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Abstract: This article focuses on potential economic implimag of a free trade agreement (FTA) between threigan
Union (EU) and the Indian Federation. The econamdications are evaluated by estimating an extdrgtavity model for
all existing FTAs with the Indian Federation. Moveg we control for the trade contribution of EUmizer countries in our
econometric model during the period from 1990 W2id8. The results show a significant increaseadg, if there is a free
trade agreement between India and another countgrestingly, we find that India has the largessifive impact from
FTAs with more advanced economies. Thus, we reaffire potential benefits of trade relationshipsveen the EU and

India.
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1. Introduction

India is an important trade partner for the Europdaion
(EVU) and a growing global economic power. It conelsira
sizable and growing market of more than 1 billiczople
with a GDP growth rate between 8 to 10 percent@lgh
today it is far away from the closed market thatsiéd to be
twenty years ago, India still maintains both suliss tariff
and non-tariff barriers that hamper trade, in patér with
EU member countries.

Since 2004, India has become one of the strategiogrs
of the EU. With its combination of fast growth arwd
relatively high market protection, India is an aiyé partner
for one of the EU’s FTAs of the new generation tsthras
part of the ‘Global Europe Strategy’ in 2006 (Shar2009).
Negotiations were launched in June 2007 and theystt
proceeding. The last negotiation round on thatessok
place recently, and the negotiations are expeabedbet
finalized soon (EU Commission 2013).

To evaluate trade flows, the gravity equation imaor
tool in empirical economic research. It has beeadu®
study the impact of trade flows across internatidraders
and especially in the common market in the Europér@on.
Recently, Helpman, Melitz, and Rubinstein (2006)vgln a
seminal paper that a modified gravity model considae
impact of trade between potential trading partnaise

precise. They argue, supported by a theoreticatdwork,
that a lack of trade does not appear randomlgthiar arises
from economic conditions such as trading volumes,
relationships between countries, and the existesfca
common language. We use this extended model tmasti
the potential impact of an FTA between India anel BU.
Indeed, we find a positive contribution of FTAs.

The article is structured as follows. The next isect
provides a literature review concerning econometric
estimates of trade effects, foreign direct investtnéFDIs)
and FTAs. In section three, the methodology, daterasults
will be presented. The implications of the estimatiesults
will then be discussed. Finally, section four caongs the
paper.

2. Literature Review

Several studies in trade literature have documeanted
positive relationship between openness, trade awees
and growth in general (Bhagwati and Srinivasan 1985
Frankel and Romer 1999). More recently studies by
and Sala-i-Martin (1995), Greenaway, Morgan andgfri
(1998) and Baldwin (2003), refer to cross-country
regressions, point out that trade protection resluamgput
growth.

Despite clear evidence of the determinants of ecidno
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growth, such as trade openness or trade agreentedizs,
has been reluctant to open its markets so far. Mexye
economic growth is only one side of the coin, ctiodal
convergence and catching up to industrial countiresthe
other. In the past years, economic convergencering of
GDP per capita in India has been slow despite BgP
growth. According to the World Bank, India rankéeventh
in the world in terms of GDP in 2009. In terms dDI& per
capita however, the situation has not been verguwaging:
in 1984, India ranked number 89 and in 1994, it manber

especially advanced economies like the Europeanb®em
states. Regrettably, there are only a few exiskiigs in
India. The following subsection briefly summarizése
existing empirical research.

One of the first FTAs was signed between India &rid
Lanka (ISL-FTA) on 28 December 1998 and has beéimpu
effect in March 2000. Mukherji et al. (2003) aseekthe
impact of the ISL-FTA and find that it has beenngigant
for the period two years prior and after to thetddization,
except for the garment industry. They also show tha

80. In 2004, India ranked number 75 in the worldISL-FTA has created new trade. Furthermore, a stugy
Ben-David (1993) and Sachs and Warner (1995) shaiv t Joshi (2010) proves that the size of the two hitdtiEading

only open economies experience an unconditional@oa@
convergence.
Helpmann and Hoffmaister (1997) provide similardevice
of positive growth spillovers but only in open eoarmies. In
addition, there is striking evidence by BrunnerQ2)) that
free trade enhances income convergence significantl

2.1. Literatureon FDIsin India

There is a large body of literature about the impzfc
FDIs in India. Singh (2005) conducted an analy$iEDIs
between 1991 and 2005. He explored the uneven hiegms
of FDIs in India and found that FDI had grown graliiy
after liberalization in India in 1991. Shiralashetd Huga

(2009) conducted a study on FDIs and economi ] T ) ‘ - '
o economic efficiency in India. According to Veeramand

development spanning the period from 1991 until 520
They explored that the service sector enjoyed ibe'sl
share of total FDI inflows during this period. Acding to
this study, FDI inflows went up from 409 crore (4.
billion) between 1991 and 1992 to 17,138 crore ($38
billion) between 2004 and 2005 respectively. AlthlouDI
inflows into India have increased, this developnientery
little compared to some developing countries sillaina
or Brazil. For instance, Sathye (2008) discovetet £DI
inflows in India have not grown as fast as in Chihaecent
study by Siddiqui (2009) analyzes the impact offthencial
crisis on FDIs in India. He estimates FDIs and findecline
by 55 percent from $4.4 billion in March 2008 tol4iion
in March 2009.

countries does not matter; both countries benefitably,

Coe and Helpmann (1995) and Comdependent of their size. The Thailand-India FTAETA)

was analyzed by Auansakul (2007). However, he oosfi
that only two out of four product items show an apav
trend in India’s percentage of imports.

The ASEAN-India free trade agreement (AI-FTA) was
analyzed by Rajan and Sen (2004), Schwarz andnrgti
(2004), Bhattacharyya and Mandal (2010). In paldicLee
et al. (2007) demonstrate positive effects to goadd
services but not to financial markets. In additid@eeramani
and Saini (2010) estimate that the AI-FTA has ledah
increase in imports, for instance coffee, tea ayppr. This
development has been driven mostly by trade cneatio
which — compared to trade diversification — incesas

Saini (2010), the government’s revenue loss duéatidf
reduction has been outweighed by the increaseriauroer
surplus.

Finally, Achterbosch et al. (2008) estimated thesiue
impact of an agreement between the EU and Indi@yTh
employed a global economy-wide model and find that
arrangement would lead to a loss for India if itdlves only
tariff reductions, as the Indian economy is not Iwel
integrated into the global markets. Therefore, dkpected
positive effects could erode under an unsucceggtlial
trade reform (i.e. Doha Round). The inclusion ai@agdture
in the agreement, however, would make the deal more
equitable for India. Furthermore, Singh and Serg(@®09)

Pradhan (2008) and Chakraborty and Basu (2002)arsed@1d Sharma and Sengupta (2009) empirically analyzed

econometric approach to investigate the link betweBls
and growth for India. They find a positive contrilom to

further deepening of trade relationships betweerkt and
India and ascertained that it might lead to lossdsdia’s

GDP growth and evidence that GDP Granger cause FJRde balance.

infows in India. Bajpai and Sachs (2000) conducted
meta-analysis and find that despite the existeffieelarge
domestic market, FDI inflows have been relativelw lin
India. They attribute this to poor infrastructuhégh import
tariffs and exit barriers for companies. In additidhe
limited numbers of special economic zones havegathe

This paper addresses a similar question but applresy
econometric approach and not just a pure desceiptiv
analysis. Firstly, the impact of existing FTAs bebm India
and other countries will be estimated. Secondbypibtential
benefit of an FTA between advanced economies, asithe
EU member states, will be measured by applyingnanaon

impact to economic growth in India, too (Herzog andravity model with dummy and interaction variabl¥ge

Weberruf? 2011, Sahoo and Mathiyazhagan 2003).
2.2. Literature on Free Trade Agreementsin India

Our study is mainly devoted to the analysis of freele
agreements (FTAs) between India and other counames

apply this approach to all trading partners of #ndrhis
comprehensive measurement has not been appliecehiefo
India. A state-of-the-art panel regression witheflxand
random effects will be estimated. The results aghli
interesting because our findings close the existimgirical
gap on this issue. Moreover, the findings offer riesights
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for policy conclusions. The next section discussies should export. Using firms' optimal pricing strategy

methodology, the data and the results. including standard covariates such as distancedsst\the
countries and the existence of a common language, w
obtain

3. Econometric Methodology, Data and
Results Ty =a+X +Y +Bd; +w,; + € )

where X; is countryj's fixed effect as an exportey; is
countryi's fixed effect as an imported;; is the distance
between the two countriesy;; is an increasing function of
the fraction of firms of countriythat export to country The
parametere;; is an error term that describes the unobserved

The aim of this paper is to assess the potentehtipative
impact of an FTA between the EU and India. All &ad
relationships between India and its 20 most impurta
trading partners will be considered. We show thgtiicant
and positive trade relationships for the Indianneeoy with b _
other trading partners do exist due FTAs. Moreoves, Variation across countries. _ _
study the potential impact of FTAs with Europeisltvorth It is common in the standard gravity model to eaten
noting, that the estimations in respect of the E& rmade €duation (1) of trade flows;; , without controlling for the
under the current situation, although the bulkeafuction in  impact of the fraction of exporting firms through; .
tariffs is significant but not yet in place and pekpected in However, this is a source of a selection or omittadable

future. bias according to Helpman, Melitz and RubinsteifO@).
They show how to apply a novel methods to corrbet t
3.1. Data sample selection bias, by estimationTof . We use this

theoretical underpinning in a gravity model andreate the
impact for India.

In the econometric model, bilateral economic
relationships between countiyand a number of partner
countriesj are assumed to be a function of the following
variables: GDP of country and the geographic distance
between the two countries. In addition, we collecd
design new variables to tackle and measure thesameéble
effects as good as possible. Trade volume is operntent

variables have been constructed to evaluate thadtmpf v_ariable. He_nce, we estimate the following equatimthe
FTAs and the trade relationship with European staite right-hand 5|de_ we have a constant, two re_:gresmmls as
paper makes use of panel data between 1990 andaz@pg 9r0sS domestic product (GDP) and distance (DIST).
contains the 20 most important trading partneiadit. The Moreover, several control and dummy variables are

panel dataset merges all information from diffeanintries IMmPlemented: Free Trade Agreement with India (FTA),
and years. Neighbor (NBR) i.e. a country with a border to lmdi

Language (LANG), i.e. English, Trade with EU member
3.2. Methodology and Econometric Model states (EU) and some additional interaction vaesbl
Finally, we obtain the following regression equatio

We use a new dataset for this econometric studyadt
been collected from different databases. Someatatéom
the World Trade Organization, the Indian Departmeft
Industrial & Policy Promotion and the Global Trade
Analysis Project (GTAP), which is a global netwook
research, conducting quantitative analyses of ratéynal
trade. The GTAP database is a global databaseiloiegcr
bilateral trade patterns. Additional data for FDss been
collected from national trade accounts, and sedraimy

Following the trade model by Melitz (2003), traddume
between countries depends on the one hand on dorardt Trade;; = a + B1GDP;; + B, DIST; + B3 FTA;; + B.NBR; +
foreign productivity levels. On the other handsibased on BsLANG; + B¢EU + €;¢ (2)
a cutoff parameter measuring the size of the foremgrket
and the transport costs. In the modified modelrawdative
distribution function of firm productivitie8, that has finite
support [6,,0y], is assumed, with9, being the lowest

wheree¢;; is the residual with the usual i. i. d. assumption
This equation is a logarithmic specification. Weireate
several models with different econometric techngque

productivity level andd, < o the highest. 3.3. Empirical Results and Discussion
It is evident that if9, lies between a country’s domestic
productivity ®, and the cutoff parameted}, the home In the following subsection, the regression reswitsbe

firms produce for the home market, but none offitas  discussed. Surprisingly, all econometric resules mbust
finds it profitable to export to country(®, < 6, < ©%) even for several model specifications and different

(Helpman, Meltiz, Rubinstein 2006yloreover,8,, can be econometric techniques. Consequently, the data thed

above the export cutoff parameter of some countrig§odel contain valuable information for numerous
(0% < 6,), so that domestic firms may find it profitable to conclusions in terms of economic policy. The fregults are

export to some countries but not to others. Gelyertle ~ Summarized in Table 1. o _
cutoff paramete®’ is smaller the larger the market and To check the robustness and validity of the mogi,

the lower the trading and transport costs with egua The ~ different models are estimated. Model 1 represehes
variables that affect the cross-country variation @ simple benchmark gravity equation without any colntr

therefore explain to which foreign country the haoentry ~ variables. Except the positive sign for distandesigns are
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as expected. Usually, a negative sign for distémegpected,
due to the fact that the farer away a country,hiigber the
transport costs. There are two explanations why ithnot
the case here. Firstly, if a country exports angdarts very

simple and cheap commodities, transport costs lase ¢o
zero due to economies of scale. Secondly, Indisorsp
many services with ultra-low transport costs. Congatly,
for these services the distance does not mattetgdanition.

Table 1. Gravity Models, Benchmark.

Gravity Model, OL S, Panel Regression, 1990-2008

Independent Variables (1) (2) 3) (4) (5) (6)
Constant 26.374 24.105 24.363 17.462 27.278 27.821
(31.05) (30.68) (30.25) (12.47) (31.59) (32.27)
GDP India 3.483 3.494 3.495 3.497 3.495 3.497
(25.32) (28.68) (28.86) (29.68) (31.85) (32.44)
GDP of trading partners 0.389 0.369 0.366 0.362 0.367 0.363
(9.39) (8.99) (8.84) (9.32) (11.39) (11.14)
Distance 0.152 0.385 0.358 1.180 -1.411 -1.537
(6.11) (10.41) 8.27) (7.33) (-6.73) (-7.34)
Distance? 0.169 0.176
(8.62) (9.19)
ETA (in progress) 0.145 0.046 6.832 -0.034 -0.201
(1.70) (0.42) (5.16) (-0.39) (-1.81)
Neighbo 1.836 1.734 1.967 2.123 1.969
(11.24) (9.23) (14.02) (14.52) (12.42)
Language -0.067 0.011 -0.257 -0.565 -0.458
(-0.51) (0.08) (-2.35) (-4.62) (-3.51)
EU 0.743 0.609 0.553 0.488 0.262
(8.55) (5.42) (6.05) (5.93) (2.26)
0.359 0.578
e (2.14) (3.65)
Distance & FTA £_057§;
R2=0.835 F-statistic: 268.75
N = 380 Sig. (Prob > F) = 0.(

Note: Dependent variable: trade volume. Heterostatiy-consistent t-statistics in parentheses. @atimates (2013).

Table 2. Gravity Models, Panel Regression with Fixed Effect

Gravity Modd, Fixed Effects, Panel Regression, 1990-2008

Independent Variables (1) (2) 3) (4) (5) (6)
Constant 48.215 46.010 46.276 39.390 49.188 49.744
(152.09) (94.14) (90.85) (31.65) (90.48) (88.36)
GDP India - - - - - -
GDP of trading partners 0.389 0.385 0.366 0.362 0.368 0.363
(15.36) (12.35) (12.29) (12.64) (13.83) (13.84)
Distance 0.152 0.385 0.358 1.180 -1.411 -1.526
(4.82) (7.80) (6.97) (8.07) (-7.44) (-8.01)
Distance? 0.169 0.176
(9.74) (10.19)
FTA (in progress) 0.144 0.046 6.831 -0.035 -0.201
(1.51) (0.42) (5.85) (-0.40) (-2.01)
Neighbo 1.837 1.734 1.968 2.124 1.970
(8.02) (7.37) (8.93) (10.32) (9.45)
Language -0.067 0.010 -0.257 -0.565 -0.458
(-0.54) (0.08) (-2.08) (-4.63) (-3.67)
EU 0.743 0.609 0.552 0.488 0.261
(7.39) (4.86) (5.42) (5.24) (2.27)
0.359 0.578
EU & FTA (1.79) (3.25)
Distance & FTA i_0577845)
R2 =0.956 F-statistic: 126.6
N = 380 Sig. (Prob > F) = 0.

Note: Dependent variable: trade volume. Heterostatiy-consistent t-statistics in parentheses. @atimates (2013).

Model 5 and 6, considers a non-linearity in diseawbich
is the case in the real world. In this case, tha shanges to
negative and finally is in line with our expectatso Thus,

the more realistic model shows that distance nmtter
India as well. If the interaction variable “Distanand FTA”
is added, a significant coefficient of -0.795 canfbund.
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Therefore, distance matters for India especialhttie most
important trading partners with FTAs.

All other coefficients have the expected signs baihg
statistically significant at least at the 5 perderel. Most of
them are even significant at 1 percent. The onbeption,
and this is true for almost all models, is the mated
coefficient for language. In simple words: tradimgth
English speaking countries has not a significargaot on
India’s trade performance. All other factors, saslthe GDP
of the trading partners, FTAs, trade with EU mentdtates
and neighbor countries contribute positively toiérgltrade

Econometrics8ssant of a European and Indian Free Trade Agreemen

agreements of today, has a high impact to Indiaésmemic
performance — of about 58 percent. The coefficiant
significant at 1 percent and confirms again theitpwes
impact of trade relationships between India andgbe

In Table 2 and Table 3, we estimate the six mouditls
the panel econometric techniques such as fixedtefind
random effects. The results in both tables confiim
authors’ findings from the previous estimations tok
models in Table 1.

All estimated coefficients in Table 2 and Table® again
robust and significant. Additionally, the overallaity of

performance and domestic growth development. Theske regression models is confirmed by the high stdpl

results are in line with the authors’ expectatiam the
standard gravity model in international trade &tere.

The significant positive impact of trade with EU mmiger
states is however interesting. In the extended imedthe
contribution of trade with EU countries increasedid’s
trade performance by 26 percent. Hence, traddopdtips
between the EU and India have beneficial effeatbéth; in
particular for India. Additionally in model 6, thiteraction
term “EU & FTA” demonstrates that trade between Hu
and India, just with the existing country specffiee trade

R-squaredand significant F-statistics as well as the
Wald-Chi test.

Overall, it can be concluded that India benefits
considerably from trading with other FTA countries.
Moreover, our results demonstrate that India bé&néfom
new trade relationships even more, if the tradiagners are
advanced economies. Consequently, we expect aivgosit
impact from a free trade agreement between the B a
India.

Table 3. Gravity Model, Panel Regression with Random Effects

Gravity Model, Random Effects, Panel Regression, 1990-2008

@ @

Independent Variables

(©) ©) ®) (6)

R 26.374 24.105 24.363 17.462 27.278 27.821
(28.65 (27.40 (27.39 (11.97 (31.70 (32.06
P 3.483 3.494 3.495 3.497 3.495 3.497
(24.83 (28.76 (28.85 (29.93 (31.97 (32.36
. 0.389 0.369 0.366 0.362 0.367 0.363
CIP ol el e e (0.025 (12.06 (11.99 (12.29 (13.35 (13.34
N 0.152 0.385 0.358 1.180 -1.411 -1.527
@.77 (7.62 (6.81 (7.85 (-7.19 (7.73
Distance? ?914619 ?ng??
. 0.145 0.046 6.832 -0.034 -0.201
U e (148 (0.41 (5.69 (-0.38 (-1.94
. 1.836 1.734 1.967 2.123 1.969
el (7.84 (7.20 (8.69 9.97 ©.12
-0.067 0.011 -0.257 -0.565 -0.458
LA (-0.53 (0.09 (-2.02 (-4.47 (-3.53
- 0.743 0.609 0.553 0.488 0.262
(7.23 @.75 (5.28 (5.06' (.19
0.359 0.578
Bl 175 (314
Distance & FTA (057585
Rz = 0.969 F-statistic: - Wald-Chi:287 ‘
N = 380 Sig. (Prob > F)--  Sig. (Prob > chi2) = 0.0C

Note: Dependent variable: trade volume. Heterosstemiy-consistent t-statistics in parentheses. @atimates (2013).

4. Conclusion

The paper confirms a positive and significant impafc

Our study has a little limitation in respect of tHata
horizon. However, the data is reliable and unbiaseky
until 2008 because of the financial crisis andHEueopean
sovereign debt crisis thereafter. In addition, ¢hisronly a

FTAs in India. Moreover, we demonstrate the potnti very limited number of FTAs in India until todayeBpite

benefits of a FTA between the EU and India. We ame

these limitations the estimation results of all misdare

that further trade integration enhance the economimbustand significant. Nevertheless, further reseabout

situation of both the EU and India. The empiricasults
are in line with other studies in the field of imational
trade.

the impact of FTAs on India is necessary in the iogm
years. According to our results, an FTA with the IE$ the
potential to foster India's economic development.
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