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ABSTRACT

A description of trade policy in Sri Lanka since 1977 suggest a substantial opening
up of the economy. In fact, the trade ratio is not so different now to that eighteen
years ago. Moreover, despite reductions in nominal import taritfs, the average
rate of duty has risen. We show that the increased rate is not the result of a
change in the composition of imports toward higher duty goods, thus suggesting
that the effects of nominal tariff reductions have been offset by other means of
levying duty, and confirms the sporadic evidence that the effective rate of
protection has risen since 1977.

1. INTRODUCTION

In 1977, the newly elected government of the United National Party (UNP) introduced a package
of economic reforms aimed at opening up the Sri Lankan economy to external trade and
investment. This policy was a sharp deviation from the development strategy adopted during the
1960s which, as in many other contemporary developing countries, was more in keeping with an
import substituting industrialisation (ISI) strategy. On the eve of the 1977 election the Sri Lankan
trade regime was characterised by a system of stringent exchange and import controls and the
existence of a dual exchange rate. Quantitative restrictions on trade were more prevalent than at
any previous time of its economic history with an estimated 6,000 consumer items under price
control measures by 1977.

The package of reforms introduced in 1977 included a policy of import liberalisation, a
significant devaluation of the exchange rate, and a set of policy measures aimed at promoting
exports. This paper presents data on the nature and extent to which the liberalisation of the trade
regime took place. We find that beyond the initial changes of 1977-78, the Sri Lankan economy
does not appear to have opened up to external trade as much as policy rhetoric would lead one to
believe.



Import liberalisation and a special package of incentives to promote non-manufactured
exports were intended to remove the existing "anti-export” bias. Studies of trade bias in the Sri
Lankan manufacturing sector in the post-1977 period have concluded that the system of trade
incentives has been "pro-export” biased (Athukorala, 1986; and Kelegama and Wignaraja, 1991).
This conclusion conflicts with the evidence provided by studies of effective protection which have
shown that the effective rate of protection has been higher in the 1980s than in 1978 (Cuthbertson
and Athukorala, 1991; Abeyratne, 1993; and Weiss and Jayanthakumaran, 1995). However,
effective protection data are sporadic and frequently incomparable. Our study analyses changes in
the implicit level of taxes on exports and imports as measured by duty collections. We show that
despite continued reductions in nominal tariff rates, the average rate of import duty has actually
been rising since the early 1980s. Changes in average duty may be the result of either increased
duty or changes in the composition of imports, and we present a decomposition approach to
distinguish between these effects.

The structure of the paper is as follows. Section 2 presents an overview of the major tariff
reforms implemented by the UNP in the post-1977 period. Despite the formal lowering of tariff
bands, we find government policy to have been inconsistent with the original goal of import
liberalisation. Section 3 looks at the evolution of the usual measure of an economy’s openness:
that is the ratio of exports plus imports to GDP. However, since this ratio is commonly calculated
using nominal series it is important to distinguish price eftects as a result of changes in the
nominal exchange rate and the terms of trade from changes in volume. Import liberalisation in
1977 was also accompanied by a significant nominal devaluation of the rupee. Thus, the change in
the value of the currency would also have exerted a significant influence on the nominal value of
exports and imports in the aftermath of liberalisation. Section 4 presents a model for the
decomposition of trade taxes in Sri Lanka to explore the hypothesis that trade liberalisation was in
fact rather limited. We present data on implicit trade taxes by commodity group, allowing us to
explore the extent to which changes in overall implicit duty rates are the result of changes in
import composition. Section 5 concludes.

2. TARIFF LIBERALISATION POST-1977

The re-orientation of economic policy that took place in 1977 can be considered to have been
quite momentous. The new government heralded in an "open economy”, giving immediate priority
to trade liberalisation. The trade reforms introduced in 1977 included specific measures aimed at
promoting manufactured exports and tariff liberalisation. The Government opted to rely on tariffs
as the principle restraint on imports, replacing the existing quantitative restrictions by a six-band
tariff structure. The duty system for classification set out in the Budget of 1977 was as follows: (i)
zero per cent on the price of essential goods; (ii) 5 per cent on most raw materials, spare parts
and machinery; (iii) 12.5 to 25 per cent on most intermediate goods; (iv) a common revenue rate
of 50 per cent on goods that are neither "essential” nor "luxury™; (v) a common protective rate of
100 per cent on goods being produced domestically and; (vi) a prohibitive rate of 500 per cent on
goods considered to be "luxury” consumer items.




The virtual dismantling of quantitative restrictions and the introduction of a multi-band
tariff structure constituted a substantial shift from the pre-1977 period. While the tariff rates
introduced were generally quite high, the removal of the scarcity premia attached to quantitative
restrictions in itself was expected to hold beneficial effects in reducing the levels of nominal
protection. There were deficiencies in the new system - one of the most significant being the wide
disparity that existed in the tariff rates, ranging as it did from zero to 500 per cent.

The tariff reforms were followed by the setting up of the Tariff Reform Commission
(transformed to the Presidential Tariff Commission in 1980) to look into the structure of tariffs
and to recommend changes required for a "rational” tariff structure. The PTC was required to
keep in mind the government’s economic and social priorities. These included the need to (i)
encourage local industry through some form of protection; (ii) meet both the revenue requirements
of the government and consumer interests; and (iii) safeguard employment.

Technical and political factors favoured an easing up on the rate of reform. It soon
became apparent that State Owned Enterprises (SOEs) were very vulnerable to foreign competition
and big losses would make heavy demands on the budget. By 1980, the government budget and
current account deficit of the balance of payments peaked at approximately 25 and 16 per cent of
GDP respectively, while the rate of inflation peaked at 26 per cent. In 1980, there was therefore
already some backtracking with an across the board levy of 10 per cent on all items dutied at 50
per cent or over. Again in 1982, prompted by revenue purposes, the government introduced
substantial selective increases on certain items already dutied at high rates.

But despite this backtracking, the general trend in published tariffs was still downwards. A
tariff revision was introduced in November 1984 on the recommendation of the PTC (PTC, 1985)
and implemented with the budget proposals for 1985. Although it remained a six-band tariff
structure, there was in effect 17 bands in operation as follows: (i) zero per cent on essential
goods; (ii) 5 per cent on raw materials; (i) 10 to 50 per cent (9 rates) intermediate band; (iv) a
60 per cent revenue band; (v) 75 to 150 per cent (4 rates) protective band; and (vi) 250 per cent
prohibitive rate. The implementation of these new bands constituted an apparently substantial
tariff reform, the main features of which may be summarised as:

- a reduction of duty rates on certain items from very high levels of 500, 300, 150 and 100
to 60 per cent;

- the existing 5 per cent duty on chemicals and pharmaceuticals were abolished; (iif) an
import duty of 7.5 per cent on machinery was reduced to 5 per cent and in instances
where machinery was imported for use in an industry where at least 50 per cent of output
is exported, no duties or turnover taxes were to be levied;

- to boost the agricultural sector, fertilizers were allowed in duty free (though still heavily
subsidised) while duties on most agricultural machinery and raw materials were reduced at
the same time; and '




- certain items that had been taken off the license list were once again brought under
specific import licensing to protect the domestic sector, while in other cases, items under
such specitic import licensing were liberalised under the Special License Scheme. These
included importation of such items as potatoes, onions, chilies and all types of woven
fabrics. The removal of the license control on textiles was subject to the imposition of a
100 per cent duty. This duty was reduced further to 60 per cent in 1987.

In the budget of 1988, the Government announced a further revision of the tariff
structure - the adoption of a four band tariff system. The existing 17 tariff bands were rationalised
and reduced to four bands. The rates were: (i) 5 per cent on raw materials and capital goods; (ii)
15 per cent on intermediate inputs including semi-finished items; (iii) 35 per cent on chemicals
required as inputs to industry and; (iv) 50 per cent on finished goods.

New trade taxes were introduced on imports, particularly for revenue purposes, making
the whole exercise inconsistent with the original goal of import liberalisation. Besides the 10 per
cent cess imposed by the EDB in 1980, a turnover tax (TT), which had previously applied only to
domestic manufactured products, was introduced for imports for 1984, with exemption granted for
a few essential goods. The TT rates ranged from 2 to 35 per cent at the beginning and varied
between 3 and 20 per cent in the late 1980s. In 1989, an additional temporary surcharge on
import duty for revenue purposes was imposed. The surcharge was set at 5 per cent of the duty
paid and was to be levied on all imports that are subject to a 5 per cent tariff rate, except for a
few essential items.

With effect from 1990, the further rationalisation of the tariff structure led to an overall
30 per cent reduction in nominal rates, and removed all non-tarift controls except those on a
limited range of strategic items. In 1992, for example, the average nominal tariff rate in Sri Lanka
was only 35 per cent compared to a rate of 85 per cent in neighbouring India.

The Budget of 1995 introduced further tariff cuts by way of the introduction of a three
band duty structure of 10, 20 and 35 per cent. Some of the major changes included the reduction
of import duties on textile fabrics and apparel from 50 to 35 per cent.

In terms of export duties, while attempts were made to relieve the tax burden on non-
traditional exports, duties on the traditional plantation export crops were raised in the immediate
aftermath of liberalisation in 1977 to take account of the higher rupee value following the
devaluation of the currency. Effectively, the higher rate was set to give government, rather than
producers, the benefit of the devaluation. This move was presumably based on a belief in the
limited supply response in the traditional sector, a belief rather undermined by the continued
decline of the sector in the face of continued adverse price movements (White and Kelegama,
1993). However, duty rates on these traditional exports were whittled down consistently and
substantially removed over the next seventeen years.

Between 1977 and 1978 both import and export duties increased as a per cent of GDP, in




part because of the devaluation. As shown by Table, while total tax revenue as a percentage of
GDP declined in the immediate aftermath of liberalisation, tax revenue on imports actually
increased.

The increase in export taxes is accounted for by the decision taken to impose higher duties
on the plantation exports following the devaluation of the rupee. Import taxes as a percentage of
GDP have indicated a significant increase in the period 1982-89 after a perceptible decline in the
early 1980s. While liberalisation and reduced tariffs can be expected to see the volume of imports
and hence import revenue to increase, import duty as a percentage of GDP increased in the latter
half of the 1980s when volume expansion reduced significantly (Table 2). The figures in Table 1
thus raise the possibility that tariff reform in Sri Lanka has been rather less than government
policy rhetoric would lead one to believe. However, an alternative explanation for the increase in
import revenue in the latter part of the 1980s might lie in the changing composition of imports
during the post-reform period. Import duties can rise either because higher duties are being levied
on the goods imported or because the structure of imports has shifted toward high-duty items. The
following discussion will assess to what extent these alternative factors are accountable for the
perceived trend in import and export tax policy.

Table 1 Taxes on International Trade, 1978-93
(as a per cent of GDP)

Year Imports Exports Total Revenue
1978 33 11.1 24.2
1979 4.1 8.4 21.0
1980 3.9 5.6 18.3
1981 3.2 4.4 16.1
1982 2.6 2.7 14.9
1983 33 2.8 16.4
1984 4.3 4.2 19.5
1985 5.0 1.8 18.7
1986 5.2 0.9 17.4
1987 5.6 1.0 17.9
1988 4.8 0.8 16.1
1989 6.0 0.6 19.0
1990 5.2 0.8 - 19.0
1991 5.0 03 18.3
1992 4.9 0.2 18.1
1993 4.2 - 17.6

Not: - = negligible
Source: Central Bank of Sri Lanka






3. THE OPENNESS OF THE SRI LANKAN ECONOMY

Figure 1 shows the ratio of the sum of nominal exports and imports of goods and non-
factor services to GDP for the period 1970-1993, and the two component parts as separate ratios.
Figure 1 Trade ratios (as a per cent of GDP)
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Overall, the changes are not as striking as one may have expected. The ratio of total
exports plus imports to GDP rose rapidly in the immediate wake of the 1977 liberalisation.
However, the growth faltered from 1980, so that the ratio fell until 1986. Since that time it has
experienced a more modest rise. Comparing the pre-liberalisation period (1970-77) with the later
period (1986-93), the ratio was 56.1 in the former period and 65.1 in the latter. Almost this
entire difference comes from the import ratio (which rose from 29.4 to 37.5) as exports as a per
cent of GDP barely moved (from 26.7 to 27.7 per cent).

It is thus clear from Figure 1 that it is the changes in the import ratio which were driving
the situation during 1977-84. During the period 1987-93, the export and import ratios have been
moving more or less in parallel (with exports showing a marginal increase). Despite the recent
rise in the export ratio, it is, by comparison, more or less trendless throughout the period.

The explosion in the import ratio may be explained by three factors: (i) an increase in
imports following the abolition of quantitative restrictions in 1977 to meet pent-up demand; (ii) the
increased demand from imports consequent upon the government-led, partly aid-funded investment
boom; and (iii) a price etfect from devaluation. These factors help explain why the Sri Lankan
trade balance has followed a classic "J-curve" pattern.



Table 2 Import Growth: 1978-1993*

1978-83 1984-89 1990-93

1. Total Consumer Goods -1.5 1.3 9.0
Food and Drink -14.2 5.2 5.9
Other Consumer goods 31.6 4.3 13.4
2. Intermediate Goods 5.0 6.0 14.5
Petroleum 13.6 -2.2 3.3
Textiles 34.7 10.2 20.8
3. Investment Goods 20.1 -12.8 12.1
TOTAL 10.0 -1.8 10.1

Notes: Annual average growth in import volume.

Source: Estimated from data obtained from the Central Bank of Sri Lanka, Annual
Report, various issues.

The average annual real rates of growth of import volume for the period 1978-93 are set
out in Table 2. In terms of consumption, intermediate and investment goods, the latter category
saw the largest increase in the immediate post-liberalisation period. Imports of capital goods
during this period was largely for the government’s Accelerated Mahaweli Development
Programme, made possible by the availability of substantial external finance in the form of grants,
and the rehabilitation of existing capital stock in the state sector. In disaggregated terms however,
textiles and luxury consumer imports saw the fastest growth. Imports of textiles grew from a very
small base at an annual average of approximately 35 per cent during 1978-83; this growth being
partly linked to the promotion of labour-intensive export industries. Luxury consumer goods had
one of the highest growth rates. Increases in consumer imports are often argued to support the
agricultural supply response through incentive goods effects. In the case of luxury goods, a similar
argument might be made with respect to the rising entrepreneurial class, though whether these
goods have been necessary to support the supply response of non-traditional manufactured exports
must remain a question for further research. However, the category of consumer goods as a whole
experienced a negative growth rate on average as imports of food fell, mainly on account of
significant expansion in rice production.

In the latter half of the 1980s, there was a sharp deceleration in the growth of imports,
with the most noticeable decline recorded in imports of investment goods. Economic activity in
the country was hampered significantly in the latter part of the 1980s due to widespread civil
unrest in the country. The continuing expansion of the garments industry, largely unaffected in the
FTZs, was reflected in the growth of intermediate textile imports. Stagnant economic growth at




around the 2 per cent mark and the consequent relative decline in the absorptive capacity of the
economy, can be identified as a major factor in explaining the fall in the outlay on imports. After
1989, with further liberalisation of import trade and renewed economic activity, there was again a
perceptible rise in imports, particularly in the investment and intermediate goods categories.
However, non-essential consumer goods, at 13.4 per cent per annum, were growing faster than
investment and almost as fast as intermediate goods.

The composition of imports has also changed. As can be seen from the data in Table 3,
the share of capital goods peaked at just over 25 per cent in 1981-83, falling in subsequent years
(but with a recovery in the most recent period). The share of intermediate imports also rose before
declining as the rate of growth of textile imports slowed. The result has been a climb in consumer
imports during the 1980s, bolstered by a significant increase in non-essential consumer imports,
though the share to total consumer imports remains lower than it was in the 1970s.

Table 3 Composition of Imports (as per cent total imports)

Period Average Consumer Intermediate Capital
1970-77 47.1 36.2 16.7
1978-80 29.2 46.9 | 23.9
1981-83 18.0 56.6 25.4
1984-86 20.6 57.0 22.4
1987-89 25.0 57.8 17.2
1990-93 24.4 523 233

Source: Central Bank of Sri Lanka

The observed increase in import revenue in the latter half of the 1980s (Table 1) thus
coincided with the slowing down of the rate of growth of investment imports in to the country.
The tariff structure in the post-reform period was formulated in a manner that would impose low
tariffs on imports of capital goods. This raises the possibility that the observed increase in import
tariff revenue in the latter part of the 1980s is linked to the change in the composition of imports -
that is, to a significant reduction in the import of capital goods from around 1983/84.

As pointed out earlier, the explosion in the import ratio as shown in Figure 1 may also in
large part be explained by a price effect from devaluation. It is important to distinguish between
price effects stemming largely from changes in the nominal exchange rate and changes in volume.

The price effect may be disentangled from the other effects as follows. The trade ratio
(TR) is given by:




IMP + EXP (1)

TR
GDP

where IMP and EXP are nominal imports and exports respectively. Equation (1) may be
rewritten as:

. X
-7 (2)

where E is the nominal exchange rate, P_ and P, the dollar import and export price indices
respectively, P, the GDP deflator, M and X import and export volume and Y output (or GDP).

Other things being equal, a nominal devaluation will result in an increase in the trade
ratio.! But even if the ratio in volume terms remains constant, the price terms further confuse the
picture. In each case the exchange rate and price terms approximate to the real exchange rate
(RER) - being the product of the nominal rate and the ratio of a foreign to a domestic price ratio.
That is, the trade theory definition of the RER is typically of the form EP;"/Py; where,
E=nominal exchange rate; P"=foreign price level of traded goods; and Py=domestic price level
of non-traded goods. The wholesale price index is employed as a proxy for the price of traded
goods and the domestic consumer price index as a proxy for the price of non-traded goods. A
depreciation corresponds to an increase in the index and an appreciation corresponds to a
decrease.

The difference in the proxy estimates of the RER calculated in Figures 2 and 3 are that
instead of using the foreign wholesale price index and domestic consumer price index, in our
example foreign prices are for imports and exports and the domestic index is the GDP deflator.
Nonetheless, as Figures 2 and 3 show, these indices have behaved in a somewhat similar manner
to the more conventionally defined RER.

The devaluation and subsequent floating of the rupee in November 1977 led to a 42 per
cent nominal devaluation. By the end of 1980 the rupee had devalued by over 100 per cent from
its pre-November 1977 level. This very large nominal devaluation fed through to a real
depreciation - both in the conventionally defined RER and in the two "pseudo” RERs shown in
Figures 2 and 3. That is, both the export and import ratios increased as a result of price effects
during this period. The price effect for the import ratio is particularly strong, as a result of the
impact of the second oil shock. It is less marked for exports, as the export price index was falling
from its 1976 boom.

!In fact other things will not be equal since GDP is also affected by the devaluation. A
devaluation from an initial trade deficit may increase the deficit, resulting in a reduction in GDP,
thus accentuating the increase in the trade ratio.




Figure 2 Factors underlying the change in the import ratio
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Figure 3 Factors underlying the change in the export ratio

180
180 -~
170
160
150
140

120
110 P
100
80
80
70
B0 -
S0 -
40
30 -
20 |-
0 -

1870 1873 1876 1878 1882 1885 1888 1881

0O RER + Exchange rata © Price offacts A Export ratio

Over the period 1980-84 the RER appreciated as high rates of domestic inflation, partly
fuelled by higher capital intflows, more than offset the continuing depreciation of the nominal rate.
The large inflow of foreign aid in the aftermath of liberalisation acted as an external shock,
inducing a typical "Dutch disease” effect (Lal and Rajapathirana, 1989; White and Wignaraja,
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1992; and Athukorala and Jayasuriya, 1994). Over this period the export price index also rose for
a mini-boom in commodity prices, which peaked in 1984 (the f.o.b. price of tea more than
doubled between 1982 and 1984). Import prices grew less fast, in the face of world recession and
falling oil prices. This real appreciation thus plays a part in the reduction in the import and export
ratios which can be observed during this period.

Some real depreciation was achieved in the latter part of the 1980s, but this movement has
not been preserved into the 1990s. The trend towards a concerted real depreciation was not a
strong one, and price effects are less important in this later period.

These price effects do not, however, explain the whole change in the trade ratio - for that
to be the case M/Y and X/Y would have to be constant throughout the period. The use of volume
series over long periods can be problematic because of the difficulty in defining appropriate
deflators in the presence of marked changes in the composition of imports or exports (such as has
been observed in Sri Lanka). Nonetheless, we may still tentatively conclude the following. First,
there has been no significant real improvement in the export ratio - indeed, it is worse now than it
was prior to liberalisation. Even the modest improvement in the nominal export ratio observed
above can be attributed to price effects.

Second, while the real import ratio increased in the early 1980s, it has since returned to
its pre-liberalisation level. The observed increase is the result of two factors. There was an
increase in consumer imports in the wake of liberalisation. At the same time demand for capital
goods increased as the government embarked on an investment boom, with the investment rate
peaking at 33.8 per cent of GDP in 1980. Indeed, White and Kelegama (1993) find the increase in
absorption to be the driving factor behind higher imports.

The relative lack of movement in the real trade ratio since 1977 may seem surprising. The
thetoric of the UNP government would lead us to expect a significant opening up of the Sri
Lankan economy to international trade. We turn now to an analysis of import and export duties,
to see if they have been reduced as one would expect in an opening economy. If they have not
been reduced, this fact is a likely contributory factor to the lack of trend toward greater openness.

4. TRADE TAXES IN SRI LANKA

There are a number of ways of reporting levels of duty. The obvious route would appear to be to
take an average of all prevailing duties. In using this approach we are confronted with the
problems of what weights to apply as we do not want to accord equal weight to the tariff on an
item of little importance as we do for a major import. The most usual practice is to use trade-
weights; for example, for import tariffs we weight by the share in total imports. There are some
problems here. One is the continuing presence of non-tariff barriers, such as quantitative
restrictions. Theoretically one could calculate the tariff equivalent of the quota, but such a
procedure requires knowledge of the supply and demand curves and so is rarely carried out.
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Another problem is if a tariff is so high as to be prohibitive, as there are no imports the tariff will
attract a weight of zero. Moreover, an additional problem is to determine whether fixed weights
should be used or whether they should be allowed to change annually to reflect changing import
composition. The latter has the attraction of giving the annually applicable average rate, but
conflates changes in duty with changes in import composition.

One might alternatively weight by domestic consumption. Consumption weights can be
more meaningtul than import weights since there is likely to be an inverse relationship, as pointed
out, between imports and protection. However, data for this procedure are not readily available
and it is not clear that consumption is, anyhow, the appropriate basis for the weights. The
conclusion of this discussion is that though trade weighting of tariffs may not be the best
procedure, it is most practicable.

The average tariff rate, t, is thus given by:

Znmt.
= i (3)
t M

where m, is imports of commodity i (at pre-tariff prices), t; the tariff on commodity i and M total
imports. Here m;t; approximates to the amount of duty collected on commodity i (d). We say
approximated, because the listed taritfs multiplied by the imports may not be the same as duty
collected relative to total imports in the context of the imposition of import duty waivers, licenses
and other quantitative restrictions. However, as pointed out earlier, éa}culating the tariff
equivalent of quantitative restrictions is subject to significant data constraints. For the purposes of
the present analysis, therefore, mg; is approximated as the amount of duty collected on commodity
i (d). Hence:

i D
t = e 2 (4)
M

where D is total import duty. That is the trade weighted average tariff may be calculated simply
by dividing total duty by total imports. The weights being used are, implicitly, imports in the
current year at pre-tariff prices. The use of pre-tariff prices is appropriate. On the other hand, we
noted above that is not clear if the weights should be fixed or change annually to reflect changing
import composition. Formula (4) dictates that in order to apply the decomposition we must allow
the weights to change each year. Moreover, the formula also requires that we use trade shares,
rather than consumption weights.

In our analysis of imports below we will distinguish between consumer, intermediate and
capital imports (m,, m; and m, respectively). Going back to equation (3) we know that t can be
expressed as a weighted average of the duty on these three types of import. Hence changes in the
average tariff from one year to the next may be broken down as follows:
where the first three terms are the duty effect and the last three terms the composition effect.
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Turning to the Sri Lankan data, Figure 4 shows the average export and import duty rates.
Duty rates on plantation export crops have been scaled down progressively. However, the
reduction in the export tax rate can be misleading in the case of tea, given that Sri Lanka is a
significant supplier to the world market. For such commodities, as export duty comes down,
supply may expand significantly to effect world market prices and lead to lower export revenue.

Figure 4 Implicit trade taxes (per cent)
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In the case of imports, the average import duty rate has been on an upward trend since
1982. It began to decline in 1992 as a result of the lagged effects of tariff reforms in 1990. Table
4 gives the disaggregated average import duty rates for consumer, intermediate and capital imports
for the period 1978-93. There are no readily available data on duty rates disaggregated into
consumer, intermediate and capital imports. The data in Table 4 have been estimated using
adjusted annual figures from customs data, where import revenue was classified into these three
categories for the purposes of the present study.

There has been little change in the duty rate on intermediate and capital goods between
1978 and 1992, in each case recording a slight increase. But the rates have not been constant in
the intervening period. The average duty on intermediates initially fell steadily from 9.1 per cent
in 1978 to 6.8 per cent in 1982. It then escalated to 18.8 per cent, double its 1978 level, in 1987,
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before drifting back down to the current level of 9.4 per cent. The initial fall in the rate on capital
goods was of a similar proportion - falling from 17.0 per cent in 1978 to 12.3 per cent in 1982.
Unlike the case of intermediates, the duty on capital goods then fell only slightly before peaking at
19.2 per cent in 1989, and falling again thereafter. As in the case of the other two categories, the
average duty rate on consumer imports fell between 1992 and 1993, but the rate on consumer
imports remains at a much higher level than that in 1978. There was no initial liberalisation for
consumer imports (though the 1980 rate was slightly below that for 1978), and the rate climbed
steadily to 25.0 per cent in 1986 (compared to only 9.2 per cent in 1978). It declined, with some
fluctuations, thereatter, being 20.0 per cent in 1993.

Table 4 Calculated Import Duty Rates (per cent)

Year Consumer Intermediate Capital
1978 9.2 9.1 17.0
1979 14.3 8.9 13.8
1980 8.9 8.3 : 14.2
1981 10.5 8.0 17.1
1982 13.9 6.8 12.3
1983 13.9 10.3 14.7
1984 19.0 11.0 17.7
1985 24.5 15.6 17.6
1986 25.0 10.8 16.9
1987 229 18.8 15.9
1988 20.5 16.0 15.7
1989 18.3 15.7 19.2
1990 12.5 15.3 18.6
1991 16.2 14.4 17.0
1992 23.2 11.6 17.5
1993 20.1 9.4 15.7

Source: calculated from Customs data.

The decline in average duty rates on intermediates after 1987 can be linked to the
substantial increase in the growth of textile imports (as can be seen from Table 2), where textiles
as a percentage of intermediate imports, increased from 23 per cent to 40 per cent between 1989
and 1993. Given that much of the textile imports are for export production of garments under the
incentive package for FDI, carrying a zero rate of duty, average duty on intermediate imports can
be expected to indicate a decline.

As we saw from the figures in Table 3, the composition of imports also began to change
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from the mid 1980s with a marked decline in imports of capital goods. What is of interest here is
to determine to what extent the changes in export and import duty rates are the result of changes
in duty and to what extent from changes in import composition.

Table 5 shows the results of the decomposition exercise on export duty rates - that is, the
year on year changes in average duty on plantation crops and other agricultural exports and the
amount attributable ta each of the two effects. Thus, the first column of figures indicates the
percentage total change of duty and columns two and three indicate the shares attributable to the
duty and composition effects. The decomposition analysis on plantation crops and other
agricultural exports appears to suggest that duty effects have exerted the dominant influence on
export duty rate changes since liberalisation. The duty effect is the larger that the composition
effect in all years but one, usually several times so.

Table 5 Decomposition of Export Duty

Year Total Change Duty Effect Composition Effect Residual
1979 2.1 -1.0 0.7 0.3
1980 5.1 -5.9 1.1 -0.4
1981 -3.2 2.5 -0.7 -0.0
1982 -8.9 -8.2 -1.1 0.5
1983 4.5 -4.7 0.3 -0.1
1984 2.8 -1.9 -0.2 -0.7
1985 -4.3 -4.3 -0.1 0.1
1986 0.1 0.2 -0.1 0.1
1987 -0.5 -0.5 0.0 0.0
1988 -1.7 2.0 0.1 0.1
1989 2.3 -1.4 -0.7 0.1
1990 -1.2 -0.3 -0.9 0.6
1991 -1.1 -1.0 -0.2 0.0
1992 -0.9 -1.1 0.4 -0.2
1993 2.1 -2.01 -0.3 0.2

Note: may not sum due to rounding.

Source: Calculated from data Central Bank Annual Reports, various years.

Table 6 shows the year on year changes in average duty on imports and the amount
attributable to duty changes and changes in the composition of imports. As the figures indicate,
the decomposition analysis shows that the composition ettects for imports are weak. As for
exports, the absolute value of the duty effect is greater than that of the composition effect (usually
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several times so) in all years but one. The driving force behind the implicit import duty rates
appears to be changes in duty rather than changes in the composition of total imports. The data
for the years 1983-85, in particular, indicate significant change in import duty. The imposition of
a 10 per cent cess by the Export Development Board in 1980, the introduction of selective
increases in duty on imports in 1982, and the imposition of Turnover Tax on imports in 1984,
may have some bearing on this observed increase. Again, the upsurge in import duty in 1989 can
be linked to the imposition of an additional surcharge strictly for revenue purposes.

Table 6 Decomposition of Import Duty

Year Total Change Duty Effect Composition Effect Residual
1979 0.4 0.6 0.2 -0.399
1980 -1.6 -1.5 0.2 0.148
1981 0.8 1.1 -0.2 -0.130
1982 -1.5 -1.2 -0.0 -0.270
1983 2.9 2.6 0.5 -0.176
1984 2.1 2.4 -0.1 -0.102
1985 7.6 7.9 0.1 -0.380
1986 -6.4 -6.5 0.4 -0.364
1987 3.0 3.0 -0.4 0.355
1988 -1.7 -1.9 0.2 0.003
1989 0.2 0.3 0.0 -0.130
1990 -1.8 -1.8 -0.1 0.116
1991 -0.0 -0.0 0.1 -0.092
1992 0.0 -0.0 0.0 0.027
1993 2.6 2.3 -0.3 0.037

Source: Estimated trom data available from the Department of Customs.

The observed increase in import duty rates in the latter part of the 1980s appears therefore
to be very much a result of duty changes rather than a consequence of the coincidental change to
the composition of imports during this period. Thus the decomposition analysis for imports at
least, seems to suggest that after the initial shift from quantitative restrictions on imports to a
system of tariffs, and subsequent tariff reforms, the formal policies put in place to open up the
economy to external trade have had less than expected results.
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5. CONCLUSIONS

The main purpose of this paper was to examine to what extent government policy reforms aimed
at opening up the Sri Lankan economy through tariff liberalisation had been a reality. A
description of the policy regime since 1977 would seem to suggest that there has been substantial
opening up of the Sri Lankan economy. But we have shown that the export ratio has been
stagnant, the higher trade ratio resulting from the increase in imports as a per cent of GDP.
Moreover, we find that, despite reductions in nominal import tariffs, the average rate of duty has
risen. We demonstrate that the rising duty collections are not the result of a change in the
composition of imports toward higher duty goods, suggesting that the effects of nominal tariff
reductions have been offset by other means of levying duty, and confirms the sporadic evidence
that the effective rate of protection has risen since 1977.

Formal statements about band changes and tariff band rates may not necessarily be an
indication of what is actually taking place. Average rates may still remain high despite
"rationalisation” and a sharp decline in the maximum rate. The Sri Lankan experience seems to
suggest that there was indeed a lot of redundancy in the band structures. The most probable
explanation for the perceived lack of openness apparent from the study may lie in the fact that
while the listed tariffs have been reduced and quantitative restrictions removed, others have been
put in their place. Thus, despite evidence of across-the-board reductions in nominal tariff rates
since the implementation of reforms in 1977, the message that comes from our analysis is that
there has been in practice little opening up of the economy by way of significant tariff reductions.
Nominal reductions in import tariffs appear to have been substituted by other means of levies and
surcharges to maintain a steady source of revenue for a resource starved government. Given such
constraints, the effect of the reform policies, when implemented, has been much less than
expected.
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