Chapter 4
INDUSTRY

4.1 Overall Trends

Industrial output, measured as the output of factory industries,
grew by 2.8 per cent in 2002 reflecting only a partial recovery
from the 3.9 per cent decline 1n 2001. The output of factory
industries, which continued to decline from the second quarter
of 2001, regained its growth momentum in the second half of
2002. The main contributory factor for the recovery were the
relatively higher export orders received in the second half of
2002 supported by 4 gradual improvement in global markets,
growth in domestic demand reflecting an improved consumer
confidence, and the ending of the power cuts by mid 2002. The
various measures taken by manufacturers to restructure their
enterprises to face the difficult market environment, adoption
of modern management techniques and higher investment in
advanced 1echnology helped achieve the moderate growth in
the industnal sector. The steady decreases in inventories and
higher demand from the household sector indicated the gradual
recovery in the US market, the largest market for Sri Lanka's
exports. However, a full recovery of the US market is expected
to take further time due 1o several uncertainties such as fatlure
of some major companies, bearish equity markets, accounting
scandals, uncertain corporale earnings and growing security
risks. The output of factory industries, which accounted for 81
per cent of the manufacturing output in Sri Lanka, contributed
10.1 per cent to overall economic growth in 2002,

The output of the main export oriented indusines such as
apparel, textiles, rubber-based products and ceramic products
grew at a relatively higher rate in 2002, The output of the
apparel and textile sub-sector, which declined by 8.5 per cent
during the first half, grew by 10 per cent in the second half,
resulting in a marginal annual growth of 1.2 per cent in 2002,
The average international price of apparel and textiles exported
by Sri Lunka decreased by 6 per eent in 2002 on account of
depressed external markets and built up stocks. Competition in
the apparel market was intensified with increased trading under
preferential trade agreements in Europe and North America,
special concessions granted to some African and Caribbean
countries and higher volumes supplied by low cost
manufacturing countries, such as China, Vietnam and
Bangladesh. China, with its massive production capacity,
strong fabric base, continuous improvement of technology and
lower labour costs is enjoving a comparative advantage in the
apparel industry and poses a severe challenge to other textile
and apparel manufacturing countries, With accession 1o WTO
in 2001, China is expected to further intensify its competition.

The ability of major manufacturers (o create an up-market
image in international markets through design, price, on-time
delivery and reputation of the country as a supplier of higher
guality products helped mitigate the unfavourable
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developments 1o 2 certain degree. Export otiented
manuacturers also paid greater auennion w quality
imptovement, better ordec placement, efficient material
sourcing, effective marketing, low cost trade financing and
ather logistical arrangements to face global competition. The
output of ather export oniented industrics such as mbber-based
products, ceramic products and processed diamonds, also
performed well in 2002, The Free Trade Agreement (FTA) with
India was helpful for some indusires such as ubber-based
produgts, soap, and plastic products to penctrate the Indian
Tnarket.

The dormeslic market eriented industries such as processed
food, processed tea, wheat flour, beverages, fernliser,

. pharmaceuticals, herbal products, processed meat, beer, liguor,

biscuits, processed fruit, animal feed, plastics, ceramics, basic
metals and fabricated metals grew relatively faster in 2002. The
demand for those products increased with the improvement in
consumer confidence, improved commercial activities in the
MNorth and the East, falling interest rates, boost in the share
marker and the seducticn or ravision of excise duties on certain
products. The purchasing power of consumers in agricultural
areas has increased with the ncreased harvest and better prices

far their crops. Marketing strategies such as marker
scgmentation, effective advertising focussed on targeted
consumers and improved distribution methods also helped
expand domestic demand. The manufacturers of beverages,
milk products, soap, detergent and processed food paid greater
attenition to improve the distibution retwork i the Narth and
the East and appoinled bew agents in these areas.

The irdustrial sector activities conlinued to benebit from
intensive utilisation of information technology, which ensured
consistency in output and product quality. The use of
infotimation technology also helped improve marketing and
supply chain management, sirategic decizsicn-making and the
achievement of greater cost efficiency. Some manufacturers
conducted in-house training to aducate amployees on the
challenges emerging in international markets and design
counter measures needed to meet them. The formation of muli-
disciplinary teams of employees representing cross-functional
activilics helped process and product improvement end
innovation. ManuFacturers paid greater attention and invested
in mere market research to assess consumer needs and in some
cases, developed differentiated producis to satisfy consumers
in gpecific markets.

TABLE 4.1
Value of Industrial Production
{1990 Constant Prices)
Calegaried Rs. milkon
1998 1999 2000 2001 :“g%)’gg(aj,;
w(:f;‘h%g’:; Fil
1. Food, beveragas and tobaccr products 80,756 41,742 44,244 45,595 &g =]
Food and other 24,940 26,350 26,004 ey
Liegusar 3.458 3,327 3357
Bererages CEERD B.432 7210
Tobatoo producis 5.798 5,653 5540
2 Texie, wearing apparel and leather producis 72,942 78,282 90,716
Apparel 2 602 67,861 7912
Taxtila 1,206 7,197 B,140
Leather 3115 3,224 3,450
3 Wood and wond products 1,378 1.423 1,544
4 Paper and pager procuchs 345 Zaz 3.624
8  Cremecal, patrolsum, nabber and plagiic products 22 36,581 41,140
Chemicalz, painls and ferilizars 5182 5,571 6,379
Rubber based ndustries 68,015 .08 6520
Piash: 3 PVC 3,874 4,233 4571
Phaimacauticats, delernem and oiher 9853 10,338 10,856
Pedrgleun 11,299 10,000 1241¢%
& Nonmelallc mineral products 14 619 15,740 16,081
Diamand process:ng 4,360 5049 EA7E
Ceramic produsts E: 2023 2,053
Ceameni : 4,604 4,785 4,823
Buitding material and odher 3,640 3877 - 4,040
¥ Basic maisl products . 1.B56 17 2024
& Fabvicated metal producls, machinary and
ransport eguipmeant 5,235 A&80 w071
8 Manulacured products not clsewhors epeciticd 4003 4,375 4,559 15
Tetal 183545 199852 213,010 - 210465 29 iR
{a) Provisional SOANCRE: Ceritral Bank of 2:0 Lanka
Board of Investment ol St Lanka
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However, manufacturers were prevented from réaping the
full benefits in favourable developments in the domestic market
due 1o several impediments that were present. The increase in
energy, telephone and other utility prices caused an escalation
in the cost of production beyond budgeted amounts, The
inability to absotb such costs in the short run resulted in higher
prices, which in turn reduced the competitiveness of
manufacturers. Power cuts, which were extended to five hours
in March 2002, affected activities of several small and medium
scule manufactuning industries, which did not have affordable
energy sources, Energy intensive industries such as ceramics.
cement and glass, faced difficulties in meeting orders on
schedule, disturbing production cycles and increasing costs.
The industrial sector was ulso uffected by the high litigation
costs due 1o long delays in court proceedings. complexity of
existing laws and inefficient record Keeping in courts.
Emergent rade practices such as the import of used goods and
patts, under invoicing and leakage of BOI products (o the
domestic market made domestic industries face an unfair
degree of compentiveness. Rigidities in the fabour market
prevented {lexibility in labour movement and even in difficult
circumstances prevented manufacturers from adopting much
needed restructuring methods such as reducing excess labour,
sub contracting or outsourcing for cost efficiency. In addition
to the rigidities in the labour market, manufacturers faced
difficulties relating to high labour tumover, skills deficiency
and labour union action. Frequent power interuptions and
fluctuations in voltage reduced the quality of products,
increased the number of rejects and damaged machinery.
Insufficient development of infrastructure such as roads,
transportation, communications, power and in certain cases,
unnecessary regulatory impediments, increased business
transactions costs.

Stagnant international prices and in some cases, declining
prices for exports forced manufacturers to bring down the cost
of production to retain existing markets and profit margins. In
this environment. cost reduction initiatives launched in the
previous years were pursued with added vigour in 2002
Manufacturers used various measures such as cost-effective
production, rationalising administrative procedures.
minimising waste, out-sourcing production, merging similar
activities and closing down non-profitable business units to
bring down the costs of production. In the face of growing
energy prices, energy intensive manufaciurers made an extra
effort o reduce energy costs by utilising energy saving methods
and equipment and installing waste energy recovery processes.
One example is the conversion of the production process in a
major cement factory lo use low cost coal, replacing high cost
furnace oil. In addition to the effect of falling interest rates,
short- term borrowing costs of the industrial sector were
brought down further through reduced inventory levels,
maximum utilisation of trade credit and reduction of production
time and consumer credit. Some manufacturers were able to
downsize their operations and restructure production processes

to face the slugmish market environment. In order to bring down
excess labour in such firms, some manufacturers introduced
voluntary retirement schemes, while others granted temporary
leave to employees on half-pay with the approval of the
Commissioner of Labour.

The capacity of the industrial sector increased only
marginally in 2002 as manufacturers deferred major expansions
and new projects until intermational markets recover fully and
the peace process brings a lasting political settlement, In spite
of the high cost of living, most of the manufacturers were not
able to offer wage increases due o growing pressure on profit
margins in 2002 Profitability in the industrial sector increased
by only L5 percentage points to 11.9 per cent in 2002, The
minimum wage in industry und commerce increased by 7.3 per
cent, lower than the inflation i 2002, In order to aveid Libour
unrest and improve employer-employee relations, major
manufacturers signed coliective wage agreements with labour
umiens. Laubour productivity in the industnal sector had only o
marginal growth in 2002, The growth of labour productivity in
the industrial sector was constrained by stringent labour laws,
poor working conditions, the lack of a proper Lranspor
network, high labour turnover, insufficient investment in
modern technology and strained employer-employee relations.
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On the policy front, the private sector led, export oriented
industrial policy was continued in 2002, The focus of the
government’s role in industrial sector development continued
to change from regulator to facilitator. Accordingly, the
industrial policy of the government was directed towards
removing impediments and unnecessary controls in conducting
business, improving the business environment, facilitating
global trade, enhancing competitiveness and improving
corporate governance. Industrial policies of the government
also focussed on diversifying and widening Sri Lanka’s
industrial base, as the current narrow base 15 (0o vulnerable to
external shocks. In order to promote regional growth, a new
BOI Act was passed in 2002 to create five Economic Zones
(EZ) in the country. To enhance the capabilities and
competitiveness of SMEs, the government luunched the
‘Sahanya’ credit scheme in 2002 with funding assistance from
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the Asian Development Bank (ADB). This schame is expecied
to provide for capital needs for start-up, expznsion,
inmvdzmisation and relocation at concessianal interest rates and
flexible repayment periods with technical assistance. The
Factory Ordinance was amended in 2002, extending overtime
hours of female employees from 100 hours per year o 720
hours. This amendment b lped manufacturers to employ
female labour For long-overtime hours without violating labour
laws. In order 1o facilitate future growth and remove
impediments, the govermnment set up 15 Sectoral Task Forces
in 2002 with private secior participation 10 recommend shoet
and medium-rermn development plans for salected industrial
seclors. A permanent Taniff Advisory Council was appointed
1o identify anomalies and distortions in the cumrent tariff
strciure that impede the economic growth. The government
also brought down the surcharge on import duty from 40 per
cent to 20 par cent with effect from 15 April 2002, which
reduced costs of imponied raw materials,

Issues Lhat need to be addressed to achieve a sustained
high growth include distortions in the Iariff structure and labour
miarket, inadequate and poor quality industrial infrastructure,
problems in the development of small and mediom scale
industrigs, inefficiencies in the legal system, unfavourable
terms and conditions in international trade, excessive and
unnecessay controlsfiegularions and unfair rade praclices.

The environmental pellution ¢reated by industrial wagte
especially in the tubber, plastic, metal, wond, poiythens and
Food processing indostries, and the lack of proper legal
provisions 1o protect the environment are becoming canses for
concern. Many companies have mvested in environmental
pollution control methods such as water treatment plants, air
emissions, sewerage disposal systems and recycling of waste
to minimise pollution and ko increase the efficient management
of wasle generation,

4.2 Production

The growth in factory industries was ¢stimated based on
information collecied from the Industrial Production Sorvey
2002 of the Central Bank of Sti Lanka, praduction data of
public sector industries and export data relating to BOI
enterprises. These astimates covered only factory industries,
the largest sub-sector in manufacturing industries. Outpur of
the other two sub seetors of the manufacturing sector, i.e.,
agriculiure processing and small-scale industries, was
estimated separarely. The ontpur of factory industries prew by
2.8 per cent in rcal lerms and 10,1 per cent in nominal tenms,
resolting in an implicit price deflater of 7.0 per cent for the
output of factory industries in 2002,

The growth of industrial output was the combined
outcome of a 2.5 per cent growth in private sector industries
and a 7.5 per cemt in public sector industries. The contribution
of the lalter 1o total industrial output was marginal, with the
private seclor accounting for %5 per cent of t¢lal output.
Similarly, private sector indusmies accounted for 86 per cent

of the growth in 2002. Tn the private sector industries, 1.0 per
cent growth in 2002 came from the BO] industries and the
balance 4.4 per cent came from the non-BOL industries. The
rmpetus for growth in industtial oulput in 2002 came mainly
from three out of the nine indusicial categories, viz., food,
beverages and tobacco products, textiles, apparel and leather
products, and chemical, petroleum, rabber and plastic peoducts.
These categories accounted for 92 per cent of the growth in the
industrial sector in 2002.

Private Sector Indusiries

Outputin private sector industrics grew by 2.5 per cent im 2002;
it had declined by 3.7 per cent in 2001, The output growth in
BO] industrics was estimated at 1.0 per cent in 2002, recording
a turnarcund. However, the recovery was siill low in
somparison to the 7.5 per cent decling in the previous year. The
output in the non-BOT sector grew by 4.4 per cent in 2002,
comparsd w0 1.5 per cent in 2001, The Industrial Production
Survey 2002 of the Central Bank indicated an expansion of
production capacity by 1.9 per cent in the non-BOI sector, as
compared to 4.3 pet cent in the previous year, The production
capacity in the indostrial categorics of non-metallic mineral
prodlects, chemical rubber and plastic products, and fabricated
metal products expanded in 2002. The rate of capacity
utilisation increased marginally to 81 per cent in 2002 as
compared to 80 per cent in 2001. The capacity utilisation
increased in ceramics, wheat Nour processing and fertiliser,
Employment in non-BOI industrizl sector increasad, by | per
cent in 2002, Labour produociivity in the non-BO] indusines
inceeased by about 1 per cent during the vear.

Performance in Major Sectors

Texiile, wearing apparel and leather products

Output in the textile, weanng appacel and leather preducts
category, the largest sub-gector in Factory industries, grew
marginally by 1.2 per cent in 2002 compared to the sharp
decline of 8.3 per cent in 2001. The cutpul of the appasel and
textile sub sector in this category grew by 1.3 per cent and 3.5
per cent. respectively, in 2002, The cutpul in (he leathey
products subr sector declined by 5.6 per cent the result of the
loss of same export markets. The texiile, apparel and leather
products category comtributed 22 per cent to the growth of
output in peivate sector indusiries in 2002,

The global demand for textile and apparel, which had been
decliming since the first quarter of 2001, showed signs of
recovery during the second half of 2002, However, the full
recovery of the sector will depend on the recovery in
international markets as more than 90 per cent of appare!
products are manufactured for export. Available information
indicates that the recovery in the intemationzl markets will be
delayed further due to market and geopolitical uncertainties. In
the slugpish global market envirgnment, Mexico consolidated
its market share in the US market with tariff benefits under
NAFTA. The Caribbean, and more recently, Scb-Saharan
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African countries, facilitated by irade preference in the US
marked, have posed new challenges for South Asian countries
including $ri Lanka. Low cost manufacturing countries such as
China, Vietnam and Bangladesh which offered competitive
prices, have attracted more buyers. China, with massive
preduction capacity, strong Eebric base and continuing
improvernend in 1echnology, has expanded its market share in
the TJS anx] EU markats.

Lower demand and built up stock exerted pressurs on
apparel prices in global markets. The intemnational prices of
textile and apparel exponted from Sri Lanka declined by 6.0 per
cent in 2002, Declining prices came at a time when local costs
increased sharply driven by increases in enecgy, telephone and
other utility prices, cansing Further difficulties. This has
increased not only the Exctory processing cost, but also the cost
of local raw materials such as polythenc bags, thread, canons
and other packing materials. In order 10 face this unfavourable
market environment, 8 few appare] manufactorers reduced their
scale of operations and restructured their factories. Excess
employees in these faclonies were granted temporary [eave, on
a half-day basis, with the approval of the Commissioner of
Labour. A few factories that faced financial problems
megotiated with theit bankers to re-schedule existing loans and
abtain new loans for factory modemisation.

Some manufacturers were able to miligate these
unfavourable market developments o a certain extent by

rationalising production costs, improving product quality,
reducing waste, reducing trnaround time and finding new
markeiz, Greater attention was paid to the selection of Fabrics,
design and strengthening relations with existing buyers and
offering them high quality products at competilive prices.
Improvements in supply chain imegration helped reduce
working capilal tied 9p in invenlory and stock handling,
improved efficiency and reduced procuremenl cogts. As Sri
Lankan manufacturers do not have their own internationai
brands, they atternpted to supply their produocts 16 reputed brand
name holders in international markets to obtain the advantage
of the growing popularity of brand named products.

The quota availability in the DS market decreased by 7.9
per cent to 360.2 millioa pieces in 2002 due to the gradual
phasing ont of quota under the WTO agreement. The quota
access to the Canadian market also declined by 9.6 per cent to
13.4 million pieces in 2002 Sri Lanka exported 10 different
apparel and textiles items to the US market and 11 items 1o che
Canadian market in 2002. The otilisation of quotas in the US
market declined by §:9 per cent from 285.7 million picces in
2001 to 260.3 million pieces in 2002. In addition to the
reduction of total quota availability, the quota utilisation rate
also declined to 72.2 per cent in 2002. The utilisation rate of
appar] quotas declined from 80,1 pex centin 2000 to 75.2 per
cent, while that of fabrics declined fvom 13.9 per cent to 4.5 per
cent. The quota utilisation in respect of dresses, knit shirts and

TABLE 4.2

Private Sector Industriad Production Index

Ingex
Cagories
. 1898 1669 2000 200
1 Food, beverages and tbacoo produchs 196 133 205
Foog and plher 196 207 218
Lituor 207 143 oE
Beverapes 226 b4 48
Tobatcn 121 118 116
2 Texilk, wenring apparel and isather producis 269 289 335
Apparel 07 22 3Th
Texile 195 198 224
Leathe 156 203 217
3 Wood and wood producls 163 168 1TE
4 Fapar and paper producs 2649 292 3la
5 Chemical, peirpleum, rubber gnd plassc products 266 299 326
Charnicals, painks and fediksers 240 258 22
Rubber based indusiios 274 27 313
Plaslic & PVC o7 252 08 Y
Fharmeceuticas, delargent and other 237 3tz =1 ;
6 Nonmetalic mineral procucts 87 288 254 296 %
Depmand proostsing a7 274 281 b L.
Ceramic products 158 199 2 177 :
Carmind V6 <85 -1 [ o I
Bullding materiols and gthar 20 257 208 279 _’f
7 Basic metal producls 558 sz 435 a1
& Fabdcaled meatal products, machinery and il
¥angport equipment 147 k.1 N7 by
9  Manalaturad products nol slsswhens spdsiled by 280 02 -
Al Cagories 295 259 ZBE e

&) Provsional

Sourows: Central Bank of BV Lanka
Board of Irvesiment of Sri Lanka
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blouses, skirls, nightwear, trousers and underwear was over %)
per cent during the year. The utllisation race was below 235 per
centinof playsuits, fabric popling and spun cell, suit-type coats,
dressing gowns, coals-non-suit, play suits, coveralls and
overalls due to the slowing down of the US marker. Quota
restrictions in the EU market were removed following the
agreement signed by the government and the Ewropean Union
in 2001. The quota wilisation rate in the Canadian marker
declined from 42.3 per cent in 2001 10 23.3 per cent in 2002,
The most popular quota items in the Canadian market were
winter outwear, rousers, averalls and shorts, shirts, wnderwear
and blouses. In the Canadian market, the quota atilisation rate
was below 5 per cent in respect of swimwear, baby gammenis
and bed-sheets,

The competiticn in the apparel industry is expecied (o
inengify further with the abolition of the quota system in 20035
and the entry of low cost manufactirers to the global markel.
It appears that the industry has now begon o realise the
challenges in a quota-free world after 2003 and is developing
strategies to face them. Apart from improvements in
technology, supply chain inlegration, ratignalisation of the cost
of production, improvements in product quality and delivery
speed, the maintenance of high labour standards, environiment
friendly production, aggressive marketing and lobbying skills
and the development of a domestic inputs base would be
essential to remain competitive in the future.

The liberalisation of textile imponts in 1998 forced
domestic market orientad manufacturers to up-grade
technologies and install modern machinery lo face impert
competition. In order to encourage domesiic textile
manufactarers to vndenake the modemisation of their textile
mills and apply technology, the government in Budget 1998
introduced che Textile Restructuring Programme. Under this
130 firms submitted modernisation proposals for updating
technology in the textile industry in 2002, OF them, 127 were
considered for relief under this programme. A1 end December

2002, 34 factories hed commenced implementaiion of re-
structuring projests.

The output of the feotwear industry declined by 5.6 per
cenl in 2002 followimg the decline of 5.4 per cent m the
previous year. The footwear indusiry fzced higher competition
from gheaper imports from China and other low cost
marn facturing countries. To protect the industry from cheap
imports, the government brought down the tariffs on major raw
materials used for manufactoring footwear in 2002, The
domesiic demand for foorwear has been growing recently with
improvements in living standards of consumers, and consumers
anticipate frequent changes in design and styles. However,
manufacturers have nol carried out sufficent research to assess
consemer nesds or invested adequately in medemisation and
product improvement,

Faod, beverages and tobacco products

The oetpui of the food, beverages and tobacco category
increased by 4.6 per cent in 2002 as compared with 3.1 per cent
in 2001. Production increased in all sub sectors of robacce
products (5.1 per cent), liquor (5.2 per cent), beverages {4.5 pat
cent) and food processing (4.4 per cant). Cutpat growth in the
feod, beverages and tobacco category contributed 48 per cent
to induztrial sactar growth i 2002,

The output of the food sob-sector incraazed in 2002 due
to higher preduction in processing wheat flour and meal
products, food processing, biscuits, fruits and vegetable
processing, chocolate and 1offees and animal feed. The
growlh of these industries can be attribuled mainly to the
expansion of domestic demand with rising consumer
expendilure, lower imerest rates, increased trading acnvitjes
in war affected areas, expansion of the distribgtion network
and advanced marketing strategies. The major manufacturers
continued to carty oul research to assess consumer needs and
the findings of these studizs, together with the installation of
new machines, helped upgrade product quality and product
diversification,

TABLE 4.3
Value of Industrial Production {a}

Clldgories

Ra. milian

1999 2000 200

Manufashwad praducts nal slsawhacs speciflad

86,494 94607 105871 120259 i

Fabricated metal products, machinery, and wanscorteduipment 13241 14305 16678 17638 iiTalGel
813 o002 583 10381 i1

1 Food, beverages and Iobaoto products

2  Tasie, wegring spparel and keather produsts 165,442 176844 215688 224 3R

3 Wood ang wodd products 2,51 2715 3,004 3272

4 Paper and paper profucls 5593 5,454 5516 7,369 &

5 Chemical, petrolewm, rubber and plastic products E9724 62590 7460 7R.ASD 40

€  Non metalic minaral producls 25830 26830 26198 89 VAN

7 Bask metal products 2041 2046 330 3080 hifnda
8

9

Towal IBIN4 TEFI ABQT0 49BZA0

{a) Valve ol production is esiimaled on the basis of sxdactony valoe of production

{b) Prewviglonal

Sources.  Cantral Ba.nknl 5 Lanka
Board of Irastrmaed of S Laaka
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"The apparel indusiry in S5 Lanka has grown rapidly during
the last two decades, supported by the steady demand
through guota availability, Liberalised market policies
adopted by the government, foreigh pasticipation in the
induttry and (he availsbility of iow cost labour. The indusry
has assumed a great significance in Sri Lanka's economy.

Exparts of textikes and garments accounted for 53 per ceat

of total export egrnings of the country and amounted to 5.3
per cent of GDP iti 2002, There ate over 1,000 large and
medium scale garment factoties in Sri Lanka, providing
over 330,600 direct employment opportunities. Among
these, the 50 Jargest factories accounted far over SDpeircerlt
of total guipot of the industry.

After two decades of growth, the apparel mdmtry is
now facing several challenges. The foremost challenge is
the axpecied end to the quota system in 2005, increasing
competition from China, expansion of vival trading Bocks
cousing trade diversion; entering of low cost manufacturers
to the global market, and slow progress in domestic
infrastructure  development :fftcting externat
competiti veness.

The Phasing out oi’Quota Syst.em with thu
Multi Fibre Arrangement (MFA) by 2005

A prime challeage of the industry is the phasing o of the
quota system by 2005. The quoia system has benefited
developing cowmnries by guaranteeing a ready market and
protection from compatition. Its removal will increass
campetition and will favour cowrdries with lower costs of
production and efficient infrastructure. With the loss of
quota protection, it is expected that severs) small-soale
- manifpcturers will lose market share to their more efficient
large-scale mansfactorers. However, the removal of the
* giota system will also provide opportunitics for efficient
* and dynamic manufaciorers to enhance their export
volumes, a3 this will remove quanticy restrictions,

+ 3ri Lanka's dependence on quotas hes declined over
the years. Quote-based expotis have daclined from 63 per
" cénl I 1996 to 5F per cent in 2002, This teend would
tontinue at 4 hightr rale during the next three-year period
as the industry is preparing for a quota free trading
envisonment after 2005. Furchermore, tie dependence on
fquota in Sri Lanks is significantly Jower than in its South
Agian gounkerparts {Table 1).

Recent data indicae that owput and employmen in the
appare] imkistry in 8o Lanka ave highly concentrated in a
few large-scale manufacturers. The top 12 per cent
exporters account for aboat 72 per cent of exports, while the
bap 28 per cent account for 62 per cent of the employment
in the industry (Tables 2 and 3). Many large-scale

PR

Future Challenges of the Apparel Industry

Box11

. TABLE 1 .
Guote Exports of QGarments from South Asla

Coulry Cluota-haasdaxpots
{ por opnt)
Banglacesh 2%
India 7a
Hapal a0
Pakistan 1]
Siit Lanka &5
Source:  GopalJoshl, * Garmend In South Asis”, Inkensational
Labaur Ciganisaton, Aprl 2002

manufacturers have atready established strong marketing
links with foreizn buysrs and they do oot sericusly depend
on quota availabitity, Therafore, the loss of exports
foltowing the abolition of the quota system may not be as
high as many argue. In the extreme case, even il jt is
asznmed that all emall-seale garrment indnstries and 50 per
cent of medium scals indusiries face problems after 2005,

© the ot losy of expronts die to dismantling of quots would

be ondy 17 per cent. On the same basis, oss of employmeat
after phasing out of quotas is esfimated to be 20 per cent.

~ However, achual boss of exports and employment would be

Fower than this, because most of the small and medium scale
industrics may engage in sub-contracting for larpe-scale
industries with their existing machines and expertise.
Similarly, large-scale industries may absord the larger
partion of job tosers, as these indusiries can increage
production yolume 3 quota free trading environment.

It has been indicated tat non-tanif barriers becams
more effective ia goverting international apparet trade after
the phasiag out,of quotas in 2005. Intemational laboar

. standards may play a vital role in governing appare] expors.

These international labour standards include non-
discrimination among workers on the basis of seX, mice o
eligion, prolishition of chibd labour, prehibition of faeed

iabour, health and safety measures, wages and benefits and

hours of work. $ri Lanka is in an advantageous position s
these labour standards in Sri Lanka are retatively higher
thay its competitors, including China apd Endia,

All textie and garment manafacturers in the country
hava been aware of the post - 2005 problem for the last 10
years, and most of them mdmlopmg suatcgm o face the
post-2005 challenges. Large companies in Sri Lanka have
already taken steps in the areas of product specialisation,
iechnojogy transfer and merketing strategies to face the
challenges of abolition of quota. The government, in
collaboration with the private sector and academic
institusions has prepared a five year strategy for the future
development of the apparet industry. The shjective of this
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Lankan apparel industry is becoming a severs impediment |
for future growth. It is estimated that imported fabrics |
account for nearly 85-90 per cent of the fabsics used by
sxporters. Further, soopssaries sich as buttons, zips, labels
ani} packing material are mainly imported. This results in
humumummmﬂe@mmmmm
ﬂwmlforuane:dmgcmmmgofthegmmm&lm
which is estimated 10 be about 30 per cenl of the export
value. The Jocal textile industry i€ unable to sopply the type
0fﬁxmademﬂhyﬂwmmngmmmmmm

“techmical handieaps. -
I-ligll Murkel Cnneentmhnn

At present, $ri Lanka's apparel exports are hen\rlty
conceptrated in A few meakets, 1s 2002, over 23 per cent of
apparek and toxtite products were expotted to US sd EU

increase market shrares in other markets such as Japan,
» Australia and Indin. Brtering the Japanese market is a
challenge because the Enst Asizn countries and China have
bezn better placed to take advantage of the much more
. quality .conscions Japangse magket. St Lunkan
-manufactorers have hitherto not obtained maximum
advantage of the wriff concegsions offered under the FTA
with india. . As copeeptration in a few markets increases
, basinass nsk.ﬂredivuuﬁcahon of export markets remains

mmpormdﬂﬂma& o
Strnteghs R

. Inthtimnfmlmumngmmpeﬁumfmmn:ﬁm
o .« . -exporters such as Mexico, China, Yietnamn and
-, Bangladesh, wmhgwlwwmﬁptodmm;m
. art in cloger proxjmity to both input and cutput
mukets,Sankasluudfnmmmwmupm the
value ladder by supplying wiche markets.
_Concentration un quxhly, price, speed of delivery,
dwelopmg own brand bamey and irnsforming from
being mere manufacturers t fully Biegratd service
© providers wouuld behelpfid to fang ftare campetition.
* ‘The fienere prowth 6f thé appare] industry wilt depend
mainly of the marketing ability of manufacineess. The
" promotion of Sri Lankan brands and S Lanka’s
image in the industry through bannching ntense
“intermational marketing campaigns:in targetted
“markets and obtaining recognition for high labour
standards in Sri Lanka would be.vita tucaphu'ehlgh
tmarket sha:e& i ,

T "

mdupmmﬂ mng.wudmuwmﬁ Mﬂw

markess, So far, sufficient efforés have not been madeto . -

iy

* Spomhsnﬂonmiﬂmhﬂedpm&mtwegmmtugm

... Tashion designers and obtaining feedback fram buyers
. On sourcing sirategiss would be vital to meet rapidly

® The sefling price of ‘apparel items is estimated to be

chain, mgﬂmgmmfwﬂmrmm
* Urowing preferential trade in the inketnational market

_ * Improving productivity is @ key requirement For

. . developing productivity based incentives and beiter

? - Box1%(contd.)
© & repudation ay a superior manufactorer of specific
- product categorics woald be an important stalcgy to
. expand merket shire. |t world also belp streamline the

. manufacturing process and product developmatil.
* Establishument of basiness finks with internationaf

changing designs in the internations) markets. In this
regard, lmpmvemenl: of informatien technelogy is
essential in ms'pandmgqnd:ly tomeclwnga in the
murketr,

significantly highet than the manufacuriog cost and
a substantial proportion of the price goes 1o
middlemen a3 commiissions and fr ofher charges for-
logistic services, The marketing chain invelves
severdl layersof middlemen before goods maove fiom
the manufsmrer to the final consumer: manufortirer,
wholesaler, semi whole-saler, axposter, trading
houses, reteilers and 50 on. It is estimated that in the
domestic market; the fioal consumes price is 80 -100
pex cent higher then the factory gate price. whereas in
the international tharket, the mark up price is 200 -
300 per cent higher than the factorygate ?rme

Therefore, manufachrers showld pay more aticnion
1o building up close links with final hnlf.sm nu*hling

is becoming a severe threst 10 small middle income
countries Bke Sri Lanka. To face this challsage, the
govemment shauld toke initintives by strong iobbying
for preferential trade concessions froiy major markets
such a5 USA and EU countries, forming regionak
trading blocks apd entering into bilateral trads
‘greements with idéntified countries, Loblying and
“negotiating skills would play a vital ole in obtaining
“better lerms and conditions in trade egreements. T
this rsgard, the governineat has dlready taken sevesal
MEIsuTEs 10 remove quoka restrictions in the BU
market and hag Initiated discussions to obtain
preferential treatment from the US market.

enhancing the interaasional sompetitiveness of the
_apparel indasiry. In this regard, there i3 need for

compensation packages. Manufacturers should also
. invest in training, improving working conditions,

transport and wetfare facilities, while providing

oppartanities for personal advancement.
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The output of wheat {lour processing continued 1o increase
inresponse 1o higher demind for wheat flour based food ansing
{rom changes in food habits, especially in urban arens, and from
high rice prices. The manufacturers of wheat flour introduced
new varieties to the market in 2002 following the liberalisation
of wheat and wheat flour imports in 2001, The processed meat
industry continued to grow, helped by the high price of fish, as
well as demand from hotels with the improvement in the tourist
industry in 2002. Manufacturers launched new varieties in the
market in 2002, The improvement of production technologies
and automation of production processes reduced human
intervention in production helping the industry to acquire
globally sccepted standards for hygiene and safety. Despite the
increase in prices, the packing and domestic production of milk
powder continued to increase. This industry grew hy 5.5 per
cent with the increased availability of fresh milk and consumer
preference for domestic milk powder due to the price advantage
and improved quality, The output of biscuits continued to grow
due to higher domestic demand and penetration into foreign
markets. Major manufacturers entered into the highly
competitive Chinese market in 2002, in addition to their
foothold in other Asian and European markets,

The output of desiceated coconut declined substantially in
2002. The industry faced problems with the loss of key
oversens murkets and skilled workers moving out of the sector
owing to the shortage of raw materials to operate DC mills as
a result of the drought that has reduced the coconut crop.
Competitors such as the Philippines und Indonesia captured
some overseas markets previously supplied by St Lankan
millers due to the prevailing production shortfall. The demand
for poultry feed continued to increase in response to high
derived demand coming from the growing domestic poultry
farming industry, The demand for chicken as a source of
protein by the public has increased gradually over the years due
to favourable prices compared to its substitules.

Output of cigarcties increased by 5.1 per cent in 2002 due
to increased demand from both domestic and international
markets. New export orders from the Maldives and East Asia
helped reduce the high dependence on traditional Middle East

markets. Manufacturers launched various promotional
campaigns to popularise specific brands. The application of
advanced techniques, better work practices und effective
management helped improve production volumes, while the
signing of collective salary agreements with labour unions
restored industrial peace. The revision of excise duty on
tobaceo reduced the prices of cigaretles that were popular
among low-income consumers and this has boosted demand for
legally manufactured cigarettes as their relative costs compared
to manufactured white cigarettes have declined, Despite this
switch, domestic demand for cigarettes has nol increased
significantly in recent years as aresult of the greater awarencss,
espectally among youth of tobacco related health problems.

Major beer manufacturers conlinued o export their
products to highly competitive markets such as Japan, UK.
the Maldives and USA in 2002. The establishment of
overseas distribulion netwarks, higher investment on market
research, and promotional activities helped expand the
oversens markel shares: The downward revision of excise
duties on beer stimulated domestie demand. The outpat of
liquor spirits also increased by 5.2 per cent in 2002, The
downward revision of excise duty on hquor n 2002 helped
to bring down prices and attract consumers to legally
manufactured liquor from illicit liquor. Strict enforcement of
excise laws 1s essential to minimise illicit liquor production
in the country. In order to reduce growing counterfeits, the
major manofacturers introduced new shapes for bottles, new
labelling and new bottle caps.

Despite the increase in prices, demand for carbonated soft
drinks increased due to the improvement of commercial
activities in the country and the dry weather conditions,
especially during the first half of the year. The soft drink
industry has had an added stimulus with increased demand
arising from the North and the East with the progress in the
peace process. In 2002, a major soft drink manufacturer began
offering its popular brands in aluminium cans to the local
market, particularly targetting hotels, super markets, cinemas
and bars.

Chemicals, petrolenm, rubber and plastic products

The output of chemical, peiroleum, rubber and plastic products
grew by 4.8 per cent in 2002, reflecting higher output levels in
major sub sectors of rubber based products (6.9 per cent),
chemical and fertiliser (4.4 per cent), plastics and PVC (4.1 per
cent) and pharmaceuticals and detergents (3.6 per cent). This
category contributed 23 per cent (o the growth in private sector
industries in 2002,

The output of export-market-onented rubber gloves and
industrial tyres which declined in the first half 2002, regained
its growth momentum during the second half with the gradual
improvement of global demand. Despite the impact of increases
in fue!l and electricity prices, the rubber-hased industry was able
1o contain production costs with cost ranonalisahion stratégies.
The lower price of latex, particularly in the first half of 2002,
was a significant contributor in restraining cosls
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The output of rubber surgical gloves, which had stagnated
for several years, grew in 2002 with increased demand form
European and Middle Eastern countries. However,
manufacturers of rubber gloves were forced to lower prices,
particelatly in the lower market segment, to retan markat share
in the face of stiff competition form Malaysia and new
manafactarers from Ching However, this was partly offset by
price gains in high value gloves exported to European
covntries. The reduction of exports to the US market in 2002
was compensated by market panelration in South America,
Alfrica, the Middle East and Asia.

In addirion 10 higher domestic sales, rthe tyre
manufactoring industry began to sxport truck and bus tyres to
India with the duty concession received under the Indo Lanka
Free Trade Apreement (FTA). The completa elimination of
customs duty under FTA in January 2003 will furtker enhance
export potenlial in the [ndian marketr. Manufacturers also
exponed commercial tyres to the ather countries in the SAARC
region, as well as Dubai, Singapore, USA, the Philippines,
Uganda and Nigeria in 2002. The opening up of roads in the
Nocth and the East has boosted domestic demand for locally
marsfactured commercial tyres, bisyele tyres and tubres. Ocher
rubber-based product exports, such as resin rubber shoes and
soling sheets, to [ndia and Pakistan also incrased in 2002,

The output of soap and detergent continued to grow with
higher demestic demand and with new demand Trom the North
and the East following the restoration of pesce. Sri Larka has
now become a competitive source of soap chips, as Indian
importers pay lower duties under FTA. Manufacturers. of
toothpaste, shampoo and perfumes caplured markel segments
of low-income consumers through the intreduction of mini-
packs with special prices. The oulput of herbal soap and
cosmetics grew by & per cent in 2002. The growing popularily
of natural products stimulated the demand for these products.
Domestic herbal soaps and cosmelics were popular, especially
among urban consumers, despite several similar products being
imponied from India. Manufactirers of these products invested
substantially im modern trechnology and continued 1o improve
product quality and packaging to meet consumer expectations.

In the chemical sub-sector, outpui grew in fertiliser,
paints, mosquito coils, chemicals and insecticides. Fertiliser
production in 2002 increased with higher utilisation of fertiliser
in the paddy and coconut sectors. Better ctop prices and
favourable weather, especially during the second half of 2002,
stimulated the demand for fertiliser. Domestic demand for
mosquito ooiis contimied to ncrease, especially in urban areas,
In addition to prowing domestic demand, manufacturers
continoed 1o cxporl mosquite coils to several counlres.
including Pakisian, South Africa and Kenya,

- The output of activated carbon declined due to the adverse
weather that affected the coconut crop in 2002. The lowes
harvest of coconut and slowdown in the desiceated coconut
industry pushed up raw material prices. Tn additicn to the
escalating cosl of production, international prices of acuvated

carbon declingd in 2002 due to higher competition in the global
market. The Phitippines and India are becoming highly
competitive countri¢s for aclivaled carbon in international
markets, However, the activated carbon industry continued to
benefit from waste energy recovery in the form of electricity
genetation in the context of recent increases in electricily tariffs
and otl prices. :

The plastics industry registered a moderate growth of 3.2
per cent in 2002, refleciing lower cutput in FVIC predocis.
However, the short supply and higher price of timber
encouraged substitution of plastic for timber for manufactiring
fumniture and packing material. There was higher demand for
plastic furniture, househald items, boilding materials and
packing materials doe to the price advantage. The
manufacturers of plastic furnitore began ro exporr their
products to India and other neighbouring countties. The output
of PYC products grew only moderately dus to stagnation of the
construction indwsery. BOT industries manufacturing lamps and
plastic companents, camping tents, travel bags and haversacks,
PYC rain wear and bags and plasiic headers registered
relatively high growth during the year.

Non-metallic mineral products

The output of non-melallic minera] produces increased by 1.9
per cent in 2002 compared with a marginal growth of 0.5 per
cent in 2001, The output of ceramic products, processed
dizmonds and concrele prodacts registered relatively higher
growth in 2002. The output of export orienled ceramic
products, which had declined since the second quarter of 2001,
showed a wmaround, registering a relatively higher growth
during the second half of 2002, However, the ceramic industry
continued to suffer from mereasad competition from low cost
manufacturers in international markers. In order 1o compeie
with the large-scale menufacturers in China and Eastern
European countries, ceramic manufactarers in Sri Lanka

focussed on securing niche markets in the Netherlands, the

United Kingdom and Belgium. In an effort to remain
competitive, the ceramics industry launched a programme (o
save energy, which accaunts for a substantial share of the cost
of production.

The domestic demand for ceramic tiles continued to grow
wilh the growing popularity of ceramic files in the construction
industry. Despite increased imports, domestic manufactorers
cxpanded their market share with better quality producis, A
leading lite manufacturing company made a large investment
in 2002 to expand capacity to meel grawing demand, The
wraditional ceramic manufacturing bases have now begun o
move from Ewrope, Japan and the US, 1o arcas in the East and
South Asia, In this changing environment, 3ri Lanka has a good
opportunily to consolidate its market share in Western
counlzies and leverage on key strengihs available in the
ceramics industry. Wigh growing enthusiasm for a poliation
free environment and the tendency to-consume more aatural
products, the demnand lor ceramic products is expected to grow
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- it the futwre. Howeaver, to reap the full benefits of thess mends,
greater attention shanld be paid to rescacch and development
to improve product quality and reduce the cost of production.
The over exploitation of essential raw material stocks such as
China clay will be a majos probles for the ceramics industry
in Ihe long tun. Looking for new resources and effective
utilisation of raw materials are major challenges facing the
cerarnics indastry.

The outpui of the cement indusiry increased marginally in
2002 due ta imports of cement in bulk form and the slowing
dewn of Ihe construction indusiry, especially large scale
construction projects. Imporns of cement from ndia continued
to increase with lawsr duty under the FTA. The cemeni
manufaciring industry paid greater atiention io reducing cosis
of praduction. Major manufacturers set up a coal grinding plan
in 2002 to replace the use of expensive heavy fuel oil. In
addition lo saving energy costs, the new plant hag subctantially
improved the quality of clinker when compared with oil-fired
techniques.

The stagnating eonstruction industry did not generate
sufficient demand for building materials such as asbestos,
concrete products, roofing sheels, aluminium products and
glass. As a resuli, output of ashestos rocfing and ceiling sheeis
declined by 4.5 per cenat in 2002, Despite an owipot deap, the
glass industry invested significantly to improve efficiency and
product quatity. The major mannfacturer of aluminiom
preducts began to xport its products 1o India under the FTA.
As mogt of the Indian alwmintum indwstries are located in the
North, Sri Lankan manufacturers hiave a cotnpatitive advantage
in the South Indian market because of lower fransport costs and
shotter ransportation time.

Fabricaied metal products

The qutput of Fabricated metal producis increased by 2 per ceni
in 2002 close to the growth in the previgus year. Qutput in the
non-BOI industries manufachuring agriculioral machinery, light
bulds; cables, metal products, electrical items, kitchen
appliances, television sets, boats abd aluminivm products grew
relatively faster in 2002

Increased income in the agriculiurzl areas stirulated the
demand for television sets, electrical items, kitchen appliances
and agricul tural machinery such as water pumps and sprayers.
The expansicn of rural electrification also helped boost demand
for electricat appliances. Marketing strategies such as interest
free payment schemes, and improved quality stimulared
demand For television sets. The manwfactorers of refrigeraors
enhanced product quality and introduced new destgns in
keeping with market trends.

The sluggish intemational sconomic environment resulted
in many ship owners postponing routine dry dock repairs.
However, the boat buikding industry received new orders in
2002 from both locat and ovesseas cliems, especialiy for the
construction of high-powered tugboats and high-speed
aluminiuom boats. The installation of new machines and the

consmuction of new shipbuilding yards improved efficiency in
the industry.

The owipui of steel office and household furpiture
continued to increase with the switch from weod fumiture to
metal furnitere on account of price advantage and durability.
The fabrication of motor coaches and lorries cominued to
decline as aresult of lower domestic arders and the importation
of Fatwicated buses and lorries from India.

Oiber products

The cutput of paper and paper products declined by 2.5 per
cent in 2002 reflecting lower output in corrugated cartons and
packing materials. [tems that performed well in this category
were exercise books, labels, books and magazines, and posters.

Demand for magazines and tabloids, espectally in fields such -

as spotts, politics, business and leisure activities continued to
increase and a few new magazines were introduced in 2002,
The export-otiented tanufacturers showed a tendency 1o use
domestically manufactured comugated cartons, labels and
paper boxes for packing because of the price advantage and
easy availability. Technigues im the printing industry continued
to improve with the installation of advaneed machinery and
modern technology to the indusiry. The circulation of
newspapers declined. in 2002 due to increased prices. The
output of BOI industries manufacturing photo albams, paper
sacks and periodicals declined in 2002 becanse of shuggish
envitohment in the inlémabonal markets.

The output of the wood and wood products categery
declingd by L5 percent in 2002 compared with a 1.1 per cent
growth in the previous year, The demand for domestically
manufaciured wood furniture continued to decline, as
substitutes such as steel and plastic furniture wers praferred
Imports of fumniture from Europe and East Asian countries also
affected the local fumiture manufacturing industry. The local
wood and wood product indusity continved o face problems
relating to inadequate supply and high price of raw materials
ard scarcity of skitled labour. Howaver, the techrigues in the
industry ar¢ improving gradually with the use of modern
machines in place of mannal toals. Improvements were alsa
seen in the chemical treatmenl of wood for dusabitity and the
painting of furniture. The export oriented industries
manufacturing sporls equipment, educational items, wooden
Loys, and gifl items registesed velatively higher growth in 2002

Cuatpat of coir fibre grew relatively faster in 2002 with
improved quality and marketing. The output of industrial fibre
such as rubberised, stretched pads and cusled fibre and twine
used in industry, horticolturs and erosion control increased in
2002. Reduced demand for matteess {ibre from: the traditional
175 market was offset by new demand from Asian countries and
Australia. Despite relatively lower prices, manufacluters
successfully penetrated new markets in Asia during the year.
Adverse weather that affected the coconul <rop resulted in
inereased prices for husks and eoir. A voluminous material like
coir fibre was affecied adversely by the increase in
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transporlation costs resulting from fuel price hikes, Traditional
scraper mats faced vigorous price compelition in the global
markets and counterfeiters threatened patented products, The
use of natural fibres is likely to increase in future and coir fibre
has a potential to maintain its global market share. However,
greater attention should be paid to markeling. improvement of
product quality and innovation. The competitiveness of the
industry was affected by inconsistency in the quality of
products exported from Sri Lanka and weaknesses such as
reliability of delivery, irregular supplies and high ocean freight
rates and competition from synthetic materials.

Public Sector Industries

The output of public sector industries increased by 7.5 per cent
in real terms in 2002 recovering partially from the dropof 11.3
per cent in 2001, The outpul of the Ceylon Petroleum
Corporation (CPC), which accounts for over 20 per cent of
public sector industrial output, increased by B.5 per cent in
2002. Uninterrupted production at the CPC throughout the year
was the major reason for the increase in the output of public

]

" lane LLIL FL]

B Eruale

sector industries. The petroleum refinery was closed down for
about two months in the previous year for routine maintenance.
However, public sector industrial output, exeluding petroleum
products, decreased by 21.8 per cent in 2002

The output of Sevanagala Sugar Industries Lid, decreased
by 29.1 per cent in 2002 because of adropin crop yield and the
sugar recovery rate that resulied from the prolonged drought in
the previous year and early part of 2002 in the sugarcane
cultivation areas. The destruction of sugarcane by bush fires
also adversely affecied the sugar indusiry,

The output of the State Timber Corporation increased by
12.4 per cent in 2002, mainly due to higher felling operations
with the allocation of a large extent of forest areas for felling
operalions by the Forest Department and private sector forest
plantations. The accumulated stocks and rainy weather during
harvesting time adversely affected salt production in 2002. The
cutput of Lanka Phosphates Lid. grew in 2002 to meet higher
demand for fertiliser coming especially from the coconut and
paddy sectors. The output of §ri Lanka Rubber Manufacturing
and Exports Corporation Lid. increased in 2002 as a result of
capacity expansion.

4.3 Value Addition and Capacity
Utilisation

Value added in the industrial sector in nominal terms grew by
10.9 per cent in 2002, However, in real terms vitlue added
registered only a 2.9 per cent growth in 2002 as compared with
a 3.8 per cent decline in 2001. Value added, as a ratio of the
total value of production, increased marginally from 36.0 per
cent in 2001 to 36.3 per cent in 2002. The introduction of
modern techniques and various measures adopted by
manufacturers, such as efficient utilisation of raw materials,
reduction of waste und recycling of waste materials and energy-
saving methods for cost reduction had a beneficial effect on
value addition. However, increased energy and other utility
prices and continuation of structural impediments in the

TABLE 4.4

Public Sector Major Industry Output Index 1887=100

Calegones Index Parcentage Change
1958 1999 2000 2001 2002(a) 2001 2002(a)

| Food, beverages and tobacca products 1056 106 5 1398 1281 L) 5.4 283
2  Texlle, wearing apparel and leather preducts . . . - -
3 Wood and woud products 118.2 1265 2133 1279 1438 -40.0 124
4 Paper and paper products 743 B2 286 406 260 ara -36 10
5 Chemical, petrcleum, rubber and plastic products 4983 Bd4 1049 930 1ol & 113 a2
Petroleum products 852 Bd 4 1029 932 1.1 -11.2 BS

8. Mon metalic mineral products 1430 705 B2 B 234 BE 7 1.0 4.0
7. Basic metal products . - . - B . -
8 Fabricated metal products, machingry, and ranspart equipmant . . - - - . e
All Categores 97 9 a3 fo3 2 815 ag 4 1.3 7.5
Excluding Petroteum 03 5§ 68 5 828 TEO 610 548 -21.8

{a) Provisional Source:Cenfral Bank of Sri Lanka
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TABLE 4.5
Value Added in Industry (Current Prices)

Categories Rs millicn Percentags change
19G8 1064 2000 2001 2002{a) 2001 2002{a}
1 Food, beverages and tobaceo products 40 452 44 503 49,039 54 282 B1.880 107 134
2 Textile, wearing apparel and leather products 47482  B52P63 64,45 71263 77088 26 a8
3  Wood and wood products 1,913 1,380 1,554 1,630 1,736 54 6.0
4 Paper and paper products 2578 2,664 2,808 3103 3724 10.5 o7
5 Chamical, petrolaum, rubber and plastic products 14.274 138R 17N 19245 22653 8.3 17T
& Non metalic mineral products 12,463 13817 14,240 18010 17,273 124 789
7 Basic melal products 7i0 brg 059 1181 1,306 178 165
8 Fabricated metal products, machinery, and fransport equipment 6,779 7.367 Eral | 8731 8,658 132 111
8  Manufachied products nol elsewhers specified 3,426 3,708 3,965 4,154 4,695 4B 130
Totml 120477 143412 167493 170,557 189,083 T2 108
(&) Provisional Soume Central Bark of S Lanka

economy retarded the potential growth of value addition in the
industrial sector.

The value added ratio increased in the industrial categories
of food, beverages and tobacco; chemicals, rubber and plastic
products and fabricated metal products, in 2002. Reductions in
value added ratios were observed in the industoial categones of
wood and wood products; paper and paper products and nen-
metallic mineral products. Value added ratios were above 45
per cent in the industrnial categones ol food. beverages und
tobacco products wood and wood products non-metallic
mingral products and fabricated metal products, The lowest
value added ratio of 25.1 percent was in the industrial category
of chemicals, rubber and plastic products

The installed capacity of the industrial sector expanded
marginally by 1.9 per cent in 2002, Despite lower interest rates
in 2002, investors delayed capacity expansion projects due to
weak export demand and political uncertainty. Production
capacity in ceramics, food processing, rubber based and plastic

-products increased in 2002 to meet growing demand in the
domestic market. Capacity in export-oriented industries such
us processed Lea, accessories for apparel industry, vehicle seats,
artificial flowers, ormamental ceramics, synthetic gem stones,

| Fgoroaied moel pioouts
2 Weoasl misl wioodd pruss
M b s s proccis
Foml jsevwmags o ichasoey aeedane
PepET B pape [(HO-DetiE
Priasuces ool slemsims
Toaw] i w11 MO e R
Bass mulel e e
Chunmies, mishorn, P o pastic prodiss

and copper wires also expanded in 2002. Capacity expansion
was relutively high in the industrial categories of paper and
paper products (3.0 per cent) and non-metallic mineral products
(4.2 per cent), Dwverall capacity utilisation in the industrial
seclor increased marginally from 80 per centin 2001 W &1 per
cent in 2002, mainly reflecting the impact of weak expon
demand

4.4 Cost of Production, Profitability and
Employment

The average ex-factory profit in the non-BOI sector increased
marginally by 1.5 percentage point 1o 119 per eent in 2002,
The profit ratio of the industrial sector is estimated on the basis
of exeess ex-factory value of production over the total cost of
production. Although, the profitability of the industrial sector
was affected adversely by higher energy and other utility
prices, slower increase in other costs such as wages and
imported raw matenals and lower interest rates helped to
contain cost increases. A part of the cost increase was passed
down to consumers. In the case of expart oriented and import
substitution industries, the deprecigtion of the rupee helped
improve profit margins. Other factors that helped improve
profitability were better management of working capital, waste
reduction, energy saving, optimal use of raw matenals and
closing dawn of non-profitable business units by
manutactorers, Profitability in the non-BOI industrial sector
ranged from 14.8 per cent in the textiles, wearing apparel and
leather products category to 9.9 per cent in the other
manufacturing product category, The profitability in the
industrial sub sectors of ceramics, rubber based products,
processed food, soap and detergents, ayurvedic drugs and
herbal produets, shipbuilding and tea processing improved i
2002

The wage bill in the industrial sector increased by 7.5 per
cent in 2002. However, the share of the wage hill in the otal
cost of production declined from 12.0 per cent in 2001 (o 11.7
per cent in 2002 due to higher increases in ather input costs.
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"TABLE 4.6
Ex - Factory Profit Ratios of Non - BOI Private Sector Industries (a)
Total Cost of Total Value of Fastory ProfiL Ratio
. Produclion Produchion {pancantage)
Categories (Rs. mn) (Fis. mny
;__“1.'“‘1-# -{_ ARG L
2 g}e 2001
1 Food, beverapes and Ihaco producis 60507 3 B ﬁl 67,081 3'
2 Tautile, wearing appared and leaiher procucts 16,620 Gk 1 19,57 o
3 Wood and wood products 1928 ¢ 1 1,268 i
4 Paper and paper producls 4074 ZHEgEEE A1 et
6 Chamical, petroleum, robber and plashc products 25,252 27,780 § it
§ Non matalic mineral producis 15,843 17,689 § i gt
7 Basic melal products 1825 £003 | i
4 FabrAcoiad metal products, machinery, angd NENEPOr SquiHnEn] 11,464 13,752 o
9 Manulnclured products not edsewivars spegihed 2844 - 5908 & &1 T
l’. o K;Ei,u;w T -- L0
NS TRl 2 i
Tota! 130386 FIEERAT 6sse2 AAANE 104 HARE

(2} Based on Inlgrmation recead from 480 non-BO private secior limes
(B Provisional

Although there was growing pressure for a wage hike on
account of the rising cost of Living, tight profitability did not
make it possible to accommoctate salary increases. The difficult
market environment that prevailed, especiabty in the first half
of the year, encouraged manufacturers to bring dewn labour
costs through ont sourcing of non-economic production
activitias, reducing overtime bills and even reducing excess
labour by offering voluntary retirement schemes in few ceses.
In certain instances, companies recruited schood leavers and
unemployed graduates as apprentices at low salaries for short
periods, Given the stringent labour laws, some manufacturers

opted for recruiting more temporary and casoal labour, which -

helped contain the toda? wage bill. The share of labour costs in
the industrial categories of textiles, wearing appare] and leather

Sourge; Cenwal Bank of i Lanka

products. fabricated metal products and paper and paper
products declined in 2002, The share of labour costs was over
15 per cent in the industrial calegories of wood and wood
products and non-metallic mineral products. The labour cost sin
the industrial categories of food, beverages and tobacco and
basic metal products, were relatively low, in 2002,

Total energy costs in the non-BOT industrial sector
increased by 17.5 per cent in 2002, Energy costs as a
percentage of the 1otal cost of production increased to 5.5 per
cent in 2002 from 3.1 per cent in 2001 reflecting the impact of
the higher electricity, gas and pelroleumn prices. Vartous
measures taken by manufaciorers to bring down energy costs,
such as the utilisation of energy saving methods and equipment
and installation of waste energy recovery processes, were not

TABLE 4.7
Domestic Cost Structure of Non - BOI Private Sector Industries ()
{As a percantage of tatal cosi of production)

Domeslic Cout (parcentage}

~Raw Materiats

Wige

Catagoriss Povar & Fusl
20m
1 Food, beverages and 102000 producls 2.8
2 Tedle, waaring apparal and laather pmducts ar
3 Wouod snd wood praducts [:3 ]
4 Paper and paper products 3.0
& Chemical, patrcleum, rubber ang plastle products 48
6 Non melalic mineral products 174
7 Bac etal products B85
B Fabricared metal proguces, machinery, and
transport equipme nt 3.8
4 wanufaclured products nol alsswhers specifiad 41
Tolal S

{2) Bated oy mbgrenation receined Srom 480 on-BOL privile Seckr it

) Prowisional

£ FE R ST
Source: Centred Bark of 56 Lanka
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sufficient to prevent an increase in the total energy bill. Higher
energy consuming industries, such as cement, and ceramics,
used Jow cost energy sources e.g. coal replacing high cost
petroleum and electricity. The share of energy costs in the total
cost of production inereased in many industrial categories in
2002. The share of energy costs was relatively low in the
industrial categories of food, beverages and tobaceo (3.0 per
cent) and paper and puper products (3.5 per cent).

Interest costs as a percentage of the total cost of
production declined to 2.5 per cent in 2002 from 2.9 per cent
in the previeus year. A gradual reduction in lending rates in
commercial and development banks and improvements tn
working capital management helped to contain interest costs,
Manufacturers took several measures such as reducing
inventories, maximum utilisation of trade eredit, reducing
production time and consumer credit, lo bring down working
capital requirements. In order to reduce cost of funds, some
manufacturers resorted to alternative low cost borrowing
sources such as the issue debentures and commercial papers,

Labour Productivity in Industry

Labour productivity in non-BOI enterprises, estimated as the
change in real value added per man-hour, increased marginally
by 0.9 per cent in 2002, recovering partially fram a 2.5 percent
decline in 2001. The adoption of better working practices, on
the job training and better management techniques helped
improve labour productivity. In some instances, the reduction
of labour through veluntary retirement schemes contributed to
raise labour productivity. However, the growth potential of
labour productivity was constrained by several factors,
including stringent labour laws, poor working conditians, lack
of u proper transport network, high labour umover and strained
employer-employee relations. Improvements in labour
productivity was evident in many industrial categories,
particularly in food, beverages and tobaceo (3.2 per cent)
chemical, rubber and plastic products (2.2 per cent), and non-
metallic mineral products (1.5 per cent). However, labour
productivity declined in the indusirial categories of extile,
weanng apparel and leather, wood and wood products and
paper and paper products in 2002

|| b= Hon- malalic renaral |
§ T Dk rretal procducts
& Fabaiaiv maial it

pradutti
#- Fincucte I
hapwhen spceiied
10 - Cveenl!

=E2001

e e T AR tu .
S i e T ok

L LB

TABLE 4.8
Labour Productivity index in the
Non-BOI Private Sector (a)

1885 = 100
Categories 2001 2002(b). % Changs
| Food, baverages and tobaceo products 1186 1224 32
2 Tealila, wearing apparal and =
leather products 1044 1038 0.8
i Wood and wood produsts 942 952 20
4 Paperand papar products 100.8 983 25
5 Chemical, petraleam, rubbar and )
plastic produtts 1232 1258 22
# Nen melalic mnera! products 1058 1074 1.5
7 Basic metal products 2.5 7 A5
B Fahricated metal products, mashinery }
and transport equipmeni 1aa 1142 10
9 Manulactured products
nat glgewhen spetihed o018 1Waa 1.5
Tolal 1091 1101 09

Source: Central Bank of Srl Lanka

(a) Based an information recelved from 480 non-BOI private saclor
firms
) Prowsiona|

Employment

The employment in the non-BO! industries increased
marginally by 1.0 per cent reflecting the slower growth in the
industrial output in 2002, The employment in the industrial
catepories of textiles, wearing uppare| and leather products (0.5
per cent) and non-metallic mineral products (2.4 per cent)
declined in 2002, The modernisation of factories with
automated systems in the food processing, plastic, chemical
and wood product industries contributed to reduee labour
requirements during the year. Some manufactures offered
attractive voluntary relirement sehemes to retrench excess
labour while others reduced excess contract and casual labour
n order to face difficult marker environment. However, the

TABLE 4.9
Employment in Non-BOI Private Sector
Industries (a)
Calegories 2001 2002) % change

| Food, boverages & lobacco products 24578 25182 25
2 Textile, weanngappacs! and

izather products 28174 28033 0.5
3 Wood & wood products 1,289 1,257 25
4 Paper & paper produtis 5,431 5512 1.5
5 Chemicals, petrolgum, rubber and

peasting prodiusis 21,200 21,545 21
B Mon mefalic minerals products BET1 £ 658 -4
7 Basic metal products B2 T4 1.6
B Fabncabed malal products, machinery

and iranspon squipmant 11.392 11520 2.0
9 Manutactured products (nes} 4,065 4,150 21

All Cateqorias 105,762 106843 ¢ 1.0

Source. Central Bank of Sn Lanka

{a) Based on inforrmation mecelved Irom 480 non-BCI privale sector firms:
(o)} Provissonal
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manufactures were nt able to reduce sheir permanent labour
inline with the market trends due to strimgent labowr laws. The
¢mployment in the indusirial categaries of food, beverage and
twbacco, chemical, robber and plastic prodiscts and Fabricated
metal products increased in 2002 reflecting the moderate
improvement in capacity utilisation.

4.5 Investment

Foreign Investmeni

Foreign investment inflows to St Lanka, which showed a
declining trend in the last two years, rose in 2002, with the
peace initialive. The ongoing peace process, with strong
support from the international community, will Torther
encourage foreign investors in 2003, Policy measures and
incentives announced in Budgets 2002 and 2003 will also help
to altract more foreign investment. The BOL, the ane-stop
foreign investment facifitation agency of the governmens,
approved 300 projects under Section 17 and 204 projects under
Section 16 of the BOI Act in 2002, amounting to total
invesiment commitments of Rs 64,598 million and Rs.6,006
mitlion, respectively. The foreign investment campanem of the
projects approved under Section 17 increased to Rs.31.955
million jn 2002 from Rs.30,66) million in 2001, while that of
projects appraved under sechion 16 increased to Bs.4,878
millon from Rs5.2,018 million in 2001,

Dwring the year, BOT undertook 2 number of forsign and
local investment pramotion activities. The outward promotion
missions with business delegation from Sri Lanka visited a
number of coniries and conducted investment seminars and
one-te-one usiness meetings with major investor communitics
in those countries. The countries visited include India,
Malaysia, Avstralia, USA, UK, Japan, China and Middle East
couniries, In addition, BOI officials participated in four
ovErseas investments promotion programimes in Tndia, Tapan
and Saudi Arabia. Meanwhile, several foreign delegaions

visited Sri Lanka in search of new invesiment opportunities.
Inward missions came from India, USA, Malaysia, the
Maldives, Japan, Singapore, Croatia, Pakistan, Ausiralia,
China, Taiwan, E1) and Israc]. Five delegations came frem
India, four from EU countries, three each from USA and Japan
ard two feom Malaysia and one each from the other countries.
Among these delegations, two ministerial delegations from
Malaysia and Singapore were expected to be of special
importance 1o the infrastructure and information technology
developments in the country, These investment missions are
expecied to generate more capital inflows in the coming years,
provided that the peace process and political stability continne,

Under Section 17, BOIL approved 300 projects in 2002, of
which 7¢ were fully foreign owned, 77 were joinl ventores
between foreign investors and 50 Lankans and the rest were
fully owned by 8ri Lankans. The share of foreign investment
in approved projects declined to 49.5 per cent in 2002 from
55.2 per cent in 2001. Of the 300 projects approved in 2002,
177 projects, ot 60 per cent were in the industrial sector, while
the others were in the services and agricultural sectors. Within
the industrial sector, T2 projects were approved in the textides,
wearing appare! and leather products category, 25 in fabricated
metal, machinery and transport equipment category, 23 in the
food, beverages and 1obacco products category, 13 in non-
metallic mineral products category, 12 im the chemicat,
petrolenm, rubber and plastic preduct calegory and 3 in the
wood and wood products category. Upto end December 2002,
BOL had approved 3,904 projects under Seclion 17 of the BOI
Act, sinee the commencement of its operations.

The number of projects contracted by BOI also increased
in 2002. However, the value of contracted investments in BOT
projects declined 10 Rs.31,368 million in 2002 on account of
a substantial reduction in the domestic investment component.
The share of foreign investment in total contracted projects
increased from 16.2 per cent in 2001 to 50.5 per ce2nk in 2002.

TABLE 4.10
Raalized Investmants In BOI Enlerprisas (a)

Categones

Mo gl Emerprises  Forzign vegtmend  Tolal Investmend |b)
A3, mn) (R, mnj

Food, Divrages and whacc produchs
Texile, waanng apparet and leaiher products
Wood and wood products
Fapsi and poper products
Chriical, paoleum, rubber and plastc products
Hon metalc mineral products : .
Fabricatad metal products, Machingry, nd ranaport equip ment
mmmmm products not sisawhere gpeciod
s

A0 0 ~f S tn B e b

ot ARG 200vc) T30

Told

(@} Cumulalive a5 &1 end yeor
(b} Projects approsved under Saction 17 ¢f the Board of Invesimeant Aol
{c) Revised

(d} Prowizional

Source. Board of Invesimen of S Landa
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TABLE 4.11
Employment and Export Earnings of BOI Enterprises

Employment Gross Export Eamings (Rs.mn)

Categories {End Dec.) {fokn)
2001 20021{a) 2001 2002(a)

1 Food, beverages and lobacco products 15112 14,448 12,807 13,311
2 Textile, wearing apparel and leather products 257,515 280,234 174,701 180,937
3 Wood and wood products 1,857 1,950 azi 748
4  Paper and paper products 1,605 2,065 B45 1,248
§  Chemical, petroleum, rubber and plastc products 31,8680 3,716 0299 28394
6  MNon metallic mineral products 12,598 14,547 9614 890
7  Fabncated metal products, machinary, and frarspoert equipment 4 466 §.703 2,402 9,748
B Manutactured products not elsewhere specified 32449 2443 20,380 18,706
8  Services b) 28,552 3 560 23924 24177
Total 386,034 418,758 275,802 295,171

{(a) Provisional Source Board of Investmant of Sei Lanka

{b) Exciuding SriLankan Alrlinas

Df the total contracted mvestment in 2002, the industrial sector
T g absorbed about 51.1 per cent and the services sector absorbed
around 48.9 per cent. Within the mdustrial sector, the largest
et share was accounted for by the fabricated metal. machinery and
transport equipment category (Rs.5.707 million), followed by
the textiles, wearing apparel and leather products category

o (Rs.3,779 million).
ey = Of the contracted projects under Section 17 of the BO1
e - Act, 131 projects commenced commercial operation in 2002,
. e as compared 1o 118 projects in 2001. Of these projects, 87 were
. in the industrial sector and the others in the services and

= agricultural sectors. Within the industrial sector, the textile,
V. o weaning apparel and leather products category continued to be
i L L i ol e the dominant sub-sector with 49 projects. Up to-end December

T c 2002, BOI had signed agreements in respect of 2,411 projects
since the commencement of its operations, Of these, 1,338

igas 1898 2000 2004 2003 -.'. 19T PER R0 2000 Q001 2002

&

@ Approvals = Contracted wa = Approvals  m Contracted
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TABLE 412
Approved and Contracted Investment and Employment in BOI Projects
Categories N Estimatad kweslment A3, mn.)
of
rojects Foreign Locat
Projecis Approved wnder ection 17 263 30,861 24,064
Frojects Contracied undar sacion 17 149 5408 43472
Projects Approved under sechion 16 119 2018 477
[a) Provisicnal g&um\e:lﬂéard ol

projects with an estimased investment of Bs.241.323 million
were in commercial operatien at end December 2002, The
foreign investment component of these projects was
Ris. 135,445 million or 54.1 per cent of the total investment. Out
of these operating projects, abour 1,113 projects or 83.2 per
cent of the projects ase lecated ouiside the export processing
zones and only 225 projects are located in the exclusive
industrial locatiens such as Export Processing Zones,
Informacion Technolepy Park and Industrial Parks. OF the
1,338 projects, 451 were in the seyvices and agricultural sectors
and the other 857 were in the industriat sector. Among the
industrial sector projects that were in commercial operation at
end 2002, 317 were in the textile, weanng apparel and leather
products category, 120 in the foeod, beverages and tobacco
preducts category, |39 in the chemical, rubber and plastics
products category and the rest in other categorics. These
projects together were estimated to generate employment for
abonl 351,545 persons with about 182,120 in the textiles,
weating apparel and leather producis category.

TABLE 4.13
Emnterprises in Commercial Operation under BOI

ZomePark 2001
Katunayghe Expor Processing Zone Y
Biyagama Export Processing Zong 9 ‘-' &
Koggala Expart Procassing Jone 10
Kandy Industrial Park 2
Mitgama Export Processing Zone 8
Matwatis Export Processing Fark 5 i
Sestawaka Industal Park 12§
Watupitiwalz Export Processing Zone 11
Mirjivvlis Export Processing Zon 1
Mawathagama Export Processing Zone 2
Pokpahamela Export Processing Zone 1
Horana Export Frocessing Zone a
Information Technology Park - WTC 4
Oulaice the Export Processing Zons 1,053
Tatal 1,763

{a) Provigional Sourga: Bodrd ol inyagtment of Sri Lanka

Of the 204 projects approved under Section [6.0f the BOL
Act in 2002, 109 projects wers entitely forzigh owned, while
the others were joint vennres between Sri Lankans and forgign
investors. OF the 204 projecte, 60 were in the services sector
and the other 44 were in the industrial sector, with 14 projects
in the food, beverages and tobacco producis category. These
prajects are expecied to generate employment for about 2,060
persons, Of the projects approved under Section 16, about 599
prajects were in commercial operation as at end December
2002 with a total estimaied investment of Bs.26,467 million.
The foreign invesiment component of 1hese projects was
Rs. 14,941 million or about $6.4 per cent of total invesiment.
These projects were expected Lo create employment for about
36,601 persons with the 247 industrial sector projects creating
employment opportunilies for about 23,633 persons.

Local Invesiment

The lecal component of the projects approved under Section 17
of the BOT Act increased by 31.3 per cent, mainly due to a
significant increase in the approval of projects owned by Sri
Lankan investors, A5 a result, the share of local investment in
tatal approved investment rose to 505 per cent in 2002 from
44.7 per cent in 2001. Of the approved local invesiment
compouent, the services and agricultwral sectors absorbed about
Rs. 16,041 million, while the indusirial sector absorbed
5. 16,602 million with the textite, wearing apparel and leather
products catepary absorbing a large share. However, the local
component of investment in the contracted projects declined
sharply by 64.1 per cent in 2002. The local component of the
projects approved under Section 16 of the BOI Act also
increased by over 136 per cent, mainly due to a significant
increase in the approval of jaint venture collaborations berween
foreign investors and Sri Lankans. The local mvestments in the
services and apriculiural sectors increased from Rs.205 million
in 2001 to Rs.954 million in 2002. The local componen of the
projects in the industrial sector under Section 16was Rs.11,524
million in 2002 corapared w Rs.11,526 million in 2001,
According to the Ministry of Enterprise Development,
Industrial Policy and Investment Promotion, 1,507 enterprises
had been registered with the Ministry at end 2002, Investment
in these projects was estimared at Rx.107,856 million. and these
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TABLE 4.14
Financial Assistance to the Indusirial Sector by the NDB and DFCC Bank - 2002 (a)
NDE DFOC Pank
ik - Grand
oved Diract Equiy Tolal Lgan Equity Tot Totol
Categories A“:ﬂm F_h'm Appiovals
cpg  “esisanoe (b}

Mo Amowrt No  Amount No. Amounl Mo Amounl No. Amount Moo Amoond Noo Amosnl Moo Amaunt

Rg, mn, R, mn, Ag, mn. Ag. mn. Re. mn, Rg, nn. Ra. e, As. mn

1 Food, beveragos and obacco products 181 162 108 415 - 294 SM1 19 1815 1 153 110 1,785 400 2248
2 Toulde, weari appang and :

eather produsts 50 30 42 N3 1 6 93 X9 0 352 - - B0 452 143 T
3 Woed and wood products & 3 20 46 . s B0 2 48 - - 1 a4 103 129
4 Paper and paper progucts k- 42 -4 4 - A5 T -] 1597 = - 2 107 el 24
5 Chemical, patroleum, nibber arnd

plastic products 28 54 107 B30 135 644 38 734 - - MW T 17T
6 Non metalic minera| products - - - - - - - 16 458 - - 16 4855 1§ 498
7 Baaic matal prodiicts - . 9 253 B 9 2538 5 17 . . 5 17 276
B Fabnicated metal products, Machinesy

and trangpor oquepmen] €5 L6 - 1 1 8 &F 51 519 - - E1 38 1T STE
9 Manutaciured products not el sewhera

spech|ed 22K 12 3ME 1.00d - - BbS 141 - - - - - 506 1.1

Tolal EE2 S06 672 28N 2 BF 1,326 2084 314 4040 1 150 35 4160 1,641 7204
{a) Prowisional Sowges DFCE Bank ’

{b) Project and equipment Enance ans only

enterpnses have a capacity to gencrate employment for about
264,652 persons. A larger share of these investments was in the
chemical, petroleum, rabber and plastic prodecis category (Rs.
28.965 million), followed by food. beverages and tobacco
products {Rs.23, 107 million in 162 enterprises), textile,
wearing apparel and leather products (Rs.19,476 million in 385
enterprises), non-metallic mineral products (Rs. 10,890 million
in 75 enterprises) and {abriczled metal products, machinery and
transport aquipment {B2.9.813 million in 263 enlerprises). Of
these 1,507 enterprises were registered with the Ministry,
About 1,103 enterprizes with an estimated investment of
Rs5. 96,463 million, were located in the Colambo District,
followed by {90 enterprises wilh an investment of Rs.6,869
millien in the Gampaha Districl. Accordingly, these iwo
districts account for about 358 per cent of the enterprises
registerzd with the Ministry and for 95.8 per cent of total
invesiment.

4.6 Availability of Credit to the Industrial
Sector

The industrizl sector continoed to receive long and shod-term
credit from commercizl and development banks. Commercial
banks provided short and medium-term credit ar market rates,
while the development banks, National Development Bank
(NDB) and DECC Bank, provided long and medium-term
credit at subsidised rates under special credit schemes in the
form of direct loans and equity participation.

Credis approved by NDB decreased significantly from Rs
5,982 million in 2001 to Rs. 3,092 million in 2002 mainly due
to weak credit demand. Howewer, NDB continued to grant
credit under the seeond stage of the Small and Micro Industries

Namcnal Cave kopment Bank

Leader and Promotion Project (SMILE 2), which commenced
in 2001 with financial assistance from the Japan Bank for
Internatioral Co-operation (JBIC). Credil amounting Rs.506
million was granted in 2002 under SMTLE 2. NDB also granted
Rs 2,531 million under direct financial assistance to the
incustial secior i 2002, OF the iotal credit approved by NDB
im 2002, 19 per cenl was pranted in Tespect of 29% projects in
the food, beverages, wobacco products category, 21 per cent in
respect of 135 projects in the chemical, petroleum, rubber and
plastic products catepory and 9.7 per centin respect of 93
projects in the textile, wearing apparel and leather products
category.

Credit approved by DFCC Bank in 2002 increased by 47
per cent to Bs. 4,190 million from Rs. 2,432 million in 2001
mainly due 1o the launching of new credit lings in 2002 and the
availability of funds to DFCC Bank under refinance schemes.
Tn 2002, the DFCC Bank approved Rs. 1,765 million in respect
of 110 projects in food, beverages and obacco products:
Rs.734 miflion in respect of 38 projects in chemieal, petroleum,
rubber and plastic products; Rs. 459 million in respect of 16
projects in non metallic mineral products and Bs. 452 million
in respect of 50 projects in the textiles, wearing apparel and
leather products.

According to the Quarterly Survey of Commercial Bank
Advances and Deposits conducted by the Central Bank of Sri
Lanka, commercial bank credit to the indusirial sector
increased substantially by 11.1 per cent during the first nine
months of 2002 to Rs. 37,002 million fram Rs. 33,309
million in 200, mainly due to increased demand for credit
on account of higher econcmic activity and lower
interest rales.
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4.7 Indusirial Policy

Expont-griented industrialisation continued 1o be the main
policy strategy adepted by the government. In order to
encourage bath domestic and foreign invesiment to the
indusirial sector and sizengthen regional industrialisation, the
goversunett offered a seties of ingentives, while creating an
environment conducive to investment, In addition, the
govemnment offered a wids range of incentives to industrialists
tc encourage them to acquire medern and sophisticated
technology in production processes to raise productivity and
improve competitiveness. Even after continuation of an expon-
oniented industrialisation simtegy during the last 25 years and
provision of various fiscal incentives, the industrial base is
narrowly concenirated on a few products, particularly apparel.
A diversification of the indusirial base on a priority basis is
required 10 face the immediate challenges that will emerge with
the end of the Multi-Fibre Agreemenl in 2005 and to expand
the current level of industrial output and cmployment in the
fature. I is also impoitant to develop both economic and social
infrastructure facilities to international standards to atiract
foreign investment to upgrade and diversify the industrial base,
In the meantime, domestic investment in the indusiry should
abso be vigorously encouraged by restricting excessive
domestic borrowing by the government, which tsises imerest
rates and crowds oul private sector investment, thereby
increasing the cost of production and reducing the external
competitiveness of domestic mamufactorers. It is vital that all
provisions in the Fiscal Management (Responsibility) Act
enacted in 2002 are strictly followed without slippage to ensure
that the government fiscal deficils do not exceed the statutory
lmil.

The governmeni announced a series of measures during
the Tirst half of 2002 1o revitalise the economy, especially the
industrial sector. 1 was proposed in Budget 2002 tosetup a
permanent Tarifl Commission to examing and remove
anomalies and distortions in the prevailing tariff structure to
enhance inlemational competitiveness of Sa Lankan produets.
As ad hoc changes 1o the import tanff structure ad versely affect
the investment and production decisions of the investers, it is
crucizl that this Commizsion brings o a clear-cut tariff
structure after affective deliberations with industrialists. The
tariff regime should be transparent and reveal the future
ditection of tariff reforms clearly, so thal the investors can
make well-informed decisions. In order to inerease local value
addition in the indusiral sector and promote backward linkages
i the ecobomy, the tarilf policy should encourage vertical
integration in the industrial sector, rather than encourage
indusirialists to produce final products with imported raw
materials.

A De-regulation Commitiee was set up in 2000 under the
Industrial Promotion Act No 46 of 1990 10 study and promote
deregulation to make the couniry attractive ro foreign
investment. This Committes made several recomimendalions to
the government 1o overcome bowtenecks thai affect business
activity and competitiveness of domestic products. The
gavernment decided to undertake programimes to deregulale the

customs, tariffs and tax administration, labour laws and land
and land tittles by simplifying and unifying existing
procedutes. Ag the deregulation is a continuous progess, the
goveminent re-appointed the Commiktes in 2002 to examine
other areas that need to be de-regulated and 10 monitor the
implementation of the recommendations that had been made
carlier. It is essential that the recommendations of the De-
regulation Committes are effectively implemented, while
continuously reviewing the effectiveness of existing
regntations. The Deregulation Commines has been integrated
into the implementation and monitoring instilutional structure
of the government’s main programme, i.e., Regaining Sri
Lanka,

The Master Plan Study of [ndustrialisation and Invesiment
Promotion, conducted with the assizeance of JICA and UNIDO
in 1999 to formulate an industrial development plan for the
period of 2000-20i0, had recommended a series of straiegies
and programmes for the development of the indusirial sector.
One such programme was (o develop o Techno Park W promole
IT related industry, which is considered 10 be & driving force
in the economy inthe future. JICA undertook 2 follow-up study
in early 2002 to work out an operational plan for the
implementation of the Techne Park in the Greater Colomba
Arca. The final report of the: follow-up study was submitted ko
the government in March 2002. This report recommended
setting up the Techno Park on 158 acres of land at Diyagama
in the Homagama electorate. The park will consist of a cluster
of IT service industries and electronic/electrical industries, all
wilh close linkages 10 academic and research institutions.

As almost all manufacturers in the apparel indusiry
employed theit workforce beyond the legaily stipulated hours,
apparel importaes in US and EU conniries have been insisting
that 511 Lankan manufacturers should not Rout the labour laws
in 31i Lanka to meet buyers’ deadlines. In some instances,
foreipn buyers diverted their purchasing orders to
manufacturers in other countries. To overcome this begally
stipulated barrier, the government in 2002 amended the
Factories Ordinance Act of 1942 {FOA) 1o permit a female
emploves 1o work 6 hours as overtime per month (per anmum
720 hours) compared with 100 hours of overtime per annum
permitted earlier. Further, in 2002, the government also took
steps toward amending the Termination of Employment of
Workmen Act No. 45 of 1971 (TEWA), the Industrial Disputes
Act of 1950 {TDA) and the Employmem of Women, Young
Persons and Children Act of 1956 (EWYCA) to make in the
labour market more flexible and meet the demand coming from
changing market conditions.

In order to overcome the problem of a searcity of skilled
labour in some major industries, the government set up a Skills
Development Fund in 1999 with the key objecrives of
encouraging employers to conduct Job entry training, upgrading
and re-training their employees and lo improve énterprise based
training. The government in Budget 2003 proposed o replace
this Fund with (he Human Resources Endowment Fund with
one. billion rupees. The ebjectives of the Fund are to provide
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tertiary education and vocational training to stedenls and youth
who fulfill stipulaled coiteria, and o upgrade skills such as IT
among corporate employees,

There has long been a demand made by the industrialists
to farmuolate a Jegal framework and set up a special institution
to revitalise sick enterprises. Budger 2003 proposed 1o establish
3 fund, named, ‘Sri Lanka [nfrastructure and Corporate
Restruclunng Fund' to be managed jointly by the pultlic sector
and privale sector. This proposed Fund would mobilise two
tranches of US dollers 75 million each to promote imvestment
in infrastroctore and to help restuciure distressed companies.
The governinent Xpects to reise about half the financial
requirement from intemnational capital markets. It will receive
approximately US dellars 19 millioh currently in the Private
Sector Infrastrueture Development Corporation. However, this
Fund by iself cannot deal with restructuring sick entetprises
in the sbsence of an efective and efficicnt legal framework
with provisions to deal with the all aspects of restructuring and
liquidation.

Under WTO rules and segulalions in importing countries,
it has become necessary that the manufacturers of export
products conform to a variety of standards, especially
environment and labour. It is imponant to educate domestic
manufacturers abaut the roles and regulations that govern
international trade and assist them to prepare 1o face
soccessfully the new trading environment. A Mational Cleaner
Production Centre was inauguraled in May 2002 wiih the
sssistance of the Norwegian government and TINITXG, Under
this project, § workshops and seminars were held in 2002 o
create awareness on cleaner production, 12 andits were camied
out in factorics, and 4 programmes on cleaher production were
implemented in 4 industrial estates.

Incentives to thve Indusirial Sector

[t had been alleged that the preferential tax rates offered by the
governmesik in the past had benefited only a few enterprises and
had resulted in unexpected anomalies. Consequently, it was
proposed Lo rationalise the tax incentives. It was announced in
the Budget 2002 that, while existing exemptions would be
honoured, no new exenptions would be granted afier 31 March
2002. However, new enlerpriscs engaging in non-iraditional
exparts, agriculinre, information technology and allied
services, electronics, indostrial and maching lools manufectuns,
food processing and other designated enmterprises or
investments in excess of Rs. 500 million in specified industrial
and agriculiural services, will be exempted from tax during the
first three years and will be subject Lo a 19 per cent tax during
the following two years,

In order o assist (he domestic garment and textile
inchustries, Budget 2002 proposed 1o exempt fabric from VAT
with effect from [ April 2002 1o Facilitate the free flow of fabric
from factory 10 factory or from a factery in an Expart
Processing Zone to a factory oulside such Zone without
cumbersome documentation. The exemption of fabric from

VAT was expected to simplify procedures and eliminate
delays, allowing apparel expostters 1o respond to buyers
promptly. Budget 2002 also announced the imposition of a flau
fee of Rs.25 per garment sold in the local market by BOL
enterprises, in place of the existing complex mechanisms.
Budget 2003 proposed the establishment of a private-public
pastmership forura of the Sni Lanka Apparel Association to face
challenges posed by the dbolition of the Multi-Fibre Agreement
and to prepare a plan to promole the industry. The government
will provide initial capital for design and product developmem,
market support and Factory modernisation.

[ Budget 2002 the government announced a bevy of | per
cent, called the Ponis and Airporis Developmenr Levy, on ail
cargo imported into 5ri Lanka. Subsequently, this levy was
reduced to .75 per cent of cif value for a1l imports used in
processing for re-expost, and it was furiher reduced to 9.5 per
cenl in Budget 2003 to minimise the effects on the
competitiveness of exponts.

In order to promote regional growth, it was propoesed in
Budgel 2003 to create five Economic Zones (EZs) ont of (he
25 administrative districts and set up an Economic
Corminission for each Zone. A new Board of Tnvestment Act
was passed in 2002 by repealing Board of Investment of Sri
Lanka Law, No.d of 1978 to provide for the establishment of
the BOI and for the establishment ¢f the proposed five
Regional Econotnic Comtnissions, A special fiseal incentive
package was announced in Budget 2603 For enterprises
approved under the new BOI Act, based on regionat location.
For this purpose, the whole igland is classified nte two regions
- the Weslem region as Region | and all other regions as
Region II. Accordingly, an enterprise in Region 1, enpaged in
the manufacture and expon of goods (non-traditional) chat has
a minimum investment of US dolar 150,000 and exports a
minimum of 80 per cent of output will be eligible for a 3 year
tax holiday, a concessionary tax rate of 10 per eent for Lhe
following cwo years and 15 per cent tax from the sixth year
onwards, In contrasl, an enterprise in Region IT will be eligible
for a 5 year tax holiday, a concessionary tax rate of 10 per cent
for the: following taro years and 15 per cent tax from the eighth
year prwards. The expansion of existing vndertakings within
Region 1, with a minimum investment of Re.100 million or
relocation 1o Region H with 2 minimum invesiment of Rs.50
millicn, will be eligible for a 2 year tax holiday, provides that
the investment is fully made before 31 March 2004.
Enrerprizes engaged in indusirial ool and machinery
manufacturing in Region T, with a minimum investment of US
dollars 150,000, will be cligible for a 3 year tax holiday, while
similar enterprises in Region 11 will be eligible for a 5 year 1ax
holiday. In all cases, the tax holiday peried will commence
from the year of commencemsnt of commercial operations.
Similarly, rehabilitated non-perferming or under parforming
industries in Region I and IF will be eligible for a 3 year tax
holiday and a 15 or 20 per cent tax rate from the fourth year
onwards, depending on the activity subject, 10 the completion
of the investment before 31 March 2004
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- Budget 2003 permitted vnlimited rupee credit facilities to
BOLenterprices approved under Section 17 of the BT Act and
corirolled directly or indirectly by persons resident outside Sni
Lanka. Such credit can be granted onty by licensed commercial
banks, the NDB or DFCC Bank. The liberalisation als¢
permitted credit Facilities up to 360 days o buyers resident in
3ri Lanka, by a supplier of goods and services not resident in
8ri Lanka, at a rate of interest nol higher than intemational
market rates, if the supplier insisted on payment of interest,

Under the “Restructuring Programime for the Domestic
Textile Industry” introduced in 1993 to encourage domestic
manufachucers to modernise mills and introduce advanced
techrology in production processes, a total of 130
applications had been received by end December 2002, Of
ithese, 127 applications had been considered for relief
measures. Upon Emalisation of the Tripartite Agreement for
Debi Recovery, the total debl outsianding of 108
manufacturers. amounting 10 approximately Rs.3,386 million,
was iransfereed to the Textile Debr Recovery Fund, by end
December 2002. By end December 2002, 112 enterprises had
submitted restracturingfmodernisation proposals. OF these, 34
enterprises had been endorsed by their banks for financial
facilities required for the implementation of restructuring/
medernisation proposals. During the year, banks/financial
institutions granted loan facilities amounting to Rs.222.5
million to these 34 enterprises 10 implement restructuring/
modemisation proposals.

4.8 Industry Location

The induostrial policy of the government gives pripsity to
minimising excessive concentration of industries in the
Western Province and 1o encouraging the setiing-up of
industries in backward areas of the country ko promote eegional
industrialisation. Recently, the govemnment took several policy
measuras 10 encourage regional industrialisation. However,
most of the industries in the country are still located in the
Western Province due 1o various factors such as proximity to
the harbour and airpott, and close access to product and labour
tnarkets. Inadequake infrastructure facilities in other provinces
have discouraged the regional dispersion of industries. By end
2002, 26 per cem of all enterprises registered in the Ministry
of Industrial Development were located in the Gampaha and
Colombo districts. Subsequently, 73 per cent of all =nterprises
registered under BOT in 2002 were also Jocated in the Coiombo
and Gampaha districts. Excessive concentration of imdustries
it these two districts has created problems of scarcity of labour,
road congestion, escalation of real estate prices, envirotimental
pollation and congestion in the main citics. The government
has taken several steps te assist industry dispersion including
the improvemsnl of infrastructure facilities in the remoter
districts, under the Industrial Parks/Estates Development
Programme, the Dedicated Economic Centre Programme, the
Industrial Township Programme and the Mini-EPZ

Programme.
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BOT has established regional Mini-EPZ's in Mirigama,
Walpitiwella, Mirijjawela, Mawathagama, Polgahawella,
Horana and Export Processing Parks in Malware,
Sectawaka and Kandy by providing infrastructure facilities,
The total investment under the Mini-EPZ's Programme is
estimated at Rs. 5,854 million at end 2002, The
employment generation capacity of these industries is
estimated al 7,845 persomns. Tolal investments in projects
located in the Indostrial Parks are estimaied at Rs. 7,822
million and these enterprises are expected (o generale
12,714 e¢mployment opportunities. The Information
Technology Park located ar the World Trade Cemre will
facilitate IT and software development in the country. The
total investment commitmen! of this project is estimated at
Rs. 157 million and the employment generation potential is
estimated a1 07 persons by end 2002. The government has
alsc proposed to set up a Techno Park at Diyagama to
promote IT related indastries in 2002,

The Ministry of Industrial Development launched a
programme to develop Industrial Estaies outside Colombo by
providing basic infrastructure Facilities. This programme was
launched to encourage investors to set up industrial units
owside the Western Pravince. Under this programme, the
Ministry set up 30 industrial estates in various parts of the
country to ereate employment opportunities for unemployed
yautk in the regions. The allocation of blocks of land to
potential investors to set up industrial onils in some industrial
astates such as Damkotuws, Makadura, Kuruwita, Belliatla,
Madawala, Lakshauyana, Nawagampura, Kollonnawa,
Mintwangeda, Templeburg, Dambadeniya, Ratmalana,
Ddukawa, Karandeniya and Badulla has commenced. So far,
nearly 230 blocks of land have allocated to potential
investors. OF these, 114 projects were in commercial
aperation, employing 9,650 persons.

Under the Two Hundred-Garment Factory Programme,
189 garment factories were in commercial operation in 21
districts at end December 2002, compared with 162 as at end
2004, Of these, 153 factories or 81 per cent were located
outside the Colombo and Gampaha districts. The nocable
feature of this programme was the establishmant of factories in
difficult areas such as Yavamiya, Battticaloa, Trincomalee,
Ampara and Polonnnarawa. At end December 2002, there were
11 factories in the Anuradhapura Distriet, 13 in the Ratnapura
District and 11 in Nuwaraliya Districes, 14 in the Putilam
District and 13 in the Kurunagala District io commercial
opetation. Under the Fifty-Garment Factory Programme
introduced in Budget 998, approvals had been given for 60
garment Factories, by end 2002, Approved projecis under this
programme were provided with apparel quota and BOT
incenlives. The critzrion for selection of these projects was the
intensity of unemployment in the aréa where the projects were
o be lecaled.
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