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Trade Policy: Over the last
decade, Sri Lanka has
used “para-tariffs” as a
means to raise revenue &
protect some industries.

These make for a system of import duties
that is complex, uncertain and non-

transparent.

e Complex: Numerous para-tariffs
that vary at the product-level

List of Import Taxes in Force (2010 and 2015)

2010 2015

Protective Taxes

Customs Duty 0,2.5,6,150r 28 0,75,15,25
Ports and Airports Development Levy 2o0r5 5
Surcharge 15

Commodity Export Subsidy Scheme Varies Varies
Regional Infrastructure Development Levy 5,7.50r10

Non-Protective Taxes

Value Added Tax 12 or 20 11
Social Responsibility Levy 2 -
Nation Building Tax 3 2
Excise Duty Varies Varies
Special Commodity Levy Varies Varies

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

Figure 4: Nominal protection in 1982, 1997, 2002, 2009, and 2011 (in percent)
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have decreased while para-tariff
rates have increased since 2011.

Table source: IPS, State of the Economy 2015. Graph source: Kaminski & Ng (2013)




The system creates a bias against new exports that is
not fully solved by firm-level exemptions.

* World Bank (Kaminski & Ng, 2013): “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.”

e |IPS(2015): “Despite the simplification after 2010, Sri Lanka’s import tax regime is beset with non-
transparency and complexity, with little predictability in view of constant ad hoc changes. The
system appears to be highly discretionary, with research and anecdotal evidence suggesting that
it favours individuals and groups with lobbying skills and access to bureaucrats and politicians.”

* Firm interviews confirm the presence of a duality where existing exporting industries benefit
from trade protections while potential new export industries are disadvantaged. Firms in
established export industries did not raise the issue of import charges as a constraint and cited
various exemptions they that they receive. Firms in other industries did report constraints (ex:
packaging industry, household appliances).

* Firm-level exemptions do not fully address the problem due to their own uncertainty and high
transaction costs. They also create a bias against backward linkages between exporters and the
rest of the economy.



Overall, effective rates of protection are very high in
Sri Lanka, and the variance across these is large,
resulting in at minimum major distortions.

A recently released analysis of effective rates of protection by the Department of Census and
Statistics shows that already high and varied rates as of 2010 increased further at the top end in
2015. Further analysis may be conducted to assess the extent to which such high taxes on
imports may act as a tax on exports.

According to the DCS Sri Lanka: Effective Rate of protection, 2015 (%)
analysis of 105 industries
u nder the SlOT Nominal and Effective Rate of Protection, 2015 with all import related barriers
. . . ERP on Total Import related
Classrﬁcahon’ N 2010 the duties/tax (all import related duties)
SIOT Economic activity Total ERP
tOp 10 mOSt protected Industry Import Rank, rate
. . code tax rate NRP (%) |Rank, ERP
|ndustr|es had an average 30| Processing and preserving of fruit and vegetables 92.9 9] 523.8 1
ERP of 159.3% and the 35[Manufacture of bakery products 170.4 2| 511.9 2
| t 10 h d 38|Manufacture of macaroni, noodles, couscous and sin 136.8 3| 398.7 3
owes ad an average 55|Manufacture of refined petroleum products 70.4 14] 320.7 4
ERP of -8.4%. In 2015, the 68| Manufacture of refractory products 120.9 4| 297.0 5
10 most protected 40| Distilling, rectifying and blending of spirits & Manufg 206.7 1| 276.7 6
. . 67|Manufacture of other porcelain and ceramic product 87.5 11] 213.9 7
industries had an average 70|Manufacture of articles of concrete, cement and plaj 94.9 8| 203.3 8
ERP of 309 5% (table 41|Manufacture of soft drinks; production of mineral w 112.6 5| 179.3 9
32|Manufacture of dairy products 97.6 7] 169.9 10

shown here) and the low

end was not provi ded. Source: Department of Census and Statistics (December 21, 2016 workshop presentation)




Sri Lanka’s trade policy contributes to an environment
where import and export volumes are less correlated
than in comparator countries.

The correlation is the
lowest in Sri Lanka versus
all of the comparator
countries.

To enter global supply
chains, firms must import
materials, often under the
same product codes as
what they export.
Materials costs make up a
large share of costs for
manufacturing in general
and transport equipment
and chemicals in
particular. More
materials-intensive
industries are more
vulnerable to high and
uncertain import charges.
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Each marker represents exports of a product at the HS4 level. Data source: UN COMTRADE, via CID
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Status Quo (based on revenue data)

Revenue from imports data from 2015 & 2016 provided by 8-digit HS Code, which we can
use to calculate the tariff and para-tariff rates (>5,500 tariff lines).

Revenue mostly comes from a few line items: 30% from the top 5 lines; 50% from the top
15 lines; 70-75% from the top 100 lines (out of >5,500!)

Numerous taxes applied on imports: Customs Duty, CESS, Port & Airport Levy (PAL), VAT,
Nation Building Tax (NBT), Excise, Special Commodity Levy (SCL), and a few that were
supposedly dropped after 2010: Regional Infrastructure Development Levy (RIDL), Social
Responsibility Levy (SRL), Surcharge

Biggest sources of revenue: Excise (42% in 2015 / 32% in 2016); Customs duty (17% in
2015/ 22% in 2016); VAT (13.5% in 2015 / 15% in 2016); PAL (9% in 2015 / 12% in 2016);
SCL (8% in both years); CESS (7% in 2015 / 8% in 2016); NBT (3% both years)

Based on conversations with Vimal, only two (CESS and PAL) are external tariffs, i.e.

charged on imports but not on domestic production. CESS is quantity-based, but with
revenues data we know the ad valorem equivalent.

Simple average customs duty as across all products as calculated from this data was 7.8%
or 21.3% with two para-tariffs in 2015 / 8.6% or 24.7% with two para-tariffs in 2016.

Revenue data does not capture any imports that enter with exemptions. Comparing with
imports data, we can estimate that around 20-25% of imports are completely exempt.




A very simple simulation

External Tax = Customs Duty + CESS + PAL
Reduce external tax to 3 bands (0, 5, 20)

Make VAT and NBT uniform across products (VAT =12% in
2015 & VAT =15% in 2016)

Keep Excise and Special Commodity Levy unchanged
Trade Tax = External Tax + VAT + NBT + Excise + SCL
Keep all exemption rules the same

A simple simulated result is an increase in revenues (by 4.8%
in 2015 and 3.6% in 2016)

Taking into account elasticity of imports would likely lead to
an even greater increase in revenues.




Simulation: 2015 data

Para-Tariffs
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Note: External taxes include customs duty and para-tariffs (CESS & PAL).



Simulation: 2015 data

Trade Tax = External Tax + VAT + NBT + Excise + SCL
l ] |

12% + 2% Left unchanged
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Note: Total trade taxes include customs duty, para-tariffs, VAT, NBT, excise and SCL.

- Minimal changes (+/- 1
percentage point) for 20%
of lines

- Decrease in total trade-
related tax for 53% of lines,
some by a lot

- Increase in total trade-
related taxes for 27% of
lines, none by more than 14
percentage points

- The increase in rates and
revenue comes from
applying VAT and NBT
uniformly



_2015 Data - Simple Averages with 3 bands simulated [0, 5, 20]:

Share of Imports

ACTUAL TARIFFS (based on non-exempt imports)

Average Customs Duty
Average CESS

Average PAL

Average External Tax
Average VAT

Average NBT

Average Excise
Average SCL

Average Total Tax

Note: Table shows rates by product classifications used on the Atlas of Economic Complexity -
http://atlas.cid.harvard.edu/explore/tree_map/import/lka/all/show/2014/

Mineral Transport- Machinery C;e:;liis;a;s Vegetable
Products ation  / Electrical Industries Products
19.7% 17.5% 14.2% 9.4% 7.6%
3.7 7.3 4.1 2.4 14.1
0.6 0.4 0.3 2.6 25.7
45 2.4 4.4 4.6 3.8
8.8 10.1 8.8 9.6 43.5
10.8 6.0 8.9 11.1 13.0
1.8 1.3 21 2.1 2.5
0.8 31.3 0.8 0.0 0.0
1.9 0.0 0.0 0.0 5.5
24.2 48.8 20.6 22.8 64.6

Metals

6.5%

7.3

3.2

4.5

15.0

12.4

2.3

0.0

0.0

29.7

Foodstuffs

5.4%

22.1

37.7

4.0

63.8

14.9

2.8

0.1

2.9

84.5

Plastics /
Rubbers

4.3%

9.8
8.4
4.6

22.9

2.5
0.0
0.0

38.8

Textiles

4.2%

4.7

18.6

2.3

25.6

8.2

14

0.0

0.0

35.2

Animal & Wood &
Animal
Products

4.0%

14.4

14.2

34

32.0

10.7

2.1

0.0

56.2

Wood
Products

3.1%

10.8

8.4

4.8

24.0

13.3

2.6

0.0

0.0

39.9

Miscellane Stone/ Footwear/
Headgear Leather, &

ous

2.3%

10.5

5.0

4.5

20.0

7.8

24

0.0

0.0

30.2

Glass

1.6%

14.8

4.1

29.9

2.6

0.0

0.0

44.8

0.1%

16.5

47.7

4.8

69.0

19.1

3.5

0.0

0.0

91.6

Raw Hides,
Skins,

Furs

0.1%

16.7
15.1
4.8
36.6
15.8
2.9
0.0
0.0

55.3

TOTAL

100.0%

7.8

9.5

4.0

10.6

2.1

1.6

0.9

36.7



_2015 Data - Simple Averages with 3 bands simulated [0, 5, 20]:

Mineral Transport- Machinery 2 Allied Vegetable
Products ation  / Electrical

Share of Imports 19.7% 17.5%

ACTUAL TARIFFS (based on non-exempt imports)

Average Customs Duty 3.7 7.3
Average CESS 0.6 0.4
Average PAL 4.5 2.4
Average External Tax 8.8 10.1
Average VAT 10.8 6.0
Average NBT 1.8 13
Average Excise 0.8 313
Average SCL 1.9 0.0
Average Total Tax 24.2 48.8

14.2%

4.1

0.3

4.4

8.8

8.9

21

0.8

0.0

20.6

SIMULATED TARIFFS (based on non-exempt imports)

Average Duty 5.8 5.6
Average VAT 12.0 12.0
Average NBT 2.0 2.0
Average Excise 0.8 31.3
Average SCL 1.9 0.0
Average Total Tax 224 50.9

Note: Table shows rates by product classifications used on the Atlas of Economic Complexity -
http://atlas.cid.harvard.edu/explore/tree_map/import/lka/all/show/2014/
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9.4% 7.6%
2.4 141
2.6 25.7
4.6 3.8
9.6 43.5
11.1 13.0
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22.8 64.6
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0.0 5.5
19.6 31.9

Metals

6.5%

7.3

3.2

4.5

15.0

12.4

2.3

0.0

0.0

29.7

8.1

12.0

2.0

0.0

0.0

22.1

Foodstuffs

5.4%

22.1

37.7

4.0
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4.6
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2.5
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38.8
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0.0
0.0

26.4
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36.8

Wood
Products

3.1%

10.8

8.4

4.8

24.0

13.3

2.6

0.0

0.0

39.9

12.0

2.0

0.0

0.0

25.9

Miscellane Stone/ Footwear/
Headgear Leather, &

ous

2.3%

10.5

5.0

4.5

20.0

7.8

24

0.0

0.0

30.2

9.5

2.0

0.0

0.0

23.5

Glass

1.6%

14.8
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Things to consider (1)

This is a (hopefully useful) simulation, not a plan
How would you want to treat SCL, more like Excise or more like CESS?
Exemption rules are tricky - would need to look into this

In the real world there would be elasticities:
— Probably good for revenues
— Not necessarily good for the balance of payments

Essential products for consumers - trade taxes would increase on
around a quarter of products if VAT/NBT were applied

Those being protected will oppose anything like this.



Things to consider (2)

Many degrees of freedom - revenue-neutral or revenue-positive
radical reform seems possible in the technical sense.

— Important, but uncertain exactly how much so to the binding constraint
Could be very important for sustainable revenue increases
Would be helpful for managing risks of FTAs
May increase political capital by benefiting consumers (lower prices)

Would need a strategy to respond to special interests (explicit rules
and a broader narrative)

Could (should?) be done gradually, but systematically





