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Abstract
This paper attempts to estimate Pakistan-Sri Lanka Free Trade Agreement using the gravity model of trade. Panel 

data for the period 1980-2010 across two countries is employed in the analysis. The coefficients obtained from 

the model are used to predict the trade potential of both countries worldwide as well as within specific SAARC 

region. The results expose that Sri Lanka’s existing trade potential with Pakistan is high. Therefore, Sri Lanka 

should explore ways and means to further improve its trade relations with Pakistan and also concentrate more on 

new products to increase its market share as far as possible. However, the volume of trade of Sri Lanka with 

Pakistan is lower than that of India, despite the existing significant potentials. The main obstacles to this end are 

the political, ethnic and social tensions with India, which is the key player of SAARC. Moreover, Sri Lanka and 

Pakistan face several major challenges such as diminishing marginal returns to economic integration, importance 

of non-tariff barriers to trade, homogeneous products and lack of leadership in Pakistan. It is pointed out that Sri 

Lankan entrepreneurs and exporters need to diversify from traditional export markets to industrial markets in 

Pakistan. In addition to that, post-PSFTA scenario explained that Sri Lanka’s trade dependency ratios have 

increased compared with pre-PSFTA scenario. This is evidenced from continuously increased post-PSFTA trade 

deficit. Hence, Sri Lanka should encourage investors from Pakistan to invest in Sri Lanka. Finally, the bilateral 

agreement is compared with SAARC and SAFTA and it is found that due to bilateral agreement there is a 

potential market for new products. In addition, a few important measures that should be taken in order to sustain 

the trade with Pakistan are pointed out.

Keywords: Gravity model; PSFTA; SAARC, SAPTA/SAFTA

1. Introduction
It has been a long felt to needs of both the less developed and developing countries in South Asia Region to 

expand their domestic markets for sustaining economic growth based on Gross Domestic Product (GDP) to 

ensure per capita income to balance the expenditure and capital accumulation based on their international 

resources from Agriculture, Industries, Commerce, Technologies and etc. forming the major sector of economy 

for improving a quality of human life and focusing on social, cultural and political development until the 1980s to 

have signed the South Asian Association for Regional Co-operation (SAARC) and expanding the facilities of the 

local market by means of trade of goods and services with other countries of South Asia. After that the regional
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integration of intra-regional trade had been mooted since middle 1990s. The South Asian Preferential Trade 

Arrangement (SAPTA) was started on 8th December 1995 and South Asian Free Trade Area (SAFTA) was signed 

by the Heads of the regional countries on 12.01.2004. The leaders of the SAARC nations’ expected that SAFTA 

would work well and fulfilled its goals since 2006 at the 12th conference of SAARC in Pakistan.

However, the SAPTA and SAFTA had covered very small and limited products lines of trade among the member 

countries. Meanwhile, two major countries of SAARC have come to dominate other members on intra-regionalC
trade activities. India and Pakistan were not in a position to favour other smaller countries of the SAARC region. 

At the same time, a big competition was started among them due to the military and political situation of the 

region.

Therefore, Sri Lanka looked at bilateralism with greater benefits are concerned in both joint trade and economic 

cooperation that have emerged within the region. The Department of Commerce, Sri Lanka also functions as the 

important point in Sri Lanka for joint commissions on trade and economic cooperation which have been 

established under trade agreements. The Sri Lankan government representative is like Department of Commerce 

(DOC) responsible for co-ordination and conduct of the following Joint Commission/Committees held at 

Ministerial level.

The bilateral agreements Sri Lanka has opened to the door signed agreement with Bangladesh, China, Egypt, 

Iran, Iraq, Maldives, Pakistan, Romania, Thailand, and India. However, the Indo-Lanka bilateral agreement and 

Pakistan-Lanka bilateral agreement are very effective and influence with line of intra-regional trade activities

among the partner countries. The first was signed with India in December 1998 and implemented in March 2000.
/

The second agreement was signed with Pakistan and came onto effect in June 2005. These three nations are main 

and important and most developing partner countries of SAARC. Even as both free trade agreements have 

provided Sri Lanka with important market access to its main trading partners in the region, the reason that is 

three member countries of SAARC have entered into bilateral trade agreements and highlight the significance of 

SAFTA.

Twenty seven years have been completed since the commencement of the SAARC, seven years have passed since 

the beginning of the Pakistan-Sri Lanka Free Trade Agreement (PSFTA), and six years have been completed since 

the start of the South Asian Free Trade Area (SAFTA) and it is now possible to have a better idea of the 

insinuations of all agreements. Meanwhile, total values show the strong benefits for Sri Lanka in terms of export 

growth and reduce of negative imbalances of net trade as well. However, it is pointed out that a few of the studies 

carried out by the experts and researchers show that the actual picture is less encouraging (Deshal de Mel, 2008). 

He further pointed out that the PSFTA has had limited impacts on trade. Thus so far and the efficacy of the 

agreement and lessons for other countries can be considered on this point of view.

2. Significance of the Study

Today it has become necessary to evaluate the importance and the magnitude of the changes brought about in the 

Sri Lankan economy by the trade-creation of regional trade and to make the developing countries know of the 

usefulness in advantages of the international trade to the 3rd world countries and compared the benefits.

Trade- creation trade-expansion and trade-diversion resulted by the regional trade have considerably changed 

the size and quantity of Sri Lankan economy in international trade as well as bilateral trade. Consequently these

79



A.A.M.Nufile , S.Santhirasegaram , and S.M.M.Ismail /  Proceedings o f ICME 2013 (ISBN: 978-955-1507-23-7)

changes have influenced pthe Sri Lankan economic growth necessary for economic development, energy 

development and social development. From point of view this research becomes necessary, because economics 

and politics are interlinked.

3. Research Problem

As the international trade has become prominent in the activities of trade liberalization it has opened the 

windows of arrangement as it became inevitable for all countries to prosper. Almost all countries have engaged 

themselves in international trade with one face and with other face in intra-regional trade as well as bilateral.

In this context, despite several international crisis and issues, Sri Lanka also has opened her economy with the 

objective of building up its economy with the system of regional integration, mutual co-operation and expanding 

market activities with the goods and services in order to commercialize the country for the poor and rich 

community to live with social and ethnic cohesion. However, Sri Lanka has not gained net trade benefits after the 

trade liberalization except 1978. Of the problems faced by Sri Lanka from the point of such trade liberalization 

most important question posted is as to how long these free trade is going to last.

Based on the above main research question, this study seeks to find out the answer for the two research questions 

regarding Sri Lanka’s current bilateral trade with Pakistan. First, whether within the approach of bilateralism 

which takes at given level of trade barriers or negative list between two countries are the good or bad for Sri 

Lanka? Second, whether after taking into account the possible effects of trade agreement the trend is good or bad 

for Sri Lanka? To access these two questions three objectives and four hypotheses framed.

4. Objectives of the Research

In this context, this paper would examine the structure of bilateral agreement and evaluate that agreement 

impact on trade between Sri Lanka and Pakistan and post-mortem of progress of the SAARC and SAFTA. It also 

attempts to make a formal analysis of research questions by using a regression model of bilateral trade to 

examine whether Sri Lanka’s bilateral trade is lower or higher than what is predicted by the economic model. On 

this background this research has three objectives aiming to find out mainly the trade relationship of Sri Lanka 

with Pakistan after the trade agreement and the achievement of net trade advantages by Sri Lanka.

The following are the specific objectives of the study after having observed the benefits of SAARC, 

SAPTA/SAFTA, and PSFTA.

1. To identify the changes taken place with the result of Sri Lanka trade relationship with Pakistan 

since the inception of trade liberalization to 2010.

2. To analyse the outcome of the trade-expansion based on the implementation of trade agreement.

3. To compare the over role performance of SAARC with SAPTA/SAFTA after the liberalization.

5. Hypotheses

The following hypotheses have been framed as test-parameters to assess and analysis the benefits derived 

through the Sri Lankan bilateral trade with Pakistan after the trade liberalization.

1. If the GDP is bigger; there will be more opportunity for more trade between the two countries; so it

is expected a positive sign for the coefficient of GDP.
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2. Per capita GDP provides a good proxy for the level of development and infrastructures essential to 

conduct trade. So it is expected a positive sign for the coefficient of PCGDP variable.

3. TR/GDP variable indicates the level of openness and dependency ratio of the country. The more 

open the country is the more would be the trade activities. So it is expected a positive sign for this 

variable.

4. Bilateral trade agreement has created trade expansion and reduced trade deficit in Sri Lanka.

□
6. Scope of the Study

The evolution of the existing trade pattern and trade system will provide a valuable insight, which will greatly 

facilitate trade and economic development in Sri Lanka. This investigation will help planners and policy makers 

to understand the system clearly in a better way and to utilize the different possible and profitable of 

international trade and market more efficiently for successful practices and profits.

This study mainly focuses on the intraregional trade and bilateral trade pattern in Sri Lanka which is founded on 

the idealism of trade liberalization after 1977 and investigates the level of trade creation and horizon of the trade 

expansion of Sri Lankan’ foreign trade and factors required policy wise attention to improve the trade extension 

and quality. This investigation based on quantitative research carried out in the area of SAARC and SAFTA which 

has narrowed down the scope of the broader of concepts of liberalization and regionalization in the Indian Ocean.

7. Study Design and Methods

In order to estimate of the study methodology is handled under the following sub section and gravity analysis 

model is applied with variables such as GDP, Per capita GDP, Openness ratio/ trade dependency ratio, bilateral 

dependency ratio, and Exchange rate. 1

7.1 Sam p ling  D esign

The research results were obtained through Minitab software using gravity model. The gravity model research is a 

pioneer research carried out on Bangladesh, by Rahman (2003). He has analysed the bilateral trade of the 

Bangladesh’s trade with its major trading partners and also, Hirantha (2003) has used gravity model for his 

research on intra-regional trade of SAARC countries. They have explained the trade-diversion and trade-creation 

effect by their researches.

Our research model has based on gravity model as follows;

Log (X ijt) = P0+P1 log (PCGDP h * PCGDP jt) + p2 log (Xu/GDP it) + p3 log (Xyt/GDP jt) + p4 log (ER ijt)
+ Uijt

Where:

Xijt = Total trade (US $ in millions) between Sri Lanka and Pakistan at t time, so-called ‘bilateral trade’.

PC GDPit (PC GDPjt) = per capita GDP (US $ in Current Market Price) of Sri Lanka and Pakistan at t 

time.

Xit/GDPn =Trade-GDP ratio (US $ in millions) of Sri Lanka at t time. So-called ‘openness ratio’ as well as 

‘trade dependency ratio’
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Xijt/GDPjt = Trade-GDP ratio (US $ in millions) of Sri Lanka and Pakistan at f time. So- called ‘bilateral- 

trade to GDP ratio’ as well as ‘bilateral dependency ratio’

ERijt = Nominal Exchange Rate of Sri Lanka and Pakistan at t

U ij is error term.

Po, Pi, p2, P3, P4 = parameters; t = time period.

8. Literature Review

Many studies have been attempted to find out the economic integration such as SAARC, SAFTA and Free Trade 

Agreements. The survey of literature aims to establish certain significant winding up regarding the free trade and 

bilateral trade. There is a huge amount of literature survey on the subject of trade or international trade and a few 

significant works have been built-in the current study. This study is an attempt to bring out some empirical 

works on intra-regional trade among the member countries. Especially, it is tried to estimate Sri Lanka’s trade 

relationship with her partner nations which are members of SAARC and SAFTA.

Mehta and Kumar (2004) argued that starting of SAFTA was a land mark in the evolution of SAARC which was 

formed in 1995. SAARC would benefit if its cooperation would expand beyond formal trade. That means SAARC 

should convert from political regionalism into intra-regional trade bloc. Rahman (2003) gave evidence on their 

gravity model, elimination of trade barriers and structural rigidities originating from adverse political 

relationship could lead to substantial increase in intra-SAARC trade.

Hassan, et al. (2001) have done their researches using gravity model. They declare through the arrangement of 

regional trades among the SAARC members neither the trade-creation nor the trade-diversion effects has 

occurred in the SAARC countries. They found that liberalization of trade in SAARC countries offers significant 

benefits for all the countries in the region. The results show that the variables of GDP, GDP Per capita and 

distance to be highly significant at the 1% level but BORDER not similar.

Hirantha (2003) has done a gravity base model analysis regarding to SAPTA and SAFTA. He used the gravity 

model analysis to examine the progress of SAPTA using panel data cross sectional data for the period of 1996- 

2002. His gravity model results explained that there is a significant trade creation effects under SAPTA and finds 

no facts of trade diversion effect with the respect of the world.

Moktan (2008) employed the gravity equation to examine of intra-regional trade exports and trade-creation and 

trade-diversion effects of trade agreements in SAARC nations. His investigation of gravity model has included a 

pooled panel data for the period of 1980-2005. The regressions are designed to evaluate economic effects as 

follows, pre-SAARC/pre-SAPTA and post-SAARC /post-SAPTA. According to the study, the sign of the 

coefficients for the member countries’ GDPs, Populations, Distance, Common border, Common currency, Island 

and Port are as expected, and are statically significant. The impact of Devaluation of Real Exchange is found to be 

positive, however largely insignificant. And the variable of landlocked has a significant positive impact to the 

intra-trade.
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9. Pakistan- Sri Lanka Free Trade

9.1 Origin o f  the A g reem en t

Pakistan-Sri Lanka free trade agreement is a significant symbol of the impressments of bilateral concept among 

them. It indicates the major role of the intra-regional trade activities and as well as bilateral activities to be played 

by them as member countries of SAARC. Both these two countries give the impression of the partner countries 

apart from SAARC and SAPTA/SAFTA as that tried to enjoyed benefits from different ideologies. In other words, 

having obtained significant market access in Pakistan through PSFTA, Sri Lanka was teen on doing the same 

think with other major economies in the South Asian region through negotiation of the PSFTA on 1st day of 

August, 2002 and originally both two countries have signed a bilateral trade agreement in 1984. However, the last 

session (9th session) was held in Colombo during 12-13 May 2005 between the Commerce Ministers level. The 9th 

session of the Diplomatic Notes confirming that to each other of completed domestic legal procedures were 

exchanged for implementation of Pakistan-Sri Lanka Free Trade Agreement which began implementation on 12th 

June 2005.

In PSFTA Article -I clearly defined objectives of the agreements with relevant requirements of GATT, 1994. The 

key objective of this free trade agreement is to expand bilateral trade, offering a comparative advantage over the 

products originated from other supplying counties as well as to promote through the expansion of trade in goods 

and services, the harmonious development of economic relations between Pakistan and Sri Lanka, to provide fair 

conditions of competition for trade in goods and services activities between Pakistan and Sri Lanka, to contribute 

best to remove the barriers to trade in goods and services, to promote harmonious development and to witness 

expansion of bilateral as well as world trade activities.
I

j

9.2 Structure o f  the A g reem en t

According to the agreement, all the provisions are favourable to account for the irregularity between the two 

countries and are more positive for Sri Lanka which has a larger negative list and longest tariff liberalization 

periods observed in the process of analysis with selected variables with gravity model.

According to the table No:i Pakistan is given 206 tariff lines with 6 digit level for immediate zero duty while Sri 

Lanka is only offered about 102 goods and services with same 6 digit level for immediate zero duty. This is 

favourable for Sri Lanka in the Pakistan market access to over 4000 duty free items offered for 3 years. Whilst, 

Sri Lanka has offered Pakistan in the Sri Lankan market over 206 tariff lines with the average of 25 % duty free 

per annum.

The negative lists have indicated that facts that same goods and services were produced and exported by both 

countries. The Table no: 1 clearly shows that total number (1237) of items are listed by the contracting parties 

with lines of negative list which never finished without duty free or non-barriers into the both country’s markets. 

The negative items listed by Pakistan are such as tea, textiles and garment items, rubber products, paper products 

dairy products, plastic products, footwear, and ceramics items. In case of Sri Lanka it has listed as a negative list 

of items such as agricultural products, rubber products, paper products, footwear, ceramic items, metals 

products, motor vehicles, and parts for revenue purposes. It seems to be same and favourable for Sri Lanka 56 % 

and balance 44 % for Pakistan.

Table 1. Duty Concession of PSFTA

Duty Concession Pakistan’s Commitments Sri Lanka’s Commitments
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(number of tariff lines) (number of tariff lines)

Negative list (no concession) 540 697

Immediate zero duty concession 206 102

Tariff rate quotas

Tea: duty free 10,000 MT 4
Apparel: 35 % MOP 3mm pieces 21

Basmati rice: duty free 6,000 MT 1

Potatoes: duty free 1,200 MT 1

Product entitle for margin of preference

(MOP)

Betel: 20 % MOP 1

Cosmetics: 50 % MOP 11

Tariff Liberalization Programme 34 %,67 %,ioo % reduction over 3 20 %, 30 %,40 %, 60 %, 80 %

years (ended in June 2008) 100 % reduction over 5 years

(ended in 2010)

Source: Deshal de Mel (2008)

The Table no: 1 explained that duty concessions of tariff quotas are also favourable to Sri Lanka. For example, Sri 

Lanka can export 10,000 MT of tea to Pakistan annually without restrictions. Otherwise the exit of export over 

10,000 MT will be faced by the Most Favourable Nation’s (MFN) tariff rate. The Table-i further explained that 

Betel leaves could be exported by Sri Lanka under a margin of preference (MOP) of 20 %. Before it is revised it 

could be exported by Sri Lanka under a tariff rate quota of 1200 MT betel annually. According to the garment 

items, 3 million pieces of garment were exported from Sri Lanka within 21 tariff ranks providing a 35% MOP, only 

for maximum of 200,000 pieces per tariff line (see also Deshal de Mel 2008:12).

At the same time, Pakistan has provided five lines of ceramic items under MOP to Sri Lanka as 20 % of the MFN 

applied rates. Sri Lanka will export to Pakistan betel leaves under a MOP of 20 % of the MFN applied rate. And 

eleven tariff lines of herbal cosmetic items exported by Sri Lanka will receive a 50 % MOP on the applied MFN 

rate deserving the expression of gratitude. Whilst, Sri Lanka provided tariff rate quota to Pakistan for Basmati 

rice (6,000 MT) will get zero tariff per year. While, in case of potatoes, 1,000 MT of potatoes can be exported to 

Sri Lanka without duty. But these system of export should be followed by the schedules like 2/3rd potatoes 

between June-July and balance i/3rd October-November of every year (see also Deshal de Mel 2008:13).

9. Economic Relationship between Pakistan and Sri Lanka

The study of intra-regional trade indicates that every contracting party gets benefits equally. Meanwhile, any two 

countries tried to make joint efforts towards the line of intra-regional trade or bilateral activities with the hope to 

gets mutual benefit. Before the bilateral agreement is brought into practice one country has been experiencing 

deficit or negative balance of payment even that trade deficit for long. Reason for that is that those two countries 

will join and try to share benefits among them through integration or mutual agreement. Under this situation, it 

is examined that Sri Lanka’s trade relationship with Pakistan will never touch in favour of Sri Lanka even for 

single year after 1985. The Appendix No: 1 clearly shows that the balance of trade was zero only in 1997.

The period of study (1980-2010) has explicated that the bilateral trade was relatively more positive to Pakistan

other than to Sri Lanka. The above table and graphs express clearly bilateral trade was how much favourable to
84



A.A.M.Nufile , S.Santhirasegaram , andS.M.M.Ismail /Proceedings oflCME 2013 (ISBN: 978-955-1507-23-7)

Pakistan. First decade of 1980s has indicated the positive trade balance to Sri Lanka but in case of other three 

decades (1990S-2010S) it shows that the balance of trade was favourable only to Pakistan. The situation of 1 

average exports of Sri Lanka to Pakistan was 38.23 $ M in 1980s (1980-1989), 30.8 $ M in 1990s (1990-1999),

44.2 $ M in 2000s (2000-2009), and 47.24 $ M in 2010. However, in the case of average growth rate of exports it 

was favourable to Sri Lanka for the first decade of 1980s and in the meanwhile it did not support the situation in 

1990s. For example, the table no: 2 shows that the average growth rate was 7.42 percent in 1980s and -2.07 

percent in 1990s. But after that it had to change in 2000s as 7.58 percent and it has further changed by 33.2 

percent, -5.2 percent, 29.1 percent, -22.54 percent and 9.1 percent per year from 2006 to 2010. Hence, the change 

of average exports was as 8.73 percent annually. Another justification is that Sri Lanka’s average exports of total 

trade of Sri Lanka have only 0.65 percent annually since 1980 to 2010 to Pakistan. This is the evidences of the 

mixed impact of bilateral agreement in case of Sri Lanka.

Table 2. Sri Lanka- Pakistan Bilateral Trades (1980-2010)

Values in US $ Million

Year Exports 

(from Sri 

Lanka)

Ave. 

growth 

rate %

Imports

(from

Pakistan)

Ave. 

growth 

rate %

Balance of 

Trade 

(BOT)

Sri Lanka’s 

Total Trade

%of

bilateral in 

Sri Lanka’s 

total trade

1980 34-2 7.42* 29.9 11.99* 4-3 3067.8 2.09

1990 32 -2.07* 51 14.46* -19 4530 1.83

2000 29.7 7-58* 72.17 9-34* -42.47 12146.8 0.84

2006 58 33-18 147 27.13 -89 17135.71 1.19
2007 55 -5.17 178 21.09 -123 18936.5 1.07

2008 7i 29.09 192 7.87 -121 22201.8 1.19

2009 55 -22.54 197 2.60 -142 17291.1 1.46

2010 60 9-1 282 ~ 43.15 -222 21818.7 1-57
Sources: IMF (1987-2003), ‘Direction of Trade Statistics Year Book’. 

Central Bank of Sri Lanka (2006-2010), ‘Annual Report’.

* 1980s, 1990s and 2000s

According to the table no: 2 Sri Lanka’s imports never have positive attitudes to the country. For example, the 

position of average imports of Sri Lanka from Pakistan have been 34.35 $ M in 1980s (1980-1989), 65.234 $ M in 

1990s (1990-1999), 122 $ M in 2000s (2000-2009), and 282 $ M in 2010. The average growth rate of imports 

has been favourable to Pakistan for all decades of 1980s, 1990s and 2000s. For example, the average growth rate 

of imports was 34.35 percent in 1980s 65.234 percent in 1990s and 122 percent in 2000s and it has further 

changed to 27.13 percent, 21.1 percent, 7.87 percent, 2.6 percent and 43.15 percent per year from 2006 to 2010. 

Hence, the change in average rate of imports has as 20.4 percent annually. Another way to express it is that Sri 

Lanka’s average import in total trade was 0.9 percent annually since 1980 to 2010 from Pakistan. Further, 

average bilateral trade of Sri Lanka’s was 1.56 percent annually in total trade of Sri Lanka since 1980 to 2010. It 

has proved that the positive impact of bilateral agreement was on Pakistan rather than on Sri Lanka.

11. Results of Gravity Model

11.1 Economic Im pact by Trade Liberalization

In the Table No: 3 Sri Lanka-Pakistan bilateral trade activities are explained with the analytical indicators of 

variables through per capita income, gross domestic product (GDP), trade to GDP ratios or openness intra-trade
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to GDP ratios and exchange rate for the periods of 1980-2010 (P=o.oi). Hence, per capita income and intra- 

regional trade are meaningful influences into the bilateral trade but openness ratio in the GDP and Exchange rate 

negatively influence into the bilateral trade. Clearly explained that the table no: 3, when per capita income of both 

counties increased by 1 US $ the bilateral trade had been increased by 0.036303 M US $. However, the trade 

ratio of the GDP is changed by 1 unit the Sri Lanka’s bilateral trade with Pakistan it is declined by 5577 US $. It 

means that, there is no trade expansion among them if Sri Lanka removed the trade barriers partiality. Besides, 

the reason of 1 unit of changed in the intra-regional trade ratio in the GDP the bilateral trade between Sri Lanka 

and Pakistan has increased by 9976 US $. Therefore, both countries have necessarily removed barriers 

simultaneously. That is a good example for mutual free trade of these two countries that has led to trade- 

expansion among the partner countries. However, the exchange rate has negatively impacted on Sri Lanka’s 

bilateral trade. This is other evidence that Sri Lanka’s partiality devaluation of currency did not support the trade- 

expansion. Regression result shows that the exchange rate depreciation was by 1 percent the bilateral trade was 

decreased by 1730 US $.

11.2  E con om ic Im p a ct by Sj\A R C

Other necessary test was to see whether the SAARC could be able to change Sri Lanka’s bilateral trade activities 

with Pakistan after the formation of SAARC. According to the Table No: 3 Sri Lanka-Pakistan bilateral trade is 

explained through per capita income, gross domestic product (GDP), trade to GDP ratios or openness intra-trade 

to GDP ratios, and exchange rate for the periods of 1985-2010 (P=o.oi). Hence, per capita income, openness 

ratio in the GDP and intra-regional trade are meaningful influences on the bilateral trade at 1 percentage of 

confidence level but Exchange rate is negatively influencing on the bilateral trade. It is clearly explained that the 

table no: 3, when per capita income of both countries are increased by 1 US $ the bilateral trade are also increased 

by 0.035584 M US $. Relatively per capita income slightly less (-0.000719) influencing on bilateral activity of 

post-SAARC scenario. However, the trade ratio of the GDP is changed by 1 unit the Sri Lanka’s bilateral trade 

with Pakistan is increased by 1482 US $. It means that, there is trade -expansion that occurred among them if 

both countries removed the trade barriers mutually by 1 percent. Although, the reason for 1 unit of changed in 

the intra-regional trade ratio in the GDP the bilateral trade between Sri Lanka and Pakistan also has increased by 

12439 US $. This evidence explained that intra-regional trade had been increased after the formation of SAARC 

by 2463 US $. Therefore, both countries have carefully removed barriers simultaneously under the regional 

trading bloc. However, the exchange rate has negatively impacted on Sri Lanka’s bilateral trade. This is other 

evidence that Sri Lanka and Pakistan are competitive devaluation of their currency did not support the trade- 

expansion for both countries. Regression result shows that the exchange rate depreciation by 1 percent the 

bilateral trade is decreased by 4721 US $.

11.3  E con om ic Im p a ct by S A P T A /S A F T A

Further necessary test done was that the free trade could be changed Sri Lanka’s bilateral trade activities with 

Pakistan after the formation of South Asian Preferential Trade Agreement or establishment of South Asian Free 

Trade Area. According to the Table No: 3 Sri Lanka-Pakistan bilateral trade is explained through the selected 

variables namely per capita income, gross domestic product (GDP), trade to GDP ratios or openness intra-trade 

to GDP ratios, and exchange rate for the periods of 1995-2010 (P=o.oi). Hence, per capita income, openness 

ratio in the GDP and intra-regional trade are found having meaningful influences in the bilateral trade at 1 

percentage of confidence level but exchange rate is negatively found having influences in the bilateral trade. It 

shows that clearly explained in the table no: 3, when per capita incomes of both countries are increased by 1 US $ 

the bilateral trade is increased by 36597 US $. Relatively per capita income has highly (36596.96442) influenced
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the bilateral activity of post-SAPTA/SAFTA scenario. Meanwhile, the trade ratio of the GDP was changed by 1 

unit the Sri Lanka’s bilateral trade with Pakistan was increased by 6271 US $. It means that, there is a trade- 

expansion occurred among them if both countries removed furthermore trade and non-trade barriers mutually by 

1 percent. Although, the reason for 1 unit of changed in the intra-regional trade ratio in the GDP the bilateral 

trade between Sri Lanka and Pakistan has increased by 15620 US $. This evidence explained that intra-regional 

trade had been increased after the formation of SAPTA/SAFTA by 3181 US $. Therefore, both countries have 

carefully removed all unnecessary barriers simultaneously under the regional trading bloc. However, the 

exchange rate negatively is impacted on Sri Lanka’s bilateral trade. This is other evidence that Sri Lanka and 

Pakistan are observed in competitive devaluation of their currency not supported to promote trade-expansion for 

both countries. Regression result shows that when the exchange rate is declined by 1 percent then the bilateral 

trade has been decrease by 62161 US $.

11.4  E co n o m ic Im p a ct by the P SF T A

The PSFTA which came into effect in June 13, 2005 is found satisfactory with the increasing in the volume of 

bilateral trade between two countries. Further, there is massive untapped potential in this area and with collective 

effort the trade volume could go over US $ 1 billion. An institutional infrastructure in shape of the Free Trade 

Agreement (FTA) on goods, bilateral investment, and mutual of understanding on customs could be benefited 

after the negotiation and finishing services and investment chapters of the FTA.

Pakistani agricultural products provide a cheaper and higher quality alternative to Sri Lankan imports from such 

countries as Australia and even South and Latin America. This in no way would struggle with local farm products 

and add to the diversity to the advantage of consumers of the country. In this line, Sri Lanka and Pakistan benefit 

from a strong and long standing bilateral multi-faceted relationship including economic co-operation. Further, 

there is unused, vast potential for enhancing trade for both countries to explore using the tariff concession 

available under the FTA. Despite the concessions available under PSFTA, Sri Lanka’s exports to Pakistan 

accounted for less than 1 (0.65 % of total trade) percent of total exports of the country.

The Export Development Board (EDB) of Sri Lanka has taken efforts to promote value added products such as 

packet tea, confectionery products, herbal healthcare products, ayurveda products, wood based modular 

furniture, rubber products, gems and jewellery, porcelain tableware, paint and varnishes, pre-fabricated steel 

products, electrical wiring accessories, LV panel boards, MCBs, switch boards and power panels, spiral duct work 

and accessories, and etc. to the Pakistan market through this agreement.

Pakistan is the second largest trading partner of Sri Lanka in the SAARC/SAFTA region. According to the Central 

Bank Annual Report- 2010, it was found that Pakistan was the 26th export intention for Sri Lanka in 2010 

accounting for nearly 0.7 percent of total exports in value terms while it has been the 10th largest import origin 

contributing to over 2 percent of total imports in Sri Lanka in 2010. Trade between the two countries had grown 

during the recent past except 2009. According to the Sri Lanka’s Central Bank Report (2011) and 

http://elibrang.data.imf.org/ data, the value of total trade between Pakistan and Sri Lanka which stood at US $ 

160 million in 2005, and has increased up to US $ 406 million in 2011 recording a 15 percent average growth 

during this period. On other hand, average increase in bilateral trade among them is about US $ 35.2 per year 

after 2005.

Table 3. Regression Results (1980-2010)

Influence Factors on Sri Lanka -Pakistan Bilateral Trade: A  comparison with SAARG, SAPTA/ SAFTA 

and PSFTA
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Predictor/ Post- Post- Post- Post-

Variables liberalization SAARC SAPTA/ PSFTA “t” Value Probability Value

* (1980-2010) (1985- SAFTA (2005-

2010) (1995- 2010)

2010) 1980/10 1985/10 1980/10 1985/10

Coefficient

Constant -3639 -5863 -0.33 -0.42 0.747 0.678

PC GDPijt 0.036303 0.035584 18.66 16.84 0.000 0.000

Xit/GDPit -5577 1482 -0-57 0.12 0.572 0.902

9976 12439 4-85 4.78 0.000 0.000

Xijt/GDPit -1730 -4721 -0-34 -0.74 0.735 0.467

ERijt

1995/10 2005/10 1995/10 2005/10

-430351 2.4212 -3-18 4-03 0.009 0-155
Constant 36597 0.57010 3-24 12.71 0.008 0.050

Log (PC 6271 - 0.20 -0.56 0.847 0.675

GDPijt) 15620 0.05280 1-35 18.06 0.203 0.035

Log -62161 1-04533 -2.47 -2.41 0.031 0.250

(Xit/GDPit) -0.2768

Log

(Xijt/GDPit)

Log

(ERijt) -

“R2” % 98.2 98.2 95-5 100

“F” Value 350.30 294-55 57-79 1216.36

“P” Value 0.000 0.000 0.000 0.022

«DW” 1-84433 1.91622 1.99672 3.17271
statistic

“VIF” 1.3 to 2.9 1.6 to 2.9 1.5 to 14.9 3.1 to 8.7

Estimated

Sri Lanka has exported mainly the basic goods including sheet rubber, betel leaves, other natural rubber, coconut 

fresh nuts, desiccated coconut, crepe rubber, pepper, woven fabrics, lentils and tea in mass to Pakistan market. 

The average exports of Sri Lanka was US $ 59.3 million annually after PSFTA while average imports of Sri Lanka 

was US $ 206.4 million annually. The total impact of PSFTA accounted as an average rate of exports has a record 

of 9 percent per year but average rate of imports was 17 percent annually. Therefore, Sri Lanka still waits for good 

opportunity to enter into the Pakistan market.

Additional test shows that the free trade system could be able to change Sri Lanka’s bilateral trade activities with 

Pakistan after Pakistan-Sri Lanka Free Trade Agreement. According to the Table No: 3 Sri Lanka-Pakistan 

bilateral trade could be explained with the aids of variables through per capita income, gross domestic product 

(GDP), trade to GDP ratios or openness intra-trade to GDP ratios, and exchange rate for the periods of 2005-
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2010 (P=o.oi). Hence, per capita income and intra-regional trade are showing meaningful influences in the 

bilateral trade at l percentage of confidence level but openness ratio in the GDP and exchange rate is negatively 

influencing the bilateral trade. The table no: 3 clearly explains that, when the per capita income of both” countries 

increased by 1 US $ the bilateral trade could be increased by 0.57010 M US $. Relatively per capita income highly 

(20413 US $) influences the bilateral activity of post-PSFTA scenario. However, the bilateral trade ratio of the 

GDP is changed by 1 unit the Sri Lanka’s bilateral trade with Pakistan is declined by 0.05280 M US $. It means 

that, there is no trade-expansion occurred among them if both countries have added more goods and services in 

the negative list. Although, the reason for 1 unit of change in the intra-regional trade ratio in the GDP the 

bilateral trade between Sri Lanka and Pakistan has increased by 1.04533 M US $. This figure explained that intra- 

regional trade has increased after the free trade agreement by 88913 US $. Therefore, both countries carefully 

have reduced their negative list simultaneously under the trade negotiation. It would more useful to both 

countries and Sri Lanka particularly. However, the exchange rate has negatively impacted on Sri Lanka’s bilateral 

trade. This is other evidence that Sri Lanka and Pakistan are competitive devaluation of their currency did not 

support to trade-expansion for both countries. Regression result shows that the exchange rate decline by 1 

percent the bilateral trade also decreases by 0.2768 US $.

12. Discussion and Conclusions

In this paper, the bilateral trade agreement that Sri Lanka has entered with Pakistan, is analysed as to the 

structure of the respective agreement and the trade impact of this. It was found that whilst the agreement has 

provided significant market entrance to Sri Lanka full advantage has not been taken to this market right to utilize 

due to certain reasons. However, Sri Lanka enjoys duty free market access on 206 products in the Pakistani 

market, while Pakistan, gained duty free access on 102 products in the Sri Lankan market. The aim of a free trade 

agreement is to reduce barriers, to facilitate exchange so that trade can grow as a result of specialization, division
1

of labor, and most importantly via comparative advantage (Masood 2010).

Sri Lanka's main exports to Pakistan include natural rubber, copra, tea, coconut, spices, betel leaves. A range of 

new products have also been penetrated into the Pakistan market after the implementation of the PSFTA, 

including fresh pineapple, sports goods, tamarind with seeds, edible oil, porcelain tableware & kitchenware, 

ceramic tiles, furniture, electrical switches and sockets, herbal cosmetic products and plastic articles, paints, glass 

paintings, leather products, frozen fish, prawns, lobsters, crabs, cut flowers and foliage, gems & Jewelers and 

aquarium fish. Pakistan has implemented its final phasing out commitment in March 2009 and Sri Lanka has 

now duty free market access for more than 4500 products. Sri Lanka has also completed its 4th phasing without 

commitment.

Furthermore, regression result has shown that trade -expansion has occurred significantly for both countries but 

Sri Lanka’s trade deficits were found highly with Pakistan. The negative list has shown big restrictions for Sri 

Lanka and has remained certain barriers to trade despite the existence of the free trade agreements and these 

barriers are indicated this paper. In addition to this, it was pointed out that Sri Lankan producers and exporters 

need to be more open to diversifying from traditional export markets in Pakistan. As a final point, the bilateral 

agreement was compared with SAARC and SAFTA and it was found that the new products much are needed to be 

improved in order to have an impact on trade within Pakistan and some steps that could be taken in this regard 

were pointed out.

Anyhow, Sri Lanka will have to improve the quality of its exports products and minimize the cost of production to 

permit it to compete well with others in Pakistan market. However, Sri Lanka’s trade value with Pakistan is still
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low compared to other countries. Further both counties are more or less in the same phase of development, have 

similar products and productive skills, and hence would not fulfil each other’s goals and needs even if trade 

barriers were removed (Nazia Gul and Hafiz M. Yasin 2011). Therefore, economic development is the vital path 

for Sri Lanka show and its product goods and services to be in the line of increase are always to ensure more 

capital accumulation and income for GDP and GNI to stabilize these situation local product should be consumed 

more by the local peoples at low price based on low-cost of product.

Another point of view that the launch of SAFTA in 2006 has resulted in significant changes in custom tariffs and 

reduced trade-related barriers for the goods and services which have also taken under PSFTA. Hence, sometime 

PSFTA pointless, therefore, there is still opportunity for further trade liberalization between them. Trade barriers 

and sensitive list need to be reduced between Sri Lanka and Pakistan. It will help them mutually to get benefits 

other than partiality.
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Sri Lanka- Pakistan Bilateral Trades (1980-2010)
Appendix: I

Values in US $ Million

Year Exports (from 
Sri Lanka)

Imports (from 
Pakistan)

Balance of Trade 
(BOT)

Sri Lanka’s Total 
Trade

% of bilateral in Sri 
Lanka’s total trade

1980 34-2 29.9 4-3 3067.8 2.09
1981 55-5 17.8 37-7 2929.5 2.50
1982 38.2 17.6 20.6 2769.4 2.01
1983 29.7 13-5 16.2 2848.6 1.52
1984 34-2 17.1 17.1 3281.2 1.56
1985 27.3 33-8 -6.5 3096.7 1.97
1986 33-8 46.1 -12.3 2992.1 2.67
1987 31.4 46.7 -15.3 3390.7 2.30
1988 53 70 -17 3740 3-29
1989 45 51 -6 3627 2.65
1990 32 51 -19 4530 i 1.83
1991 32 74 -42 5048 ; 2.10
1992 29 67 -38 5961 ! 1.61
1993 35 55 -20 6864 1.31
1994 43 61 -18 7431 1.40
1995 43 52 -9 8282 1.15
1996 37 69 -32 8829 1.20
1997 38 38 0 99ii 0.77
1998 26.94 90.63 -63.69 11083.3 1.06
1999 30.82 94-71 -63.89 10877 1.15
2000 29.7 72.17 -42.47 12146.8 0.84
2001 24.87 73.82 -48.95 10453-2 0.94
2002 28.84 65.69 -36.85 10702.7 0.88
2003 36.73 70.98 -34.25 11805.2 0.91
2004 39-45 107.92 -68.47 13757 1.07
2005 43-55 115-63 -72.08 15209.9 1.05
2006 58 147 -89 17135.7 1.19
2007 55 178 -123 18936.5 1.07
2008 71 192 -121 22201.8 1.19
2009 55 197 -142 17291.1 1.46
2010 60 282 -222 21818.7 1.57

Sources: IMF (1987-2003), ‘]Direction of Trade Statistics Year Book’.
Central Bank of Sri Lanka (2006-2010), ‘Annual Report’. And http://elibrang.data.imf.org/
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