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Abstract

We observe India-Sri Lanka trade has increased following implementation of India-Sri Lanka Free Trade Agreement (ISFTA) in 2000, and starting of the Comprehensive Economic Partnership Agreement (CEPA) in 2005. We find a reason for this increase has to do with price elastic nature of tradables. We also find considerable presence of trade cost. India-Sri Lanka trade is likely to increase further if policy makers can work together in bringing down trade costs.

JEL Classification: F14, F15, F21
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1. Introduction
The period of optimism marking closure cultural and economic tie-up between India and Srilanka is not new. During British rule the two colonised economies served the need of imperialist power, when large number of Indian laborers used to man European plantation estates in Srilanka. Similarly, almost half of Srilanka’s import requirement was met by India. The India-Sri Lanka Free Trade Agreement (ISFTA) of 1998 merely carries forward this historical goodwill relation. ISFTA was implemented in 2000 with the objective of promoting economic relation between India and Sri Lanka. Comprehensive Economic Partnership Agreement (CEPA) covering trade, investment and technology transfer that started in 2005 and concluded in 2008, gave further boost to trade. Since signing of ISFTA, trade between these nations has grown more than six fold. Price elastic nature of tradables has facilitated the growth in India-Sri Lanka trade. Sri Lanka mainly exports rubber, animal feed, cloves, pepper and insulated wire to India. It imports, oil, motor cars and motor vehicles, cotton, and motorcycles from India. 

[Insert Table 1 and Figure 1]

However, there exists considerable element of non-tariff barriers and trade costs. Non-tariff barriers exist in the form of technical barriers to trade, and sanitary and phyto-sanitary sanction. For example, in case of mango pulp most countries have standard specifications but in order to export to Sri Lanka, additionally, Indian exporters are required to obtain Health certificate from the Ministry of Health, Government of Sri Lanka. Sri Lanka is also engaged in setting prohibition on Indian meat products. Similarly, for India, while the Free Trade Agreement (FTA) allows import of Sri Lankan tea, the tea needs to be tested only at Kochi, irrespective of the port of entry (usually, Chennai). 
Next is trade cost. Researchers can form an idea about trade costs by trying to account for all other additional costs incurred in moving a good to the final consumer other than the marginal cost of producing that good. For example, of the $2 export value for the Barbie dolls, when they leave Hong Kong for the United States, about 35 cents covers Chinese labor, 65 cents covers the cost of materials, and the remainder covers transportation and overhead, including profits earned in Hong Kong.
 The dolls sell for about $10 in the United States, of which Mattel (the retailer of Barbie dolls in the US) earns at least $1, and the rest covers transportation, marketing, wholesaling and retailing in the United States (Feenstra, 1998). In India, much of the reasons for trade costs result from lack of trade facilitation and lack of availability of physical infrastructure.

Additionally, both India and Sri Lanka have kept their main tradables outside the ambit of free trade. In 2012, around 70 percent of Sri Lanka's exports to India and 30 percent Indian exports to Sri Lanka are under the free trade agreement. A deeper examination of items on India’s free trade lists reveals these are the items in which Sri Lanka does not have export interest. Items such as coconut and coconut products, natural rubber and rubber products, readymade garment and alcoholic spirit, which are of interest to Sri Lanka features in India’s negative list.
 Similarly items, such as fish and fish products, motor vehicles and parts, bicycles, toothbrushes, ball point pens, pencils, combs, hair slides and hair pins, of export interest for India are on Sri Lanka’s negative list. The prevalence of non-tariff barriers and putting items in negative list is a cause of concern, as India is one of the largest trading partners for Sri Lanka. 

The rest of the paper is organized as follows. In section 2 we estimate import and export demand functions for Sri Lanka. In section 3, we discuss the idea of trade cost. In section 4, we document various elements of trade costs. Section 5 concludes with some policy recommendations.

2. Trade Equation

Following, Leamer and Stern (1970), and Magee (1975), we specify exports and imports demand functions for Sri Lanka. For the purpose of our analysis, we consider Sri Lanka’s four major export items to India and four major imports items from India. For exports and imports items, we use Standard International Trade Classification (SITC) Revision 3 at a two-digit level. 

Estimation

We estimate the following two equations:

Export Demand Function for Sri Lanka
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Import Demand Function for Sri Lanka
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We use log-linear model to determine elasticity. 
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refers to Sri Lanka’s exports of jth commodity in tth year to India. 
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 refers to Sri Lanka’s imports of jth commodity in tth year from India. We have considered four major exports items (rubber, animal feed, spices and insulated wire) and four major imports items (oil, motor cars, cotton, and motor cycles) for Sri Lanka with respect to India. In value terms, together these items cover more than 35 per cent of India-Sri Lanka trade. We have a panel type data covering four commodities spreading across eleven years. 
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in the export demand function is India’s GDP. A stronger Indian GDP is likely to increase demand for Sri Lankan exports. We expect 
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is Sri Lanka’s GDP, with a stronger GDP likely to increase imports. We have introduced CEPA dummy with value 1 for all the years following 2005, and zero otherwise. In Least Square Dummy Variable (LSDV), 
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captures both commodity specific (cross sectional) and temporal effects.
 
Data Source: Data on trade (both exports and imports) between India and Sri Lanka are obtained from the United Nations COMTRADE database. Trade figures are reported in constant US dollars for each country. The data are available annually between 2000 and 2010. Exchange rates and price data are obtained from International Financial Statistics Yearbook and Industrial Commodity Statistics Yearbook, respectively. 
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	4.7678
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	1.0100***

(0.1143)

	Commodity Dummy 

  
	0.4944*

(0.2824)
	-1.2308*

(0.6594)

	Commodity Dummy 


	-0.4777*

(0.2714)
	0.2010

(0.2314)
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	-0.0587

(0.1820)
	0.0519
(0.0888)

	Adjusted R2
	0.5433
	0.5882

	F Test
	82.33***
	92.23***


*** significant at 1%, ** significant at 5%, * significant at 10%
Figures in the parenthesis are standard errors.
We find that both the price factors are statistically significant and elastic. Income as a variable is not robust. The result is more robust for the export demand function for Sri Lanka. In the export demand function two commodity dummies are significant whereas one commodity dummy is significant in the import demand function. The CEPA dummy is significant implying a deeper economic integration in the form of free movement of labor and capital will positively affect trade between India and Sri Lanka. 

3. Trade Cost

We can form an idea about trade cost by looking at the trade facilitation measures. India badly needs to build upon three areas of trade facilitation: port efficiency, customs environment, and service sector infrastructures (like electronic documentation). For instance, the road leading to the port of Chennai (the main port in South India) is highly congested. With one gate of entry to the port, containers have to line up often up to a length of 8 km before making an entry to the port. Also the port is located near city. Trucks carrying container are not allowed to ply within the city limit between morning 6 am until 6 pm, further causing the delay in transit. 

There is also a need to look at the ‘soft' side of infrastructure. For instance, Indian customs authorities have upgraded their software (known as ICEGATE) so that documents relating to exports and imports can be accessed anywhere in India. This is a welcome move. But because of shortage of hardware (memory) space, the computers often hang. Presently, the Clearing and Forwarding agents can electronically enter the data. However, it takes around 4 days time before ICEGATE can edit any existing data and the shipping bill can be issued.  

Delay in issuance of shipping bill and bill of lading – documents required for exports and imports – indirectly raises trade costs. The agony of traders does not stop here. World Bank Doing Business Report 2012 points out India has not fared well in comparison to its South Asian neighbors in terms of trade and business logistics. The documentation process required for trading is still quite protracted in South Asia. This is much higher than the average figure of 7 days for most South East Asian nations. 

[Insert Table 2]

The loss in time is important, as most time the exporters operate with a strict time schedule. Many times because of delay the exporters have to ship their product by air-route. By air, it costs around 8 to 10 times higher relative to sending the consignment through the sea-route. For instance, cost of sending a 20 ft container containing 18,000 pieces of garments (falling under HS Code: 6204) cost $4,500, through sea-route.  Whereas the standard air fare rate for sending items work out to be Rs 230 per kg. Juxtaposing, the cost is around $40,000 and $45,000, for sending the same container through air. Lack of urban planning (such as having a port within the city limit), and proper infrastructure facilities, is affecting the cost of doing business, and hence cost of doing trade. 

According to Djankov et al. (2006), each additional day that a product is delayed prior to being shipped reduces trade by at least one percent and delays have an even greater impact on developing country imports and exports of time sensitive goods, such as perishable agricultural products. The loss in time adds on cost for the exporters. As Hummels (2001) points out, for each day saved in shipping time it is equivalent to saving 0.5 percent on ad-valorem tariff. According to Wilson and Ostuki (2007), if countries in South Asia raise capacity building in trade facilitation halfway to that of East Asia’s capacity, average trade is estimated to increase by $2.6 billion. This is approximately 60 percent of the regional trade in South Asia. The areas that will provide the greatest gains are service-sector infrastructure and efficiency in airtime and maritime ports. Complex and nontransparent administrative requirements (often pertaining to documentation) creates space for corruption. 
[Insert Table 3]
4. Documenting Trade Costs

We document various elements of trade costs. We surveyed 24 firms, with business interest in Sri Lanka. Items covered predominantly fall under processed food items (11 firms), textile and clothing (8 firms), and manufactured items (5 firms). All these firms are based out of Chennai.
 This survey was conducted during January – April 2012. For these firms and others cost of doing business and trade costs increase because of the following:

Health Certificates - Perishable imported items from Sri Lanka are sent for testing for presence of any health hazard element to Central Food Technology Research Institute in Mysore and Trichy. Although there is a testing facility located at Guindy, Chennai, but many times because of long cues products entering through port of Chennai are sent either to Mysore or Trichy. Typically the testing takes more than a week and by the time the results are sent to the custom official the importers has already paid a demurrage amount at the rate of $ 16 per day for a 20 ft refrigerated container, and $ 45 per day for a 40 ft refrigerated container. Besides, paying for this demurrage, the importers have to share some physical amount of goods (samples) for testing that are never returned back. For instance, in case of imports of virgin olive oils importers complain typically 10 to 12 bottles of oils are taken per container for testing when instead 2 to 3 bottles will serve the purpose.

Product labeling/Standards - Importers of product from Sri Lanka have to make sure that the product label contains all information – date of manufacture, date of import, ‘best before’, ‘use by’ and expiry date, list of ingredients (especially, possible allergens and additives), net weight, name and address of the manufacturer and the importer, the helpline number, nutrition information, and the maximum retail price. Furnishing all these information may not possible and the importers can be caught on the ground of missing information. Also, there is no uniformity and harmonization of standards across countries. In 2008, Indian custom authority didn’t ask the importers to mention about Class II preservatives. But starting 2009 they required information about Class II preservatives. Even if the product is ISO certified and is being considered for safe consumption in the European, Indian authorities demand that the nature of Class II preservative be mentioned. 
  

Rules of Origin
 - The rules of origin from Sri Lanka issued by the Department of Commerce, Government of Sri Lanka can only be issued after the shipment has started to sail. As shipments from Sri Lanka arrive within a period of 24 hours, the goods arrive prior to the document. Without certificate of origin which has to be certified by the local Sri Lankan High Commission there is a delay and the goods cannot be cleared from the port.
Products Classification – Importers can be pulled up by the customs on account of wrong product classifications. Some goods appear on the open general license (OGL) but when the same goods arrive in India, custom officials insist that these goods are classified under special import license (SIL). For instance, smoked sausages (processed food items) as per the Agreement should be under OGL but when they reach Chennai port Custom officials often classify it under SIL. For items falling under SIL one has pay additional duty and has to obtain prior licenses from Ministry of Animal Husbandry and Dairying, which is again a time consuming process. 

Negative lists – At the end of CEPA in 2008, out of Sri Lanka’s request of 118 tariff lines, India has agreed to reduce its negative list by 32 items. Commitment was given to further reduce 80 more tariff lines. Thus total reduction in the number of items falling under negative list would be 112 from the existing list of 429. Out of India’s request of 138 tariff lines, Sri Lanka has agreed to reduce 5 lines. Sri Lanka has also agreed to reduce another 27 tariff lines. Reduction of in Negative list by each country would provide additional market access (for India around $15 million and for Sri Lanka $40-50 million). Importers always complain some of the major items that have great demand in India still do not feature in the free trade list. Sri Lankan items like liquor (Arrack), flavored tea items, fruits like, passion fruit, star fruit, strawberry, etc., pine wood, if put under OGL will have considerable trade creation effect.  

5. Conclusion and Policy Recommendations

It is evident that elastic nature of tradables has facilitated India-Sri Lanka trade. ISFTA by bringing down prices have increased quantum of trade. However, there is still a lot of room for improvement. Here are few recommendations. First, trade now should go beyond merchandize items and covers free movement of labor and capital. Some welcome step has already been considered. For example, starting September 2005, Sri Lankan nationals were allowed to open simple bank account in India and sit on boards of private limited companies. Before September 2005, Sri Lankans were classified in the same categories as Pakistanis. Second, to lower number of items in the negative lists. Items such as tea and garments have already been freed from quota. More such measures should follow. Third, increase number of testing facilities for perishable items in Chennai. If the period of testing exceeds certain minimum number of days importer should reimbursed the demurrage amount provided it is found that the container is free of health hazards. Fourth, trade in local currency. India and Sri Lanka can gain significantly if they abandon dollar trade. Finally, as a long term measures there is a necessity to build land bridge between India and Sri Lanka. Land connection through Gulf of Mannar is going to reduce transport cost and time, and will be much more cost effective in comparison to present Sethusamudram Ship Channel Project. The Sethusamudram project propose to link the Palk Bay and the Gulf of Mannar by creating a shipping channel through the shallow sea sometimes called Setu Samudram, and through the island chain of Adam's Bridge, also known as Ram Sethu. This would provide a continuous navigable sea route around the Indian Peninsula. However, the critics claim that dredging is not possible given the rocky terrain and the whole idea of shallow route navigable for the bigger ship is never going to happen. 

To conclude, trade between India and Sri Lanka is far from achieving its full potential. Removing trade costs is essential to sustain thriving trade relation between India and Sri Lanka. There are some additional benefits. Since India has a strenuous relation with Pakistan, whereas, Sri Lanka and Pakistan has a very favorable FTA, India should use Sri Lanka as an investment destination to explore market in Pakistan. Again, European Union has granted Sri Lanka Generalized System of Preference (GSP) plus status, where goods originating from Sri Lanka can enter European Union free of tariffs provided there is value addition to the extent between 40 to 50 percent. India can use port of Colombo and at the same time get benefit of Sri Lanka’s agreement with Europe to market its product in Europe. 
Table 1: India-Sri Lanka Trade. Figures in US $ Billions

	Year
	Imports from India
	Exports to India
	Total Trade

	2000-01
	0.6
	0.058
	0.66

	2001-02
	0.6
	0.072
	0.67

	2002-03
	0.8
	0.17
	0.97

	2003-04
	1.09
	0.24
	1.33

	2004-05
	1.35
	0.38
	1.73

	2005-06
	1.44
	0.58
	2.02

	2006-07
	1.81
	0.49
	2.30

	2007-08
	2.53
	0.44
	2.97

	2008-09
	2.8
	0.4
	3.24

	2009-10
	1.7
	0.3
	2.02

	2010-11
	2.5
	0.5
	3.02

	2011-12
	4.3
	0.5
	4.87


Source: COMTRADE Database, United Nations Statistics Division.   

Figure 1: India-Sri Lanka Trade and ISFTA

Table 2: Doing Business Report, 2012.

	Economy
	Ease of Doing Business Rank
	Filtered Rank
	Starting a Business
	Getting Electricity
	Registering Property
	Getting Credit
	Protecting Investors
	Enforcing Contracts

	Sri Lanka
	81
	1
	2
	2
	5
	2
	3
	3

	Maldives
	95
	2
	3
	5
	6
	8
	5
	2

	Pakistan
	107
	3
	6
	7
	4
	2
	2
	5

	Nepal
	108
	4
	7
	1
	1
	2
	5
	4

	Bangladesh
	129
	5
	5
	8
	8
	5
	1
	7

	India
	132
	6
	8
	3
	3
	1
	3
	8

	Bhutan
	148
	7
	4
	6
	2
	6
	7
	1

	Afghanistan
	168
	8
	1
	4
	7
	7
	8
	6


Source: World Bank.
Table 3: Trade gains (US $Million) from capacity building by each of South Asian countries and entire South Asia region in trade facilitation 

	Countries
	Port Efficiency

(Air and Maritime)
	Customs
	Regulation
	Service Sector Infrastructure
	All

	Bangladesh
	228
	144
	71
	339
	782

	India
	314
	193
	123
	519
	1149

	Pakistan
	74
	29
	42
	191
	336

	Sri Lanka
	97
	63
	41
	175
	377

	South Asia
	712
	429
	278
	1224
	2644


Source: Wilson and Ostuki (2007), “Cutting Trade Costs and Improved Business Facilitation in South Asia”, pp. 257.
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� If not otherwise specified, henceforth, $, will stands for US dollar.

� A negative list approach requires that discriminatory measures affecting all included sectors be liberalized in due course of time with momentary allowance of restrictions.

� We use j-1 dummies to avoid dummy variable trap. For this analysis, Laos is treated as the base country.

� More than 95 percent of trade between India and Sri Lanka happens through sea route. The rest is through air.

� Rule 32 c (i) of PFA Rules, 1955. For more about this see, “Nutrition Information on Food Labels”, April 14, 2009, Economic Times. Also see, Commercial Law (2007), page Pg 50, Commercial Law Publisher (India) Private Limited, Delhi; and Professional’s (2008), Page 54, Professional Book Publishers, Delhi.

�Under FTA, value addition in case of manufacturing should be in excess of 35 percent. The raw material can be procured elsewhere, assembled in Sri Lanka and then exported to India. However the extent of value addition in Sri Lanka should be more than 35 per cent. 
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