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 categories*®.

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 effect*”. 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 positions*8. In Table
I1.8, 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 I1.8 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
I1.8 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 countries*°.

Table I1.7 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 I1.10
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 I1.10 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 O, 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 I1.11 also confirms that Indian cur-
rent preferences are low (as seen in table I1.5), 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 I1.8 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 I1.13 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
I1.14 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 I1.14 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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It will be plain that Table I1.10 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 11.4A
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
I1.4A used data from 2003, Table I1.10 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.

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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