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ABSTRACT

The global economy is heavily impacted by the
ongoing calamity, COVID-19. The pandemic
impacts the global economy both directly and
indirectly and its consequences on the economy will
last for a long period of time. Given that, it will
exacerbate the critical position of Sri Lanka, being
a country, whose trade policy has not been sound
and engaging in a continuous struggle over the
years to create sustainable foreign trade policy.
This paper examines the impact of COVID-19 on
the Sri Lankan economy with a special reference to
foreign trade policy. This study is primarily based
on a review of secondary data and literature. This
paper critically reviews and analyses the foreign
trade policy of Sri Lanka since the time the country
became an open economy. In doing so, it mainly
identifies the factors which have led to poor export
performance, the untapped export potential of the
country and the opportunities COVID-19 has given
to rethink and reform in terms of foreign trade

policy.
Keywords — COVID-19, foreign trade policy, trade
performance, policy reforms, role of institutions

1. INTRODUCTION

COVID-19, was identified in Wuhan, People’s
Republic of China. Although virus emerged from
animal hosts initially, it spreads through human-
to-human contact. The mortality rate of the virus
is in the range of 1%- 3.4%. However, in terms
of the infection rate, COVID-19 has a higher
infection rate surpassing the infection rate of
other infectious diseases such as MERS, Ebola

and SARS. As a result, the number of COVID-
19 confirmed cases has increased significantly in
China as well as in rest of the world, rapidly
surpassing the totals from SARS (Asian
Development Bank Briefs, 2020).

Although the mortality rate of the disease is low,
the rapid spread of the disease has forced many
countries to take various restrictions to control
the spread of the disease specially because the
health systems of most countries are not in a state
to tackle ever expanding number of patients and
it will not be able to manage with the flow of
seriously ill patients (Chugaiev, 2020). While
health impacts remain in that nature, these
quarantine measures taken to control the spread
of the disease have disrupted the regular
economic activities at a global scale impacting
the global supply chains, export import trade,
leaving fewer immune economies like Sri Lanka
more vulnerable. The main purpose of the study
is to examine the impact of COVID-19 on Sri
Lankan economy with a special reference to
foreign trade policy in bringing out policy
stability and consistency to make exports and
foreign trade an integral part of long-term
economic growth of Sri Lanka.

2. INTERNATIONAL TRADE IN SRI LANKA — A
HISTORICAL REVIEW

The trade performance of Sri Lanka has been far
below the expected level when compared to other
competing countries. Trade as a share of
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country’s GDP and also as a percentage of world
trade has declined since 2000. Although major
blame for the above factor goes to the uncertainty
of external environment, looking at the
performance of countries such as Vietnam,
Bangladesh, it is really the fault of external
environmental uncertainty is questionable. Thus,
it leads to arriving at the viewpoint that the root
cause for the country’s lackluster performance is
something homegrown (Athukorala, Ginting,
Hill & Kumar, 2017).

The trade liberalization process of Sri Lanka was
initiated in 1977. In the decades that followed,
the trade in goods and services accounted for
about 90% of GDP in 2000 where major
contribution was from tea and apparel industries
due to the comparative advantage the country had
over these two commodities. Although the
process was subjected to time-to-time policy
changes due to different political regimes that
were in power and uncertainties in the country,
Sri Lanka had become one of the most open
economies in the developed world by the mid-
1990s. However, Sri Lanka’s openness to trade
declined drastically at a time where rest of the
world was trying to achieve economic growth
through accelerated integration and openness.
During the year 2015, trade in goods and services
as a percentage of GDP dropped to 36%
(Athukorala et al., 2017).

2.1. Undiversified Exports Basket and Export
Markets

This is one major factor which has affected Sri
Lanka to lag behind many other countries in
terms of its export’s performance. Sri Lanka’s
export competitiveness has been deteriorating
day by day making the country less prepared to
face the competition from late industrializing
countries.

One major reason behind Sri Lanka not being
able to reap benefits from international trade is
the country’s inability to diversify its exports
basket over the years. Also, Sri Lanka is
accessing a very narrow base export market.
Over 50% of Sri Lankan exports are to the US
and the EU. The export basket of Sri Lanka is
limited to a very few products such as textiles,

petroleum-based  products and  primary
commodities like tea, rubber and coconut
(Institute of Policy Studies of Sri Lanka, 2013).

In contrast, in most other second tier exporting
countries, the number of products they have
exported to the rest of the world has increased
over time. The exports basket of Sri Lanka which
had 238 products in 2010 dropped to 175
products in 2011 (Institute of Policy Studies of
Sri Lanka, 2013).

The root cause for this decline is something
within the country. This is clearly evident
because most of the other countries within the
region have outperformed Sri Lanka over the
years and they have made international trade an
integral part of their economic development.

For example, both Vietnam and Sri Lanka had
the same number of products in 1995. However,
over the years Vietnam has increased the number
of products and it stood at 248 in 2011 whereas
Sri Lanka only had 175 in 2011(Institute of
Policy Studies of Sri Lanka, 2013).

2.2. Impact of Foreign Direct Investment on
Export Performance

Attracting right kind of FDI s and creating more
enabling environment for trade is a must to
broaden the sources of Sri Lankan economic
growth. The need for attracting the right types of
FDI s in building export capacity is paramount.
FDI flows to the country still remain less than 2%
of GDP despite the completion of 30-year war in
the country which is much lower in comparison
to countries like Vietnam and Bangladesh
(Athukorala et al., 2017).

Also, the FDI inflows to the country are mainly
focused on infrastructure development rather
than going into industries associated with global
production networks either in manufacturing or
service sectors. In 2015, out of the total FDI
attracted, 46.7 % has been invested in
infrastructure where 26.5% and 26.3% have been
invested in manufacturing and services
respectively. Attracting right foreign direct
investments in place of debt financing is an
immediate need of the country and the Board of
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Investments of Sri Lanka, the central facilitation
point for investors has a crucial role to play in
this regard (Institute of Policy Studies of Sri
Lanka, 2016).

2.3. Impact of Trade and Tariff Structure on
Trade Performance

The Sri Lankan tax regime mainly targets
protectionist purpose and revenue. In considering
the tariff structure of Sri Lanka, most basic
essential items and raw materials are duty free
while most processed and finished goods,
especially the goods that government wishes to
protect, have higher tax rates. However, the tariff
policy of the government is subjected to
continuous changes which increase the
uncertainty among traders and investors. Major
problems are associated with transparency and
consistency of tariff policy, especially with
regard to para tariffs. For example, although the
CESS was introduced with the objective of
export promotion, it is primarily used as a
revenue generating measure while it is also
claimed to be used against unfair trade practices
such as invoicing, dumping, subsidization by
foreign countries and non-adherence to standards
(Institute of Policy Studies of Sri Lanka, 2015).

Certain border taxes are imposed on exports as
well for reasons such as exports of item in raw
form, ensuring local suppliers and generating
funds for cultivation. Ad hoc changes done to
these negatively impact predictability and
transparency. Further, the ad hoc changes done to
export taxes distort efficiency in resource
allocation and restrict the emergence of product
patterns which support the country’s comparative
advantage (Institute of Policy Studies of Sri
Lanka, 2015).

3. UNTAPPED EXPORT POTENTIAL OF SRI
LANKA

Sri Lanka has an untapped export potential of
US$ 7.4 billion which could be unleashed by
focusing on the country’s top performing
industries. Products which have the highest

export potential from the country are apparel
sector and tea (Ahlam,2020).

When looking at tea as an export, although Sri
Lanka has been identified globally as one of the
premium tea exporters, due to low focus quality
and innovation many late comers are eating into
country’s share. According to ITC (2020), Sri
Lanka still has a greater untapped potential in
exporting Black tea.

Being an island surrounded by sea, whether Sri
Lanka is reaping adequate benefits from fisheries
resources is questionable. The country has a
greater untapped potential in that arena. Other
areas where there is potential for further growth
are re-exports with genuine value additions,
rubber related products, gem and mining,
telephone  sets and other  voice/image
transmission apparatus and crude palm oil.
Although opportunities are ample, major reasons
behind inability to reap benefits are lack of focus
on quality and innovation (Mendis, 2020).

4, COVID -19 — IMPACTS ON FOREIGN TRADE

As previously discussed, Sri Lanka’s heavy
dependence on a few numbers of products in
generating export revenue is going to
significantly impact the export revenue due to the
global pandemic. Being a country, whose trade
policy is not sound and struggling over the years
to create sustainable foreign trade policy, Sri
Lanka would be in a critical state in terms of
economy.

The country is heavily dependent on apparel
exports. It is the largest export earner for the
country which generates 5bn USD annually.
However, the industry expects 1.5bn USD loss
April — June quarter of 2020. This is mainly
because the primary export destinations of Sri
Lankan apparel exports are heavily exposed to
COVID-19 outbreak. The US and Canada
account for about 60-65% Sri Lankan apparel
exports and these two markets have collapsed
due to continuous lockdown and social
distancing. Further, due to lack of long-term
focus, holistic view on the value chain has
changed. Sri Lanka has been importing raw
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materials required for apparel production from
countries such as China, Hong Kong and Taiwan
and that has resulted in Sri Lankan apparel
exporters facing a raw material shortage
(Semage,2020).

The preset target of Export Development Board
of Sri Lanka to achieve a 18.5 bn USD earnings
from exports has now dropped to 10.75 bn USD
with an indicative decline of 8bn USD (Export
Development Board, 2020).

Tourism Industry of Sri Lanka, which generates
substantial income to the country, is severely
negatively impacted by the global pandemic. The
industry which was gradually recovering after
Easter Sunday attacks has again been hit by
global travel restrictions. Further, worker
remittances which are another primary flow of
foreign exchange to the country is significantly
negatively impacted by Sri Lankan employees
being terminated in Middle East countries, South
Korea and Europe.

Disruptions to global and local supply and
demand chains have negatively impacted the
export performance. Earnings from merchandize
exports have dropped substantially 42.3% on
year-on-year basis. Export of textiles and
garments has dropped by 41.3%, rubber by 58%,
gems and jewelry by 73% and tea by 50%
(Central Bank of Sri Lanka, 2020).

The significant decline in exports coupled with
decline in tourism industry and worker
remittances has resulted in a considerable
depreciation of Sri Lankan rupee against the
Dollar. Rupee which stayed relatively stable until
second week of March 2020 significantly
depreciated with the outbreak of the pandemic to
1 USD equaling to Rs. 199.75 while reaching a
peak during mid-April (Central Bank of Sri
Lanka, 2020).

Imports have also dropped as a result of the
urgent measures taken by the government and the
Central Bank of Sri Lanka to prevent further
depreciation of Sri Lankan rupee against US
Dollar by suspension of import of moto vehicles
and non-essential consumer goods. Merchandize

imports have dropped by 30.3% on year-on-year
basis. The import expenditure on crude oil,
machinery, equipment, textiles, building
material, fertilizer and chemical products has
witnessed decline. Government restrictions on
nonfood consumer goods such as personal
vehicles, telecommunication devices and home
appliances continued to be imposed. However,
import expenditure on essential consumer goods
such as big onions, wheat, potatoes and sugar has
increased (Central Bank of Sri Lanka, 2020).

4.1. Opportunities amidst Uncertainties

On a positive note, tea industry in Sri Lanka has
got a chance to rethink the way they do the
business, and also with the positive trend of
people identifying medicinal value of tea as a hot

beverage  which  boosts the immunity
(Ranasinghe,2020).
Agricultural sector, in which the country

possesses its comparative advantage over the
years would have a huge role to play in the
recovery  process. Farmers have been
complaining over the years regarding the surplus
of veggies during the harvesting and lower prices
at which they have to sell their harvest. If policy
makers looked at the issue as an opportunity to
be seized, Sri Lanka could gain huge export
opportunities from the sector in which the
country possess its comparative advantage and
rather than over dependence on tea, this will give
an opportunity to diversify the export basket.

Although the apparel exports are suffering
apparel manufacturing companies are moving
into production of medical gear and protective
apparel production to fill the increased demand
for such products due to COVID-19
(Semage,2020). Online clothing retail has the
opportunity, but growth will be limited because
often clothing is impulsive buying and
consumers will have other priorities as long as
the pandemic lasts (Semage, 2020).

The opportunities for fresh food items and
processed food items are expected to grow
rapidly during the next couple of years in the
recovery of corona outbreak,.Thus, seizing this
opportunity ~ with  proper  technological
knowledge with the intention of value addition
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and ensuring high quality products, it will give a
huge opportunity for Sri Lanka to develop the
economy through these agricultural exports
(Mendis,2020).

Sri Lanka is no longer a location for cheap labor
since cost of labor has increased over the years.
This is one major reason why foreign companies
are increasingly moving to cheaper locations
such as Bangladesh. However, a considerable
percentage of Sri Lankan labor force is educated
which gives a greater opportunity for Sri Lanka
to focus on service-based exports taking the
advantage of country’s geographical location as
well.

With the increased global recognition for
ayuruvedic products, and indigenous local
medicine, local herbs are immediate export
opportunities to be seized (Export Development
Board,2020).

5. TIME TO RE-THINK- ROLE OF GOVERNMENT
AND INSTITUTIONS

Frequent ad hoc policy changes should be
avoided, and policies related to economy should
be formulated. The country should have a
vigorous policy formulation mechanism, prepare
long term economic policies and establish an
effective institutional mechanism to support it.

One vital prerequisite to ensure that there is
policy certainty is political stability. One major
force behind high level of policy inconsistency in
Sri Lanka is lack of strong political leadership,
election-oriented decision making, frequent
changes in the size and composition of cabinet
ministers and oversized cabinet of ministers
(Mendis,2020).

Government, the political leaders and all
government institutions should be extremely
committed to bring about policy consistency and
required policy reforms to promote exports,
tourism and FDI s to Sri Lanka which result in
foreign exchange stability and would positively
contribute to attainment of many other macro-
economic objectives of the country.

Dedicated institutions for export promotion such
as Export Development Board (EDB), Sri Lanka
Export Credit Insurance Corporation and Board
of Investments (BOI) are functioning with the

objective of increasing the demand for
domestically produced goods and services
through provision of better knowledge about
foreign markets, provision of access to credit and
attraction of foreign direct investments to support
growth.

These responsible government institutions
should actively engage in developing a
systematic export promotion policy which drives
the country to focus on exports at national level.
Further, their efforts should be directed towards
creating an export-based development culture by
bringing policy certainty and policy consistency
which are essential for export development.

6. CONCLUSION

It is evident that exports and foreign trade play a
key role in attaining economic growth in Sri
Lanka. Boosting exports and integrating Sri
Lankan economy with global economy are
extremely vital to achieve an accelerated
economic growth. While ideal remains in that, in
reality, country’s world market share in trade has
gradually declined over the years and Sri Lanka
is well behind other Asian peers who have
opened their economies at a much later time than
Sri Lanka. Undiversified export basket, lack of
commitment to attract sustainable FDI which
promotes FDI, short term political agendas
targeting elections, lack of visionary leadership
over the vyears, policy inconsistency and
instability and lack of institutional commitment
can be identified as primary reasons behind
country’s poor performance over the years.

Due to these factors, Sri Lanka has been less
immune to economic shocks. However, with the
global pandemic COVID-19, the situation is
further worsen resulting substantial depreciation
of rupee against the dollar. However, the silver
lining is amidst the negativities as the pandemic
has also given enormous opportunities to the
country, and also time to rethink. Thus, it is in the
hands of policy makers to bring necessary policy
changes to help economy to bounce back to
growth path by reaping benefits through these
new opportunities and by increasing institutional



2020 International Conference On Business Innovation (ICOBI), Colombo, Sri Lanka

and general public commitment to attain
economic growth and development.
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