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Preamble

The concept of Regional Economic Integration (REI) was first introduced by Bela Balassa 
way back in 1953, at which time the European Economic Union (EEC) had not even been 
formed. However, since the publishing of Belassa’s article, a lot of emphasis was paid to establish 
economic integration, mainly in the form of “Trading Blocs” and also to sign multi- lateral and 
bilateral agreements to augment international trade and especially for the improvement of free 
trade between nations.

 
This article, with real-life examples, critically analyses the evolving trends of REIs, the 

prerequisites a country should domestically possess when moving free trade agreements, the 
deficiencies in International Trade in Sri Lanka when compared to other nations, the role of 
diplomats towards international trade and free trade, and finally, whether a nation like Sri Lanka 
can enjoy economic prosperity through REIs.

Introduction

REI occurs when two or more countries located in a geographic area form an agreement to 
focus on international trade, free trade and to resolve common issues relevant to these countries, 
and thereby aid in achieving economic growth and other predetermined objectives. During 
the last 04 decades or so, many trading blocs were formed in the world; The North American 
Free Trade Area (NAFTA) formed in 1994, South Asian Association for Regional Cooperation 
(SAARC) formed in 1986, and the Association for South East Asian Nations (ASEAN) formed in 
1967, are few examples for trading blocs out of many. The oldest trading bloc is the European 
Economic Union (EEC) formed in 1957.

Generally, the objectives of forming a trading bloc are multi- dimensional; for instance, to 
face the stiff global competition collectively, to synergize the trading efforts as a “bloc”, to allow 
the Multi National Companies (MNCs) to perceive the entire trading bloc as an “economic hub”, 
to allure Foreign Direct Investments (FDIs), and to share resources within the bloc. 
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Hill and Jain (2014) stated that there are five stages for REI as depicted below.
.  

Figure 01: Stages of Regional Economic Integration

 

[Source: Hill & Jain, 2014: International Business: Competing in the marketplace. 8th edt, p 300]

The first stage which is the core of the five circles is acknowledged as a Free Trade Area, 
where nations in the bloc attempt to create a free trade area for member states. NAFTA, for 
instance, falls under this category. The second stage which represents the next circle from the 
core is identified as Customs Union. The member nations in this stage, in addition to having 
a free trade area, move towards adopting a common external policy for non-member states. 
This necessitates a significant amount of administrative machinery to monitor trade relations 
with non-member states.

REI’s third stage is to create a “common market” for member states. Having already 
accomplished a free trade area and a common external policy, free movement of labour between 
member states is the focal area under this stage. Here, citizens of the countries belonging to 
the common market can move between member states without obtaining visa. 

 
The fourth stage denotes the Economic Union which is an advanced state of REI.  The 

European Union did achieve this status in 2003. Member states here will forego their own 
currency, constitution, and the traditional parliamentary values and embrace the harmonization of 
a common currency, one judiciary system, one common parliament and a common constitution 
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for the entire region. This is the simple reason as to why EU has imposed a referendum as a 
prerequisite to obtain 52% consent of the general public in a country to accept all these radical 
changes before applying to become a member state.

The final stage which is the outermost circle is to transform the entire region to one 
Political Union. Any Economic Region in the world is yet to achieve this status. Though the 
EU was positively moving towards this status, with Brexit, it has now become a distant dream.

 

Criticism

Free Trade is one of the prime considerations under REI. In addition, World Trade 
Organization (WTO) is also encouraging international trade, and Bilateral and Multilateral 
agreements between countries are liberalizing the economies further. But in reality, trade is not 
free. Trade carries a cost. Another key criticism is that different countries have different levels 
of economic standards, different levels of advantages, different levels of trade specializations 
and varying degrees of factor endowments. Hence moving towards free trade and liberalized 
economy for a nation with much lower level of comparative advantages and factor endowments 
can be detrimental in many facets.

  
Switzerland, having signed for the European Economic Commission in 1972, lost the 

referendum in December 1992 to obtain the EU membership by a narrow margin and a further 
attempt in 2001, met with staunch opposition from 76% of Swiss people who refused to join 
the EU. The reasons for such strong opposition are that, besides the multiple ethnic groups with 
German, Italian and French as their spoken languages, Swiss nationals primarily did not want to 
lose their distinctive competencies. These were mainly with regards to the Swiss Banking system 
where secrecy is considered sacred, as well as other exports in which the Swiss nationals hold an 
advantage, such as chocolates, wristwatches and pharmaceuticals. Further, the degree of Swiss 
neutrality in world affairs, and being the only country in the world without a permanent army 
would have to be forgone if the country had elected to become part of the EU. Today, not only 
with Brexit, but also considering the economic turmoil in Italy, Greece, and Portugal, it seems 
that the Swiss nationals’ decision about two decades ago not to join EU was an astute one.

When a certain set of “like minded” politicians are in power in a particular region, they 
form an economic region to achieve their objectives and also to deal with some of their domestic 
political issues. However, during elections, opposition parties highlight more losses as a result 
of the formed economic region, and they vow to terminate such agreements, upon gaining 
power. The Mercosur agreement is an example of such from Latin America. Hence different 
political ideology in the region can outperform the envisaged benefits of REI. Issues between 
India and Pakistan have negatively contributed towards the dormant nature of SAARC mainly 
due to the issue of Kashmir State and the Mumbai attack in November 2008. UK opted for Brexit 
due to many reasons but three reasons stood out firmly; first being the hesitance to do away 
with the British Pound and embracing Euro, secondly the declining economic conditions in the 
UK compared to vibrant German and French economies and finally the increasing number of 
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refugees and asylum seekers entering Europe yearning to move to UK rather than the other 26 
countries in the EU. Asia Pacific Economic Cooperation (APEC), though it represents 40% of 
global trade and 50% of global Gross National Product (GNP), has become another ineffective 
trading bloc. The author’s opinion is that APEC will never be effective as most of the member 
nations are scared of each other when it comes to trade.

Some critics are of the view that the concept of REI has been oversold by economists. 
While agreeing with this argument, trading blocs can be formed not only for economic gains 
but also for political purposes. For instance, when Russia was secretly attempting to convert 
Mexico to a Socialist country with a hidden agenda of positioning missiles to attack America, the 
US government convinced Mexico and formed the North American Free Trade Area (NAFTA) 
in 1994. But today, the Mexican border wall being constructed by the U.S. has already created 
cracks in NAFTA.

  
Hence all these negatives are ample testimony to prove REI was a booming concept in 

90s and early 2000s’ but a fading phenomenon in the contemporary world.
       

Free Trade Agreements

As discussed above, free trade is one of the key components of REI. In Sri Lanka too, 
there are many arguments and counter-arguments being echoed these days politically and 
professionally about the free trade agreements. At present, Sri Lanka is still striving to sign the 
Economic and Technology Cooperation Agreement (ETCA) with India, having already signed 
one agreement with Singapore and the proposed Free Trade agreement with Japan still under 
discussion. When it comes to the proposed free trade agreement with China, it is the author’s 
fervent wish that Sri Lanka will not recognize China as a market economy. If so, Sri Lanka will 
lose the flexibility introduced by WTO on the arenas of anti-dumping, subsidization and the 
access protocols for domestic prices for Chinese exports.

Free Trade means that a country should allow its citizens to import or export goods and 
services without tariffs, quotas or any other restrictions. Duties and tariffs restrict imports as 
well as generates revenue for the government, while also saving foreign exchange reserves to 
a certain extent. For instance, if the import of cars is allowed without duty, Sri Lanka will be 
overrun with vehicles, and the government will not only lose the available foreign exchange 
reserves due to heavy imports, but also require more foreign exchange to import more fuel 
which will further erode the already constrained foreign exchange reserves of the country. Taking 
another example where the cost of production of rice in India or Thailand is much lower than 
in Sri Lanka, allowing the importation of rice from India or Thailand without duty will destroy 
the domestic farmer as our cost of production is comparatively higher. Adding to this, the Sri 
Lankan government will lose billions in revenue from duty. Hence can we afford to fully liberalize 
our economy? US President Trump unilaterally imposed duty to protect the American products 
and the American market, moving away from the accepted norms of free trade, which shook 
very foundations of World Trade Organization (WTO) and the European Union (EU). Though 
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the long term outcomes of this decision are yet to be experienced, we can feel the heat of the 
short term boom in the American Economy and the economic repercussions in other countries. 
Free Trade is sound only if you are blessed with factor endowments.

Timing

The author is of the view that Sri Lanka should embrace free trade in the future but not 
immediately. Embarking on, embracing and encouraging free trade at present can be suicidal 
for a nation like Sri Lanka with unsound economic conditions, poor or no strategic direction 
and unstable political atmosphere. The argument one can make is that having already signed 
the Indo-Sri Lanka Free Trade Agreement (ISFTA), Sri Lanka has not gained anything significant. 
Closer scrutiny of statistics on trade between India and Sri Lanka, after signing ISFTA, reveals 
that Indian exports to Sri Lanka have significantly increased whereas Sri Lankan exports to India 
have been saturated. The following facts and figures in Table 01 established through research 
amply rationalize the author’s above arguments. 

Table 01 - Trade between Sri Lanka and India from 2000 to 2015

Year Exports Imports Total Trade Balance of 
Trade (Gap)

2000 55.65 600.12 655.77 -544.47

2001 70.12 601.50 671.62 -531.38

2002 168.86 834.70 1,003.56 -665.84

2003 241.14 1,076.17 1,317.31 -835.03

2004 385.50 1,358.01 1,743.51 -972.51

2005 559.26 1,440.41 1,999.67 -881.15

2006 494.06 1,822.07 2,316.13 -1,328.01

2007 516.40 2,785.04 3,301.44 -2,268.64

2008 418.08 3,006.93 3,425.01 -2,588.85

2009 324.87 1,709.93 2,034.8 -1,385.06

2010 466.60 2,546.23 3,012.83 -2,079.63

2011 521.65 4,338.04 4,859.69 -3,816.39

2012 566.37 3,517.23 4,083.60 -3,517.23

2013 543.37 3,092.67 3,636.04 -2,549.30

2014 625 3,977 4,602 -3,352

2015 644 4,285 4,929 -3,641

[Source: Sri Lanka Customs 2016]
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Hence the widening trade gap in favour of India raises the question as to whether ETCA 
can reverse this position in favour of Sri Lanka. This is highly doubtful. The author’s advice on 
ETCA was sought by the National Chamber of Commerce (NCC), during the early stages of the 
agreement. At that time, the very first two conditions India had incorporated in the agreement 
were that Sri Lanka can export only a minimum quantum of Tea and about 8.0 million pieces of 
garments to India. This demonstrates how India has placed restrictions on our exports for our 
two main export items. Is it free trade? India has done their homework. These restrictions as per 
Mr. K. J. Weerasinghe (Daily FT, 10th May 2018), are being negotiated to get better terms in 
favour of Sri Lanka which is praiseworthy. Signing ETCA and then negotiating for concessions 
will not bring any benefit to Sri Lanka. The author is of the view that up until India opens her 
entire market without any restrictions for our exports, ETCA should not be inked.

Sri Lanka neither enjoys any absolute nor acquired advantages. But we enjoy comparative 
advantages for very few products. Also Sri Lanka does not possess distinctive competence on 
land, labour, capital and entrepreneurship which are known as factor endowments compared 
to either BRICS or G-8 or G-20 nations. Sri Lanka even currently is losing the comparative 
advantages for Tea and Apparel in the global market.  This is the reality.

Political Leadership

Political leadership and international trade are inseparable. The political leaders in Sri 
Lanka do not have a long term plan for the country, but are full of short term plans on how 
to win the next provincial council or the general elections. From the professional perspective, 
the political leadership in Sri Lanka is weak without any “strategic thinking” and without a 
“strategic vision” compared to the leaders in the calibre of Mandela, Lee Kwan, even Modi or 
Dr. Mahathir or Nguyen (Vietnamese Premier). “UAE Energy Strategy 2050” was declared by 
the King of Dubai in 2017 planning 32 years ahead. Sri Lanka does not possess even the basic 
Policy Statements on Foreign Trade, Health, Education and Transport. These are fundamentals 
that nation should have in place. The trade development in Vietnam in the last decade or so 
has been amazing where the Foreign Direct Investments were around US$11.8 Bn in 2017. 
When Poland transformed from Communism to Democracy, under Lech Walesa’s leadership, 
the Polish parliament passed 749 Parliamentary Bills within a year to transform the country. 
The author, about 05 years back, was present at Lakshman Kadiragama Centre, listening to 
the Polish Deputy Foreign Minister who admiringly spoke about Lech Walesa’s astonishing 
leadership through the solidarity movement during the “transition period”. Today Poland is an 
emerging economy in Europe.

 

Research and Development

The lack of focus on Research and Development (R&D) in Sri Lanka is evident from the 
low yield and the productivity of our agriculture sector. When one witnesses the fence at the 
Gannoruwa Research Centre, in Kandy, the level of research carried out by them can be imagined. 
The author had the opportunity to witness at a corporate excursion as to how the Kasetsart 
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University in Thailand advises the Thai government on agriculture products, how they carry out 
R&D, how they educate the farmer community not only for paddy cultivation but also for grapes 
cultivation for Siam Winery to gain competitive advantage in the global market. Does it happen 
in Sri Lanka? The present yield on rice in Sri Lanka is with the fertilizer subsidy provided by the 
government. Even with the fertilizer subsidy, productivity is comparatively low. Another area of 
concern is that the extent of land where paddy and other crops are cultivated is drastically being 
reduced. Hence even if the yield is comparatively low, the quantum of production is reduced 
substantially and the availability of unutilized land in Sri Lanka is on the increase. New Zealand 
being four times larger in land than Sri Lanka with only 4.2 million population, has utilized this 
enormous amount of free land to produce milk, wool, linen, meat, cheese, and butter to the 
world with 36 million cattle and sheep, with the remaining land being converted to “man-made” 
forests to export timber to the world. This is how Kiwis have improved their trade specialization 
to multiply their exports and to earn foreign exchange. Does it happen in Sri Lanka? Improving 
the yield, productivity and specialization are essential elements to gain comparative advantages 
in trade to gain competitive advantage in the global market.

    

Strategic Interventions
          
Another weakness is that Sri Lanka does not focus on trade specialization. Nations gain 

comparative advantages due to specialization and efficiency. Unfortunately, the government’s 
strategic, technical and financial interventions are very weak. For instance, when Korean 
companies such as Hyundai, KIA, LG, Samsung, Kyangnam and Kumagai were struggling 
with quality issues and technical issues to compete in the global market, successive Korean 
governments continuously guided these companies from early 90s’ not only through strategic 
interventions but also using protectionism mechanisms effectively. Today, all these companies 
are global leaders in their respective fields. Similar strategies were formulated by the Japanese 
government to capture the global market when Toyota, Nissan, Mazda, Mitsubishi and Honda 
started to produce 1.3 million units of cars by each manufacturer per year due to automation 
in early 80s.

Unfortunately, it is not the case with Sri Lanka for the last several decades. Only the 
privately owned companies bring foreign exchange to Sri Lanka through exports and not a 
single state owned company is involved in exports. As per the author’s assessment, even the 
Apparel Industry earns only the stitching costs as majority of the raw material is imported from 
other countries, since the Government’s strategic intervention in helping the private sector 
to produce yarn and other raw material locally is zero. These investments are much needed 
through strategic and financial interventions. The author had the opportunity to listen to the 
daughter of the ‘Father of the Apparel Industry” in Bangladesh at the Apparel Conference held 
in Colombo in February 2018, who stated how the Bangladesh Government intervened to help 
this industry to increase the cotton production within 10 years to facilitate exports in Bangladesh. 
Figure 02 below depicts how the cotton industry was developed with the intervention of the 
Bangladeshi government to produce the required yarn as the backward integration to facilitate 
their apparel industry.  
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Figure 02- Bangladesh Cotton Production from 2000-2017

[Source: www.indexmundi.com]

Generalized System of Preferences Plus (GSP+)

Sri Lanka assumes GSP+ is only for apparel. But there are around 7200 items that can 
be exported to the EU under this scheme (Jayaratne, 2016).  Though it is impossible to export 
all these products as a small nation, we can easily identify about 30-50 products and focus on 
them to enhance our exports with strategic intervention, backward integration and sometimes 
with double backward integration. We can export salt, magnesium as a by product, fish, flora 
and fauna, nontraditional items among others. A previous article written by this author in May 
2017 (as soon as GSP+ was re-granted) stated that total EU imports are around �7500/ Bn per 
annum, and called for strategies to capture at least 1% of their market to the tune of �75/ Bn 
for Sri Lanka which is slightly lower than our GDP.

Size vs Quality
 

In the absence of proper standards and quality in the domestic market, Sri Lankan 
companies cannot even imagine the level of competition in the global market. No safety 
measures, no quality at all and no logical consumers in the domestic market. Our domestic 
markets are full of substandard products, varying degrees from 6-14% of “rejects” and billions 
and billions of Non Performing Advances (NPAs). Can such companies, compete in the global 
market?

All winter jackets sold in Harrods (UK), Helsinki, and Copenhagen, are stitched in the 
cottage industry in Bangladesh, Vietnam and Myanmar. These companies operating in such 
countries are small in size, but great in quality. Most of the vehicle parts are supplied by the 
cottage industry in Japan. 90% of Starbucks coffee beans are supplied by rural plantations in 
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Brazil and Indonesia. This is another example for cottage industry where the best coffee beans 
with 100% quality are supplied to MNCs. Even at a rural level, they exactly know the degree of 
quality the multinationals require. Since Sri Lanka does not have a cottage industry and even the 
“Grameen” banks and companies are focusing only on leases without helping the rural sector, 
reaching the world is a distant dream for Sri Lanka.

Without rectifying the above shortcomings, inefficiencies, unproductiveness, non 
availability of proper policies, imposing minimum quality standards and without a meticulously 
planned strategy to move forward, signing Free Trade agreements will not serve any purpose, 
other than the destruction of the economy of Sri Lanka. First, the government must transform 
the nation internally to enhance productivity, effectiveness, attitude changes, competition in 
the domestic market, etc. and once we achieve these objectives, Sri Lanka can think of signing 
Free Trade agreements. Signing free trade agreements at the current stage is like a school cricket 
team dreaming of beating the South African Test cricket team in South Africa. Those who are 
pursuing free trade and REI do not understand the ground realities in Sri Lanka.

    
Functional Areas

The traditional organisational structure of a company consists of functional areas such as 
Human Resources, Information Technology, Finance, Manufacturing, Business Development 
and R&D. Each function is important but no one can say one area is more important than 
another. All functional areas have to function collectively and simultaneously. Even the value 
chain of a company accentuates the equal importance of primary activities and the secondary 
activities in an organization.

  
Similarly, Economics is only one functional area for a country and not the only area. For a 

nation, like Sri Lanka, economics, law & order, judiciary system, health, education foreign affairs, 
power & energy, defence, telecommunication and infrastructure are also equally important. 
In order to develop a country, all these functional areas have to be well integrated with equal 
importance. Hence allowing the other functional arenas to dysfunction and paying attention 
only to economic affairs would be utterly detrimental for a nation. 

 
Ambassadors and High Commissioners

Research reveals that the role and the duties of a diplomat are multidimensional and 
their contribution towards international trade is crucial. For instance, a diplomat’s duties and 
responsibilities are briefly stated below. 

•	 To represent his/her motherland in the host nation as the Head of the Diplomatic 
Mission

•	 To promote, protect the image and the reputation of the home country in the host 
nation
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•	 To be concerned about the well being of the countrymen living in the host nation

•	 To work for the fundamental development of economic, cultural and scientific 
relations, to promote cooperation, and essentially to maintain and strengthen the 
friendly relations between the two States.

•	 To promote trade, allure FDIs, attract tourists for his/her home country by being 
“ambassador extraordinary and plenipotentiary”.

•	 To maintain, improve and enhance commercial and defence diplomacy including 
gathering trade intelligence

•	 To gather other types of intelligence
 
Except for very few of our diplomats, others do not contribute anything to Sri Lankan 

economy or otherwise. One can witness the way Malaysia and the UK are organizing Education 
exhibitions in Sri Lanka. This is to lure local students for their universities to earn foreign exchange 
from Sri Lankan students. This type of income is one of the key revenue sources for countries such 
as Australia, Malaysia, UK and USA. Such contributions from diplomats are vital for their success 
and also for their performance. What about the Sri Lankan diplomats? When the entire world is 
moving towards a “performance oriented culture”, it is high time to come up with a system to 
evaluate the performance of our diplomats on the above basis. This will be a tremendous boost 
not only for trade but also for FDIs, Tourism and improving the image of Sri Lanka.

Conclusion

As discussed, a critical analysis and rationalization of the declining trends of REI and the 
current international and political landscape reveals that Trade is not free. This article, which was 
written purely from a professional perspective aimed at, highlighting the flipside of REI and free 
trade, poses several challenges for policy makers, economists and the diplomatic community. 
Finally, one can say that either REI or free trade do not lead to economic prosperity unless the 
weaknesses, inefficiencies and low quality standards in the domestic market and the issues of 
the diplomatic community are professionally and objectively addressed.    
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