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Preface

This publication comes out of a request from the Commonwealth Secretariat in London
under the Commonwealth Fund for Technical Co-operation. The terms of reference of the
request were for us to assess the implications of a potential EU–India bilateral trade deal
on other developing countries, particularly for the African, Caribbean and Pacific (ACP)
and other low-income developing countries that have an overwhelming dependence on
the EU market for their export revenues.  

The specific tasks to be undertaken were as follows. First, we were asked to review the
existing literature on regional trading arrangements and their implications for the exclud-
ed countries, to review EU bilateral strategy and EU–India FTA in the broad context of EU
trade and commercial policies, and to analyse trade patterns and trends and, thus, to
identify the sectors in which trade flows between the EU and India are likely to be expand-
ed as a result of the implementation of any FTA deal. These matters are dealt with in 
Part I: Background.

The next set of tasks related to excluded countries and the market for goods, and are dealt
with in Part II. The tasks were to compare ACP countries’ trade and tariff structure with
the EU vis-à-vis those of India's so as to assess the potential implications for ACP countries'
competitiveness; to analyse the likely trade implications for South Asian countries such as
Bangladesh, Bhutan, Nepal, Sri Lanka and Pakistan that have either bilateral free-trade
arrangements (e.g. Indo-Sri Lanka, Indo-Nepal and Indo-Bhutan bilateral FTAs) or
regional free trade deals with India (e.g. the South Asian Free Trade Area involving all the
countries named above); and to provide a brief assessment of potential trade implications
for other relatively advanced developing countries such as Brazil, China, and other East
Asian newly industrialising countries.

Part III provides a brief assessment of similar implications for low-income developing
countries if the EU–India bilateral FTA deal is extended beyond goods to cover services
trade. 

Part IV deals with the remaining specific tasks, and consists of recommendations for pol-
icy measures for the low-income developing countries (such as ACP countries and South
Asian countries) to mitigate any likely adverse consequences of an EU–India bilateral
FTA, and measures that the multilateral system can undertake to help the poorest coun-
tries withstand the impact of the deterioration of their preferential margins in the EU
market triggered by the EU–India FTA.

The team that produced this report, all based at the Centre for the Analysis of Regional
Integration at Sussex, at the University of Sussex, UK, consisted of Michael Gasiorek,
Javier López González, Peter Holmes, Maximiliano Méndez Parra, Jim Rollo, and Anirudh
Shingal, with L Alan Winters as co-ordinator and corresponding author.
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The views expressed are the authors' alone and do not necessarily reflect those of the
University of Sussex, any other organisation with which the authors are associated or the
Commonwealth Secretariat.

L Alan Winters,

University of Sussex, 16 September 2008.
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Summary

This book deals with the consequences for excluded countries of a possible EU–India FTA.
The FTA is in the early stages of negotiation, so it is impossible to know how it will even-
tually turn out, but we argue that this is precisely the right time to start to consider its
implications, for it is not yet set in stone and excluded countries may be able to influence
its form in ways that reduce the harm it does to them, without inconveniencing the two
parties themselves. A consequence is, however, that we have to proceed by assumption. In
the absence of information about the tariff reductions that will be agreed, we assume that
all tariffs in goods markets between the two partners are abolished immediately. This
means that our estimates provide upper bounds on the effects of the FTA. We also discuss
the possibilities that the FTA will include services, and if so, the parameters of a services
deal and the consequences for excluded countries. 

All the analysis in this book uses detailed international trade data to identify patterns in
international trade that are in theory and experience associated with positive or negative
impacts from FTAs. Given the uncertainty about the shape of the FTA and the complexi-
ty of the forces in operation, we do not pretend to produce unambiguous statements of
gains and losses. Rather we seek to identify which sectors and which types of countries
may be most heavily impacted. As the title implies, we are mainly interested not in the EU
and India but in all other countries – the excluded countries. 

The EU–India FTA is part of the EU’s ‘Global Europe’ initiative in which the EU has been
seeking trade agreements with major global markets rather than just its previously close-
ly associated states such as the African, Caribbean and Pacific states or its neighbourhood
countries. ‘Global Europe’ carries a good deal of discussion about so-called deep integra-
tion – co-operating on regulations, standards, competition policy etc. – and liberalising
trade in services. The interest in deep integration is plain in the rhetoric of policy makers
on both sides of the EU–India FTA negotiation, but our estimate is that rather little will be
achieved other than in certain service sectors. For goods markets, we expect a somewhat
asymmetric FTA with India offering less and slower liberalisation than the EU, but to
remove any arbitrariness from our results in this book we analyse the FTA as if all tariffs
on goods trade between the two partners are removed immediately. 

The usual approach to calibrating the effects of an FTA on excluded countries is to focus
on ‘trade diversion’ whereby, as a result of offering India preferential access to the EU mar-
ket, the EU purchasers switch from importing from an efficient excluded country to
importing from (a less efficient) India and similarly for Indian preferences offered to the
EU. This publication adds and quantifies two further concepts. First, with trade re-orien-
tation, EU preferences again switch trade towards India (and vice versa), but this time
there are no efficiency losses because the excluded country was initially supplying the EU
not because of its efficiency but because it already had a preferential trade deal. The
EU–India FTA ‘undoes’ that previous act of trade diversion and so saves the EU real
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resources. From the point of view of the excluded country, however, the result is just the
same as diversion – it loses sales – and so we have to consider the two together for the
excluded countries’ welfare. The second concept is that these trade impacts may affect the
prices of excluded countries’ exports. This may be more significant than a decline in
exports per se because it implies earning less on every unit of exports, rather than just los-
ing marginal units of exports, which may indeed cost very nearly as much to produce as
they fetch on the market. 

The detailed analyses of the markets for goods asks whether the excluded countries export
similar goods to the EU as does India, and similar goods to India as does the EU. It then asks
whether their exports are concentrated in commodities in which there will be large
changes in EU tariffs on India or Indian tariffs on the EU and whether, within those mar-
kets, the two partners have good chances of increasing exports to each other and hence
of displacing excluded countries’ exports. Finally, it asks, within that last set of markets,
whether the EU and India have large shares of each others’ markets. If India provides a
large share of EU imports of good X and the EU removes a large tariff on imports of X from
India, we hypothesise that other (excluded) countries exporting X will feel a strong
increase in competition, and hence will be more likely to reduce their prices in order par-
tially to protect their market shares. 

Briefly the conclusions are:

✣ The dissimilarity of composition of export structures between the partners’ exports to
each other and excluded countries’ exports to them suggests that the scope for nega-
tive effects arising from the EU–India agreement is relatively limited.

✣ The SAARC1 countries are by a long way the most vulnerable to negative impacts from
the FTA. Their exports to the EU are more similar to India’s and they are more depend-
ent on the Indian market than are other countries. Among them, Bangladesh is the
most exposed in the EU market (fully 58 per cent of its worldwide exports are exports
to the EU of products for which India will receive preferential access), followed by
Pakistan and Sri Lanka. However, the extent of the tariff differential in India’s favour
– i.e. the competitive edge that it gains from the FTA – averages only 3 to 4 per cent, so
its effects will generally be limited. 

✣ In the Indian market, the most exposed are India’s two landlocked neighbours,
Bhutan and Nepal, at least if their varieties of export products compete directly with
the EU’s falling in the same heading. Here, the EU receives a huge competitive advan-
tage from the tariff differential within the FTA, of about 20 per cent, so the changes to
trade patterns could be quite large. 

✣ The BRICS (excluding India, of course) will generally experience trade diversion
rather than trade re-orientation in the EU market, especially in manufacturing. Since
the tariff preference for India is relatively small and the EU is not a predominant mar-
ket for them, however, the effects will not be unmanageable. In the Indian market they
suffer considerable competitive pressures from the improved access for the EU, but
since they trade little with India, it is not of great significance in aggregate. 
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✣ ACP countries will mainly suffer from trade re-orientation as India receives prefer-
ences from the EU as deep as their own. They may also suffer from some form of trade
diversion as a result of the EU getting enhanced access to India and possibly also in the
EU market because of the extent that de facto they face GSP rather than Cotonou tariff
rates because they cannot satisfy the rules of origin for the latter. Again, with the
exception of the Eastern and Southern Africa region, the effects will be pretty small,
because their trade is heavily concentrated in products for which India already
receives zero tariffs in the EU (and so in which there is no change in Indian access from
the FTA) and because their exports to each partner are relatively small.

✣ In both the EU and India the majority of the tariff lines that ‘could’ be affected by trade
re-orientation or diversion are in the manufacturing sector, although in the EU the
extent of diversion is likely to be larger in agriculture because protection is higher in
this sector. 

✣ In general, the trade impacts are sufficiently small that excluded countries are unlike-
ly to suffer serious terms of trade declines. The most vulnerable in this regard are
India’s neighbours – Bhutan, Nepal and Sri Lanka – in the Indian market, and
Pakistan in the EU market. 

Both India and the EU are major producers and exporters of services. An FTA that ignored
services would miss the bulk of each economy and a material share of their internation-
al trade. Unfortunately, we have very little information about the barriers to services
trade, and even the data on traded quantities are weak, so we cannot replicate the sort of
analysis that we undertake for goods. We do, however, identify a number of sectors where
serious liberalisation in the EU and/or India might be feasible and note that if it occurs
some excluded countries may lose market shares. Most poor countries, however, are not
strong in the sectors concerned and so the effects here are fairly muted. We consider the
possibility that the FTA may boost EU investment in India’s services sectors at the expense
of other possible poor recipients, but do not find major cause for concern here either. We
do believe that there will be some services content to the EU–India FTA and we conclude
that although few excluded countries really have much to lose at present, they may want
to monitor and try to influence the situation with a view to preserving options for future
market penetration when the market is liberalised. 

The final part of this book deals briefly with policy responses – by individual excluded
countries and by the multilateral system. With so many uncertainties about the FTA, the
advice is generic and general – but no less valid for that. Excluded countries need to react
to the EU–India FTA with policies that would, even in its absence, boost their growth and
economic flexibility. In addition, they should seek information from the partners on the
progress of the negotiations and raise specific issues with the parties if the details (for
example, with regard to particular sectors or industries) look particularly threatening. In
doing so they could seek concessions to mitigate their difficulties by, for example, seeking
lower tariffs for their exports in India and less binding rules of origin and help with meet-
ing standards for exports to the EU. They might also indicate that they will seek to ensure
that the WTO’s rules on FTAs are enforced to the extent that they protect excluded coun-
tries’ interests.
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In the end, however, there is little that small poor excluded countries can do about an
EU–India FTA acting individually, so they should also think about their systemic response.
This poses a large dilemma. On the one hand, they may conclude that they should ‘play
the FTA game’ harder themselves, negotiating access to deep and meaningful FTAs with
the partners and anyone else in ways that reduce the discrimination they face and sup-
port their own reform programmes. This will require them to make concessions and will
be expensive but it may, on balance, eliminate distortions in the world economy and result
in greater market access and reform than the current situation.

On the other hand, they may reason that negotiating FTAs diverts attention and effort
from the multilateral system and runs the danger that even small adverse effects will be
replicated many times over as the trading system fragments. On this view, they may wish
to oppose the process of creating FTAs in international fora, not in an instrumental way
based on trade calculations of the sort we have performed here, but as a matter of princi-
ple and as a systemic issue which could eventually undermine the benefits of multilater-
alism which we currently tend to take for granted. Of course, in maintaining such a posi-
tion, they would need to show a small amount of consistency and limit the extent to
which they pursued FTAs themselves. If they conclude that this is the route to pursue,
groupings such as the Commonwealth may become important focal points of their efforts. 

It would be nice to conclude with a definitive recommendation on the question of the cor-
rect stance for small and poor countries on FTAs and the trading system. However, the evi-
dence about the relative merits of these two approaches is complex and ambiguous, and
both the policy communities and the economics profession are divided on them, so a thor-
ough discussion must be postponed to another occasion.

Note

1 Country groups and other acronyms are defined in the List of abbreviations on pages xiii–xiv.
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Introduction and summary

In October 2006 a European Union-Indian High Level Trade Group agreed the parame-
ters for an ambitious Free Trade Agreement between the EU and India. It was part of the
EU’s Global Europe initiative which aimed at setting up agreements with large and rapid-
ly growing markets around the world. On its part, India relished the prospect of preferen-
tial access to the major market of the EU, which already took more than a quarter of its
exports. The mutual mercantile attractions of the two partners are not hard to see, but
there is scope to worry about whether an FTA is the right approach, whether the FTA that
actually emerges will be appropriate to the challenges and opportunities that exist and,
most importantly for this publication, whether an FTA will harm the many countries
which it excludes. This publication deals with the possible impacts of an EU–India Free
Trade Agreement on the excluded countries. 

Although they remain perfectly amicable, the talks between India and the EU have not
made rapid progress since their inception, so we currently have little idea how an FTA will
turn out. But excluded countries’ policy interest in it is strong, not least because it may not
yet be too late to influence the outcome of the negotiations. Thus, the Commonwealth
Secretariat has sought information and that is what we, as economists, seek to provide.
We proceed in two ways: in the discursive sections of this paper – mainly Part I on the
background and Part III on the services sector – we discuss the possibilities about the final
form of the agreement. We believe that there will be slight progress on deep integration
(regulations etc.) but rather more on liberalising services trade between the EU and India.
Services trade accounts for over a quarter of the parties’ international trade and over half
of their economic activity. We are not able to offer numerical estimates of the height of
trade barriers in services, let alone the effects of removing them – partly because the data
are so poor – but we are able to identify a number of important factors which excluded
countries may wish to monitor and consider as the talks between the EU and India pro-
ceed. Of course, the discussion is all speculation, but not uninformed speculation, because
most of the authors have written on the subject before (Gasiorek, 2007), spoken at length
to policy makers on both sides of the table, and are informed about general policy stances
in both partners. 

In Part II, which provides a formal and quantitative analysis of the FTA’s consequences for
goods markets, we have to make some simple and concrete working assumptions in order
to be able to explore the possible consequences of an FTA on excluded countries. These
are: 

✣ that current tariffs are fully enforced and collected; 

✣ that all tariffs on mutual EU–India trade are reduced immediately to zero; and 
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✣ that the parties are not able to agree far-ranging deep integration in the goods market
in the form of regulatory harmonisation, etc. 

The assumption of immediate zeros on tariffs within the FTA allows us to avoid the dan-
ger of being thought to bias the results with our own estimates of the outcome and allows
the clear understanding that our estimates are upper bounds of the effects that the FTA
will actually have. We mainly analyse data from the period 2003–05 and so implicitly we
are assessing the situation that would have arisen if the FTA had already been in existence
by then. Given India’s current rapid rate of economic growth, it is worth recalling that the
relative importance and size of the Indian economy will be increasing through time, so
that when an FTA actually comes into operation, its effects may be somewhat larger than
we have indicated. Given all the other uncertainties, however, we make no attempt to fac-
tor such growth into our calculations. 

One method often used to quantify the effects of prospective trade agreements is simula-
tion modelling. This produces a highly consistent theoretical view of the trade agreement,
but one which necessarily ignores many possible dimensions and lacks empirical detail in
many dimensions. We do not adopt a simulation approach here, but rather focus on iden-
tifying a number of key indicators of the likely effects of the FTA and calculating them
from recent historical data. The analysis is mainly conducted at a very high level of disag-
gregation – e.g. the 6-digit level of the Harmonised System (HS) of trade classification,
which recognises over five thousand products, or disaggregations of it. Hence, while we
are not able to offer the apparently precise predictions of welfare gains or losses to exclud-
ed countries that arise from simulation modelling, we are able to offer a good deal of qual-
itative and order-of-magnitude insight about the effects of the EU–India FTA based on
extremely detailed international trade data which cannot be achieved using alternative
methods such as CGE modelling.

This publication comes in four substantive parts. Part I presents a more detailed back-
ground to the discussion of the effects of an EU–India FTA on excluded countries. It starts
by discussing the theoretical basis on which one should consider the welfare conse-
quences of ‘regional’ trading arrangements on excluded parties. The usual approach is to
consider only ‘trade diversion’ whereby, as a result of offering India preferential access to
the EU market, the EU purchasers switch from importing from an efficient excluded coun-
try to importing from (a less efficient) India, and similarly for India’s preferences to the EU.
This diversion is attractive to private purchasers in the EU who are now able to buy from
abroad without paying the import tax, but it is costly to the EU because, tax aside, it is pay-
ing more for its imports; the fact that EU purchasers preferred the excluded country
source when it paid the same tax as India, strongly suggests that it is a more efficient
source. Trade diversion is also held to be harmful to the excluded country because it
involves its exports being lower than they would otherwise have been. We refine this
analysis to note that a decline in exports is economically harmful in the long run only
when the lost exports commanded prices in excess of the cost of their production and sale.
This is certainly possible, but in competitive markets for simple goods is far from inevitable.
We also argue that potentially as significant as a decline in exports is a decline in the
prices that excluded countries can command for their exports – that is, that FTAs cause
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deteriorations in excluded countries’ terms of trade. We note that this latter effect usual-
ly makes FTAs harmful for excluded countries and we offer a few brief examples from
other countries’ experience. 

Part I then goes on to discuss what an EU–India FTA might cover. We start with a brief
sketch of the history of European preferential trading arrangements and show how the
Global Europe initiative increased the EU’s propensity to sign discriminatory agreements
with larger developing countries. One feature of the Global Europe initiative is its empha-
sis on so-called ‘deep integration’ – the harmonisation of regulations, the reduction of
other ‘behind-the-border’ barriers to trade and the liberalisation of trade in services. We
discuss what this might entail and conclude that important though it undoubtedly is, the
prospects for the EU and India agreeing to much deep integration are pretty slim.

Finally, we examine estimates of the effect of an EU–India FTA on the partners them-
selves. This is not our focus here, but we draw on a number of simple statistics and other
studies to see what the partners might get from an agreement. This helps us to understand
the incentives for the agreement to proceed and also to think about its effects at a sectoral
level. 

Part II of this book analyses the markets for goods explicitly from the point of view of
excluded countries. It starts by asking whether they export similar sets of goods as the
partners do to each other. If they do, the presumption is that they will be more vulnerable
to their trade being diverted as the partners’ mutual trade is increased by the preferences
they offer each other. The answer is that most developing countries have only modest
overlaps with India’s exports to the EU and the EU’s to India. 

Next we ask to what extent the FTA will reduce tariffs on partner exports of goods that the
excluded countries currently export to the FTA members. To make this summary discus-
sion concrete, we first illustrate the various effects in terms of access to the EU market; we
examine the corresponding effects in the Indian market later. As noted above, we assume
that the tariffs faced by India in the EU are all set to zero by the FTA. This will have no
direct effect for commodities in which both India and the excluded country concerned
already face zero before the FTA, either because EU tariffs are already zero or because both
India and the excluded country are both already exempted from a positive MFN tariff. A
large number of commodities fall into this class, in fact. A second possibility is that the
excluded country previously faced a zero tariff – because, say, it received ‘Everything But
Arms’ (EBA) preferences – but India had a positive tariff which the FTA will reduce to
zero. If India were efficient in this commodity, the tariff reduction would allow it to recap-
ture a market that had previously been diverted to the excluded country – it would undo
some trade diversion, a phenomenon which we call ‘trade re-orientation’. Such events
would be good for the EU, which now resumes buying from a more efficient source, but it
entails a decline in the exports of the excluded country. This is potentially harmful, both
through the loss of export revenue directly and the consequent deterioration in the terms
of trade. Re-orientation of this kind is particularly a ‘threat’ to the ACP and least devel-
oped countries, because they mostly have very low-tariff access to the EU already. 

The third possibility is trade diversion proper: if the excluded country and India both faced
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the same positive tariff initially, the FTA would remove the tariff for India but leave it in
place for the excluded country. Imports are potentially re-sourced from the excluded
country to India and the EU pays more for its imports, thereby incurring a loss of econom-
ic welfare. The excluded country may also lose, although as we have just noted, falling
exports do not necessarily imply harm. The countries for which this sort of outcome is a
serious possibility are the BRICs – excluding India, of course.

Chapter 4 moves on to the effects of the FTA on prices that excluded countries might get
for their exports – i.e. on their terms of trade. Driven by the decline in demand that trade
diversion or re-orientation imply, excluded country firms may choose to reduce their
export prices to the EU in order to attenuate the loss of competitiveness that they suffer.
The important thing about this is that it concerns not just the marginal trade that is lost
to diversion, but that the prices of all the units they sell in the EU are reduced. That is, it
is larger the larger is the excluded country’s trade with the EU. The competitive threat that
excluded countries suffer on those exports is larger the greater the tariff cut that India
receives in the EU (for fairly obvious reasons) and the larger the share of the EU market
that India commands (because this makes it more likely that India influences the price in
that market). We classify excluded countries’ trade by these two criteria to try to assess
how serious a threat this is. 

Table 1 summarises some of the key results from these calculations. Block A deals with
the EU market. The table considers three groups of countries: India’s neighbours in South
Asia, which are likely to be most similar to India in terms of exports; the BRICS (exclud-
ing India, of course) which are large players on the world stage and especially among
developing countries; and groups of ACP countries, which are generally poor, small and
heavily dependent on the EU market. The details of these calculations are given in Part II,
but, briefly, they consider the percentage of each excluded country’s total exports for
which the FTA creates a competitive threat from Indian exporters, the average competi-
tive advantage conferred on India through the removal of the tariffs on the goods export-
ed by that country, and the share of total exports most vulnerable to terms of trade
shocks. This last is the percentage of total exports accounted for by exports to the EU
falling in headings for which India has a market share of 10 per cent or over and a cur-
rent EU tariff on India of 5 per cent or over. These are the markets in which we expect to
see the largest shocks to price behaviour. 

The notable feature of Table 1 is the differences across countries. Thus fully 57 per cent of
Bangladesh’s exports (column A1) face increased competition from India, averaging up to
4 percentage points off Indian prices (column A2). Pakistan and Sri Lanka and to a less-
er extent the Maldives and Nepal also have significant shares of vulnerable exports, as do
the countries of Eastern and Southern Africa and SADC, although for the last two the tar-
iff shock is smaller. These magnitudes are not disastrous, but they are potentially impor-
tant. Outside these groups, on the other hand, the effects are small enough to ignore on
average – shocks of 3 or 4 per cent of exports being well within normal bounds of vari-
ability. On the terms of trade (column A3), the shock looks relatively undramatic and
evenly spread, except for the South Asian excluded countries, most notably Nepal, which
has over a tenth of her exports in the vulnerable category. Of course, all
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Table 1. Summary measures of export vulnerability to the EU–India FTA

Block (A) the EU market Block (B) the Indian market
1 2 3 1 2 3

Afghanistan 0.2 2.3 1.45 0.5 26.7 1.04
Bangladesh 56.8 4.1 1.13 0.6 24.4 0.07
Bhutan 0.0 3.4 0.00 57.5 18.1 9.96
Maldives 5.3 3.7 0.00 1.7 17.8 0.28
Nepal7 4.7 4.1 10.63 27.0 22.6 17.58
Pakistan 18.9 3.3 3.03 0.4 23.0 0.09
Sri Lanka 16.5 3.4 1.88 5.8 20.6 2.13

Brazil 2.3 2.3 0.01 0.4 16.3 0.13
Russia 0.5 2.1 0.00 0.4 14.9 0.28
China 4.0 2.3 0.16 3.8 18.0 0.30
South Africa 2.0 2.1 0.01 6.3 17.1 0.39

Caribbean 2.8 2.5 0.18 0.1 22.8 0.04
Central Africa 0.1 1.9 0.00 0.6 14.3 0.15
East and S. Africa 15.4 2.8 0.39 1.2 19.3 0.28
Pacific 0.5 2.3 0.00 3.4 22.6 0.02
SADC less S. Africa 1.5 2.7 0.00 0.9 19.0 0.03
West Africa 1.2 2.8 0.01 1.1 17.7 0.17

Sources:
column A1: Table II.4B (100-percentage incolumn 1)*column 5/100.
column A2: Table II.8.
column A3: Table II.16.
column B1: Table II.6B (100-percentage in column 1)*column 5/100.
column B2: Table II.12.
column B3: Table II.18.

these statistics refer to averages or aggregates, so even where the averages are low, specif-
ic markets or even firms may suffer major shocks.

We now consider access to the Indian market as India grants preferences to EU suppliers.
The analysis is the same, but the story is quite different because Indian tariffs are gener-
ally high (column B2) and the EU’s share of the Indian market is quite large. Thus assum-
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ing that EU exports of a commodity to India are genuinely substitutable for an excluded
developing country’s exports in the same commodity heading, many countries will find
that they suffer a serious reduction in sales and/or prices of exports to India. This is poten-
tially harmful, but, in mitigation, the fact is that most countries export only a small share
of their total exports to India, so that the impact on their total exports is still generally
rather small (column B1). The main exceptions to this relatively relaxed view are those of
India’s South Asian neighbours that are heavily concentrated on the Indian market. They
suffer a major shock to a major share of their trade. Nepal and Bhutan are landlocked and
have trade agreements with India to facilitate their international trade; they will almost
certainly require special treatment in the EU–India FTA. Sri Lanka faces similar, if small-
er, challenges, again brought about or exacerbated by a previous FTA which leads it to
focus heavily on the Indian market. Among other countries, only South Africa has a sig-
nificant exposure. 

Overall, the situation is that in neither the Indian nor the EU market will many non-South
Asian countries suffer a material negative shock from the diversion or re-orientation of
goods trade under an EU–India FTA. Particular sectors and the terms of trade for specific
goods may suffer, however, and excluded countries may wish to monitor talks to identify
such cases in advance, but they should not become unduly worried about their general
market prospects. The situation for India’s neighbours is more serious. They have signifi-
cant shares of exports exposed in one or other of the two markets and in India may face a
very significant increase in competition. (The doubt is whether EU and South Asian goods
classified in the same HS-6 heading do really compete.) For them, it may be worth engag-
ing the partners with a view to obtaining concessions to mitigate or compensate for the
shocks or, for Bhutan and Nepal, to seek access to the FTA itself in the same way as they
have access to India at present. 

Part III shifts attention to services. Both India and the EU are major producers and
exporters of services. An FTA that ignored services would miss the bulk of each economy
and a material share of their international trade. Unfortunately, we have very little infor-
mation about the barriers to services trade, and even the data on traded quantities are
weak. Thus we cannot replicate the sort of analysis that we undertake for goods. We do
discuss the nature of services trade by the partners and between them, and identify a
number of sectors where serious liberalisation in the EU and/or India would be feasible.
We also argue that the timing of liberalisation matters more for services than for goods
because, especially in sectors with network economies or strong reputational aspects,
incumbent firms have great advantages. Thus if India, say, offers EU firms preferential
access to its market and then intends to extend that to other suppliers in a few years, this
might still effectively deliver the market to the EU for very long periods of time. If the EU
were not the most efficient producer, this could be harmful to India and to the excluded
countries that would have captured the market in the absence of the preferences. Note,
however, that because India’s services markets are currently mostly fairly closed, few non-
EU counties have large amounts of existing trade to lose, so the losses are relative to what
would have been, not relative to where they are now. 
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We do believe that there will be some services content to the EU–India FTA and we con-
clude that although few excluded countries really have much to lose at present, they may
want to monitor and try to influence the situation with a view to preserving options for
future market penetration when the market is liberalised. 

The final part of this publication deals briefly with policy responses – by individual exclud-
ed countries and by the multilateral system. With so many uncertainties about the FTA,
and also about the extent of trade barriers and even trade in services, it is not sensible to
identify specific sectors under threat. Moreover, even if one could, it is usually difficult to
justify intervention to preserve them. Hence the advice is generic and general – but no less
valid for that. Excluded countries need to react to the EU–India FTA with policies that
would, even in its absence, boost their growth and economic flexibility. In addition, they
may want to press the parties to keep them informed about negotiations and raise specif-
ic issues if details look particularly threatening; outside South Asia one should not expect
wholesale losses of welfare as a result of the FTA, but within it, the stakes are material.
These countries may wish to prepare to engage the partners over the difficulties they suf-
fer and seek accession to the FTA or specific mitigating or compensating concessions.
These may comprise asking the partners to extend the tariff preferences to them, relax-
ation of rules of origins, or aid to help meet EU standards or diversify into new markets.
They might also indicate that they will seek to ensure that the WTO’s rules on FTAs are
enforced to the extent that they protect excluded countries’ interests.

In the end, however, there is little that small poor excluded countries can do about an
EU–India FTA acting individually, so they should also think about their systemic response.
This poses a large dilemma. On the one hand, they may conclude that they should ‘play
the FTA game’ harder themselves, negotiating access to deep and meaningful FTAs with
the partners and anyone else in ways that reduce the discrimination they face and sup-
port their own reform programmes. This will require them to make concessions and will
be expensive but it may, on balance, eliminate distortions in the world economy and result
in greater market access and reform than the current situation.

On the other hand, they may reason that negotiating FTAs diverts attention and effort
from the multilateral system and runs the danger that even small adverse effects will be
replicated many times over as the trading system fragments. On this view, they may wish
to oppose the process of creating FTAs in international fora, not in an instrumental way
based on trade calculations of the sort we have performed here, but as a matter of princi-
ple and as a systemic issue which could eventually undermine the benefits of multilater-
alism which we currently tend to take for granted. Of course, in maintaining such a posi-
tion, they would need to show a small amount of consistency and limit the extent to
which they pursued FTAs themselves. Unfortunately there is not sufficient evidence to
resolve the dilemma completely.
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Notes

7 The inconsistency that Nepal has more exports vulnerable (column 3) to the FTA than affected

(column 1) arises because we have had to use different years’ data in the two exercises. It is a

warning not to take precise numbers too seriously in exercises of this sort. 
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Chapter 1

The effects of preferential trading
arrangements (PTA) on excluded
countries: Welfare not quantities

This chapter briefly introduces the conceptual framework we use for thinking about the
effects of preferential trading arrangements (PTAs) on excluded countries. It is much
more explicit than most treatments about what really determines economic welfare –
prices, incomes and profits, rather than just economic activity (production and sales) per
se8. It does not suggest the irrelevance of the traditional calculations of the effect of FTAs
on excluded countries’ welfare, but certainly advocates supplementing them.

The vast majority of the literature on PTAs emphasises the positive and negative effects
emanating from ‘trade creation’ and ‘trade diversion’, respectively. In the event that the
former outweighs the latter, the PTA is deemed to be beneficial. This is a far from perfect
metric even for the partners, but its robust common sense and easy application have made
it very popular and almost certainly not seriously misleading. But while it may be appro-
priate for countries inside the PTA, it is inappropriate for the countries that are excluded
from it. For such countries trade creation is largely irrelevant, while trade diversion may
or may not represent a loss. 

The price effects of a PTA

The most common argument about the way in which a PTA hurts an excluded country is
through trade diversion strictly curtailing its exports to the PTA relative to the position
that would have been observed in the absence of the PTA. However, if the price of the lost
exports equalled their marginal cost of production and sale (including normal profit) and
the loss of exports is not very large, then, apart from costs of adjustment as resources
move from one activity to another, the excluded country does not suffer any first-order
welfare loss. The resources released are just as valuable as selling the export and buying
an import instead. If, on the other hand, export prices exceed marginal costs, then for
each unit of exports lost, real income falls by the difference between the value of exports
in terms of imports bought and the value of the resources foregoing them they release
into the domestic economy. 

One way in which export prices may exceed marginal cost is if exporting generates super-
normal profits because export markets are imperfectly competitive. Such profits are then
lost on any trade that is diverted and cannot be replaced by alternative sales at the same
price. Similar is the case with industries having economies of scale. If the creation of a
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PTA causes industry in the rest of the world to lose scale economies, then the cost of all
its output increases, imposing costs on its other customers and reducing its profit mar-
gins. Haaland and Norman (1992), for instance, predicted EFTA losses from the creation
of the Single Market in the EU from exporting, but the evidence for these is generally
rather weak despite the frequency with which they are referred to.

Another important source of difference between export values and marginal costs is
export taxes. If a PTA cuts an excluded country’s exports, the released resources cover the
cost of production, but not the tax, and aggregate income falls. Related to this – and
potentially more important practically – is the so-called Lerner symmetry theorem, which
states that export taxes are equivalent to import taxes. This suggests that a country that
taxes imports – has tariffs – can lose from its neighbours’ PTAs. The story is as follows: tar-
iffs reduce the level of imports below the optimal level and mean that a unit of imports is
valued by consumers at more than it costs the country as a whole. Consumers value it at
(p + t) – the price plus the tariff – we know this because that is what they are willing to
pay for it – but it costs the country only p, the tax just being recycled by government to
consumers in their role as taxpayers. If for extraneous reasons, like a PTA, exports fall,
imports must eventually follow. Since these imports are worth more than they cost, wel-
fare is lost as they fall. 

The second way in which a loss of exports can affect an excluded country is via the prices
at which exporters can sell their products. This depends partly on the size of the PTA in
question, or more specifically on the importance of the trade flow on which a preference
is granted. While small PTAs will rarely matter as they generally will not affect the prices
at which trade occurs, large agreements like the EU or the FTAA are large enough to affect
world prices. Their behaviour has implications for everyone in the market – positive for
buyers if prices fall and negative for sellers – whether or not they deal with the PTA itself.
The significance of price changes is that they affect not just marginal trade, but the whole
volume of existing trade. 

If markets are segmented so that prices for identical goods vary between them, even small
PTAs may affect the pricing behaviour of suppliers to the preferred market. When a mem-
ber-country firm benefits from a preferential tariff concession it becomes more competi-
tive in the PTA market, and excluded country firms may have to respond by reducing their
prices in compensation. This is a simple terms of trade change for the exporter – it now
gets less for every unit that it sells in that market – and we could measure the loss as x*dp,
where x is the volume of exports and dp the induced change in price. Exporters may be
able to avoid some of the loss by redirecting exports to other markets or switching
resources to producing other goods, but, unless these are easily achieved and generate the
same revenue as the lost exports, there will be a loss. These effects are likely to be larger if
markets are not only segmented, but goods are differentiated by place of production
and/or place of sale so that each trade is strictly-speaking unique. If the trade flows affect-
ed by this are relatively large, the PTA could lead to appreciable loss of welfare for the
excluded countries. For instance, Gupta and Schiff (1997) provided evidence of such
‘large market’ effects even for small countries in sales of live cattle in South America.
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Looking at the large country case, Robert Mundell (1964) elucidated the terms of trade
effects of a PTA in a three-country general-equilibrium model with goods being gross sub-
stitutes and price changes occurring to restore balance of payments equilibrium in
response to an initial preferential tariff shock. He showed that for a single preferential tar-
iff change by one member, the preferred exporting partner’s terms of trade improved,
while those of the excluded country deteriorated. Since a PTA amounts essentially to the
two partners swapping such concessions, the excluded country potentially loses at every
turn. 

Despite the importance of price effects like this in the theoretical literature on trade poli-
cy, not much empirical work was done on the terms of trade effects of PTA until the last
decade. Winters (1997b) could not locate a single empirical ex-post study of the price
effects of a PTA. This stream of work started with Winters and Chang (2000), which
examined the price effects of Spanish accession to the EC in 1986 on the exports of major
excluded OECD countries. This work established beyond doubt that, as Spain offered pref-
erential access to European Community suppliers, US pre-tariff export prices to Spain fell
relative to those of the latter, but it recognised that it had not unambiguously proven that
this reflected falling US prices rather than rising EC ones. For a variety of reasons, howev-
er, there seemed most likely to be at least an element of falling US prices, so the authors
felt able to suggest that the PTA had had adverse effects on the excluded countries: ‘reduc-
ing the pre-tariff price of US exports relative to that of member country exports by near-
ly half of any tariff differential’. 

A more thorough exercise was conducted by Chang and Winters (2002), which examined
the creation of MERCOSUR. They postulated that excluded countries’ firms’ export prices
to Brazil would be influenced not only by the tariffs that they faced, but also by the tariffs
that their rivals in member countries faced, via the effect of the latter on the rivals’ prices.
Thus, in the case of MERCOSUR, excluded countries suffered a decline in their terms of
trade as they reduced prices in reaction to the improved market access that their preferred
rival competitors received within the integrating market. In this study, Chang and
Winters were able to look at US export prices to Brazil relative to US export prices to other
markets, as well as relative to those of Argentinian exports to Brazil. The comparisons
between different US export markets made it clear that US firms had discounted sales to
Brazil, with an estimated loss of $600 million per annum in the terms of trade.

Romalis (2007) and Razzaque (2008) both investigate the terms of trade effects of
NAFTA. Razzaque uses a similar approach to Chang and Winters’ and finds similar results
for Bangladesh/Mexico price differentials. Romalis uses quite a different method, and
finds that although terms of trade effects are evident, they are smaller than Chang and
Winters’. He speculates that this is because the USA was already a highly competitive
market so that margins could not be squeezed much further. Romalis also finds plenty of
cases where imports from excluded countries disappeared, arguably an extreme form of
terms of trade effect. 

One of the recurring arguments about the effects of PTAs on excluded countries concerns
the so-called Kemp-Wan theorem – one of the most elegant pieces of economic theory
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ever. Kemp and Wan (1976) showed in a mere three pages that a customs union (a PTA
in which all tariffs between members are zero and all members charge the same tariff to
excluded countries) could be designed to have no impact on excluded countries while still
being welfare-improving for members! They showed that the customs union could set a
common external tariff that would keep net imports of every good from the rest of the
world unchanged, thus assuring that it had no impact at all on the welfare of the rest of
the world. Panagariya and Krishna (2002) extended the Kemp-Wan theorem to free trade
areas (FTAs) and noted that in this case, member-specific tariff vectors implied that the
domestic-price vectors differed across member countries, which in turn, implied that in an
FTA (as opposed to a CU) marginal rates of substitution generally failed to equalise across
union members. However, they showed that if member countries within the FTA individ-
ually imported the same vector of quantities from the rest of the world in the post-FTA
equilibrium as in the pre-FTA equilibrium, then the FTA could also be designed to be neu-
tral for the rest of the world and welfare-improving for members. The important point
about Kemp and Wan’s insight were, first, that it did not define what would be good or bad
for excluded countries, merely how to render them indifferent to a CU or FTA. Second,
Kemp and Wan proved that one could conceive a PTA that did not affect excluded coun-
tries, not how to construct it.

Many markets

The discussion so far is based on partial equilibrium models which consider a single mar-
ket in isolation, but of course PTAs typically concern a whole range of goods. The basic
impacts by market are just as we have described them, but if a PTA has a significant effect
on many markets it seems likely to affect the aggregate balances of the economy such as
the demand for labour and capital and the need to keep the balance of trade at its initial
level. Once these aggregate constraints are recognised – e.g. wages rise because the PTA
creates excess demand for labour at the initial wage – there will be feedbacks onto each
and every one of the individual commodities. These are generally not particularly large
and so the partial equilibrium results will often be a quite sufficient basis for thinking
about policy, but it is clearly useful to ask how the overall balance of the economy is affect-
ed. Moreover, by aggregating up and following the stimuli created by the PTA through all
parts of the economy we are able to derive more convincing estimates of the overall wel-
fare effects of the policy. 

For these sorts of analyses the preferred tool for simulating the impact of PTA on includ-
ed and excluded countries is Computable General Equilibrium (CGE) modelling. General
equilibrium recognises that markets interact in complex ways such that everything
depends on everything else. ‘Demand for any one good depends on the prices of all other
goods and on income. Income, in turn, depends on wages, profits, and rents, which
depend on production, which depends on sales (this is, demand). Prices depend on wages
and profits, and vice versa; supply and demand must be equal in all markets, including
factor markets; and imports must be paid for by exports plus foreign borrowings.’ (Schiff
and Winters, 2003, p. 48). But of course nothing is free. The need to measure all these
links makes CGE models less informative and detailed in other ways. Thus, for example,
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the models are almost wholly based on a priori theorising about the economy and their
results dependent on parameter values that have not been formally estimated. They are
too complex ever to be thoroughly tested against actual evidence, and in fact any testing
against actual outcomes is rare. A notable exception is Valenzuela et al., (2005).
Conclusions drawn from CGE models on the effects of PTA are sensitive to the values cho-
sen for tariff and NTB in the baseline scenario and simulation experiments. Moreover,
because they model markets in a way that assumes that goods are differentiated by place
of production, every good is unique and so tariff reductions tend to emphasise trade cre-
ation over diversion. (The simple substitution of one source for another is limited by the
fact that every good is different, so that there is less scope for diversion from one source to
another.) Given this, it is remarkable how often these models suggest that PTAs will be
harmful to members. But having unique goods also ensures that tariff shocks will always
affect prices to some extent, so these models also almost always suggest negative terms of
trade shocks for excluded countries and thus predict losses for them.

Against this background, we now review some results from the CGE-based literature.
Using a CGE model to calculate the effects of a Free Trade Agreement of the Americas,
Brown, Kiyota, and Stern (2005) found that the elimination of tariffs on manufactures in
the FTAA would lower welfare in all but two of the 16 non-participating countries and
regions that were included in their model. They found the FTAA to be trade diverting for
most of ROW, with a welfare reduction of $9.3 billion per year. 

Francois, McQueen and Wignaraja (2005) conduct an analysis of the EU’s PTAs with five
of its trading partners (Chile, Mexico, South Africa, Egypt and MERCOSUR) and show that
the benefits for the EU are estimated to be in the range of $9.1 billion annually (based on
1997 GDP). Most FTA partners (except Egypt) benefit from the direct effects of the agree-
ment. However, most of the ROW loses, including countries such as Botswana, North
Africa and the Middle East. The results for Botswana (with a loss of about $377 million
annually) point to losses for Southern Africa in general9. Welfare losses for Botswana and
Southern African from the EU-South Africa FTA are also confirmed by the GTAP study by
McDonald and Walmsley (2003) who find that the losses in Botswana and the rest of
SADC amount to $71.5 million and $14.2 million, respectively.

To summarise, assuming that the EU–India agreement actually achieves significant liber-
alisation between them, there is at least a strong probability that it will harm excluded
countries. For several reasons, however, this harm may not be particularly large. In many
cases excluded countries’ trade completely different goods with the EU and India than
those partners trade between themselves. In others, EU–Indian trade is sufficiently small
that the impact of favouring it is likely to be small. In others, excluded countries have suf-
ficient flexibility to use the resources released by trading less with the partners equally
productively for other purposes, while in yet others they have sufficient other market
opportunities to be able largely to ignore smallish shocks to EU or Indian markets. The
remainder of this book is essentially devoted to testing and quantifying one part of these
possibilities. It seeks to ask where trade overlaps and how important EU–Indian trade is.
However, further study is needed to be able to say how easily excluded countries will be
able to cope with, or accommodate, any negative shocks that emerge from that analysis. 
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Notes

8 Parts of this chapter draw on Chang and Winters (2002a) and its related literature.

9 ‘The BNLS (Botswana, Nambia, Lesotho and Swaziland) countries face, as a result of the

combination of the customs union agreement with South Africa (SACU) and the EU-South

Africa (RSA) free trade agreement, increased competition from the EU, both in their exports to,

and in their imports from, South Africa and will incur a loss of tariff revenue (significant for

Lesotho and Nambia) from the common revenue pool.’ [All customs and excise duties collected

by the five members of the SACU are pooled into a Common Revenue Pool and distributed to

them according to a Revenue Sharing Formula. A significant component of the new formula is

the customs component, consisting of all customs duties actually collected. According to the

new formula, the sharing of the revenue from customs duties is to be determined on the basis

of each country’s percentage share of total intra-SACU imports, excluding re-exports, and not

on the basis of SACU imports from the rest of the world.] ‘South Africa is also a member of

SADC and these southern African countries will face a loss of regional trade with South Africa

as a result of the trade creation (sic) effects of the free trade agreements. In addition, unless

South Africa offers the SADC countries preferences equivalent to those available to the EU

there could also be significant trade diversion against SADC. These negative effects on regional

trade are reinforced by the EU rules of origin which allow South Africa to cumulate origin with

only one ACP (including SADC) country, while the producer in South Africa has to add 100

per cent to the value of imports of intermediate products from the regional partner in order to

qualify for preferential entry into the EU market.’ (Francois, McQueen and Wignaraja, 2005, 

p. 14)
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Chapter 2

EU Trade Agreements: What can we
expect an EU–India Agreement to
cover?

This chapter briefly sketches the history of EU thinking about trade agreements, showing
that bilateral and regional arrangements have always had a major role. In the last decade
we have seen the EU move outside its region and former colonies to focus on larger devel-
oping country and emerging markets. EU–India must be seen as part of this progression.
In these agreements, and even more so in agreements with the ACP states, the EU has
encouraged considerable asymmetry over the degree and timing of liberalisation. We
expect to see this in goods markets with India but probably to a smaller extent than previ-
ously. EU rhetoric has also come to stress so-called deep integration – regulatory harmon-
isations and liberalisations and a focus on services. The latter are particularly significant
for India. There are huge potential gains from deep integration for the partners to an
agreement if it can be achieved, but the consequences for excluded countries are mixed:
in some cases new discrimination could arise but in others excluded countries will bene-
fit from the reforms induced by the bilateral agreement. Moreover, given the histories of
the two partners, we do not actually expect a huge amount of deep integration.

A brief history

As a successful customs union the EEC, and now the EU (as we will refer to what has now
become the European Union), has always been ambivalent about the benefits of a purely
multilateral approach to trade policy. Especially in recent years the EU has seen the
GATT/WTO as representing, in a limited way, an extension on to the global plane of its
internal ‘rules-based’ regime and has pronounced itself committed to this system. But
simultaneously, since the 1960s the EU has constructed a spider’s web of bilateral and
plurilateral trade agreements, mostly with developing countries, that means that it con-
ducts trade with the vast majority of its partners on a preferential non-MFN basis. On the
other hand, the small number of partners facing MFN tariffs, including the US, Canada,
Australia and Japan, are large, and China receives only rather limited preferences, so that
a high share of trade still goes through the non-preferential gateway.

Historically the main preferential agreements were with the African, Caribbean and
Pacific (ACP) partner countries and the countries of the Mediterranean region. The 1963
Yaoundé convention which gave preferential market access principally for industrial
goods to former French colonies was transformed in 1975 into a sequence of Lomé con-
ventions which broadened preferential access to UK ex-colonies in Africa, but not Asia.
Lomé also provided for some commodity price stabilisation. The Lomé system was
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replaced in 2000 by the Cotonou convention. Several of the key characteristics of the
Contonou regime and also the early Euro–Med agreements were, however, incompatible
with the principles of the GATT and in the post 1994 era the WTO required that these
rules be respected (Christopher Stevens and Jane Kennan, 2002).

In particular, the agreements were non reciprocal and incomplete. The EU opened its mar-
kets to ACP country goods but they did not have to liberalise their imports in the same
way. This violated Article XXIV of the GATT. In the case of the early generation of
Euromed agreements an attempt was made to square the circle by declaring that the
agreements were full free trade areas but that the market opening by the southern part-
ner was to be postponed more or less indefinitely. 

In the case of the agreements with the Mediterranean partners, the EU began to address
this problem head on in the 1990s and began to sign a series of agreements with Egypt,
Morocco, Tunisia et al. which were indeed to be considered full free trade agreements,
even though still slightly asymmetrical in timing and having less than full agricultural
coverage. For the ACP partners the problems proved harder to deal with. The WTO mem-
bership agreed in 2000 to give the non-reciprocal Cotonou agreement a waiver until
2008 after which time the EU was expected to sign agreements that were fully in conform-
ity with the WTO rules, or else to revert to non-discriminatory arrangements, although in
this case ‘non-discriminatory’ means arrangements which do not discriminate between
similarly placed developing countries; the deep and far-reaching ‘Everything But Arms’
(EBA) preferences are limited to least developed countries and hence discriminate in their
favour relative to other agreements.

The EU eventually decided to propose ostensibly GATT-compliant Economic Partnership
Agreements to the ACP partners. The problems with these do not need rehearsing here
but it is worth noting that the current generation of agreements must also abide by the
General Agreement on Trade in Services (GATS) Article V if they include any services ele-
ments. This provision is broadly similar, although more precisely worded, than the provi-
sion in the GATT Article XXIV that requires ‘substantially all trade’ to be covered.10

As well as the ACP and Mediterranean countries, the EU has also extended its neighbour-
hood policy further into Eastern Europe including countries such as Ukraine among its
partners. These are essentially political agreements rather than primarily economic or
mercantile ones. At the same time, however, the EU has concluded in the last 10 years a
series of agreements that can hardly be described as ‘regional’ trade agreements, with
partners such as Mexico, Chile and South Africa. In some cases these reflected political
motives. Patrick Messerlin (2001) has observed that, lacking a fully-fledged foreign policy
instrument, the EU is forced to offer trade cooperation as the only form of alliance avail-
able to non-members. There were economic motives behind the FTA between EU and
Mexico in 1997 but there was also clearly the diplomatic desire for Mexico not to fall total-
ly under US influence. The, as yet stalled, EU-Mercosur talks were probably inspired by
similar motives. At the same time some countries such as Chile were driven by what
Baldwin (1993) has called the domino effect to seek the same market access to the EU as
the most favoured partners were getting (i.e. the same as those partners who received bet-
ter treatment than the normal MFN tariff provided).
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Many economists regret these moves as likely to cause direct economic distortions
through trade diversion, and systemic damage to the multilateral system, if only by
absorbing scarce negotiating capacity.

The lack of progress in the Doha Round at first prompted the EU to hold back on FTA
negotiations. But since 2006 the EU has embarked on an ambitious project to launch FTA
talks with trading partners to whom it thinks market access is important for the EU itself,
and the EU–India project fits into this series, even though it is reported that the initiative
came from New Delhi. 

‘Global Europe’

In 2006 Peter Mandelson launched the ‘Global Europe’ scheme. Underlying this was the
notion that the EU should consider its own offensive interests more clearly, and strive to
achieve bilaterally what it could not get at the WTO. The list includes two important ele-
ments: the choice of large growing markets as partners and going beyond tariffs reduction
as the way to get market access.

The EU’s current strategy in trade agreements places great emphasis on ‘deep integration’
in the sense that it recognises that ‘shallow’ integration in the form of the removal of
trade barriers at borders such as tariffs and quantitative restrictions is inadequate. It sees
such agreements as important for Europe’s ‘competitiveness’ (and also probably for its
market access and influence on the world trading system). 

The 2006 background paper on ‘Global Europe’ – European Comission (2006) – made it
clear that the EU would be seeking to complement the WTO with bilateral trade deals with
major partners.

‘The key economic criteria for new FTA partners should be market potential (eco-
nomic size and growth) and the level of protection against EU export interests (tar-
iffs and non tariff barriers).’

The text insists that the new generation of FTAs must address services and regulatory
issues. 

‘New competitiveness driven FTAs would need to be comprehensive and ambitious
in coverage, aiming at the highest possible degree of trade liberalisation including
far-reaching liberalisation of trade in services covering all modes of supply.’

It sets ambitious targets for the new type of FTA:
‘Future FTAs would also need new ways of addressing non tariff barriers. The
effectiveness of competitiveness-driven FTAs will depend in part on their capacity
to tackle non tariff barriers. Our ability to tackle NTBs will differ depending on our
trade partners. Regulatory convergence, for example, is more likely to be achieved
with neighbourhood partners than others. But these issues must be on the agen-
da with all our prospective partners. Mutual recognition agreements should be
concluded where necessary and useful.’

The last sentence shows a degree of optimism or hubris, even, since the EU has had great
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difficulty realising such agreements with the USA, and mutual recognition has been the
last element of the internal market to function.

This focus on non tariff measures is known as ‘deep integration’ and it is to this aspect of
the EU’s ambitions for its agreement with India that we now turn. As we note, ‘deep inte-
gration’ implies major internal regulatory reform and it has been suggested that this is an
aim of the Indian side in approaching the EU. The EU paper claims:

‘Our potential partners such as India, Korea and ASEAN seek a very high level of
ambition as regards investment which goes well beyond the provisions of current
EU FTAs.’

The term Deep Integration was first coined by Lawrence (1996). He used it to refer to a
process of removing barriers to trade and investment that are behind the border, notably
regulatory barriers or even mere differences that make it harder to do business across bor-
ders than within jurisdictions. The term deep integration should perhaps be subdivided to
distinguish the policy dimension, which we refer to as Deep Institutional Integration (DII),
from the autonomous market processes that the private sector initiates to make trading
easier – Deep Market Integration (DMI). We can also distinguish ‘Deep Outcome
Integration’ (DOI), referring to the intensity of trade, as a way to highlight the fact that
the aim of market and private institutions is to actually affect trade flows.

DII refers to any element of an FTA that essentially addresses the barriers to trade caused
by regulations that are discriminatory or even just different and hence create problems for
traders. It covers a broad range of domestic policies including the following, all of which
the EU has sought to include in trade agreements:

✣ Services regulation

✣ Investment rules

✣ Standards and technical barriers including SPS measures (and related regulations
and procedure such as testing and certification)

✣ Competition policy (or its absence if that leads to private barriers to entry)

✣ In some cases, migration rules

✣ Intellectual property rules

✣ Subsidies

✣ Government procurement

Several fundamental arguments have been advanced for moving beyond shallow integra-
tion to DII:

1 When tariffs are low their removal has little effect, whereas if they are high there is a
risk of trade diversion; removing regulatory barriers, on the other hand, is thought
to be generally trade and welfare enhancing.

2 Where there are, despite the qualifications above, potential gains from Shallow
Integration, these can only materialise if NTBs are also removed.
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3 Experience of the European Internal Market programme and of the recent CEEC
accessions suggests that the biggest effect of regulatory alignment does not so much
lie in the improved market access as in the upgrading of standards (using this term
loosely) across the whole domestic economy.

4 Evidence also suggests that the productivity enhancing effects of trade occur when
fine degrees of specialisation occur, allowing firms to invest in learning by doing in
particular product niches or steps in the value chain, and to take part in production
systems that facilitate technology transfer. This places a premium on the emergence
of private and public arrangements that can reduce transaction costs, enhance cer-
tainty and predictability of behaviour, and create markets that are contestable and
free of adverse externalities.

The role of an FTA in promoting this deep integration is then to remove unnecessary reg-
ulatory obstacles to trade and to create a facilitating environment in which mutually
advantageous private contracts and market-led institutional arrangements can flourish.

We have elsewhere tried to schematise the links between trade policy and new types of
trade flows, such as the development of ‘Smithian’ specialisation in niche markets and
production chains. We see Smithian specialisation as occurring when firms focus on a
particular niche product (e.g. screws of a certain gauge) or one step in the chain of tasks
going into a final product. This often involves separating service components from manu-
facturing. This ‘unbundling’ relies on markets that are credibly open and where quality
can be assured without costly post-delivery inspection. These phenomena may show up in
indicators of Intra Industry Trade in goods sectors, but trade in services is harder to meas-
ure.

We see a remarkable burgeoning of DMI and consequential trade patterns (DOI) in East
Asia with only limited DII. Perhaps most remarkable is the intensity of trade links between
China and Taiwan in the absence of any official diplomatic links at all or even regular
direct flights!11 This leads to the possible conclusion that DII is unnecessary, although this
is likely to depend on the individual circumstances and on the nature of the DMI taking
place. Historically, however, a close relationship between DII, DMI and DOI has been
observed, for example in the context of the EU.

EU–India FTA

The EU–India agreement has hardly finished its exploratory phase to date, with no con-
crete proposals having been made at all. Thus it is impossible to know what it might entail
in the end. Some commentators have argued that there is thus little to discuss in a report
of this kind. We would argue, however, that, on the contrary, the time to explore policy
options is before they are set in stone so that the policy may be influenced. This book is
part of this process. We naturally have to proceed by assumption and offer analysis con-
ditional on those assumptions. Even if these assumptions turn out to be factually incor-
rect, we can still learn a great deal by considering their consequences12. Moreover, while
a claim to be able to make precise predictions about the nature of a future EU–India FTA
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would be fatuous, there are many indicators to guide our assumptions, some of which are
public and some private to this research team which has devoted a good deal of time to
discussing the possibilities with experts and officials. 

General statements of intent are available from the Indian and EU sides in Government of
India (2007) and European Commission (2007) and brief progress reports from the press
in, for example, The Hindu 4 March 2008.
(http://www.bilaterals.org/article.php3?id_article=11377), and Bridges 5 March 2008
(http://ictsd.net/i/news/bridgesweekly/11087).

One major source is the discussions that took place in the preparation of a joint
Sussex/CUTS report to the European Commission entitled ‘Qualitative analysis of a poten-
tial Free Trade Agreement between the European Union and India’ in 2007 – Gasiorek et
al. (2007). The report is the major source of the assumptions and discussion of them that
follows. Its preparation, however, entailed detailed talks with senior public and private fig-
ures on both sides of the FTA, and so, although we have made no direct use of the content
of those talks in the current paper, we have supplemented the published analysis with the
background it provided. The discussions gave several of us a strong feel for current think-
ing and, along with our consequent analysis, a good deal of insight into the economic
pressures and interests shaping an FTA. Hence, while overall, we wish to make no claims
about predicting the content of the EU–India FTA, we are confident that in this publica-
tion we are analysing an appropriate and relevant set of issues. 

Based on its earlier FTAs, the EU is likely to offer pretty far-reaching liberalisation of access
to its non-agricultural markets in terms of border measures, but may well – and possibly
to the Indians’ relief – not wish to pursue liberalisation in agriculture very far. The
Indians on their side seem likely to resist much liberalisation even in industrial products
and we can expect to see some asymmetry in terms of both timing and of eventual tariff
cuts. Given the size and growth rate of the Indian economy, however, the EU may not
accept as much asymmetry as it seems happy to offer the ACP countries. Hence, in what
follows we assume a full border liberalisation in goods even though we realise that this is
not ultimately likely to materialise. Thus, our estimates of the effects on excluded coun-
tries are likely to be exaggerated in this dimension.

Potentially much more significant than tariff cuts is deep integration, which, as we saw
above, now figures prominently in the EU’s rhetoric. Here we have even less idea what will
materialise but it is worth trying to think through some of the incentives and objectives
that the partners might bring to the table. We briefly consider five possible components of
deep integration. Modalities for dealing with them are sketched in Table I.1 on p. 27.
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Government procurement

The Indian system differs from the provisions of the WTO’s plurilateral Agreement on
Government Procurement (GPA) mainly with respect to national treatment, transparen-
cy, and challenge and review mechanisms. India’s biggest problem with any government
procurement agreement is with the ‘national treatment’ requirement. This results from
national and state governments using public procurement to direct investment to pre-
ferred sectors. There are no price preferences in this procurement at the central govern-
ment level, only purchase preferences accorded to both SMEs and public sector enterpris-
es. However, price preferences exist for state-level procurement and for purchases made by
Indian Railways. There are no provisions in India that require information on winning
contracts to be made public nor that each public body, on request, provides information
on the reasons for rejection and the characteristics and relative advantages of the success-
ful bidder. India also does not have a formal bid challenge procedure as there is no inde-
pendent adjudicating authority, and the concerned department generally deals with dis-
putes itself.

Transparency in procurement with respect to tender documentation specifying criteria
for awarding contract, disallowing negotiations with the lowest bidder, requiring debrief-
ing of the unsuccessful bidder and the publication of contract awards are issues that
could be negotiated in a potential EU–India RTA. Most importantly, clearly defined arbi-
tration, formal appeal or bid challenge procedures are needed. The EU could also negoti-
ate a centralised database with information on government contracts in India, both at the
level of the central government and for state-level purchases.

Investment

The various issues in investment are foreign direct investment (FDI) caps (mostly in serv-
ices), barriers to effective implementation including transparency and state-level differ-
ences and other horizontal regulatory issues affecting investment climate.

Provisions on investment in a possible agreement could provide for transparency and set-
ting up a system of a single window information system for investors of both the
economies. Certain problems cannot perhaps be dealt with in an FTA, e.g. issues related
to the ownership of land and labour policy in India. Such issues are state subjects and
politically controversial. However, issues such as reservation policies for the small scale
sector and positive list for India can be dealt with in an investment chapter.

Trade facilitation

While trading conditions in India have improved, the key issues of concern in trade facil-
itation in India are transparency, different implementation/enforcement policies, complex
procedures for calculating customs duties, delays in customs clearance and inter-state
variations in internal transit procedures.

The ambit of trade facilitation is very broad and the facets that could become the subject
of a possible RTA include improving port logistics, facilitating inter-state commerce, har-
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monisation of standards, encouraging business mobility, setting up trade information and
e-business facilities, and fostering administrative transparency and professionalism.

Standards

There are several sectoral issues in Sanitary and Phyto-Sanitary Measures (SPS) and
Technical Barriers to Trade (TBT) related to India but there is a general perception by the
EU that the Indian approach lacks transparency and that standards issues (especially
SPS), become politicised and that decisions are not always taken on the basis of clear sci-
entific evidence. Further, there have been allegations even from within India that the
Indian government has been using standards as non-tariff barriers especially after the
abolition of quantitative restrictions in 2001. There are also horizontal factors such as the
bureaucracy, corruption and the slow process of decision-making that affect the stan-
dards regime in India. The Bureau of Indian Standards (BIS) often appears to be slow and
bureaucratic. Some of the sector-specific problems are in autos, bottled/mineral water,
primary products, import of plants and animal products, etc. There are problems related
to mandatory certification and maximum retail pricing.

There will always be differences in ways of dealing with sectoral and horizontal issues.
There should, however, be overall transparency in the process of standards setting, and
the scientific basis therein. There should also be transparency/clarity over the existence of
standards and the lack of, for example, a single enquiry point. Both sides have argued for
forms of mutual recognition but see this differently. The EU finds mutual recognition of
certain standards acceptable, but does not favour mutual recognition of conformity of
assessment procedures. The Indian side, on the other hand, would like to have mutual
recognition of standards and technical regulations coupled with an agreement with
regard to conformity assessment. There are at least two ways to conformity assessment.
First, two economies could make use of existing labs, certification and inspection bodies
in each others’ countries. Reportedly, such a process has already been initiated by the EC
in India. Second, there could be accreditation of relevant bodies – a more cost effective
procedure.

Services

The services sector is extremely important for the two trading partners and from the per-
spective of a potential RTA, a substantial coverage of services as in GATS Article V could
help deliver improved access to mutual markets and more rapid liberalisation of India’s
services than can be accomplished unilaterally. The challenge for the RTA is not only to
accelerate liberalisation in India’s services sectors (which is continuing albeit slowly at
times and at a varied pace across sub-sectors), but also to facilitate the implementation of
a range of complementary reforms designed to improve the quality of regulation13.

We explore the possible effects of the EU–India FTA on services in more detail in Part III .

The prospects for agreements on elements of deep integration

The potential agenda on deep integration is huge and important. If we are realistic about
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the EU’s and India’s track records in pursuing deep integration we have to admit that the
prospects of far-reaching reform are quite small. Prior to the current administration, the
Indians have tended to be very cautious about regulatory reform and conditions for it to
occur are certainly not improving. On the EU side, despite all the talk, very little progress
has actually been made towards deep FTAs so far. The EU has surveyed the deep provisions
in its own FTAs and found them wanting (Bourgeois, J., Dawar, K. and Evenett, S., 2007).
Strong agreements have been signed with the EU’s neighbours and with accession candi-
dates but with hardly any other partner.

‘The current geography of EU FTAs mainly covers our neighbourhood and devel-
opment objectives well, but our main trade interests less well. The content of these
agreements also remains limited: they may deliver on market access commitments
but even an advanced agreement like the EU–Chile FTA does not present major
progress in areas such as IPR, subsidies, SPS or TBT.’14

How does deep integration affect excluded countries, especially in the present context,
poorer ones such as the ACP States? If other countries continue to face regulatory barri-
ers which have been selectively removed by the EU for India, trade diversion can occur. A
paper by Chen and Mattoo15 has argued that regional standards harmonisation can harm
excluded countries’ export prospects in this way. However, there is also a good chance that
much deep integration will have fewer adverse effects on excluded countries than tariff
reduction. 

Often it is possible to make concessions only through reforms that affect all parties on an
erga omnes basis. Indeed, some forms of market opening of this kind have to be MFN, so a
deep FTA between the EU and India will have to open the Indian market to excluded coun-
tries. At one extreme, if India agreed to enforce competition policy against barriers to
entry for imported products, it could not discriminate in favour of the EU. Moreover, since
there has been so little movement in this direction in the past, a deep EU–India FTA could
set positive precedents for future Indian liberalisations. In other cases, discrimination is
possible, as, for example, if licences to establish or bring in key personnel are granted more
liberally to partners than to non-partners. And given the importance of first-mover
advantages in many service sectors, an agreement of this kind could significantly favour
EU over other suppliers. However, these sectors are not of particular interest to poorer
countries and the EU–India agreement seems unlikely to go in for too much explicit hard
discrimination against others. 

Bearing all this in mind in thinking about the actual impact on excluded countries of the
prospective EU–India FTA, our tentative hypothesis is that it would be rare that other part-
ners would lose significant market access through leapfrogging by the EU. However, espe-
cially among the set of countries which has been led to depend very heavily on the EU –
e.g. the ACP states – excluded countries clearly need to be vigilant and might reasonably
expect the EU to keep them informed and to offer them advances similar to those offered
to India.
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Table I.1. Ways in which Regulatory Barriers could be dealt with in an RTA16

Preferential MFN National Mutual Harmonisation
Treatment Recognition

Standards: MR with some Agreement that Generally For conformity EU presses for 
(SPS, TBT) partners. both parties required by assessment this, but limited 

will adopt ISO GATT Art III likely to be value without 
etc. norms. anyway. preferential. CA MR.

Investment Discrimination GATS Agree to apply Most likely to apply for
possible in requirement same rules to services.
industry so long unless Art V foreign firms
as trade not satisfied. as home.
affected. But de
facto hard to
apply if third
country can
buy into the
industry.

IPR Must be MFN Generally Unlikely. EU & US call for
under TRIPS. required under this in some 
Rare case TRIPS. areas.
where you have
to extend.

Trade EEA removes AD. Unusual. n/a
defence

Services Must satisfy Quite likely; Unlike goods Home country Possible.
GATS V. GATS obliges only required regulation.

MFN for all for scheduled  
Preferences hard sectors even if sectors; Possible, but 
to apply if third not scheduled Preferences GATS has rules.
country can buy unless possible,
into firms. exemption taken but subject to

out in 1994. Art V.

Government Can be done. GP not covered Possible. Would apply
procurement by GATT, only to approved

GPA. lists.

Competition Unlikely but Most likely – Possible to Would imply Possible.
Policy could apply to would affect apply to MR of 

takeover rules. all partners. some or all. decisions.

State aids Hard to do State aid EU seeks to
rules except for CVDs. controls would secure: bonus – 

affect all removal of CVD 
partners. rules.



Notes

10 The EU argues that PTAs which cover 90 per cent of mutual trade are compliant with the

GATT Article XXIV requirement that they cover ‘substantially all trade’, and moreover that

this can be translated into 100 per cent coverage in one direction and 80 per cent in the other.

None of this has ever been tested via a dispute settlement or ruled upon by the General Council

or Committee on Regional Trading Arrangements.

11 X.Li (2008) suggests that RTAs may have played a larger role in promoting East Asian trade

(DOI) than is usually supposed. 

12 The fact that you do not know exactly what the opposition will do in a football match does not

invalidate the process of exploring their and your strengths and weaknesses, developing a

strategy and making conditional plans. 

13 See World Bank (2004) for more on this.

14 European Commission, (2006).

15 Chen, Maggie Xiaoyang, and Mattoo, Aaditya 2004, ‘Regionalism in Standards: Good or Bad

for Trade?’ Policy Research Working Paper No. 345.

16 See also Hoekman, B. and Winters, L. Alan. (2007) 
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Chapter 3

The effects of a potential EU–India
FTA on the EU and India17

Introduction

As is well known, the potential net benefits from the process of preferential liberalisation
are inherently ambiguous even for the partners undertaking the integration. This arises
because PTAs typically involve both trade creation18 (which is welfare increasing) and
trade diversion19 (which is welfare reducing). In addition, there may be further welfare
gains arising from the induced growth effects stimulated by, for example, productivity
growth, increased specialisation, and/or positive externalities between firms, sectors or
across sectors (e.g. between manufacturing and services) which are typically more likely
to arise in the presence of deeper integration. This chapter will briefly look at these in the
context of a potential EU–India FTA, first in terms of partial equilibrium analysis of shal-
low integration, then in terms of qualitative analysis of deep integration and finally, by
looking at some quantitative results from general equilibrium modelling. 

Shallow integration

In assessing the likely shallow integration impact of an EU–India FTA on the two part-
ners, we focus on a series of diagnostic indicators from which one can draw analytical
conclusions well-grounded in economic theory. The aim of this analysis is to identify: (i)
the potential welfare effects by assessing the scope for trade creation and trade diversion;
(ii) whether there are any particular sectoral issues which arise from the preferential trade
liberalisation between the EU–India. The analysis is based on a number of important rules
of thumb, as identified in the Sussex Framework – see Evans et al. (2006). 

The Sussex Framework uses simple models of the trade effects of preferential trade to
derive indicators of the likely welfare effects of a particular agreement in terms of observ-
able data. Thus, whereas the alternative approach to assessing regional integration
schemes – computable general equilibrium modelling, which we turn to later in this chap-
ter – uses a lot of theory but relatively little data to produce precise estimates of the effects
of a trade agreement, the Sussex Framework uses the simple theory of trade creation and
trade diversion and a lot of data to make broad and plausible, but, inevitably, not precise,
predictions of its likely effects. The analytical thinking behind the Framework is discussed
briefly as we introduce the various results below. It is also discussed in Part II, as well as in
Evans et al. (2006).

The higher are the initial tariffs/barriers, the greater the likely levels of both trade creation
and trade diversion. While Indian tariffs have declined considerably, the average manufac-
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turing tariff is still quite high at around 12 per cent. Certain sectors are still considerably
more protected (food, beverages and tobacco, and animal and vegetable oils) and several
others exhibit significant tariff peaks20. These tariff peaks are important as they not only
indicate the potential for trade diversion (and even trade creation if no trade is taking
place) but they also indicate which products are sensitive (and which would therefore
most likely not be liberalised in a trade agreement). Of the 4,119 goods that India import-
ed in 2005, tariff peaks existed on only 38 tariff lines, which represented approximately
1 per cent of the tariff lines. However, the tariff peaks themselves were quite high rang-
ing from 15 per cent for HS47 to 160 per cent for HS21. 

All this suggests that the existing levels of distortion are quite high, and that therefore, in
liberalising its tariffs on EU exports, there is considerable likelihood of there being both
trade creation and trade diversion into the Indian economy.

Table I.2. Tariff peaks on Indian imports from the EU in 2004

Cat. Description No. prod. cat. Av. tariff in cat. Peaks Av. tariff
(HS2) in peaks

87 Vehicles o/t railw/tramw 58 34.05 13 100
roll-stock, pts & acc

47 Pulp of wood/of other fibrous 17 7.35 5 15
cellulosic mat;

55 Man-made staple fibres. 82 17.20 3 75
26 Ores, slag and ash. 15 6.33 3 15
17 Sugars and sugar confectionery. 14 46.07 2 100
16 Prep of meat, fish or crustaceans, 12 41.67 2 100

molluscs et
39 Plastics and articles thereof. 124 15.00 1 70
52 Cotton. 82 14.94 1 30
38 Miscellaneous chemical products. 62 16.90 1 50
33 Essential oils & resinoids; perf, 35 23.43 1 100

cosmetic
41 Raw hides and skins (other than 34 11.47 1 30

furskins)
8 Edible fruit and nuts; peel of 19 31.05 1 100

citrus fruit
7 Edible vegetables and certain 

roots and tubers 18 35.00 1 100
21 Miscellaneous edible preparations. 14 39.29 1 160
6 Live tree & other plant; bulb, root;

cut flowers 6 21.67 1 60
10 Cereals 1 0.00 1 30

Total 593 38

Source: Gasiorek et al. (2007)
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In comparison, the tariffs faced by Indian exports to the European Union are lower but
there are far more tariffs peaks. Fifty-nine out of the 100 2-digit sections of the HS have
tariff peaks, with a total of 371 tariff peaks. This corresponds to 10 per cent of the EU’s
import tariff lines. However, those peaks are quite different from the Indian ones, the aver-
age tariff in the peak is much lower, and ranges from 0.21 per cent for HS27 to 52.4 per
cent for HS24.

Table I.3. Tariff peaks on Indian exports to the EU in 2004

Cat. Description No. prod. cat. Av. tariff in cat. Peaks Av. tariff
(HS2) in peaks

24 Tobacco & manuf. tobacco 8 21.61 1 52.40
substitutes

4 Dairy, eggs, honey, & ed. products 7 4.25 1 17.30
3 Fish & crustaceans 37 6.69 2 14.23

19 Preps. of cereals, flour, starch or milk 14 2.35 1 14.10
7 Edible vegetables 36 5.73 1 14.02

21 Misc. edible preparations 12 5.74 1 12.80
8 Ed. fruits & nuts, peel of citrus/melons 26 3.51 6 10.22
6 Live trees & other plants 10 3.55 1 8.25

53 Veg. textile fibres nesoai, yarns & 24 2.41 5 7.34
woven etc.

87 Vehicles o/t railw/tramw roll-stock 55 2.33 14 7.19
… … … … …
27 Mineral fuels, oils, waxes & 13 0.02 1 0.21

bituminous sub

Total 2767 371

Source: Gasiorek et al. (2007)

Since EU tariffs are already typically low, there would appear to be less scope for significant
trade creation and trade diversion in the EU. This would, however, also depend on the
underlying elasticities of supply and substitution between suppliers, and also on the
extent to which small tariffs can have a big impact on differences in competitiveness
across countries and on the tariff peaks. 

The greater the number of FTA partners, the more likely it is that there will be trade creation
as opposed to trade diversion. Looking at the number of countries involved in the FTA, from
the perspective of the EU there is clearly only one partner country – India. In contrast,
India would be signing an agreement, which involves 27 countries even if they have a sin-
gle trade policy. The more countries which are included in the FTA, the greater is the like-
lihood of including more efficient suppliers. This in turn reduces the probability of trade
diversion, and simultaneously increases the likelihood of trade creation.

The more similar is the product mix in the economies concerned and the higher the elastici-
ties of supply, the greater would be the possibility of trade creation. The degree of similarity
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between two countries is measured by the Finger-Kreinin index21 (with regard to trade
flows)22. Comparing EU and Indian exports to the world as proxies for production struc-
tures, the FK index is relatively low at 0.24, which suggests that, in terms of the export
structure, the EU and India are fairly dissimilar23. This would, therefore, appear to suggest
that on the production side there is not much evidence of scope for trade creation.

Wide differences in comparative advantage between partner countries are likely to lead to a
welfare improving FTA. It is thus also important to consider the relative competitiveness of
producers across the countries in the FTA, which is done through indices of revealed com-
parative advantage24.

However, the preceding needs to be counterbalanced by the possibility of trade diversion.
Despite being the single biggest supplier to India the EU still accounts for only 25 per cent
of Indian imports, so the majority of India’s imports are still sourced from outside the EU.
This suggests that there is also considerable scope for trade diversion. Clearly it is unreal-
istic to suppose that the EU is competing here with all the other country suppliers. It is
only in a subset of products where the EU has a comparative advantage, but across a
range of other products and suppliers (e.g. oil) there will be little trade diversion.
Nevertheless, the US already supplies more than 6 per cent of India’s imports, and many
other OECD countries and increasingly China are likely to be competing with EU produc-
ers. The degree of similarity across India’s imports from the EU with India’s imports from
the rest of the world through the FK index is above 0.42. This suggest that there is a rea-
sonably large amount of overlap – at a very disaggregated level – between what India
imports from the EU and what it imports from the rest of the world. This again would
appear to suggest scope for trade diversion.

There is another interesting feature of EU–India trade which re-inforces our conclusions
with regard to trade diversion. This concerns the decline in the EU share of India’s imports
from 32 per cent in 2000 to 25 per cent in 2004. This suggests that under an MFN regime
India’s pattern of imports was shifting away from the EU towards other countries. To the
extent that the signing of an FTA decelerates or reverses this trend in any commodity, one
might presume that it is trade diverting. 

To begin with, we focus on a comparison of the RCAs for the top fifteen exporting sectors
for each country. Although focusing only on a small number of sectors, it appears that
there is little similarity in patterns of comparative advantage between the EU and India, if
one calculates a correlation coefficient between the EU and India RCAs across all sectors
the result is –0.18. From this, one can conclude that the pattern of underlying compara-
tive advantage differs considerably between the EU and India. If there were overlap in
their production bundles, this would appear to suggest that there is some scope for trade
creation on the production side. However, as discussed above, there does not appear too
much overlap in this regard.

The overall conclusion from this discussion, therefore, is that with regard to the possible
changes in Indian imports from the EU arising from a future FTA, there are clearly some
possibilities for trade creation but that there is also considerable scope for trade diversion
and the net welfare effect for India is therefore clearly ambiguous. To the extent that such
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trade diversion occurs, from the EU’s perspective, this implies an increase in demand for
EU goods arising from the expansion of the EU’s exports to India. As discussed earlier,
whether this entails a net positive welfare effect for the EU will depend on whether the
expanding sectors are being matched by contracting sectors elsewhere, or whether the
expansion is using previously unemployed resources. Of course there is gain for the sec-
tors which experience a trade-diverting increase in demand. 

Deep integration

As we noted above, deep integration refers to a process of removing barriers to trade and
investment that are behind the border, notably regulatory barriers or even mere differences
that make it harder to do business across borders than within jurisdictions. The range of
possible gains associated with deeper integration include: technology transfer and diffu-
sion both through trade and FDI; pro-competitive gains from increasing import competi-
tion in an environment of imperfect competition, which may also allow greater exploita-
tion of economies of scale in production; the increased geographical dispersion of produc-
tion through trade that supports (i) exploitation of different factor proportions for differ-
ent parts of the production process (Ricardian efficiency gains) and/or (ii) local economies
of scale through finer specialisation and division of labour in production (‘Smithian’ effi-
ciency gains); externalities arising from institutional changes that lead to a wide increas-
es in productivity. 

A key indicator of existing deep integration is the degree to which intra-industry trade
(IIT) is taking place. Equally, the rate of growth of IIT might be thought of as an indica-
tor of the potential for further deep integration. Broadly IIT takes three forms. Firstly, it is
the exchange of similar goods (the same trade heading) of broadly similar qualities and
prices; secondly, it is the exchange of similar goods of different qualities and prices; third-
ly, it is the exchange of different goods at different prices within a trade classification that
represents a vertically integrated supply chain (parts for finished or part finished goods).
Each of these represent ways in which economic integration can encourage the niche spe-
cialisation that can generate the productivity gains that represent the main advantages of
deep integration and can compensate for any losses to trade diversion from shallow inte-
gration. 

Analysis suggests that intra-industry trade between India and the world started a good
way behind that of China and Brazil in 1992 but had caught up and, indeed, may have
overtaken both of them by 2004. All three, however, lag well behind the US. The low level
of EU–India Grubel-Lloyd Index25 (GLI) confirms the story of little direct overlap between
Indian and EU trade patterns and competiveness. On one hand, this reinforces the infer-
ence that tariff cutting in an EU–India FTA could induce trade diversion losses for India
given its high tariffs. On the other, it also underlines the potential for increased IIT, espe-
cially if TBT and SPS barriers were reduced as part of the FTA. 

On the question of horizontal versus vertical integration, it is noticeable that, the EU
apart, vertical differentiation greatly exceeds horizontal. This is not surprising in the case
of India, China and Brazil since they are likely to export, say, low quality apparel and
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import high quality, or to be part of globally or regionally integrated supply chains. It is,
equally, not surprising that the EU is the exception where horizontal differentiation
exceeds vertical, because it represents the most integrated market of national economies
at broadly similar level of development in the world where the cross-hauling of differen-
tiated, but similar, goods of equivalent qualities is likely. It is also worth noting that the
share of horizontally differentiated trade grew faster than vertical in India between 1992
and 2004 perhaps representing improved quality of Indian goods. 

EU trade with India is predominantly vertically differentiated, and, while the share of hor-
izontally differentiated trade has grown faster, it is still at a very low level. Once more this
suggests that there is potential for preferential liberalisation towards the EU to generate
productivity-increasing specialisation particularly on vertically differentiated trade.

It is important to note that the domestic impact of deep integration is complex: there will
be losers as well as winners. We might distinguish:

✣ Firms that are currently exporting who will have an improved home business environ-
ment;

✣ Firms able to enter export markets;

✣ Consumers who like products made to international (or FTA partner) standards;

✣ Home firms who cannot meet higher standards and go out of business;

✣ Consumers who do not want to pay for the international (or FTA partner) standards;

✣ And in the context of the present study – excluded country firms.

An obvious issue arises in the case of pressures to liberalise Indian retailing. It seems like-
ly that opening to foreign competition will increase efficiency, but not only will many
small shopkeepers suffer, so too will those consumers who will then be unable to access
new retail outlets so easily26.

General equilibrium modelling results

In addition to results from partial equilibrium and qualitative analysis above, results from
a CGE study done by the Carnegie Endowment27 simulating the effects of an EU–India
FTA suggest that Indian exports would increase by $3.5 billion (5.5 per cent), with the
largest increases seen in exports of apparel and textiles, which would increase by $1.9 bil-
lion, followed by increases in the category ‘other manufacturing’, notably leather and
footwear (an increase of $520 million), chemicals ($220 million), and services ($230
million). India’s imports would increase by $2.6 billion (3.4 per cent), concentrated over-
whelmingly in manufactured goods, particularly capital goods ($2.1 billion), followed by
smaller increases in imports of minerals and metals ($420 million) and chemicals ($360
million). India’s imports of vehicles would increase by $120 million, while its exports of
vehicles would increase by $60 million. Because the overall increase in imports would be
less than the increase in exports, India’s existing bilateral trade deficit with the EU would
narrow. The criterion for economic policy is welfare, and in this dimension, India would
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experience a very small loss (–$250 million): while exporting more, India would consume
slightly less domestically, at least in the short run. 

The impact of the trade agreement on India varies depending on the sector that is liber-
alised. The country would see little overall change as a result of agricultural liberalisation.
Although agricultural production is a very important part of the Indian economy, trade
in agricultural goods constitutes only a small portion of India’s total trade. Its agricultur-
al exports to the EU amount to 6.9 per cent of exports to the bloc, whereas imports of agri-
cultural goods make up only 0.5 per cent of Indian imports from the EU. The liberalisation
of agricultural trade with the EU would reduce India’s overall domestic production very
slightly (by $50 million), as increased imports of $70 million outstrip a $20 million
increase in exports, and domestic consumption in India is largely unchanged.
Liberalisation of trade in processed food has a slightly larger and more positive impact on
India, with domestic production increasing by $200 million. As with agricultural liberal-
isation, imports increase more than exports ($120 million and $70 million, respectively)
as a result of the liberalisation of trade in processed food; household consumption in India
increases by $150 million. The impact on India of manufacturing liberalisation, by con-
trast, is larger and more varied. Bilateral elimination of tariffs on manufactures has a rel-
atively large negative impact on Indian households, whose consumption declines by $1.5
billion (–0.5 per cent) despite a modest positive impact from EU liberalisation.
Government tariff revenue also declines slightly. Investment increases by $1.1 billion (1
per cent). These results are dominated in each case by India’s own manufacturing liberal-
isation measures, including the loss of tariff revenue that must be offset by increases in
other taxes.

In contrast to the mixed results for India, the European Union would benefit unambigu-
ously from the agreement, although to a very modest extent. Exports would increase by
$1.3 billion, a gain of 0.05 per cent of total EU exports. A gain of $1.6 billion in exports
of machinery, electronic equipment, and other durable manufactures would be offset by
moderate losses in exports of textiles, apparel, and services. Imports would increase by
$3.2 billion (0.12 per cent), with the largest increases in apparel and textiles ($750 mil-
lion), chemicals ($230 million), minerals and metal ($250 million), vehicles ($190 mil-
lion), other manufacturing ($710 million), and services ($510 million). The EU’s existing
bilateral trade surplus with India would decrease.

The impact on the EU of the bilateral liberalisation of agricultural goods and processed
foods and of the EU’s own liberalisation of manufactures trade is extremely small. The EU
gains arise almost entirely from India’s opening of its market for manufactured goods to
its exports. The EU gains $2.4 billion in total consumption as a result of India’s liberalisa-
tion of manufactured goods, offset by a slight loss of $220 million from the EU’s own
manufacturing liberalisation.

In another CGE study28 on a potential EU–India FTA, two scenarios have been simulated.
While these are identical with regard to protection in goods (95 per cent of tariffs are
removed on both sides), the difference lies in the treatment of services. In the first sce-
nario, protection in services is cut by 10 per cent, while in the second scenario a 25 per
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cent cut is considered. In both scenarios, the tariff dismantling begins in 2007 and is fully
implemented in 2013, with a shorter transition period for the EU. The impact of trade lib-
eralisation on foreign direct investment is taken into account in the simulations. Given
that the Carnegie Study does not involve services, we look at the simulation results for
services from the CEPII-CIREM Report.

EU exports to India increase in all services sectors and in both scenarios. Overall, they
increase by 5 per cent and 16 per cent in scenarios 1 and 2, respectively (+ US$0.5 bn and
+ US$1.6 bn, resp.). Yet, because India still represents a small market, bilateral trade flow
increases do not translate for the EU into major positive impact at the level of its domestic
economy. It is also worth noticing that services liberalisation is not sufficient to counter-
act the appreciation of the EU real exchange rate caused by goods liberalisation, so that
total exports outside the EU decreases, except in the Business services sector.

India increases its export of services in all sectors, in both scenarios. This emanates from
the overall gain in competitiveness of the Indian economy due to a depreciation of the real
exchange rate. Overall, total Indian exports of services increase by US$0.6 bn in scenario
1 and US$1.2 bn in scenario 2 (+ 3.3 per cent and + 6.5 per cent respectively). The high-
est export increases are found in Trade and Business services (+ $201 mn and + $291 mn
in scenario 1, + $434 mn and + $570 mn in scenario 2) but significant increases are also
expected in transport, communication, other services, finance and insurance, with an
increase between 1 per cent and 4 per cent of Indian exports in each of these sectors.

The conclusions for welfare are actually similar to those of the Carnegie study: the EU
appears to be a small gainer in both scenarios, whereas India records small gains in one
scenario and losses in the other. Some commentators have argued that anything that
increases exports – as most EU trade agreements appear to do – must be a ‘good thing’. We
also agree that increases in trade in a relatively undistorted environment are likely to be
beneficial, but preferential trade agreements not only take place in a distorted context, but
generally increase the degree of distortion, so the conclusion that they are prima facie wel-
fare enhancing is quite unwarranted. Rather one needs to examine each agreement
specifically and add into the calculation the possibility that each increases the incentives
for the next. When we look at arrangements between the EU and relatively low income
developing countries (with what are admittedly rather weak tools), the general conclu-
sion is that they reduce welfare. And if they do indeed then foster further moves towards
regionalism, we may have cause to worry. We return to this issue briefly in Part IV.

Conclusion
To summarise, the outcome of a possible EU–India agreement would depend on the cov-
erage of sectors and on the extent to which the agreement can look at the harmonisation
of issues of deep integration. Both partial and general equilibrium analysis point to
ambiguous benefits for India and at best, modest benefits for the EU, from a potential
agreement especially if services are not covered. Thus, a potential agreement would have
to go beyond the traditional tariff cuts of shallow integration to beyond-the-border issues
of deep integration for it to have realistic positive implications for the two trading part-
ners. 



Notes

17 This chapter draws heavily on CEPII-CIREM (2007), Gasiorek et al. (2007) and Polaski et al.

(2008).

18 There are two possible sources of trade creation. First, this can arise when more efficiently

produced imported goods replace less efficient domestically produced goods. Thus, on the

production side, trade is ‘created’ and this yields welfare gains. Second, even assuming no

changes in domestic production a reduction in tariffs, leading to a reduction in prices increases

demand for imported goods. This too leads to welfare gains as consumers have access to

cheaper goods than previously. Here trade is ‘created’ on the consumption side.

19 Trade diversion occurs when the source of imports switches away from non-FTA partner

suppliers to the new FTA partner.

20 These refer to tariff impositions on specific commodities which are three times higher than the

average for the entire sector. There is no universal definition of peaks, but the factor of three

has fairly widespread use – e.g. Deardorff (2006).

21 The F-K index of import similarity between country m and n can be defined, in general, as

FKmn = Σ
i

min (δim, δin). Where δim and δin are the share of imports from country m in product

i and the share of imports from country n in product i, respectively. This index was computed

at the 6-digit level of disaggregation. The FK index is equal to one when the structure of trade

(defined by the share of each sector in total trade) across the two countries being compared is

identical and is equal to zero when the structure of trade is completely different.

22 Ideally, one would like to be able to compute the index on patterns of production. However,

data are simply not available at an appropriate level of disaggregation. Following common

practice, therefore, the index is computed on the basis of trade flows, and one uses trade flow

similarity as an imperfect proxy for production structure similarity.

23 For comparison, the FK index for EU and US exports is equal to 0.6.

24 An RCA is a way of measuring the competitiveness of a given country in each good compared

to another country. It measures a country’s exports of a commodity relative to its total exports

and then compares this to the comparator countries’ exports of a commodity relative to its

total exports. A comparative advantage is ‘revealed’, if RCA > 1. If RCA is less then unity, the

country is said to have comparative disadvantage in that commodity. The formula for RCA =

(Xij/Xit)/(Xnj/Xnt) where Xij represents exports of commodity j by country i; t represents all

commodities and n all countries. 

25 The GLI measures the overlap between the industrial structure of imports and exports (here

measured at HS4) between any pair of trading partners. The higher the index, the greater the

intra-industry trade overlap with an index of 1 representing total overlap. For an industry i

with exports Xi and imports Mi the index is:

GLI = [{(Xi + Mi) – |Xi − Mi|}*100]/(Xi + Mi).

26 Though with retail outlets mushrooming in every nook and cranny of the country, this may

become less of a concern.

27 Polaski et al. (2008). This study covers just goods trade liberalisation.

28 CEPII-CIREM (2007), which covers both goods and services trade liberalisation, but no other

aspects of deep integration. 

38 The effects of a potential EU–India FTA on the EU and India



References

CEPII-CIREM (2007). ‘Economic Impact of a Potential FTA between the European Union
and India’, Framework Contract No TRADE/05/H3/01/1c, Commission of the European
Union – Directorate-General for Trade.

Deardorff, A. (2006) Deardorff ’s Glossary of International Economics 
http://www-personal.umich.edu/~alandear/glossary/t.html.

Evans et al. (2006). ‘Assessing Region Trade Agreement with Developing Countries:
Shallow and Deep Integration, Trade, Productivity and Economic Performance’. Report
for DFID. http://www.sussex.ac.uk/Units/caris/CARIS/DFIF-RTA-REPORT.pdf

Francois, J., Hoekman, B. and Manchin, M.  (2005). ‘Preference Erosion and Multilateral
Trade Liberalization’, The World Bank, Policy Research Working Paper No. WPS 3730.

Gasiorek, Michael, Holmes, Peter, Robinson, Sherman, Rollo, Jim and Shingal, Anirudh
(2007). ‘Qualitative Analysis of a Potential Free Trade Agreement between the European
Union and India’, the European Commission and CARIS, Department of Economics,
University of Sussex, UK, February. 
http://trade.ec.europa.eu/doclib/docs/2007/june/tradoc_135101.pdf

Polaski, Sandra, Ganesh-Kumar A., McDonald, Scott, Panda, Manoj and Robinson,
Sherman (2008). ‘India’s Trade Policy Choices: Managing Diverse Challenges’. Carnegie
Endowment for International Peace.

The effects of a potential EU–India FTA on the EU and India 39



Part II

Excluded countries and the markets
for goods

A trade agreement between the EU and India is likely to have trade creating, trade divert-
ing, and trade re-orientating effects with attendant implications for excluded countries.
This part of the report focuses on the possible scope for the negative effects on excluded
countries arising from the EU–India agreement. In so doing we identify sensitive product
lines and the countries that are most likely to be affected by the preferences granted by the
EU to India and by India to the EU (bearing in mind existing preferential arrangements).

The analysis is based on diagnostic statistical indicators and rules of thumb as developed
by the Sussex Framework (Evans et al., 2006). Trade diversion and trade re-orientation
are more likely to occur when tariff differentials between partner and non-partner coun-
tries are high, and the composition of imports from preferential partners is similar to that
of non-preferential partners. Using these simple rules of thumb across the spectrum of
trade between the EU and other partners we approximate the possible degree of trade
diversion and trade re-orientation by origin. The aim is to identify who might suffer nega-
tive impacts from the EU–India Agreement and to approximate the magnitude of these
effects.

This part is composed of four separate chapters. The first analyses the degree of similari-
ty of excluded country exports to partner exports to a given market. This gives us an indi-
cation of the similarity of exporting structures across excluded countries which allows us
to conjecture about the possible magnitude of trade diversion or trade re-orientation that
can result from the EU–India agreement. The second chapter looks at tariffs (at 8 or 10
digit level depending on data availability) faced by excluded countries in the target mar-
kets and investigates how EU–India preferences might affect excluded country exports.
Here we differentiate across four possible scenarios; (i) no change in preferences, (ii) trade
diversion effects, (iii) trade re-orientation effects, and (iv) combined trade diversion and
trade re-orientation effects. Chapter 3 provides a more sectoral analysis of the likely
impact of trade diversion and re-orientation. Here we use HS 6-digit data to identify,
across SITC categories, the potential negative effects by sector and excluded country. The
final chapter then looks at the possible impact of terms of trade changes stemming from
the FTA, as discussed in Part I. 

Overall, we find that:

✣ The dissimilarity of composition of export structures between the partners’ exports to
each other and excluded countries’ exports to them suggests that the scope for nega-
tive effects arising from the EU–India agreement is relatively limited.
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✣ The SAARC countries are, by a long way, the most vulnerable to negative impacts from
the FTA. Their exports to the EU are more similar to India’s and they are more depend-
ent on the Indian market than are other countries. Among them, Bangladesh is the
most exposed in the EU market, followed by Pakistan and Sri Lanka. However, the
extent of the competitive edge that India gains from the FTA is, at least on average, rel-
atively small. In the Indian market the most exposed are India’s two landlocked neigh-
bours, Bhutan and Nepal, at least if their varieties of export products compete direct-
ly with the EU’s falling in the same heading. Here, the EU receives a huge competitive
advantage, of about 20 per cent from the FTA, so the changes to trade patterns could
be quite large. 

✣ The BRICS (excluding India, of course) will generally experience trade diversion
rather than trade re-orientation in the EU market, especially in manufacturing. Since
the tariff preference for India is relatively small and the EU is not a predominant mar-
ket for them, however, the effects will not be unmanageable. In the Indian market they
suffer considerable competitive pressures from the improved access for the EU, but
since they trade little with India, it is not of great significance in aggregate. 

✣ ACP countries will mainly suffer from trade re-orientation as India receives prefer-
ences from the EU as deep as their own. They may also suffer from some form of trade
diversion as a result of the EU getting enhanced access to India and possibly also in the
EU market because, to the extent that they de facto face GSP rather than Cotonou tar-
iff rates because they cannot satisfy the rules of origin for the latter. Again, with the
exception of the Eastern and Southern Africa region, the effects of this will be small,
given the extent to which their trade is concentrated in products for which India
already receives zero tariffs in the EU and because their exports to either partner are
relatively small.

✣ In both the EU and India the majority of the tariff lines that ‘could’ be affected by trade
diversion or re-orientation are in the manufacturing sector, although in the EU the
extent of diversion is likely to be larger in agriculture because protection is higher in
this sector.

✣ In general the trade impacts are sufficiently small that excluded countries are unlike-
ly to suffer serious terms of trade declines. The most vulnerable in this regard are
India’s neighbours – Bhutan, Nepal and Sri Lanka – in the Indian market, and
Pakistan in the EU market. 

A fifth possible section for this part would concern foreign direct investment – the extent
to which the EU–Indian FTA might affect flows of investment to the member countries
and, in particular, the extent to which it might influence (adversely) the flow of invest-
ment to excluded countries29. These effects are discussed in the literature to only a limit-
ed extent, and there are few concrete results or theorems on which to draw. Our estimate
is that the effects are not likely to be very large – for the sort of reasons outlined in Schiff
and Winters (2003) – and so we postpone discussion of investment effects until the next
part on services trade. Even for services, we do not expect major effects, but they are
arguably more important there than for goods.
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Chapter 1

Trade similarity

In terms of changes in the volume of trade, the negative impact of the EU–India agree-
ment on excluded countries can arise in two circumstances. The first negative impact is
the well known trade diversion effect which occurs when non-preferential imports are
replaced by preferential imports solely due to the preferences granted. The second nega-
tive impact arises through the ‘correction’ of existing trade diversion. This happens when
the EU was importing from a preferential partner due solely to the preferences granted.
Reducing tariff barriers with a new partner could re-orientate trade towards this new
partner if it is more efficient in producing the given good. This is a gain for the EU in terms
of efficiency, but a negative effect for preferential countries, who now lose their trade
diversion advantage. An example of this is that if an agreement such as the EU-South
Africa was already trade diverting, and if India were the least-cost producer, the EU–India
FTA would change the direction of trade in favour of the latter, and although this would
be to the EU’s advantage, it would still harm South Africa. We refer to such outcome as the
trade re-orientation effect. 

Due to its reciprocal nature, the EU–India agreement is likely to have trade diversion and
trade re-orientation effects from both the removal of EU tariff on India and Indian tariff
on the EU. 

The degree of import similarity by country of origin can shed light on the scope for both
trade diversion and trade re-orientation. The more similar are import structures from pro-
posed preferential partners to those that are non-preferential, the higher the risk of trade
diversion or trade re-orientation. Hence, for example, if the structure of exports of India
and Sri-Lanka to the EU were very similar, and India obtained preferential access, then
this is more likely to impact on Sri-Lanka, than if the structure of their exports was quite
different. 

Table II.1 investigates this issue. The first column examines the similarity between
imports from India and imports from the identified key partners by use of Finger-Kreinin
indices of trade similarity for EU imports across all product categories at the HS 6-digit
level of disaggregation30. The FK index ranges between zero (no similarity in trade struc-
tures) and one (identical structure of trade). The degree of similarity between EU imports
from India and those from selected partners is in most cases low. We find a maximum FK
of 0.269 for Sri Lanka which implies that Sri Lanka could suffer some loss of market share
in the EU which could be due to either trade diversion and/or trade re-orientation.
Similarly the similarity between the EU’s imports from India and Pakistan is 0.259, and
China 0.24731.

In the second column we calculate the FK index for all tariff lines in which India faces a
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positive tariff and hence will receive a competitive boost from the FTA32. This will give us
an indication of the similarity of composition of EU imports from India with those from
excluded countries in which there is a potential for any adverse effect arising from the
agreement. In the third column, we calculate the FK index, but where we now take into
account only those HS 6-digit industries where both India and the excluded country
export to the EU, and where both India and the excluded country currently face a positive
tariff. This in turn gives us an indication of the similarity of import composition of the EU
from partners in lines which are likely to suffer from trade diversion possibly accompanied
by some trade re-orientation. Hence, here we are identifying all those cases, where an
EU–India FTA would improve India’s access to the EU vis-à-vis the tariff currently being
faced by the excluded country. This therefore covers both the possibility of trade diversion
and/or trade re-orientation.

Take the case of Bangladesh, for example. Here we see that the overall FK index (column
1) suggests a low degree of similarity equal to 0.179. However, if we look at the second
column, we can see that the degree of overlap between Indian exports to the EU and
Bangladeshi exports to the EU in those cases where India currently faces a positive tariff,
and thus excluded countries may be affected, is somewhat smaller (0.173). The third col-
umn then shows that there is no overlap between the exports of India and Bangladesh
where both countries trade with the EU and face positive tariffs. This arises because
Bangladesh’s exports in principle already enter the EU duty-free under EBA preferences.  

Table II.1. F-K index of import similarity between EU imports from India and imports from
selected partners (2004)

1 2 3

Afghanistan 0.058 0.052 0.000
Bangladesh 0.179 0.173 0.000
Bhutan 0.046 0.038 0.000
Maldives 0.016 0.013 0.000
Nepal 0.138 0.126 0.000
Pakistan 0.259 0.241 0.200
Sri Lanka 0.269 0.180 0.152
Brazil 0.161 0.105 0.046
Russia 0.073 0.039 0.008
China 0.247 0.205 0.106
South Africa 0.122 0.070 0.012
CARICOM 0.101 0.074 0.001
Central Africa 0.037 0.018 0.000
Eastern and Southern Africa 0.182 0.140 0.001
Pacific – EPA 0.031 0.013 0.002
SADC (less South Africa) 0.044 0.023 0.001
West Africa 0.056 0.034 0.001

Source: Author’s calculations using Comtrade
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This suggests that there is very little scope for trade diversion impacting negatively on
Bangladesh. In turn, this suggests that any impact on Bangladesh’s trade will thus arise
from trade re-orientation. From the point of view of the EU’s welfare this is positive, but
nevertheless the impact on Bangladesh may still be substantial. This issue is explored in
more detail later on. Overall, Columns 2 and 3 indicate that the scope for negative effects
is greatest with regard to Pakistan, Sri Lanka and China. 

Table II.2 carries out the same exercise as Table II.1 but looks at the degree of similarity
between Indian imports from the EU and imports from excluded countries. The first col-
umn shows us that, except with regard to China, India imports very different goods from
the EU than from the other excluded countries considered here. The FK indicators are all
below 0.1, except with respect to China where there is considerably more overlap (FK =
0.242). This would suggest a priori that the scope for both trade diversion or trade re-ori-
entation is small. It also suggests that the country that could be worst hit from Indian pref-
erences granted to the EU would be China. The second and third panels show strong sim-
ilarity between total import tariff lines and tariff lines that could be affected by trade
diversion and/or trade re-orientation (this is seen from the similarity of FK between pan-
els 1, 2 and 3). This occurs because India tends to have little zero tariff access from differ-
ent countries in 2004 and has extended very few preferences. 

Table II.2. F-K index of import similarity between Indian imports from the EU and imports
from selected partners (2004)

1 2 3

Afghanistan 0.008 0.008 0.008
Bangladesh 0.020 0.020 0.020
Bhutan 0.003 0.003 0.003
Maldives 0.014 0.014 0.014
Nepal 0.033 0.033 0.033
Pakistan 0.031 0.031 0.031
Sri Lanka 0.072 0.072 0.072
Brazil 0.085 0.085 0.085
Russia 0.095 0.094 0.094
China 0.242 0.239 0.239
South Africa 0.074 0.073 0.073
CARICOM 0.029 0.029 0.029
Central Africa 0.043 0.043 0.043
Eastern and Southern Africa 0.047 0.046 0.046
Pacific – EPA 0.010 0.010 0.010
SADC (less South Africa) 0.025 0.025 0.025
West Africa 0.031 0.031 0.031

Source: Author’s calculations using Comtrade

Overall, the trade similarity indicators, which are based on the overall structure of trade,
suggest that there is some scope for trade diversion to impact negatively for certain coun-
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tries (Pakistan, Sri Lanka and China), and that there may be more scope for trade re-ori-
entation (Bangladesh, Nepal, Brazil, South Africa, and Eastern and Southern Africa). The
preceding, however, does not take into account country size effects. Given the size of the
Indian economy and its trade with the EU, it is possible that size effects could dominate the
structure effects. Hence, there may be products which are relatively unimportant in the
structure of India’s trade, but where the volume of that trade is sufficiently high that
improved access to the EU market for India could impact significantly on the trade of other
small or less developed countries. These issues are explored in more detail below, where we
investigate, across tariff lines, the amount of excluded country exports that could be neg-
atively affected as a result from improved market access between the EU and India. 

Notes

29 Many of the trade effects discussed in the text will have investment implications – you can’t

expand production to take advantage of new opportunities from trade policy changes without

investment – but popular discussion often presupposes that there are further, additional effects

because an FTA changes the credibility of policy stances, the cost of investment goods etc. It is

only to these that we are referring here, for otherwise we would be double-counting effects. 

30 The F-K index of import similarity between country m and n can be defined, in general, as

FKmn = Σ
i

min (δim, δin). Where δim and δin are the share of imports from country m in product

i and the share of imports from country n in product i, respectively. This index essentially

captures the minimum share of trade by tariff line and then gives us an aggregate measure of

the similarity of composition of imports from two different partners into one economy. As a

point of reference, the FK index of export similarity between EU and US exports to the world

stands at 0.61, which is considered high. At the other end of the spectrum, the FK index of

export similarity between what the EU and the Central African region export to the world is

0.08 which is considered as being quite low.  

31 The reader is warned that this is based on the assumption that trade patterns are not going to

change and that 100 per cent of tariff lines are going to be liberalised in the EU–India

agreement. If the latter condition does not hold, our number provides an upper estimate of

such effect. 

32 FK indices over a subset of headings have a maximum of below 1, so the interpretation is a

little more tenuous. It is best to read them relative to the full FK in column (1) – i.e. how far

does the commodity restriction discussed reduce similarity.
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Chapter 2

Trade diversion and trade re-
orientation: Aggregate analysis

In this section we look in much more detail at the potential loss of market access for
excluded countries to either the EU or India arising from an EU–India FTA. For concrete-
ness we consider the impact of improved Indian access to the EU market, but an exactly
parallel analysis pertains to EU access to the Indian market. Here, there are four possible
outcomes/scenarios:

✣ No negative effect on excluded countries: If prior to any FTA both the excluded country
and India face zero tariffs (either because of GSP or EBA, or because the EU’s MFN tar-
iff is zero), then any agreement will not change the relative degree of access to the EU
market for India. 

✣ Trade re-orientation effect: This could occur when an excluded country already benefits
from zero tariff access to the EU market, and the proposed preferential partner (India)
matches this access through the agreement. Since India now has equal conditions of
access to the European Union, there could be substitution across suppliers which
would lead to increases in the market share of Indian competitors at the expense of
other exporters to the EU. This effect will predominate mainly for excluded countries
already benefiting from strong preferences in the EU, such as under EBA.

✣ Trade diversion effect: This could occur when, before preferences are granted, the pro-
posed preferential partner (India) currently faces a tariff into the EU market equal to
that faced by a excluded country. The removal of the tariff could lead to making the
preferential partner a less costly supplier solely due to the preferences.

✣ Trade re-orientation and trade diversion effect: A combination of these two effects would
occur when, before preferences are granted, the proposed preferential partner (India)
faces a tariff into the EU market greater than that faced by excluded countries. The
effect of the reduction in tariffs through the agreement can be surmised into two
effects. The first would be a possible danger of trade re-orientation that would arise
from the preferential partner matching the tariff of an excluded country (the magni-
tude of which could be determined by the absolute difference between the tariffs). The
second would be a danger of trade diversion, the magnitude of which would depend
on the height of the excluded country’s tariff.

In order to explore these possibilities we compare the access by tariff line (at the 10-digit
level) of each excluded country into the EU market against the access that the India may
have after signing the agreement33. We also consider excluded country access to India
compared to that of the EU. This enables us to measure the potential loss of access of
excluded countries both to the EU market and to the Indian market. 



It is important to note the role of efficiency in the above stated scenarios. In the second
case, if India is the most efficient supplier of a given good, matching the preferences will
result in trade re-orientation from previously inefficient sources towards Indian suppliers.
This will result in an efficiency gain for the EU, but a loss to excluded countries due to the
loss in market share as efficient Indian imports are replacing inefficient excluded country
imports. If, on the other hand, India is not a more efficient supplier of a given good, then
matching preferences should not result in changes in trade patterns with excluded coun-
tries34. In the event of scenario 3, if India is a less efficient supplier and the agreement
improves its access to the EU market (where tariffs are maintained with excluded coun-
tries), there is scope for trade diversion since the European Union will import more from a
less efficient country. On the other hand, if India is a more efficient supplier, it would have
captured the market when it faced the same tariff as other suppliers and, any increases in
trade would be creation. 

There are also two practical data-related points to note in the exercises that follow. First,
we have assumed that if they are eligible for reduced or zero tariffs in the EU, the exclud-
ed countries’ exports actually get it. In fact, the rules of origin are tight and bureaucrati-
cally burdensome, so many exports from ACP countries or LDCs end up paying GSP rates
when they are actually eligible in principle for better treatment. See for example Brenton
(2003), or Augier et al. (2008 forthcoming) for evidence and discussion of these issues.
Thus our estimates below tend to over-estimate trade re-orientation and underestimate
diversion relative to the situation on the ground. Whether this means we mis-state the
behavioural consequences is not quite so clear, however, for economic behaviour – e.g.
decisions about investing and supplying the EU – may well respond to the de jure rather
than the de facto situation.

Second, the data refer to 2004 or in some cases 2003. In both years India’s exports of
clothing and textiles were still constrained by the Multifibre Agreement. Hence any statis-
tics relying on India’s market share may understate the latter as it pertains to 2008 or
later. There is little one can do about this, but the reservation should be recorded. 

EU preferences

In the following analysis we have assumed that after the agreement, India will have
immediate full tariff-free access to the European Union market in all product lines. This
is an important assumption for two distinct reasons; (i) Under art XXIV of the WTO ‘sub-
stantially all trade’ tends to refer to 80 per cent of bilateral trade and; (ii) the ‘reasonable
amount of time’ (Art XXIV) is commonly interpreted as 12 years. We assume 100 per
cent immediate liberalisation. Given this assumption, our analysis does not allow us to
address Indian tariff dismantling sequencing issues. This is important, for example,
when we address the effects of the EU–India agreement on South Africa35. Our analysis
is likely to overestimate the possible negative effects of the EU–India agreement on South
Africa. 

To address the possible negative effects that may arise from the EU–India agreement on
excluded countries we carry out the following analysis. Using tariff lines at 10 digits, we
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compare final Indian access to the European Union with the access that excluded coun-
tries benefit from under the different preferential schemes. 

Table II.3 then classifies these according to each of the scenarios outlined above.

The first column of the table considers the role of GSP preferences. As India already ben-
efits from GSP preferences, this suggests that for the remaining GSP countries who thus
currently face the same access as India, there is only the possibility of trade diversion, and
that the incidence of trade re-orientation would be zero. This is case 3 above. Similarly for
countries facing MFN tariffs, matching preferences will not occur since these countries
will be facing higher tariffs than India, the negative effects of the EU–India agreement on
this grouping will occur only through trade diversion. 

Table II.3 indicates that the GSP and MFN groups will either experience zero tariff (55 per
cent of tariff headings currently have zero MFN tariff) or trade diversion since India will
have better access than they do in just under 45 per cent of the 10-digit tariff lines.36 In
comparison, ACP and EBA countries are likely to suffer predominantly from trade re-ori-
entation. For the ACP countries this covers up to 36.8 per cent of tariff lines, and for the
EBA countries up to 44.4 per cent. This conclusion can also be extended to the case of
South Africa although with some precaution given the implementation/sequencing
issues discussed above.

Table II.3. Tariff lines affected by the EU–India FTA under different preferential schemes 2003

GSP EBA ACP South MFN
Africa

No change Quantity of tariff lines 7795 7865 7795 7795 7795
Per cent of total 55.1 55.6 55.1 55.1 55.1

Trade re-orientation Quantity of tariff lines 6276 5198 3348
Per cent of total – 44.4 36.8 23.7 –

Trade diversion Quantity of tariff lines 6346 522 1498 6283
Per cent of total 44.9 – 3.7 10.6 44.4

Trade re-orientation/diversion Quantity of tariff lines 626 1500
Per cent of total – – 4.4 10.6 –

TOTAL 14,141 14,141 14,141 14,141 14,141

Source: UNCTAD-Trains database

While being informative, this analysis does not consider trading structures. If an exclud-
ed country is not exporting heavily in the identified tariff lines, the impact of the EU–India
agreement on it will be small. For this reason, this analysis is to be interpreted as the max-
imum scope of preference erosion after the agreement. Table II.4A adds the trade dimen-
sion into this analysis37. For each of our countries and country groupings, it considers the
share of trade with the EU which is accounted for by the four cases outlined earlier. Hence,
the first row of the table indicates that 99.1 per cent of the value of Afghanistan’s current
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exports to the EU falls in products for which both Afghanistan and India currently face
zero tariffs. An EU–India FTA would thus not improve India’s relative access to the EU and
is thus unlikely to have much impact on Afghanistan. The last column of the table also
gives the share of the EU in Afghanistan’s total exports, which in this case is 27 per cent. 

The table therefore enables us to detail the possible impacts of an EU–India agreement
according to the preferential scheme operating. In the case of GSP countries (Brazil,
China, Pakistan and Sri Lanka), there will be no trade re-orientation from matching pref-
erences (Case 2), and all the impact is characterised by trade diversion. Overall, the coun-
try most liable to be affected will be Pakistan since 78 per cent of its exports to the
European Union will face increased competition from India, as we can see in column 3.
This implies that, at most, up to US$ 2.3 billion of exports could be displaced by the agree-
ment; meanwhile, nearly 21 per cent of its exports to the EU would be free of any effect as
seen from column 2. These numbers are quite important in light of the fact that 25% of
Pakistan’s total exports go to the EU (column 6). Thus, in total, nearly 20 per cent of total
Pakistani exports could be vulnerable to some form of trade diversion (i.e. 78.7% of 25%).
Sri Lanka could also be heavily affected with over 58 per cent of exports to the EU facing
some possibility of trade diversion. With regards to Brazil, China, and Russia, the affected
trade could be up to 28 per cent, 23 per cent and 11 per cent of exports to the EU respec-
tively, in which India would have better access to the EU market than they do38.

A large part of the effects of the EU–India agreement on the small and poor countries of
SAARC (Bangladesh, Afghanistan, Bhutan, Maldives and Nepal) will occur through
India’s matching their preferences in the EU (i.e. trade re-orientation). Here we see that
the countries that could potentially be most severely hit would be Bangladesh and the
Maldives: up to 97.5 per cent and 91.7 per cent respectively of their exports to the EU
could be subject to increased competition from India (as we see from column 2), with the
EU accounting for 62.4 per cent and 20.9 per cent of their total exports.

The exports to the EU of the ACP countries (West Africa, Central Africa, Eastern and
Southern Africa, SADC, Caribbean and Pacific) fall mostly into the ‘no change’ category,
but some could be affected both by trade re-orientation (matching preferences) and trade
diversion (improved Indian access to the EU)39. The smallest impacts appear to arise in the
case of West Africa and Central Africa, since over 80 per cent of their exports to the EU
will not suffer any change in preferences. Eastern and Southern Africa will be affected
more by trade re-orientation (54 per cent) as India matches their access to the European
Union, than by trade diversion (9 per cent) as she obtains duty-free access while they do
not. The highest threats of diversion arise for the Caribbean and the Pacific regions where
15 per cent and 18 per cent of their exports to the EU respectively may be affected. Finally,
in the case of South Africa the likely negative impact will be of small magnitude. In fact,
this analysis could be overestimating the effects of the better access of India since the EU-
ZAF FTA is under implementation. As a consequence, there should not be better access for
India with respect to South Africa.

If one is considering the impact of the EU–India FTA relative to the status quo for exclud-
ed countries, the distinction between re-orientation and diversion is moot: in both cases
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excluded countries suffer deterioration in their current competitive position. The critical
data are in column 1, which shows how much trade to the EU will be unaffected; its com-
plement (i.e. 100% less column 1) tells us how much trade is vulnerable to a change in
competitiveness. 

The data in Table II.4A define an upper bound to the vulnerability of excluded countries’
exports to the FTA. They are based on products for which (a) the target country has posi-
tive exports and (b) India will get a competitive boost from a decline in the tariff. They do
not tell us, however, whether India is likely to take advantage of the decline in tariff. Of
course, knowing that a priori is just impossible, but one indicator of whether India can
actually produce the product in a form saleable in the EU is whether it actually has any
exports to the EU. Some information on this is given in Table II.1, column 2, which tells us
how similar India’s and the target excluded country’s exports to the EU are in cases where
India faces a positive tariff. These suggest that there is often relatively little overlap and
thus that Table II.4A may be over-estimating the degree of actual vulnerability. 

To take an additional look at this we have, in Table II.4B, recalculated Table II.4A, but first
applying a filter to exclude any products for which India’s exports to the EU account for
less than 0.25 (one-quarter) per cent of EU imports. We set the threshold above zero in
order to try to exclude products which either have zero actual exports but have recorded
trade because of one-off data recording errors or have very small amounts of quite excep-
tional trade. With an aggregate share of EU imports of about 1.5 per cent, this sets the
threshold at one-sixth of India’s average share, which seems a reasonable criterion for
‘real’ trade. 

Because it refers to just a subset of the trade headings used in Table II.4A, this exercise
naturally reduces the apparent vulnerability of excluded countries to the FTA, but to quite
different extents across countries. Thus, for example, for Bangladesh the story hardly
changes: in the bulk of trade headings it exports to the EU, India also exports, and the vast
bulk of these are still subject to trade re-orientation because Bangladesh currently has
tariff-free access while India does not. The filtered trade headings account for 58 per cent
of Bangladesh’s world-wide exports (as opposed to 62 per cent for her total exports to the
EU). And the same applies to the other SAARC countries as well. Essentially, they export
rather similar goods to the EU as India and so are more likely to be impinged upon by the
new preferences for India.

Turning to the BRICs, however, we see that the filter actually excludes a lot of trade. In
each case, well over half of their exports to the EU fall in headings for which India cannot
manage even a small degree of market penetration. Moreover, in three of the four cases
filtering by the Indian share significantly increases the share of trade for which we record
‘no change’. Thus once we introduce the notion that India must be able to exploit the new
tariff preferences, not merely receive them, the effects of the FTA on the BRICs seem to be
a good deal smaller. 

Finally, consider the ACP country groups. For the Caribbean and West Africa, the shares
of world-wide exports that seem vulnerable to the FTA decline by factors of five and ten.
In other words, through this lens the degree of overlap falls away dramatically, although
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a higher share of those remaining in the vulnerable class face Indian tariff declines rather
than ‘no change’. For the other ACP groups, filtering halves (or more) the extent of vul-
nerable exports and increases the share of those remaining that are subject to no change.
Again, once we ask whether India is a plausible competitor, the FTA appears much less
challenging to the ACP countries than was implied by Table II.4A.

Of course, all this is predicated on the suggestion that if India does not currently export a
good to the EU, it is not likely to do so significantly as a result of the FTA. This is not likely
to be universally true, but neither is it likely to be grossly misleading. 

Table II.4A. Value and percentage of exports to the European Union potentially affected by
EU preferences to India under the EU–India FTA (by partner, in 2003, in US$ 000)

1 2 3 4 5
No change Trade Trade diversion Trade re-orientation/ % share 

re-orientation diversion of export
to EU

Value % of Value % of Value % of Value % of out of
total total total of total total 

exports exports exports exports exports
to EU to EU to EU to EU

Afghanistan 55,592 99.1 482 0.9 – – – – 27.0

Bangladesh 101,782 2.5 3,893,460 97.5 – – – 62.4

Bhutan 581 94.0 37 6 – – – – 0.5

Maldives 1,945 8.3 21,627 91.7 – – – – 20.9

Nepal 20,643 39.1 32,140 60.9 – – – – 8.1

Pakistan 634,075 21.3 – – 2,348,697 78.7 – – 25.0

Sri Lanka 606,006 41.2 – – 865,707 58.8 – – 30.3

Brazil 14,594,890 74.4 – – 5,034,075 25.6 – – 26.9

Russia 43,958,076 92.1 – – 1,650,391 3.5 2,134,377 4.5 35.7

China 75,525,180 71.4 – – 30,204,056 28.6 – – 24.1

South Africa 12,736,777 83.7 470,948 3.1 1,624,947 10.7 387,043 2.5 48.4

Caribbean 1,927,872 60.8 756,429 23.8 308,896 9.7 180,107 5.7 19.1

Central Africa 4,474,861 90.6 248,885 5.0 3,110 0.1 212,719 4.3 41.4

Eastern and
Southern Africa 1,769,348 36.7 2,603,743 54.1 442,310 9.2 1,726 0 45.1

Pacific 362,068 61.2 120,412 20.4 108,875 18.4 13 0 7.9

SADC (no S Af) 3,741,448 73.6 1,152,674 22.7 98,799 1.9 89,395 1.8 65.6

West Africa 11,087,584 84.4 1,867,084 14.2 30,707 0.2 156,323 1.2 38.3

Source: UNCTAD-TRAINS database
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Table II.4B. Value and percentage of exports to the European Union potentially affected by
EU preferences to India for headings in which India’s share of the EU imports exceeds
0.25% (by partner, in 2003, in US$ 000)

1 2 3 4 5
No change Trade Trade diversion Trade re-orientation/ % share 

re-orientation diversion of export
to EU in

Value % of Value % of Value % of Value % of covered
total total of total total headings

exports exports exports exports in total
to EU in to EU in to EU in to EU in exports
covered covered covered covered to
holdings holdings holdings holdings world

Afghanistan 36,299 98.9 401 1.1 0 0.0 0 0.0 17.7
Bangladesh 73,540 2.0 3,637,612 98.0 0 0.0 0 0.0 58.0
Bhutan 228 90.8 23 9.2 0 0.0 0 0.0 0.2
Maldives 655 9.8 6,021 90.2 0 0.0 0 0.0 5.9
Nepal 13,379 30.3 30,706 69.6 0 0.0 0 0.0 6.8
Pakistan 516,419 18.6 0 0.0 2,253,242 81.4 0 0.0 23.2
Sri Lanka 495,475 38.2 0 0.0 799,938 61.8 0 0.0 26.7
Brazil 5,427,169 76.7 0 0.0 1,646,677 23.3 0 0.0 9.7
Russia 5,764,793 90.4 0 0.0 199,021 3.1 413,212 6.5 4.8
China 28,793,466 62.1 0 0.0 17,606,495 37.9 0 0.0 10.6
South Africa 4,118,693 86.9 251,923 5.3 330,641 7.0 36,128 0.8 15.1
Caribbean 182,712 27.9 427,117 65.2 44,779 6.8 68 0.0 3.9
Central Africa 1,191,623 99.1 11,232 0.9 1 0.0 5 0.0 10.1
Eastern and
Southern Africa 923,568 36.0 1,614,835 62.9 28,475 1.1 200 0.0 24.0
Pacific 208,470 86.1 33,547 13.9 0 0.0 0 0.0 3.2
SADC (no S Af) 2,215,674 95.1 111,813 4.8 2,100 0.1 108 0.0 30.1
West Africa 937,688 69.4 405,927 30.0 8,215 0.6 137 0.0 3.9

Source: UNCTAD-TRAINS database.

India Preferences

We now turn to the analysis of the effects of the EU–India agreement on excluded coun-
tries that could arise from the concession of Indian preferences to the EU. The analysis is
similar to the preceding insofar as we assume that the effects on excluded countries will
arise from the type of concessions already granted to excluded countries, and how these
will be matched/improved for the EU. To this end, Table II.5 investigates the number of tar-
iff lines at 8 digit level that could be threatened by increased EU competition in the Indian
market40.

For this analysis, we distinguish according to the preferential schemes that India operates.
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India applies preferential tariffs to its SAARC (SAFTA) partners; however, it differentiates
across SAARC partners according to levels of development. In Table II.5, SAARC (LDC)
refers to Bhutan and Nepal41, whereas the SAARC preference grouping comprises;
Pakistan and the Maldives. The preferences granted to the SAARC LDCs outstrip those of
the other SAARC members. There are also special preferential agreements in place with
Afghanistan, Bangladesh and Sri-Lanka.

Further to these preferences, India extends a Global System of Trade Preferences (GSTP)
to developing countries. Much like the EU GSP, the GSTP provides differential access to the
Indian market according to the level of development. We distinguish between these in
Table II.5. 

Table II.5. Tariff lines affected by the EU–India FTA under different preferential schemes (2005)

No change

Quantity of tariff lines 287 287 287 287 287 287 287 287

Percentage of total 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5

Trade re-orientation

Quantity of tariff lines 313 481 9121 291 0 0 0 0

Percentage of total 2.7 4.1 78.0 2.5 0.0 0.0 0.0 0.0

Trade diversion

Quantity of tariff lines 5,644 5,455 833 5,633 9,662 11,221 11,221 11,406

Percentage of total 48.3 46.7 7.1 48.2 82.6 96.0 96.0 97.5

Trade re-orientation/diversion

Quantity of tariff lines 5,449 5,470 1,452 5,482 1,744 185 185 0

Percentage of total 46.6 46.8 12.4 46.9 14.9 1.6 1.6 0.0

TOTAL 11,693 11,693 11,693 11,693 11,693 11,693 11,693 11,693

Source: UNCTAD-TRAINS database.

Overall, Table II.5 suggests that a large proportion of tariff lines across selected partners
potentially suffer from increased competition from the EU in their access to the Indian
market. This arises from the low level of preferences that are currently being granted by
India to excluded countries (except Sri Lanka). For Afghanistan and Bangladesh, the EU
would match current access to the Indian market in around 5 per cent of tariff lines, but
if there was complete liberalisation of tariffs between the EU and India, it would have bet-
ter market access in over 95 per cent of tariff lines. In the case of SAARC countries, we
see that preferences are granted only on 1744 tariff lines and, in fact, these offer only
small reductions in the tariff rates of these lines. The EU is likely to surpass SAARC part-
ner’s market access in India in over 97 per cent tariff lines. Compared to other SAARC
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partners, SAARC LDCs benefit from a few more concessions in the form of 291 tariff lines
gaining zero tariff entry to India, and from reduced tariffs in 4,029 products42. The EU
will improve its access to India over these countries in 95 per cent of tariff lines. With
regards to GSTP countries, who benefit from lower tariffs in 185 products, the EU will also
significantly increase its market access to the Indian Market. India’s only ‘serious’ FTA to
date is with Sri Lanka, and here the predominant effect is trade re-orientation since the
European Union will match its preferential access to the Indian market in nearly 78 per
cent of the tariff lines. 

Overall, the potential impact of extending preferential market access to the Indian market
for the EU could have important implications for excluded countries in terms of tariff line
access to India. However, the true effect will depend on how strongly these excluded coun-
tries export to India in the identified lines. As before, Table II.6A, adds a trade dimension
to the above tariff exercise to try to provide upper bound estimates of the effects of Indian
tariff liberalisation with respect to the EU on excluded countries. Once again we distin-
guish across the four scenarios identified at the beginning of this section.

We suggest that the size of the effects on excluded countries of India granting preferences
to the EU will depend largely on the value of their exports to India and on the degree of
comparative market access enjoyed by the EU as a result of these preferences. From Table
II.6A, we see that the countries whose exports are most heavily concentrated on India are
Bhutan and Nepal (column 5). Granting EU exports better access to India is likely to
increase competition and could negatively impact these countries. The amount of ‘affect-
ed trade’ could be over 90 per cent of Bhutan’s exports to India and 60 per cent of Nepal’s
exports to India43. We see that this negative impact will come in the form of both trade
diversion and trade re-orientation. Following this logic, the effects on Sri Lanka and
Afghanistan would be smaller, with those for Bangladesh, the Maldives and Pakistan
being negligible. It is important to note that, even at this high level of disaggregation, the
products produced by the EU could be qualitatively different from those produced by
excluded developing countries and we thus might be over-estimating the degree of com-
petitive threat that the latter face44.

With regards to the ACP countries, Table II.6A suggests that exports to India are very
small, and that even though the EU will gain better access to the Indian market in over 99
per cent of tariff lines, the negative impact will be very small. This can also be extended to
BRICS whose share of exports to India is small, with the mild exception of South Africa.

Overall, Table II.6A suggests that Indian preferences granted to the EU will impact most
heavily on Bhutan and Nepal. However, given that the similarity of EU exports to India
with Bhutanese and Nepalese exports to India is low (as shown in Table II.2), the overall
negative effect is likely to be small45. Thus, even though the EU, as a result of the EU–India
agreement, will have a much better access to India than any partner country analysed,
the negative impact on excluded countries is likely to be muted due to the dissimilarity in
export structures and the slight importance of exports to India in excluded countries’
total exports. 
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Table II.6A. Value and percentage of exports to India potentially affected by Indian
preferences to EU under the EU–India FTA (by partner, in 2005, in US$ 000)

1 2 3 4 5
No change Trade Trade diversion Trade re-orientation/ % share 

re-orientation diversion of export
to

Value % of Value % of Value % of Value % of India
total total total total in total

exports exports exports exports exports
to IND to IND to IND to IND

Afghanistan 474.2 0.8 20,385.3 35.0 12,370.6 21.3 24,966.8 42.9 28.0

Bangladesh 685.2 0.5 4,824.4 3.8 47,051.8 36.9 74,929.4 58.8 2.0

Bhutan 72.6 0.1 28,055.8 24.1 29,272.8 25.2 58,810.5 50.6 99.0

Maldives 0 0 0 0 1,968.6 99.3 13.3 0.7 1.8

Nepal 1,120.6 0.3 30,009.4 7.3 187,020.8 45.5 193,073.4 47 63.0

Pakistan 17.3 0 0 0 52,731.5 29.3 127,444 70.7 1.5

Sri Lanka 3,404.3 0.3 553,258 48.8 13,991.5 1.2 562,008.5 49.6 23.3

Brazil 10,563.7 1.2 0 0 862,576.5 97.7 9,336.5 1.1 1.2

Russia 2,923,150.7 27.1 0 0 7,784,072.2 72.1 92,809 0.9 2.5

China 2,630.7 0.1 0 0 2,014,980.7 99.9 0 0 1.5

South Africa 2,988.1 0.1 0 0 2,295,329.5 92.5 182,622.4 7.4 7.9

Caribbean 82.2 0.2 0 0 35,046.8 92.8 2,641 7 0.2

Central Africa 38.8 0 0 0 113,014.8 99.9 27.2 0 0.9

Eastern and
Southern Africa 6,849.3 3.5 0 0 184,660.1 95.4 2,112.7 1.1 1.8

Pacific 132 0 0 0 295,538.9 99.8 448.3 0.2 4.0

SADC (no S Af) 452.5 0.2 0 0 197,228.5 99.6 380.9 0.2 2.6

West Africa 2,009.6 0.2 0 0 773,900.1 72.6 289,889.7 27.2 3.1

Source: UNCTAD-TRAINS database

To check these hypotheses further, we also applied the same market presence filter to Table
II.6A as to Table II.4A: that is we re-calculated Table II.6A excluding any heading for
which the EU did not provide at least 0.25 per cent of Indian imports. (In this case, the
threshold is about one hundredth of the EU’s average share.) As with the previous table,
this necessarily reduces the share of world-wide exports that appear to be vulnerable to
the FTA. In the cases of the BRICs and the ACP countries, this reduces small numbers to
very small ones and so hardly changes the situation qualitatively. Similarly for
Bangladesh, the Maldives and Pakistan. For the remaining SAARC countries, however,
the changes are more significant. For Afghanistan and Sri Lanka, the filtering basically
eliminates the cause for concern: for the former, there is no vulnerability, whereas for the
latter only 5 per cent of total exports look vulnerable. For Bhutan and Nepal, filtering
reduces very high figures to merely high ones: even with the filter, a significant share of
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their total exports would face a strong increase in competition from the EU in India,
although, as we have noted above, this ignores any differences in quality between EU and
the SAARC countries’ varieties. 

Table II.6B. Value and percentage of exports to India potentially affected by Indian
preferences to the EU for headings in which the EU’s share of Indian imports exceeds 0.25%
(by partner, in 2005, in US$ 000)

1 2 3 4 5
No change Trade Trade diversion Trade re-orientation/ % share 

re-orientation diversion of export
to India

Value % of Value % of Value % of Value % of in 
total total total total covered

exports exports exports exports headings
to India to India to India to India in total

in covered covered covered covered exports
headings headings headings headings to world

Afghanistan 474 30.4 0 0.0 136 8.7 948 60.8 0.8
Bangladesh 685 1.8 4,444 11.8 4,109 10.9 28,562 75.6 0.6
Bhutan –  0.0 28,056 41.6 28,594 42.4 10,766 16.0 57.5
Maldives – 0.0 – 0.0 1,340 69.6 586 30.4 1.7
Nepal 943 0.5 8,189 4.6 81,500 46.0 86,384 48.8 27.1
Pakistan 17 0.0 –  0.0 40,420 84.9 7,151 15.0 0.4
Sri Lanka 3,404 1.2 262,359 92.0 10,330 3.6 9,159 3.2 5.9
Brazil 10,564 3.5 –  0.0 270,008 88.8 23,457 7.7 0.4
Russia 2,630 0.1 –  0.0 1,787,424 99.2 12,603 0.7 0.4
China 2,915,412 36.3 –  0.0 4,921,549 61.2 199,126 2.5 6.0
South Africa 2,988 0.2 –  0.0 1,973,246 99.7 2,148 0.1 6.3
Caribbean 82 0.4 – 0.0 22,391 97.4 509 2.2 0.1
Central Africa 39 0.1 – 0.0 74,839 99.5 367 0.5 0.6
Eastern and
Southern Africa 6,849 5.3 –  0.0 121,495 93.7 1,375 1.1 1.2
Pacific 132 0.1 –  0.0 255,075 99.9 43 0.0 3.4
SADC (no S Af) 452 0.7 –  0.0 67,657 99.1 137 0.2 0.9
West Africa 2,010 0.5 –  0.0 364,219 99.0 1,847 0.5 1.1

Source: UNCTAD-TRAINS database

Notes

33 This analysis excludes cross-product effects (i.e. the tariff on good i affecting trade in good j)

and general equilibrium effects of tariff reductions. This means, for example, that a tariff

reduction in wheat does not affect trade in, say, rice. We also assume that tariff liberalisation of

the EU–India agreement will be of 100 per cent.

34 Assuming perfect competition and perfect substitutability between origins of imports.
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35 EU tariff dismantling on South African products used in this study are from 2003 and are

sequenced, implying that they encapsulate planned reduction for 2003.

36 In the case of MFN countries, percentages do not add 100 since we have not considered those

tariff lines in which the preference rate was higher than the MFN tariff in TRAINS database. 

37 We have aggregated the results obtained at 10 digits into 6 digits in order to match the tariffs

lines with trade values. 

38 In the case of Russia, it is important to note that we assume that Russia faces the EU’s MFN

tariff since it is not under any preferential scheme.

39 We have used here the ‘Preferential for ACP countries’ definition on TRAINS, which, so far as

we can see, refer to Cotonou preferences (i.e. Lome IV until 2007)

40 In this analysis, we assume that trade liberalisation will be immediate and will cover 100 per

cent of EU goods. The level of disaggregation was constrained by data availability. 

41 Even though Bhutan and Nepal have preferential access to the Indian market, this is mainly

concentrated in goods that are transiting. Both partners have signed Trade and Transit

agreements with India. These treaties suppose free trade, however, there does not seem to be a

formal accord. For the purposes of the study and in the absence of conclusive evidence, we

assume that preferences granted to these two partners follow the SAARC LDC preferences

which are, in turn, informed from TRAINS database. 

42 Tariff is above zero but below MFN.

43 Bhutan and Nepal are landlocked, of course, and there may well be confusion between their

exports to India and those merely transiting India to other destinations. Thus, these

proportions may be misleading.

44 Information on prices in the affected tariff lines could help us to differentiate across qualities,

and so cast light on this issue. Unfortunately such data are not readily accessible and would

require a separate research exercise.

45 Bhutan and Nepal are important exporters of electricity to India. In Bhutan, electricity exports

to India account for 25 per cent of GDP (Bernard and McKechney, 2007). These values are not

recorded in our statistics. However, it is highly unlikely that the EU–India agreement would

affect these sectors.
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Chapter 3

Trade diversion and trade re-
orientation: Sectoral analysis

One can further decompose the potential impacts of the EU–India agreement into differ-
ent sectors. In this chapter we approach this issue by identifying tariff lines for which
there are positive trade values from excluded countries and in which the preferential part-
ner could match or surpass the excluded countries’ access to the target market. In
essence, we now investigate all the scenarios analysed above with the exception of sce-
nario 1 by SITC rev. 3 sectors. The analysis is carried out at 6-digits HS level, and then
aggregated to SITC categories46.

EU preferences

Table II.7 counts the number of tariff lines in which EU tariffs on India are positive and
both the excluded country and India export to the EU. These are the tariff lines most like-
ly to be adversely affected by the preferential agreement, and we refer to them below by
the short-hand ‘affected’ headings. These headings suffer possible trade re-orientation,
trade diversion or a mix of both (scenarios 2, 3 and 4) according to SITC rev. 3 sectors. By
filtering the tariff differential for positive trade values (i.e. only recording tariff differen-
tials that have positive trade values from the proposed sample), we can identify the tariff
lines across partners that are likely to suffer from some form of negative effect47. The
shaded rows mark the share of the given SITC sector in the total number of tariff lines
that are affected. The penultimate row of Table II.7 reports the share of ‘affected’ tariff
lines for which the excluded country faces a zero tariff; this allows us to differentiate the
pure trade re-orientation effect from the ‘trade diversion and/or trade re-orientation’
effects. The final row expresses the excluded countries’ number of ‘affected’ tariff lines as
a percentage of the total number of tariff lines for which it records positive exports to the
EU.

Table II.7 suggests that the potential negative effects of the EU–India agreement are large-
ly concentrated in the manufacturing sectors (SITC sectors 6, 7 and 8). These are more
likely to occur geographically; in SAARC countries for Pakistan and Sri Lanka; in BRICS
countries for China, Brazil and Russia; and in ACP groupings for the Pacific. Table II.7 also
shows, to a lesser degree, some potential negative effects arising in the ‘food and live ani-
mals’ sector for China, Sri Lanka, Russia and Pakistan. Furthermore, the share of tariff
lines that are zero, suggests, for SAARC countries with the exception of Pakistan and Sri
Lanka, that the dominating effect will be that of trade re-orientation (scenario 2).
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The magnitude of the effects on excluded countries of granting India preferential access
to the EU is also likely to depend on the height of tariffs. Table II.8 reports the unweight-
ed average tariff faced by India in the headings relevant for each excluded country/SITC
section. This measures the size of the ‘shock’ generated by eliminating the tariff on India.
Table II. 9, on the other hand, reports the average tariff remaining on the excluded coun-
tries, i.e. the extent of India’s preferences in the lines affected (since we assume that India
faces a tariff of zero on all lines). These influence the effects on excluded countries rela-
tive to a norm of non-discriminatory trade rather than their initial positions48. In Table
II.8, we see that average tariffs in the EU are low, suggesting that the magnitude of the
effects is likely to be small. Table II.7 identified the manufacturing sectors as particularly
sensitive, but Table II.8 suggests that the potential negative effects could be very small in
these sectors given the low tariffs. Average tariffs on ‘food and live animals’ tend to be
higher than those for manufacturing, suggesting, in conjunction with Table II.7, that the
negative effects identified for Sri Lanka, Pakistan and the BRICS countries could be more
pronounced in this sector. Identified tariffs seem to be highest in the ‘Beverage and
Tobacco’ sector, but the small number of affected lines points to little trade diversion or
trade re-orientation in this sector.

The magnitude of the effects of the EU–India agreement on excluded countries will also
depend on the value of excluded countries exports to India that are affected. These are
identified in Table II. 10 where we look at the share of affected exports by SITC rev. 3 sec-
tor relative to the excluded countries’ total exports to the EU. This will give us a sectoral
decomposition of trade which can be used in conjunction with the tariff levels in Table
II.8 and Table II.9 to assess the size of the likely shocks to excluded country trade and the
degree of discrimination they will face when the FTA is implemented. We further contex-
tualise these results by giving in the last row, the share of affected exports to the EU in
total exports to the world for excluded countries49.

Table II.7 suggested that the SAARC countries that could be most affected by Indian pref-
erences to the EU market are Pakistan and Sri Lanka. For Pakistan, we see from Table II.10
that the bulk of exports to the EU is in SITC sectors 6 and 8 (‘manufactured goods’ and
‘miscellaneous manufactures’). These sectors comprise most textile exports and exhibit
tariffs of around 3-4 per cent which implies that there is some scope for negative effects
arising from trade diversion in these sectors. Furthermore, the EU export market repre-
sents over 33 per cent of total Pakistani exports implying that these effects could impact
on a significant proportion of the economy, although the tariffs here are typically low. In
the case of Sri Lanka, we see that exports are largely concentrated in ‘miscellaneous man-
ufactures’ which also represent an important share of total Sri Lankan exports, and
which could be subject to increased competition in the EU market. Thus, for the larger
SAARC countries, Table II.10 suggests that material negative consequences of the
EU–Indian FTA are more than just conceivable. 

The last row of Table II.10 shows that the BRICS tend to export a lower percentage of their
total trade to the EU, suggesting that the negative effects of the EU–India agreement will
be of small magnitude relative to their overall economies. They will, however, be concen-
trated in the manufacturing sectors (SITC sectors 6, 7 and 8). The ACP countries, on the
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other hand, export mainly primary goods to the EU (SITC sectors 0, 1 and 2) – see rows 1-
3 of Table II.10. The tariffs they face on these goods are quite low, suggesting that the
effects of Indian preferences in the EU will mainly arise from trade re-orientation, but this
is of little comfort to the exporters who merely see a policy-induced decline in their com-
petitveness. Out of this grouping, ESA is most likely to suffer the consequences of the
agreement because the EU is an important export market for agricultural goods. The over-
all effects will, nonetheless, depend on the degree of similarity/substitutability between
ESA exports and Indian exports in this sector.  

India preferences

Increased EU preferences in the Indian market will also have an effect on excluded coun-
tries. This section looks at the possible negative impacts that could arise from these con-
cessions. Table II.11 mimics Table II.7 in its procedure of identification of ‘affected’ tariff
lines. It counts the number of tariff lines in which Indian tariffs on the EU are positive and
both the excluded country and the EU export to India. Thus it again seeks to identify the
tariff lines most likely to be adversely affected by the preferential agreement. 

Table II.11 suggests that the negative effects could be concentrated in the manufacturing
sectors (SITC sectors 6, 7 and 8) which see the highest share of ‘affected’ tariff lines. In
SAARC countries, this could be more pronounced for Nepal, Pakistan and Sri Lanka. The
highest effects will hit the BRICS which see a large share of tariff lines ‘affected’ and, to a
lesser extent, the African members of the ACP. Table II.11 also confirms that Indian cur-
rent preferences are low (as seen in table II.5), as seen by the small share of tariff lines that
are zero; this suggests that the predominant effect will be that of trade diversion (scenario
3). 

The negative effects of preferences India grants to the EU will also depend on the height of
the Indian tariffs levied on the EU. Table II.12 looks at EU average (unweighted) tariffs
across SITC sectors for the affected tariff lines. Here we see that Indian tariffs are consid-
erably higher than those of the EU (comparing Table II.8 and Table II.12). For ‘beverages
and tobacco’ we note tariffs nearing the 100 per cent; however, from Table II.11 we see
that only a small proportion of tariff lines will be affected in this sector. Tariffs on manu-
factured goods are in the region of 25 per cent and this, combined with the number of
lines that could suffer from increased competition (as shown in Table II.11), suggests that
the negative effects on excluded countries of Indian preferences to the EU would be large-
ly concentrated in manufacturing goods (SITC sectors 6, 7 and 8).

As we did above with respect to the tariff that excluded countries will face on the EU after
India gains access to that market, Table II.13 reports the unweighted average tariff
remaining on the excluded countries faced in the Indian market. It can be seen that the
tariff differential with respect to the gained access to the Indian market by the EU, is sub-
stantially high. 
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The extent of trade diversion and/or trade re-orientation will also depend on the value of
exports from excluded countries to India that will suffer from increased competition. Table
II.14 investigates the importance of trade for the affected tariff lines that could suffer from
these adverse effects. In so doing, we can provide an upper bound trade value of excluded
country exports to India that could be negatively affected by Indian preferences to the EU.
Table II.14 shows that the countries that could suffer most from increased competition
from the EU to the Indian market will be Bhutan and Nepal. This is to be expected given
that they are landlocked and thus have a strong dependence on India as an export mar-
ket. This effect will, however, depend on the similarity of Bhutanese and Nepalese exports
to India to those of the EU. If Bhutan and Nepal mainly use India as an export platform to
the world, the competition effects will be small. If, however, Nepal and Bhutan are found
to export qualitatively the same type of goods to India as does the EU, the competition
effects could be very pronounced. 

Table II.14 suggests that, for the BRICS, there is a possibility of a large proportion of
exports to India that could be affected by adverse effects, with over 90 per cent of exports
of Russia, South Africa and China suffering from increased competition from the EU.
However, the Indian market represents a very small share of these countries’ total exports
which suggests that the global effects will be small. In the case of ACP countries, the same
conclusions can be extended; a large proportion of their exports to India will potentially
suffer increased competition from the EU, but this represents a small share in total exports.
In this grouping, the increased competition faced in the Indian market will be concentrat-
ed in agricultural goods. 

Overall, the analysis suggests strong competition effects on excluded country access to
India in particular industries, but reveals that the Indian market does not tend to repre-
sent an important share of total exports (except for Bhutan and Nepal). This suggests that
the global effects of increased EU-preferences in the Indian market will be of strong mag-
nitude in affected lines, but of small magnitude in global terms. In all these cases, of
course, as the Indian economy grows, the damage from the FTA relative to the situation
that would prevail without it will grow, and in these terms the FTA could eventually
become significant. 

Notes

46 While HS-6 data seem fairly disaggregated, it turns out that they imply rather different results

for certain statistics than we get from the 8 or 10-digit data used in the previous section. The

reason is that aggregating 10-digit tariffs to 6-digits has the effect of increasing the share of

trade apparently subject to positive tariffs.

47 This exercise is somewhat different to that carried out in the previous section in so far as we

use compositional tariffs at 6-digits rather than all tariffs. In essence, we only identify the tariff

lines that have positive trade values at 6-digit levels that might be affected by the EU–India

agreement. In the analysis presented in the previous section, we have made the analysis using

either 10 or 8 digits for the European Union and Indian imports respectively.

48 Calculations are carried out at 6-digit level.
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49 It will be plain that Table II.10 implies some rather different results from Table II.4A. This is a

result of the aggregation of the tariff data from 10 to 6 digits, which has the effect of

increasing the share of trade apparently subject to positive tariffs. Suppose that three 10-digit

headings combine to form one 6-digit code and that they have tariffs on India of 10%, 0% and

0% and exports from the excluded country of €1, €10 and €20 respectively. In the 10-digit

exercise, a positive tariff of 10% applies to €1 of trade, while in the 6-digit exercise the average

tariff of 3.33% apparently applies to €31 of trade. Thus in Table II.10 we report Afghanistan

as having 16.39 per cent of its exports to the EU in the affected class, whereas in Table II.4A

we suggested that 99.1 per cent of its exports to the EU faced ‘no change’ because both it and

India faced zero tariffs in the relevant headings. A further complication is that whereas Table

II.4A used data from 2003, Table II.10 used 2004. This means that the share of total exports

going to the EU used in Table II.10 differs slightly from that reported in Table II.4A.

50 We note high average tariffs on SITC sector 1 (Beverages and Tobacco). These are largely in

tobacco products which face high tariffs in the EU.
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Chapter 4

Terms of trade effects

The discussion so far has followed the well-worn track of trying to estimate the way in
which the EU–India FTA will affect the volume of trade flows between the partners and
other countries and to allocate the latter between trade diversion and trade re-orienta-
tion.51 This last chapter turns to the less frequently studied issues discussed in Part I based
on the stream of analysis stemming from Winters (1997) through to Chang and Winters
(2002) and Chang and Schiff (2004). It concerns the effect of the FTA on the terms of
trade of excluded countries. Recall that while the changes in the terms of trade are driv-
en by the changes in trade volumes of the sort we have been analysing so far, their poten-
tial effects on the terms of trade are related to the levels of trade. 

The essence of the analysis of this chapter is that as the FTA diverts demand from exclud-
ed to included countries, the prices commanded by the former are likely to decline. The
important point for economic welfare, however, is not the volume or value of the lost
exports per se – which may after all have cost just as much to produce as they earned in
revenue – but the fact that, as demand falls, suppliers are driven back down the supply
curves (or choose to cut their prices if they have any pricing discretion), so that the prices
they charge on all their sales to the FTA may fall52. The loss entailed in this is a function
of (a) the decline in price, which we can only speculate about, although the incentive to
cut prices is related to the importance of the newly preferred supplier in the overall mar-
ket and the extent of the preference that they receive, and (b) the level of existing trade,
which we know.53

To capture these possibilities we present, for each partner, the proportions of ‘active’ trade
headings (the headings in which they actually export to the EU) and of the value of total
exports falling into different cells of a matrix cross-classified by the Indian share of the EU
market and the size of the tariff that India previously faced. (Recall that we assume that
all tariffs are removed by the EU–India agreement immediately.) The further right and
lower down one goes in the sub-tables, the greater the terms of trade effect on excluded
countries is likely to be: that is, where India is a market leader and where India receives a
large improvement in access in the EU, the larger the likely competitive pressure on
excluded suppliers. These are tendencies, of course, not precise predictions for each head-
ing; without a great deal more information about market conditions we cannot assert,
say, that any heading with a larger Indian share will have greater terms of trade changes
than any heading with a smaller one, even if they have equal degrees of preference.

The cross-classification is undertaken at 6-digits and aggregated up to the identified cate-
gories. The more intense is the shading in the tables, the greater the scope for adverse
effects, ceteris paribus. If India does not export a heading to the EU, or if the tariff she faces
is zero, we assume that the terms of trade effect will be zero, so we isolate such cases in the
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first row and column of each sub-table. Here we are implicitly assuming that trade struc-
tures are fixed so that the FTA does not generate imports in trade headings which India
previously did not supply at all. This is clearly a major assumption – and especially so for
the reverse case of EU exports to India – but is unavoidable at this level of generality. Also
in mitigation, it is also likely that for headings in which the EU is entirely excluded from
the Indian market, or vice versa, imports from other partners are likely to be small as well.
Where FTAs are being examined ex post, however, ‘new trade’ is an important dimension
– see Winters (forthcoming) on the Indian-Sri Lankan FTA. 

A second assumption is that the data for 2004 give a reasonable representation of India’s
market share in the year in which the FTA is implemented. For textiles and clothing this
may not be true, for as noted above, the MFA still applied in 2004. However, the effect of
abolishing the MFA should have been to increase competition in import markets and so,
even if we are under-estimating India’s share (and we might by over-estimating it since
other countries might have made more of the abolition than did India), we may still not
be underestimating her market power and hence her ability to determine prices. 

Terms of trade effects in the EU market

For India, Table II.15 counts the number of tariff lines that fall into each category identi-
fied54. As can be seen, the bottom-right value in the table indicates that there is only 1
tariff line in which India has a share of over 25 per cent of the EU market and in which
the current tariff faced by India is above 10 per cent. 

Table II.15: Indian access to the EU market by market share and tariff faced (2004)

Tariff lines Percentage of tariff lines
0% <10% 10–25% >25% 0% < 10% 10–25% > 25%

0% 722 2413 51 22 13.83% 46.23% 0.98% 0.42%
<5% 253 710 32 23 4.85% 13.60% 0.61% 0.44%

5–10% 113 626 34 18 2.16% 11.99% 0.65% 0.34%
>10% 105 97 0 1 2.01% 1.86% 0.00% 0.02%

Source: Own calculations using COMTRADE and TRAINS.
Note: The left panel presents the quantity of tariff lines affected and the right panel shows the share of
left panel tariff lines out of total tariff lines.

Table II.16 indicates the importance of the tariff lines identified above for excluded coun-
tries’ exports to the EU. This gives us an indication of the possible scope for their suffering
adverse terms of trade effects. We reiterate that, in this section, we are considering not the
potential for changes in the volume of trade, as we did in Part II Chapters 1–3, but that for
changes in the prices at which trade occurs. The latter is likely to be related to the size of the
new tariff preference received by Indian exporters – their scope to cut their prices – and the
importance of Indian exporters in the EU market – which proxies the extent to which their
price cuts would disturb the EU market for other suppliers. The columns on the left identi-
fy excluded countries’ exports to the EU as a proportion of their total exports to the EU. 
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Table II.16. Third party exports to the EU cross classified (2004)55

Share EU Share World
Tariff India market share in EU India market share in EU

differential 0% < 10% 10–25% > 25% 0% < 10% 10–25% > 25%

Afghanistan 0% 43.00 43.85 0.00 0.00 7.86 8.02 0.00 0.00
< 5% 0.06 2.72 0.00 0.80 0.01 0.50 0.00 0.15

5–10% 0.05 1.35 7.88 0.06 0.01 0.25 1.44 0.01
> 10% 0.01 0.21 0.00 0.00 0.00 0.04 0.00 0.00

Bangladesh 0% 0.01 0.99 0.27 0.46 0.01 0.57 0.16 0.27
< 5% 0.05 2.28 0.01 0.35 0.03 1.33 0.01 0.21

5–10% 0.00 92.57 1.58 0.35 0.00 53.93 0.92 0.21
> 10% 0.00 1.06 0.00 0.02 0.00 0.62 0.00 0.01

Bhutan 0% 4.29 77.31 0.05 0.00 0.06 1.16 0.00 0.00
< 5% 0.00 11.45 0.00 0.00 0.00 0.17 0.00 0.00

5–10% 0.00 3.45 0.21 0.00 0.00 0.05 0.00 0.00
> 10% 0.61 2.62 0.00 0.00 0.01 0.04 0.00 0.00

Maldives 0% 0.01 5.18 0.00 0.00 0.00 0.89 0.00 0.00
< 5% 0.00 0.32 0.00 0.00 0.00 0.05 0.00 0.00

5–10% 0.00 4.40 0.00 0.00 0.00 0.76 0.00 0.00
> 10% 0.04 90.04 0.00 0.00 0.01 15.45 0.00 0.00

Nepal 0% 0.04 10.65 0.77 0.15 0.01 1.99 0.14 0.03
< 5% 0.19 7.21 0.01 0.24 0.04 1.35 0.00 0.05

5–10% 0.00 23.72 56.14 0.74 0.00 4.43 10.49 0.14
> 10% 0.01 0.12 0.00 0.00 0.00 0.02 0.00 0.00

Pakistan 0% 0.09 11.20 5.65 0.03 0.03 4.13 2.08 0.01
< 5% 0.01 7.16 3.40 0.32 0.00 2.64 1.25 0.12

5–10% 0.24 62.12 4.30 2.90 0.09 22.89 1.59 1.07
> 10% 0.88 0.71 0.00 1.00 0.32 0.26 0.00 0.37

Sri Lanka 0% 0.09 26.83 8.95 0.40 0.03 9.62 3.21 0.14
< 5% 0.01 4.66 0.05 0.15 0.00 1.67 0.02 0.05

5–10% 0.01 54.33 2.20 0.24 0.00 19.48 0.79 0.09
> 10% 0.00 2.08 0.00 0.00 0.00 0.75 0.00 0.00

Brazil 0% 6.65 64.28 0.81 0.07 1.74 16.85 0.21 0.02
< 5% 2.19 9.39 0.05 0.04 0.57 2.46 0.01 0.01

5–10% 1.62 6.07 0.03 0.02 0.42 1.59 0.01 0.00
> 10% 6.40 2.49 0.00 0.00 1.68 0.65 0.00 0.00

Russia 0% 65.84 26.23 0.53 0.00 32.85 13.09 0.27 0.00
< 5% 1.45 2.94 0.00 0.00 0.72 1.47 0.00 0.00

5–10% 0.05 2.50 0.01 0.01 0.03 1.25 0.00 0.00
> 10% 0.09 0.38 0.00 0.00 0.04 0.19 0.00 0.00

Terms of trade effects 75



Share EU Share World
Tariff India market share in EU India market share in EU

differential 0% < 10% 10–25% > 25% 0% < 10% 10–25% > 25%

China 0% 1.31 64.34 1.21 0.03 0.27 13.02 0.24 0.01
< 5% 0.66 13.89 0.24 0.03 0.13 2.81 0.05 0.01

5–10% 0.12 15.25 0.58 0.19 0.02 3.08 0.12 0.04
> 10% 0.13 2.00 0.00 0.00 0.03 0.40 0.00 0.00

South Africa 0% 10.60 69.14 1.53 0.00 3.87 25.24 0.56 0.00
< 5% 1.46 5.79 0.45 0.01 0.53 2.12 0.16 0.00

5–10% 1.25 7.98 0.02 0.01 0.46 2.91 0.01 0.00
> 10% 0.56 1.16 0.00 0.00 0.20 0.42 0.00 0.00

Caricom 0% 27.44 19.44 0.04 0.01 4.72 3.34 0.01 0.00
< 5% 1.49 26.19 0.00 0.00 0.26 4.50 0.00 0.00

5–10% 0.19 5.14 0.01 0.00 0.03 0.88 0.00 0.00
> 10% 0.08 18.90 0.00 1.06 0.01 3.25 0.00 0.18

Central Africa 0% 47.25 42.73 0.01 0.00 13.15 11.89 0.00 0.00
< 5% 0.01 1.59 0.02 0.00 0.00 0.44 0.01 0.00

5–10% 0.47 3.23 0.00 0.00 0.13 0.90 0.00 0.00
> 10% 0.01 4.67 0.00 0.00 0.00 1.30 0.00 0.00

Eastern and 0% 4.08 21.15 4.64 0.42 1.40 7.25 1.59 0.14
Southern < 5% 0.56 23.71 0.13 0.10 0.19 8.13 0.05 0.03
Africa 5–10% 0.56 27.72 1.05 0.08 0.19 9.51 0.36 0.03

> 10% 0.11 15.69 0.00 0.00 0.04 5.38 0.00 0.00

Pacific 0% 20.38 38.10 0.59 0.00 3.52 6.58 0.10 0.00
< 5% 0.03 34.08 0.00 0.00 0.01 5.89 0.00 0.00

5–10% 0.01 0.77 0.00 0.00 0.00 0.13 0.00 0.00
> 10% 0.04 5.99 0.00 0.00 0.01 1.03 0.00 0.00

SADC 0% 19.29 49.20 0.68 0.01 5.87 14.96 0.21 0.00
< 5% 0.42 3.14 0.09 0.00 0.13 0.95 0.03 0.00

5–10% 0.17 24.17 0.02 0.00 0.05 7.35 0.01 0.00
> 10% 2.34 0.47 0.00 0.00 0.71 0.14 0.00 0.00

West Africa 0% 51.33 31.06 0.47 0.04 14.08 8.52 0.13 0.01
< 5% 0.07 6.98 0.44 0.28 0.02 1.91 0.12 0.08

5–10% 2.42 2.53 0.02 0.01 0.66 0.69 0.01 0.00
> 10% 0.11 4.44 0.00 0.00 0.03 1.22 0.00 0.00

SOURCE: Authors’ calculations using COMTRADE and TRAINS.

In the right panel we divide exports to the EU by category by the value of their total
exports to the world. 

What emerges from Table II.16 is that the amount of trade likely to be affected by adverse
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terms of trade effects is low. However, some countries fare worse than others, with the
worst hit being Nepal, followed at some distance by Afghanistan and Pakistan. Their chal-
lenge is that they export more heavily to the EU in products in which India simultaneous-
ly has an important market share (>10 per cent) and faces a high tariff (>5 per cent).
Nepal is landlocked and exports mainly through India. It already has a co-operation
agreement covering its exports and imports from India and so may very well need to be
treated specially in an EU–India FTA. The analysis in Table II 16 re-emphasises this need. 

For the majority of excluded countries, the potential terms of trade shock looks muted.
Many are heavily concentrated in commodities in which India has a positive but small
market share (up to 10 per cent) and a positive but small tariff (up to 5 per cent). Within
this class there may be cases in which the FTA implies an adverse terms of trade shock of
a few per cent, but overall the problems do not look likely to be large.

Terms of trade effects in the Indian market

We now complete the same exercise for EU access to the Indian market. This entails cross-
classifying excluded countries’ exports to India according to the EU’s share of Indian
imports and India’s tariff. Table II.17 counts EU tariff lines that enter the Indian market
according to the identified criteria. As can be seen, when comparing this table to Table
II.13, EU goods have a much higher market share in the Indian market than do Indian
goods in the EU market. Furthermore, EU goods also face higher tariffs (over 90 per cent
of EU tariff lines face tariffs that are above 10 per cent). Thus, in this dimension, the FTA
looks likely to have much greater adverse terms of trade effects on excluded countries.56

Table II.17. EU access to the Indian market by market share and tariff faced (2004)

Tariff lines Percentage of tariff lines
0% <10% 10–25% >25% 0% < 10% 10–25% > 25%

0% 17 37 30 42 0.33% 0.71% 0.57% 0.80%
<5% 1 1 0 5 0.02% 0.02% 0.00% 0.10%

5–10% 27 23 11 17 0.52% 0.44% 0.21% 0.33%
>10% 873 1,076 789 2,275 16.71% 20.60% 15.10% 43.55%

Source: Own calculations using COMTRADE and TRAINS

The sub-tables in Table II.18 are analogous to those of Table II.16, but with excluded
countries’ exports to India cross-classified by the EU exports in India and India’s tariff.
From the tables on the left of the figure we see that the potential for a strong terms of trade
effect is relatively high with respect to countries’ exports to India: they all have a materi-
al share of their exports in the four ‘vulnerable’ cells in the bottom right and the bulk in
the positive share/high tariff cell. However, the right-hand panel shows that, for most
countries, since exports to India are a relatively small share of these countries’ total
exports, the overall effect is not very strong. This does not apply to other SAARC partners,
however, which trade heavily in the Indian market. Nepal and Bhutan could suffer from
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seriously adverse terms of trade effects, since more than 10 per cent of their total exports lie
in the vulnerable categories. The goods concerned are apparel (HS 62) and carpets (HS 57),
and toilet and kitchen linen of cotton (HS 63) and fresh fish (HS 3) respectively. Sri Lanka
also has significant exposure, mainly via trade re-orientation, since the Sri Lanka-India FTA
appears to have stimulated a fair amount of mutual trade – see Winters (forthcoming).

Table II.18. Excluded countries’ exports to India cross classified by EU share and Indian
tariffs (2004)

Share EU Share World
Tariff India market share in EU India market share in EU

differential 0% < 10% 10–25% > 25% 0% < 10% 10–25% > 25%

Afghanistan 0% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
> 10% 37.24 58.30 4.19 0.27 8.50 13.31 0.96 0.06

Bangladesh 0% 0.00 0.01 0.00 0.06 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.03 33.25 0.00 0.00 0.00 0.19 0.00 0.00
> 10% 27.85 26.42 5.18 7.20 0.16 0.15 0.03 0.04

Bhutan 0% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.17 0.21 0.00 0.00 0.15 0.19 0.00 0.00
> 10% 18.96 69.62 3.02 8.01 17.11 62.81 2.73 7.23

Maldives 0% 0.00 0.01 0.00 0.00 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
> 10% 0.00 3.86 96.08 0.05 0.00 0.01 0.26 0.00

Nepal 0% 0.06 0.00 0.00 0.08 0.03 0.00 0.00 0.04
< 5% 0.00 0.00 0.00 0.04 0.00 0.00 0.00 0.02

5–10% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
> 10% 12.01 52.71 18.56 16.53 6.02 26.40 9.30 8.28

Pakistan 0% 0.00 0.02 0.20 0.19 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.00 0.06 0.00 0.00 0.00 0.00 0.00 0.00
> 10% 34.05 54.73 6.18 4.57 0.26 0.43 0.05 0.04

Sri Lanka 0% 0.00 1.04 0.16 0.05 0.00 0.06 0.01 0.00
< 5% 0.00 0.00 0.00 0.01 0.00 0.00 0.00 0.00

5–10% 0.04 0.08 0.15 0.00 0.00 0.01 0.01 0.00
> 10% 9.68 54.20 23.69 10.91 0.59 3.32 1.45 0.67
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Brazil 0% 0.00 0.16 0.05 0.10 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 7.09 0.42 0.61 0.00 0.05 0.00 0.00 0.00
> 10% 20.09 54.21 6.83 10.46 0.15 0.41 0.05 0.08

Russia 0% 0.00 0.01 0.09 0.12 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.08 0.00 0.00 0.00 0.00

5–10% 0.00 1.86 0.12 0.01 0.00 0.01 0.00 0.00
> 10% 1.57 57.61 16.52 22.01 0.01 0.41 0.12 0.16

China 0% 0.00 8.82 13.94 1.72 0.00 0.07 0.11 0.01
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.82 0.20 0.74 0.01 0.01 0.00 0.01 0.00
> 10% 3.07 35.47 11.83 23.38 0.02 0.29 0.10 0.19

South Africa 0% 0.00 0.03 0.11 0.05 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.19 0.00 0.00 0.00 0.01

5–10% 0.00 3.56 0.07 0.00 0.00 0.15 0.00 0.00
> 10% 0.27 86.19 3.96 5.57 0.01 3.59 0.16 0.23

Caricom 0% 0.00 0.00 0.00 0.02 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.13 8.55 0.00 0.00 0.00 0.03 0.00 0.00
> 10% 0.00 79.27 9.80 2.24 0.00 0.28 0.03 0.01

Central Africa 0% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.77 54.71 0.00 0.46 0.00 0.23 0.00 0.00
> 10% 0.02 9.49 30.64 3.92 0.00 0.04 0.13 0.02

Eastern and 0% 0.00 1.78 0.72 0.61 0.00 0.03 0.01 0.01
Southern < 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Africa 5–10% 0.02 1.54 0.00 0.00 0.00 0.03 0.00 0.00

> 10% 6.57 72.80 12.07 3.89 0.12 1.29 0.21 0.07

Pacific 0% 0.00 0.00 0.02 0.00 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 38.05 59.72 0.00 0.00 0.90 1.42 0.00 0.00
> 10% 0.21 0.83 1.03 0.14 0.00 0.02 0.02 0.00

SADC 0% 0.00 0.01 0.00 0.00 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 0.00 0.01 0.00 0.01 0.00 0.00 0.00 0.00
> 10% 3.47 81.31 13.66 1.53 0.01 0.18 0.03 0.00

West Africa 0% 0.00 0.01 0.02 0.02 0.00 0.00 0.00 0.00
< 5% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

5–10% 7.10 13.62 0.02 0.06 0.11 0.21 0.00 0.00
> 10% 1.55 66.54 9.76 1.31 0.02 1.02 0.15 0.02

SOURCE: Authors’ calculations using COMTRADE and TRAINS
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Trade competitiveness pressure index

To try to summarise the effects just discussed we now calculate a series of indices to rep-
resent the extent to which different excluded countries are vulnerable to FTA-induced
terms of trade effects. These have not, to our knowledge, ever been used before, so in the
absence of previous experience it is difficult to put an interpretation on their absolute
value. They do, however, afford us a useful summary of relativities – i.e. which countries
are relatively more vulnerable. The following three statistics have been calculated:

Aj = Σ
i

xji * dtIndia.i * shra
India.i

Where xji are the exports of country j of product i to the European Union; dtIndia.i is the
change in the European Union tariff on i from India; shrIndia.i is the share of India in total
European Union imports of product i, i.e. the market share of India in the European Union
for product i; and a is a parameter summarising the sensitivity of competitive pressure to
India’s initial share. 

Bj = Σ
i

xji * dtIndia.i Cj = Σ
i

xji

Bj is the tariff liberalisation received by India weighted up by country j’s exports to the EU,
Cj the sum of j’s exports to that market. The ratio Bj/Cj is a measure of the liberalisation
induced by the FTA in the markets of interest to country j – i.e. tariff reductions matter
more where commodity i accounts for a larger share of j’s exports. It is similar in form to
the analysis of trade diversion given above, and is included here only for information – to
present the data on exactly the same basis as we are using for the main index. Our main
interest is in the Index of Competitive Pressure, which is 

ITCPj =

This expresses the possible terms of trade pressure for country j relative to the maximum
that would occur if every advantage granted to India by the FTA was fully passed on to
purchasers and fully matched by equal price declines by excluded countries. This is not
realistic, for if India were an entirely unimportant supplier, we would expect Indian firms
to keep the tariff concessions they receive as higher mark-ups rather than passing them
on as lower prices. Thus, the likely effect depends on India’s share of the EU’s market and
the parameter a captures the strength of this effect. One possible bench-mark comes from
a model of imperfect competition with varieties differentiated by place of production – as
is used in CGE models. 

If the price index for a given commodity, k, were given by 

Pk = Σj skjpkj

Index j counts across varieties, each from a different country, and if India passed on the
whole of its preference in terms of lower prices, the change in the price index for commod-
ity k would be (sk, india * dtIndia). If excluded country suppliers felt obliged to match this, they
would have to reduce prices by this amount; thus the competitive pressure index with
a = 1 weights up their quantities over commodities. Clearly the degree of competitive
response is unlikely to be this large – on the parts of both the Indian and other producers

Aj

Bj
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– so in general we would expect the response to require a higher power of the share, i.e.
for a > 1. This means that the weights of commodities with smaller Indian shares are
reduced in the aggregate. We present below data for a = 1, 2, 3 and 4. 

Table II.19. The Competitive Index for excluded countries supplying the EU market in 2004

Parameter value 1 2 3 4

B/C A/B A/B A/B A/B

Afghanistan 0.00048 0.18922 0.07315 0.03367 0.01634
Bangladesh 0.08861 0.05138 0.00562 0.00109 0.00035
Bhutan 0.00510 0.05298 0.00395 0.00030 0.00002
Maldives 0.17234 0.00761 0.00053 0.00006 0.00001
Nepal 0.05130 0.14971 0.05261 0.02305 0.01119
Pakistan 0.06296 0.07695 0.01767 0.00642 0.00283
Sri Lanka 0.05207 0.04387 0.00548 0.00150 0.00075
Brazil 0.02126 0.00723 0.00082 0.00021 0.00009
Russian Federation 0.00529 0.00519 0.00064 0.00017 0.00006
China 0.01998 0.02714 0.00425 0.00140 0.00066
South Africa 0.01087 0.00765 0.00107 0.00042 0.00024
Caribbean 0.07681 0.00949 0.00324 0.00140 0.00063
Central Africa 0.04915 0.00047 0.00007 0.00001 0.00000
Eastern and Southern Africa 0.05003 0.02289 0.00265 0.00055 0.00017
Pacific 0.01667 0.00160 0.00025 0.00013 0.00007
SADC (exc. South Africa) 0.01722 0.00494 0.00054 0.00010 0.00003
West Africa 0.02311 0.00160 0.00065 0.00016 0.00005

Source: Authors’ calculations using COMTRADE and TRAINS

In general, we see very small values in Table II.19, although they may conceal a few cases
of dramatic impact – as hinted at in the previous tables. It is difficult to know what con-
stitutes a high number for this statistic, but the previous discussion suggests that in this
particular case the terms of trade effects are likely to be small. Nonetheless, the ranking
across countries is interesting. Exactly as before, it is the countries of the SAARC region
that are most vulnerable, but in this case the worst hit would be Afghanistan, Nepal, and
Pakistan. These formulae can be easily adjusted to consider European Union access gains
in the Indian market. In Table II.20 we present the corresponding statistics. 
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Table II.20. The Competitive Pressure Index for excluded countries supplying India, 2004

Parameter value 1 2 3 4

B/C A/B A/B A/B A/B

Afghanistan 0.45 0.0071 0.0013 0.0007 0.0005
Bangladesh 0.16 0.0421 0.0151 0.0077 0.0049
Bhutan 0.20 0.0500 0.0094 0.0039 0.0023
Maldives 0.18 0.3109 0.1174 0.0500 0.0237
Nepal 0.24 0.0705 0.0202 0.0085 0.0043
Pakistan 0.30 0.0263 0.0050 0.0016 0.0007
Sri Lanka 0.24 0.0468 0.0136 0.0056 0.0029
Brazil 0.34 0.0416 0.0162 0.0076 0.0039
Russian Federation 0.16 0.1624 0.0482 0.0201 0.0102
China 0.12 0.168 0.0613 0.0284 0.0152
South Africa 0.16 0.0552 0.0163 0.0072 0.0037
Caribbean 0.12 0.2075 0.1077 0.0684 0.0498
Central Africa 0.10 0.2108 0.0828 0.0393 0.0220
East and Southern Africa 0.21 0.0953 0.0302 0.0117 0.0050
Pacific 0.14 0.2002 0.0448 0.0103 0.0025
SADC (exc South Africa) 0.28 0.0492 0.0226 0.0127 0.0080
West Africa 0.19 0.0565 0.0173 0.0062 0.0025

In this case, we see bigger potential effects than in Table II.19, which can be explained by
two factors. First, the size of the absolute change in the tariff is bigger since the Indian
MFN tariff is, on average, substantially higher than the tariff that India faces on the
European Union market. Second, the market shares of the European Union in the Indian
market are higher than the market shares of India in the EU market. The relative signifi-
cance for excluded countries is also different, with the largest effects apparently falling on
the Caribbean, Central Africa, the Maldives and China. For these countries, a significant
degree of competitive pressure may be felt in the Indian market with the result that export
earnings may be curtailed to a material degree. Part of the apparent effect, however,
might be an artefact of the HS classification – such that the EU and Central Africa supply
the same 6-digit headings to India, but essentially in non-competing forms. In this case,
the index over-estimates the effects. 

The importance of terms of trade effects has been argued by Winters (1997) and subse-
quent literature and proven in a couple of cases. We cannot from this exercise assert that
they will be very large but they clearly are an area that requires some attention in future
work. As we noted above, because price changes apply to all exports of a commodity, not
just the margin that is diverted or re-oriented, they have much greater welfare leverage
than the latter.
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Notes

51 The data are measured in money terms, but since no attention is paid to changes in prices,

changes in value equal changes in volume. 

52 Indeed a very large FTA may affect the prices of tradable goods throughout the world, but we

can ignore that possibility for EU–India. 

53 Whether existing suppliers previously faced the same, higher or lower tariffs as the preferred

supplier is, at most, a second-order issue.

54 This exercise is not directly comparable to that of the previous section as the aggregation

methodology used is different. Given that this analysis is carried out at 6 digit and that the

previous at 10 digits, the values reported within this section will bias downwards from those

from the previous section.

55 Data for Pakistan refer to 2006, because Pakistan had deeper preferences in 2004 than

currently.

56 It is important to note that 98 tariff lines at the HS 6 digit level show the EU holding a 100%

market share in the Indian market. For these tariff lines the terms of trade effects will be null

because no-one else exports them to India. 
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Part III

Services

The services sector is extremely important for the EU and India. Both the EU and India are
predominantly service economies with more than 70 per cent and 50 per cent of their
respective GDPs emanating from services. Any FTA agreement between the two that
excludes services would ipso facto exclude the most important sectors for both partners.
Moreover, there are significant barriers to services trade between the two, so that substan-
tial coverage of services à la GATS Article V could help to deliver improved access to both
markets and more rapid liberalisation of India’s services than can be accomplished uni-
laterally. Liberalising services offers direct benefits akin to those found in goods sectors,
but in addition, recent research has suggested pervasive systemic benefits via the positive
impact of services liberalisation on manufacturing productivity in both the Czech
Republic and India (Arnold et al., 2006, 2007). Thus the benefits for both the EU and
India from services liberalisation will almost certainly be larger benefits than those iden-
tified for goods trade liberalisation. And just as for ‘regular’ goods agreements, a services
agreement between the EU and India is likely to have impacts on the excluded countries,
and this is the subject of discussion in this chapter.
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Chapter 1

The importance of services in a
potential EU–India FTA

Services contribute more than 70 per cent of the EU’s GDP and two-thirds of its total
employment. For India, the sector accounts for half of India’s GDP and its importance as an
employer has been growing over time, rising from 20 per cent of total employment in 1995
to 32 per cent in 2003. The same holds true of trade in services, which has also witnessed
rapid growth in both economies. Services trade accounts for a fifth of all trade for the EU
while for India this share is even higher. Table III.1 summarises these data. It demonstrates
how important services are from the perspective of any FTA between the EU and India.

Table III.1. Summary data on the significance of services

Indicator EU (1995) EU (2003) India (1993) India (2003)

Agriculture, value added (% of GDP) 2.9 1.9 28.2 20.9

Industry, value added (% of GDP) 29.2 26.4 28.1 26.2

Services, value added (% of GDP) 67.9 71.7 43.6 52.9

Employment in agriculture,
(% of total employment) 6.3 4.2 66.7 55.7

Employment in industry,
(% of total employment) 32.2 28.7 12.9 12.2

Employment in services,
(% of total employment) 61.2 66.8 20.3 32.1

Services exports (% of total exports) 20.5 21.8 17.8 28.3

Services imports (% of total imports) 21.8 21.8 21.3 27.4

Source: World Bank, WDI online

Looking at services trade more closely, India experienced the fastest growth of services
exports amongst the top 15 services exporters in 2003 over the period 1993–2003, with
this growth exceeding 17 per cent per annum (see Figure III.1 below). This growth rate is
more than two-and-a-half times greater than the growth of EU services exports over the
same time period, and is significantly higher than that of the Quad (US, EU, Canada and
Japan), China and all major South East Asian economies. The picture is similar for servic-
es imports with the exception that China exhibited the fastest growth rate of services
imports amongst the top 15 services exporters in 2003, with India in second place. Again,
over the last decade, India’s services imports have gown almost twice as fast as those of
the EU and faster than those of the Quad and all major South East Asian economies.
(Gasiorek et al., 2007)
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Figure III.1. Top 15 service exporters and importers in 2003

Source: Gasiorek et al. (2007) 

Considering next the composition of services trade in these two economies, we find that
India’s services exports to have changed dramatically over the last decade, both in terms
of value (a huge increase of 708 per cent from US$9.4 to US$76.2 billion) and structure
– see Table III.2 below. 

Table III.2. Composition of India’s service exports 1997/8, 2006/7

Category (figures in US$ million) 1997–8 2006–7 Growth rate % share

Travel 2,914 9,123 213.1% 31% 12%

Transportation 1,836 8,050 338.5% 19% 11%

Insurance 240 1,202 400.8% 3% 2%

Government services 276 250 –9.4% 3% 0%

Communication 171 2,099 1,127.5% 2% 3%

Construction 101 332 228.7% 1% 0%

Financial 296 2,913 884.1% 3% 4%

Software 1,760 31,300 1,678.4% 19% 41%

News agency 156 334 114.1% 2% 0%

Royalties, copyright & licence fees 21 97 361.9% 0% 0%

Management 549 7,346 1,238.1% 6% 10%

OBS 0 12,390 0% 16%

Other services 1,109 745 –32.8% 12% 1%

Total 9,429 76,181 707.9% 100% 100%

Source: Reserve Bank of India Bulletin 2008; own calculations

India has the second fastest growing services
imports over the last decade amongst the top 15
service importers in 2003

China 13.1%
India 12.3%
USA 8.6%

Mexico 8.4%
Korea 8.4%

Singapore 8.3%
Russian Federation 8.2%

Canada 6.6%
EU 6.3%

Australia 5.9%
Switzerland 5.7%

Thailand 5.3%
Hong Kong 4.0%

Malaysia 3.6%
Japan 2.0%

India’s service exports have grown fastest over
the last decade amongst the top 15 service
exporters in 2003

India 17.1%
China 14.4%

Russian Federation 10.2%
Hong Kong 9.1%

Turkey 8.6%
Korea 7.3%

Canada 7.2%
EU 6.7%

Australia 6.1%
Switzerland 6.0%

Japan 5.9%
USA 5.7%

Malaysia 5.5%
Singapore 5.0%

Thailand 4.0%
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The most significant change in export structure has occurred in the share of software
services – up from 19 per cent in 1997/8 to 41 per cent in 2006/7. Travel and other serv-
ices have witnessed the other major changes, wherein shares have come down from 30
and 12 per cent in 1997/8 to 12 and 1 per cent, respectively, in 2006/757. On the whole,
five sub-sectors comprise the majority of services exports in India – software, travel, trans-
portation, management and other business services (OBS58). These made up more than
75 per cent of all services exports in 1997/8, going up to 90 per cent in 2006/7. In terms
of growth rates, software, management and communication services have grown more
than 10 times during this period.

Changes in EU-15 services exports, on the other hand, have not been comparable to those
of India. In terms of value, services exports increased by 97.5 per cent from US$560.8 to
US$1107.6 billion, and the structure has not changed by much (see Table III.3 below).
Travel, transportation and other business services accounted for 77.5 per cent of all EU-
15 services exports in 1996, and 71.6 per cent in 2005. The other sub-sectors make up
for the remaining quarter of all EU-15 services exports, and within these, communica-
tion, financial and computer-related services have shown appreciable growth rates.

Table III.3. Composition of EU-15 service exports 1996, 2005

Category (figures in US$ million) 1997–8 2006–7 Growth rate % share

Transportation 134.4 238.6 77.5% 24% 21.5%

Travel 171.2 265.7 55.2% 30.5% 24%

Communication 9.1 28 209.2% 1.6% 2.5%

Construction 22.5 23.9 6.7% 4% 2.2%

Insurance 14.4 23.8 65.5% 2.6% 2.1%

Financial 28.5 93.2 227.1% 5.1% 8.4%

Computer-related 9 58.1 544.2% 1.6% 5.2%

Royalties and licence fees 18 46.3 156.5% 3.2% 4.2%

OBS 128.8 289.6 124.8% 23% 26.1%

Personal etc. 5.6 11.5 104.5% 1% 1%

Govt 15.2 20.5 35% 2.7% 1.9%

Services not allocated 4.1 8.5 109.2% 0.7% 0.8%

Total 560.8 1107.6 97.5% 100% 100.9%

Source: OECD Stats Online; own calculations.

While this discussion gives us an idea of the importance of the services sector for the EU
and India, a more interesting exercise for the purposes of this chapter is to ask how glob-
ally competitive the two economies are in the export of these various services. To do this,
we calculate indices of Revealed Comparative Advantage (RCA) for various services sub-
sectors within services overall. Given that disaggregated data for services are available
only for a few categories at the global level, we calculate the RCA with respect to the total
for the OECD countries and India over the last decade59.
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The RCA indices reported in Table III.4 and Table III.5 below indicate that, as expected,
India has a massive comparative advantage in the export of IT services as well as a signifi-
cant one in exporting communication services, the latter primarily comprising telecoms
exports. Both these sub-sectors are largely driven by private enterprise operating on rela-
tively competitive markets. They are also amongst the most-liberalised sectors in the Indian
economy in terms of market access to foreign investment. The interesting difference, how-
ever, emanates from the extent of state intervention, government policy and regulation in
these services. Indian IT is said to have flourished primarily on account of the

Table III.4. EU’s RCA Index in Services vis-à-vis (the OECD+India)

Category 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Transportation 1.0 1.1 1.1 1.0 1.0 1.0 1.0 1.0 1.0 1.0

Travel 1.0 1.0 1.0 1.0 1.0 0.9 1.0 1.0 0.9 0.9

Communication 0.9 0.9 0.9 1 1.2 1.2 1.1 1.1 1.2 1.2

Construction 1.2 1.1 1.2 1.2 1.3 1.3 1.2 1.2 1.2 1.2

Insurance 1.2 1.2 1.0 1.2 1.1 1.2 1.2 1.2 1.1 1.1

Financial 1.2 1.2 1.1 1.2 1.3 1.2 1.0 1.0 1.0 1.0

IT 1.2 1.1 1.2 1.3 1.3 1.3 1.3 1.3 1.3 1.3

Royalties 0.6 0.6 0.5 0.5 0.5 0.5 0.5 0.6 0.6 0.6

OBS 1.2 1.1 1.2 1.2 1.2 1.2 1.1 1.1 1.1 1.1

Personal etc. 0.8 0.7 0.6 0.6 0.6 0.6 0.6 0.7 0.7 0.7

Govt 0.7 0.6 0.6 0.6 0.6 0.6 0.8 0.8 0.8 0.7

Source: OECD Statistical Indicators; own calculations.

Table III.5. India’s RCA Index in Services vis-à-vis (the OECD+India)

Category 1997 1998 1999 2000 2001 2002 2003 2004 2005

Transportation 0.9 0.7 0.5 0.6 0.6 0.6 0.6 0.5 0.5

Travel 1.0 0.7 0.6 0.7 0.6 0.6 0.7 0.6 0.5

Communication 1.0 2.2 3.3 3.5 2.0 1.8 1.7 1.5 1.3

Construction 0.3 0.4 1.0 1.7 0.4 0.5 0.9 0.6 0.2

Insurance 1.3 0.9 0.7 0.9 0.8 0.6 0.5 0.7 0.8

Financial 0.7 0.4 0.4 0.4 0.3 0.5 0.2 0.2 0.3

IT 10.0 9.1 8.3 11.7 11.0 11.0 10.0 8.2 8.2

Royalties 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0 0.1

OBS 0.4 0.3 0.3 0.1 0.1 0.2 0.2 0.6 0.7

Personal etc. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2 0.2

Govt 0.8 1.3 1.2 1.4 1.1 0.5 0.3 0.3 0.2

Source: Reserve Bank of India Bulletin 2008, OECD Statistics Online; own calculations.
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sector being ‘forgotten’ by Indian policy makers and continues to operate without a regu-
lator even now60. On the other hand, India has always had a National Telecom Policy
especially in the aftermath of the New Industrial Policy, 1992 and this sector also has an
independent regulator in the form of the Telecom Regulatory Authority of India (TRAI).
The EU, on the other hand, has an RCA in communication, construction, financial, com-
puter-related (CRS) and other business services (OBS).

In terms of EU–India bilateral services trade, unfortunately only very crude data are avail-
able: they distinguish only travel, transportation and other commercial services (‘OCS’)
and, until 2002, the EU data comprise only the 15 Member states. They are shown in
Figure III.2. The first chart depicts India’s services exports to the EU and the second
India’s imports from the EU.

Figure III.2. EU–India bilateral trade in services

India and EU–15: Services exports

India and EU–15: Services imports

Source: Gasiorek et al. (2007)
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The share of other commercial services (OCS) in exports and imports is roughly the same
and increasing slightly overtime. India exports more transport than travel services to the
EU and these exports have been going up, while the situation is exactly the opposite in
terms of India’s imports from the EU. As noted above, before 2003, the EU data are based
on 15 Member states, but when the 10 accession countries are added in for 2003, it
makes little difference: India’s services exports to the ten new members are only $17 mil-
lion and imports from them only $25 million. 

Putting things in perspective, India’s bilateral services trade with the EU both ways is
approximately €4.7 billion, which accounts for a fourth of India’s global services trade but
a mere 1 per cent in the case of the EU. Thus, as for goods, the EU is much more important
in India’s services trade than vice-versa though India’s bilateral services trade with the EU
is more important in terms of its relative importance to each trading partner than bilat-
eral goods trade (by way of comparison, India’s bilateral goods trade with the EU both
ways makes up 18% of India’s total goods trade with the rest of the world, but only 0.6%
of the EU’s total goods trade with the rest of the world). 

Notes

57 A major reason for the big change in the contribution of other services exports to the total is

their coverage – with a more detailed breakdown of services exports available since 2004–05.

This category largely comprises unclassified services, while in the preceding period they also

included advertising, rentals, office maintenance, prizes, exhibitions and the like. The latter are

now clubbed together under OBS. 

58 The RBI Bulletin provides a more detailed breakdown of services exports since 2004–05

compared to the preceding period. The table therefore reports no value for OBS in 1997–98.

OBS is a broad category that includes merchanting, trade-related, operational leasing, legal,

accounting and auditing, advertising, research and development, architecture and

engineering, agricultural mining, maintenance of offices abroad, environmental, personal,

cultural & recreational services and refund and rebates. The two major services categories

within these are architecture and engineering and maintenance of offices abroad which

accounted for 8% and 3%, respectively, of total services exports in 2006/7. 

59 The RCA index for a given sector is calculated here by taking the share of a particular sector’s

exports in India’s total exports of services, and dividing this by the ratio of OECD and India’s

exports in this sector to the total services exports of the OECD and India. An RCA index with

value greater than unity indicates a comparative advantage in the sector, while a value less

than unity indicates a comparative disadvantage. In this analysis, we need to use the OCED

and India as a comparator instead of the rest of the world because disaggregated breakdown of

services exports is not available for the rest of the world as for the OECD and India. Thus, the

OECD and India is the biggest sample for a comparator that we can have. In any case, the

combined services exports of the OECD and India made up more than 75% of global services

exports in the last decade.

60 For instance, see Joseph, K.J. and Harilal, K.N. (2001), Joseph, K.J. (2002).
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Chapter 2

Barriers to services trade between EU
and India and areas of interest in a
possible FTA61

Although services trade is an important trading sector for the EU and India and bilateral
trade between them is relatively strong, there are significant barriers to services trade
between the two. Hence an FTA offering substantial coverage of services à la GATS Article
V could help deliver significant improvements in access to both markets. Our judgement,
given the political economy of reforms in India (for instance, see World Bank, 2004), is
that it would also allow a more rapid liberalisation of India’s services than can be accom-
plished unilaterally. 

Imports of services to India suffer from a range of horizontal barriers such as archaic
laws, multiplicity of rules and regulations, inconsistent practices across states and multi-
plicity of contact points at different levels of bureaucracy, regulatory gaps, public sector
bias, and limits on foreign investment and ownership. In general, India’s services suffer
from simultaneously excessive and inadequate regulation. Many explicit and implicit
restrictions – tax incentives, labour laws, for instance – favour small scale units and dis-
criminate against larger firms. Weaknesses in the institutional and regulatory regimes
have resulted in disparities in the quality of services and the abilities of professionals.
Legitimate universal access goals are pursued not based on the most efficient means but
through elaborate restrictions involving efficiency losses without any commensurate gain
in equity and access. These policies result in domestic firms that are sub-optimal in size,
operate in a weakened regulatory environment, and are burdened with the legacy of pur-
suing equity goals (For instance, see World Bank, 2004).

In addition to these horizontal problems, Table III.6 below provides a list of sector-specif-
ic policy barriers in Indian services.

Considering the recent history of EU–India bilateral trade relations in services, the EU has
raised specific market access/national treatment issues and regulatory impediments with
India in the case of satellite services (lack of national treatment), telecom (lack of nation-
al treatment and burdensome domestic regulation), private security agencies (limits on
FDI), courier (proposed legislation on taxation) and air transport services (tax on busi-
ness/first class tickets for passengers embarking in India). These would seem likely to be
key EU demands in an FTA. In terms of specific sector interests, Brussels as well as EU
Member state delegations in New Delhi point to key strategic interests in the Indian mar-
ket in banking, finance and insurance; retail; accountancy; legal; telecom and maritime
services. Sectors like IT and telecom are already significantly liberalised in India while  
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Table III.6. India’s autonomous policy on services

Service sector Issues

Accountancy FDI not allowed; FSP not allowed to undertake statutory audit of companies. Only
partnership firms allowed with number of partners limited to 20.

Architecture No cap on FDI. Foreign architects need to be registered by the Council of
Architecture as individuals. Appointment of foreign architects as consultants to
Indian architects subject to case-by-case approval by GoI.

Legal FDI not allowed. International law firms not allowed presence. Indian advocates
cannot enter into profit-sharing arrangements with non-Indian advocates.

Computer-related or No cap on FDI. No explicit barriers on commercial presence of foreign firms.
Software Services Intellectual property laws are not effectively enforced. Tax structure discourages

movement along the value chain.
Management and No cap on FDI. Foreign firms must be incorporated in India.
Consultancy
Postal FDI not allowed. Price preferences to state postal operators. No functional

demarcation between regulator and service provider. Imprecise definition of USO.
Courier No cap on FDI but subject to FIPB approval.
Telecommunications Fully owned foreign firms allowed in some segments, though voice telephone

services continue to have 49 per cent FDI limit. Policy uncertainty on tariff, inter-
connect regimes, USOs remain.

Audio-visual Services No cap on FDI in motion picture but FDI not allowed in radio and television
services. Up-linking restrictions.

Construction and No cap on FDI. Price preference to PSUs, as well as a large number of barriers
Related Engineering that are external to the sector: land ceiling; unclear land titles; minimum area

restrictions; minimum capitalisation norm; restriction on repatriation.
Distribution No cap on non-retail segments and 51 per cent limit on FDI in single brand

product retail. Lack of clear responsibilities within the government. Large
unorganised sector with low tax compliance. Land market distortions.

Education FDI permitted without cap through the automatic route.
Environmental FDI permitted without cap through the automatic route.
Financial services Foreign equity limit of 26 per cent in most segments. Minimum capitalisation
(Insurance) norms; Funds of policy-holders to be retained within the country. Compulsory

exposure to rural and social sectors and backward classes.
Financial Services Private domestic equity limited to 49 per cent and foreign equity limited to 
(Banking) 74 per cent with 10 per cent voting rights. FDI and portfolio investment in

nationalised banks subject to overall statutory limits of 20 per cent. Mandatory
priority sector lending and rural branch requirements for domestic banks.

Health and Social No cap on FDI. Movement of FSP subject to registration by the Medical/ 
Services Dental/Nursing Council of India. FSP cannot provide services for profit.

Responsibilities divided between the Centre and states. Absence of a standardised
accreditation system.

Tourism No cap on FDI. Land market distortions.
Recreational, Cultural FDI is permitted in entertainment services (including theatre, live bands and 
and Sporting cultural services), libraries, archives and museums. FDI is restricted to 26 per cent

through the Government route in print media. FDI is not allowed in News Agency
Services. Lottery, betting and gambling is not allowed.

Transport 100 per cent FDI in maritime and road transport but significant restrictions in air
and rail transport. Restrictions on inter-state movement of goods. Overlapping
responsibilities and coordination issues between government departments (e.g.
multi-modal transport).

Source: World Bank (2004); India’s FDI Policy (2006); Gasiorek et al. (2007).
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others such as construction, health, banking and insurance, education and courier are
moderately liberalised. Legal, accountancy, postal and distribution services, on the other
hand, are completely closed at present. We presume, however, that the EU would still have
objectives in all of them – to consolidate market access in India in IT and telecom servic-
es; to significantly improve market access in the moderately liberalised services; and to
open up the closed sectors. 

The important issues for India are market access for cross-border services (Mode 162) and
service professionals (Mode 4 both contractual service providers and service professionals
related to Mode 3) and increasingly foreign investment in services abroad (Mode 3). The
Indian Ministry of Commerce and Industry maintains that the focus sub-sectors are like-
ly to include computer and related services, financial services and energy services. In
Mode 1, India would be looking at increasing the coverage of sub-sectors to research and
development, dental and health related sectors and telephone-based services. In Mode 3,
issues for negotiation relate to the need for huge minimum capital requirements imposed
by the EU, residency requirements, restrictions on legal entity and the absence of nation-
al treatment. In Mode 4, India would like to press for the mutual recognition of qualifica-
tions to make effective market access possible. Other issues relate to the avoidance of dou-
ble taxation on social security benefits of Indian services professionals abroad; visa issues
and labour market and economic need tests for Indian services providers abroad; and the
fact that EU domestic regulation is more burdensome than necessary. In addition to spe-
cific modal interests, general issues of priority for India are transparency in EU policies
and their implementation and the need for harmonisation of EU policies across Member
States. As an illustration from the financial services sector, India will argue that banking
sector licences granted by any one EU Member be acceptable across the EU as the need to
apply for separate licences in each EU Member state has been pointed to as one of the cum-
bersome elements of trade in banking services with the EU by Indian government officials.

From India’s perspective, it may be easier to negotiate provisions on Modes 1 and 3 into a
possible EU–India FTA on services and also examine regulatory issues vis-à-vis Mode 4. It
would, however, be more difficult to negotiate mutual recognition agreements across
services between these two trading partners. From a European perspective, it may be
much easier to consolidate market access in India’s liberal sectors and increase access in
the moderately liberalised ones. Opening up completely closed sectors would, however,
appear to be the most difficult from a negotiating standpoint as far as a potential services
agreement between the EU and India is concerned.

Notes

61 Recall from Part I that the information in this section is based on detailed discussions with

officials, summarised in Gasiorek et al. (2007) and a number of recent press reports. 

62 The GATS classifies four ‘modes’ of services delivery (these are the different ways in which

services can be traded across borders): Mode One, which is the cross-border supply of services.

An illustration of this is business process outsourcing units in India doing online medical

transcriptions. Mode Two is consumption of services abroad, e.g. Indian tourists going to the
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EU. Mode Three is commercial presence, such as Deutsche Bank setting up operations in

Mumbai. Finally, Mode Four is the movement of natural persons across borders to deliver

services, such as Indian software workers delivering and testing a system in the UK.
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Chapter 3

The coverage of services in FTA

Despite the evidence of barriers and frictions to many dimensions of services trade there
is still a question of whether the parties to an EU–India FTA could actually bring them-
selves to sign a liberalising agreement. The restrictions to trade may have resulted from
pressure from interest groups whose interests they promote, but, even if they are the
result of historical accident, their very existence can create interest groups designed to
maintain them. Thus one must not underestimate the political challenges of tackling
service barriers, as, indeed, the EU has discovered in the pursuit of the Single Market. 

Hoekman and Sauvé (1994) discuss the lack of evidence that regional integration agree-
ments (RIAs) – especially those outside the EU – go significantly beyond what was negoti-
ated in the GATS in the early 1990s. ‘Roy, Marchetti and Lim (2006) come to the same
conclusion as far as the substance of the disciplines (rules) that are included in more
recent vintage agreements’ (Hoekman, 2006). However, Roy et al. do note that recent
RIAs covering services and reported to the WTO since 2000 tend to have a sectoral cov-
erage that greatly exceeds their commitments made in the GATS, their existing GATS
commitments and the offers that they made during the Doha Round. (They also find that
RIAs involving the US have the most comprehensive coverage and deepest levels of com-
mitments in services.) On the other hand, the resistance inside the EU to fully liberalising
intra-EU services trade has also permeated the agreements that it has signed with other
trading partners. Of the 20 EU RIAs notified to the WTO, only seven have any form of
services coverage and only two of these include a non-European trading partner – Chile
and Mexico. Interestingly, none of the Euro-Med or the European Partnership
Agreements has any services coverage, which points to the challenge of including servic-
es in a possible EU–India FTA. Interestingly, it continues to be the case that most services
policy reforms tend to be implemented unilaterally – the average level of Mode 3 market
access granted by India unilaterally across sectors is close to 70 per cent, much higher
than the 10 per cent in its initial GATS commitments and the 44.8 per cent in its Revised
Conditional Offers during the Doha Round negotiations (Gasiorek, et al., 2007). In view
of all this, it is important to be realistic about what a EU–India FTA will achieve in the
services dimension; despite the interest and the need for deep commitments on both sides,
not much may materialise. If this is so, its likely impact on excluded countries is very
small.
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Chapter 4

The welfare effects of preferential
services liberalisation

Having discussed the significance of services for the EU and India, the barriers to trade
that exist between them and possible areas of coverage in an EU–India FTA, we now ask
whether such liberalisations would be preferential or MFN. The principle of an FTA is dis-
crimination – the preferential liberalisation of trade – but de facto it may be difficult, if not
impossible, to implement the opening up of some sectors on a preferential basis. While
market access and national treatment restrictions may be relaxed on a preferential basis,
the removal/reduction of most regulatory barriers has more or less to be on an MFN basis.
As an example, the number of partners in Indian accountancy firms is restricted to 20. If
this were to be relaxed, it would be extremely difficult to limit this to preferential suppli-
ers. Similarly, improved regulation of banks will apply to all, not just EU and Indian,
banks. In such cases, de jure preferential access becomes de facto MFN access. 

One caveat to the de facto multilateralisation of concessions is to note that even if all reg-
ulations eventually apply to all suppliers, there may be first-mover advantages for the pre-
ferred partner in the form of incumbency advantages which operate to the detriment of
those from excluded countries. Preferential access to a services supplier could initially be
in terms of market access, national treatment and regulatory requirements. These then
translate into significant privileges in the domestic market once the foreign supplier has
established presence. Think of a retail chain opening an outlet as part of a preferential
agreement in a hitherto closed market. Such preferential market access could allow the
incumbent significant advantage in terms of domestic clients and resources – access to
land, labour, capital, entrepreneurship – and knowledge and use of the supply chain.
These may be sufficient to give it a competitive advantage even if it is inferior to more com-
petitive suppliers from the excluded countries. Then such incumbency advantages would
have durable adverse welfare consequences relative to a more even-handed liberalisation,
and the country could be stuck permanently with weaker providers even when it subse-
quently liberalises on an MFN basis. Such incumbency-advantages are likely to be partic-
ularly important in services with network externalities63.

On the demand side, once a supplier has been granted preferential access, it may also be
able to develop a clientele through advertising and promotional campaigns that pre-empt
demand. The more imperfect the consumers’ information and the more important the
costs of switching suppliers, the greater would be this ‘clientele effect.’ For example, con-
sumers are often reluctant to switch banks and telecommunications suppliers even when
new entrants offer better terms. Such incumbency effects may be stronger in services with
network externalities, like telecommunications, where new entrants’ technical standards
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must be the same as those of the incumbent. On the supply side, the incumbent may suc-
ceed in assuring itself of the services of the most capable franchisees and other stages in
the supply chain by selecting them initially and imposing exclusivity on them. 

Each of these forms of ‘capital accumulation’ thus enhances the first-mover advantages
for a preferential supplier and, once established, allows such an incumbent to restrict or
prevent competition. The importance of sunk costs and the consequent incumbency
advantages imply that sequential entry can produce very different results from simultane-
ous entry. If entry is costly, then the incumbent may be able to completely deter entry so
that the outcome is a much more concentrated market structure. Moreover, the first-
mover advantage conferred on an inferior supplier may be used by it to establish a posi-
tion of market dominance. Once again, though, the durability of such a position would
depend on the importance of sunk costs relative to differences in costs and quality64.

Notes

63 As Fink and Mattoo (2002) discuss, in a way these incumbency advantages are in the nature

of sunk costs of investment and, as shown by Tirole (1988), these matter because of their

commitment value and their use as a strategic signalling mechanism by those who are allowed

to enter the market first. A firm that establishes a telecommunications or transport network

today, for instance, signals that it will be around tomorrow if it cannot easily resell the

equipment. Of course, the commitment value would depend on the rate of capital depreciation

and would also be specific to the firm/industry. Thus, if some suppliers are allowed preferential

access, such incumbents may accumulate enough capital to limit entry of other firms.

64 ‘Two qualifications to this argument based on sunk costs are important. First, entry by the

more efficient firm could take place through acquisition circumventing some of the problems

of first-mover advantage. But this would require no asymmetry of information about the value

of assets and no direct costs of transferring assets. Secondly, in certain services sectors, firms

could learn by doing: the experience acquired by the established banks during the previous

period reduces their current costs, enhancing their competitiveness and discourages others

from entering. This form of entry deterrence may well promote welfare.’ (Fink and Mattoo,

2002)
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Chapter 5

Specific case studies from EU–India 

To assess the impact of a possible EU–India services agreement on excluded low-income
developing countries, one would also have to examine the competition that India faces
from such countries in sectors of its strategic interests with the EU, exactly as we did above
for the goods markets. It is important to note here that services are a more skill-intensive
sector compared to agriculture and industry and the nature of any competition that India
faces from other low-income developing countries would be governed by the ability of
such countries to compete with India’s relatively more-skilled and cheap English-speaking
work force. The services sector in India has also been witness to rapid growth, especially
since the 1990s, which has now led to India becoming an ‘outlier’ in terms of its services
sector performance in the years since the turn of this century (Shingal, forthcoming). As
noted above, services now contribute more than half of the country’s GDP, which is high-
er than the share for countries at a comparable level of per capita income as India.
Amongst the top 20 services exporters in 2003, India had the fastest growth of services
exports over 1994–2003 and services trade now accounts for a quarter of the country’s
total trade.

Against this background, as things stand, with the possible exception of construction
workers and maybe nurses, other low-income developing countries would hardly be a
threat to Indian presence in services in the EU especially in sectors like IT, health, banking
and financial services. Moreover, while Indian IT services and medical professionals are
globally recognised, it will be some time before Indian banking services, for instance, can
win the confidence of European clients. Even in the case of construction workers and
nurses, since trade here pertains to the movement of relatively less-skilled labour, which
is a politically sensitive issue, India itself is unlikely to get much from the EU in such serv-
ices in a possible agreement. To that extent, the impact of a possible EU–India services
agreement on excluded low-income developing countries would be limited. However,
given that India already has a substantial revealed comparative advantage in the export
of IT and telecom services into OECD markets, any regulatory harmonisation and
removal of non-tariff barriers (NTB) between the EU and India would arguably render
market access for excluded low-income developing countries into the EU in such services
that much more difficult in future. In addition to the incumbency advantages discussed
above, the exemption from any wasteful sector-specific services regulation for Indian serv-
ice suppliers would translate into reduced costs for such suppliers establishing their pres-
ence in European markets and a consequent decline in EU prices for those services.
Assuming some degree of substitutability with services from excluded countries this
would put competitive pressure on excluded country suppliers who would suffer lost sales
and, most likely, a decline in their terms of trade as they reduced their prices on all their
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sales. This is the terms of trade effect discussed in the last section of Part II for goods.

In what follows, we look at a few areas/sectors where they may be possibilities of an agree-
ment between the EU and India and consider the ramifications of each for excluded countries:

IT: The Indian IT sector is already significantly liberalised and India also has a huge
revealed comparative advantage in exporting IT services to the OECD. The composition of
exports has also changed from a predominance of Mode 4 to an almost equal distribution
between Modes 1 and 4. Any possible agreement could therefore involve pro-liberal pro-
visions on both modes of delivery. This could further consolidate India’s RCA in this sec-
tor, based as it is on India’s highly skilled and cheaper workforce, to the detriment of
excluded low income developing countries if they too had potential comparative advan-
tage in the sector. However, most low income countries have little prospect of establishing
software export capacity in the next couple of decades, so the damage is potential more
than actual. 

Banking, insurance and financial services: Given that the sector is moderately liberalised
in India already, European firms would certainly seek greater market access, including the
raising of investment caps and relaxation of regulatory requirements. A possible agree-
ment could use the mechanism of the India-Singapore CECA wherein three specified
Singapore banks have been allocated a separate quota of fifteen branches over four years,
over and above the quota for all foreign banks. This would certainly facilitate European
presence in the Indian market although whether this would be at the expense of banks
from low-income countries is very unclear given the latter’s weakness in the sector.
Moreover, while Indian firms may also reciprocally get more de jure market access into
Europe, one cannot be certain whether this would translate into actual market penetra-
tion in Europe, as it would be some time before Indian firms in this sector could win the
confidence of European clients. Finally, if the FTA led to greater EU investment in India,
this may raise fears of there being correspondingly less European investment in the
excluded countries. The evidence of such re-orientation of investment is weak however –
see below.

Mode 2: India has an interest in the export of health services and this manifests itself in
the inflow of foreign patients to domestic hospitals and doctors. Such trade results in sig-
nificant cost savings for patients and health insurers – see Mattoo and Rathindran
(2005). Similarly, thousands of Indian students explore educational opportunities in
Europe every year while European academic institutions are equally keen to set up shop
in India or get into academic alliances with Indian schools65. Both these areas could be
covered by liberal provisions in a possible agreement but in either case, excluded low
income developing countries are likely to be adversely affected by such a development.

Notes

65 For instance the France-based ESCP-EAP European School of Management is looking at

academic tie-ups with business schools in India and is also holding executive education

programmes for corporates in India. Similarly, the European Business School, Germany was on

a tour to India with the purpose of starting a business school in the country. 
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Chapter 6

The role of investment

The discussion so far has largely focussed on India’s market access to the EU. The other
dimension is the reverse trade flow, which assumes much significance in the context of a
possible EU–India agreement and its impact on excluded low-income developing coun-
tries. The EU’s strategic interests in most developing country markets are in Mode 3 and
here it would be interesting to see if a possible EU–India agreement has separate provi-
sions on investment in addition to coverage of Mode 3. In either case, given that European
firms complain about being unaware of general conditions in the Indian market and the
plethora of horizontal barriers plaguing investment in India, a possible agreement cover-
ing such issues could go a long way in switching the portfolio of EU investment in favour
of India and possibly away from other low-income developing countries. In view of the
well known positive effects of such investment in the recipient countries, such possible
shifts in the flow of capital to India could be quite detrimental to the excluded low-income
developing countries. The positive spill-over effects of economic integration on investment
are documented in the literature (for example, see Brenton et al. 1999, Gao, 2005 and
Feils and Rahman, 2008) and the excluded countries would be bereft of these as well.

As Schiff and Winters (2003) point out, integration has an impact on the overall invest-
ment climate within the PTA and this may in turn have a favourable effect on investment.
Regional integration typically reduces the transaction costs of tradables more than those
of non-tradables and if the former are more capital-intensive than the latter, trade liber-
alisation will increase the relative demand for capital and its rate of return. This in turn
induces investment in the PTA. Moreover, deep integration may raise the efficiency of the
financial sector, reducing lending margins and the cost of funds, thereby leading to high-
er investment, although, in truth, such financial integration is not easy to attain.

Since PTAs encompass reductions in regional trade barriers and investment restrictions,
their impact on investment flows will ultimately reflect the impact of trade and invest-
ment liberalisation on location and firm-specific advantages. As Blomstrom et al. (1998)
note, changes in location-specific advantages are potentially associated with liberalisa-
tion-induced changes in relative costs among member and non-member countries,
changes in relative economic growth rates, altered investor perceptions about country-
specific political risk, agglomeration economies, etc. Some of these changes will be the
direct result of liberalisation initiatives while others will indirectly reflect the conse-
quences of economic integration – economic integration will affect relative and absolute
growth rates which, in turn, may have an impact on investment. 

Motta and Norman (1996) show that economic integration, by improving market acces-
sibility, induces outside firms to invest in the integrated regional bloc. Most of this invest-
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ment is likely to take the form of intra-regional export platform FDI66, including that ema-
nating from excluded countries, with the investing firm supplying the majority of the
countries in the PTA by intra-regional exports. They also show, however, that a net
increase in inward investment in the PTA, from members and non-members, is not nec-
essary. If there is intra-regional FDI prior to integration, increased market accessibility
post-integration would lead to the rationalisation of intra-regional FDI through an invest-
ment replacement effect of FDI by outside firms. Intra-regional firms will switch increas-
ingly to intra-regional exports.

The purpose of FDI may also be to take advantage of the local factors of production and
these motives can be enhanced if a developing country forms an agreement with a devel-
oped country. For instance, the NAFTA, after 1994, had a profound impact on FDI into
Mexico from countries outside the bloc, as this investment became a way to guarantee
market access to Mexico’s northern partners (Blomstrom and Kokko, 1997; Fernandes
and Portes, 1998).  

Finally, the removal of internal barriers within a PTA may stimulate vertical FDI, especial-
ly if the partner countries differ in their endowments. This aspect of North-South PTAs
lies at the heart of Ethier’s (1998a) theoretical exploration of the benefits of regionalism.
With guaranteed preferential access to the northern market, the southern partner
becomes an attractive destination for labour-intensive activities and thus attracts more
investment, both from within and outside the PTA.  

Ethier (1998b) further adds that the credibility of a government to announced reform can
be crucial in attracting FDI – ‘even a regional arrangement with only modest big-country
preferences for the small country establishes an external commitment to reform that
(weakly) binds future governments, thereby making the future preservation of reform
(slightly) more credible’67. Moreover, even marginal preferences in trade agreements lead
to investment re-orientation in favour of the partner country to the detriment of the
excluded countries – ‘suppose one country that would undertake reform anyway enters
into a regional arrangement. Then direct investment producing intermediate goods for
that country’s partner will all be diverted there, and the country still remains a potential
host for other direct investment. Less direct investment remains for other reforming coun-
tries, reducing their prospects for success and perhaps deterring some of them even from
embarking upon reform’68.

The empirical results in this area are somewhat ambiguous. The general conclusion is
that the first phase of European integration was accompanied by a substantial net
increase in both EC-related intra and extra-FDI and trade flows. Studies of the later stages
of European integration have been more mixed in their findings. Pain and Lansbury
(1997) cited some evidence that the Internal Market process of the EU may have diverted
investment into the EU at the expense of other locations. Specifically, the level of inward
investment in Europe by U.S. and Japanese firms was significantly higher since 1987 than
might otherwise have been expected. Pain (1997) focused on the determinants of intra-
EU FDI from the United Kingdom to investigate the diversion of British investment into the
EU at the expense of the United States. His results suggested that the internal market pro-
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gramme had a significant positive impact on the stock of UK FDI within the EU, especial-
ly in the services sectors. Barrell and Pain (1997) also found clear evidence that the EU
Single Market Programme had raised the level of intra-EU FDI significantly. Brenton et al.
(1999), on the other hand, found no evidence of FDI diversion perhaps because, as
opposed to the studies above, the results from their gravity model was based on flows of
FDI and not their stock. 

In terms of the impact on individual PTA members, while no investment effects were
found in the case of the UK (e.g. Mayes, 1983 and Grant, 1983), Ireland’s membership in
the EC stimulated direct investment from both EC and non-EC sources (O’Farrell, 1983).
Similarly, Spain and Portugal benefited from significant increases in inward FDI as a result
of EC membership (Baldwin et al., 1995) but Greece did not (Winters, 1996). However,
Brenton et al. (1999) found no evidence that this increased investment in Spain and
Portugal in the late 1980s significantly reduced investment flows to other European des-
tinations. Further, FDI flows to CEECs in the 1990s did not have a clear negative impact
on overseas investment in Spain and Portugal.  

The North American experience of Mexico after NAFTA too suggests substantially more
modest impact of PTA on extra-regional FDI stimulation than is associated with the ear-
lier stages of EU integration (Blomstrom et al. 1998). At the same time, there is support
for the European findings that trade and investment impacts will differ across countries
within the integrating region. These empirical results thus serve as a caution against gen-
eralising from earlier experiences. As Blomstrom et al. note, ‘the consequences of region-
al economic integration are sufficiently conditioned by inherited policies, as well as by
existing macroeconomic conditions, to make extrapolation from historical experience
very risky and potentially misleading.’ 

To summarise, there are certainly theoretical reasons to believe that the EU–India FTA
will stimulate investment in India and that this will be strongly beneficial for the Indian
economy. There are also some reasons to believe that investment elsewhere might con-
tract and that this could be harmful for excluded countries. On the other hand, empirical
evidence for such effects, especially the losses to excluded countries, is far from conclusive.
Thus, while there is reason to consider these effects, there is little reason to expect them to
be very harmful.

Notes

66 As Schiff and Winters (pp. 118, op.cit, 2003) point out, ‘such platform investment is

particularly likely if there are increasing returns to scale in production, making for lumpy

investments that are viable only above a certain size’. Many services exhibit these

characteristics. 

67 Ethier (1998b) op. cit. pp. 1157.

68 Ethier (1998b) op. cit. pp. 1158.
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Chapter 7 

Conclusion

Services trade should be a major component of an EU–India FTA. Both parties have strong
interest in the service sector and many barriers to mutual trade. If they achieve liberali-
sation, some benefits will probably spill over to other developing countries but especially
some partners’ gains in competitiveness will probably redound to excluded countries’ long
run disadvantage as Indian firms become established in the EU and difficult to displace.
This will be more of a problem for middle-income than low-income countries, for most of
the latter are not very plausible exporters in most tradable services anyway. Part of the
effect may be felt via FDI, but the evidence of serious re-orientation of investment away
from excluded countries is actually very weak. Finally, the chances of meaningful servic-
es liberalisation in the EU–India FTA are not particularly good. 

Overall, the excluded countries should keep a watching brief on the EU–India talks and
ask corresponding improvements in their own access to the partner markets. They should
not presume, however, that they face a serious and pervasive disadvantage in services just
because of the FTA. 
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Part IV

Policy responses

This final part of the book deals briefly with policy responses – by individual excluded
countries and by the multilateral system. With so many uncertainties about the FTA, and
also about the extent of trade barriers and even trade in services, it is not feasible to iden-
tify specific sectors under threat. Moreover, even if one could, it is usually difficult to iden-
tify and justify appropriate interventions to support them. Hence the advice is generic and
general – but no less valid for that. It is basically for policies that would, even in the
absence of an FTA between the EU and India, boost an excluded country’s growth and
economic flexibility by encouraging adjustment and change.
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Chapter 1

Individual excluded countries

We first consider possible policy responses for individual excluded countries. The analysis
above helps to identify broad sectors in which the shock from an EU–India FTA will be
largest on average. Countries concentrated more heavily in these sectors are likely to expe-
rience greater competitive pressures and hence a greater need for adjustment. However,
as pointed out previously, the shocks are mostly very small – quite within the limits of nor-
mal commercial uncertainty. Thus these data alone do not point to a need for specific poli-
cies but rather for sound conditions that allow firms to weather shocks. At lower levels of
disaggregation there may be larger impacts, but again provided that firms can shift to
closely related yet less affected products they will often be able to adjust relatively easily. 

As we have just noted, the advent of the FTA does not change the case for good econom-
ic policy in general, but it might be felt to either raise the returns to better policy, or, more
likely, relax the political constraints on it. In the face of an unprovoked policy-driven wors-
ening in their external economic environment governments might fulminate against the
injustice of the world, but they might also use the opportunity to galvanise public opinion
towards self-help in terms of more demanding but more rewarding policy stances. Many
successful reforms have been born of crisis – the realisation that things just cannot go on
as they are. The EU–India FTA is not a crisis, but it will be a shock for certain countries or
at least for sectors within them. We do not detail a policy cocktail for growth here – both
the standard menu and the criticisms of standard menus per se are well-known – see for
example The Growth Commission (2008) for a recent account and Easterly (2008) for a
counter case. It includes policies such as:

✣ A relatively liberal international trade policy – for example low tariffs and other bar-
riers to imports and exports, effective infrastructure and business services for inter-
national trade, a realistic exchange rate;

✣ A business climate that is conducive to investment and innovation – for example the
appropriability and security of the returns to effort and risk-taking, accessible
finance at reasonable rates of interest, reliable utilities. Some scholars – e.g. Rodrik
(2007) – argue that governments should support experimentation and innovation
by bearing the costs of any positive externalities that they generate, e.g. by offering
start-up finance for new products or sectors, or underwriting certain borrowing.
These are difficult policies to implement without their being captured by powerful
interests, however, and so need considerable governmental capacity. They require a
political system that allows enterprises to fail even if they have received public sup-
port and which firmly locates the objectives of public policy in social benefit via
strong transparency and participation. Thus, while we accept the case in theory for
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addressing industrial (or service sector) externalities, we caution the mostly small
and poor members of the Commonwealth about the dangers inherent in such poli-
cies.

✣ Flexible labour markets: research suggests strongly that where labour markets are
inflexible external shocks tend to be costly because, while the negative effects on
uncompetitive sectors cannot be avoided, the opportunities for competitive sectors
that come along with them cannot be exploited. Governments often fear that in
these circumstances important objectives of social development will be compromised
by resulting loss of employment. This is true, which should speak strongly to the
need to relax labour market constraints, but even where frictions remain, the correct
policies protect workers rather than jobs – i.e. governments should seek ways of
maintaining access to basic services and a minimum income even if an individual’s
job is lost. 

✣ Labour force quality is arguably an element of labour market flexibility, but inde-
pendently it is a means to higher productivity and better lives in general. Thus edu-
cation and health provision will enhance long-run growth prospects and probably
those in the short run too as they allow a fairer distribution of the gains from
growth.

The essential point about these policies is that the FTA does not change the nature of the
case for pursuing them nor even very much the returns to doing so. What is required is
just sound policy for its own sake. 

Certain sectors in certain countries may be seriously affected by the EU-FTA, where tariffs
in the partners are high and the trade flow is very sensitive to prices and competitiveness.
Such sectors may seek government assistance to maintain their levels of activity, but
unless their difficulties are clearly temporary, there is no case for such support – far better
to just accommodate to the new circumstances by allowing these sectors to contract.69

Even where a case can be made that the difficulties can be overcome by a limited period of
support, the calculation needs to be made as to whether this is an optimal use of public
monies and whether such support will really remain temporary.

Where the threatened trade flows are large enough to be important nationally, there may
be even stronger demands for support, but again there is no case for satisfying them. There
is nothing a small excluded country can do by itself to reverse the changes in its compar-
ative advantage that an EU–India FTA might cause, so it is best off living with them and
adjusting to them in a constructive way. An excluded country may, however, wish to take
up with India or the EU the damage that it suffers from their activities and, if no solution
is found, think about bringing a WTO dispute against the parties. Article 24 of the GATT
and Article 5 of the GATS are not entirely unambiguous and there may be scope for
redress. The articles, however, refer to the balance of the FTA across sectors, not sector by
sector, so an excluded country would need to show damages at an aggregate level in order
to prevail in a dispute.

It is better to identify possible problems in advance so that they can be raised with the
partners during the negotiation phase rather than being brought to the table after they
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have struck all their difficult deals and achieved an acceptable balance. By that stage it is
extraordinarily difficult for them to change tack for the sake of external interests. The cur-
rent report helps to inform excluded countries of the broad parameters of the negotiation
and its effects on them, but what they really need is much more detailed and private to the
two parties. Possible responses would be to try to persuade India and the EU to brief their
trading partners (privately), and also to maintain an intelligent watch on local discussion
in India and the EU to identify pressures and requests that are being made. Such monitor-
ing might be done collectively – even, say, by the Commonwealth Secretariat. Excluded
country governments should keep their private sectors informed of developments and also
encourage them to seek, through market contacts, indications of developments that
might place them in jeopardy. 

Excluded countries, especially the ACP countries, which have a special place in EU policy
making, should seek to engage the EU in a discussion of the consequences of their FTAs
for their welfare, and seek to obtain concessions for themselves to obviate the most serious
of anticipated problems. The EU may well feel that for the sake of coherence it should lis-
ten to and act upon the legitimate concerns of such a group of their close partners. Of
course, least developed and ACP countries already have fairly favourable access to the EU
goods market, but in addition to seeking to complete their freedom of access, they may
wish to seek concessions such as improvements in rules of origin, help with achieving and
proving conformity to standards, better access to technologies for testing conformability
or for producing and delivering exports. 

One instrument to encourage such concessions may be for the excluded countries to offer
further liberalisation of their own markets as a quid pro quo for EU concessions. In one
sense, this will appear to be liberalising under duress, but given that import liberalisation
is almost always beneficial to the liberalising country (Winters, 2004), this is not a help-
ful perspective. The ACP countries as a group probably do not have sufficient economic
clout to prevent the EU–India FTA in a power-based negotiation, and a single ACP coun-
try will certainly not have. Thus the question for ACP countries is whether the FTA is bet-
ter (less bad) for them with a negotiated concession or without. Given the relatively small
sizes of the general effects, however, we suggest that attempts to negotiate redress should
be concentrated on a few specific areas, rather than across the board. 

One class of countries have a more direct response to the FTA – and a larger stake in it.
These are India’s two land-locked neighbours – Bhutan and Nepal – which have trade co-
operation agreements with India and whose trading conditions are intimately connected
to those of India. They appear to be heavily dependent on the Indian market and for Nepal
to export to the EU goods that are seriously vulnerable to terms of trade shocks from India.
(The doubt arises because there may be considerable confusion in the data about whether
exports are to India or merely passing through to reach other markets or whether goods
attributed to Nepal and Bhutan in the EU market do actually come from there. Clearly this
is an area where further research may be desirable.) They would be heavily affected by
attempts to enforce the EU–India FTA and should arguably seek access to it or special con-
ditions to ensure that it does not impinge too heavily upon them. 
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Note

69 If the FTA caused trade re-orientation, it corrected a previous distortion and world welfare is

improved by its contraction. If the FTA caused trade diversion, world welfare is not enhanced

by the contraction of the sector, but for the individual excluded country this is of less

significance than the fact that it does not want to devote resources to protecting a sector the

output of which no-one is willing to buy.
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Chapter 2

Multilateral responses

The message of the previous section is not particularly encouraging: even if the shocks to
excluded countries or sectors within them are material, there is not much that excluded
country governments can do about them other than adjust and seek help from the offend-
ing parties. Their best hope is to negotiate, possibly by making market access concessions
of their own, an attenuation of the harm they feel. Multilaterally, the situation is not quite
the same. 

The sum of the even small adverse effects on excluded countries may be significant and,
acting together, the set of excluded countries will have a good deal of negotiating power if
they choose to use it. Article 24 of the GATT offers one route into this negotiation, and it
is far from definitive about what is WTO-consistent in the field of FTAs. Thus, for example,
although the requirement to liberalise ‘substantially all trade’ is interpreted by the EU to
mean the freeing up of 90 per cent of the partners’ mutual trade, presumably, as with the
EPAs, comprising 100 per cent of EU imports and 80 per cent of India’s imports, this has
never been tested in dispute or ruled upon by the WTO’s Committee on Regional Trading
Arrangements. The threat of a concerted challenge by excluded countries could cause a
rethink by the partners. One should not under-estimate the change in customary practice
that such a challenge would imply within the WTO. The convention has been one largely
of mutual tolerance – we will not challenge your FTA if you do not challenge ours. And it
will require considerable coherence among the group of excluded countries. Nonetheless,
it is the view of many trade economists that the trading system would be a stronger insti-
tution if it took more seriously its principle of non-discrimination. 

Outside the WTO, excluded countries may conclude that they should ‘play the FTA game’
harder themselves, negotiating hard and seeking access to deep and meaningful FTAs
with the EU and India – and, indeed, anyone else – in ways that reduce the discrimination
they face and support their own reform programmes. As we noted above, this will require
concessions and will certainly require a serious input of diplomatic, political and techni-
cal resources. It may eliminate net distortions in the world economy and result in greater
market access and deeper institutional reform of their economies, all of which will tend
to enhance their economic performance. 

On the other hand, they may reason that negotiating FTAs diverts attention and effort
from the multilateral system. For example, resources are devoted to writing and reading
this report rather than contributing to the success of the multilateral round, and region-
alism may reduce the interests of the business sector in non-discriminatory trade reform
and liberalisation. Moreover, if the response to the EU–India FTA is for excluded countries
to try to negotiate further FTAs for themselves (as Baldwin’s, 1997, Domino theory pre-
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dicts), even small effects may be replicated many times over as the trading system frag-
ments. Given that there is little reason to believe that we will be able to converge on free
trade through the gradual accumulation of FTAs, the overall losses from proliferation
could be quite serious. Nearly every country is excluded from nearly every FTA, so this
cumulative effect is likely to gravitate to everyone’s disadvantage eventually. 

On this view, excluded countries may wish to oppose the process of creating FTAs in inter-
national fora, not in an instrumental way based on trade calculations of the sort we have
performed here, but as a matter of principle and as a systemic issue which could eventu-
ally undermine the benefits of multilateralism which we currently tend to take for grant-
ed. Of course, in maintaining such a position, they would need to show a small amount of
consistency and limit the extent to which they pursued FTAs themselves. If they conclude
that this is the route to pursue, groupings such as the Commonwealth may become
important focal points of their efforts. 

It would be nice to conclude with a definitive recommendation on the question of the cor-
rect stance for small and poor countries on FTAs and the trading system. However, that is
not the subject that we were asked to explore here. Moreover, the evidence about the rel-
ative merits of these two approaches is complex and ambiguous, and both the policy com-
munities and the economics profession are divided on them, so a thorough discussion
must be postponed to another occasion.
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