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ABSTRACT

In 1995, the seven South Asian countries: Bangladesh, Bhutan, India,
Maldives, Nepal, Pakistan, and Sri Lanka, instigated a framework for region-wide
integration under the South Asian Preferential Trading Agreement (SAPTA).
Subsequently, the member countries agreed that SAPTA would take steps towards
transformation into a South Asian Free Trade Area (SAFTA) by the beginning of
2006, with full implementation completed by 31 December 2015. The momentum
towards regional preferential trading arrangements and greater regional economic
integration raises many important issues for the individual countries and for the South
Asian region as a whole; the region has second largest incidence of poverty in the
world next to Sub-Saharan Africa. Even though the South Asian Association for
Regional Co-operation (SAARC) members initiated regional economic initiatives in
1995, intra-regional trade still stands at an extremely low level, below five per cent
even after a decade or so. Hence, it is important to evaluate the economic impacts of
SAFTA relative to alternative trade policies to determine which policies boost intra-
regional trade and best deliver increased welfare to citizens, thereby helping to
alleviate income disparities and poverty in the region. This study does so with a
particular emphasis on the income inequality and poverty effects of trade

liberalisation in South Asia on households in Sri Lanka.

A static multi-country computable general equilibrium model for South Asia
(SAMGEM) is formulated by incorporating a multiple household framework into the
Global Trade Analysis Project (GTAP) model. The database consists of household
survey data of the respective South Asian economies and version 7 of the GTAP

database which reflects the 2004 world economy. Three trade policies are



investigated: SAFTA, South Asian customs union and unilateral trade liberalisation in
South Asia. The model was set up to capture the short-run and long-run implications
of different trade policy options for South Asia. The model is also formulated by
endogenising the monetary poverty line, based on cost of basic needs approach, to
capture the poverty impacts of trade reforms in South Asia. A non-parametric
extended representative household agent approach is used to estimate the income
inequality and poverty effects of trade liberalisation in South Asia on households in
Sri Lanka by using micro household survey data. For this part of the analysis, the

study has used the Distributive Analysis/Analyse Distributive (DAD) programme.

The findings revealed that, amongst the different trade policy options
considered, unilateral trade liberalisation ensures the highest welfare to all South
Asian members followed by the customs union (with the exception of Sri Lanka) and
the SAFTA. Furthermore, the results indicate that overall household income will
increase in all South Asian countries in response to trade liberalisation (again except
in Sri Lanka under the customs union). Poor households gain from increased unskilled
labour income while richer households gain more from capital and skilled labour.
However, it is likely that trade liberalisation would lead to reductions in government
revenue in all South Asian countries (apart from India and Pakistan under the SAFTA
and Sri Lanka under the customs union), which in turn may affect the overall welfare
of the citizens in respective economies. It also reveals that there is a reduction in the
flow of government transfers to all household groups, and this reduction is greater in
rural households as they rely more on government transfers. The poverty and income
equality analysis for the Sri Lankan economy suggests that poverty is predominant in
the rural and the estate sectors and Sri Lanka can achieve a significant progress

towards poverty reduction as a result of implementing trade reforms.
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