percent; and products of MHT (medium to 

high-technology) activities added 9 percent to total exports in 2008 (Table 8). Two double-digit SITC 

sectors tower over others in each group. As discussed earlier, tea and clothing are the main items in Sri 

Lanka’s exports: they are both classified as LTL intensive products.12 They accounted for 84 percent of 

these exports and 62 percent of Sri Lankan total exports in 2010 (see Table 7 above). Non-metallic 

mineral manufactures and rubber manufactures account for about two-thirds of RI exports and 

miscellaneous manufactures and electrical machinery for more than half of exports of MHT intensive 

products (Table 8). 

Exports of LTL intensive products turned out to be much more resilient to the downturn in global 

demand in 2009 than other products groups. Their exports in terms of value fell 7 percent while exports 

of other groups contracted by around one-fourth. However, their recovery was stronger and their 

exports exceeded 2008 levels by a larger margin than exports of low tech labor intensive products but 

they were below their peak level in 2007. Among major products listed in Table 8, exports of electrical 

machinery were most affected with the value of their exports in 2010 almost 10 percent below their 

value in 2008. 

                                                             
12 As it will be discussed in Chapter 3.3 of this report, Sri Lanka’s position in the clothing production circuit is at 
higher stages of development based on design and output varied by type of consumer market. Hence, a significant 
portion of its value-added can be attributed to high skilled human capital intensive activities. 
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Sri Lanka’s specialization pattern in terms of factor and technology intensities appears to be frozen in 

time. It continues specializing mostly in LTL intensive activities and remains a significant net importer of 

both RI products and MHT intensive products. Exports coverage of these imports remained relatively 

unchanged in 1999-2010 with respective averages of 26 percent and 28 percent. So did exports 

coverage of LTL intensive imports averaging at 161 percent in 1999-2010. Imports of resource based RI 

products registered the strongest growth in 2002-08 mainly due to rapidly growing prices for primary 

commodities and energy during this period.13 It is noteworthy, however, that imports of MHT intensive 

products increased in 2010 more than of other groups of products by technology and factor intensity. 

Moreover, imports of machinery excluding automobiles and parts (SITC 7 – 78, although their share in 

total imports fell, grew faster than imports of other MHT intensive products and were less affected by 

the cuts in imports in 2009 (Table 8). 

Table 8: Development in Sri Lanka’s exports and imports in terms of technology intensities and factor content in 
2002-10 (in millions of US dollars and percent) 

By intensity 2006 2007 2008 2009 2010 
LSG 2002-

08 
2009 over 

2008 
2010 over 

2008 

Low-tech, labor 4,764 5,403 5,803 5,379 5,947 8.3 -7.3 2.5 

Resource-based, of which 1,287 1,228 1,442 1,082 1,484 12.5 -25.0 2.9 

Non-metallic mineral manufactures (66) 459 467 561 419 499 11.5 -25.2 -11.0 
Rubber manufactures (62) 344 372 422 269 430 22.1 -36.2 1.7 

Medium to high-tech, of which 553 759 709 543 740 12.7 -23.4 4.5 

Miscellaneous manufactured articles 
(89) 155 178 214 183 238 11.7 -14.5 11.3 

Electrical machinery (77) 157 241 213 133 193 24.0 -37.6 -9.4 

Total above 6,604 7,390 7,954 7,004 8,172 9.4 -11.9 2.7 

  2006 2007 2008 2009 2010 
Index 2008 
2002=100 

2009 over 
2008 

2010 over 
2008 

Low-tech, labor 72.1 73.1 73.0 76.8 72.8 95  5.3 -0.2 

Resource-based, of which 19.5 16.6 18.1 15.4 18.2 118 -14.8 0.2 

Non-metallic mineral manufactures (66) 7.0 6.3 7.0 6.0 6.1 174 -15.1 -13.4 
Rubber manufactures (62) 5.2 5.0 5.3 3.8 5.3 225 -27.6 -1.0 

Medium to High-tech 8.4 10.3 8.9 7.7 9.1 117 -13.0 1.7 

Miscellaneous manufactures (89) 2.4 2.4 2.7 2.6 2.9 99 -3.0 8.3 

Electrical machinery (77) 2.4 3.3 2.7 1.9 2.4 200 -29.2 -11.8 

  2006 2007 2008 2009 2010 Memo: Imports growth 

  Exports in percent of imports 
LSG 2002-

08 
2009 over 

2008 
2010 over 

2008 

Low-tech, labor intensive 164 172 154 175 156 7.5 -18.3  1.4 

Resource-based, of which 30 22 21 24 27 19.1 -36.2 -22.4 

 Fuels (33) 28 17 18 23 24 24.7 -41.7 -34.2 

Medium to High-tech, of which 22 31 26 29 24 11.5 -30.9  10.5 

Machinery excl. automobiles (7-78) 21 31 20 19 22 13.2 -28.2 -6.2 

Total 69 67 60 76 67 15.2 -32.3 -13.8 

Source: Based on Sri Lankan data from UN COMTRADE Statistics. 

2.3 EMERGING DRIVERS OF EXPORTS GROWTH: SHIFT AWAY FROM RESOURCE BASED 

PRODUCTS? 
A closer examination of foreign sales of four-digit SITC sectors can provide a better indication of the 

changes that may be taking place in terms of technological upgrading and skill intensity of the export 

offer. Again, we have identified four-digit SITC sectors meeting simultaneously two criteria: their annual 

rate of LSG over 2005-10 has to exceed 15 percent (three times the average for total exports); and the 

value of exports in 2010 has to be above five million of US dollars. As mentioned earlier, 27 sectors meet 

these two criteria. Of these 13 represent LTL intensive activities, five sectors are RI, and nine represent 

MHT intensive activities. Their aggregate exports grew at an annual LSG rate of 24 percent; their exports 

registered an annual increase of 42 percent in 2010 in terms of value; and their share in total exports 

increased from 6 percent in 2005 to 11 percent in 2008 and 16 percent in 2010 (Table 9). 

Yet, there were not too many new exports or new comers, i.e., either with no exports in prior to 2010 or 

small exports below US$1 million. Amongst MHT intensive ‘dynamic’ exports there are two apparent 

new comers with explosive rates of growth. Exports of electrical capacitors (SITC 7786) went from 
                                                             
13 The share of fuels (mainly petroleum) in imports of resource based products increased from 20 percent in 1999 
to 48 percent in 2007 and fell to 38 percent in 2010, while the share of fuels in total imports grew from 9 percent 
in 2001 to 19 percent in 2007-08 and fell to 14 percent in 2010 (derived from Sri Lankan data from UN COMTRADE 
Statistics). 
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US$3,000 in 1999 to US$180 thousand in 2008, US$1.7 million in 2009 and US$6.2 million in 2010. So did 

exports of machinery for cleaning, filling, sealing or drying (SITC 7452) and of chairs and seats (SITC 

8211). Other groups also have new comers: among LTL exports, these include such agricultural products 

as dried legumes (SITC 0542), fodder (SITC 0819) and sesame seeds (SITC 2225) and one industrial 

good—made-up textile arts (SITC 6589); and among RI exporters, compounded rubber (SITC 6211) is the 

only new comer. 

Table 9: Top four-digit SITC sectors in terms of export performance in 2005-10 (in millions of US dollars and percent) 

SITC Products  (rev. 3) 2005 2006 2007 2008 2009 2010 
Change 
in 2010 

LSG 
2005-10 

Factor 
Intensity 

0542 Dried legumes 0.1 0.2 0.2 12.6 20.0 17.6 -12% 124.7 LTL 

0819 Fodder, food wastes nes 0.1 4.4 13.0 27.8 38.2 44.1 15% 103.4 LTL 

7786 Electrical capacitors 0.1 0.0 0.0 0.2 1.7 6.2 259% 100.0 MHT 

8211 Chairs and seats 0.3 0.3 0.4 3.7 4.0 5.1 28% 65.9 MHT 

6211 Compounded rubber 0.1 1.2 2.9 2.8 1.9 5.8 205% 58.5 RI 

7932 Ships/boats nes 8.2 1.3 10.7 4.8 21.5 95.4 344% 56.8 MHT 

0345 Fish fillets, fresh/chilled 4.6 12.1 24.2 48.6 63.2 65.3 3% 54.0 LTL 

6589 Made-up textile arts nes 0.4 0.9 0.9 4.3 4.6 5.1 11% 53.3 LTL 

7452 Industrial wash equipment 0.3 3.1 2.3 4.0 3.5 5.5 58% 43.6 MHT 

8928 Printed matter n.e.s 10.7 17.6 37.9 51.4 52.4 90.9 73% 40.7 MHT 

2225 Sesame seeds 0.7 1.3 0.6 0.4 1.6 8.9 448% 36.2 LTL 

7852 Cycles not motorized 12.1 19.3 21.3 36.6 47.7 55.4 16% 31.1 MHT 

0989 Food preparations n.e.s. 6.4 25.9 19.6 25.1 27.2 43.9 61% 28.6 LTL 

0461 Flour of wheat or meslin 17.4 38.9 46.0 60.3 39.6 104.6 164% 26.5 LTL 

5986 Organic chemical products  19.3 21.3 27.6 34.3 42.8 51.7 21% 20.7 RI 

8438 Men’s/boys’ underwear etc. 31.8 38.6 69.4 78.2 73.2 89.2 22% 20.6 LTL 

8481 Leather clothing/access 6.3 3.6 5.4 10.8 9.6 12.6 31% 20.4 LTL 

6254 Tires, new, cycles etc. 4.8 7.7 11.3 14.8 12.2 14.2 17% 20.0 RI 

0813 Oil cake by-products 2.3 2.9 4.1 5.2 6.1 5.6 -9% 19.6 LTL 

6581 Textile sacks/bags 3.4 5.0 6.7 8.0 7.8 9.5 21% 19.2 RI 

0751 Peppers dried/crush/ground 12.5 17.4 32.0 26.7 21.3 43.3 103% 19.0 LTL 

2312 Natural rubber excl. latex 45.5 88.9 99.4 108.0 87.8 155.2 77% 17.7 RI 

7711 Electrical transformers 17.2 26.0 38.4 42.4 28.8 53.1 84% 17.2 MHT 

2657 Coconut fibers/wastes 45.9 51.8 21.9 66.7 77.0 96.5 25% 17.2 RI 

6564 Tulles/nets/laces 3.2 4.1 6.9 5.6 5.2 9.6 86% 16.9 LTL 

8442 Women/girls outerwear 100.6 156.7 198.4 228.5 238.3 239.7 1% 16.4 LTL 

7726 Electrical switch boards etc. 6.1 5.3 7.4 11.5 9.9 11.1 12% 15.1 MHT 

Total above 361 556 709 923 947 1,345 42% 24.1   

Share in total exports 6% 8% 9% 11% 13% 16% Growth in value of exports 

Memorandum: share in exports above of            2010 LSG 2005-10 

resource based (RI) 33% 32% 24% 25% 24% 25% 45% 17.9 
24.3 
33.2 

low-tech labor (LTL) 52% 55% 59% 58% 58% 51% 27% 
medium-high tech (MHT) 15% 13% 17% 17% 18% 24% 127% 

Source: Based on Sri Lankan data from UN COMTRADE Statistics. 

MHT intensive products including among others industrial machinery equipment, ships, electrical 

machines have recorded the fastest growth in 2005-10 and the strongest increase in sales of 127 

percent in 2010 with their share in ‘dynamic’ exports rising from 15 percent in 2005 to 17 percent in 

2007-08 and 24 percent in 2010 or 4 percent of Sri Lanka’s total exports. Their growth clearly helped 

boost their share in total exports from 8 percent in 2009 to 9 percent in 2010 but was not sufficient to 

raise this share above historical levels: this share was 10 percent and 9 percent in 2007 and 2008, 

respectively. 

No clear cut picture, either, emerges from an examination of performance of two other groups by factor 

and technology intensities. ‘Dynamic’ RI products represented by organic chemical products, tires, 

textile sacks, natural rubber, and coconut fibers grew slower than two other groups. Their share in 

aggregated ‘dynamic’ exports was falling steadily from around one third in 2005-06 to around one-

quarter in 2007-10. However, the share of all RI products in total exports remained stable at around 73 

percent in 2005-10 except for 77 percent during the 2009 contraction indicating decent performance of 

other resource-based exports not meeting the ‘dynamic’ criteria. Similarly, although the share of LTL 

intensive products in ‘dynamic’ exports fell from its peak of 59 percent in 2007 to 51 percent in 2010, 

this was only one percentage point below its share in 2005. 

Although, as viewed from the perspective of the level of processing embodied in ‘dynamic’ exports, the 

‘dynamic’ exports basket was relatively stable, the change within the MHT intensive group points to a 

significant increase in the level of processing. On the one hand, low-processed agricultural food and 

feeds (SITC 0+1+2+4-27-28) accounted in 2010 for 43 percent of total ‘dynamic’ exports; this was above 

their share of 41 percent in 1999 or 37 percent in 2007. Furthermore, among more processed 
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manufactured goods (SITC 5+6+8+9-67-68), which accounted in 20010 for 40 percent of ‘dynamic’ 

exports down from an average of 49 percent in 2005-09, three four-digit clothing items towered over 

other consumer exports, although their significance slightly declined.14 

On the other hand, however, the major driver of the growth of MHT-intensive exports was highly 

processed products such as machinery and transportation equipment (SITC 7). Following the contraction 

in their share in ‘dynamic’ exports from 80 percent to 64 percent in 2005-08, they outperformed other 

exporters and their share increased to 67 percent in 2009 and 70 percent in 2010. Their exports grew at 

an annual LSG rate of 30.2 percent in 2005-10 well above LSG rates for agricultural food and feeds of 

25.8 percent and consumer goods of 20.8 percent. 

The shift towards MHT intensive export activities has been rather slow: but there are signs that 

emerging exports will push Sri Lanka’s exports offer towards more processed goods. It appears that 

capital and transportation sector has undergone restructuring that resulted in a considerable change in 

the export offer of this sector. But it is far from certain; despite healthy signs of restructuring of 

transportation and capital equipment industries as evidenced by stellar export performance of some of 

its subsectors. 

2.4 CONCLUSION 
Although Sri Lanka’s exports became slightly more diversified in the 2000s, tea and clothing still account 

for around 60 percent of total exports. Yet, leaving aside these two exports powerhouses, there has 

been significant change in relative positions of four-digit subsectors of the economy. More importantly, 

exports did not consist of exporting more of the same products. While the same two-digit SITC sectors 

dominate Sri Lanka’s exports, there have been significant rearrangements within these sectors observed 

at a more disaggregated four-digit level. 

Sri Lanka’s exports baskets over 2002-10 suggest already revealed strong comparative advantage in 

unskilled labor and natural resource intensive products in line with its endowments in factors of 

production. However, within this aggregate, there was a strong shift towards exports of resource-

intensive raw materials at the expense of unskilled labor intensive products. Simultaneously, there was a 

very strong expansion in exports of skilled labor intensive products, which augurs well for future 

expansion in exports. 

Viewed from another angle, although Sri Lanka’s specialization pattern in terms of factor and technology 

intensities appears to be relatively frozen in time, there are some signs of movement towards more 

processed goods embodying medium to high technologies. It continues specializing mostly in low 

technology labor intensive activities and remains a significant net importer of both resource based 

products and medium to high technology intensive products. Furthermore, exports coverage of these 

imports remained relatively unchanged in 1999-2010. Yet, among the fastest growing exports in late 

2000s, there were increasingly products characterized by higher processing and capital and skilled labor 

intensities. 

In all, Sri Lanka’s export offer has gradually, albeit slowly, become more diversified and more reflective 

of its endowments also in highly skilled labor. Sri Lanka’s specialization pattern in terms of factor and 

technology intensities appears to be relatively frozen in time, although there are some signs of 

movement towards more processed goods embodying medium to high technologies. It continues 

specializing mostly in low technology labor intensive activities and remains a significant net importer of 

both resource based products and medium to high technology intensive products. Furthermore, exports 

coverage of these imports remained relatively unchanged in 1999-2010. Yet, among the fastest growing 

exports in late 2000s, there were increasingly products characterized by higher processing and capital 

and skilled labor intensities, which augurs well for the future. The big question is whether these trends 

will continue into the future.  

                                                             
14 Their share in consumer goods fell from 77 percent in 2005-06 to 74 percent in 2007, 72 percent in 2008-09 and 
64 percent in 2010. 
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3. PARTICIPATION IN GLOBAL PRODUCTION AND DISTRIBUTION 

NETWORKS LIMITED TO T&C BUYER-DRIVEN COMMODITY CHAIN 

The term: international production and distribution network, also known as a global commodity chain, 

refers to the whole range of activities involved in the design, production and marketing of a product. 

Gereffi (1999) distinguishes between ‘buyer-driven‘ and ‘producer-driven’ global networks of production 

and distribution. The former denotes the case of global buyers creating a supply-base upon which 

production and distribution systems are built without direct ownership. Production is generally carried 

out by tiered networks of contractors in developing countries, which export finished goods made to the 

specifications of a foreign buyer. The producer-driven commodity chain refers to vertically integrated 

arrangements i.e., common ownership of successive stages of production under one corporate entity. 

The two network types exhibit different geographic and temporal patterns depending on the level of 

economic development of a country. 

‘Buyer-driven’ commodity chains tend to exist in industries in which large retailers, branded marketers, 

and branded manufacturers play the key role in setting up decentralized production networks. Such 

networks are prevalent in labor-intensive consumer goods sectors, such as apparel, footwear and 

furniture. Buyer-driven commodity chains are characterized by highly competitive locally owned and 

globally dispersed production systems. Their profits derive mainly not from scale, volume and 

technological advantage, as in ‘producer-driven’ chains, but rather from a combination of high-value 

research, design, sales, marketing and financial services. 

Large multinational corporations coordinate the production process in producer-driven supply chains. 

Such networks are mainly present in capital- and skilled-labor-intensive industries such as automobiles, 

computers, semiconductors and heavy machinery. A classic example of a producer-driven supply chain is 

information technology and the automobile industry, which encompasses multi-layered production 

systems involving thousands of firms, including parent companies, subsidiaries and subcontractors. 

Network trade has been the driving force of several transition economies’ integration into global 

markets (Kaminski and Ng 2005). The most developed of them have moved through two stages. In the 

first stage, ‘buyer-driven’ network exports served as a major vehicle linking them to external markets. 

The second stage has been participation in ‘producer-driven’ networks. FDI and proximity to EU markets 

have been critical to the participation in producer-driven networks, although none of the above has 

been a necessary condition in other countries. For instance, firms from South Africa participate in 

Volkswagen’s global chains providing parts to productions located in Europe whereas South Korea has 

developed automobile industry without foreign capital. 

Where do Sri Lankan industrial sectors fit into the picture of buyer- driven global commodity chains? An 

initial answer to this question for buyer-driven commodity chains boils down to the following: Sri Lankan 

firms producing footwear do not appear to be integrated into footwear chains, although this may be 

changing; producers of furniture might have entered the global chain; and Sri Lankan clothing firms have 

been firmly integrated into global textile and clothing production and distribution networks. 

Network trade in T&C (textiles and clothing) towers not only other possible candidates for participation 

in buyer- or producer-driven networks but over all other sectors of the Sri Lankan economy, although its 

preponderance—as was discussed earlier—has been on the decline. The sector contributes significantly 

to industrial output, GDP and employment. Apparel’s share in total Sri Lanka’s merchandise exports fell 

from 52 percent in 2000 to 40 percent in 2008-10. Exports and imports of T&C network products 

amounted to 13 percent of the GDP in 2008 and 11 percent in 2009-10 down from 26 percent in 2001. 

The contraction was the result of GDP growing faster than foreign trade turnover in goods and faster 

growth of other sectors of the economy. But the T&C sector’s position as the largest manufacturing 

industry in Sri Lanka has remained intact, although the industry has significantly evolved since it went 

global in the late 1970s. 

Participation in global T&C (textiles and clothing) networks or global value chain has many dimensions of 

which two indicative of a country’s position in global value offer a good point of departure for an 

analysis of the T&C network. Two inter-related dimensions are of particular importance: the functions 

performed by domestic producers of apparel and the extent of backward linkages. Upgrading along the 

functionality dimension involves the increase in the range of functions to higher value-added activities 

from simple cut-make-trim operations with the apparel manufacturer assuming responsibility for sewing 

the apparel and possibly cutting the fabric and providing simple trim to original equipment 
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manufacturing combined with domestic textile capabilities and finally original brand manufacturing 

(Lopez-Acevedo and Robertson 2011a). 

Each step up the value-added chain has different implications for the development of backward 

linkages. The shift from cut-make-trim operations to original equipment manufacturing often implies the 

development of a domestic textile industry as a step in supply chain upgrading. Similarly, the shift from 

original equipment manufacturing to original brand manufacturing and original design manufacturing 

calls for the development of skills indispensable for branding and marketing the final products. It can 

mark the transition from apparel supplier to a lead firm in domestic or regional markets. In addition, the 

movement up the value-added chain may also involve shifting to more sophisticated products with 

higher unit prices and introducing new production technologies to increase efficiency. 

3.1  SIGNIFICANCE AND BACKGROUND: EXPORT ORIENTATION 
The clothing sector took off in 1977 following a bold liberalization of Sri Lanka’s economy and owed its 

initial expansion to quota-hoping, triggered by Multi-Fiber Arrangement (MFA) quotas, by East Asian 

exporters looking for countries with unfilled MFA quotas.15 Together with the government’s actions 

creating very favorable business climate to the apparel sector (Kelegama 2009), their entry provided an 

incentive to local entrepreneurs to start apparel manufacturing activities. Hence, Sri Lanka, like a 

number of other developing countries, could develop its own domestic capacities in large part thanks to 

protectionism imposed by the MFA but, above all, to the availability of local entrepreneurial talent 

released by liberal reforms. 

The dismantling of MFA quotas-based arrangements on January 1, 2005 removed protectionist shield 

and fully exposed apparel producers to fierce competition from the most cost-efficient sources in the 

world raising concerns about the ability of Sri Lanka’s T&C network to survive in a new much more 

competitive post-MFA environment. The 2000s witnessed declining apparel prices due to overcapacity 

and China’s rapidly expanding exports. While a full assessment of recent developments in Sri Lanka’s 

T&C network is beyond the format of this section,16 the analysis below, based almost exclusively on 

foreign trade data, seeks to assess Sri Lanka’s response to new conditions in global markets. It 

corroborates many observations and conclusions derived from sectoral studies pointing to a significant 

functional upgrading of Sri Lanka’s T&C network over the last decade through moving to higher-value 

activities and developing specialized niches in specific product categories (see Table 10). 

Sri Lankan T&C sector has demonstrated remarkable resilience in sustaining impressive exports despite 

the elimination of Multi-Fiber Arrangement (MFA) quotas under the WTO Agreement on Textile and 

Clothing on January 1, 2005 and a country’s rapid growth in GDP per capita implying also higher wages.17 

As for the latter, note that since (a) barriers to entry into clothing manufacture are very low and, 

thereby, easily accessible to countries at a very low level of economic development, and (b) in contrast 

to capital-intensive and increasingly research and development-intensive production of fabrics, clothing 

industries are far more fragmented and unskilled labor intensive; various stages of clothing production 

tend to be subcontracted as a country moves up the development ladder. Because of high labor 

intensity, preserving the competitive edge becomes increasingly difficult as the labor costs continue to 

rise. Many highly developed countries continue producing clothing but in order to withstand 

competition they had to specialize in higher value added activities calling for increased capital intensity, 

significant R&D content, and involving outsourcing of some operation to lower wage economies. 

While most quantitative assessments of consequences of elimination of MFA quotas predicted that 

formerly restricted countries, such as China and India, would gain the most from the removal of the 

quota, at the expense of other developing countries (Francois and Spinanger 2001),18 Sri Lanka’s firms 

not only survived fierce competition from formerly restricted suppliers but saw their exports growing in 

terms of value by 3 percent in 2005, 6 percent in 2006, 7 percent in 2007, and 5 percent in 2008. They 

fell 5 percent in 2009 but rebounded at 6 percent in 2010. Total exports of T&C network, with clothing 

                                                             
15

: In addition to East Asian producers who were the majority of foreign investors, European investors came as well 
attracted by rising production costs in their home countries and the liberal trade and investment regime. See 
Kelegama and Wijayasiri 2004, p. 158), quoted in Acevedo and Robertson (2011b). 
16 For an in-depth study, see the chapter on Sri Lanka in edited volume by Acevedo and Robertson (2011b) and a 
paper by Kelegama (2009). 
17 Ironically, the emergence of a clothing production network was the result of MFA-imposed restrictions on this 
trade. In response to tightening of MFA restrictions, Hong Kong firms set up firms in other Asian countries 
including Sri Lanka in the 1970s (Dicken 2007, p. 268). 
18 Global gain for consumers, on the other hand, was expected to be huge, ranging from a few billion dollars to 
more than US$300 billion (Nordås 2004). 
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accounting for around 85 percent of the total, grew at an impressive annual LSG rate of 6.1 percent over 

2005-10 from around US$3 billion to US3.7 billion (see Table 10). 

Table 10: Trade in textiles and clothing network products in 2001, 2005-10 (in millions of US dollars and percent) 

T&C Network 2001 2005 2006 2007 2008 2009 2010 
LSG 

2005-10 
Change 

2010 

Total T&C network exports 2,646 3,013 3,205 3,436 3,606 3,403 3,662 6.1 8% 

Exports of textiles, of which 391 375 411 451 492 420 542 9.1 29% 

Textile yarn 29 24 25 32 28 27 31 6.2 15% 
Cotton fabrics, woven 29 14 19 17 13 15 13 -2.8 -11% 
Fabrics, woven, of man-made fibers 17 6 9 5 7 4 5 -2.9 38% 
Textile fabrics, woven, excl. cotton 2 2 2 3 3 2 3 24.4 42% 
Knitted or crocheted fabrics 16 13 12 17 26 18 21 24.3 17% 

Tulle, lace, embroidery, ribbons 5 6 7 10 8 9 15 14.8 71% 

Special textile fabrics 18 26 29 24 26 22 30 -1.2 34% 

Made-up articles 78 38 39 44 49 37 46 9.1 25% 
Clothing accessories of textile fabrics 82 108 120 149 172 137 192 16.0 41% 
Apparel and clothing accessories 107 131 137 140 152 147 180  4.8 23% 
Exports of clothing (final goods), of 
which 2,443 2,877 3,051 3,275 3,438 3,266 3,493 6.1 7% 

Outer garments of men's textile fabrics 399 334 344 343 343 337 381 0.8 13% 
Outer garments of women's textile 
fabrics 756 871 844 825 803 707 726 -2.7 3% 

Under garments of textile fabrics 250 212 177 185 177 172 170 -5.0 -1% 

Outer garments and other articles 359 468 517 588 627 633 619 10.1 -2% 

Under garments, knitted or crocheted 491 752 912 1,045 1,164 1,133 1,225 16.2 8% 

Imports of textiles and accessories, of 
which 1,417 1,608 1,584 1,648 1,739 1,484 1,771 2.8 19% 

Textile yarn 137 165 182 201 250 210 308 13.4 47% 

Cotton fabrics, woven 336 457 433 440 453 388 442 -0.2 14% 

Fabrics, woven, of man-made fibers 336 294 278 262 254 205 240 -5.0 17% 

Textile fabrics, woven, excl. cotton 26 23 28 35 38 31 34 17.8 12% 

Knitted or crocheted fabrics 307 397 419 469 479 418 480 6.7 15% 

Tulle, lace, embroidery, ribbons, etc. 74 104 99 98 107 94 116 0.7 24% 

Special textile fabrics and related 137 97 89 91 99 81 89 0.9 10% 

Made-up articles 6 7 6 6 8 6 6 2.5 -3% 

Clothing accessories of textile fabrics 27 36 19 22 21 25 23 -14.9 -5% 
Apparel and clothing accessories 19 23 26 22 27 23 27 2.2 18% 

Memorandum: ratio of net imports of 
inputs to clothing exports 42% 43% 38% 37% 36% 33% 35% 

  Source: Based on Sri Lankan data from UN COMTRADE Statistics. 

Sri Lanka’s T&C production and distribution network fully participates in international trading and 

generates substantial trade surpluses. T&C trade balance, or more precisely surplus, as percent of total 

imports into Sri Lanka was falling between 2001 and 2008, it increased from 14 percent in 2008 to 18 

percent in 2009 and fell to 14 percent of the value of total imports in 2010. In other words, T&C 

surpluses covered between one fifth and one tenth of imports. The surplus increased from US1 billion in 

1999 to around US$1.8 billion in 2010 except in 2002 and 2010 (Figure 6).19 The continued full-scale 

participation as well as persistence in generating surpluses demonstrates that Sri Lankan firms have 

been very successful in devising strategies necessary to withstand strong international competition. 

Sri Lanka’s T&C production and distribution network fully participates in international trading and 

generates substantial trade surpluses. T&C trade balance, or more precisely surplus, as percent of total 

imports into Sri Lanka was falling between 2001 and 2008, it increased from 14 percent in 2008 to 18 

percent in 2009 and fell to 14 percent of the value of total imports in 2010. In other words, T&C 

surpluses covered between one fifth and one tenth of imports. The surplus increased from US1 billion in 

1999 to around US$1.8 billion in 2010 except in 2002 and 2010 (Figure 6).20 The continued full-scale 

participation as well as persistence in generating surpluses demonstrates that Sri Lankan firms have 

been very successful in devising strategies necessary to withstand strong international competition. 

                                                             
19 This was related to bomb attacks at the Colombo International Airport in July 2001 that triggered the imposition 
of war-risk insurance charges that led to bankruptcy of several small and medium firms (Kelegama and Wijayasiri 
2004 quoted in Acevedo and Robertson 2011b). The reason for the contraction was increased demand for 
imported inputs as the value of T&C increased in 2010. 
20 This was related to bomb attacks at the Colombo International Airport in July 2001 that triggered the imposition 
of war-risk insurance charges that led to bankruptcy of several small and medium firms (Kelegama and Wijayasiri 
2004 quoted in Acevedo and Robertson 2011b). The reason for the contraction was increased demand for 
imported inputs as the value of T&C increased in 2010. 
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Figure 6: T&C network’s balance of trade in 1999-2010 (in millions of US dollars and percent of total imports of 
goods) 

 

Source: Based on Sri Lankan data from UN COMTRADE Statistics. 

Whatever these strategies might be, the international experience suggests that it usually entails moving 

to new market niches (Dicken 2007, p. 251). Indeed, upgrading and shifting to new market niches 

appear to have been at the heart of Sri Lanka’s adjustment. Viewed through the lenses of foreign trade 

statistics, two developments suggest significant maturing of Sri Lanka’s T&C network and its capacity to 

reposition itself into a higher value added segment of the industry. First, although slow, there has been 

a shift away from activities easily accessible to virtually any developing countries, i.e., cutting and sewing 

of clothing to those requiring capital and higher specialization. This shift can be captured by a 

significantly faster growth of exports of fabrics in 2005-10 and progress in developing backward linkages. 

Textiles provide the major input to the clothing industry; they generate vertical linkages between the 

two. Production characteristics of fibers production stand in marked contrast to production of garments: 

the former vis-à-vis the latter has high capital intensity, low labor intensity, high material costs, large 

average size of production units, and sophisticated technology. Fabrics experienced the fastest growth 

followed by clothing accessories contributing 35 percent to total exports of textiles in 2010 up from 29 

percent in 2005. The share of textiles and other inputs in garments production increased from 12 

percent of total T&C exports in 2005 to 15 percent in 2010. Interestingly, the 2009 slump in global 

import demand affected these exports more than exports of clothing: the latter contracted 5 percent 

whereas the former fell 15 percent. 

Incidentally, this also suggests that Sri Lankan clothing exporters operate increasingly in upper-niche 

markets less susceptible to changes in demand and the sector had grown beyond a simple stage of 

decentralized small workshops engaged in outward processing. Indeed, there are large local firms with 

international ties. For instance, the largest producer of intimate apparel in South Asia is Sri Lanka’s MAS 

Holdings with an annual turnover over US$700 million and employment of more than 45 thousand 

people in its 28 factories and design centers located not only in Sri Lanka but also in other countries in 

South and East Asia.21 It is also a strategic partner cooperating with several companies worldwide such 

as Victoria’s Secret, Nike, Speedo, and Marks & Spencer.22 

Second, the T&C network is well-developed with strong supply links in Sri Lanka. The T&C network 

usually develops in stages with simple assembly of imported cut fabrics and accessories being the first 

step, followed subsequently by a series of upgrading to replace some imported intermediate inputs with 

domestically produced ones and ultimately to develop its own R&D and design facilities. This upgrading 

does not always take place. The development of backward linkages depends not only on friendliness of 

domestic investment regime, availability of capital and entrepreneurial skills but also on liberal foreign 

trade regime. As Bair and Gereffi (2001) show in their study of Mexican T&C networks, trade 

liberalization has contributed to the development of backward linkages and upgrading for two reasons: 

it has provided flexibility for the production and it has made rules of origin less of a problem. Without a 

field study, it is impossible to precisely assess the extent to which a full blown T&C network operates. 

3.2 BACKWARD LINKAGES 
Foreign trade data offer, none-the-less, some insights into the development of backward linkages as 

they allow assessing import content of clothing exports. Since Sri Lanka is both an exporter and importer 

of intermediate inputs for garments production, we use the ratio of net imports of fabrics and 

                                                             
21 This would suggest that MAS Holdings operates also as ‘middlemen’ in a triangle geometry of buyer-driven 
chain, observed in many East Asian countries (Gereffi 1996), which consists outsourcing some of the requested 
production by EU or US retailers and designers to affiliated offshore factories in countries with lower labor costs. 
22 See their website http://www.masholdings.com/index.html, accessed on August 18, 2011. 
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accessories (the difference between imports and exports) to exports of clothing as a measure of the 

development of backward linkages. As can be seen from the memorandum data in Table 10 above, this 

ratio significantly fell from 42 percent in 2001 to 35 percent in 2010. Kelegama (2009) estimated that 

imported input accounted on average for more than 65 percent of material input excluding labor used in 

the industry. If one includes the cost of labor and capital, then the ratio of 35 percent would be close to 

Kelegama’s estimate. 

How does this ratio compare to other countries actively participating in global T&C networks of 

production and distribution? This ratio was 40 percent for Bangladesh in 2001 down from 60 percent in 

1991, while the share of imported inputs in total cost of garments production in India and China was 1.8 

percent and 5.7 percent in 2001, respectively, indicating that almost all of the supply chain from textiles 

to clothing was located domestically (Nordås 2004). For Moldova, a country known to be intensively 

engaged in OPT (outward processing trade) for EU markets, the ratio was much higher and astonishingly 

stable at around 75 percent in 2005-10. But this is more than double that of the ratio for Sri Lanka. 

Furthermore, It seems that the ratio for Sri Lanka should be revised downward as some portion of 

imported inputs are likely to be used also for domestic sales.  

Taking these into account, one may conclude that clothing industry has a strong supply base in Sri Lanka. 

Indeed, as the authors of the World Bank report’s chapter on Sri Lanka note (Lopez-Acevedo and 

Robertson 2011b, p. 168 and 169): “… local sourcing of accessories and knit fabrics has increased. Based 

on data from JAAF (Joint Apparel Association Forum), between 2003 and 2008 apparel exports increased 

by 38 percent, yarn imports by 63 percent, fabric imports only by 3.3 percent, and non-fabric imports 

reduced by 18 percent. Hence, there have been important developments with regard to local 

accessories and in particular knit fabrics production. Local accessories’ sourcing has increased 

importantly and for fabric sourcing, it is estimated that 40 to 50 percent of knit fabric is sourced locally 

but all woven fabric is still imported.” 

Another indirect indication of the expansion in backward linkages of the T&C network is significant 

presence of foreign capital relative to other sectors of the economy. Although Sri Lanka was not a large 

recipient of FDI inflows, textiles and clothing attracted around one third of FDI inflows going to the 

industrial sectors. The amounts were significant running in tens of million dollars and foreign stock 

amounted in 2009 to almost half billion US dollars (Table 11). This may not be a large number when cast 

against T&C exports of almost US$4 billion in 2010. It seems that the bulk of these investments were in 

fabrics and textiles rather than in less capital-intensive garments production. Although we do not have 

information where these FDI have gone,23 this also shows, however, that foreign investors perceive Sri 

Lanka as having comparative advantage in textiles and clothing. 

Table 11: FDI inward stock in textiles, clothing and leather in 2004-09 (in millions of US dollars and percent) 

  2004 2005 2006 2007 2008 2009 

FDI stock in T&C (in millions of US dollars) 274.0 318.1 380.5 434.2 462.5 459.3 
Share of T&C in total stock 12.6 13.0 13.0 12.3 10.8 9.8 

Memo: Share of T&C in industrial stock 31.2 30.2 30.7 31.7 30.9 29.8 

Sources: UNCTAD World Investment Report web data and ITC Investment Map web data. 

In addition to the progress in the development of backward linkages and, thereby, shifting to more cost-

effective suppliers, Sri Lanka’s T&C network has retained its comparative advantage by moving up the 

value added chain, i.e., from relatively simple assembly operations, to manufacturing, to designs 

specified by the buyer, and development of own-brand manufacturing capability with MAS having been 

the first to develop in 2007 each own brand of intimate wear—Amante.24These higher stages of 

processing require higher skills and capital investments. There is evidence that substantial progress has 

been achieved. A broad measure of value added embodied is the price that a physical unit of an 

exported product fetches abroad, i.e., its unit value. This is not a perfect measure as, for instance, 

accessories or fabrics used in one product may be more expensive than in a similar other products. Yet, 

this provides general information where the apparel industry is not in terms of its three tiers consisting 

of (i) the lowest value added segment – standard products, such as generic white dress shirts; (ii) the 

middle value added segment – time-sensitive products with some fashion content; (iii) the highest value 

added segment – top fashion designer clothing (Abernathy et al. 1999). The negative in the sentence 

                                                             
23 Given a higher capital- and R&D-intensity of textiles than apparel production, it seems that they went mainly to 
textiles manufacturing. 
24 Amante was first marketed in Bangalore, Chennai and Hyderabad. The plans are to expand across India and to 
the rest of South Asia and to the Middle East (Acevedo and Robertson 2011b). 
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above is to underline the fact that growing unit values would only indicate that an industry has been 

moving away from the lowest value added tier. Furthermore, an increase in unit values may be 

associated with switching to products at the same stage of processing but requiring more sophisticated 

skills. 

3.3 WITHSTANDING COMPETITION FROM CHINA IN US AND EU MARKETS 
Change in Sri Lanka’s weighted averages of unit values in time and in comparison to those of 

Bangladesh, China and the world in two major markets for its clothing in the US and EU, accounting for 

almost 90 percent of T&C exports, suggests that Sri Lanka’s producers has been moving from supplying 

lower value added segments to supplying foreign retailers in the middle and upper tier. Several 

observations can be derived from the data tabulated in Table 12. First, the weighted average unit values 

displayed different tendencies in EU and US markets: while they fell in both markets between 2001 and 

2005, the downward trend continued in the US market but not in the EU market where the weighted 

average was 23 percent higher in 2010 than in 2005. 

Table 12: Value of imports in 2010 and weighted average unit values (UV) of clothing imports by EU and US from Sri 
Lanka, Bangladesh, and China in 2001, 2005, and 2010  

  2001 2005 2010  Change in percent Value and index of imports, 2010 

  EU27 Markets: 2001-05 2005-10 (billions of US$) 2005=100 

Sri Lanka 8.8 10.8 14.3 23% 33% 1.8 153 

Bangladesh 5.2 5.2 6.3 -1% 22% 8.2 162 

China 11.8 9.2 11.7 -22% 28% 39.9 151 
World (external EU) 9.6 9.4 11.6 -2% 23% 110.6 145 

  USA Markets: 2001-05 2005-10     
Sri Lanka 12.9 12.8 15.5 -1% 33% 1.3 74 
Bangladesh 6.5 5.6 5.8 -15% 22% 4.2 168 
China 14.2 10.3 9.5 -28% 8% 36.4 165 
World  10.3 9.4 8.9 -9% -5% 87.5 104 

Memorandum: Sri Lanka weighted average UV in percent of  2001-05 2005-10 
Index 2005, 
2001=100  

Index 2010, 
2005=100 

average for EU imports 92 115 123 25% 7% 125 107 
average for US imports 125 136 174 9% 28%  109 108 

Note: Clothing includes all HS 61, 62, and 63 products at 6-digit level. 
Source: Based on data reported by EU and USA to UN COMTRADE Statistics. 

Second, weighted average unit values of Sri Lankan exports to the EU dramatically improved in both 

periods increasing 23 percent and 33 percent, respectively; but in US-destined exports, the increase 

took place only in the post-MFA era in 2005-10. It was a reflection of Sri Lanka’s businesses’ focus on 

higher value added products such as lingerie including underwear, mainly bras and swimwear, as well as 

the shift from woven to knit apparel production (Lopez-Acevedo and Robertson 2011a, p. 123-25). The 

increase in Sri Lanka’s unit values contrasted with the contraction of these values for total imports as 

well as imports from China and Bangladesh in 2001-05. The increase was the largest in 2010 as set 

against 2005. So was in Sri Lanka’s exports to the US, although at the expense of a significant contraction 

of 36 percent in Sir Lanka’s total T&C exports in terms of value. 

Third, in both markets, the increases in unit values were the largest for Sri Lankan producers and the 

contractions the lowest: the weighted average unit value fell one percent in exports to the US in 2005 

over 2001. The average weighted unit values of both US and EU imports from Bangladesh and China 

were 56 percent and 18 percent (both in EU markets) and 62 percent and 39 percent (both in US 

markets), respectively, lower than the unit value of these imports from Sri Lanka in 2010. There was a 

dramatic progress: in 2001 the unit values of Chinese imports into both the EU and US were 34 percent 

and 10 percent higher than the unit values for imports from Bangladesh; and Sri Lanka’s edge over both 

China and Bangladesh increased in 2010 in comparison to 2001. 

Thus, T&C producers appear to have withstood competition from developing countries with lower labor 

costs thanks to their success in repositioning themselves into a higher value added segment of the 

industry, albeit dynamic has suffered. This improvement has come at the expense of lower growth of 

aggregate exports to the EU and US than those recorded by Bangladesh and China: the latter, however, 

solely to US markets. While Sri Lanka’s EU/US-destined exports stood at 66 percent of Bangladesh’s and 

15 percent of China’s exports in 2001, they fell to 39 percent and 6 percent in 2005 and further to 25 

percent of Bangladesh’s and 4 percent of China’s exports in 2010. 
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Sri Lankan producers have been particularly successful in EU markets: they increased sales there 53 

percent in 2010 over 2005 (Figure 7): one percentage point more than China and 9 percentage points 

less than Bangladesh (Table 12). But not so in the US markets: the value of exports—as reported in US 

imports statistics—was 26 percent lower in 2010 than it was in 2005. In consequence, the value of total 

EU/US-destined exports was only 8 percent higher in 2010 over 2005 as compared to China’s 58 percent 

and Bangladesh’s 64 percent increase in these exports. 

Reorientation of Sri Lanka’s clothing exports in the 2000s from US to EU markets has been dramatic 

(Figure 7). EU-oriented exports grew at an impressive LSG rate of 12 percent in 2001-08, while exports 

to other markets (mainly in the US) stagnated with a LSG growth rate of a mere one percent. In 2008, EU 

became the largest consumer of Sri Lanka’s apparel’s exports taking over this position from the US: the 

period following the termination of the MFA arrangements in 2005 coincided with contraction of Sri 

Lanka’s US-oriented exports each year in 2006-09. In 2010 they rebounded but less than they contracted 

in 2009 (6 percent as compared with minus 14 percent).Since the value of US apparel’s imports in 2010 

was only 4 percent above its level in 2005, Sri Lanka’s share in total US clothing imports declined merely 

from 2.1 percent in 2005 to 1.5 percent in 2010: in the same period Sri Lanka’s share in EU imports 

increased from 1.6 percent to 1.8 percent. 

Figure 7: Reorientation of Sri Lanka’s clothing exports from US to EU and ROW markets (in millions of US dollars) 
and their respective shares in total clothing exports in 2001-10 (in percent) 

  

Note: Left axis: exports in millions of US dollars; Right axis: share in total clothing exports in percent. 

Source: own calculations from data reported by Sri Lanka to 

It is not clear why exports to the EU grew while those to the US were falling in 2006-09. One possible 

explanation relates to conditions in market access and another to specific features of EU clothing 

markets. As for the latter, their sourcing policies are more based on established relations than amongst 

their US counterparts (Gibbon 2008). Preferential access to EU markets under GSP (Generalized System 

of Preferences) schemes helped Sri Lankan producers to expand their exports there. Quota-free access 

granted in 2001, followed by a 20 percent reduction in tariff rates in recognition of Sri Lanka’s 

compliance with international labor standards and their complete elimination in 2005 under the GSP-

plus scheme for vulnerable countries gradually increased Sri Lanka’s preferential margins over suppliers 

from other countries. 

A new development in the post-MFA era is strong growth of clothing exports to markets other than in 

the US and EU. ROW-oriented exports grew at an LSG rate of 18.2 percent in 2005-10 with their share in 

total clothing exports increasing from 4.5 percent to 8.5 percent. Among ROW countries, Canada 

remains the major destination: it took US$56 million—21 percent more than in 2005—of Sri Lanka’s 

clothing exports in 2010 But its position is endangered as Turkey and UAE (United Arab Emirates) have 

emerged as important markets for Sri Lanka’s apparel: exports to Turkey increased from US$2 million in 

2005 to US$48 million in 2010; and exports to UAE from US$4 million to US$25 million. It is also 

noteworthy that exports to India increased from US$0.6 million to almost US$15 million during this 

period. 

Although, despite reorientation, clothing exports remain heavily concentrated on two markets, US and 

EU, this should not raise concerns for two reasons. First and foremost, world markets for clothing are 

heavily concentrated with the US and EU taking together around two thirds of world clothing imports. 

Second, geographical diversification of Sri Lankan exports within the EU increased in 2005-10. Sri Lanka 

no longer relies almost exclusively on United Kingdom, whose share fell from 61 percent in 2005 to 49 
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percent in 2010, but expanded its presence in other EU countries; most notably in Italy (from 14 percent 

to 21 percent) and Germany (from 8 percent to 11 percent). 

The T&C network remains by far the largest export sector accounting for half of Sri Lankan total exports 

of manufactured goods or 42 percent of its total exports in 2010. T&C exporters have successfully dealt 

with a dramatic change in world markets for clothing triggered by the expiration on January 1, 2005 of 

Multi-Fiber Arrangement (MFA) quotas under the WTO Agreement on Textile and Clothing. Changes in 

their composition and unit values suggest that Sri Lankan T&C businesses remain extremely competitive 

in world markets. 

3.4 CONCLUDING OBSERVATION 
Sri Lanka’s macroeconomic performance in 1995-2010 has displayed two unusual features. First, the 

openness as measured in foreign trade of goods and services in terms of the GDP was flat in the 1990s 

and has been falling since 2000. This was not the result of dismal GDP growth: to the contrary, it has 

been quite decent. This was due to a relatively slow growth of exports of goods and services. The second 

idiosyncrasy was continued dominance of clothing in Sri Lankan exports and Sri Lanka’s mode of 

integration into global markets that had remained intact for the last three decades or so. These both 

features are rather unusual: they defy trends observed in most developing countries. 

The extent of stability in patterns of Sri Lankan exports has gone beyond their composition. Geography 

of exports remained largely unchanged as well. While export performance in markets of highly 

developed countries was at least satisfactory, little progress was achieved in expanding Sri Lanka’s 

presence in neighboring markets of India and China. Sri Lankan businesses have failed to respond to 

opportunities offered by rapidly expanding import demand in countries of the region driven largely by 

neighboring India and near-by China. Sri Lankan firms have been very successful in EU markets but at the 

expense of deteriorating performance in US markets and not expanding their presence in neighboring 

markets. 

Furthermore, Sri Lanka’s specialization pattern in terms of factor and technology intensities remained 

relatively frozen in time, albeit with a caveat. Sri Lanka continues specializing mostly in low technology 

labor intensive activities and remains a significant net importer of both resource based products and 

medium to high technology intensive products. The caveat is twofold: the share of low technology 

unskilled labor intensive activities fell between the mid-1990s and 2005 from 83 percent to 73 percent 

and ‘froze’ at this level; and the fall was only at the expense of the increase in the share of resource 

intensive products (rubber and non-metallic products) in total exports. 

Last but not least, except for T&C firmly entrenched in global ‘buyer-driven’ networks of production and 

distribution, no other sector—with a possible exception of furniture—appears to be involved in other 

global value-added chains. Sri Lanka’s mode of integration into world markets remains rooted in inter-

industry trade characteristic of economies at a lower level of development. While considering its GDP 

per capita this may come as no surprise, a slow progress that occurred over the space of the last two 

decades points to the absence of new industrial sectors competitive internationally. 

 

PART TWO: INSTITUTIONS AND POLICIES: DÉJÀ VU 

ALL OVER AGAIN 
What factors explain these idiosyncratic features of Sri Lanka’s macroeconomic performance over the 

last two decades? There are two possible answers. First, if a country’s endowments vis-à-vis the external 

world remain unchanged, then the composition of exports would also be stable provided that relative 

wages do not move and infrastructure stay the same. This explanation does not seem plausible: the 

absence of change both inside and outside Sri Lanka would be highly unlikely in today’s dynamic world. 

Since trade performance is shaped not only by a country’s endowments in production factors but also by 

policies and institutions, leaving aside the civil war, they are the only other candidates to explain Sri 

Lanka’s puzzling external performance. At the top of the list, there is foreign trade policy including 

special economic zones (SEZ) followed by a country’s investment policies and business climate. An 

international experience indicates that protectionist foreign trade policies and unfriendly business 

climate does not significantly impact exports of unprocessed natural resource intensive products. But it 

suppresses businesses’ participation in more sophisticated forms of division of labor based on 

production fragmentation and intra-industry specialization. While the opposite, i.e., friendly business 
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climate and liberal foreign trade regime does not automatically lead to explosive growth performance, 

as this also depends on physical infrastructure, size of an economy, and other factors shaping, among 

others, exchange rate (e.g., tourism, remittances). 

Sri Lanka has been repeating history. Until around 1977, the country promoted industrialization through 

protectionist trade and industrial policies. These policies held back manufacturing and smothered tea 

production. In a bid to break from the past, Sri Lanka liberalized its trade policies and established special 

economic zones (SEZ). However, beginning in 2002, foreign trade policy has been reversed. The 

government introduced various taxes with similar effect as tariffs with an eye on protecting domestic 

industries. It also introduced export taxes designed to encourage downstream production. The logic 

behind these and other measures was to protect domestic production and encourage firms in other 

sectors to move up the value chain. These measures suppressed change and led to the emergence of 

dual economic regimes: a liberal one for exporters and a protectionist one for domestic producers. 

Firms operating in domestic markets faced huge entry costs if they wanted to engage in exports: on the 

one hand, they could move to a SEZ regime only once they become exporters and, on the other hand, in 

addition to higher cost of doing business outside SEZ, exports rarely occur without incurring significant 

outlays to establish presence in a foreign market. 

The analysis below provides support to the following observations: first, Sri Lankan foreign trade regime 

has an inbuilt anti-export bias: high levels of protection artificially encourage allocation of capital to 

protected activities discouraging the development of new products and export diversification as well as 

establishing of local networks supplying directly or indirectly exporters. 

Second, by regional (not very demanding) standards, Sri Lanka has a decent business climate. The most 

binding area of both formal ease of doing business and that revealed in business surveys relate to the 

compliance with tax regulations. Tax rates and tax regulations have been ranked by businessmen the 

third and fourth most problematic areas of doing business in Sri Lanka while a companion study to the 

World Bank’s Cost of Doing Business ranks Sri Lanka below most countries at a similar level of economic 

development. 

Third, because of a gap between conditions for exporting and ‘domestic’ firms, exporters have no 

incentive to compete in domestic markets and firms that are successful domestically have weak 

incentive to look for external markets. It seems that there are two implications of dualism: First, since 

the club of exporters is closed to newcomers, new entrants from domestic businesses are unlikely to 

enter the export sector. The rules effectively prevent firms relying on imported input from swiftly 

transitioning from the domestic sector to a privileged export sector. Empirically, this implication can be 

tested by examining changes in the composition of manufactured exports. Its relative stability in Sri 

Lanka’s case may be attributed to foreign trade policies. But the implications of a stable basket indicate 

that country’s businesses fail to tap various benefits associated with emerging patterns of global division 

of labor. Second, the “exemption regime” introduces a strong disincentive for already established export 

firms to develop backward linkages. In fact, they are incentivized to rely on external suppliers who are 

exempt from paying duties on imported inputs in their respective countries thanks to their exports 

status and/or much lower border charges. 

An examination of the determinants of supply response to the infusion of incentives to encourage 

greater involvement in foreign trade activities, conducted in the next chapter, leads to the conclusion 

that Sri Lanka has most of the right ingredients in place. Identified weaknesses include a poorly 

structured taxation regime and red tape in investment and foreign trade that can be relatively easily 

addressed. Sri Lanka’s endowment in human capital and geographical location create huge potential for 

tapping opportunities created by possible participation in global manufacturing supply chains, which, 

together with FDI inflows, was one of the key aspects of developments in the fast growing East Asian 

economies—Indonesia, Malaysia, and Thailand (see World Bank 1993). 

The remainder of this part is organized as follows. Chapter 4 traces changes in the level and structure of 

protection afforded to domestic industries. It shows strong trend of increasing levels of nominal 

protection over the last decade. Chapter 5 expands the analysis to an examination of international 

surveys ranking national economies in terms of competitiveness, the quality of economic governance, 

and formal ease of doing business in Sri Lanka. The analysis identifies a number of weak spots in Sri 

Lanka’s broadly conceived investment environment. Chapter 6 discusses duality in terms of exits from 

Sri Lankan domestic business climate. 
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4 BACK TO PROTECTIONISM: DÉJÀ VU ALL OVER AGAIN 
Sri Lanka’s foreign trade regime is an outlier relative to best international practice. The continuation of 

policy trends that started building momentum around 2002-04 will act to hinder economic growth 

performance in the future. 

A foreign trade regime should aim to offer a wide range of benefits due to improvements in productivity 

thanks to less-distorted allocation of resources away from sectors in which a country may not have 

comparative advantage to those with the potential for competitiveness and exposure of domestic 

businesses to greater competition. A liberal foreign trade regime with low transaction costs is also 

critical to domestic firms’ tapping opportunities offered by participation in international division of labor 

and global value chains. It goes without saying that liberalization of foreign trade regime alone will not 

produce welfare gains in the absence of decent infrastructure and business-friendly climate. Good 

geographical location and the availability of entrepreneurial skills are also among ingredients important 

for success. 

4.1 MADE IN SRI LANKA FOREIGN TRADE POLICY  
Sri Lanka failed to take advantage of the Uruguay Round of multilateral trade negotiation in 1986-94 to 

lock-in foreign trade liberalization. The government committed itself to bind tariff lines at rates ranging 

from 0 percent to 75 percent for only 36.4 percent of the total. Reforms lost their momentum around 

1992. Athukorala and Jayasuriya (2004, p. 4) ascribe the loss of momentum to “… unfortunate shift in 

policy priorities towards politically appealing investment projects, and subsequently due to the onset of 

the ethnic conflict.” 

Foreign trade policy in Sri Lanka is not transparent, overly complicated, and characterized by frequent 

changes contributing to an uncertain trading environment. Moreover, it has been this way for a decade 

or more. The 2004 Trade Policy Review (WTO 2004, p. 87) noted: 

“As stated by the Central Bank, inconsistency in economic policies, including in trade policies, 
reversing already implemented policies, postponing the implementation of policies or changing 
them in an ad hoc manner lead to loss of policy credibility and market confidence. Given Sri 
Lanka's past experience (our emphasis), more attention should be paid to this issue. For instance, 
there is a proliferation of tariff exemptions and waivers used in an ad hoc manner to benefit 
different groups at different points in time. These policies not only discourage investment but lead 
to a wasteful use of resources. In this regard, the authorities could make further progress towards 
improving the trade and investment regimes through the simplification of the tariff structure, and 
the elimination of import and export licenses, and tax incentives.” 

Since 2004, the situation has arguably become worse in one important respect: in the second half of 

2004, the government introduced several taxes levied exclusively on imports. Since these have similar 

effect as tariffs, they are referred to as para-tariffs. This not only significantly increased levels of nominal 

protection and prices of imports but also added to the complexity of trade policy. Calculating various 

charges with different tax bases became increasingly complicated. 

While increasing tariff rates and proliferation of para-tariffs are clearly responses to businesses lobbying 

for protectionist measures, para-tariffs are used to support industrial policy goals ranging from self-

sufficiency in some areas to promotion of backward linkages of the garments sector, larger domestic 

processing of available raw materials and encouragement of R&D intensive activities. In addition to 

tariffs and para-tariffs, tariffs on exports are designed to encourage local processing of domestically 

available raw materials. 

Sri Lanka applies several para-tariffs within an extremely intricate system that influences the level, 

dispersion and predictability of the structure of prices in the economy. The import regime of Sri Lanka is 

cited as one of the most complex and protectionist in the world (Pursell, 2011) with a reputation for ad-

hoc policy changes (i.e., frequent changes in border charges). WTO Trade Policy Review of Sri Lanka for 

2010 recommends a rationalization of the incentive regime to improve resource allocation, to improve 

overall economic efficiency, to eliminate distortions and to diversify production and trade.. The WTO 

report suggests reduction in import protection, rationalization of domestic support and implementation 

of a more consistent trade policy to increase productivity and farmers’ incomes. 
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4.2 TWO-TIERED TARIFF SCHEDULE: MFN TARIFF AND PARA-TARIFF SCHEDULE 
The preferred tool of Sri Lanka’s foreign trade policy are tariffs and para-tariffs creating a two-tiered 

schedule; its trademark is the multiplicity of various taxes with different bases. Protectionism rather 

than revenue raising imperatives appear to drive the changes in tariffs and para-tariffs. 

Based solely on MFN and preferential tariff schedules it would seem that Sri Lanka has a relatively liberal 

foreign trade regime, but with the level of protection afforded by para-tariffs close to that by tariffs, the 

real level of nominal protection is at least twice as high. In consequence, by international and regional 

standards, Sri Lanka has a highly protectionist trade regime. As can be seen from the data presented in 

Figure 8, the stagnation in tariff rates in 2004-11 was more than offset as para-tariffs began to account 

for most of the total nominal protection. 

Nevertheless, until 2002-04, the nominal average MFN applied tariff rate fell from 42 percent in 1987 to 

16 percent in 1997 and around 10 percent in 2002-04. Although the fall in average—simple and 

weighted—applied tariff rates may come in ways that in fact increase tariff protection accorded to 

domestic industries,25 such data as the ratio of collected duties to the value of imports point to 

liberalization: collection rates fell from 20 percent in 1990 to around 6 percent 2003-04 (see Figure 21 in 

Pursell and Ahsan, 2011). But in 2009 collection rate reached 17 percent, the level previously recorded 

more than two decades ago, after having had gradually increased from 6 percent in 2004 to 9 percent in 

2008. 

Figure 8: Nominal protection in 1982, 1997, 2002, 2009, and 2011 (in percent) 

 

Source: derived from data in Pursell and Ahsan (2011) 

Sri Lanka’s policy makers rely almost exclusively on border measures to protect domestic industries 

resorting to two instruments: MFN and preferential applied tariff rates schedules subject to WTO 

disciplines and measures applied discretionary with similar effects as tariffs but outside of the WTO 

framework. Furthermore, Sri Lankan authorities continue to use tariffs on exports, a relic from the 

import substitution era. 

4.2.1. MFN tariff schedule: potential for distortions 

Tariffs influence domestic prices of goods and services through impacting the relationship between 

domestic and world market prices. Import duties lift up domestic prices, while export taxes lower them. 

As long as prices matter, foreign trade policy matters. Tariff schedule is liable to produce distortions if 

any of the following occurs; (a) applied tariff rates are high, i.e., high levels of nominal protection; (b) 

tariff rates are highly dispersed; (c) tariff protection increases with the level of processing; and (d) there 

is a significant discrepancy between MFN tariff rates and preferential tariff rates as set in bilateral free 

trade agreements. High tariff rates drive a wedge between domestic and foreign producers; lead to 

higher prices paid by users and losses in real incomers of their consumers; and provide incentive to 

allocate capital to operations that are not competitive internationally. High dispersion in tariff rates may 

be worse than high averages: highly dispersed tariff rates increase net welfare cost because dispersion 

in tariff rates leads to prices that may seriously distort production and consumption patterns. 

                                                             
25 Pursell and Ahsan (2011, p. 6) argue that most of the decline in average tariff rates was due to cuts in tariff rates 
on intermediate inputs used by local industries, still protected by high tariffs, and equipment not produced in Sri 
Lanka. However, their own data on customs duty collection do not seem to support this claim: the fall in average 
tariff rates was accompanied by the contraction in customs duty collection rates. On the other hand, increases 
might have been offset by tax exemptions—a widespread practice in countries with high tariff rates. 
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Higher rates of protection on final products than on inputs used to their production lead to high 

effective rates of protection and anti-export bias, i.e., producers have strong incentive to sell goods 

domestically even though their domestic costs might be higher than their opportunity costs through 

trade. Last but not least, although Sri Lanka has several bilateral free trade agreements, they have not 

led to trade diversion for at least one reason: they have not yet resulted in significant reductions of tariff 

rates. In all, Sri Lankan MFN applied tariff schedule scores low on the first three dimensions but not on 

that of the ‘bilateral liberalization’ one. 

Trade liberalization in Sri Lanka dates back to 1977 when a sharp devaluation was followed by a series of 

sweeping trade policy reforms. During the next two decades or so, Sri Lanka had a moderately free trade 

regime. Its ‘liberalization’ edge, however, over other countries at a similar level of economic 

development began disappearing as other countries set on a path of liberalization beginning in the 

second half of the 1980s, whereas reforms in Sri Lanka not only lost their momentum in the 1990s but 

also were reversed in the early 2000s. As the 2004 WTO TPR for Sri Lanka noted: “At the time of the last 

Trade Policy Review in 1995, and in other instances since, the Sri Lankan authorities have stated their 

intention to simplify the tariff structure, by moving towards a two-band system, and reducing the simple 

average applied MFN rate to a single digit” (WTO 2004, p. 98). Both measures would increase 

transparency. Neither of them had been implemented.26 

The combination of fiscal considerations and the government’s proclivity to use foreign trade tools to 

implement industrial policy objectives has become the driving force of foreign trade policy making. 

Fiscal considerations triggered the introduction of a temporary 40 percent import surcharge in 2001, 

which, although reduced to 20 percent 21 months later, was kept in place till 2005. Subsequently, most 

imports, with the exception of some basic goods, were subject to a reduced surcharge of 15 percent 

applied on the customs duty until 1 June 2010. While the intent of surcharge was mainly fiscal, 

protectionist considerations were behind the imposition of specific duties on food and some 

manufactures (e.g., bicycles) in early 2002. As observed above, the goal of establishing a two-band 

(excluding zero) tariff schedule was not carried out. The tariff schedule continued to have 10-11 rates 

(depending on the year) in 1998-2003. Their number fell to 9 in 2010 indicating rather a limited 

simplification of the tariff schedule (WTO 2010, p. 122). Paradoxically, this has applied also to extending 

protection to highly successful export sectors, such as clothing, while applying it very selectively to 

inputs, i.e., fabrics (see Box 3). 

Box 3: Structure of protection of textiles and clothing in 2001-10: protectionist over fiscal considerations 

Sri Lanka’s tariff schedule is far from neutral in terms of processing. Garments and fabrics provide a good example to illust rate 
this point (Box Table 3. Tariff rates on inputs into the production of garments are zero except for two HS six-digit items: manila 
hemp or musa textiles (HS 530500) whose imports are subject to a tariff rate of 26 percent and woven fabrics obtained from 
strips (HS 540720) subject to 13.5 percent. Both have been produced domestically and Sri Lanka is famous for its production of 
Manila hemp also known as abacá, the source of one of the world’s premier fibers before the advent of synthetic textiles.27 Since 
apparently there are no other producers of yarn and fabrics, tariff rates were set at zero giving the average applied tariff rate on 
yarns and fabrics of merely 1.3 percent in 2006-10. In contrast, the level of tariff protection accorded to garments producers, an 
exports powerhouse for decades, was almost ten times higher with the average tariff rate falling from 14 percent in 2005-06 to 
around 13 percent in 2009-10. 

Box Table 3: Average applied tariff rates on fabrics and garments in 2001, 2004-10 (in percent)  

  2001 2004 2005 2006 2007 2009 2010 

Yarn and fabrics (HS50 through 56 and 58 through 60) 2.1 1.1 1.1 1.3 1.4 1.3 1.3 
Garments (HS 61 through 63) 9.7 11.2 14.1 14.0 13.5 12.9 12.6 

Source: Calculated from two-digit HS data in the UNCTAD TRAINS database and WTO IDB database. 

The structure of tariff protection of clothing and textiles creates a mixed set of incentives. On the one hand, high nominal 
protection on garments does not provide any incentive to sell abroad. They are exporting powerhouse] despite low tariff rates on 
yarns and fabrics. Assuming that the ‘world value added’ is 25 units of the production valued at 100 units, the tariff rate of 12.6 
percent on garments and 1.3 percent on inputs makes domestic sales 47 percent more profitable than sales abroad. An 
explanation is straightforward: the domestic value added equals sales valued at 112.6 minus 76.0, which amounts 37 or 47 
percent above the ‘world value added’ of 25 units.28 Leaving aside losses due to forgoing extra value added that can be collected 
domestically, even very low nominal tariff protection of inputs of 1.3 percent would generate a loss in value added of 4 percent 

                                                             
26 As of December 2011, MFN tariff schedule has five rates: 0% for imports of essential goods; 2.5% for basic raw 
materials; 6% for semi-processed goods; 15% for intermediate products; and 28% for other finished products.  
27 See Randy C. Ploetz, Angela Kay Kepler, Jeff Daniells, and Scot C. Nelson, “Banana and plantain—an overview 
with emphasis on Pacific island cultivars Musaceae (banana family),” accessed on December 12, 2011 at 
http://www.agroforestry.net/tti/Banana-plantain-overview.pdf  
28 Put differently, the effective rate of protection provided to local garment production is 47 percent. If tariff rates 
on inputs were equal to zero, the effective rate of protection would increase to 50 percent, while effective 
protection rate to exports would switch from minus 4 percent to zero percent. 

http://www.agroforestry.net/tti/Banana-plantain-overview.pdf
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relative to the world one when sold in world markets: in other words, protection of inputs leads to negative effective protection to 
exports (in this case minus 4 percent). Only when duties are zeroed, effective protection to exports is equal to zero. 

Anti-export bias implicit in this structure of tariffs can be addressed in a variety of ways ranging from export processing zones, 
duty drawbacks to tariff exemptions on inputs used in products sold abroad. These tools have been used widely in Sri Lanka and 
other countries. 

High tariffs on garments distort economic incentives encouraging investments there possibly at the expense of investments in 
production of yarn and fabrics. This undercuts competitiveness as export success depends also on the development of cost-
effective domestic supply links. The rates of nominal protection should not depend on the level of processing and they should be 
low to avoid internationally uncompetitive investments driven by tariff jumping. Discriminating against one stage of production in 
favor of another in the clothing sector in Sri Lanka is not clear given its long record of a very successful performance in world 
markets. 

Simple average MFN tariff rate declined between 1998 and 2001 but it increased subsequently in 2009 

before falling in 2010 to 11.5 percent (Figure 9). This minor contraction was mostly the result of zeroing 

‘nuisance’ rates, i.e., those equal or below 2 percent. Much more pertinent measure to describe the 

level of nominal protection, that is, the percent of tariff rates exceeding 15 percent, the so-called 

international spikes, were on the rise. After falling between 1998 and 2001, they increased from 21 

percent in 2001 to 22 percent in 2003, 23.8 percent in 2009, and 23.9 percent in 2010. 

Additional evidence that import competition is being stifled is that more than one hundred eight-digit 

HS items were subject to MFN rates exceeding the WTO bounds in 2010. The products affected were 

among others tobacco products, textiles, carpets, ploughs, and switches (WTO 2011, p. 123). 

Considering that the average WTO bound rate of 33 percent was almost three times as high as a simple 

average MFN rate, this suggests huge tariff rates and little respect for commitments made under the 

WTO agreements. 

The negative impact of high tariff rates is often addressed by the government’s resort to grant tariff 

exemptions on an ad hoc basis. Although the scope and depth of the use of tariff exemptions by the 

government of Sri Lanka to offset tariff peaks is not entirely clear, it seems to be substantive. One way 

of assessing it is to use data on import duty collection as percentage of imports against a weighted 

average applied MFN tariff rate. An average rate of import duty collection of 4.8 percent in 2004-08 was 

well below an average weighted (by imports) applied tariff rate of around 6 percent (WTO 2010, p. 123). 

The increase in the difference indicates the increase in tariff exemptions, albeit not necessarily in a 

number of duty exemptions granted by the authorities. The WTO estimates the revenue forgone due to 

the waivers on import duties and other taxes on imports in 2008 at around 1.2 percent of GDP.29 

Sri Lanka’s average MFN applied tariff rate is similar to India’s and Bangladesh’s. It is, however, around 

twice as high as in Malaysia and five times as in Mauritius.30 It is interesting to note that Sri Lanka’s 

average is close to that in Thailand (10.8 percent in 2009). This average does not take into account a 15 

percent import surcharge that was in place until 1 June 2010; and, more importantly, para-tariffs that, as 

we shall see, increase dramatically the total levels of nominal protection in Sri Lanka raising them 

several times above their levels in its regional counterparts with the possible exception of Bangladesh, 

which also resorts to para-tariffs. 

Although two measures of variability produce a different time profile of the change in dispersion in 

1998-2010, they both indicate high variance in tariff rates and its increase in 2010. As measured by the 

values of the coefficient of variation, dispersion significantly declined from 1.39 in 2001 to 1.13 in 2009 

and increased in 2010 to 1.28 (close to its level in 2003) thus reversing the falling trend. Standard 

deviation, another measure of variation of the tariff schedule, kept moving upward between 2003 and 

2010 having had increased from 12.4 in 2003 to 14.7 percent in 2010 (Figure 9). 

Dispersion in MFN tariff rates varies depending on the sector of the economy and the level of processing 

but it did not display any unusual patterns in 2010 (Figure 9). Dispersion of applied tariff rates, as 

measured by the coefficient of variation, is relatively low for agricultural goods. It is much higher for 

industrial products: within this group, it is particularly high for capital goods and intermediate products 

despite much lower MFN average tariff rates than for other groups of products.31 On the other hand, it 

is much lower for two sectors subject to high tariff protection: raw materials and consumer goods. 

                                                             
29 Ibidem, p. 123. 
30 Derived from data in the UNCTAD TRAINS database and WTO IDB database. 
31 It is interesting to note that the increase in tariff protection was not limited to the agricultural sector. According 
to the WTO 2011, an average MFN tariff for manufactured products increased from 8 percent in 2003 to 9.2 
percent in mid-2010 resulting from an increase of rates applied on all main industrial categories.  
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Turning to another critical dimension of tariff schedule, i.e., variability in terms of processing, the 

cascading effect of increasing tariff rates with the level of protection—except for textiles and clothing 

(see Box 3)—can be only detected between intermediate or semi-processed products and fully 

processed goods excluding capital equipment. The average applied tariff rate on intermediate goods 

was 5 percent and that on fully processed goods was three times higher at 15 percent in 2009-10.32 The 

level of protection afforded to raw materials is roughly similar to that of final products excluding capital 

goods. 

Figure 9: Salient characteristics of Sri Lanka’s MFN tariff schedule in 1998, 2001, 2003, and 2009-10 

 

Right Axis: percent of tariff lines; Left Axis: average applied tariff rate and coefficient of variation (ratio of standard deviation of 
applied tariffs to simple average applied MFN tariff rate). 
Sources: Derived from the data in two successive issues of WTO Trade Policy Review: Sri Lanka 2004 and 2010, Geneva 

Sri Lanka’s tariff structure has been driven by providing nominal protection to already existing lines of 

production. This does not apply only to garments but also to other sectors of the economy. In fact, 

sectors engaged in exports enjoy higher tariff protection than other sectors of the economy. Tariff 

protection implicit in Sri Lanka’s MFN tariff schedule does not extend only to import-competing 

industries but it also covers export sectors. Table 13 compares two average weighted applied MFN tariff 

rates: one weighted by imports in 2009, and another one weighted by exports both broken down to 

agricultural, non-agricultural products, and totals. “Exports” weighted tariff rates for both agricultural 

and industrial products are almost twice as high as these tariff rates weighted by their respective 

“imports.” This can be only explained by (a) tariffs on products exported tend to be higher than on 

products that are not exported (and probably not produced); (b) tariffs on exported products effectively 

suppress their imports; and the combination of (a) and (b). 

Table 13: MFN applied tariff rates in 2009: simple average and weighted average tariff rates (in percent) of 
agricultural and non-agricultural products  

  Weighted average rates 

  Imports exports 

Agricultural products (HS 0 through 24) 13.4 26.1 
Non-agricultural products (HS 25 through 97)  6.0 12.4 

Total 10.4 14.7 

Source: Own calculations based on data from the UNCTAD TRAINS database. 

In other words, domestic sectors that are internationally competitive enjoy high rates of protection at 

home at the expense of consumers of these products. Another illustration comes from the following 

exercise: using the 2009 tariff schedule in six-digit HS (Harmonized System) breakdown, we have 

calculated the value of imports of exports in 2008 of products subject to MFN tariff rates of 25 percent 

and more. The value of imports of these products was US$853 million or 6 percent of total imports, 

whereas the value of exports of these products was US$2.3 billion or 28 percent. Needless to add, given 

the structure of protection favoring the agriculture sector, agricultural products accounted for 40 

percent of these imports and 73 percent of exports. 

                                                             
32 Own estimates from data in the UNCTAD TRAINS database and WTO IDB database. 
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Another insight about the impact of Sri Lanka’s high levels of nominal protection on suppressing 

competition from imports can be gained from an examination of the extent to which products subject to 

high tariff rates are still imported. If they are, this indicates that domestic demand for these products 

can only be met by imports. As such, one can infer that the main purpose of a high tariff on these 

products is raising revenue. Of course, some of them may find their way to domestic users thanks to 

obtained tariff exemptions. But even if no duties are paid, imports statistics juxtaposed against the tariff 

schedule will capture them, as the latter takes no account of collected duties. If a simple average tariff 

rate for a group of products exceeds an average weighted by imports, this means that flows of imports 

subject to higher tariff are relatively smaller; the reverse means that high tariffs do not stop imports as 

there are probably no domestic substitutes. 

Sri Lanka’s tariff schedule appears to be effective in protecting domestic producers as it successfully 

keeps imports subject to higher applied tariff rates at bay. As can be seen from the data tabulated in 

Table 14, simple average MFN tariff rates calculated for different aggregates exceeded in 2009 their 

corresponding weighted average MFN tariff rates except for capital good, albeit the difference was small 

and nominal protection was low. Capital goods were the only group where importers paid less attention 

to tariff rates than in other sectors: a possible reason was that they were successful in obtaining 

exemptions. 

Table 14: Average MFN tariff rates, simple and weighted, in sectoral breakdowns and imports in 2010 (in percent 
and millions of US dollars) 

  Average MFN Rate   Import Value 

Product Simple Weighted Difference ($ millions) percent 

All goods  9.3 6.8 2.5 12,351 100 

  Agricultural goods 22.2 19.0 3.2 1,801 15 

  Industrial goods  8.6 5.4 3.2 10,550 85 

  Of which: Petroleum products  7.7 5.0 2.7 1,880 15 

By end-use           

Raw materials 13.2 5.0 8.2 1,610 13 

Intermediate goods  5.3 4.4 0.9 4,557 37 

Consumer goods 16.3 13.1 3.2 3,618 29 

Capital goods  4.4 5.1 -0.7 2,083 17 

Textiles and clothing   4.9 0.6 4.3 1,833 15 

Of which: Textiles   1.4 0.3 1.1 1,739 14 

                  Clothing 12.5 7.1 5.4 95 1 

Source: Estimates based on data from the UNCTAD TRAINS database, WTO IDB database and UN COMTRADE 
database. 

The weighted average tariff rates on both agricultural and industrial goods as well as on other products 

grouped by their end-use are significantly lower than respective simple average rates indicating that 

imports of products subject to high tariff rate are low relative to other imports. It comes as no surprise 

that the difference between the two is particularly high for raw materials: Sri Lanka is a producer as well 

as an exporter of raw materials: these are subject to high tariffs whereas those that are not available 

domestically are not accorded high tariff protection. Note also that the weighted MFN tariff rate on 

textiles of 0.3 percent was almost zero below a very low simple average rate of 1.4 percent indicating 

that there were little, if any imports, of, say, Manila hemp or woven fabrics obtained from strips—the 

only two subsectors subject to high nominal protection. 

Some restrictive measures were reversed in mid-2010. But changes implemented were merely at the 

edges without overhauling the structure of the current schedule. There was some improvement, 

though. The elimination of a 15 percent surcharge on customs duties levied on imports somewhat 

reduced nominal protection. So did the removal of the 2.5 percent duty on most raw materials, plant 

and machinery.33 These changes are a step in the right direction, but do not fundamentally alter the 

level of protection. 

In sum, tariff rates are high, although not by the standards of countries at a similar level of economic 

development. But, they are dispersed, which generate misleading incentives to potential investors and 

divert resources from most productive uses. In other words, they distort both current and future 

production and consumption patterns. Last but not least, high duties, which are particularly high for 

processed goods and dispersion of tariff rates, create a strong anti-export bias and suppress competition 

from imports that is critical to improvement of productivity. 

                                                             
33 See “President declares tax concessions,” Daily News (Sri Lanka), 6/2/2010. 
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4.2.2 Para- tariffs: high rates, large dispersion and further distortions 

Sri Lanka’s practice of levying taxes (on top of duties) only on imported products is not in the spirit of 

the rules of the WTO multilateral trading regime. Imports are not only subject to tariffs and domestic 

taxes, but also to other border charges levied only on imported products, i.e., para-tariffs, which further 

raise nominal protection levels for many import substituting industries and introduce extra uncertainty 

for importers. Before the change in customs law in June 2010, there were four para-tariffs, i.e., border 

charges with similar effect as tariffs levied solely on imports:34 

 PAL or Port and Airport Development Levy calculated as product of the PAL rate and CIF value of 

imports. The rate of PAL was set at 3 percent in 2004-08 and subsequently raised to 5 percent as 

of 1 January 2009 and applied to all imports; 

 Cess or Export Development Board Levy (introduced in November 2004) is calculated against the 

CIF value augmented by 10 percent (tax base is CIF value of a shipment plus 10 percent) or a 

specific levy equal to number of its multiplied by unit rate of cess levy.35 Cess rates range from 1 

percent to 35 percent (no equivalents for specific cess rates are available). The coverage has 

varied but expanded since its inception to most of tariff lines (around 3,500 lines in 2010);  

 SUR or the Customs Surcharge levied on the value of calculated duties. The surcharge fell from 

40 percent in 2001 to 20 percent in 2003 and 15 percent in 2005 until 1 June 2010; 

 And RIDL or Infrastructure Development Levy charged on selected imports (e.g., some 

automobiles), which was also abolished in June 2010. 

Hence, although the number of para-tariff measure fell, the level of nominal protection they provide has 

remained huge often exceeding that afforded by MFN applied tariff rates. While we have not conducted 

a systematic analysis of the implications of new rates taking effect on November 22, 2011, their 

eyeballing suggests some improvement over the old one. Specific cess tariff rates are widespread for 

both agricultural and industrial products. Maximum ad valorem rates of cess are still set at 35 percent. 

Box 4 illustrates complexity and tax burden levied on vehicles imported into Sri Lanka as well as the 

scope of change brought about by the June 2010 Decree. 

Box 4: Illustration of the change in para-tariffs that went into effect in June 2010: the case of charges levied on 
imported automobile 

The post-June 2010 para-tariff schedule represents an improvement over the earlier one in one respect: Cess no 
longer applies to automobiles, phones, wrist watches, cameras and electronics. Since Cess is the major tax driving 
up the prices of imported goods, their removal or reduction for certain products significantly lower prices of 
imported product. Box Table 3, prepared by staff members of a major automobile importer into Sri Lanka in June 
2010, shows rather a dramatic fall in the price of an imported car. Assuming a CIF (cost, insurance, freight) of a car 
of 100, prior to June 2010 an importer had to pay 187 to clear the car from customs. Hence, the price was at least 
287 of which expenditure on para-tariffs was 38 or 20 percent of all taxes, duties and para-tariffs. After June 1, 
2010, the total tax burden levied on an imported car fell from 187 to 94 implying the minimum price covering all 
taxes of 194 or 33 percent lower than before, but still twice as much as its world price.36 

Box Table 3: Border charges on a shipment of an automobile worth 100 CIF before and after the introduction of a 
new law (in percent and units) 

  Prior to 06/01/2010 After 06/01/2010 

Value CIF 
 

100 
 

100 

Tariff rate 28% 28 30% 30 

Surcharge 15% 4.2 0% 0 

SRL (Social responsibility levy) 2% 1.55 2% 0.64 

VAT 20% 45.86 20% 31.54 

PAL (Port and Aviation Levy) 5% 5 5% 5 

Excise 44% 71.08 17% 12.71 

Cess 10% 11 0% 0 
RIDL (regional infrastructure Development 
Levy) 5% 13.33 5% 8.99 

NBT (nation building tariff) 2% 6.88 5% 4.73 

Total above (excluding cif) 131% 186.9 84% 93.61 

of which: para-tariffs 24% 37.76 17% 19.36 

                                                             
34 Since a “Special Commodity Levy” on imports of 22 “essential” primary commodities replaces duties and other 
charges on these imports, it was not included as a para-tariff measure. Similarly there are other taxes levied on 
imports: the Social Responsibility Levy (SRL); the Nation Building Tax (NBT); and excise duties. But they all have 
their domestic equivalents 
35 Government Notifications, SRI LANKA EXPORT DEVELOPMENT ACT, No. 40 OF 1979, Order under Section 14, 
Ministry of Industry and Commerce, Colombo. 21st November, 2011. 
36 Depending on a model and the size of an engine, selling prices have been reduced by between 25 percent and 38 
percent. 
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Source: prepared by staff of an automobile importer in Colombo, Sri Lanka. 

However, tariffs and para-tariffs are not the only determinant of the total tax burden imposed on an imported car. VAT, excise, 

and NBT are not foreign trade measures as they are also levied on domestic products. The only para-tariffs are PAL and RID 

jointly contributing 14 percent to nominal protection down from 29 percent before June 2010. Yet, the total nominal protection at 

44 percent ad valorem remains rather substantive despite the contraction from 57 percent before June 2010. Hence, para-tariffs 

are still used extensively even though that Cess’ coverage has been scaled down. The Cess is the most potent tool of 

protection used in Sri Lankan foreign trade policy. This is also a highly destructive measure contributing 

most to distortions in allocation of resources in Sri Lanka. First, as can be seen from the data tabulated 

for the pre-June 2010 period (see Table 15), cess accounted for more than half of nominal protection 

afforded by the para-tariff regime. The simple average cess rate of 9 percent was almost twice as high as 

the second highest para-tariff rate, PAL, of 5 percent. 

Table 15: Para-tariff rates and their coverage in January-June 2010 in percent 

  
Simple average of para-tariff 

rates 
Contribution to total para-
tariff nominal protection 

Percent 
coverage 

  All Agriculture Industry All Agriculture Industry lines 

SUR (Customs Surcharge) 1.67 3.56 1.34 11% 14% 9% 86.1 

PAL (Port and Airport Levy) 4.95 5.00 4.94 31% 20% 35% 99.4 

Cess (Export Development Board Levy) 8.79 16.43 7.46 56% 66% 53% 39.9 

RIDL (Infrastructure Development Levy) 0.32 0.00 0.37 2% 0% 3%   1.2 

TOTAL 15.73 24.99 14.11 100% 100% 100% 
 Sources: Calculated from data in G. Pursell and Ahsan, “Sri Lanka’s Trade Policies: Back to Protectionism,” ASARC Working Paper 

2011/03. 

Second, because of a different tax base, nominal protection generated by a cess rate is 10 percent larger 

than that by a corresponding tariff rate. For instance, the products subject to a minimum cess rate of 1 

percent are protected by an eleven-percent rate simply because in contrast to MFN tariff rates, the base 

for assessing the cess is the value c.i.f of a shipment plus ten percent ad valorem. In consequence, a 

tariff equivalent of the cess rate of 30 percent is not 30 percent but a 33 percent MFN tariff rate. 

Collected Cess rate on imports, i.e., the ratio of cess-generated revenue to the value of total imports in 

percent, was 2.4 percent in 2009 up from 0.6 percent in 2006. In 2009, the collected Cess rate was about 

half of the average of import tariff collection of 4.8 percent.37 

Third, the combination of higher and dispersed rates and smaller imports’ coverage by the cess results in 

much higher variance in rates than for other para-tariffs. Note that PAL covers almost all imports (99.4 

percent of tariff lines), SUR applied to 86 percent of tariff items, whereas the Cess covered less than half 

or 40 percent of tariff lines. Moreover, the coverage further declined in 2009-11 from 40 percent in 

2010 to around 28 percent. Furthermore, PAL schedule was characterized by two rates: 5 percent for 

the bulk of products and 2 percent for a few products. As mentioned earlier, the Cess rates ranged 

between one percent and 35 percent. 

Hence, cess drives investments to highly protected sectors of the economy and raises prices of both 

domestic and imported goods. Its schedule has further magnified all harmful effects of MFN tariff 

schedule further driving the wedge between conditions in domestic and external markets. Despite the 

curtailment of para-tariffs in 2010, the para-tariff regime, however, has remained complex, non-

transparent, and the source of uncertainty. Its complexity stems from differences in product coverage 

by para-tariffs. Frequent changes in the nominal rates of import taxes on individual products combined 

with waivers and exemptions infuse uncertainty into imports decisions. This applies in particular to cess, 

“… which from the beginning has been used as a selective protective instrument” (Pursell, 2011, p. 31). 

4.2.3 Total nominal protection: dramatic growth in 2004-09 

Para-tariff regime not only exacerbates the worst features of Sri Lanka’s MFN tariff schedule, i.e., high 

and dispersed rates, but also raises the levels of nominal protection to levels no longer encountered 

amongst WTO members. While many developing countries lowered MFN applied tariff rates in the 

1990s and 2000s, Sri Lankan government raised nominal tariff protection through other means, i.e., the 

use of para-tariffs. Nominal rates of protection doubled not because of the increases in applied MFN 

tariff rates, which remained roughly at the same level in the 2000s but almost exclusively due to para-

tariffs. They accounted for 16 percent of TNP (total nominal protection), i.e., the sum of MFN tariff and 

para-tariff rates, in 2004 to 56 percent in 2009 and 51 percent in 2011. Para-tariffs were on average 

higher than duty rates in 2009 raising nominal protection rate from 12 percent for all tariff lines to 28 

                                                             
37 Averages calculated from data in Trade Policy Review Sri Lanka WT/TPR/S/237 29 September 2010, p. 123. 
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percent; doubling it for agricultural products from 25 percent to 50 percent; and more than doubling it 

for industrial products from 10 percent to 24 percent (Table 16). 

Table 16: Simple average values of customs duties, para-tariffs and total protection rates in 2004, 2009 and 2011 
(in percent) 

    2004   2009     2011 (Jan.) Share of para- in total 

Product Tariffs 
Para-
tariffs 

Total 
protection Tariffs 

Para-
tariffs 

Total 
protection Tariffs 

Para-
tariffs 

Total 
protection 2004 2009 2011 

All tariff lines 11.3 2.1 13.4 12.1 15.7 27.9 11.5 12.2 23.7 16% 56% 51% 
Agricultural 
products 24.6 3.5 28.1 24.6 25.0 49.6 25.4 21.4 46.8 12% 50% 46% 

Non-agricultural  8.8 1.9 10.7 10.0 14.1 24.1 9.1 10.6 19.7 18% 59% 54% 

Notes: The VAT was also used as a para-tariff in 2009 but estimates of its incidence are not available. Source: World Bank staff 
estimates. 

Much publicized liberalization of foreign trade implemented in June 2010 slashed the levels of TNP by 4 

percentage points or 15 percent from an average of 28 percent to 24 percent. However, the average 

TNP still adds 47 percent and 20 percent to the price of agricultural and industrial imports, respectively. 

Compare also TNP rates in 2004 and in January 2011: they were between 67 percent (agricultural 

products) and 84 percent (industrial products) larger than in 2004. 

Second, TPN rates were not only high on agricultural products but they were very substantial for many 

manufactures including the above mentioned clothing and transport equipment (Table 17). The average 

TNP rate of 28 percent on manufactured goods excluding food processing was very high. So was the TNP 

rate on imported electrical machinery. Construction materials including cement are also protected with 

very high TNP rates exceeding 60 percent.38 Since construction materials account for a significant 

portion of many new investment projects, housing, infrastructure, etc., this has negative growth 

consequences.  

Third, the TNP schedule, like the MFN applied tariffs schedule, ‘discriminates’ against semi-processed or 

intermediate products offering on average similar levels of protection to both fully processed products 

and raw materials: 39 percent and 32 percent respectively, whereas the TNP for semi-processed goods 

was significantly lower at 16 percent. 

Last but not least, high TPN seriously erode incentives for exporters to develop local upstream supply 

chain especially if potential producers use imported inputs. Since these potential candidates are not 

involved directly in exports activities, they face serious difficulties in taking advantage of various ‘exit’ 

schemes, i.e., duty drawbacks or tariff rebates. High TPN rates on imported inputs may make them non-

competitive and external suppliers, who do face duties on inputs, competitive as Sri Lankan exporters do 

not pay duties on these imports. 

Table 17: Highlights of the structure of border charges on imports of goods in 2009 (in natural units and percent) 

  No. of lines 
Average 

MFN rate (%) 
Average para-

tariff rate TNP (%) 
Ratio of TNP 
to MFN (%) 

All tariff lines 6,509 12.0 19.0 31.0 258 

Agriculture (HS 01-24)  968 24.2 28.0 52.2 216 

Industrial products (HS 25-97) 5,541  9.9 17.5 27.4 277 

Memorandum: Selected manufacturing sectors         

Transport equipment   290 15.7 52.5 68.2 434 

Textiles and clothing   863  7.3 20.1 27.4 375 

Chemicals and photographic supplies 1,095  5.9 12.2 18.1 307 

Non-electric machinery   762  6.8 13.9 20.7 304 

Manufacturing excluding food processing 5,356  9.9 17.8 27.7 280 

Electric machinery   357 12.2 18.3 30.5 250 

Memorandum: stage of processing           

First stage of processing   837 14.9 17.5 32.4 217 

Semi-processed products 2,010  5.4 10.9 16.3 302 

Fully processed products 3,662 14.9 23.8 38.7 260 

Source: Derived from data in Table III. 8 of Trade Policy Review Sri Lanka WT/TPR/S/237 29 September 2010. 

Sri Lanka’s TNP tariff schedule has even stronger deficiencies than its MFN applied tariff schedule that 

were discussed earlier. TNP rates are exorbitant by the standards of countries at a similar level of 

economic development. Dispersion is significantly larger than that in the MFN tariff schedule. High and 

dispersed rates fatally distort production and investment decisions. They also make very difficult, if not 
                                                             
38 Cess rate on imports of cement, articles of plaster are 35 percent (effectively 38.5 percent because of the tax 
base of C.I.F. value increased by 10 percent) while MFN rates are at 28 percent. 
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impossible, for Sri Lankan businesses to launch new production in line with comparative advantage and 

to step into more advanced forms of global division of labor. 

4.3 PREFERENTIAL TRADE AGREEMENTS 
Sri Lanka is a party to three regional arrangements. Three preferential arrangements ranked in the order 

of falling preferences in terms of tariff lines subject to liberalization include the South Asian Free Trade 

Area (SAFTA) Agreement, and the Asia Pacific Trade Agreement (APTA); and Global System of Trade 

Preferences (GSTP). The SAFTA superseded the South Asian Preferential Trade Arrangement (SAPTA) 

signed by Bangladesh, Bhutan, India, the Maldives, Nepal, Pakistan, and Sri Lanka in 1993. Under SAFTA, 

Sri Lanka grants tariff concessions on 4,103 tariff HS subheadings of the six-digit level to least developed 

SAFTA (Afghanistan, Bangladesh, Bhutan, and the Maldives) and on 4,059 HS tariff lines to other SAFTA 

participants. The APTA, formerly known as Bangkok Agreement signed in 1975, includes two SAPTA 

participants—Bangladesh, India—and China, Laos, and South Korea. Sri Lanka's list of concessions covers 

427 tariff lines and the list of special concessions offered to the least developed countries covers 72 

tariff lines. Finally, Sri Lanka participates in the GSTP among developing countries offering lower tariffs 

on 23 four-digit HS tariff lines including fruit, prepared fish, rum, prepared explosives, film in rolls, wall 

paper, sewing machines, and four wheel drive vehicles (Table 18). 

Table 18: Sri Lanka’s participation in preferential trade arrangements: scope of liberalization, total nominal 
protection and average preferential margins in 2010 

Name of 
Agreement 

Date (entry 
into force) Signatories 

Preferential 
tariff lines 
in total*/ 

Average 
tariff 
rate 

Total 
Nominal 

Protection 

Average 
Preferential 
Margin**/ 

South Asian Free 
Trade Area (SAFTA) 

1-Jan-06 Bangladesh, Bhutan, India, 
the Maldives, Nepal, 
Pakistan, and Sri Lanka 

56% 
57% (a) 

10.2 
7.7 (a) 

22.4 
19.9 (a) 

1.3 
3.8 (a) 

Asia-Pacific Trade 
Agreement (APTA) 

1-Sept-06 Bangladesh, China, India, 
Republic of Korea, Laos and 
Sri Lanka 

10% (b) 
2% (c) 

11.3 (b) 
11.5 (c) 

23.5 (b) 
23.7 (c) 

0.2 (b) 
0.0 (c) 

Global System of 
Trade Preferences 
(GSTP) 

19-Apr-89 Developing countries 2% 11.5 23.6 0.1 

Indo-Sri Lanka Free 
Trade Agreement 
(ISFTA) 

1-Mar-00 Bilateral with India 51% (d) 
61% (e) 

6.9 (d) 
6.6 (e) 

19.1 (d) 
18.8 (e) 

4.6 (d) 
4.9 (e) 

Pakistan-Sri Lanka 
Free Trade 
Agreement (PSFTA) 

12-Jun-05 Bilateral with Pakistan 70% (d) 
74% (e) 

5.8 (d) 
5.7 (e) 

18.0 (d) 
17.9 (e) 

5.7(d) 
5.8 (e) 

Notes: */ ratio of the number of tariff lines with preferential rates (lower than MFN applied rates) to the difference between 
the 2010 MFN tariff lines of 6,592 and 2,923 tariff lines that are duty free; **/ since para-tariffs apply to all imports no matter 
their origins, the average preferential margin is the difference between average applied MFN tariff rate (11.5% in 2010) and 
average preferential applied tariff rate; 
(a) preferential rates for LDCs under SAFTA, i.e., SAFTA-LDCs are applicable to Bangladesh, Bhutan, Nepal, and the Maldives; (b) 
Preferential rates under APTA that are applicable to Bangladesh, China, India, Laos, and the Republic of Korea; (c) Preferential 
rates for least developed countries under APTA are applicable to Bangladesh and Laos; (d) rates under ISFTA or PSFTA alone; (e) 
Including APTA, SAFTA, SAARC, ISFTA, and GSTP preferential rates on imports from India and Pakistan 

Source: derived from data in Table III.6: Sri Lanka’s Preferential Rates in 2010, Trade Policy Review for Sri Lanka, 
WTO, Geneva 2010; G. Pursell and F.M. Ziaul Ahsan, “Sri Lanka’s Trade Policies: Back to Protectionism.” ASARC 
Working Paper 2011/03, Australia South Asia Research Centre, Australian National University, 2011; and data from 
the website accessed in December 2011 at http://www.unescap.org/tid/apta/concess_sl.pdf. 

Sri Lanka signed two preferential bilateral trade agreements: the Indo Sri Lanka Free Trade Agreement 

(ISFTA) in 1998, which went into force on March 1, 2000; and the Pakistan-Sri Lanka Free Trade 

Agreement (PSFTA) in 2002, which entered into force in 2005. Considering trade flows, the ISFTA 

overshadows the PSFTA. But it is asymmetrical as imports from India account for around 20 percent of 

all imports whereas India takes about 5-7 percent of total Sri Lankan exports. The IFSTA covers only 

trade in goods and addresses only tariff as opposed to non-tariff barriers: the liberalization process was 

completed in 2008.39 Tariff reductions were made in stages, over eight years by Sri Lanka and in 

three years by India with both countries having had retained negative lists. In the case of Pakistan the 

PFSTA provided for similar reductions in tariff rates, down to zero after June 12, 2010. Excluding tariff 

lines subject to zero duty rates under the MFN schedule, the percent of tariff lines subject to 

                                                             
39 For more information on this agreement, see Sri Lanka’s Department of Commerce online information. Viewed 
at: http://www.doc.gov.lk/ web/indusrilanka_freetrade_dutycon.php. 

http://www.unescap.org/tid/apta/concess_sl.pdf
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concessions is 51 percent under the ISFTA and 70 percent under the PSFTA (Table 18 together with 

notes). 

There are two caveats, however, slightly complicating an analysis. First, both agreements have 

preferential tariff rate quotas specifying margins of preference and amounts. From the point of view of 

Sri Lankan exports, two most important items subject to preferential tariff rate quotas are clothing and 

tea. Second, concessions negotiated under other regional agreements apply to Sri Lanka’s bilateral trade 

relations with India and Pakistan. Both countries participate in the South Asian Preferential Trade 

Arrangement (SAPTA) and Sri Lanka together with India is a party to the Asia Pacific Trade Agreement 

(APTA). Preferences granted under Global System of Trade Preferences (GSTP) apply to both countries. 

In consequence, negotiated preferential arrangements going beyond the original concessions in 

respective bilateral agreements have changed conditions in market access. In other words, preferential 

access negotiated under the aegis of regional arrangements is incorporated into tariff schedule applied 

to imports from both countries. This is reflected in estimates presented in Table 18 (see note ‘e’).  

Trade with preferential partners has been highly asymmetrical: Sri Lankan exports were tiny while 

imports were significant. Taken together, preferential countries took less than 10 percent of Sri Lanka’s 

exports in 2010. Among preferential partners, only trade with India and China has been significant and 

trade with the latter is mainly subject to the WTO’s multilateral disciplines. They accounted, however, 

for more than one third of total imports raising questions about the extent to which they displaced 

more cost-efficient non-preferential suppliers. 

Despite asymmetry in trade flows, high level of nominal protection and strong growth in imports, the 

multiplicity of preferential trade agreements does not seem to have imposed significant welfare costs 

on Sri Lanka’s economy. The combination of dependence on imports and high preferential margins 

usually lead to welfare losses due to trade diversion, i.e., the shift to less cost-efficient suppliers from a 

preferential partner at the expense of the world’s most efficient suppliers. This has not taken place for 

two reasons: first, most imports from preferential partners are not subject to preferential treatment, 

and, second, imports from preferential tariffs are not exempt from para-tariffs. 

Sri Lanka’s foreign trade policy actions can hardly be described as the pursuit of regional liberalization: 

the only agreement that economically matters is that with India and the list of preferential tariff items is 

short. In spite of claims by the Board of Investment of Sri Lanka about preferential access to Indian 

markets and pointing to it as an advantage of investing in Sri Lanka,40 it does not seem to generate any 

significant distortions simply because Sri Lankan concessions have been limited with a full exclusion of 

agricultural products and a short list of duty free products.41 In fact, most products that India has been 

successful in exporting have been excluded through the negative list or constrained by the quota (see 

Baysan, Panagariya and Pitigala, 2006). 

Whatever were the margins of tariff preference offered by Sri Lanka to its partners in regional 

arrangements, they were significantly slashed by Sri Lanka’s resort to para-tariffs beginning in 2004. 

Except for the PSFTA, almost fifty percent of all tariff lines (excluding those with MFN rates equal zero) 

have not been designated for regional liberalization. Bilateral preferential trade agreements with India 

and Pakistan are the deepest and widest amongst preferential arrangements in which Sri Lanka 

participates. The negotiated cuts in average tariff rate to 5.7 percent on Pakistani imports and 6.6 

percent on imports from India imply preferential margins vis-à-vis MFN suppliers of 50 percent and 43 

percent, respectively. Put differently, Pakistani exporters to Sri Lanka enjoy the preferential margins 

over MFN suppliers of 5.8 percent ad valorem; those from India have an average preferential margin of 

4.9 percent; and from SAFTA-LDCs enjoy preferential margin of 3.8 percent. Considering that a simple 

average MFN tariff rate of 11.5 percent is not low, these are considerable preferential margins. 

While para-tariffs did not reduce the size of preferential margins in ad valorem terms, they changed the 

situation in two important respects. First, they significantly raised prices of all imported products as 

para-tariff border charges apply to all imports independently of their origin. In response to higher prices 

imports across the board might fall. The increase in the absolute margin between the domestic and the 

world price affected all Sri Lanka-bound exports; not only MFN suppliers but also preferential suppliers. . 

For a recipient of preferential treatment, the size of an edge over other suppliers makes a significant 

                                                             
40 See its website at http://www.boi.lk/2009/index.asp accessed on June 23, 2010. 
41 See Saman Kelegama’s presentation “India-Sri Lanka Bilateral Free Trade Agreement: Sri Lankan Perspective and 
Implications,” at the ‘Asian Regional Workshop on Free Trade Agreements: Towards Inclusive Trade Policies in 
Post-Crisis Asia’, jointly organized by IDEAS, GSEI, & ITD, Bangkok, 8-9 December 2009. 

http://www.boi.lk/2009/index.asp%20accessed%20on%20June%2023
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difference: preferential margin remained unchanged in absolute terms while the price of a product 

increased. 

Second, it is quite likely that preferential imports might have been hit stronger than those from MFN 

sources. Since para-tariffs are applied also against preferential suppliers, their edge over MFN suppliers 

was bound to decline with its magnitude dependent on the size of para-tariffs relative to MFN applied 

tariff rates. Para-tariffs significantly altered the preferential margins as para-tariffs were not subject to 

the same bilaterally negotiated rules as tariff rates were. A simple average para-tariff rate was 12.2 

percent in 2010: para-tariffs thus increase prices of imports no matter of their origin by the same 

percent. While in the absence of para-tariffs, an average Indian exporter could be competitive offering 

the price up to 4.9 percent higher than that of the most cost-efficient MFN supplier. The inclusion of a 

“12.2 percent para-tariff markup” lowers the margin to 4.4 percent. This may not seem to be much 

unless one considers that this is an average and that this 11 percent less than before. 

As can be seen from the data in Table 17 above, para-tariffs accounted in 2010 for around half of the 

total nominal protection equal to the sum of a simple average para-tariff and applied tariff rates. By the 

same token, the preference margins halved. For instance, the ISFTA together with other preferential 

agreements reduced tariffs faced by Indian exporters by 43 percent but with para-tariffs this falls to 21 

percent. For Pakistan, the corresponding numbers are 50 percent and 24.5 percent and for SAFTA-LDCs 

it is 33 percent and 16 percent. 

While Sri Lanka’s preferential trading partners may be oblivious to partial losses in magnitudes of 

preferential margins, protectionism under the guise of para-tariffs prevents materialization of one of the 

most potential benefits of regional liberalization. With duty free access to markets in Bangladesh, India 

and Pakistan combined with unilateral multilateral liberalization of tariffs, Sri Lanka could become a 

gateway to South Asia for foreign investors. The agreements have already significantly improved 

conditions in access to these markets. Under the terms of the ISFTA, most products manufactured in Sri 

Lanka with at least 35 percent or 25 percent, if raw materials are imported from India, of domestic 

content enjoy duty-free entry to the Indian market.42 Under the terms of the PSFTA, almost all goods 

produced in Sri Lanka have duty-free entry into Pakistan. Other preferential arrangements have less 

value: the stated goal of the SAFTA is to reduce duties on imports from member countries to between 

zero and 5 percent over a period of 7-10 years. 

Furthermore, the use of para-tariffs indiscriminately on imports from both preferential and MFN sources 

also removes incentive for policy makers not to increase MFN applied tariff rate in presence of the 

potential for trade diversion. Higher MFN tariff rates increase preferential margins making preferential 

suppliers competitive and resulting in the loss of government revenue from duties. Para-tariffs do not 

increase preferential margins and, paradoxically, may reduce trade diversion effect as preferential 

margins fall. 

4.4 BORDER CHARGES ON EXPORTS: A REVIVED LEFTOVER FROM THE MANAGED TRADE 

ERA? 
As of December 2011, Sri Lanka continues imposing border charges, duties and cesses, on exports of 

some raw materials. The declared intent is to provide incentive to local processing of domestically 

available raw materials through suppressing their exports and thus lowering their domestic prices. This 

was tried by many countries pursuing import-substitution strategy without much success. As the 

international experience suggests the consequence of taxes on exports is usually a lower output and 

lower investments as profits are artificially suppressed by the size of export taxes. In contrast to TNP on 

import duties that raise domestic prices, export taxes lower them by limiting the amounts that can be 

profitably exported. Unless offset by black market sales and smuggling, over a longer time horizon, 

border charges on exports may lower production as their profitability falls and investments dry up. 

According to the 2010 WTO’s Trade Policy Review for Sri Lanka, export duties are imposed on value-

added vein quartz (HS 2506.10.90), and raw vein quartz (HS 2506.10.10) with the rates varying 

                                                             
42

 “The American Chamber of Commerce in Sri Lanka identified agro-processing, food preparation, tea, rubber 
products, coconut products, spices, furniture, ceramic and confectionary as having growth potential in India. The 
study also found vehicles and vehicle parts, aircraft parts and motorcycles to be possible attractive sectors for U.S. 
manufacturers under the Indo-Lanka Agreement.” Quoted from the U.S. Department of State, “2010 Investment 
Climate Statement - Sri Lanka” available at http://www.state.gov/e/eeb/rls/othr/ics/2010/138145.htm. Accessed 
in November 2011. 

http://www.state.gov/e/eeb/rls/othr/ics/2010/138145.htm
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depending on the price: zero if the price exceeds US$300 per ton, and 14 percent of the fob value if the 

price is below that threshold. 

As in the case of imports protection, however, the real action is in para-tariffs or cess rates and 

coverage. Under the Export Development Board (EDB) Act No. 4 of 1979,43 the de facto coverage of 

products subject to export duties, albeit under a different name of export cesses, is much larger and 

rates are much higher. The product coverage extends over 23 product groups.44 Except for three product 

groups—raw hides, wood, and metal scrap—other cess are not ad valorem tariffs but specific cess 

tariffs, which makes it very difficult to assess their depressing impact on domestic prices of these 

products. It seems, however, that their ad valorem tariff equivalents are probably within the range of 

cess ad valorem rates that are between 10 percent and 75 percent of the fob value of a shipment of 

three ‘ad valorem product groups.’ 

Their schedule has a similar cascading effect as imports nominal protection structure but in reverse and 

more structured direction. Like in imports, the rates depend on the level of processing: but in contrast to 

nominal imports protection, rates decline rather than grow with the increase in the level of processing. 

For example, producers of hides are protected from competition from imports by tariff rates up to 15 

percent ad valorem and penalized if they want to export. The disincentives to export are quite powerful: 

assuming zero transportation and insurance costs (to account for a fob base of the cess tax) and the 

world price of 100, products subject to a 75 percent rate could only be profitably exported if their cost 

(or more precisely the FOB value of a shipment) did not exceed 57 units. Table 19 gives break-even 

points for other cess tariff rates. 

Table 19: Maximum production cost for profitable exports at the world price of 100 (in percent and currency units) 

Exports cess tariff rate  10% 14% 50% 75% 

Break-even point for the world price of 100 91 88 67 57 

While without a more detailed in-depth analysis of market conditions for each product subjected to cess 

export taxes it is impossible to assess the impact of exports border charges on domestic prices, but the 

direction of impacts is straightforward. First, there is little doubt that in the absence of exports taxes the 

domestic price would be much higher as domestic users would have to compete with external ones. 

Note that production whose cost exceeds the break-even point can be sold profitably only on domestic 

markets: for a cess tariff rate of 75 percent, the barrier is set very high. Second, export tax introduces an 

incentive to smuggle with highly undesirable impact on business climate. Last but not least, there are 

inevitable dynamic effects as, taking into account artificially suppressed prices and profits, new 

investments will not come whereas existing firms may adjust by exiting and moving to other areas. 

The above discussion boils down to a single policy recommendation: the government should consider 

abolishing border charges on exports. Taxes on exports distort allocation of resources and prevent the 

emergence of production patterns in line with a country’s comparative advantage. 

4.5 ADMINISTRATIVE EASE OF FOREIGN TRADING: POLICY-INDUCED VERSUS LOGISTICS-

RELATED BARRIERS 
Administrative procedures that businesses have to observe in order to carry out foreign trade 

transactions always impose costs and take time. According to the World Bank’s cost of doing business in 

2011, Sri Lanka ranked 65th in the ease of cross-border trading. This was the highest ranking among 

South Asian comparators, but was well below other higher-income comparators like Mauritius and 

Thailand. 

Rankings, however, tell very little about transaction costs incurred by traders. But information used to 

derive the ranking of a country in the ease of cross-border trading does.45 Foreign trade transaction has 

two major cost and time components: one relates to the cost and time needed to comply with 

procedural or red tape requirement (a policy-induced barrier) and another to costs and time needed to 

                                                             
43 Policy and Planning Division / EDB 31.01.2011 
44 The list includes among others tea, rubber, coconut, pepper, vanilla, cinnamon, cloves, nutmeg, mace, maize, 
rice, graphite, coral and similar matter, silica sands and quartz sand, quartz, natural calcium phosphate, natural 
aluminum, calcium phosphates and phosphatic chalk, emery, natural corundum, natural garnet and other natural 
abrasives, granite, prophyry, basalt, sandstone and other monumental or building stones, pebble, gravel, broken or 
crushed stones, mica, metal scrap. 
45 The survey identifies every official procedural requirement for exporting and importing a standardized cargo of 
goods by ocean transport together with the time and cost necessary for completion. 
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handle and transport a shipment (logistics-related barrier). The former stem from bureaucratic 

procedures in place and the latter is the result of infrastructural bottlenecks. As can be seen from data 

collected in Table 20, the bulk of transaction cost is related to fees levied by the government. They take 

more time and resources than logistic operations related to the movement of goods. Completing import 

procedures is more expensive than exports but takes less time. 

Table 20: Costs related to regulations and logistics in Sri Lanka in 2011 (in dollars, days, and percent) 

    
Export 

Procedures 
Composition in 

percent 
Import 

Procedures 
Composition in 

percent 

    
Duration 

(days) 
US$ 
Cost Duration Cost 

Duration 
(days) 

US$ 
Cost Duration Cost 

Policy-induced barriers 15 445 71 62 14 475 74 64 

Documents preparation 12 160 57 22 12 190 63 26 
Customs clearance and technical control 3 285 14 40 2 285 11 38 

Logistics-related barriers 6 270 29 38 5 270 26 36 

Ports and terminal handling 3 155 14 22 3 155 16 21 

Inland transportation and handling 3 115 14 16 2 115 11 15 

Totals:   21 715 100 100 19 745 100 100 

Source: Source: data downloaded from http://www.doingbusiness.org/ accessed on November 10, 2011. 

Thus, administrative requirements rather than inland transportation and ports and terminal handling 

are the major barrier in Sri Lanka.46 While not much can be done in a short time perspective about a 

weakly developed infrastructure contributing to high costs through high transportation and cargo 

handling cost (including inland transportation), bureaucratically induced barriers can be easily 

addressed, although political economy may erect difficult to overcome obstacles. In terms of time, 

dealing with policy-induced barriers accounts for the bulk of total time—71 percent in exports and 75 

percent in imports—needed to complete export or import transaction in Sri Lanka (Table 21). As far as 

the cost is concerned, the share of the cost related to policy-induced barriers is smaller: 62 percent for 

exports and 64 percent for imports. 

The last two rows of Table 21 summarize where Sri Lanka is in relation to other countries In terms of the 

number of documents needed for foreign trade transactions, there is significant variation with their 

number ranging between five (Mauritius and Thailand for exports and Thailand for imports) and nine 

(India for imports) documents. Sri Lanka’s requirement of six documents represents exactly the median 

value for other comparators. The other components of foreign trading transaction cost close to 

respective median values are cost to export; cost to import; and the share of policy induced measure in 

total time needed to complete an import operation. 

Table 21: Administrative procedures, time required to complete them, and the cost of moving goods across borders 
in Sri Lanka and other countries of the region in 2011 (in numbers, days and US dollars) 

  

Documents 
to export 
(number) 

Time to 
export 
(days) 

Cost to 
export 

(US$ per 
container) 

Documents 
to import 
(number) 

Time to 
import 
(days) 

Cost to 
import 

(US$ per 
container) 

Share of 
policy 

induced: 
exports 
(days) 

Share of 
policy 

induced: 
exports 
(cost) 

Share of 
policy 

induced: 
imports 
(days) 

Share of 
policy 

induced: 
imports 

(cost) 

Bangladesh 6 25  965 8 31 1,370  68  39  81  38 

India 8 16 1,095 9 20 1,070  63  50  60  49 

Pakistan 7 21  660 8 18   705  67  47  72  50 

Sri Lanka 6 21  715 6 19  745  71  62  74  64 

Memorandum: 
         Malaysia 6 17  450 7 14  435  65  36  71  34 

Mauritius 5 13  737 6 13  689  69  63  77  64 

Thailand 5 14  625 5 13  750  64  54  77  51 

Median 6 17 699 8 16  728  66  48  75  49 

SL in % 100 127 102 80 119  102 109 129  99 129 

Source: data downloaded from http://www.doingbusiness.org/ on November 10, 2011. 

In all, although Sri Lanka is not an outlier, the transaction cost of trading across borders is significantly 

higher than in other comparator countries. Bureaucratic procedures rather than infrastructure-imposed 

or technical constraints are the major source of high transaction costs incurred by exporters and 

                                                             
46

 According to the Lloyds Register, the Colombo Port ranks as No. 1 port of South Asia and the 26th in the World 
with 23 major shipping lines and 7 feeder services operating out of Colombo. It is also computerized and linked to 
all major freight stations. http://www.sltda.gov.lk/why_invest_in_sri_lanka accessed on 11/30/2011. According to 
the same source, there are plans to turn Sri Lanka into a major Global Logistics Hub in the South Asian region for 
trade, investment, communications, and financial services. Known as the Colombo Freeport, it will provide 
integrated air, sea and road services linked to state of the art distribution parks. 

http://www.doingbusiness.org/
http://www.doingbusiness.org/
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importers alike. The crux of the matter is that redundant regulations and red tape as well as outdated 

customs procedures are not compatible with requirements of modern trading. 

Hence, formal foreign trading environment does not seem to put Sri Lankan foreign traders in 

competitive disadvantage vis-à-vis comparator countries, although the share of red tape related costs in 

total costs of imports and exports raises concerns. Time needed to export should be slashed to that in 

India and time needed to import to at least that in Pakistan, if not to that in more developed 

comparators. 

4.6 DIGRESSION: WELFARE COST OF ANTI-COMPETITION POLICIES 
What are the welfare costs of anti-trade and –business bias? The results of an OECD study looking at the 

welfare gains that could be triggered by structural reforms removing barriers planted by foreign trade 

policies that result in suppressing competition from import and those seeded by business-unfriendly 

regulations and policies shed some light on answers to this question. The authors conducted an exercise 

estimating the impact of their removal on foreign trade in goods and GDP in 2004. They examined 

policies and institutions of 82 countries, as they were in effect in 2001-04, i.e., before the period when 

Sri Lanka’s embarked a para-tariff path (late 2004). Table 22 presents their results for Sri Lanka and 

comparator countries—South Korea and Thailand were not included in the OECD study. 

As can be seen from these data, gains from introducing reforms that would put these countries on a par 

with such top performers as Estonia, New Zealand and Singapore would be sizable. All of them would 

experience the boost in GDP per capita of between 7-8 percent and double-digit increases in both 

exports and imports of goods. 

Table 22: Simulation results of the potential impact of pro-competitive reforms on foreign trade and GDP per capita in 2004 

 % change in exports of goods % change in imports of goods % increase in GDP per capita 

Sri Lanka 17.0 32.3 6.8 
Mauritius 19.7 36.8 7.7 
Malaysia 18.5 32.9 6.6 
India 23.9 42.3 7.7 

Source: Derived from Miroudot et al. 2007, tables on p. 24 and 26. 

Considering a significant increase in protectionism in Sri Lanka since 2005, the welfare gains today would 

be considerably higher. 

4.7 CONCLUSIONS 
Since border charges, as opposed to non-tariff barriers, are the major instrument of Sri Lankan foreign 

trade regime, an assessment of Sri Lankan foreign trade regime had to take into account not only the 

structure of MFN tariff and preferential tariff schedules but also all other measures with similar effect as 

tariffs, that is, para-tariffs. Their use has dramatically expanded since 2004 with their average 

contribution to total nominal protection increasing to around 50 percent. Sri Lanka’s consolidated TNP 

schedule, combining both tariffs and para-tariffs, diverges widely from the best international practice. 

The major departures of Sri Lankan foreign trade regime can be summarized as follows: 

 Total levels of nominal protection (tariff and para-tariff rates) are very high, even by not very 

demanding standards of South Asia or countries at a similar level of economic development. 

 Dispersion of Sri Lankan consolidated tariff and para-tariff schedule is huge and has been on the 

increase since 2004.  

 Effective rates of protection also seem to be excessive as nominal rates of total protection on 

final products are about three times higher than on intermediate products. 

 The design of Sri Lanka’s tariff structure has been driven foremost by import-substitution 

consideration, i.e., to provide high levels of nominal protection to already existing lines of 

production. For instance, tariff rates on inputs into the production of garments are zero except 

for two HS six-digit items: manila hemp or musa textiles (HS 530500) whose imports are subject 

to a tariff rate of 26 percent and woven fabrics obtained from strips (HS 540720) subject to 13.5 

percent. 

 Rates in Sri Lanka’s tariff/para-tariff schedule appear to be effective in protecting domestic 

producers as they successfully keeps imports subject to higher applied rates at bay. Capital 

goods were the only group where importers paid less attention to tariff rates than in other 

sectors. A possible reason was that they were successful in obtaining exemptions. 
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 The use of tariffs on exports of low processed goods in order to encourage their processing at 

home is counterproductive.  

 While Sri Lanka scores relatively high in terms of ease of cross-border trading, transaction cost 

due to various charges and length of time for dealing with red tape seems to be excessive and 

could relatively easily addressed by the government. 

 Bureaucratic procedures rather than infrastructure-imposed or technical constraints are the 

major source of high transaction costs incurred by exporters and importers alike. The crux of the 

matter is that redundant regulations and red tape as well as outdated customs procedures are 

not compatible with requirements of modern trading: they may impede participation of Sri 

Lankan firms in more sophisticated forms of division of labor based on production 

fragmentation or global value chains, a standard feature of the current wave of globalization. 

High tariffs on final products (e.g., garments) encourage investments there possibly at the expense of 

investments in production of intermediate and primary inputs (e.g., yarn and fabrics). Export success of 

final producer depends on the development of cost-effective supply network at home. In order to level 

the playing field, the rates of nominal protection should be neutral (unless the case for positive 

externalities can be made) rather than depend on the level of processing. 

Similarly, the imposition of export charges on raw materials in order to promote their most extensive 

processing domestically is usually counterproductive: it fails to increase the level of processing and 

succeeds in dampening production of an affected raw material as its profitability falls. As long as a 

country does not have comparative advantage in higher value added activities, any attempt at their 

promotion may be counterproductive and costly reducing the chances of a country’s participation in the 

division of labor built around global supply chains. 

Considering asymmetry in Sri Lanka’s geographical trade patterns with the bulk of exports going to MFN 

markets and a sizable portion of imports (around one fifth) coming from preferential partners, mainly 

India, the economic rationale behind a preferential agreement would be to attract FDI and encourage Sri 

Lankan firms to take advantage of preferential conditions in access to India’s markets. Indeed, Sri Lanka 

could become a gateway to South Asia for foreign investors: but paradoxically this calls for the reduction 

in multilateral protection and deepening of regional preferential agreements. 

High duties, which are particularly steep for processed goods and dispersion of tariff rates, create a 

strong anti-export bias and suppress competition from imports that is critical to improvement of 

productivity.  

Sri Lankan foreign trade regime has an inbuilt anti-export bias: high levels of protection artificially 

encourage allocation of capital to protected activities discouraging the development of new products 

and export diversification as well as establishing of local networks supplying directly or indirectly 

exporters. 

5 SURVEY BASED EVIDENCE: GLOBAL COMPETITIVENESS, 
ECONOMIC GOVERNANCE AND EASE OF DOING BUSINESS 

Using information compiled for the World Economic Forum’s (WEF) most recent competitiveness report 

and the World Bank’s Cost of Doing Business and Governance surveys, we seek to identify factors 

shaping Sri Lanka’s competitiveness with two underlying objectives: first, to set the benchmarks for 

assessments of Sri Lanka’s foreign trade performance; and, second, to prioritize areas that are relevant 

to enhancement of Sri Lanka’s economic performance. In order to put Sri Lanka’s in a ‘right’ perspective, 

this section takes a broad look at various ingredients determining a competitiveness supporting 

economic environment that can help a national economy to weather external shocks and provide 

sustainable economic growth. For the purpose of this discussion, we shall define competitiveness “… as 

the set of institutions, policies, and factors that determine the level of productivity of a country.”47 A 

higher national level of competitiveness reflects more developed capacity of the economy to provide 

prosperity to its residents. Since ease of doing business and the quality of economic institutions and 

policies contribute to a country’s competitiveness, the analysis of these ingredients of the business 

environment supplements WEF’s assessments. 

                                                             
47 See Sala-I-Martin et al., 2010, p.4. 
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5.1 SRI LANKA’S COMPARATIVE STANDING IN GLOBAL COMPETITIVENESS 
The WEF’s Global Competitiveness Reports seek to measure various aspects of countries’ 

competitiveness linking them to the stage of achieved economic development and then aggregating 

them into a global competitiveness index (GCI) expressed as a country’s ranking together with a score 

for the hard data indicators normalized on a 1—7 scale. It measures (I) basic requirements (institutions, 

infrastructure, macroeconomic stability, health and primary education) corresponding to a first stage 

factor-driven growth; (ii) efficiency enhancers (higher education and training, market efficiency, 

technological readiness) corresponding to efficiency-driven growth; and (iii) innovation factors (business 

sophistication, and innovation) corresponding to innovation-driven growth. Stage 1 of economic growth 

is extensive, that is driven by the build-up of capital. The next two stages fall into intensive-type of 

growth, resulting from more efficient use of existing capital through the accumulation of live capital via 

education, on-the-job training, and health care. Table 23 presents ranking and scores of Sri Lanka’s and 

its comparators. 

Table 23: Global Competitiveness of Sri Lanka and selected ‘region’s’ countries in 2008-09 and 2010-11 

  
GDP per 
capita GCI 2008-09 GCI 2010-11 

Basic 
Requirements 

Efficiency 
Enhancers Innovation 

  2009 Rank Score Rank Score Rank Score Rank Score Rank Score 

Bangladesh (S1) 574 111 3.51 107 3.64 114 3.71 97 3.62 109 3.01 

India (S1) 1,031 50 4.33 51 4.33 91 4.30 38 4.42 42 3.96 

Pakistan (S1) 1,017 101 3.65 123 3.48 132 3.39 95 3.66 76 3.38 

Sri Lanka (S1S2) 2,041 77 4.02 62 4.25 73 4.42 69 4.01 40 3.97 

Memorandum:                     

Malaysia (S2) 6,897 21 5.04 26 4.88 33 5.19 24 4.72 25 4.45 

Mauritius (S2) 6,838 57 4.25 55 4.32 47 4.82 66 4.05 59 3.61 

Thailand (S2) 3,940 34 4.6 38 4.51 48 4.82 39 4.41 49 3.78 

Note: GDP per capita in 2005 US dollars; GCI stands for Global Competitiveness Index; S1—stage one factor-driven; 

S2—stage two efficiency-driven; S1S2—in transition from stage 1 to stage 2  
Source: Derived from The Global Competitiveness Report 2008-09 and The Global Competitiveness Report 2010-11, 
World Economic Forum, Geneva 2009 and 2010. 

Sri Lanka is a middle-income developing country amply endowed in human capital to move up the 

developmental ladder. In 2009 the authors of the World Economic Forum Global Competitiveness report 

wrote: 

 “Sri Lanka, at 77th place, has fallen seven places since last year. The country suffers from macroeconomic 

instability, ranked a low 132nd on this pillar, with the government running budget deficits that are among the 

highest in the world (ranked 130th), leading to the buildup of high levels of public debt (nearly 84 percent of 

GDP, placing the country 118th on this indicator). In addition, lax monetary policy has produced the second 

to highest inflation rate of all countries covered bar Zimbabwe.”
48

 

Moreover, Sri Lanka’s stage of development was changed from factor-driven to that of transitioning to 

efficiency-driven stage in the GCI framework. No other South Asian country falls in this group. Other 

potential candidates for comparison such as Bangladesh, India and Pakistan are at Stage 1 or at Stage 2 

such as Malaysia, Mauritius, and Thailand with considerably higher GDP per capita than Sri Lanka (see 

Table 23 above). 

But macroeconomic performance alone was not entirely responsible for the movement up the 

competitiveness ladder. Areas that contributed to the improvement were public institutions, health and 

primary education, security, financial markets, impressive business sophistication, and innovation. The 

report, however, points to three major areas of weakness: growing indebtedness and falling savings 

rate; rigid and inefficient labor markets; and a very low use of information and communication 

technology.49 

What clearly sets Sri Lanka apart not only from other countries in South Asia but also from other more 

developed countries of the region is its high score on dimensions relevant to innovation-driven stage 3. 

Except for Malaysia, Sri Lanka, which was ranked 40th as shown in Table 23 above, had the highest 

position in “innovation and business sophistication” amongst comparator countries. Despite 

considerable progress between 2008 and 2010, Sri Lanka’s scores in both periods were lower than for 

India. Yet, the gap vis-à-vis India as well as countries of the second stage considerably declined in 2010. 

                                                             
48 Global Competitiveness Report, 2008-09. The World Economic Forum, Geneva, p. 29. 
49 Global Competitiveness Report, 2010-11. The World Economic Forum, Geneva, p. 30.  
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5.1 DIMENSIONS OF THE QUALITY OF ECONOMIC GOVERNANCE: COMPARATIVE 

PERSPECTIVE 
Some insights into the quality of economic governance in Sri Lanka can be gleaned from Transparency 

International CPI (corruption perception indices) and the World Bank’s “Governance” survey.50 We take 

an eclectic approach to identify where Sri Lanka has been in terms of the quality of economic 

governance. We use the average of the World Bank’s estimates of three dimensions of governance, i.e., 

political stability, government effectiveness and regulatory quality as an approximation of the quality of 

economic governance—hereafter referred to as a single aggregate index of economic governance 

(SAG)—for two reasons. First, these indicators are critical dimensions of business climate. Political 

stability impacts investment decisions and in extreme situations of its absence may completely disrupt 

economic activities. The quality of regulation is of little relevance unless supported by the government 

that is capable to enforce regulations, i.e., government effectiveness. Second, three other indicators 

pertinent to such dimensions of governance as the rule of law, control of corruption, and voice and 

accountability are not taken into account as they do not yield extra information. They tend to be 

strongly correlated with the selected three indicators, with the values of correlation coefficients equal or 

above 0.97. The level of corruption, drawn from Transparency International’s CPI, complements these 

measures. 

The value of SAG ranges between zero and 100. The higher values of SAG indicate higher quality of 

economic governance (Figure 10). How does Sri Lanka score on the quality of economic governance? 

Broad answer to this question boils down to the following observations: while the quality of economic 

governance was fair, its components have displayed interesting features with a decent regulatory 

quality and weaker government effectiveness. The values of SAG have been consistently in the range 

between 40 and 49 indicating a fair quality of governance. While there was a variation in the values of 

SAG in 1996-2006, they were going up each year in 2007-10. Improvements along the “political stability 

and non-violence” dimension were mainly responsible for it.51. The values of SAG, excluding political 

stability, were remarkable stable at 50-52 in 1996-2003 and at 49-50 in 2006-09. In 2004-05, they fell 

mainly because of the contraction in assessments of government effectiveness, from 44 in 2003 to 38 in 

2004, and in the contraction in regulatory quality from 53 in 2004 to 46 percent. In all, the end of civil 

war that brought about dramatic improvement in political stability score was not yet accompanied by 

improvements in other dimensions especially in regulatory quality, which is still below its levels in 1998 

and 2000 (Figure 10). 

Figure 10: Sri Lanka’s scores along three dimensions of economic governance in 1996, 2006-08 

 

Source: Own calculations derived from data in D. Kaufmann, A. Kraay, and M. Mastruzzi, 2010. “Governance Matters VI: 

Governance Indicators for 1996-2009,” and at http://info.worldbank.org/governance/wgi2011/, accessed on November 8, 

2011. 

How does Sri Lanka compare to South Asian and other comparator countries? Data tabulated in Table 24 

shed light on this issue. Sri Lanka and India had consistently much higher quality of economic 

governance than Bangladesh, albeit only in the 2000s, and Pakistan whereas significantly lower than 

other comparators except for Thailand. Similar conclusion can be drawn from an examination of data 

depicting corruption, which is not surprising considering that the quality of governance is highly 

negatively correlated with the incidence of corruption, albeit there are some deviations. The value of CPI 

                                                             
50 For an explanation of methodology, see Kaufman et al. (2007). 
51 On this score, Sri Lanka was bound to score very low due to the 25-year civil war with Tamil Tigers. The 
government finally prevailed, seized control of the entire island and declared victory only in May 2009. 
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ranges between 1 (maximum corruption) and 9.5 (minimum incidence of corruption).52 Since no data are 

available for all comparator countries— covered in the Transparency International’s surveys that began 

in 1998—for each year, the values of CPI are given in Table 24 only for years that data were available for 

all comparator countries instead of time framework used for SAG index. 

Table 24: Values of SAG and CPI indices for selected countries and selected years over 1996-2010 

  SAG index, average Corruption Perception Index 

  1996-00 2002-04 2005-09 2010 2002 2006 2010 

Bangladesh 42 29 35 35 1.7 2.0 2.4 
India 48 39 49 46 2.7 3.3 3.3 
Pakistan 39 30 34 28 2.6 2.2 2.3 
Sri Lanka 43 44 45 49 3.7 3.1 3.2 

Memorandum: 
      Malaysia 72 70 72 72 4.9 5.0 4.4 

Mauritius 73 70 75 75 4.5 5.1 5.4 

Thailand 67 57 55 51 3.2 3.6 3.5 

Note: GCI stands for Global Competitiveness Index; SAG stands for aggregate index of economic governance 

Source: Own calculations derived from data in D. Kaufmann, A. Kraay, and M. Mastruzzi, 2010. “Governance Matters VI: 

Governance Indicators for 1996-2009,” available at http://info.worldbank.org/governance/wgi2010/, values of Corruption 

Perception Indicators from the Transparency International website. 

The incidence of corruption in Sri Lanka was assessed for the first time only in 2002 and the estimates 

are available for each subsequent year. The values of CPI considerably declined from 3.7 in 2002 to 3.2 

in 2005 and remained at approximately this level for the remained of the 2000s. The incidence of 

corruption has been significantly higher in both Pakistan and Bangladesh than in India and Sri Lanka 

(Table 24). However, the values of CPI indices in comparator countries with significantly higher GDP per 

capita suggest that the distance separating Sri Lanka from their levels remains quite significant. 

Given Sri Lanka’s solid growth performance in 2000-10 defying its internal political situation,53 it might 

be tempting to argue that the quality of economic governance does not matter. But without 

improvements in their quality, no economy — excluding a huge net exporter of commodities as, for 

instance, oil—has moved up the economic development ladder. Furthermore, the levers of growth 

change as a country develops. Successful transition to efficiency-driven growth hinges critically not only 

on employing more of production factors but increasingly on productivity increases resulting from 

putting capital to best uses. This in turns calls for better institutions and stronger incentives for 

entrepreneurs to put their skills to productive use and the elimination of barriers raising transaction cost 

and encouraging businesses to stay in shadow economy. 

5.2 FORMAL EASE OF DOING BUSINESS: CRITICAL DIMENSIONS 
The discussion so far has focused on the quality of economic governance leaving aside an essential 

microeconomic issue of factors shaping the cost of doing business. An important dimension, with a 

direct impact on transactions cost, is regulatory environment. Regulations are usually necessary for 

various reasons but they do not have to be unnecessarily burdensome or costly. They should be simple 

and transparent. If they are not, they breed corruption and raise transactions cost. High ‘hassle’ cost of 

conducting business provides a strong disincentive to establishing new firms and encourages existing 

firms to stay or slip into the informal economy. Along similar lines, burdensome customs procedures, 

low efficiency of ports, high transportation costs due to regulatory arrangements and high costs of other 

services raise transaction cost and undermine competitiveness of domestic producers in international 

markets. 

Cost of doing business can be assessed, on the one hand, in terms of formal regulations and burden they 

impose on firms and, on the other hand, their ability to cope with them.54 Although the two overlap, one 

should distinguish between formal ease of doing business and revealed ease of conducting business. For 

instance, a low number of procedures would put a country higher up in the ‘cost of doing business’ 

international rankings, although this might not be sufficiently offset by a very long time needed to 

                                                             
52 The values of CPI ranged in 2010 between 1.1 (Somalia) and 9.3 (Denmark, New Zealand, and Singapore). 
53

 Among comparators, India recorded faster GDP per capita growth. In spite of civil war and unreformed 
economy, Sri Lankan real GDP per capita grew at an impressive LSG (least square growth) rate of 4.1 percent, but 
below India’s i 5.7 percent. It was also well above the average LSG rate of the developing world, which was 2.6 
percent in 2000-10. Calculations based on GDP data from ERS International Macroeconomic Data set downloaded 
on 11/13/2001 from http://www.ers.usda.gov/Data/Macroeconomics/.  
54 For an in-depth discussion of pitfalls involved, see Chapter 4 in Mitra et al. 2007. 

http://info.worldbank.org/governance/wgi2010/
http://www.ers.usda.gov/Data/Macroeconomics/
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complete a procedure. As a result, the ranking may be higher than the actual ease of completing a 

required procedure. Furthermore, faced with predatory tax administration and huge informal cost of 

compliance with a tax code, there may be fewer new entrants into business despite simple and non-

burdensome regulations in other areas of doing business. 

These comments notwithstanding, the formal ease of doing business is a useful diagnostic tool for an 

initial assessment. But its assessments must be complemented by identifying ‘real ease’ of doing 

business, which can be captured by the size of informal economy and surveys of businesses. In what 

follows, we will first identify the most binding formal constraints related to doing business in Sri Lanka 

and review available surveys of firms. 

According to the surveys, Sri Lanka made a significant progress in 2011 moving up 16 positions in global 

rankings from 105th position in 2010 to 89th ranking in 2011 or 16 positions (Table 25). Simplifications in 

issuance of construction permits and lowering of barriers to trade across border were main contributors 

to the improvement. The deterioration vis-à-vis other surveyed countries was in three dimensions of 

conducting business: registering property, getting credit, and paying taxes. But the positive change in 

other dimensions more than offset the deterioration in the above areas. 

While the change in rankings across ten dimensions of formal ease of doing business gives some 

indication of the improvement or deterioration vis-à-vis other countries that have been surveyed, it 

does not offer any suggestions concerning the weakest dimensions of formal ease of doing business in 

Sri Lanka. In order to identify them, one can point at areas whose rankings deviate in either direction 

from Sri Lanka’s ranking in overall ease of doing business. Last two rows in Table 25 tabulate the 

difference between a ranking for each of ten dimensions and the average ranking, i.e., overall ease of 

doing business. The deviations provides with an insight into both relatively weak and stronger areas of 

Sri Lankan business environment. 

Table 25: Sri Lanka’s rankings in Cost of Doing Business Surveys and in relation to regional comparators in 2010 and 
2011 

 Sri Lanka’s 
rankings in 

Ease of 
Doing 

Business 

Starting 
a 

Business 

Dealing with 
Construction 

Permits 

Emplo-
ying 

Workers 

Regi-
stering 

Property 

Ge-
tting 

Credit 

Protect-
ing 

Investors 
Paying 
Taxes 

Trading 
Across 

Borders 
Enforcing 
Contracts 

Closing 
a 

Business 

2010 105 41 168 96 148 71 73 166 65 137 45 

2011  89 38 111 95 161 78 46 173 53 136 42 

Change  16 3 57 1 -13 -7 27 -7 12 1 3 

Deviations, 
2010  0 64 -63 9 -43 34 32 -61 40 -32 60 
Deviations, 
2011  0 51 -22 -6 -72 11 43 -84 36 -47 47 

Note: x / Deviations refer to the difference between individual ranking and their average, i.e., ease of doing business. 
Source: data downloaded from http://www.doingbusiness.org/ accessed on November 10, 2011. 

By this measure, the worst formal aspect of conducting business is paying taxes. This was the second 

worst area in 2010 and the worst one in 2011. Other negative deviants, ordered in terms of their 

importance in both years, were “dealing with construction permits” in spite of a significant 

improvement in 2011;55 “registering property;” and “enforcing contracts.” On the other hand, the bright 

spots included relative simplicity of legal procedures related to both starting and closing business 

followed by those protecting investors, trading across borders and getting credit. Better conditions in 

starting and closing a business, however, may offer little consolation as the hassle cost of doing business 

related to other aspects may discourage potential entrepreneurs from starting a business in the first 

place. Relative to other South Asian economies, legal environment for doing business in Sri Lanka does 

not impose much larger burden on firms to comply with regulations but it does so in comparison with 

other comparator economies (Table 26). 

Better conditions in starting and closing a business in Sri Lanka than in many other comparator countries 

offer little consolation as the hassle cost of doing business related to other aspects may discourage 

potential entrepreneurs from starting a business in the first place. As argued earlier, paying taxes and 

dealing with construction of new productive facilities appear to be the most constraining barriers to 

doing business in Sri Lanka. Difficulties in paying taxes—measured in terms of three components—are 

particularly worth noting: number of tax payments that a mid-size commercial firm had to make in 2010 

was 62 per year as compared with a global average of 30 payments, or 33 payments on average for 

lower middle income countries; the number of days spent annually to comply with tax regulations, i.e., 

                                                             
55 “Dealing with licenses” describes procedures that are required for a business in the construction industry to 
build a standardized warehouse. 

http://www.doingbusiness.org/
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to prepare, file returns and pay taxes was 52 as compared with a global average of 35 days and 45 days 

for lower middle income countries; total tax rate, i.e., firm tax liability, including also mandatory 

contributions in percent of profits before all taxes borne was 64.7 percent while the average for all 

countries was 47.8 percent and 40.3 percent for lower middle income countries.56 

Table 26: Formal dimensions of doing business in Sri Lanka and other comparator countries in 2011 

Economy 

Ease of 
Doing 

Bus. 

Star-
ting 

Bus. 

Cons-
truction 

Permits 

Emplo-
ying 

Workers 

Regi-
stering 

Property 

Getting 

Credit 

Pro-
tecting 

Investors  Taxes 

Trading 
Across 

Borders 

Enforcing 

Contracts 

Closing 

Bus. 

Bangladesh 119 98 118 124 176 71 20 89 107 180 108 

India 133 169 175 104 93 30 41 169 94 182 138 

Pakistan 85 63 105 146 119 61 27 143 78 158 56 

Sri Lanka 105 41 168 96 148 71 73 166 65 137 45 

Memorandum:                     

Mauritius 17 10 42 36 66 87 12 12 19 66 73 

Malaysia 23 88 109 61 86 1 4 24 35 59 57 

Thailand 12 55 13 52 6 71 12 88 12 24 48 

Note: the best score in each dimension in bold and the worst are in italics 
Source: Source: data downloaded from http://www.doingbusiness.org/ accessed on November 10, 2011. 

In all, Sri Lanka’s formal regulatory environment does not deviate in either direction from its regional 

counterparts in South Asia, albeit with two important positive exceptions. The first relates to relative 

ease of employing workers: this should not, however, suggests the existence of flexible labor markets. 

The second one is judiciary for its capacity to help enforce contracts. These comments notwithstanding, 

the gap in administrative burden of doing business in Sri Lanka and its higher-income comparators is 

huge. 

5.3 REVEALED EASE OF DOING BUSINESS: SURVEYS OF FIRMS’ EXECUTIVES  
The World Bank’s survey of the cost of doing business addresses almost exclusively legal regulations. 

These formal burdens faced by businesses are not necessarily correlated with the real ease of 

conducting business, that is, the quality of business climate, as revealed in both policies and the 

existence of institutions supporting competitive markets. Thus, an equally pertinent question, 

complementing the formal dimension, concerns areas that existing businesses see as most binding in 

their every day’s operation. 

Some inferences shedding light on the real ease of doing business in Sri Lanka, as opposed to formal 

ease, can be derived from the World Bank’s survey of business establishments throughout the world 

covering more than 67,000 firms in 103 countries conducted by the World Bank’s Enterprise Analysis 

Unit in 2005. The survey in Sri Lanka was conducted in 2004 and there has been no follow up.57 

The results of this survey, cast against more recent surveys of the World Economic Forum in 2009 and 

2010, show that some dimensions of doing business have been challenging for quite a long time. 

Corruption is one of them. Corruption was identified as a big obstacle by 17 percent of firms. Yet, 

against the average for the region and world of 34 percent and 36 percent respectively, its incidence 

does not strike one as particularly high. Similarly, 19 percent of firms pointed to the level of taxation as a 

major restraint upon business activity against 23 percent for the region and 36 percent for all surveyed 

countries. However, this does not square with information regarding the percent of firms that evade 

paying taxes, which at 42 percent was higher than respective shares for the region (36 percent) and the 

world (53 percent). The exception was labor regulations with 26 percent of firms identifying them as a 

major restraint against 11 percent for both the region and all countries. The inflexible labor was 

identified in the WEF 2008 survey. The Global Competitiveness Report 2008-09 notes that an “… area 

requiring urgent attention is Sri Lanka’s labor market, which lacks flexibility and efficiency (ranked 115th 

overall), and is characterized by high firing costs, low female participation in the labor force, and a very 

high total tax rate.”58 

Figure 11: Barriers to doing business in Sri Lanka according to firms in 2008-09 and 2010-11 (in percent) 

                                                             
56 See the companion volume to Cost of Doing Business prepared by the World Bank in cooperation with 
PricewaterhouseCooper titled Paying Taxes 2011: The global picture, International Finance Corporation and 
PricewaterhouseCoopers International Limited, Washington D.C., and London 2011. 
57 The results can be found at http://www.enterprisesurveys.org/ExploreEconomies/?economyid=174&year=2004, 
the World Bank’s website accessed on June 20, 2010. 
58 Global Competitiveness Report 2008-09. The World Economic Forum, Geneva, p. 29-30. 

http://www.doingbusiness.org/
http://www.enterprisesurveys.org/ExploreEconomies/?economyid=174&year=2004
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Source: Global Competitiveness Report, 2008-09 and Global Competitiveness Report, 2010-11, World Economic Forum, Geneva 

2009 and Geneva 2010. 

But the results of the World Economic Forum’s Executive Opinion Surveys conducted in 2008 and 2010 

do not corroborate these observations. The surveys identify 15 areas of the business environment, 

which are ranked by business executives in terms of the order in which they create the largest problems 

for doing business. Figure 11, above, summarizes the results of surveys conducted in 2008 and 2010 for 

Global Competitiveness reports. The most striking is the change of perception among businesses of 

problem areas. The major reason for change was the government’s success in restoring macroeconomic 

and political stability. In 2008, 20 percent of respondents pointed to inflation followed by policy 

instability (8 percent) and government instability/coups (7 percent). Two years later the ranking was 

completely different with tax regulations and their rates emerging as the most binding areas of doing 

business: 16 and 15 percent of respondents identified them as such from around 10 percent in 2008. 

There were also some other changes for better and worse. Regulatory conditions in labor market 

deteriorated: 2.3 percent saw them as problematic in 2008 but 7.4 percent in 2010. 

The comparison of answers in 2008 to 2010 also points to the persistence of some problem areas. Top 

amongst them is corruption: while never pointed to as a number one barrier, around 10 percent of 

respondents identified it as an issue in both surveys. So was access to financing and inefficient 

bureaucracy. On the positive side, there were changes related to the above discussed macroeconomic 

stability: in addition, crime and theft appears to have decreased with only 0.7 percent of respondents 

identifying it as a problem down from 3.4 percent in 2008. 

However, as a rule, not all businesses operate in the same environment: the World Bank cost of doing 

survey focuses for comparative purposes on a medium-size industrial enterprise subject to relevant local 

regulatory burden. As it will be argued in the next chapter, the government has created an exit regime 

from the most tedious aspects of the business environment. An exit regime is a myriad of various 

concessions, subsidies and other measures of preferential treatment offering businesses an opportunity 

to avoid hassle of doing business in one or several dimensions depending on privileges granted in state 

policy for either limited time or indefinitely. 

5.4 SUMMARY AND CONCLUSIONS 
Main observations that can be derived from the review of major aspects of economic governance, real 

and formal ease of doing business, and exits offered by the government to businesses allowing them to 

operate in friendlier environment can be summarized as follows: 

 The emerging consensus in international assessments of Sri Lanka position on the ladder of 

global competition is twofold: (a) relative to other countries, there has been significant 

improvement in Sri Lanka’s global competitiveness over the last couple of years; and (b) Sri 

Lanka’s impressive endowments in high quality human capital including entrepreneurial skills 

have been reflected in a very significant progress in assessments of innovation and business 

sophistication. The latter combined with geographical location should position Sri Lanka to start 

taking a more profitable place in global manufacturing supply chains. 
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 The quality of economic governance significantly improved in 2008-10 and Sri Lanka returned to 

its top rank among South Asian economies that it once held. There is one caveat, however. The 

improvement was only due to the end of civil war, that is, improvement in political stability, 

with two other governance dimensions—government effectiveness and regulatory quality—

slightly deteriorating during this period. While no firm conclusion can be drawn from this 

assessment, this flags areas that are worth closer examination; 

 By regional (not very demanding) standards, Sri Lanka has a decent business climate. Sri Lanka’s 

formal regulatory environment does not deviate in either direction from its regional 

counterparts, albeit with two important positive exceptions. The first relates to labor markets 

for their relative flexibility. The second one is judiciary for its capacity to help enforce contracts. 

However, when cast against its more affluent comparators from East Asia and Mauritius, the 

hassle cost of doing business associated with formal procedures is high; 

 Since some weaknesses in Sri Lanka’s formal business environment are in areas that may be 

swiftly fixed (e.g., construction permits and registering property) by government fiat, they could 

be relatively quickly addressed. Improving enforcement of property rights, another weak area of 

doing business in Sri Lanka, strikes one as a long term project; 

 The most binding area of both formal ease of doing business and that revealed in business 

surveys relate to the compliance with tax regulations. Tax rates and tax regulations have been 

ranked by businessmen third and fourth most problematic areas of doing business in Sri Lanka 

while a companion study to the World Bank’s Cost of Doing Business ranks Sri Lanka below most 

countries at a similar level of economic development; 

These observations lead to two tentative intertwined conclusions: first, Sri Lanka’s endowment in 

human capital and geographical location create huge potential for export-led growth; and, second, 

policy ingredients that positioned East Asian countries to tap opportunities created by global 

manufacturing supply chains appear to be missing in Sri Lanka’s economic regime. Positive conditions 

are restricted to SEZs as excessive regulatory burden combined with punitive taxation regime raise 

rather significantly the cost of doing business for firms operating outside the SEZ regime. Countries that 

have attracted investments in manufacturing supply chains, excluding textiles and clothing, had usually 

pro-business domestic regime including pro-trade policies. Sri Lanka’s foreign trade regime does not 

provide the necessary incentives for firms to go global. Neither its investment climate is particularly 

friendly to investors unwilling to invest in sectors promoted by the government.  

6 EXEMPTIONS AND THEIR IMPLICATIONS  
Proliferation of exemptions always testifies to weaknesses in an economic regime. The weaker a 

regulatory regime is, the larger a need for finding ways to exempt actors from its reach in order to 

minimize economic losses or remove disincentives to otherwise desirable behavior. Dualism is an 

inevitable product of fundamental weaknesses in Sri Lanka’s foreign trade and private sector regimes.  

Total nominal protection rates erect almost insurmountable barriers to imports despite cascading tariff 

rates increasing with the level of processing. High rates on imported inputs raise production cost to the 

level making production internationally not competitive unless the government provides relief from 

them. Restrictive imports regime imposes taxes not only on imports but, as the Lerner symmetry 

theorem shows, also on exports thereby reducing country’s total trade. The negative impact may be to 

some extent made up for by regulatory dualism differentiating between export-oriented businesses and 

those producing for domestic consumption. Predatory tax administration and other measures 

contributing to costs of doing business in Sri Lanka being much higher than for firms in countries directly 

competing with Sri Lankan firms require measures that would level the playing field through offering 

exemptions.59 

A strict implementation of tariff and para-tariff schedule would bring exports using imported inputs to a 

halt and full-fledged enforcement of the domestic regulations related to taxation and investment 

licenses would have significantly cut investment outlays by the private sectors and inhibited FDI inflows. 

In order to avoid these outcomes, an elaborate regime of exemptions had to be developed. Exemptions 

                                                             
59

 Tax rates and tax regulations have been ranked by businessmen in various international surveys as most 
problematic areas of doing business and they have been more burdensome than in most countries at a similar 
level of economic development (see various issues of the World Bank’s Cost of Doing Business as well as the 
companion volume to Cost of Doing Business prepared by the World Bank in cooperation with 
PricewaterhouseCooper titled Paying Taxes 2011: The global picture, International Finance Corporation and 
PricewaterhouseCoopers International Limited, Washington D.C., and London 2011. 
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allow for either permanent or temporary exits from the existing regulations. They are indispensable to 

keep bad regulatory regimes from undermining economic activities. As Collier (2007, p. 65) notes in the 

context of a discussion of links between regulatory environment and exports performance, “… the 

government merely has to avoid doing harm … partly by means of export processing zones, which 

provide islands of better governance, the government of Bangladesh has managed to keep its bad 

governance from choking off export activity.” 

So has the government of Sri Lanka through a combination of measures including the establishment of 

SEZ (special economic zones). Sri Lanka’s exporters operate in a liberal and transparent environment 

whereas sectors producing for domestic markets are subject to convoluted regulatory regimes and 

much higher tax burden. Permits allowing for duty-free imports are another example of an exit from the 

rules of a foreign trade regime. 

While exemptions are necessary to minimize the welfare cost of bad policies, they also may produce 

serious distortions. For instance, tax holidays narrow tax base and provide an incentive to increase 

marginal tax rates reducing incentives to formal business activities and further narrowing tax base. Tariff 

exemptions prompt businesses to lobby bureaucrats instead of focusing their attention on reducing 

costs and making their products more competitive. Yet, the absence of exemptions in the presence of 

flawed policies would impose welfare cost on the economy. Hence, they are necessary. The objective of 

this chapter is to examine exits from regulations imposed by business and foreign trade regimes and 

their implications for Sri Lankan external performance. 

6.1 NEUTRALIZING ANTI-EXPORT BIAS OF A FOREIGN TRADE REGIME 
The exemptions regime may somehow trim down these negativities but not fully remove them as some 

areas of economic activity may be beyond its reach. An obvious example is the case of suppliers of local 

inputs whose processing requires imported inputs subject to high TNP rates: if they are first order 

suppliers they might in position to obtain duty rebates on imported input; but if they are further up the 

supply stream, this is rather unlikely. However, no matter where they are located, the difficulty of 

establishing a local supply is huge. A much simpler solution is to rely on external suppliers who are 

exempt from paying duties on imported inputs in their countries because of their exports status. 

Sri Lanka has three schemes to level the playing field for exporters using imported inputs: duty 

drawback; manufacture-in-bond (bonded warehouses); and the temporary importation for export 

processing scheme (WTO 2010).60 In addition, importers may seek exemptions from duties on some 

imports deemed desirable by the authorities. 

Even in an ideal world, none of these is a perfect solution as all of them generate some transaction cost 

and only partly lower anti-export bias. But exporters operate in the real world. Each of these modes of 

offsetting high border charges requires interaction with the public administration. The public—private 

interface is usually prone to cronyism: it creates opportunities for corruption and capture of a policy by 

narrow interest groups. Furthermore, as the international experience shows, firms usually incur 

significant costs as rebates usually come with significant delays and they do not reflect the full cost 

incurred by a firm. This may be of no particular importance for a large firm that may easily absorb extra 

administrative costs. But for a small firm or a start-up, the cost may be prohibitive. In consequence, 

rebates or duty drawback schemes reduce but never significantly erase anti-export bias implicit in 

barriers to imports. 

It is not clear how pervasive Sri Lanka’s ‘exemption’ regime is. Available data seem to include only 

exemptions from duties and not from para-tariff charges. Consider that the revenue forgone due to 

waivers in 2008 of around $500 million was roughly on a par with the difference between tariff revenue 

estimated from average weighted applied tariff rate and tariff revenue. According to the WTO, revenue 

forgone due to the waivers on import duties and other taxes on imports in 2008 amounted to around 

1.2 percent of GDP, while an average rate of import duty collection of 4.8 percent in 2004-08 was well 

below an average weighted (by imports) applied tariff rate of around 6 percent (WTO 2010, p. 123). 

Hence, available data do not allow assessing the extent of proliferation of tariff exemptions and waivers 

that are used in an ad hoc manner to benefit different groups at different points in time. Yet considering 

that a simple average rate of total nominal protection is almost 30 percent ad valorem with huge 

dispersion, the incentive to importers to obtain exemptions is huge. Therefore, it seems that the scope 

of exemptions is much higher than implied by the WTO estimates. Another option is that some of 

imports subject to high nominal protection enter illegally Sri Lanka’s customs territory. 

                                                             
60 For a discussion of SEZ, see Section 3.2. 
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To sum up, while various schemes exempting imports from duties and other border charges may 

somehow weaken their negative impact, they do not provide remedy to inevitable dynamic losses due 

to misallocation of resources. High protection not only discourages investment but also leads to a 

wasteful use of resources as capital flows to activities that are profitable only thanks to high tariffs not 

because of comparative advantage. 

6.1 EPZS: IMPORT-SUBSTITUTION APPROACH TO GRANTING ‘EXITS’ 
In Sri Lanka, the line dividing Export Processing Zones (EPZs) and investment-related preferences is not 

clear-cut, as they often go together and, more significantly, they are under the same institutional 

umbrella. The Board of Investment (BOI) of Sri Lanka, descendant of the Greater Colombo Economic 

Commission established in 1978 to facilitate foreign direct investment (FDI) in export-oriented activities, 

is in charge of EPZs; currently there are 12 of them. The mechanism through which preferences are 

granted is the agreement that modifies, exempts, and waves BOI regulations pertaining to inland’s 

revenue, customs, exchange control and import control.61 The BOI operates as a central facilitator for 

investors, domestic and foreign alike, and one stop-center responsible not only for the EPZs but also for 

all other large investments. 

The objective of the EPZ policy in Sri Lanka has been to attract foreign investment to export-oriented 

activities through providing a liberal policy environment free from burdensome domestic regulations 

combined with access to developed infrastructure and support services. Companies are entitled to tax 

holidays, duty free imports, and those exporting at least 80 percent of their output of non-traditional 

goods or 70 percent of supplied services enjoy a preferential income tax rate on profits from these 

exports, and a full tax holiday for between three and seven years for new investments. In a nutshell, 

EPZs are more attractive than investments elsewhere in Sri Lanka because of much higher quality of 

economic governance and lower cost of doing business: firms’ export and imports are not subject to 

protectionist trade measures; firms enjoy tax-exempt status; and they have access to cheaper utilities 

and better infrastructure.62 

The EPZs are home to around 220 enterprises employing over 75 thousand persons mostly in the 

apparel sector not unlike in most other developing countries. EPZs created a favorable investment 

environment not only for foreign but also domestic investors. Before the expiration of the Multi Fiber 

Agreement (MFA) in 2005, trade liberalization in Sri Lanka together with unused MFA quotas 

immediately attracted foreign investors from East Asia, Hong Kong SAR, China in particular, who 

relocated their production to Sri Lanka.63 Yet, despite a very strong growth, a so-called ‘EPZ intensity,’ 

measured as a share of employment in total employment of 1.67 percent was only a fraction of that of 

17.74 percent in Mauritius. Leaving aside garments, manufacturing exports from SEZ firms and other 

firms operating under tutelage of the BOI accounted for 60 percent of total industrial exports excluding 

garments (data from http://www.investsrilanka.com/ accessed on 11/30/2011). 

There are various schemes providing the entry into an SEZ and/or ensuring preferential treatment. Size 

of an investment or its destination qualifies a firm for temporary exit from the rules applying to most 

businesses. For some projects the only qualification is the amount invested while for others the sector 

invested and/or other performance criteria. As for the size as a criterion, the bottom line is an 

investment of $3 million automatically granting a five-year tax holiday; extra $2 million ‘buy’ a year 

more up to 7 years for $7 million (Table 27).  

Table 27: Corporate income tax exemptions available under the Inland Revenue Act for companies investing in fixed 
assets 

Amount of Investment*/ Period of exemption*/ 

Not Less than an amount equivalent to US$ 3 million 5 Years 
Not Less than an amount equivalent to US$ 5 million 6 Years 
Not Less than an amount equivalent to US$ 7 million 7 Years 

Note: */ Customs duty exemption on importation of capital goods and raw materials* (for export quantities), under the BOI 
Law No 4 of 1978. Hence this facility is available only for an enterprise having Agreement with the BOI. 
Source: http://www.investsrilanka.com/ accessed on 11/30/2011. 

                                                             
61 For a comparative analysis of Sri Lanka’s EPZ in 1978-2003, see Aggarwal (2005). 
62 Standard benefits offered include exemptions from: some or all export taxes; some or all duties on imports of 
raw materials or intermediate goods; direct taxes such as profits taxes, municipal and property taxes; indirect 
taxes such as VAT on domestic purchases; and national foreign exchange controls. 
63 See Acevedo and Robertson (2011b, p. 119). 

http://www.investsrilanka.com/
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These investments are now governed by the Projects under Strategic Development Project Act. They are 

expected to generate significant positive externalities including transfer of technology and other positive 

spillovers associated with the development of backward and forward linkages. Tax exemptions up to a 

maximum of 25 years and other exemptions of other levies can be granted by the State depending upon 

the meeting the objectives referred above in the Act. 

Investments in product lines determined by the Ministry of Finance qualify for preferential treatment 

(tax holidays) independently of the level of investment. The current list includes boats, pharmaceuticals, 

tires and tubes, motor spare parts, furniture, ceramics, glassware of the mineral based products, 

cosmetic products, edible products manufactured out of the cultivated agricultural products, and 

construction materials.64 Import-substitution drives the choice of preferential sectors as the explicitly 

stated goal is to “… encourage manufacturers which substitute the imported products.” 

In-between two extremes, other criteria used to determine a preferential status include a combination 

of minimum investment outlays, export orientation, and sectoral characteristics. Under the current 

arrangements,65 industries that were singled out in addition to ‘import-substituting’ ones include 

industrial tools, machinery, agriculture and agro-processing industries all subject to a minimum $150 

thousand-investment. These three have to meet only the minimum investment requirement. They 

receive a five-year tax holiday with a preferential tax of 10 percent in the 6th and 7th year after the 

“zero-tax” holiday. 66  In addition, textile fabric manufacturing and processing with a minimum 

investment of $500 thousand to $10 million may obtain tax holidays ranging from 5 to 15 years. In 

addition, state-owned land is made available at concessionary rates. 

Other sectors may qualify for similar treatment provided they meet also exports-related conditions. 

These include exporters of non-traditional manufactures,67 suppliers of exporting companies, and export 

oriented services providers investing at least $500 thousand. In addition to the tax holiday, they are 

exempt from duties and other border charges on imports during the life of the project for export-

oriented projects, and during the project implementation period for others. Exporting companies and 

export-oriented services are also exempted from exchange control regulations and are entitled to free 

repatriation of profits and dividends and free transferability of shares. 

Hence, regulatory infrastructure offers many ways of avoiding the hassle cost of doing business in Sri 

Lanka provided that firms engage in activities chosen as preferred in government policies. The wisdom 

of this approach hinges critically on the extent to which the government has knowledge of comparative 

advantage or disadvantage of various sectors of the government and the cost of special treatment to Sri 

Lanka’s economy. While we have not done any research to assess whether this approach meets this 

test, there are reasons to doubt this is the case. First, comparative advantage is usually revealed in 

confronting competition from imports. Furthermore, private investors risking their own capital rather 

than bureaucrats are better placed to discover sectors and areas where a country has comparative 

advantage. Second, preferences are subsidies that ultimately have to be financed from taxes levied on 

other businesses and people. The result of granting tax exemptions is a narrower tax base and higher tax 

rates usually inviting to tax evasion. Low ranking of Sri Lanka in ease of paying taxes and the 

identification of tax administration as one of the most problematic areas of conducting business provide 

strong incentives to seek ‘shelter’ in SEZs but this option is not available to small and medium domestic 

firms. 

Another reason raising concerns is the extension of preferences to a number of sectors with an explicit 

goal of encouraging import-substitution and self-sufficiency.68 The emphasis on import-substitution 

defies the very reason for establishing SEZs, that is, as “… cornerstone of trade and investment policy in 

                                                             
64

 The list as of December 2, 2011 posted on the website of Sri Lankan Board of Investors. See 
http://www.investsrilanka.com/key_sectors_for_investment/export_manufacturing_sector_overview.html 
65

 Based on information derived from the website of Sri Lanka Board of Investment accessed on 11/30/2011 at 
http://www.investsrilanka.com/  
66

 An economic service charge at 0.25 percent of income applies to all companies including BOI-approved 
companies with tax holidays. 
67

 According to the Board of Investment, “… under this category, projects to manufacture and export of all non-
traditional products other than black tea in bulk, crepe rubber, sheet rubber, scrap rubber, coconut oil, desiccated 
coconut (other than desiccated coconut manufactured using continuous scale automated process technology and 
marketed with a quality guarantee) copra, fresh coconuts, coconut fiber will be promoted.” Downloaded from the 
website http://www.investsrilanka.com/ accessed on 11/30/2011. 
 
68 In addition to the already existing preferences encouraging import-substituting production, the 2012 
Government Budget proposes further tax incentives for such ‘strategic’ import substitution industries as cement, 
steel, pharmaceuticals, fabrics, and milk powder. 

http://www.investsrilanka.com/key_sectors_for_investment/export_manufacturing_sector_overview.html
http://www.investsrilanka.com/
http://www.investsrilanka.com/
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countries shifting away from import-substitution policies and aiming to integrate into global markets 

through export-led growth policies.”69 SEZs were established in Sri Lanka as a component of liberal 

economic reforms launched in 1978 designed to tap opportunities offered by global integration. The 

paradox is that three decades later they appear to be used to orchestrate the reversal of these policies. 

As we shall see, the reversal is not only visible in the approach to treatment of firms operating in or as 

SEZs, but also in trade policy characterized by the proliferation of para-tariffs and export tariffs designed 

to increase local processing of raw materials. 

6.2 IMPLICATIONS 
Sri Lanka’s development strategy emphasizes creating a business-friendly environment for sustained fast 

economic growth. The key ingredient for achieving this goal is to let private investors figure out where 

comparative advantage lies. For a small economy, this implies relatively neutral foreign trade regime, 

investment-friendly climate and low cost of doing business for all firms not only a selected few operating 

under one of ‘exemption’ regimes. Countries that have attracted investments in manufacturing supply 

chains, excluding textiles and clothing, had usually pro-business domestic regime including pro-trade 

policies and expanding beyond SEZ. Examples abound: they include all East Asian High Performing 

Economies of the third tier (Malaysia, Thailand, and Indonesia) and former transition economies that 

have acceded to the EU. 

During the initial stages of transitioning from import substitution to SEZs —to use Collier’s (2007, p. 65) 

expression—islands of better governance may be sufficient to trigger export activity. However, their 

potential as exports platforms can be gradually depleted for the following reasons: 

 Up-stream spillover effects weaken as they move away from SEZ firms to domestic (regular) 

firms, i.e., as they depend on indirect inputs to inputs used by SEZ firms. In practice, this may 

limit creation of spill-over effects to operations directly established by a SEZ firm. A SEZ firm will 

invest in building a factory only if there would be a sufficient demand for these inputs in the 

future: otherwise it will seek supplies from independent external supplies bearing the risks of 

their operations. The bottom line is that the third fourth generation suppliers using inputs 

subject to high nominal protection have no chance of obtaining duty/para-tariff exemptions. 

 Competitive edge is not God-given but has to be developed by doing. The latter may require first 

operating in domestic markets, i.e., outside the SEZ regime.70 Firm can acquire SEZ privileges 

only if it has already established links with importers abroad and has some certainty as to the 

future exports. 

 The option of diverting sales from foreign to domestic markets is available but not very 

attractive. SEZ firms produce exclusively for exports. Domestic sales would dramatically increase 

the hassle cost of doing business as they would be subject to local regulations. For non-SEZ 

firms, the foreign trade regime is rather unfriendly with relatively high tariffs and significant 

transaction cost related to both formal and informal barriers to trade 

 But as the economy becomes more developed comparative advantage can be discovered only if 

some conditions are met: it is easy to start a business; domestic producers are exposed to 

competition from imports; they have easy access to imports; and are allowed to interact directly 

with international markets. These are not sufficient conditions but they are the necessary ones.  

But there are also other weaknesses of the SEZ regime: exporters have no incentive to compete in 

domestic markets and firms that are successful domestically have weak incentive to look for external 

markets. They operate in different realms at a welfare loss to the national economy. 

What possible implications do all these arrangements combined with ‘exit’ mechanisms have for Sri 

Lanka’s exports performance? It seems that there are three major implications: First, since the club of 

exporters is closed to newcomers, new entrants from domestic businesses are unlikely to enter the 

export sector. The rules effectively prevent firms relying on imported input from swiftly transitioning 

from the domestic sector to a privileged export sector. Empirically, this implication can be tested by 

examining changes in the composition of manufactured exports. Its relative stability in Sri Lanka’s case 

may be attributed to foreign trade policies. But the implications of a stable basket indicate that 

                                                             
69 Farole and Akinci (2011, p. 3). 
70 For instance, it seems that the success of some IT firms, as exemplified by Virtuosa, began with domestic 
contracts. IT firms differ from typical industrial firms that they rely almost exclusively on human capital: the 
hardware requirements are limited to Internet connectivity and few computers. 
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country’s businesses fail to tap various benefits associated with emerging patterns of global division of 

labor. 

Second, the “exemption regime” is also likely to introduce a strong disincentive for already established 

export firms to develop backward linkages. In fact, they are incentivized to rely on external suppliers 

who are exempt from paying duties on imported inputs in their respective countries thanks to their 

exports status and/or much lower border charges. This implication can be empirically tested by 

examining imports content of Sri Lanka’s major export items. 

Third, exports of more processed goods will be limited and imports of parts and components will also be 

limited to meet import demand of export operations and maintenance of domestic equipment while 

exports of low-processed natural resource intensive products, less responsive to business climate, may 

grow even under adverse business environment as long as the state provides for security of their 

extraction. 

7 MAJOR FINDINGS AND POLICY IMPLICATIONS 
Ambitious economic growth objectives set up in The Mahinda Chintana: Vision for a New Sri Lanka: A 

Ten Year Horizon Development Framework 2006-2016 are unlikely to be attained without boosting 

export performance. Three interconnected things have to happen to improve export growth: large 

inflow of FDI to the tune of 3-5 percent of the GDP over a period of 3-5 years; major overhaul of the 

foreign trade regime combined with deepening a preferential trade agreement with India; and 

addressing weaknesses of the business regime related to taxation. The first two of these policy 

ingredients positioned East Asian countries to tap opportunities created by global manufacturing supply 

chains appear to be missing in Sri Lanka’s economic regime. Positive conditions are restricted to SEZs as 

excessive regulatory burden combined with punitive taxation regime raise rather significantly the cost of 

doing business for firms operating outside the SEZ regime. Countries that have attracted investments in 

manufacturing supply chains, excluding textiles and clothing, had usually pro-business domestic regime 

including pro-trade policies. Sri Lanka certainly does not have a foreign trade regime that would provide 

any incentive for firms to go global. Neither its investment climate is particularly friendly to investors 

unwilling to invest in sectors promoted by the government. 

The international assessments of Sri Lanka’s position on the ladder of global competition point to Sri 

Lanka’s impressive endowments in high quality human capital including entrepreneurial skills reflected 

in innovation and business sophistication. The latter combined with geographical location should 

position Sri Lanka to start taking a more profitable place in global manufacturing supply chains. 

In a similar vein, two foreign trade-related developments are shocking taking into account Sri Lanka’s 

economy small size, especially when put next to its South Asian counterparts. First, total trade in 

percent of the GDP was not only falling but was in 2010 only two percentage points above the level in 

Bangladesh and 7 percentage points above the level in India. Consider that in 1995 the difference was 

54 percentage points over Bangladesh and 59 percentage points against India’s level. Second, both Sri 

Lanka’s exports of goods and services and their imports recorded the lowest growth among South Asian 

countries. As will be argued here, it seems that taken together they have been responsible for rather an 

unusual pattern of Sri Lanka’s integration into global markets. Figure 12 presents this unusual pattern, 

which may be difficult, if not entirely impossible, to sustain. Instead of an increase in their economic 

significance, exports and services relative to the GDP—the measure of economic openness—fell from 

around 80 percent in 1995-2004 to less than 30 percent in 2010. The contraction was mainly due to 

considerably slower growth of exports than of the GDP. 

Figure 12: Peculiarities of Sri Lanka’s external performance in 1987-2009: nominal protection, openness and the 

share of clothing in manufactured exports (in percent) 
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Left axis: trade in percent of GDP and share of garments in manufactured exports. Right axis: average total 
nominal protection rate in percent. 
Sources: World Bank WDI database, UN COMTRADE database, and Pursell and Ahsan (2011) 

Second, historically, as country progressed and became richer, exports of manufactured goods other 

than clothing expanded faster. This is not criticism of Sri Lankan clothing sector, which has displayed 

remarkable vitality and ability to move to higher value-added niches. But this is rather an observation 

possibly pointing to weaknesses in investment climate and sectoral allocation of capital. This is also 

indicative of the relatively unchanged mode of Sri Lanka’s participation in global division of labor. 

Third, instead of continuing improvements in conditions in access to domestic markets, the government 

has increased protection driven mainly, if not exclusively, by considerations related to reducing 

competition from imports to domestic producers. The average level of nominal protection was falling 

until 2001 and then began increasing from around 12 percent in 2001-02 to almost 30 percent in 2008-

10. 

Although the links between domestic policies, economic institutions, and foreign trade policies, on the 

one hand, and foreign trade performance, on the other hand, are complex and difficult to trace, there is 

strong argument pointing to depressing policies’ impact on Sri Lankan foreign trade performance. A 

number of other disappointing features of Sri Lankan export performance can be directly attributed to 

protectionist import-substitution policies. Relative stability of Sri Lanka’s exports baskets or its ‘freeze’ 

over the last several decades can be explained by government’s policies directly protecting interests of 

existing businesses and offering preferential treatment to exporters. Preferential treatment amounts to 

being exempt from the rules imposed on all other businesses servicing domestic markets, which none-

the-less are protected from competition from imports by high levels of nominal protection generated by 

tariffs and para-tariffs. 

Second, the existing duality in business regime with huge discrepancy between liberal SEZ and an 

oppressive domestic regime creates disincentive to the development of backward linkages. Firms simply 

have no interest in becoming more firmly embedded into domestic industrial structures. They are 

incentivized to rely on external suppliers who are exempt from paying duties on imported inputs in their 

respective countries thanks to their exports status and/or much lower border charges. Although local 

content of garments shipped abroad has recently increased, considering a three decade long presence 

of this sector as a major Sri Lankan exporter and its level in exports originating from China and India, the 

paucity of domestic business supply links is astounding. 

To sum up, Sri Lanka’s endowment in human capital and geographical location create huge potential for 

export-led growth and participation in global manufacturing supply chains, which positioned East Asian 

countries to tap these opportunities. Ingredients critical to enter global supply chains appear to be 

missing in Sri Lanka’s economic regime. Positive conditions are restricted to SEZs as excessive regulatory 

burden combined with punitive taxation and foreign trade regime raise rather significantly the cost of 

doing business for firms operating outside the SEZ regime. Countries that have attracted investments in 

manufacturing supply chains, excluding textiles and clothing, had usually pro-business domestic regime 

including pro-trade policies. Sri Lanka certainly does not have a foreign trade regime that would provide 

any incentive for firms to go global. Neither its investment climate is particularly friendly to investors 

unwilling to invest in sectors promoted by the government. Another reason raising concerns is the 
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extension of preferences to a number of sectors with an explicit goal of encouraging import-substitution 

and self-sufficiency. The current emphasis on import-substitution defies the very reason for establishing 

SEZs. The paradox is that three decades earlier SEZ appear to be used to orchestrate the rebirth of 

import substitution policies. As we shall see, the reversal is not only visible in the approach to treatment 

of firms operating in or as SEZs, but also in trade policy characterized by the proliferation of para-tariffs 

and export tariffs designed to increase local processing of raw materials. Without a more detailed 

analysis, it is impossible to assess the depth and the scope of a shift towards import-substitution and 

state’s micromanagement of the economy. 
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