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ABSTRACT

The Agreement on South Asian Free Trade Area (SAFTA) entered its second phase of implementation in
2008. The creation of a free trade area is expected to affect its partigifgartgladesh, Bhutan, India,

the MaldivesNepal, Pakistan, and Sri Larikarery differently given their diversity in terms of size,

income, and structure of trade and protection. Using the 2004 MAcMap2i8&tabase on measures of
applied protection at the HSG6 level and MIRAGE, a computable geztgrdibrium global model, this

study examines the effects of SAFTA on trade and net income in the region. The magnitude of the effects
will depend on initial levels of protection in the region and whether the agreement is trade diverting or
trade creatingAn important component of the SAFTA agreement is the exemption of products (sensitive
list) from the trade liberalization process. Because such exclusion can restrict significantly the benefits
from the regional trade agreement, we simulate the effe&8IETA with and without sensitive products.

Our findings show that among South Asian countries, Sri Lanka gains the most from the agreement
because it initially has relatively low tariffs and faces high tariffs in the region. Exempting sensitive
productsfrom the agreement limits gains from trade for the lem@tdle-income members of SAFTA

but may be welfare enhancing for the least developed economies.

Keywords: trade liberalization, FTA, SAFTA, CGE, Sri Lanka
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1. INTRODUCTION

The Agreement on South Asian Free Trade ABRFTA) signed in January 2004, is the latest step in the
agenda of the South Asian Association for Regional Cooperation (SAR3aten free trade area
among South Asian countriddore ambitious than its predecessd@outh Asian Preferential Trading
Arrangement (SAPTA) the agreement entered into force Janda®006 with the provisions of its

Trade Liberalization Program scheduled to be fully implemented by January22@16. T Aahtsacting
states include three l@#middle-income countried the Repulic of India, the Islamic Republic of
Pakistan, and the Democratic Socialist Republic of Sri Lérdwd four least developed countries
(LDCs)d thePeopl ebs Republic of Bangladesh, the Kingdon
the Kingdom of NepdiThe agreementalls forthe Trade Liberalization Prograto be implemented in

two phasesthe first phase started July 1, 2006 and called for a first reduction of tariffs over two years;
the second phase started in 2608 was toeducetariffs further resulting in the creation of a free trade
area by 201§SAARC 2009.

Whereas the SAFTA agreement represents an important step toward regional integration, each
member country has announced a list of products that would be exempt framftmeductions.
Government enact these I|ists called finegativeodo or
from foreign competition and preserve tariff revenues given that products on the list have usually high
tariffs. The lists repreent between 13 and 25 percent of harmonized tariff limesss SAFTA countries,

a large enough proportion of products to limit significantlygbgentialgains from the trade
liberalization process.

Ex-ante evaluations of SAFTA have not generated naytimism in the literature. Bandara and
Yu (2003) survegdearly studies of the impact of a potential SAFTA aladsifiedthem into three
views: optimistic, pessimistic, and moderate. The auttessribePigato et al. (19973s optimistic; their
resultsfrom a globalcomputable general equilibriul@ GE) model predict that SAFTA would benefit
significantly small economies in the region and have a positive effect on South Asian regional integration.
Panagariya (1999), of the pessimistic view, considers ®AlIdesirable because it would be largely
trade diverting ancconsequentlyefficiency reducing given that it is doubtful that SAFTA members are
the most efficient suppliers for SAFTA countries. Thessimisticargument is developed further in a
more recat study by Baysan, Panagariya, and Pitigala (2006), where the authors identify three features of
SAFTA economieshat makehefree trade areaconomically unattractive: the economies are relatively
small in relation to the world in terms of gross dontegtoduct (GDP) and trade flows; the high levels of
protection among SAFTA members, with the exception of Sri Lanka, mean that the countries will suffer
from trade diversion given that member countries currently trade outside the SAFTA esgigmally,
excluded sectors in the sensitive lists and strict rules of origin lead to sectoral biases that could be
exploited by powerful domestic lobbies to resist outside competition.

Srinivansan and Canonero (19%9®Id a more moderate viewhey believehat aSouth Asian
agreement would hold potential gains for the region although less than those from unilateral
liberalization.Also inthis group, DeRosa and Govindan (1996), focusing on the impact of trade
liberalization in South Asia on food and agriculturse the Armington system of bilateral trade demands
in a partialequilibrium framework and examine alternative approaches to trade liberalization within the
SAARC region. Their results show thathoughSAPTA leads to expansion of intraregional food trade
broader trade liberalization with other parts of the world may increase welfare gains significantly.

Bandara and Ya £2003) own findinggliffer from those of the aforementioned studldsing
trade data and a global C@tbdel they find that for mostf thecountries the potential gains or losses
underSAFTA are marginal, and the sole country to benefit significantly is the largest in the region, India.

! The ongoing conflict between Pakistan and India has made the implementation of SAFTA provisions difficult. Pakistan
ratified SAFTA in midFebruary 2006 but continues to deny India Most Favored Nation status and has restricted imports fro
India to a small positive list of 773 iterfisumar 2006).



This study adds to the existing literature by modeling details of SAFTA with regard to the time
line and sectoral schedule of tariffs at the HSI&-digit Harmonized Commodity Description and Coding
System)evel. Using the 2004 version of MAcMapH$8, a database of bilateral protection (Bouét et al.
2008), and MIRAGE, a global CGE modeith a sequelidl, dynamic, recursive setBchir et al. 2002;
Decreux and Valin 2007)ye model the reduction of tariffs at a disaggregated level, taking into account
the exemption of sensitive products from the tariff cuts. We simulate two versions of S&R& fhat
implements the actual SAFTagreemenincluding the list of sensitive products and one that does not
exempt sensitive products from the liberalization process. To assess the relative magnitude @ SAFTA
impact the results are comparedth those obtaing from full trade liberalization at the multilateral level.

Our findings show that SAFTA members experience on average small gains from the agreement
butwhereasexempting sensitive products from the agreement may limit the gains from trade for the
lower-middle-income countries in SAFTAt may be welfare enhancing for the least developed countries.
Sri Lanka realizes real income gains under all scenatioasthe most to gain from trade liberalization
because of relatively low applied tariffs relatbeehigh protection faced in the region.

Section 2 of the papegjives a brief overview of SAFTA countries. Section 3 identifies the
rationale for the sectoral and geographical aggregations for this study that best capture the trade
environment for South gian countries. Section 4 characterizes the initial conditions of trade and
protection for SAFTA countries with respect to the selected aggregations. Following a detailed
presentation of the schedule of tariff cuts as negotiated under SAETHoN 5 disasses and analgs
the results obtained from simulating three trade liberalization scenarios. We concheddan 6.



2. BACKGROUND ON SAFTA MEMBERS

Sri Lanka

For the past decade, Sri Lankads t bilatdrdando!l i cy has
regional trade agreements to increase its market access to the region (WijayasinPO0Z004).
Despite its narrow export base and its reliance on imganittanka is expected to be one of the winners
from trade liberalization becauseits liberal trade environment, the relatively low protection it applies to
its imports and the high tariffit faces on its exports (EIU 2007).

Sri Lanka is dower-middle-income developing country according to the World Bank definition
with a per capi incomen 2007estimated at/S$1,617 (Sri Lanka 2008)GDP per capita growtivas
uneven between 1990 and 2002 but leveled off at above 5 percent in the perid2zDR603Ithoughthe
countryds porethats percendin 2006 ¢Figure 1) lagetind the South Asieaverage of
8.7 percent, it is a notable achievement given the resurgence of the civil war that has marked the country
over the past two decades and the economic impact the December 2004 tsunami had on agriculture and
fisheries (ADB 207).

I n Sri Lankads economy, as in other South Asia
component of GDP, at 56 percent (Figure 2). The manufacturing subsector dominates the industrial
sector, which contributes 27 percent of GDP, andvaring apparedubsector dominates the
manufacturing sector. The share of agriculture in GDP declined from 20 percent in 2002 to 16 percent in
2006, and is among the lowest in South Asia, but the sector employs more than a third of the labor force
and contibutes 25 percent of merchandise exports (World Bank 2008; WTO 2007). Tea, for which Sri
Lanka ranks first in world exports, i s the countr

Figure1.Sr i Lankads GDP pei006apita growt h, 1990

in percent

Source: World Bank (2008).

2 All dollars are U.S. dollars.



Figure 2. Contribution of economic sectors to GDP, 2006
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Source: World Bank (2008).

Sri Lankabs export base is ndNearingapparédsthe magor ms o f
export,constitutingnearly 50 percent of total exports, followedtbg and spice® percentrubber and
rubber products8 percent, angrecious and semiprecious stonesarly 6 percent (ITC 2008}ri Lanka
is highly dependent on thé.S. and E.U. markets, which togettredssorbmore than twehirds of Sri
Lankad exports® Combinedtextiles andwearing apparatonstitute more than 80 percent of Sri Lamka
exports to the United States and 52 percent of Sri la@kports to the E.U. (Wijayasiri 2007).

Thepr oduct concentration in exports increases S
markets. For instance, since the 2005 expiration of the bk Arrangement S r i textdesakda 6 s
wearing apparedectors continue to struggle due to increased worldwide competition, especially from
large suppliers like India and China (ADB 2007). Given that 15 percent of the labor force is employed in
the garment industry, the negative effamtshe sector may haweelfare consequences for the whole
country (Noble 2004).

Sri Lanka is an original member of the World Trade Organization (WTO) and benefits from
special and differential treatment due to its classification as a netrfgmmiting developingountry
(WTO 2001). In the late 19708 engaged in trade reforms as part of an extensive economic reform
program makingit relatively more open today than its South Asian partners. Nevertheless, its
liberalization efforts have slowed or been uneven as the counthatlde change focus toward ending
the civil war, making trade and other policies unpredictable and less transparent (WTO 2004). Sri Lanka
bounds 37.8 percent of tariff linggsulting in a final bound tariff of 30.3 percent on average. The
Cc 0 u n mostfaasednation (MFN) tariff has increased on average from 9.8 percent in 2003 to 11
percent in 2006 (WTO 2007).

In addition Sri Lanka has signed a number of regional trade agreeriéeteldest, known as
the Bangkok Agreement, was signed in 1975byBaagd e s h, I ndi a, the Lao Peopl
Republic Koreg and Sri Lanka (Table T)Historically, its preferential trade concessiomave led ta
limited increase in intraregional tradaven thefew numbers of products included in the agreement and

3 Unless otherwise noted, E.U. refers to the 25 members of the European Union included in the 2004H&%ckap
database (Bulgaria and Romania did not become members until 2007).

* The agreement is the only preferential trade agreement with membership open to all developing countries in the Asia and
Pacific regions (lyer 2003).



their relevance to actual trade in the regioraddition,the preferences offered by the agreement have
been eroded because of tariff reduction at the multilateral level without corresponding eiljagtthe
regional level (Ilyer 2003). With China joining in 2001 and the adoption in 2005 of thd>Asific Trade
Agreement (AFTA), the revised Bangkok Agreement has the potential to become a major preferential
trade agreement joining South and EastAsid the two most populous countries in the world, China and
India, but the emergence of other regional and bilateral preferential trade agreements in the region
promises to be more effective in promoting greater trade integration (ESCAP 2006).

One suclpromising regional agreement is thgreement orSouthAsian Free Trade Area
(SAFTA), which entered into force Janudry2006 replacing theAgreement orfSAARC Preferential
Trading Arrangement (SAPTAT.ariff reductionsunder SAFTAbegan in July 2006 arate to be
completed in 2016. Sri Lanka, a member of SAARC since its inception in 1985, has signed the agreement
and like other noALDC members, has committed to reduce tariffs to 20 percent by January 2008 during
the first phase ofatiobSdgraohse Tprr asdyendphadesdsfadrii z
Lanka to eliminateariffs through a 10 percent annual reductigr2013 (for India and Pakistahe final
year is 2012) for nch.DC SAFTA partners and by 2009 for LDQs.addition,each country has
submitteda list of fisensitive productd Thoseproducts are exempt from tariff cugsd although Sri
Lankads | ist amounts to t helLDCmembesstiitstilbxampsl7of t ar i f
percent of total tariff lineqPlease see section 5.2 for a more detailed discussion of the Trade
Liberalization Program and sensitive products.)

Under a similar framework named the Bay of Bengal Initiative for Megtttoral Technical and
Economic Cooperatio(BIMST-EC), Bangladesh, IndidMyanmar, Sri Lankgand Thailand have agreed
to negotiate &ee trade agreement thaill progressively eliminate tariffs and nontariff barriers in goods
and servicesAs under SAFTA, members are allowed to exempt a list of sensitive products and LDC
members benefit from special and differential treatment (BIMEST2004). SAFTA and BIMS'EC
share three member countries and have similar time &Bmehe reduction of tariffs on goods. Under
theBIMST-EC free trade agreemerihe reduction of tariffs tas place in two phases depending on
whether products are considered fast track (22069) or normal (2002012)°

Currently Sri Lanka has implemented several bilateral free trade agreements: th8rindiaka
Free TradéAgreemensince 2001, the Pakesi Sri LankaFree Trade Agreemeasince 2005, and the
Irani Sri LankaFree Trade Agreemenince 2004. Sri Lanka also grants preferential tariffs under the
Agreement orthe Global System of Trade Preferescehich was established in 1988 to encourage the
exchange of trade preferences among developing countrieGriphe of 77) to promote tradamong
suchcountrie UNCTAD XI 2004)°

Sri Lanka benefits from preferential tariffs with the United States and the E.U. under the
Generalizedystem of Preferencé&SP but both coverage angerates have been historically low
(Wijayasiri 2007)St i I I , 25 percent of Sri Lankabds exports t
statusor GSP, and 60 percent benefit from preferences under GSP. Sri Lanka is ti&oaitiyAsian
country to be eligible for trade preferences under GSPE,ld. program that offers additional tafffee
benefits to GSP countries thatplement 27 international conventions in the fields of human and labor
rights, sustainable developmertd good governand@Vijayasiri 2007).

5 LDCs have a longer time frame within which to eliminate tariffs (BIMST 2004).

 The Agreement on th&lobal System of Trade Preferences arose out of the United Nations Grouf b&#group of
countries showed intereist 1976in developinga globalsystem of trade for developing countribst the agreement did not
come into force until 1988 o date, 43 countries have ratified/acceded t@agineement: Algeria, Argentina, Bangladesh, Benin,
Bolivia, Brazil, Cameroon, Chile, Colombia, Cuba, DemocrBt&oplé Republic of Korea, Ecuador, Egypt, Ghana, Guinea,
Guyana, India, Indonesia, Iran, Iraq, Libya, Malaysia, Mexico, Morocco, Mozambique, Myanmar, Nicaragua, Nigeria, Pakistan,
Peru, Philippines, Republic of Korea, Romania, Singapinid,anka Sudan, Thailand, Trinidad and Tobago, Tunisia, Tanzania,
Venezuela, Vietam and Zimbabwe.



Table 1. Multilateral and preferential trading arrangements of SAFTA countries

Country WTO Regional Agreement Bilateral Agreements
SAFTA non-LDC

India Member Bangkok Agreement RTA  Bhutan (2006)
(1976) Nepal (1991)
BIMST-EC (1997) Sri Lanka (2001)
SAFTA (2006) MERCOSUR (2005)

Pakistan Member ECOTA(2003) Sri Lanka (2005)
SAFTA (2006)

Sri Lanka Member Bangkok Agreement RTA  India (2001)
(1976) Pakistan (2005)
BIMST-EC (1997) Iran (2004)
SAFTA (2006)

SAFTA LDC

Bangladesh Member Bangkok Agreement RTA
(1976)
BIMST-EC (1997)
SAFTA (2006)

Bhutan Observer BIMST-EC (1997) India (2006)
SAFTA (2006)

Maldives Member SAFTA (2006)

Nepal Member (2004) BIMST-EC (1997) India (1991)
SAFTA (2006)

Source: Adapted from Samaratunga and Thibbotuwawa (2006).

Notes: SAFTA = Agreement on South Asian Free Trade Area; APTA =Rai#fic Trade Agreement; BIMSEC = Bay of
Bengal Initiative for MultiSectoral Technical and Economic CooperatddERCOSUR= Southern Con€ommon Market
ECOTA = Economic Cooperation Organization Trade Agreement.

Other SAFTA Countries

SAFTA countries represent 22 percenttafworldd population but only 1.3 percent of world
merchandise exports, of which only 5.5qent is intraregional. In spite of the emergence of regional and
bilateral trade agreements in the region, intraregional trade has remained marginal. In comparison, the
Association of Southeast Asian Nations (ASEAN) contributes 6.1 percent to world ndisghexports
and intraregional exports constitute 23 percent of ASEAN total merchandise exports to the world (World
Bank 2008).

The SAFTA region is dominated by Indighich accounts for more than twirds of the
regiord &DP, populationand land areaPakistan and Bangladesh follow far behitwhtributing 111
and5.4 percent respectivelyto the regiod &DP (Figure 3).

Although South Asia is still the poorest region in Asia, SAFTA countries are not homogeneous
when it comes to poverty and food security. Among3AETA LDCs, Bangladesh and Nepal are
classified as the most food insecure according to a study byEDiaifla et al.(2000)’ Thosecountries

" Diaz-Bonilla et al. (2000) use cluster analysis to classify 163 countries based on five measures of food security: food
production per capita, the ratio of food imfsoto total exports, calories and proteins consumed per capita, and the share of
nonagricultural population in total population.



have among the highesthare of the population living under $1.25 a day (WDI&0®9.6percent for
Bangladesh an85.1percent for NepaBhutan, one of the poorest countries in Asia, has a poverty
incidence o26.2percent (WDI 2008. Although the Maldives is an LDC, it is considered a foedtral
country by the same study, hbtis vulnerablebecause athe high incidence of food imports in its total
exports.

India, Pakistapand Sri Lanka are also classified as faoskcurecountries because of relatively
low consumption indicators (DieBonilla et al. 2000)Among those three countries, tineidence of
poverty is highest in India and Pakistdt,6and35.9percent respectivel\sri Lanka has the lowest
incidence of poveytat 14percent YWDI 2008)°

Most countries in the region have experienced $80dP per capitgrowthduring the 20042006
periodranging between 5 and 8 percent, with the exception of Nepal, whickit witha slowdown, the
result of a combination ofger weather and continued conflict in the country. In the Mald@&4 per
capita contracted by 7.8 percent due to the December 2004 tsunami but rebounded in 2006 with a growth
of 21 percent (Figure 4).

The countries share a strong dominance ofémneice sector in GDRs well asa reliance on the
manufacturing sector (Figure 2). AgricultGreontribution to GDP ranges from 16 percenthia
Maldives to 38 percent in Nepal. But for the majority of the SAFTA coudtriedia, Bhutan,
Bangladesh, andepaB more than 60 percent (76 percent in Nepal) of the labor force is employed in
agriculture, followed by Pakistaat 42 percentFor five of the seven SAFTA countridextilesand
wearing appareboth labotintensive sectors, are the main exports.the two remaining countries,
Bhutan andhe Maldives, electricity (to India) and fish account for the main exports, respectively.

Figure 3. Relative size indicators of SAFTA countries, 2006
GDP Population

Pakista Sri Lanka Pakistan_\
11.1%n\ 2.4% 10.8%

Bangladesh

Bhutan
0.0%

US$912
billion
India

Land

Pakistan\ Sri Lanka_Banglade
18.7% 1.6% sh 1.1%

Nepa
3.5%

India
Maldive 72.0%

0.0%

Source: World Bank (2008).

8 The poverty data represents the most recent available year: 2005 for Bangladesh, India, and Pakistan; 2004 for Nepal; 2003
for Bhutan; and 2002 for Sri Lanka (no data is available for the Maldives.



The importance of trade in the South Asian economies is assessed by the tradability index, which
measures thmerchandiséradéd toi GDP ratio. The smaller countrighe Maldives and Bhutan, display
higher dependency on trade with merchandise ttad&DP ratios of 178 and 77 percent, respectively,
followed closely by Sri Lankat 75 percent. The other four countries have much lowersrateow 49
percent (Figure 5).

Figure 4. GDP per capita growth, 20042006
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Figure 5. Merchandise trade toi GDP ratio in SAFTA countries, 2006
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The countries also differ in their market and product concentration. Table 2 iegdexesof
market and product diversification calculated as tiverise othe Herfindahlindexfor SAFTA countries.
NonLDC SAFTA countriedhave a greater concentrationmarkets than middisicome countries on
average but show more diversification in products: Sri Lanka is the most concentrated in, magkets
India shows the least diversification in products. SAFTA LDCs are more concentrated in markets but
more diverse in products than LDCs on average, but in the region theyp®egeoncentrated in both
markets and productompared witttheir partners (Table 2).

Table 2. Market and product diversification in trade for SAFTA countries

Market Product
diversification diversification
index index

(in percent)

SAFTA nonLDC
India 10.5 41.6
Pakistan 6.6 92.3
Sri Lanka 4.6 82.7
SAFTA LDC
Bangladesh 2.7 27.2
Bhutan 15 155
Maldives 6.2 11.5
Nepal 3.2 46.0
Rest of the World
Middle-incomecountrie®average 9.6 38.9
Least developed countriggverage 6.2 12.0

SourceAut horsd calcul ations.
Note: The figures represent tlreverse of the Herfindahihdex so lower values indicate higher concentration.

Although Sri Lanka undertook reforms toward trade liberalization as early as the 1970s, antitrade
policies in the rest of South Asia remained the legacy of irgudstitutionpolicies until the 199Qs
when unilateral trade liberalization policies were introduced (Baysan, Panagariya, and Pitigala 2006).
With the exception of Bhutan, SAFTA countries are members of the WTO but continue to maintain high
levels of tariffs. India ath Sri Lanka conform to the pattern of most countries, where MFN tariffs in
agriculture are much higher than in industry, but for other SAFTA countries protection of agriculture is
not much higher than protection of indugtrgnd for the Maldives, it is loweAll WTO members of
SAFTA have bound tariffs that largely exceed their MFN rates. This is the case in agriculture, especially
for Bangladesh, Indjaand Pakistan (Figure 6).



Figure 6. Bound and MFN tariff rates for SAFTA countries
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The SAFTA countries have entered into regional and bilateral agreements with each other and

countries outside the region, some of them overlapping (TabBufijhoseagreements ameharacterized
by the exclusion of sensitive products from tariff cuts, the imposition of-tat#fquotasand strict rules
of origin. For example, unddhe India Sri Lanka Free Trade Agreemeb of the top 20 Sri Lanka

exportsaresubjecttoaquotar i ncl

uded

n

ndi

ads negative

In addition, agricultural products are classified as sensitive products in ntbetagfeements, and the
ones benefiting from the preferential treatment have little signifeedor the contracting countries

(Samaratunga and Thibbotuwawa 2006).
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3. SECTORAL AND GEOGRAPHICAL AGGREGATION

Sectoral Aggregation

Tabl e 3 il | u dariffsaucteran refation totheavorlkl and iss SAFTA partners at the most
detailed levkof sectoral decomposition available@iobal Trade Analysis ProjedGT AP) sectoral
nomenclature.

At the global level, Sri Lanka faces on average higher protection (9.8 percent) than it applies (7.4
percent) Thatpattern is accentuated in certain prots known to be subject to high protection globally
such asugar(raw and processedjairy productspaddyandprocessed ricavheat andcereals On the
other handon beverages and tobacco produtisestry, mineral productsanimal productsother cops
(which include Sri Lank@& main agricultural exports, tea and spices), @gktables, fruitsand nuts Sri
Lanka applies higher protection than it faces.

Across its SAFTA partners, Sri Lanka on average applies lower taeits thar® percent wit
the exception of Nepal) than it facegdater tharl5 percent with the exception of Nepal). But it is not
uniform across sectors and across countries: Sri Lanka appiligis tariff of 35 percent to imports of
paddy and processed ribat faces highgprotection globally (119 and 98 percent, respectively) and with
respect to India (80 percent). 8ithoughSri Lanka is expected to benefit more than its SAFTA partners
from the implementation of the agreement, the effects on specific commodities willocangling to
their initial structure of protection and whether they are included in the sensitive list. The number of duty
free imports in Sri Lanka froSAFTA partner8angladesh, Bhutan, the Maldivesid Nepal attests to

Sri Lankabds speci al and differential treatment to
faced by Sri Lankaexports to India is also interesting. In spite ofltidiai Sri Lanka Free Trade
Agreementin force since 2001, t i s mor e than three times higher t

to Sri Lanka. The same pattern follows between Sri Lanka and Pakistan, although not much can be
inferred yetbecausé¢he rates in Table 3 do not reflect the PakisBanLankaFree Trade Agreemetiiat
came into force in 2005.

This structure of tariffs across commodities and countries makes Sri Lanka a good candidate for
trade liberalization at the multilateral level and at the regional level within SAFTA since in both cases the
elimination of tariffs will increase its market access to trade partners. The sector that stands to gain the
most from trade | i beralization would be Sri Lanka
subject to high protection in SAFTA coumsiand on average in the world (Table 3). In agriculture, dairy
products would benefit from trade liberalization, but because that category is on the sensitive list, gains
will be limited under SAFTA.

Manufactures and agr i culdtyerperts,aepreserfingi69 ahds36 k a 6 s m
percent, respectively, of total merchandise exports. Manufactures also represent the main component of
commodity imports, with agriculture coming third after fuels and mining products (WTO 2007).

Table 4 summarizes ttselected aggregation for this study. Fourteen of the sectors are in
agrifood, for which Sri Lankabs exports face high
aggregation also includes 11 primary and manufacturing sectors that constitute 8reL& s mai n expo
and source of employment and two service sectors.
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Table3. Sr i Lankabés average applied and faced protection, 2004

Average applied protectioc Average protection faced
< c
= £ 8 ¢ & = £ = £ 5 « & 3z
E ¢ 2 g8 § 2 3 & 2 2z B § £
a = o 8 = o
(in percent)

Beverages and tobacco products 66.0 89.8 5.3 84.4 1332 125.6 114.4 30.0 325 989 982 314 543 700
Sugar cane, sugar beet 25.0 0.0 0.0 0.0 0.0 0.0 25.0 153.5 0.0 0.0 0.0 150 0.0 0.0
Meat: cattle, sheep, goats, horses 239 250 0.0 248 0.0 25.0 25.0 427 20.3 0.0 30.0 15.0 10.0 10.0
Coal 50 0.0 5.0 4.8 0.0 0.0 5.0 6.1 27 0.0 6.5 250 5.0 18.5
Chemical, rubber, plastic prods 6.6 3.3 9.7 3.1 5.3 17.0 6.9 4.6 191 147 16.0 264 129 140
Cattle, sheep, goats, horses 17.2 0.0 0.0 25 0.0 0.0 2.1 17.7 0.0 0.0 0.0 25.0 0.0 0.0
Electronic equipment 54 3.6 9.9 3.1 5.4 5.0 8.3 3.1 135 176 6.8 224 65 17.9
Electricity 10.0 0.0 0.0 4.8 0.0 0.0 0.0 9.4 225 0.0 100 25.0 150 25.0
Metal products 7.6 6.5 226 35 9.4 17.9 6.1 9.4 135 194 150 246 6.3 8.4
Forestry 158 25.0 0.0 8.4 0.0 22.9 5.8 8.9 16.8 2.9 246 245 9.7 103.0
Fishing 91 56 0.0 8.8 8.0 3.1 8.9 6.9 229 100 295 200 52 10.0
Gas 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Gas manufacture, distribution 50 0.0 0.0 4.8 0.0 0.0 0.0 15 150 100 150 250 5.0 10.0
Cereal grains nec 6.3 0.0 0.0 7.6 6.0 25.0 5.7 27.3 0.0 0.0 60.0 150 100 9.0
Ferrous metals 54 110 5.2 3.1 55 9.0 5.4 1.3 127 252 184 245 84 8.1
Leather products 118 64 216 83 10.4 6.0 10.3 9.0 85 292 113 210 139 99
Wood products 44 55 6.5 6.6 1.1 9.9 119 6.2 273 161 141 170 132 231
Dairy products 143 145 240 124 10.0 13.1 11.1 36.4 325 300 331 105 150 246
Motor vehicles and parts 7.7 74 181 47 5.1 5.2 14.0 8.5 304 200 147 256 149 233
Metals nec 73 93 100 6.2 8.6 9.6 8.6 8.9 108 200 150 245 6.0 6.7
Mineral products nec 16.1 242 249 147 6.1 14.1 22.3 8.1 299 283 136 188 334 222
Animal products nec 114 136 6.4 138 236 13.8 20.7 3.5 196 258 155 218 11.8 23.1
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Table 3.Continued

Average applied protectio Average protection faced
= =
: £ 5 & ¢ 3 g = § 5 =« & 3 S
E 2 2 2 % g 2 t & 2 2 % g 2
@ = o s = o
In  percent
Crops nec 406 447 249 390 00 12.9 48.9 13.7 300 569 530 152 11.8 19.3
Food products nec 152 111 178 139 8.2 24.0 104 15.1 26.1 221 69.0 15.1 196 19.0
oil 84 00 100 4.8 00 0.0 0.0 6.6 00 00 00 250 00 0.0
Machinery and equipment nec 49 6.1 6.0 3.3 5.2 7.3 3.8 2.3 10.7 107 121 177 83 171
Manufactures nec 86 113 7.0 47 80 8.4 8.3 4.7 241 275 181 207 170 225
Minerals nec 55 6.0 0.0 5.1 0.0 125 6.8 16 6.1 100 9.6 248 106 6.7
Meat products nec 239 0.0 250 226 0.0 25.0 23.9 36.9 242 10.0 66.1 225 146 245
Oilseeds 243 250 00 247 00 0.0 24.4 13.9 188 00 175 150 10.0 9.0
Transport equipment nec 89 6.2 5.7 108 9.6 13.9 5.4 5.2 134 100 75 622 7.8 13.2
Petroleum, coal products 12.7 158 100 6.3 5.0 0.0 15.8 15 28.2 0.0 150 243 159 221
Processed rice 350 350 0.0 350 0.0 35.0 35.0 119.2 0.0 0.0 0.0 0.2 0.0 0.0
Paddy rice 35.0 350 0.0 35.0 0.0 35.0 35.0 98.2 0.0 0.0 80.0 15.0 10.0 10.0
Plantbased fibers 0.0 0.0 0.0 0.0 0.0 0.0 0.0 15.0 325 200 150 155 45 25.0
Paper products, publishing 79 182 129 83 10.4 11.2 11.5 7.4 143 9.1 149 167 124 16.6
Sugar 225 0.0 0.0 236 250 131 25.0 835 325 0.0 15.0 1.0 250 10.0
Textiles 1.5 3.0 7.2 1.0 4.8 13.0 0.6 9.9 280 16.1 150 189 95 21.8
Vegetables, fruit, nuts 227 251 250 264 213 20.0 20.0 13.2 161 192 574 150 938 18.6
Vegetable oils and fats 189 196 00 122 202 14.3 14.5 32.1 176 04 507 220 128 278
Wearing apparel 95 102 125 96 9.9 9.3 5.9 11.3 323 281 150 248 188 250
Wheat 00 00 00 00 00 0.0 0.0 34.2 00 00 00 150 00 0.0
Wool, silkworm cocoons 00 27 00 00 00 0.0 0.0 8.2 245 100 150 250 6.0 100
Average over all commodites 74 57 88 59 8.0 16.0 58 9.8 17.8 206 220 182 104 155

Source:Aut horsdé cal cul ati ons adatabdse am GTARZnoreAckhiire MAc Map HS 6
Note: nec =Not elsewherelassified
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Table 4. Sectoral aggregation

# Sector
Agrifood
1 Wheat
2 Paddy rice
3 Vegetables, fruit, nuts
4 Oilseeds
5 Other crops
6 Plantbased fibers
7 Wool, silkworm cocoons
8 Animals and animal products
9 Bovine meat and meatoducts
10 Processed rice
11 Raw milk and dairy products
12 Sugar
13 Beverages and tobacco products
14 Other food products
Primary and manufacturing
15 Fishing
16 Primary products
17 Paper products, publishing
18 Textiles
19 Wearing apparel
20 Petroleum and coal products
21 Metal products
22 Mineral products
23 Chemical, rubber, plastic products
24 Minerals nec
25 Other manufactured products
Services
26 Transport and trade
27 Other services

Source: Based on GTA®2 nomenclature.
Note: nec = Not elsewhere classified.

Geographical Aggregation

As the indexesn Table 2show Sri Lanka has a narrow base with respect to markbetgis also
evidenced by the directienf-trade statisticavhich indicate tha60 percent of Sri Lank@a exports are

directed to the United States and the Ealthough the trendecreasedver the period 2062008 (Table
5). Theremaindeiis directed to emerging and developing countries in Asia and the Middle East. In Asia,

the share of Sri Lankasxportsto SAFTA hasncreased sinc2 0 0 2 ,

d o mi

nat ed

by

India. The Middle Eags also an important region for Sri Lanktade.The United Arab Emirates is the
second largest singl@untry developing trade partner after India for Sri lasrdxports (3 percent of

total exports).
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Sri L a n k pod the othen pamdrenwre diversified and are sourced predominantly from
developing countries. Indialeagsr ovi di ng more than 21 percent of Sr
China, whichisrpl acing the E.U. as the secoMMierdathe gest sup
remaining SAFTA countriesontribute onlyma r gi nal |y t o Sr i Lanka&ds trade
Indonesia, Korea, Malaysia, Singapagd Thailand contribute together7 per cent of Sri L a
imports. Iran and the United Arab Emirates are the main sources of SridLanjgarts (consisting
almost entirely of crude oil) from the Middle East (Table 5).

In addition to the contribution of developing countries, Japan isxportant trashg partnerof
Sri Lanka in Asia, absorbingore thar? percent of its exports and supplying 3 percent of its imports, but
the trend is decreasing.

The geographical aggregation shown in Table 6 reflects the structure of ntdeibed
previouslyand corresponds to the GTAR2 nomenclaturdt includes four developed countries/regions
and 17 developing countriesgions mostly in Asia. Among SAFTA members, the GTAR database
singles out Bangladesh, India, PakistamdSri Lankabut groups Bhutan, the Maldives, and Nepal in the
Rest of South Asia
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Table5.Geogr aphi cal compositi oig00®f Sr i Lankadéds trade, 2002

Destination of exports

2002 2003 2004 2005 2006 2007 2008
(US$ million)
4,678 5,133 5,757 6,384 6,883 7,740 8,688
(in percent)

Developed Countries 74.8 70.1 71.0 68.0 68.8 67.7 65.1
United States 37.7 34.6 325 311 29.1 255 21.7
European Union* 30.1 28.5 324 30.9 33.6 37.0 37.8
Japan 3.0 3.1 2.7 23 24 21 21
Restof Developed Countries 4.0 3.8 3.3 3.7 3.6 3.2 3.5

Emerging and Developing Countries 23.8 25.7 28.1 29.6 26.7 27.4 29.9
Africa 0.8 0.9 0.8 0.7 0.7 0.7 0.7
Asia 10.3 11.5 13.2 14.7 13.4 13.0 13.1

SAFTA 55 6.8 8.8 10.2 8.7 8.3 8.4
Bangladesh 0.2 0.2 0.2 0.2 0.3 0.3 0.2
Bhutan 0.0 0.0 0.0 0.0 0.0 0.0 0.0
India 3.6 4.8 6.8 8.9 7.1 6.7 6.8
Maldives 1.0 11 11 0.4 0.4 0.7 0.7
Nepal 0.0 0.0 0.0 0.0 0.1 0.0 0.0
Pakistan 0.6 0.7 0.7 0.7 0.8 0.7 0.7

Rest of Emergin@nd Developing Asia 4.8 4.7 4.4 4.4 4.7 4.6 4.7
China** 15 1.8 1.6 15 14 1.3 14
Indonesia 0.2 0.2 0.2 0.4 0.7 0.6 0.7
Korea 0.7 0.6 0.3 0.4 0.4 0.4 0.4
Malaysia 0.2 0.2 0.2 0.2 0.4 0.5 0.5
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Table 5.Continued

Destination ofexports

2002 2003 2004 2005 2006 2007 2008
Singapore 15 1.3 15 1.2 1.1 1.0 0.7
Thailand 0.3 0.2 0.3 0.4 0.6 0.6 0.7
Vietnam 0.2 0.2 0.1 0.2 0.1 0.2 0.2
Other Developing Asia 0.2 0.2 0.3 0.2 0.1 0.1 0.2
Middle East 7.3 7.8 7.0 7.3 7.0 7.7 8.4
Iran 0.7 0.7 1.0 1.2 1.2 1.5 1.7
Saudi Arabia 0.6 0.6 0.5 0.6 0.4 0.7 0.7
United Arab Emirates 2.8 3.2 2.4 2.7 2.5 2.7 3.0
Other Middle East 3.1 3.3 3.1 29 2.8 2.8 29
Central and South America 14 14 1.8 3.1 15 1.8 1.8
Rest of Emerging and Developing Countries 4.0 4.2 5.3 3.8 4.1 4.3 5.8
Rest of the World 15 4.2 0.9 2.3 4.5 4.9 5.0
100.0 100.0 100.0 100.0 100.0 100.0 100.0
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Table 5.Continued

Provenance of imports

2002 2003 2004 2005 2006 2007 2008
(US$ million)
6,022 6,672 8,000 8,863 10,253 11,301 14051
(in percent)

Developed Countries 35.8 35.8 33.0 29.1 28.7 26.8 28.4
United States 3.6 3.0 3.0 2.3 2.0 3.6 2.2
European Union* 15.1 16.6 15.7 14.6 13.7 12.3 13.6
Japan 5.9 6.7 5.1 4.3 4.4 3.7 2.9
Rest of Developed countries 11.2 9.5 9.2 7.9 8.6 7.2 9.7

Emerging and Developing Countries 64.0 61.7 66.9 70.8 70.7 72.6 70.9
Africa 0.6 0.4 0.8 0.8 0.3 0.3 0.3
Asia 48.6 51.9 53.3 56.5 57.2 58.1 54.7

SAFTA 155 17.6 19.7 22.4 22.9 24.9 22.9
Bangladesh 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Bhutan 0.0 0.0 0.0 0.0 0.0 0.0 0.0
India 13.8 16.1 18.0 20.7 21.2 23.1 21.2
Maldives 0.5 0.3 0.2 0.2 0.2 0.1 0.1
Nepal 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Pakistan 1.1 1.1 13 1.3 14 1.6 14

Rest of Emerging and Developing Asia 33.1 343 33.7 34.2 34.3 33.1 31.9
China** 12.4 13.3 134 14.4 14.0 14.6 15.0
Indonesia 2.4 2.4 2.2 2.5 2.2 2.2 2.3
Korea 5.0 4.2 3.1 2.4 1.8 1.6 15
Malaysia 3.4 4.1 4.1 4.4 43 25 24
Singapore 7.2 7.8 8.7 8.3 9.7 9.9 7.7
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Table 5.Continued

Provenance of imports

2002 2003 2004 2005 2006 2007 2008
Thailand 2.4 2.2 1.9 1.9 2.0 2.0 2.7
Vietnam 0.1 0.1 0.1 0.1 0.2 0.2 0.2
Other Developing Asia 0.2 0.1 0.1 0.1 0.1 0.1 0.1
Middle East 13.8 8.3 11.0 115 11.8 13.0 13.7
Iran 3.0 3.7 5.2 5.9 7.4 7.5 7.9
Saudi Arabia 2.6 1.1 2.2 1.7 1.4 1.3 1.4
United Arab Emirates 4.5 2.7 25 3.3 2.1 2.9 3.1
Other Middle East 3.7 0.7 1.0 0.6 0.8 1.3 1.3
Central and South America 0.7 0.4 1.3 1.2 0.6 0.4 0.3
Rest of Emerging and Developing Countries 0.4 0.6 0.4 0.8 0.8 0.8 1.9
Rest of theWorld 0.2 25 0.1 0.1 0.6 0.7 0.6
100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: IMF (2009).

Notes: * =The data for the European Union (EU) for all periods cover Austria, Belgium, Cyprus, Czech Republic, DEstoai, Finland, France, Germany, Greece, Hungary,
Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland, Portugal, Slovak Republic, Slovenia, Spain,adae¢derunited KingdonThis definition applies

to any mention of the term the remaining tables* = China includes Hong Kong and Macau.
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Table 6. Geographical aggregation

# Regions North/South Scarcity of land
1 United States North No
2 European Union North Yes
3 Japan North Yes
4 Rest of Developed Countries North No
5 Bangladesh South Yes
6 India South Yes
7 Pakistan South Yes
8 Sri Lanka South Yes
9 Rest of South Asia South Yes
10 China South Yes
11 Indonesia South Yes
12 Korea North Yes
13 Malaysia South Yes
14 Singapore South Yes
15 Taiwan North Yes
16 Thailand South Yes
17 Vietnam South Yes
18 Rest of Developing Asia South Yes
19 Iran South Yes
20 Rest of Middle East South Yes
21 Rest of the World South Yes

Source: Based on GTAR2 nomenclature.
Note: AScarcity of land reflects low values of land area per capita.

Table 6 also identifies the regions with respect to two geographical indicators that are linked to
assumptions made in the MIRAGE model. The first indi¢didorth/South reflects the difference in
quality of products coming from developeduntriegNorth) andthosecoming from developing
countriegSouth) It implies that substitutability is higher among products belonging to the same quality
range than among products from different quality ranges. Thedlashie identifies countriesr regions
that are land scarce andhere thereforeland exhibitdow supply elasticity (Bouét 2008).
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4. INITIAL STRUCTURES OF PROTECTION, TRADE, AND PRODUCTION

The MIRAGE model relies on the GTAR2 database for multisecéd, multiregion data and the 2004
MAcMapHS6v2 database for the applied protection on godtie. GTAP6.2 database is built from a
combination of regional inpUbutput tables adjusted to match international datasets on macroeconomic
aggregates, bilateraterchandise and services trade, protection, and energy. The &Z ARtabase
provides detailed economic information for 96 regions and 57 sectors, representing global economic
activity for a particular reference yé&a2001 (Dimaranan 2006).

The 2004 MAcMapiS6-v2 database computes the equivalent measure of applied protection at
the six-digit level of theHarmonized Commodity Description and Coding Systei®) for 5,111
products, 166 reporting countries, and 208 partners. The equivalent measure cathbdmeemtariffs
and thead valorenequivalent of specific tariffs, tariff quotas, prohibitipasd antidumping duties, at the
bilateral level, taking into account all preferential agreements across the world up td2004ateral
measures of protectian MAcMapHS6v2 are aggregated across regions and products using a weighting
met hodol ogy originated by Centre DO6Etudes Prospec
based on rﬁe):ference groups of countries instead of the standardvepgittedaverage protection (Bouét
et al. 2008j.

Based on these two databases, the structures of protection and trade are presented in this section
according to the sectoral and regional classifications descrittall@s 4 and 6.

Protection and Trade

Table 7 illustrates the structure of applied protection worldwide. Overall, developed countries have
significantly lesgrotection than developing countries, averaging below the world average of 4.4 percent.
Among developing countriedsian countries apae to be the most protectionist. Confirming Baysan,
Panagariya, and Pitigd@ia@®006) observation of high levels of protectiorntie SAFTA regionTable 7

shows that SAFTA countries apply the highest tariff ratesging between 15 and 23 percavith the
exception of Sri Lanka, which applies an average rate of 7 percent. So within SAFTA, Sri Lanka is
relatively an open economy overall. Outside SAFTA, protection is highest in Malaysia, Thaildnd
Vietnam. In the Middle East, Iran has an applied ta&fé of 17 percent, more than twice the region
average of 7 percent.

Across sectors, agriculture is the most protected sector at the world and country levels, but within
SAFTA industrial protection is relatively high by world standaeshd for the Maldies, it surpassesven
agricultural protection. The higher level of protection in agriculture is not surprising given that agriculture
was left out of multilateral trade negotiations until 1986en theWVTO was formed. The Agreement on
Agriculture (WTO 2@7) went a long way to lower protection in developed and developing countries but
has met with strong resistanead agriculture continues to be the main hurdle in completing the ongoing
round of multilateral negotiations and sextmbe left out of mogbilateral and regional trade agreements.

This trend is especially true for Sri Lankehosetariff rate on agricultureexceed0 percent
compare with 6 percenpnindustry. The Maldives,on the other handhas a small agriculture sector
constrained by fhited availability of cultivable land and must import most of its staple foods, so the
incentive to protect domestic production is low. In Asia and among SAFTA countries in particular, the
high protection rates in industry are driven by high tariffhétextilesandwearing apparedubsectors.

Iran, not a WTO membeghas particularly high rates of 43.5 and 82 percentieidilesandwearing
apparel respectively.

At the global level, LDCs seem to face the same level of protection dsD@sand developed
countries. But with respect to developed countries, LDCs face lower tariff rates suggesting that LDCs
may benefit from preferences from developed countries. SAFTA countries face higher protection than

% In particular, this referenegroup weighting scheme reduces the endogeneity bias in measuring protection and usually
provides higher assessments of average protection.
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other developing exporters overall anithwespect to developed countriddthoughthe region benefit

from preferential treatment by developealintry partnerdf mayunderuse sucpreferences because of

the product mix of SAFTA exports or [legblyfse of th
preferential treatment. For exampiextiles andwearing apparelamong the most important exports for

many SAFTA countrigsare excluded frorthe preferential agreement with the United States.

Interestingly, SAFTA countries face taritis high as other countries with respect to other SAFTA

partners (Table 7).

Tables 8 and 9 illustrate the structure of pro
faces very high protection graddyrice, processed rigandsugarand high protection omilk and dairy
productsbovine meat and meat produciad wheat (Table 8). The largest sharpaxddy rice(37
percent) is exported to the E.U., where it faces a tariff rate of 82 pastech although high is less than
the rateslapan, Korea, and Taiwan applypaddy ricefrom Sri Lanka(554, 450, and 497 percent,
respectively, but they are still the destination for 8 percent of total paidegyexports. On the other hand,

Sri Lanka direct 11 percent of itpaddy riceexportsto theRest of the Middle Easivhich has a very low

average tariff of 1.7 percerrocessed rictollows a similar patteryrwhere the E.U. receives 34 percent

of Sri Lankabds export sofibdpesqgni. Agaidapan, Kargegnd Teiwang a t ar
are the highest protectorsmcessed ric€580, 450, and 521percent, respectivelybut they absorbnly

4 percent of exports. A large sharepobcessed rigel5 percent, is exported to tRestof the Middle

East whichapplies one ofhe lowest tariff rateon this sectorMilk and dairy product®ave two main

destinations: th&est of South Asias7 percent, and thieest of the Middle Easi2 percent. Relative to

the world average, these two regions have among the lowest tasfftatand 15 percent, respectively.

Developed countries, with the exception of the United States, apply very high tarifimalaisy

products'k anging from 96 to 125 percent, yet they are ¢
exports.More than thregfourths of Sri Lanka exports ofsugarhas forits destination th&kest of South

Asia, but17 percenstill finds its way to the largest protectors of sugar, the E.U., Japan, aReéshef

Developed Countriesith tariff rates of 237, 406, dr93 percent, respectively.

Sri Lankads mai n weaingappdrei32 pemcentaniathersmanufactueed e
productswhereasn agriculture, thercrops whi ch i nclude tea, constitute
exports. Three regions strb nearly threourthso f S r i othelacropsxpbrs: the E.U., thRest
of the Middle Eastand theRest of the WorldThoseregions apply varying tariffs to this sector ranging
from 41 percentE.U)) to 14.2 percentRest of the Worlll The United States and the E.U. together
i mport 90 per aveanirng appdredng apply tariff natksanfdl2 and 11 percent, respectively,
which is relatively low comparedith other countries (Table 8), but high when we consider that the
E . Uavérage tariff with regard to the world aaring appareas much lower, 5.3 percent (Table 7).

Finally, other manufactured produdecesomeof the lowest tariffs, particularly in the United States and
the E.U, whichtogetherabsorb 68 percentof Stiankads exports.

Sri Lanka main exports to SAFTA countries rank very low in the export structure of the
country. Among the most important aéseedgo Pakistan andnimak and animal product®
Bangladesh, Indiaand theRest of South Asial' hosesedors face tariffs worldwide of 14 and 13 percent,
respectively, but within SAFTA partners, they face slightly lower rates, 9 pdorasilseedsand ranging
between 5 and 11 percent fmiimak and animal product@ables 8 and 9).
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Table 7. Protection applied by country, 2004

By sector By exporter
Industry
Total Wearing
Total agriculture Total Textile apparel Dvped Dvping LDC SAFTA
(in percent)

World 4.4 14.7 3.4 7.9 9.0 4.1 4.9 4.7 7.1
United States 25 8.1 2.0 6.9 114 2.2 2.0 2.0 4.8
European Unioi25 2.0 9.7 1.3 2.8 5.3 15 29 1.0 4.1
Japan 3.4 25.9 1.3 4.5 10.5 3.7 3.0 2.2 7.7
Rest of Developed Countries 4.1 26.2 2.2 5.9 12.2 4.7 3.7 1.3 6.3
Bangladesh 16.9 21.9 16.4 21.8 30.5 14.0 20.7 16.4 19.6
Bhutan 15.2 21.2 13.9 17.7 29.3 14.4 15.6 16.7 13.3
India 19.1 62.0 14.6 14.5 14.9 18.3 19.6 19.5 17.6
Maldives 23.4 17.6 23.9 18.1 23.8 24.4 22.0 23.8 215
Nepal 134 15.8 13.1 9.2 19.1 13.8 13.4 10.6 13.9
Pakistan 15.9 24.3 15.0 18.0 25.0 16.4 16.1 12.0 18.1
Sri Lanka 7.2 20.5 6.0 1.4 9.5 7.2 7.8 5.7 5.9
China 4.9 6.9 4.7 9.3 5.8 5.5 5.2 35 6.2
Indonesia 5.5 8.8 5.2 8.0 12.1 6.2 4.3 15 5.5
Korea 7.9 33.9 5.6 8.8 12.2 9.4 8.2 8.8 14.2
Malaysia 14.4 29.8 12.8 145 17.8 15.2 12.6 18.5 14.0
Singapore 0.1 1.3 0.0 0.0 0.0 0.1 0.1 0.0 0.0
Taiwan 9.9 24.4 8.6 7.8 11.1 10.7 7.7 8.6 11.5
Thailand 13.6 42.8 11.0 19.8 30.7 14.1 12.0 3.4 14.4
Vietnam 11.6 23.1 10.3 22.8 41.3 10.8 12.6 11.6 17.7
Rest of Developing Asia 6.0 11.3 5.5 6.9 11.6 6.2 5.7 5.0 7.3
Iran 174 28.2 16.4 43.5 81.8 17.8 16.1 6.9 211
Rest of Middle East 6.8 18.5 5.7 8.0 12.1 6.6 6.9 7.0 8.1
Rest of World 9.9 19.0 9.0 13.6 20.5 9.1 11.1 11.0 14.2
Source:Aut hor sdé cal cul atMAdviapHSBv2adatabdse.o n he 2004
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Sri Lanka is one of the less protectiomdsbnomiesn South Asia ands the most open among
SAFTA countries. Sri Lankabds average applied prot
than thatppliedto other groups, with the exception of LDCs (Tablelfjlia, Bangladestand Pakistan
benefit from this lower rate but not tRest of South Asia, which faces a tariff rate of 11 perceritson
exports to Sri Lanka, as (fablg0) dise lowdstdariftapplieibyr y 6s MF
Sri Lanka is with regard to Iran, 3.3 percent. It is the result oftlegyimports of primary products (oil),
which constitutes the largest import from Iran by Sri Latk&ontrast, Sri Lanka does not seem to
benefit from preferential tariff rates from India and Iran, where it faces high @2 and 34.1 percent,
respectivelyin spite of signedree trade agreementsth thosetwo countriesThoserates are higher than
the average tariff rates the woflites inthosecountries fables 7 and 8). The high tariffs faced by Sri
Lanka with respect to India supports Baysan, Panagariya, and Bitg#fla6) judgment that the
provisions of thdndiai Sri Lanka Free Trade Agreemeatthough generous on the sudaexclude
through the negative list or constrain by quotas most of the products &a isatapable of exporting.

Sri Lankabds protection of dhgtrofiotbenSotthuAsian i s c omp a
countries. Sri L an ksalewheansegetablegimits,iard ndtsother ceopsmilk mp o r t
and milk productsandother food productsTogether they account for 10 percent of total imports.

Imports of wheat are duty free and are imported mainly from developed counitiiethe UnitedStates
supplying more than twithirds. Vegetablesfruits, and nutsare imported from developed countries

(nearly 30 percetindia and Pakistan (48 percent combined), and the Middlg Eapercent Sri
Lankadés tariff on tscoustriesramgihgdrom jigscentEd)y) © R6spereentt acr o
(India). Milk and milk productsare subject to tariffs that are relatively modest relative to other
agricultural imports, averaging across countries just ubBgrercent. Ninetnine percent of imports

come from developed countries, 5 peragnwvhich comerom the E.U. Finallyother food productare
subjected to tariffs ranging from 11 to 18 percent and are imported from a variety of sources, the main
ones being the E.U., Indi&hailand, and the Rest of the WorBkverages and tobacco products
constituteby far the most protected secttre average tariffs 66 percent butangesacross countries

from 50 to 153 percent. The E.U. supplies nearly hatfiatfsectod Bnports b Sri Lanka {ables 10 and

11).

Industrial products constitute the largest share of total imports for Sri Lanka, 74 percent. The
three leading sectabstextiles(vital as the main input to theearing apparedector);,chemical, rubber,
and plastic productgndother manufactured produétsaccount for 18, 11, and 24 percent, respectively,
of total imports (Table 11).

The structure of tariffs and trade flows just presented accentuates the importance of the list of
commodities Sri Lanka and other SAFTA memhdrsose to exempt from the free trade agreement.

Because Sri Lanka faces higher protection than it applies overall and in South Asia in particular, it is
expected to benefit from trade liberalization, but with such a narrow base with respect to sectors and
partners, the gains may be limited when the trade agreements are restricted by long lists of exempted
sensitive products.

9 The Pakisiri Sri Lanka trade agreement was not implemented until 2005 so would not be reflected in the 2004
MAcMapHS6v2 database.
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Table8B.Average tariffs faced by Sri Lankabébs exports, 2
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Sectors
(in percent)
Wheat 2.9 35.8 208.6 28.1 0.0 0.0 0.0 15.0 65.6 1.7 2.2
Paddy rice 5.7 81.6 5539 6.6 0.0 80.0 10.0 4.0 0.0 18.8 450.0
Vegetables, fruit, nuts 1.2 25 1.9 14.9 16.1 57.4 18.6 10.7 9.0 5.0 38.8
Oilseeds 0.0 0.0 0.4 6.6 18.8 17.5 9.0 10.0 7.0 5.0 590.8
Other crops 2.7 4.1 4.2 43.3 30.0 53.0 19.3 13.3 13.0 5.0 19.0
Plantbased fibers 0.0 0.0 0.0 0.0 21.0 14.7 5.0 8.2 2.6 5.0 1.0
Wool, silkworm cocoons 0.1 0.0 0.0 0.0 135 15.0 5.0 0.0 0.0 0.0 1.0

Animals and animal products 0.0 1.6 13 15.7 4.8 11.0 6.7 7.0 16.9 3.3 135
Bovine meat and meat product 0.7 34.7 713 120.0 24.2 65.9 24.4 16.1 15.9 5.0 21.6

Processed rice 2.7 151.8 580.2 10.7 0.0 0.0 0.0 0.2 0.0 19.7 450.0
Raw milk and dairy products 9.3 95.8 101.1 1253 325 33.1 24.6 12.2 16.8 4.9 156.9
Sugar 36.4 236.6 406.2 93.1 325 15.0 10.0 16.6 54.6 38.8 34.4
Beverages and tobacco produc 4.9 42.6 105 22.6 325 98.2 70.0 67.6 12.1 235 27.3
Other food products 0.3 12.2 11.9 42.7 19.7 55.4 25.5 14.8 13.0 5.1 20.3
Fishing 0.0 9.8 34 0.6 22.9 29.5 10.0 6.0 1.3 4.8 18.3
Primary products 0.0 0.2 0.3 9.0 14.9 224 92.0 8.7 3.1 5.8 4.8
Paper products, publishing 0.0 0.0 0.0 0.7 14.4 15.0 16.6 12.3 5.8 6.0 2.2
Textiles 11.0 104 8.0 12.8 28.5 15.0 22.5 12.9 6.8 9.0 11.9
Wearing apparel 11.9 11.1 8.9 14.8 32.3 15.0 24.9 23.3 1.2 14.7 11.2
Petroleum and coal products 1.6 0.0 4.2 0.3 28.2 15.0 22.1 185 1.7 2.7 5.1
Metal products 0.1 0.4 0.0 1.7 11.8 15.4 7.5 6.4 5.0 10.5 6.1
Mineral products 0.0 0.0 0.0 0.0 7.3 13.8 5.5 11.0 0.4 4.6 1.3
Chemical, rubber, plastic
products 0.7 0.3 0.0 2.9 19.0 15.9 14.2 135 6.0 9.2 6.6
Minerals nec 45 8.4 0.0 1.7 30.9 134 23.1 35.1 4.7 6.0 6.8
Othermanufactured products 1.1 0.9 11 11 18.8 131 19.2 12.2 3.2 6.2 5.5
Average by country 7.4 8.0 6.5 14.5 17.9 22.0 15.6 114 6.5 6.7 11.2
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Table 8. Continued
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Wheat 0.0 0.0 7.0 27.0 0.0 4.6 5.0 3.0 16.3 34.0
Paddy rice 0.0 0.0 497.2 52.0 20.0 43.7 50.0 1.7 22.7 98.1
Vegetables, fruit, nuts 15.9 0.0 345 26.9 394 105 35.1 12.9 20.0 13.2
Oilseeds 0.0 0.0 11.3 35.2 10.0 185 11.6 25 8.8 13.9
Other crops 20.5 0.0 17.1 30.3 294 6.3 24.6 7.4 14.2 13.6
Plantbased fibers 0.0 0.0 0.0 5.0 9.4 3.4 4.0 3.9 6.6 1.6
Wool, silkworm cocoons 0.0 0.0 0.0 0.0 0.0 9.7 0.0 3.2 9.0 0.6
Animals and animal products 2.8 0.0 7.2 17.0 1.3 11.3 54.0 12.1 19.3 12.7
Bovine meat and meat products 0.0 0.0 32.0 515 46.8 29.0 42.9 20.9 47.0 374
Processed rice 0.0 0.0 520.8 52.0 0.0 46.1 50.0 25 27.7 118.6
Raw milk and dairy products 1.6 0.0 11.3 14.2 27.8 4.4 42.7 14.9 29.0 36.3
Sugar 0.0 0.0 138.1 64.9 10.0 39.2 72.2 3.3 24.0 83.0
Beverages and tobacco produc  315.0 2.4 13.8 35.3 78.1 18.9 36.3 66.9 53.4 30.0
Other food products 23.8 0.0 20.2 30.8 36.9 5.7 34.3 6.4 18.5 15.9
Fishing 0.8 0.0 18.1 59.4 6.2 11.0 28.7 10.7 16.5 6.9
Primary products 0.3 0.0 11.6 32.9 4.5 16.4 30.5 62.2 10.6 8.7
Paper products, publishing 18.7 0.0 2.6 24.7 125 145 29.7 8.0 12.6 6.3
Textiles 15.8 0.0 10.4 22.3 33.9 8.1 52.1 11.6 18.4 111
Wearing apparel 19.3 0.0 11.9 36.2 49.8 14.0 90.0 14.7 25.3 11.2
Petroleum and coal products 12.7 0.0 6.6 1.0 14.7 4.4 5.0 4.5 18.6 15
Metal products 11.9 0.0 4.6 154 2.0 9.9 27.9 7.4 7.9 8.6
Mineral products 0.0 0.0 0.0 2.0 14 14.3 5.7 2.8 8.9 1.2
Chemical rubber, plastic
products 17.4 0.0 6.8 14.2 9.7 8.8 30.3 6.8 13.4 4.1
Minerals nec 29.0 0.0 10.8 24.6 34.4 9.8 57.3 8.1 19.5 8.7
Other manufactured products 105 0.0 2.4 121 10.2 10.7 175 5.5 11.9 3.0
Average by country 20.2 0.0 10.6 25.2 12.9 8.7 34.1 104 155

Source: Authorsd calcul at i-v2databakeased on the 2004 MAcMapHSG®6
Note: nec = Not elsewhere classified.
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Table 9. Sri Lanka export shares by sector and destination, 2004

Importers
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(in percent)
Wheat 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Paddy rice 14.5 37.2 4.7 9.6 0.0 0.6 0.2 1.0 6.3 0.6 2.2
Vegetables, fruit, nuts 2.4 32.2 0.6 3.1 0.0 2.4 4.9 141 0.5 0.1 0.2
Oilseeds 0.0 0.5 0.0 0.1 0.0 0.0 98.4 0.0 0.0 0.0 0.0
Other crops 29 18.1 4.4 8.3 0.1 2.9 1.6 0.1 1.3 0.1 0.1
Plantbased fibers 8.8 35.9 15.0 4.6 0.0 0.3 2.7 0.2 6.7 0.0 14.6
Wool, silkworm cocoons 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Animals and animal products 1.0 0.8 0.3 0.0 334 218 15 355 0.4 0.0 0.3
Bovine meat and meat products 10.6 24.4 3.8 7.2 0.2 1.6 0.3 32.2 3.6 0.4 1.2
Processed rice 9.6 33.9 2.7 20.0 0.0 0.3 0.2 7.3 2.3 0.3 1.1
Raw milk and dairy products 1.0 29 0.3 2.8 0.0 0.0 0.0 76.7 0.2 0.9 0.1
Sugar 1.9 9.5 0.5 7.0 0.0 0.0 0.0 76.1 0.0 0.0 0.1
Beverages and tobacco products 4.7 135 0.7 2.4 0.0 0.1 0.0 30.0 0.1 0.0 0.0
Otherfood products 9.7 28.2 34.4 3.9 1.9 0.6 0.4 2.5 2.6 0.0 3.8
Fishing 5.2 134 74.9 4.6 0.0 0.0 0.0 0.1 0.3 0.0 0.0
Primary products 5.2 68.1 4.2 2.2 0.0 8.4 0.0 0.6 1.3 0.2 0.6
Paper products, publishing 29 49.7 0.4 3.3 0.9 24.9 0.9 2.3 0.3 0.4 0.4
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Table 9.Continued

Importers
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Textiles 45.8 25.3 2.4 2.7 0.2 0.5 0.2 8.3 2.8 0.7 6.3
Wearing apparel 66.4 235 1.2 3.9 0.0 0.0 0.0 0.8 0.3 0.0 0.1
Petroleum and coal products 6.2 16.5 15 4.3 0.0 0.6 0.0 42.2 15 0.2 1.2
Metal products 2.6 30.9 5.5 6.0 2.9 33.4 0.5 3.2 0.6 0.2 0.2
Mineral products 0.3 24.6 33.9 1.3 0.0 4.2 1.7 0.6 2.1 0.2 0.4
Chemical, rubber, plastic products 35.0 35.8 5.4 5.7 0.8 3.7 2.3 0.7 0.8 0.1 0.5
Minerals nec 42.9 25.3 6.2 8.6 0.8 2.2 11 0.6 0.6 0.1 0.7
Other manufactured products 28.9 39.1 7.3 4.7 0.4 0.6 0.1 0.4 15 0.5 0.4
Transportand trade 19.8 38.5 7.6 7.8 0.1 1.3 0.3 0.1 4.0 0.8 3.9
Other services 12.7 36.9 6.0 8.0 0.1 1.2 0.1 0.1 6.4 0.9 1.3
Export shares by country 35.7 28.6 5.3 5.4 0.2 14 0.7 1.6 1.8 0.3 1.4
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Table 9.Continued
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(in percent)
Wheat 0.0 0.0 0.0 0.0 0.0 0.0 0.0 100.0 0.0 100.0 0.0
Paddy rice 0.5 1.0 1.2 0.5 0.7 0.4 0.1 10.9 7.7 100.0 0.1
Vegetables, fruit, nuts 0.1 0.1 0.1 0.1 0.1 0.0 0.8 26.6 115 100.0 1.2
Oilseeds 0.1 0.0 0.0 0.1 0.0 0.0 0.1 0.5 0.1 100.0 0.1
Other crops 0.1 0.4 0.7 0.0 0.2 0.1 4.4 26.7 27.4 100.0 13.9
Plantbasedibers 1.0 0.0 0.1 0.3 0.0 0.0 0.1 4.2 5.5 100.0 0.6
Wool, silkworm cocoons 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Animals and animal products 0.1 0.0 0.0 0.0 0.0 0.0 0.0 4.7 0.2 100.0 0.0
Bovine meat and meat products 0.4 0.7 0.7 0.4 0.4 0.3 0.1 4.2 7.3 100.0 0.1
Processed rice 0.3 0.5 0.6 0.3 0.3 0.2 0.1 14.8 5.2 100.0 0.0
Raw milk and dairy products 0.0 1.7 0.0 0.0 0.0 0.0 0.0 11.8 1.4 100.0 0.0
Sugar 0.0 0.0 0.0 0.0 0.0 0.1 0.0 4.5 0.3 100.0 0.0
Beverages and tobacco products 1.1 6.7 0.3 0.0 0.0 0.0 0.0 40.0 0.4 100.0 0.1
Other food products 0.2 2.0 2.0 1.2 0.0 0.0 0.0 5.3 1.2 100.0 2.0
Fishing 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.6 0.5 100.0 0.8
Primary products 0.2 0.4 0.3 0.2 0.2 11 0.0 0.7 6.0 100.0 0.1
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Table 9.Continued

Importers
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Paper products, publishing 1.9 0.5 0.2 0.1 0.1 0.7 0.0 6.3 3.8 100.0 0.4
Textiles 0.3 0.2 0.2 0.2 0.0 0.1 0.0 1.3 24 100.0 9.4
Wearing apparel 0.0 0.1 0.1 0.0 0.0 0.0 0.0 1.8 1.9 100.0 31.9
Petroleum and coal products 0.1 0.4 1.3 0.0 1.6 17.4 0.4 0.9 3.6 100.0 0.2
Metal products 0.8 1.9 0.1 0.2 0.0 0.4 0.0 8.0 2.3 100.0 0.6
Mineral products 4.5 0.0 1.2 4.7 0.0 0.7 0.0 16.4 3.2 100.0 0.1
Chemical, rubber, plastic produc 0.2 0.9 0.4 0.1 0.3 0.4 0.2 1.9 5.0 100.0 6.1
Minerals nec 0.5 1.4 0.5 0.1 0.0 0.1 0.3 1.2 6.8 100.0 1.4
Other manufactured products 0.3 3.0 0.1 5.2 0.7 0.2 0.1 3.6 2.9 100.0 13.4
Transport and trade 0.6 1.4 0.6 0.6 0.7 0.4 0.0 2.3 9.4 100.0 8.4
Other services 1.0 15 0.6 1.3 1.2 0.5 0.4 3.2 16.7 100.0 8.9
Export shares by country 0.3 0.9 0.3 0.9 0.3 0.2 0.7 6.1 8.0 100.0 100.0

Source:
Note: nec = Not elsewhere classified.

Aut h dased®n tlee 2004 MAcMapHSE dasabase.
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Table 10. Average tariffs applied on imports by Sri Lanka, 2004
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(in percent)
Wheat 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Paddy rice 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0
Vegetables, fruit, nuts 24.4 18.8 24.7 21.3 25.1 26.4 20.0 22.0 22.1 25.4 24.6
Oilseeds 24.9 20.1 22.2 16.8 25.0 24.7 24.4 24.9 24.1 24.8 20.6
Other crops 14.1 22.4 5.1 24.8 447 335 48.4 14.7 19.3 31.6 34.8
Plantbased fibers 0.0 0.1 0.1 0.0 0.5 0.2 0.0 0.0 0.0 2.9 0.0
Wool, silkworm cocoons 0.0 0.0 1.6 0.0 0.9 0.0 0.0 0.0 1.3 0.2 3.0

Animals and animal products 10.8 13.7 10.5 12.5 8.9 16.8 6.0 8.2 17.0 19.4 10.2
Bovine meat and meat product 22.9 24.7 22.9 21.8 25.0 24.7 24.6 25.0 24.9 22.2 23.6

Processed rice 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0
Raw milk and dairy products  12.4 15.3 141 141 14.5 12.7 111 125 11.7 134 16.1
Sugar 15.3 24.0 24.6 17.0 0.0 23.6 25.0 17.9 23.0 25.0 25.0
Beverages and tobacco produc 75.7 50.3 89.3 67.9 89.8 84.4 1144 153.3 824 96.3 91.9
Other food products 14.6 16.7 14.1 15.0 11.1 12.9 10.9 10.7 17.8 18.6 14.2
Fishing 9.2 6.0 7.7 9.8 5.6 8.7 8.9 8.0 4.6 8.4 9.6
Primary products 3.7 1.7 15 2.3 5.4 4.5 0.2 0.3 2.0 15 0.5
Paper products, publishing 5.0 8.9 7.2 5.1 10.7 8.1 10.9 10.2 9.3 6.3 104
Textiles 2.2 2.0 0.9 2.6 3.8 11 0.7 10.1 1.9 0.9 14
Wearing apparel 9.6 9.1 4.7 10.8 10.0 9.7 14.9 10.1 10.2 9.7 9.5
Petroleum and coal products  14.8 14.3 14.7 9.6 15.8 6.3 15.7 154 13.0 12.2 15.2
Metal products 7.4 8.5 6.9 4.7 10.8 3.9 6.3 8.6 7.2 7.2 6.2
Mineral products 5.5 3.3 5.9 54 6.0 5.1 6.7 5.2 5.3 5.1 6.0
Chemical, rubber, plastic
products 6.1 6.8 7.6 5.3 34 3.1 6.0 9.8 7.7 7.7 6.5
Minerals nec 14.0 17.1 12.1 15.4 24.2 11.5 23.4 11.5 18.0 15.6 13.0
Othermanufactured products 5.2 6.8 6.0 6.2 6.4 5.0 8.0 6.5 7.3 7.5 5.4
Average by country 7.3 8.0 6.4 7.0 5.7 5.9 5.9 111 8.0 8.3 6.4
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Table 10. Continued
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Wheat 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Paddy rice 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0
Vegetables, fruit, nuts 26.5 24.4 23.2 25.0 25.2 255 23.8 23.0 24.2 22.7
Oilseeds 24.0 24.3 23.1 20.7 25.0 23.0 22.8 23.9 24.3 24.2
Other crops 31.0 24.1 145 36.6 28.0 23.9 42.3 12.8 28.2 22.7
Plantbased fibers 15 0.0 0.0 15.8 19.3 4.1 0.0 0.0 0.0 0.0
Wool, silkworm cocoons 0.0 0.0 0.2 3.8 0.0 0.4 0.0 0.0 0.1 0.0
Animals and animal products 15.8 13.4 10.5 16.7 11.3 16.1 11.3 11.7 15.6 13.5
Bovine meat and meat
products 23.0 23.8 22.3 24.8 14.9 24.7 24.3 24.9 24.5 23.9
Processed rice 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0 35.0
Raw milk anddairy products  12.7 12.4 16.1 17.2 10.2 11.9 18.7 15.9 15.3 14.7
Sugar 245 23.9 17.1 23.2 215 21.7 22.6 22.0 21.9 225
Beverages and tobacco
products 57.7 65.1 72.3 44.1 1453 105.8 4438 90.7 77.5 66.1
Other food products 194 14.3 11.4 13.5 16.5 154 18.4 17.4 17.4 16.6
Fishing 8.7 7.5 7.9 8.7 8.0 9.9 10.0 9.6 8.2 8.7
Primary products 0.0 2.0 1.8 0.1 0.6 2.3 0.0 0.0 1.3 0.9
Paper products, publishing 12.7 7.6 111 9.5 15.2 9.7 14.0 12.0 7.2 7.7
Textiles 0.9 1.9 14 1.6 3.7 1.1 10.4 2.9 2.6 1.8
Wearing apparel 9.4 9.1 6.5 10.0 10.9 9.8 10.3 9.1 10.6 9.7
Petroleum and coal products 12.2 155 14.2 11.2 15.8 14.6 11.3 125 13.8 13.6
Metal products 8.0 7.5 7.2 7.9 12.5 5.4 6.1 7.5 6.7 7.0
Mineral products 5.6 5.8 6.4 51 5.4 5.1 6.3 3.0 5.0 4.8
Chemical, rubber, plastic
products 7.3 6.7 7.0 8.5 10.7 7.9 6.9 5.5 6.7 6.7
Minerals nec 12.6 12.5 9.4 12.6 215 12.5 19.1 15.3 16.2 15.4
Other manufactured products 4.8 4.6 5.3 6.3 10.3 4.8 9.9 6.3 7.1 6.2
Average by country 7.2 8.7 5.8 9.2 9.5 5.9 3.3 5.7 8.9

Source: Authors6 calcul at i-Qdatababeased on the 2004 MAcMapHS®6
Note: nec = Not elsewhere classified.
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Table 11. Sri Lanka import shares by sector and provenance, 2004
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Wheat 69.7 0.0 0.0 26.3 0.0 3.4 0.0 0.0 0.0 0.0 0.0
Paddy rice 0.0 0.0 0.0 0.4 0.0 97.1 1.3 0.0 0.1 0.0 0.0
Vegetables, fruit, nuts 1.4 4.2 0.0 23.8 0.0 335 15.0 0.0 5.5 0.0 0.0
Oilseeds 0.7 0.5 0.0 10.0 0.0 74.4 0.3 0.0 0.0 2.7 0.0
Other crops 7.8 7.3 0.9 3.3 0.3 26.9 1.3 0.0 19.5 12.9 0.3
Plantbased fibers 5.8 1.6 0.0 54.9 0.1 0.6 12.9 0.0 2.9 0.6 18.0
Wool, silkworm cocoons 0.0 88.4 0.1 0.0 0.0 2.5 0.0 0.1 0.0 0.0 1.3
Animals and animal products 4.0 9.9 25 36.7 0.0 6.9 0.2 0.0 7.4 3.1 3.1
Bovine meat and meat products 15 6.9 0.5 24.0 0.0 3.5 0.0 0.1 45 0.9 0.1
Processed rice 0.0 5.6 0.0 0.4 0.0 36.2 55.5 0.0 0.6 0.1 0.1
Raw milk and dairy products 0.2 4.7 0.0 93.7 0.0 0.6 0.0 0.0 0.0 0.3 0.0
Sugar 0.1 1.9 0.0 0.5 0.0 45.0 0.1 0.0 0.0 0.2 0.0
Beverages and tobacco products 3.3 47.0 0.1 35 0.0 1.7 0.0 0.0 1.0 0.1 1.1
Otherfood products 0.9 9.9 0.1 5.2 0.0 13.2 8.3 7.6 1.0 6.0 0.1
Fishing 0.0 16.5 0.1 0.9 0.0 5.0 0.2 34.9 4.1 2.9 0.2
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Table 11. Continued
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Sectors 5 W o 3 * & =
Primary products 0.0 1.0 0.0 0.0 0.0 0.1 0.0 0.1 0.0 0.0 0.0
Paper products, publishing 2.3 25.1 2.0 6.3 0.0 19.9 0.1 0.0 5.1 13.0 5.8
Textiles 5.0 9.8 2.7 14 0.2 9.4 3.5 0.5 14.8 5.1 17.3
Wearing apparel 2.3 7.4 0.6 0.3 0.1 14.1 0.8 20.1 6.3 9.6 3.0
Petroleum and coal products 14 2.8 0.6 0.7 0.0 0.5 0.0 0.0 1.3 0.0 0.2
Metal products 11 16.2 3.3 16.3 0.0 21.0 0.5 0.0 45 0.8 5.7
Mineral products 8.3 14.8 0.4 19.9 0.0 13.6 0.4 0.0 4.8 0.4 0.9
Chemical, rubber, plastic products 55 14.7 5.2 2.6 0.1 135 1.4 0.0 7.1 3.0 9.9
Minerals nec 3.3 10.6 1.8 2.7 0.1 34.9 0.1 0.0 5.3 7.2 1.4
Other manufactured products 3.5 30.7 12.6 4.0 0.1 9.0 0.6 0.0 8.4 1.3 4.4
Transport and trade 13.8 34.9 3.8 7.2 0.0 0.8 0.2 0.1 23.4 0.3 1.4
Other services 22.7 43.9 2.2 7.3 0.1 15 0.0 0.1 3.4 0.3 15
Import shares by country 6.9 18.8 4.8 6.8 0.1 10.1 1.6 0.6 8.4 2.7 6.1
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Table 11.Continued

Exporters
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Wheat 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.6 100.0 25
Paddy rice 0.2 0.0 0.0 0.0 0.1 0.0 0.0 0.5 0.2 100.0 0.0
Vegetables, fruit, nuts 0.1 0.4 0.1 1.0 0.0 0.8 0.0 12.2 2.0 100.0 1.6
Oilseeds 0.1 5.4 0.0 0.0 0.0 0.0 0.0 4.7 1.2 100.0 0.1
Other crops 0.9 21 0.0 1.2 0.0 0.6 0.0 3.0 11.4 100.0 1.4
Plantbased fibers 0.0 1.8 0.0 0.2 0.0 0.0 0.0 0.3 0.3 100.0 0.2
Wool, silkworm cocoons 0.0 0.0 0.0 0.0 0.0 0.0 0.0 5.9 1.7 100.0 0.0
Animals and animal products 10.4 0.4 5.8 2.4 5.2 0.1 0.0 0.5 15 100.0 0.1
Bovine meat and meat products 45.1 6.4 0.1 15 0.0 0.1 0.0 0.5 4.3 100.0 0.1
Processed rice 0.0 0.1 0.0 0.7 0.1 0.3 0.0 0.3 0.2 100.0 0.2
Raw milk and dairy products 0.0 0.1 0.0 0.2 0.0 0.0 0.0 0.1 0.1 100.0 1.7
Sugar 25 0.4 0.0 47.1 0.0 0.0 0.0 0.5 1.7 100.0 0.4
Beverages and tobacco products 1.1 33.9 0.1 0.2 0.0 0.1 0.0 2.4 4.6 100.0 0.3
Other food products 7.3 6.2 3.2 10.0 0.6 0.2 0.0 2.7 17.4 100.0 2.8
Fishing 14 1.8 0.3 0.6 0.2 0.6 0.0 28.7 1.6 100.0 0.0
Primary products 1.7 0.0 0.0 0.0 0.0 0.0 824 8.4 0.2 100.0 4.4
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Table 11. Continued

Exporters
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Sectors
Paper products, publishing 1.7 6.7 11 1.8 0.0 0.1 0.0 14 7.5 100.0 2.9
Textiles 2.4 2.9 19.1 3.6 0.1 0.4 0.0 11 0.6 100.0 18.1
Wearing apparel 0.5 1.0 8.1 3.2 3.7 0.0 0.0 18.3 0.6 100.0 15
Petroleum and coal products 8.5 74.8 0.4 0.9 0.0 0.3 1.0 25 4.2 100.0 5.4
Metal products 34 6.8 2.8 1.8 0.0 0.1 0.0 11.7 3.9 100.0 5.9
Mineral products 0.3 13.8 0.7 0.6 0.0 0.0 0.0 10.1 11.1 100.0 0.3
Chemical, rubber, plastic products 2.7 14.3 6.6 3.0 0.1 0.3 0.2 7.4 25 100.0 10.6
Minerals nec 8.6 5.8 1.8 10.2 0.6 0.1 0.3 4.9 0.3 100.0 2.4
Other manufactured products 1.9 12.0 2.8 2.6 0.1 0.1 0.1 4.6 0.9 100.0 23.9
Transport and trade 1.3 1.4 0.5 1.3 0.1 0.3 0.2 1.8 7.1 100.0 7.0
Other services 25 3.0 0.9 0.6 0.2 0.3 0.1 2.6 6.7 100.0 5.9
Import shares by country 3.0 10.4 5.4 2.8 0.2 0.2 3.8 4.4 3.0 100.0 100.0
Source: Aut hor sdhthe 2004dVMAdMapHE6R dasababea s e d

Note: nec = Not elsewhere classified.
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Production

In SAFTA countries, agriculture accounts for a larger share of production than in other
developingcountries in general and other Asian countries in particular. The contribution of
industry to GDP is relatively modestspecially when comparadth nonSAFTA developing
countries. The service sector dominates production in all the SAFTA coubtriés other Asian
countries industry covers the largest share of production (Figure 7).

Sri Lankabds production i s70pewentoftatdli zed. Si x s
production:other serviceandtransport and trad®gether represent 38 percent of total
production; the next most important sectors (between 5 and 10 percent of total production) are
vegetablesfruit, and nutgalso 14 percent of agricultural importe)earing appardlalso a major
export),andother maufactured productandtextiles(both important in imports and exports).
Other agricultural production includes tea (unolirer crop¥ paddy rice other food products,
meat and meat producendmilk and dairy productsvhich combined account for 23rpent of
goods production (Figure 8).

Figure 7. Structure of production by country, 2006
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Figure 8. Production structure for Sri Lanka, 2006
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5. EXPERIMENT RESULTS

The MIRAGE Model

The MIRAGE model is a multisector, multiregion computable general equilibrium model designed for
trade policy analysis. The dynamic version of the model has a sequential recursitbat¢alps into
account GDP and population growth projected to 2020varere capital supply is modified each year
due to depreciation and investment. The macroeconomic closure of the model is obtained in our
application by assuming that the sum of the balance of goods and services and of foreign direct
investment is constalsee Appendix A for a detailed description of the MIRAGE model).

The dynamic MIRAGE model generates a baseline extending from 2001 toa®d2be time
line for the implementation of changes in tariffs spans 2006 to 2016. The simulation results reflect
percentage deviations from the baseline at the end of the period, 2020.

The MIRAGE model includes many features and assumptions that affect the magnitude of the
results obtained from trade liberalization scenarios. In parti@gdatiscussed in Bouét (ZB)Qthose
features and assumpt®may underestimate the real income gains from trade liberalization. First, the
model is based on market access data that fully incorporate regional agreements and preferential schemes
assuming fuluseof suchschemes bydmeficiary countries, overestimating the preference margins of
thosecountries and underestimating their expected gains from trade liberalization. Skeanddel uses
low trade elasticitiesvhich affect the level of trade creation and therefore reanme®*

In this study, we make further simplifying assumptions in the MIRAGE model that also may
underestimate the real income gains from trade liberalizatitvereaghe model describes imperfect, as
well as perfect, competition, we model all sectorseunerfect competition. This assumption may
underestimate the real income gains from full trade liberalization for countries that specialize in sectors
that would otherwisbe modeled under imperfect competition. Expansion of sectors under imperfect
compettion (usually nonagriculture sectoiacluding textiles and wearing apparel) implies new welfare
effects in addition to allocation efficiency and terafidrade effects: as production increases, average
costs and prices are cut, which results in gresfmiency (Bouét 2008).

Conversely, this feature has negative consequences on countries where specialization-in perfect
competition activities increases because of liberalization. Results for Bangladesh illustrate this effect.
Bouét (2008), who modelsxiies and wearing apparein@jor Bangladesh exports) under imperfect
competition, shows positive results in real income gains of 1.5 percent from full trade liberalipation.
contrast, as shown in the next section, the current study resaksnall but negative real income effect
for Bangladesh-0.8 percent).

The SAFTA Agreement™?

During the 12trsummit of members of SAARC in 2004 in Islamabad, Pakistargaliernments of
SAARC membecountries signed an agreement to formSleeth Asian Fre Trade AreaSAFTA
replaced the earligkgreement oifsAARC Preferential Trading Arrangement (SAPTAhich was
signed in 1993 in Dhaka, Bangladesh. SAFTA, which took effect Jatu20p6, was designed to
liberalize trade in order to increase the intgéweal flow of goods among the seven SAARC members.
Within the agreement, LDCs are given special and differential treatnadmth translate into lower
reductiors of tariffs and a longer period of implementation.

Duringphase onef S A F T Arade Liberakation Programindia, Pakistayand Sri Lanka were
to reduce their tariff to 20 percent, and LDC members Bangladesh, Btingafgldives and Nepal, to
30 percent. The first tariff reduction took effect JL)Y0086 for all member states with the extiep of
Nepal, which had until Augudt, 2006. In the second phase, ADDC member states India, Pakistand

1 The selection of behavioral parameters is based on recent econometric work by Hertel et al. (2000).
12 This section is based on SAFEcuments available on the SAARC website (SAARC 2009).
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Sri Lanka are to reduce their tariff to less than 5 percent on imports from Bangladesh, tBiutan,
Maldives and Nepal by Januady, 2009 and @mplete the full implementation of SAFTA by 2012 (2013
for Sri Lanka). However, Bangladesh, Bhutdre Maldives and Nepal are given until January 2016 to
reciprocate (Table 12).

Table 12. Provisions of SAFTA Trade Liberalization Program

SAFTA non-LDC importers SAFTA LDC importers
Phasel Phase2 Phasel Phase2
(2006 2007) (2008 2013) (2006 2007) (2009 2016)

SAFTA non-LDC exporters

Tariffs O 20 Reduce tariff Tar i f f sred@e ! Reduce tariff

reduce linearly to 20%. linearly to 0%. linearly to 30% by linearly to 0%.

2008.

Tariffs < 20% Tariffs < 30%

reduce initiaimost reducenitial MFN

favored nation MFN) tariff by 5% each year.

tariff by 10% each year. New tariff is smallest

New tariff is smallest of of the reduced MFN

the reduced MFN and and previousyear

previousyear tariff. tariff.
SAFTA LDC exporters

2006 20009:

Linear reduction to 0%. Same as above Same as above
Compensation to LDCs
2007 2008 Not morethan 1% of custom duty collected.
2009 Not more than 5% of custom duty collected.
2010 Not more than 3% of custom duty collected.

Source: SAARC (2009).

Table 13. SAFTA Trade Liberalization Program: Sensitive product lines

Share of sensitive products in
total Harmonized Systemlines

Number of sensitiveproducts (%)
Non-LDCs LDCs Non-LDCs LDCs

Non-LDCS

India 865 744 17 14

Pakistan 1,190 1,190 23 23

Sri Lanka 1,079 1,079 21 21
LDCs

Bangladesh 1,254 1,249 24 24

Bhutan 157 157 3 3

Maldives 671 671 13 13

Nepal 1,338 1,302 26 25

Source: SAARC (2009).
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The SAFTATrade Liberalization Progracalls for the elimination of tariffs, patariffs (border
charges and fees other than tarifé8)dnontariff measures (which include regulations or practices other
than tariffs and partariffs), andit callsfor the adoption of direct trade measures to enhance sustainable
exports from LDC partners (including trade facilitation and other measuresipipatrsand complement
SAFTA). Finally, the agreement also calls for a mechanism to compensate LDC members (Bangladesh,
Bhutan,theMaldives and Nepal) for the loss of revenue resulting from lowering custom tariffs.

Nevertheless, various measures restriciliagle Liberalization Program

1. The most restrictive is the inclusion by each contracting member of a list of sensitive
productghatare exempted from tariff cuts (Table 13). The lists include some of the most
protected sectors in the region such as agriculture, te)ditel wearing apparel (Table 7).

This study focuses on the role the sensitive lists play in undermining the benefits from trade
liberalization.

2. The second restriction results from ties of orign, which determine the eligibility of
preferential tariffon nonsensitive products under SAFTA. A recent study from the-Inter
American Development Bank offers a frameworklddefly addressing this issue
(Estevadeordal and Su oiomsinciude basio €leBngnts foSndiRT A6 s pr o
mostrules of origin In addition to thevholly obtained or producectiteria for determining
origin for primary products, the rules contain a substattaakformation componefior
processed goods. The transformatiditeria combines bothe@hange in tariff classification
(from the classification of the inputs) andalue contenthat specifies that the vahaglded
of thetransformation process must constitute at least 40 percent (35 dercertLanka and
30 pecent for LDC members) of the prodackee on boardROB) value® It also requires
that the final process of manufacture be performed within the territory of the exporting
member countryThe rules also allow faregional cumulationrequiring that the agyegate
content (value of inputs plus domestic vadeled from further processing originating in
SAFTA member countries) be at least 50 percent of the FOB value; and that the domestic
value content (originating in the exporting contracting country) beaat 20 percent of the
exported product 6s SSEEESAARERWWY. (for more det ail

3. Modeling the effects of the rules of origin is beyond the scope to this blutdgrecent study
by Estevadeordal and Suominen (208&)ors on the level ofestrictivenessesulting from
the application of rules of origin for SAFTAN a scale of 1 to 7, the score i®©620000r 3
for 2007depending on the methodology ugedtevadeordal and Suominen 2008). Although
these measures are inconclusive in treecd SAFTA, they do reveal a certain level of
restrictiveness, which Krishna (280argues has consequences for the benefits expected from
trade liberalization of preferential trade agreements.

By the end of the implementation period of the tariff scleeglanned under SAFTA, Sri Lanka
would have lowered iteveralltariff by 55 percent with respect to India and by 34 and 37 pefment
Pakistan and Bangladeshkspectively, buby only11 percent with respect to the Rest of South Asia.
Notably, while tle LDCs under the SAFTA tariff schedule are given special and differential treatment,
they face at the end of the implementation period relatively higher tariffs thatD@SAFTA partners
especiallythe average rate applied by Sri Lanka to the RespofifSAsia, 8 percent, is twice the highest
level thatit applies to nor.DC SAFTA partners, 4 percent. But relative to other SAFTA countries, Sri
Lanka wil still more open (Table 14).

13The change in tariff classification requires that the final product be classified in a heading at-thgitdewvel of the
Harmonized Commaodity Description and Coding System differently from tfase nonroriginating materials used in its
manufacture. In addition, products corresponding to 191 tariff lines (HS6 level) for nonsensitive products are subjectto pro
specific rules that combine both a change in classification and a value ceai@rement ranging from 30 to 60 percent
depending on the product (for more details, see Annex A of Alviex SAFTA Agreement in SAARC 2009).
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Impact on Macroeconomic Variables
We apply the MIRAGE model to threibéralization scenarios:

91 Full trade liberalization scenario, in which all countries eliminate tariff protection, domestic
support, and export subsidies over five years for developed countries and 10 years for
developing countries. This stylized scenaio@v i d ebse sitfd rrseesul t s by whi ch
the efficacy of SAFTA.

I SAFTA scenario 1, in which tariffs are reduced in SAFTA countries according to the
schedule specified in Table 12 and exclude eac
13). Thenew tariffs are applied at the HS6 level and bilaterally before being aggregated in
the MIRAGE model. So although the results are being reported at the aggregate level in
accordance with the aggregations shown in tables 4 and 6, they represent changéshaade
most disaggregated level of products and countries.

I SAFTA scenario 2, in which the elimination of tariff protection applies to all products.
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Table 14. Average tariff rates applied at the end of each phase of SAFTA

Exporters
2006 2008 2016
< =] < = < s
%] 3 0 3 [%) >
S ¢ F O 4 i s B 8 f s B ot o5
Importers - & - & “ o
(in percent)
Bangladesh 19 24 18 21 19 23 17 20 9 9 8 12
India 21 20 22 12 14 18 20 10 10 12 14 9
Pakistan 15 18 16 19 11 17 14 14 8 8 7 12
Sri Lanka 6 6 6 11 3 6 5 9 2 3 4 8
Rest of South Asia 18 15 13 11 11 17 14 12 11 10 8 5 4 5 7
Source: Aut hors6 calculations based on the provisions of-v2databhasS8 AFTA Trade Liberalizati
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Net Income

Underfull trade liberalization, SAFTA countries, with the exception of Bangladesh, gjttiough the
effects on real income are small. Sri Lanka gains the most, followed by TiniBas consistent witlri
L a n kiratiél gariff structure under whichthe cauntry faceshigher tariffs than it applies, so trade
liberalization for Sri Lanka results in increased market access to other economies (TablethB)other
hand Bangladesh experiences small but negative changes in real income, the net effeatid\etjmns
due to the elimination of distortions under full trade liberalization and tefriradelossesdue to the
erosion of preferences Bangladesh initially enjoyed with respect to thé E.U.

The SAFTA simulations have small but positive effects AR TBA countries, except in the case
of Bangladesh. There are two notable res#Hltst, Sri Lanka is the largest gainer under all three
scenariosand the gains are larger the more liberalized the sceiiduad finding doesiot contradict
previous studiegPigato et al. 1997; Bandara and Yu 2003) that conclude that unilateral and multilateral
trade liberalization yield larger gains for South Asian countries than SA¥Ad. On the other handt
does not support the expected higher gains for India u€r /A Our results show that with the
exception of Bangladesh, India gains the least from the SAFTA scenarios.

Second, removing the exclusion of sensitive products has a positive effect on the SAFTA non
LDCsd India, Pakistan, and Sri Lankabut is harmful td&SAFTA LDCs. It increases losses for
Bangladesh and reduces gains for the Rest of South Asia (Table 15). As shown in Section 5.4, whereas all
countries experience trade diversion in imports under both SAFTA scenarios, it is relatively small in the
case othe SAFTA noALDCs. But for Bangladesh and the Rest of South Asia, it is much more important,
especially under SAFTA scenario 2.

GDP and Returns to Factors of Production Variables

Changes in GDP and trade are also very small, especially for SAFFRAD®s but the more open the
liberalization, the greater the growth in GDP and exports. Under full trade liberalization, Sri Lanka sees a
modest increase in exports (19 percent) relative to other SAFTA countries (76 percent for Bangladesh, 63
percent for India)In all three simulations, LDCs register larger export gains relative to other SAFTA
countries and more so when sensitive products are removed (Table 16), although it should be noted that
initial trade values in those countries are quite small.

“YCurrently, Bangl adweaimg@pardndtextiles @ogatherehe fovo sedtoss represenpéBcent of
Bangladesh total exports)enterthe E.U.duty free.Under full trade liberalization, other competitive countries, such as China,
wi || also be able to export to the E.U. duty free, eroding
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Table 15. Real income effect under trade liberalization scenarios

Full trade liberalization SAFTA scenario 1 SAFTA scenario 2
o g n %)
2 ? 2 ? @ 2
© c © c [ c
S il o Q o 2
s = o = ) =
o) S I = IS IS
i £ 3 £ 3 £
5 ) c © c @
2 2 g 2 g 2
> © Z © 2 ]
= ey =
O (@] O
United States 0.12 1.19 0.00 0.00 0.00 0.01
European Union 0.61 4.39 0.00 0.00 0.00 0.00
Japan 1.27 4.33 0.00 0.00 0.00 0.00
Rest of Developed
Countries 1.77 2.65 0.00 0.00 0.00 0.00
Bangladesh -0.77 -0.04 -0.02 0.00 -0.51 -0.02
India 1.10 0.54 0.02 0.01 0.10 0.05
Pakistan 0.49 0.04 0.09 0.01 0.17 0.01
Sri Lanka 2.35 0.04 0.19 0.00 0.92 0.01
Rest of South Asia 0.44 0.01 0.36 0.01 0.25 0.01
China 0.20 0.22 0.00 0.00 -0.01 -0.01
Indonesia 1.26 0.16 -0.01 0.00 -0.03 0.00
Korea 2.93 1.08 0.00 0.00 0.00 0.00
Malaysia 4.28 0.16 -0.02 0.00 -0.04 0.00
Singapore 1.14 0.09 0.00 0.00 -0.02 0.00
Taiwan 0.38 0.10 0.00 0.00 0.00 0.00
Thailand 291 0.29 -0.01 0.00 -0.03 0.00
Vietnam 2.05 0.07 0.00 0.00 -0.01 0.00
Rest of Developing Asia -0.17 -0.03 0.00 0.00 0.00 0.00
Iran 0.73 0.08 0.00 0.00 -0.01 0.00
Rest of Middle East 0.47 0.27 -0.01 0.00 -0.02 -0.01
Rest of the World 0.10 0.27 0.00 0.00 0.00 -0.01

Source: Simulation results
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Table 16. Changes in macroeconomic variables under trade liberalization scenarios

Full trade liberalization

SAFTA scenario 1

SAFTA scenario 2

o o <
(%] (%] (]
< < = < < <
[ < (o < o <
§ &« 8 = 3 S g ¥ 3 3§ g g < 3
o 35 R c 3 o 5 7 © 3 o 5 %) © 3
[=] c X - =) c X | =) c =~ —
s - & 5 % s - & § v 5§ = & 5 =®
m n 7 M n 7 M 2 Z
[0 [0 [0
14 14 4
(in percent)
Exports (vol) 76.4 62.7 33.3 185 333 4.5 1.1 11 1.8 103 188 2.7 3.2 46 176
(8.7) (77.0) (16.7) (8.0) (4.1) (8.7 (77.0) (16.7) (8.0) (4.1) (8.7) (77.0) (16.7) (8.0) (4.1)
GDP (vol) 0.8 1.6 13 1.8 0.7 0.1 0.0 0.1 0.1 0.3 -0.1 0.1 0.1 0.5 0.3
(56.9) (631.8) (86.5) (20.2) (33.8) (56.9) (631.8) (86.5) (20.2) (33.8) (56.9) (631.8) (86.5) (20.2) (33.8)
Real effective exchange rate -5.8 -1.9 -2.2 2.6 -0.7 -0.4 0.1 0.2 0.3 0.7 -1.7 0.3 0.4 1.3 -0.1
Real return to capital -0.1 1.2 -0.7 -0.6 -1.0 -0.1 0.0 0.0 0.1 -0.3 -0.2 0.1 0.0 0.2 -0.4
Real return to land -1.3 -3.0 1.7 4.2 3.5 0.2 0.0 0.1 0.2 1.8 -0.3 0.0 0.5 21 1.6
Real return to natural resources -10.1 -15.8 -16.0 2.6 5.0 -0.6 -0.1 -0.6 1.0 -0.5 -2.4 -0.4 -2.6 5.2 -0.1
Skilled real wages -1.3 3.7 -0.6 0.8 -0.2 -0.1 0.0 0.1 0.0 0.0 -0.9 0.1 0.0 -0.3 -0.1
Unskilled real wages -1.0 0.9 0.4 2.1 0.2 -0.1 0.0 0.1 0.1 0.3 -0.6 0.1 0.2 0.8 0.1
Unskilled real wages in agriculture -1.7 -0.8 0.8 3.4 14 0.0 0.0 0.1 0.2 1.0 -0.7 0.1 0.4 15 0.8
Unskilled real wages in
nonagricultural sectors -0.9 15 0.2 1.7 -0.2 -0.1 0.0 0.1 0.1 0.1 -0.6 0.1 0.1 0.6 -0.1
Net income -0.8 1.1 0.5 2.3 0.4 0.0 0.0 0.1 0.2 0.4 -0.5 0.1 0.2 0.9 0.2

Source: Simulation results

Note: Figures in parenthesare initial values in US$ millions.
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Trade liberalization alsaffectsreturns to factors of production. In Sri Lanka, trade liberalization
has positive effects on the remuneration of the factors of production, espiecidlyd and natural
resourcessuggesting that agriculture stand gain from liberalizationin Sri Lanka under full trade
liberalization, returns to unskilled labor, the main source of income for poor people, show on average
gains nearly three timeboseof skilled labor. Within unskilled labor, the gain in agriculture is twice the
gain in nonagricultureThis pattern is similar under both SAFTA scenarios, and even more pronounced
under SAFTAscenari@. These results suggest that trade liberalization at the multilateral and regional
level may provide Sri Lanka with opportunities to reduce poverty.

Not al SAFTA countries experience similar patterns as Sri Lanka. In India, returns to skilled real
wages stand to galutto the detriment of unskilled labor in agriculture under full trade liberalization.
With the exception of Bangladesh, trade liberalizatiohf ect s LDCs 6 wunskilled | ab
positively than other labor categories. But for LDCs, SAFSEAnarial seems to be a more ppoor
option than SAFTAscenarid (Table B).

Impact on Trade and Production for SAFTA Countries

Trade

Full trade liberalizatioris trade creating in both exports and impdstg SAFTA countries favor different
partnerstablesl7and18).Sr i Lankabés trade with SAFTA countries
developed countries or né®AFTA developing countries,lwi ch may refl ect Sri Lank

export share within SAFTA (4 percent of total exports). Most oEportincrease is directed to India

and Pakistan, two countries where Sri Laimkaally faces the highest protection. Among developed

countries, Sri Lanka increases its exports to Japartizmdest ofleveloped countriesvhich originally
absorbed 10 percent of fulltrade libesalz&tian®rslLarkaasaihcreaseasp or t s .
imports within SAFTA, mostly from Bangladesh, atiyh initial levels of imports frorthatcountry

were very low. Amongne® AFTA devel oping countries, Sri Lankabd
trade liberalization, especially to Taiwamdits imports from Malaysia and Vietnam increase by 47 and

97 pecent, respectivelyTablesl7 and18).

47



Table 17. Percentage chang& SAFTA ¢ 0 u n texpores dyddestinationunder trade liberalization scenarios

Exporters

Full trade liberalization SAFTA scenario 1 SAFTA scenario 2
Ko o oo
(] (%] ]
< < = < < <
g < v < o] o
s . 8 £ 3 g 4 s £ 3 $ < & 2 3
o 35 R @ 3 o 5 7 © 3 o 5 0 @ 3

=2 c X | [=) c X | [=)) c = -
5 - & 5 ¢® 5 § 5 5 - & 5 %
M n Z m 2 7 oM n =
(&) [0 (&)
Importers o x @

(in percent)

Developed countries 72 71 16 12 5 3 0 -1 -1 -2 17 -2 -2 -6 1
United States 113 17 26 6 10 4 0 -1 -1 -2 17 -2 -2 -5 2
European Union 28 136 -3 5 -4 3 0 -1 -1 -3 16 -2 -2 -6 1
Japan 53 29 28 37 15 3 0 -1 -1 -3 12 -1 -2 -6 0
Rest of Developed Countries 37 40 48 63 9 3 0 -1 -1 -2 16 -2 -2 -8 2

SAFTA countries 119 57 89 88 77 47 33 50 66 44 126 104 134 235 61
Bangladesh 58 124 49 34 36 68 77 15 132 255 158 51
India 152 120 131 71 83 63 75 45 169 179 325 61
Pakistan 84 72 110 161 17 39 66 31 85 134 365 61
Sri Lanka 97 31 55 62 28 15 14 47 72 41 43 65
Rest of South Asia 142 93 64 39 76 21 56 50 56 36 129 115 62 94 41
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Table 17.Continued

Exporters

Full trade liberalization

SAFTA scenario 1

SAFTA scenario 2

K o o

(] (%] (]

< < = < = <

@ < L] e © <

£ 4 8 £ 3 £ 5 8 = 3 £ 4 8 £ 3

(o] = 172] a o (] = 0 c (] © = 7] < (]

=) 2 = | 2 > 2 = - n =) e = | 0

s - & 5 ° 5 - & § © s - & § %5

m n Z M n 7 m n Z

(&) [0 [0

Importers o @ o
Non-SAFTA developing countries 920 52 62 25 56 2 0 -1 -2 -3 11 -2 -2 -12 1
China 79 47 51 4 18 3 0 -1 -2 -3 12 -2 -2 -7 0
Indonesia 86 48 61 23 20 3 0 -1 -2 -3 12 -2 -2 -7 0
Korea 88 35 77 45 32 3 0 -1 -2 -4 12 -1 -2 -5 -1
Malaysia 69 42 85 32 33 3 0 -1 -1 -2 13 -1 -2 -6 1
Singapore 56 12 5 -10 6 3 0 -1 -2 -3 16 -2 -2 -6 1
Taiwan 69 43 65 168 37 3 0 -1 -2 -3 11 -1 -2 -9 0
Thailand 107 98 125 63 69 2 0 -1 -2 -3 9 -2 -2 -6 0
Vietham 154 57 161 22 23 3 0 -1 -2 -2 11 -1 -2 -7 1
Rest of Developing Asia 90 45 35 18 327 3 0 -1 -2 -4 11 -1 -2 -9 -1
Iran 125 93 121 46 52 2 0 -1 -2 -2 -1 -2 -20 2

Rest of Middle East 69 37 44 35 22 2 0 -1 -2 -2 -2 -2 -15
Rest of the World 127 72 96 21 71 2 0 -1 -2 -3 12 -2 -2 -13

Source: Simulation results.
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Table 18. Percentage chang& SAFTA ¢ o u n timpiores sydprovenance under tradeliberalization scenarios

Importers

Full trade liberalization

SAFTA scenario 1

SAFTA scenario 2

.© o ©
7] 7] 7
c G < c G < c ©

T & 8 £ 3 2 s &8 £ 3 $§ & s £ 3
< 5 2 S| Q © 5 2 S| Q o 5 2 a 9
[5) ke = B 2 ) z = 4 n ) z = - n
s = & = B s - £ = 5 s - & = 5
M n Z m n = m n Z
] ] [}

Exporters o o o

(in percent)

Developed countries 19 41 24 13 10 -2 0 0 0 1 -9 1 0 0 -2
United States -10 19 2 1 -2 -1 0 0 0 1 -7 1 1 0 -1
European Union 0 35 18 16 6 -2 0 0 0 1 -8 1 0 1 -2
Japan 21 89 116 0 24 -3 0 0 0 0 -10 1 0 0 -3
Rest of Developed Countries -2 71 -2 25 4 -2 0 0 0 2 -10 1 0 1 -1

SAFTA countries 67 89 87 37 75 41 53 38 17 53 151 111 144 43 95
Bangladesh 152 84 97 142 83 17 28 21 169 85 72 129
India 58 72 31 93 36 39 15 56 132 134 41 115
Pakistan 124 120 55 64 68 63 14 50 255 179 43 62
Sri Lanka 49 131 110 39 77 75 66 56 158 325 365 94
Rest of South Asia 34 71 161 62 76 15 45 31 47 36 51 61 61 65 41

50



Table 18.Continued

Importers
Full trade liberalization SAFTA scenario 1 SAFTA scenario 2

< 8 o

(] ] (]

< < = < = <

© K © o [ =

g s & £ 3 $ & & £ 3 § &« & £ 3

o 35 2 @ N ks 5 7 a 2 o 5 A7) © 2

=) 2 = | 2] o)) 2 = | (2] =) 2 = | %2}

s - & 5 5 - & 5 %5 5 - & 5 ¢®

M n Z oM n = m n Z

] ] [}

Exporters o @ o
Non-SAFTA developing countries 68 70 28 25 29 -6 0 -1 -1 -7 -18 1 -3 -1 -13
China 100 97 46 21 37 -6 0 -1 -1 -8 -22 1 -3 -2 -17
Indonesia 44 345 59 11 41 -6 -1 -1 -3 -6 -21 0 -2 -6 -17
Korea 51 41 45 11 53 -3 0 0 0 -2 -9 1 -1 0 -6
Malaysia 96 63 93 47 16 -5 0 0 0 -9 -17 1 -1 2 -14
Singapore 23 35 17 18 14 -7 0 -1 -1 -9 -18 1 -3 -1 -17
Taiwan 73 38 36 18 22 -2 0 0 0 -1 -8 0 0 -4
Thailand 69 117 100 28 61 -6 0 -1 -2 -7 -22 0 -4 -6 -16
Vietnam 59 282 33 97 1 -3 0 -1 -7 1 -19 -5 -3 -8 -2
Rest of Developing Asia 135 66 24 41 20 -6 0 0 -1 -1 -21 0 -1 -2 -5
Iran 42 92 20 35 133 -1 0 0 8 -6 -4 0 -7 31 -13
Rest of Middle East 77 28 5 28 26 -7 0 0 -2 -5 -14 1 -4 -3 -8
Rest of the World 37 29 47 32 24 -2 0 -1 -1 -1 -9 1 -3 -3 -5

Source: Simulation results.
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On the other handhe SAFTA scenarios are trade divertimgboth exports and imports.
Intraregional trade improves at the expense of exterior trade. This happens to a larger exten
Bangladesh and when the sensitive products are no longer exempted from tariff cuts. These results are
consistent with Baysan, Pagariya, and Pitigafa 2006)predictionof S A F T Adiestial trade
diversion effects, and they are particularly important for SAFTA LDCs.

For Sri Lanka, trade diversion undire SAFTA scenarios is much more pronounced in imports
than in exports. Expastto Sri Lanké main destinations do not change. On the other hand, imports from
developing countries, the larger source of imports to Sri Lanka, are reduced to the benefit of imports from
its SAFTA partners.

Production

On average trade liberalization remall but positive effects on productionn S r i agtifeodskctod s

Production of some traditional sectors besdfitm liberalization at the multilaterg&vel (full trade

liberalization) productioni n t he Aot her cr op seasedrya8&perceotoryarond ea, spi

$192 million from the baseline. A major component of other crops i@te@dich Sri Lanka is the

fourthrmostimportant producer after China, Indand Kenya. The average production of tea is valued

around $320 million (FAQO009), or a third obther cropévalue ($1.09 billion)Under SAFTAscenario

I, this sector is on the sensitive list aatherefore not affected by the agreem@iltseedsa less

traditional sector, profits from all liberalization scenarios but thet fnosn SAFTAscenario 244

percent or $5 milliod> Production of sugar increases untigrtrade liberalizationmostly as a result of

liberalized policies in developed countidssigar markets, bittalso increasesnder SAFTAscenarid

once removedrom the sensitive list. These changes in agricultural production underline the opportunity

for diversifying Sri Lankabs production base foll
Changesin h e i n d u stodugtionsare positive o average uniddrtrade liberalization

and SAFTAscenaridl but negative under SAFT#écenarid2. Underfull trade liberalizationthe gains

are driven by théextiles andwearing apparedectorsalready important productive sectors in Sri Lanka,

which showchanges of 6 and 15 perd, respectively. Buwhereasvearing appardk the largest export

(32 percent of total exportdgxtilesarethe seconamostimportant import (18 percent of total imports)

and the changes in production reflect the changes in trade flows. Under tha Sédharios, production

in thewearing apparedectoris negatively affectegroduction oftextilesincreases under SAFTA

scenaridl but decreases slightly under SAF§éenarid2. Under SAFTAscenario 2S r i L w@extilesa 6 s

andwearing apparedectors ee open to more competition within South Asiad cheaper importeplace

domestic production. Production pfimary productgiains under all three scenarios, more so under

SAFTA scenari@, 23 percent (Tabl&9). Primary productinclude coal, gas, giand forestry and

initially amount to 2 percent of total production and 4 percent of total imports (Figure 8 and Table 11).

This is also a sector on which Sri Lanka applies an average tariff rate of 0.9 percent but on which it faces

high protectiorof 8.7 percent. Trade liberalization increases exporgsriofary productdy a much

greater margin than it do@sports driving up domestic production (Tabl&)1

15 |nitial values generateoly MIRAGE are based on tH&TAP 6.2database. They are available upon request.
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