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The Economy

The Investment Promotion Zoﬁe

- In March this year, the Greater
Colombho Econumic Commission an-
nounced a range of incentlves to
investors in the Investment Promo-
tion Zone to be located in Katuna-
yake — the first of several such
zones that will be established un-
der this Commission. Shortly
afterwards it was announced that
the applications of 20 investors had
received approval and 4 enterprises

. had slgned agreements with -the

Commission. A total of 70 applica-
tions and inquiries had been recelv-
ed for setting up projects in the
G.CE.C.

The idea of establishing an ExX-
port Processing Zone was also
mooted in the early 70s but for
reasons not divulged the then Gov-
ernment abandoned it at a later
The present Government
however, at the general elections of

18

1977, obtained a popular mandate
to establish an Export Processing
Zone or a number of such zones
within the country. Within less
than a year the Government has
completed the preliminary work
required to establish one such zone
in an area north of Colombo.

This Investment Promotion
Zone is approximately 600 acres in
extent and is located approximately
18 miles. from the port of Colombo,
adjacent to the Colombo Interna-
tional Airport at Katunayake.

The main objectives of the
Greater Colombo Economic Com-
mission are to encourage forelgn
investment, to induce industrial and
commercial enterprises, to enhance
export earnings and to facilitate
employment and general develop-
ment of the entire area within its
authority. The establishment of an

Investment Promotion Zone under
this; Commission is considered one
of the key strategles for solving the
economic problems of the country
by the present Government; it is
also a step towards an “outward
looking” development strategy in
accordance with which the Govern-
ment has already liberalised ex-
change and import controls and
opened up the economy for greater
export—import trade transactions.

. The concept of an Investment
Promotion Zone is analogous to
termg.such as Export Processing
Zone and Free Trade Zone. Accor-
ding to the United Nations Indus-
trial Development Organization
(UNIDO) ‘ definition, such zones in-
volve “the.establishment of modern
manufacturing plants inside an in-
dustrial estate by offering a suita-
ble package of investment incen-
tives to both foreign and domestic
entrepreneurs”. In general, the
goods produced in such zones are
meant for export.

In a number of countries
around the developing world, there
are Instances where Free Trade
or Export Promotion Zones are

established. Asian examples are:
India (2 Zones), Korea (2 Zones),
Indonesia (1 Zone), Talwan (3
Zones), Korea (2 Zones), Philip-
pines (1 Zone) and Singap-
ore (almost entirely a Free
Trade Zone). The objectives of

these different countrles in setting
up these Zones have, generally been

‘the same, as indlcated with respect

to the obiectives of the Greater
Colombo Economic Commission.

From an economic point of
view the success of a Free Trade
Zone would depend basically on the
ability to atftract a substantial
amount - of investment into the
Zone. It is for this purpose that
various incentives such as tax holi-
days, concessinnary import duties
and other infrastructure facilities
sre provided for the investors. In
this context. the Greater Colombo
Economiec Commission announced
the following incentives to inves-
tors in the Katunayake Investment
Promotion Zone:

(1) Industrial sites within the Zone
will be made available to inves-
tors on a 99 year lease basis on
the paymet .of a initial pre-
mium plus an annual nominal
quit rent.

(2) The Commission will provide
adequate and modern infra-
structure facilities to the area

Economic REVIEwW, APRIL 1978



3)

4)

)

()

. (D

®

()

10

11

12

demarcated as the Zone. This
would, in addition to services
lilke water, power and road-
way include an air-cargo ter-
minal and container marshal-
ling yard for sea going contai-
ners, a rapld and sophisticated
telecommunication system and
special banking facilities.

Investment incentives will be
offered on a graded.scale, l.e.
according to the siting of the
factory in the Zone, creation of
employment, export orientation,
capital investment and deve-
lopment of technology.

All imports of equipment, cons-
truction materials and other
materials and other imporis
(except general transport
vehicles) would be free of im-
port duty while import and ex-
port activities would be free
from control.

A five year tax holiday will
be granted from the date of
commencement of commercial
production,

After the expiry of the tax holi-
day period, income tax on the
turn-overs will be at 2 per cent
on sales to other countries, and
5 per cent on sales to Sri
Lanka,

There will be a 10 per cent with.
holding tax on all remittances
of royalty and technical service
payments after the tax holiday
period.

All foreign personnel attached
to the projects would be exem-
pted from all taxes for the
period of tax holiday of the
particular project.

All dividends paid to non-resi-
dent share-holders of the pro-
jects would be free from fur-
ther taxes and all exchange
control.

Investment agreements would
include guarantees for the free
transfer of capital and returns
as well as all the proceeds of
liquidation.

The shares of incorporated
companies could be transferred

‘to residents or non-residents

and such transfers would not
be subject to any tax or levies
in Sri Lanka,

Forelgn banks will also be per-
mitted to operate within the
area of authority and will be
entitled to g 5 year tax holi-
day period and a tax rate of §
percent on profits thereafter;
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and off shore banking profits
and approximately 25 per cent
on general banking profits.

The range of facllities, conces-
slons and financial incentives listed
above, as extracted from the total
package deal spelled out by the
Greater Colombo Economic Com-
mission, indicates the extent of
willingness of the host country to
attract investors into the Invest-
ment Promotion Zone to promote
export oriented industrial develop-
ment in Sri Lanka. In offering
this range of incentives, Sri Lanka
has acted on the assumption that
the key factor that attracts foreign
invesors i1s the fiscal and financial
incentives extended by the host
country.

There are however factors other
than the tax concession and finan-
cial incentives that tend to influ-
ence the decisions to invest and the
location of investment. The socio-
political and economic stability of
the host country is one such impor-
tant factor. Alsu, studies on Free
Trade Zones have revealed that the
efficiency of the administration of
the Zone could be more important
than the package incentives offered
by the host country. ‘Thus, the
flow of foreign investment into the
proposed Investment Promotion
Zone in Sri Lanka would be influ-
enced by the Impressions that Sri
Lanka has created in the outside
world with respect to the country’s
capacity to sustain socio-political
and economnic stabllity and the
country’s ability to administer a
Free Trade Zone efficlently. The
word “stability” in this context has
hitherto meant in practise the con-
ditions in such countries as South
Korea, Taiwan, Phillipines and Sin-
gapore which are not Western style
democracies.

There are several other factors
that enter into the calculations of
foreign Investors In their decision
making. One of the basic prin-
ciples of locating an industry in a
Free Trade Zone of a developing
country by a foreign firm is the
comparative advantage of produ-
cing a particular commodity at a
relatively lower cost. 1In fact, the
range of fiscal and financlal incen-
tlves granted by the host country
to foreien investors is also aimed
at contributing to this comparative
advantage. However. the key ele-
ment in securing low cost produc-
tion, especially in an export orient-
ed product. Is the availabliity of re-
latively cheap but skilled and semi-

skilled labour required for produc-
tion. Another similar element
would be the navallability of raw
material or some other input that
Is essential for a given product at
a relatively low price.

To the extent that industria-
lists are attracted to the Invest-
ment Piomotion Zone due to tho
availability of cheap labour and
raw materials In Srl Lanka, the
expansion of industry in the Zone
would benefit the country in terms
of employment creation; that is, if
investment in the zone is not at
the expense of investment else-
where. Similarly, the spread effects
and the backward linkages of in-
dustrial growth would also be grea-
ter particularly, when local raw
materials are used.

As of this date, there have not
been any estimates made available by
the Greater Colombo Economic Com-
mission with respect to the cost of pro-
viding infrastructure facilities, antici-
pated flow of Investment, expected
number of job opportunities and projec-
ted export earnings associated with the
Investment Promotion Zone. As such,
it is difficult to evaluate the taraets
and the prospects for achievina these
targets. For instance, the employment
potential within the zone has been
variously estimated at numbers rang-
ing from 100,000 to 15,000. The capacity
of the zone to generate job opportu-
nities, however, would depend partly
on the volume of total investments
attracted and partly on the volume of
capital required to generate each job
opportunity. There is also the crucial
factor of technologies adopted by the
investor which 15 not easy to con-
trol.

However, it can be judged by the
statements of Government suokesmen
that great faith has been placed in the
[nvestment Promotion Zone to act as
a major project in Sri Lanka's econo-
my so that rapid industrial growth,
higher export earnings and a greater
number of employment opportunities
will be faciliated by this stratezy. The
soclo-political as well as economic costs
of this strategy, however, are yet to
be identified.

Questions such as the imoact on
national sovereignty, the intervention,
in the local econcmy by multinationals
and glant foreign firms, the environ-
mental pollution resulting from indus-
trialisation also have not been ade-
quately examined. The most fundamen-
tal issue raised is how far this concept
effects self-sustaining and independent
development.
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