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CHAPTER I

INTRODUCTION



Une of the most important and striking global economic
developments in international economic relations of the
twentieth century was the formation of ‘regional trading
blocs’. However, such tendency towards the creation ot
regional trading blocs was motivated at the end of second
World War. Soon after the end of the second world war, the
Western countries realised the need for forming one
political and economic unif, to minimise any chances of
conflict, which could result in the outbreak of general war.
The main factors responsible for the formation of regional
blocs are political, economic, and cultural interests. When
the tfears ot . cultural deracination are intensified by the
traditional nationalist sentiments, identity becomes an
important issue. The formation of a regional bloc seeks to
displace the traditional nationaiistic sentiments with
‘supranationalism’. The formation of a supranational agency
was regarded as desirable in avoiding the multifarious
nationalist attitudes of the countries. Hence, countries are
hastily trying to form regional blocs, to protect themsélves
trom the nationalist sentiments of +their alien. But, the
more successtfully they become, the more of their power is_
transfused into the veins of a supranational agency, which
has progressivély stripped away the chunk ot their

nationalistic attitudes.
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It is well KkKnown that the economic factors play an
important role in the political configuration of a system.
The relationship between political and economic stability is
inseparable. With the undistorted economy, the countries
could be expected to have political stability.1 Hence, the
move directed towards the formation of regional blocs,
intends to have both politicali and economic motives.
Usually, political motives may prompt in the first step in
the regional economic integration, but, economic integration
also reacts on the political sphere.Z Likewise, it the
i1nitial stages are economic, the need for poliitical unity
arises at a later stage.3® According to Belassa, “"the
economic integration appears as part of a political process
and the final outcome of which is determined by essentially
political factors' .4 Vajda sees that, political unification
and ecoﬁomic integration as 1integral parts  of a
compréhen51ve plan of action to aqhieve greater economic

efficiency, faster economic growth and a more harmonious

1 For details see Augustin Kwasi Fosu, “Political
Instabiiity and Economic Growth : Evidence from Sub-
saharan Africa”, Economic Development and Cultural

change (Chicago), vol.4¥, no.4, July 199Z, pp. 829-41.

2 Bela Balassa, The Theory of FEconomic Integration
(London, 19Y61), p.7.

3 Ibid., p.7.

“ ipbid., p.7.
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pursuit of national, political and economic objectives

Hence, countries enter into the regional blocs with
political and economic objectives. In this system of bloc
tormation, one tfactor 1is used as a means for achieving
another factor. As far as the Western industrialized
countries are concerned, the drive towards the economic
union was motivated by those, whose ultimate a;m wés the
political union ot Europe and who saw economic union as a
means to more specitic economic goals, such as improving the
etticiency of resource allocation, increasing the degree ot

competition or increasing the rate of growth.

The reasons for +the countries to enter into the
regional economic arrangement are analysed as follows. The
main objective of the regional economic arrangement is to
increase the relative economic status of the participating
countries 1in. the arena ot international trade. This is
because of the role of ‘mercantilism’ playing 1in an
international relations. Adam Smith held a definite view on
the evoiution of ‘mercantilism’ in international relations.

In his work, "An Enquiry into the Nature and the Causes of

the Wealth of Nations”, he attacked mercantilism.® He saw
s Frans Buelens, “The Creation of Regional Bloes in the
World Economy', INTERECONOMICS = (Hamburg, Germany),

vol.Z27, May/June 1992, p.125.
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1nternat16nal relations as a "Zero-Sum” game and concluded
that mercantilism was responsible for contflicting relations
between nations.® Hence; the countries with the objective

ot increasing the relative economic strength enter into a

regional economic arrangement. . This is achieved by
increasing the efticiency and competitibeness ot the
participating countries of the regionai economic
arrangement. A central assumption, upon which' the

competitive model rests is that Ricardo’s ‘theory ot
comparative advantage’.”? This theory suggest that, in a
two-commodity. two-state world, stapes willi secure gain by
specialising in producing the commodity, at which they are
relatively more efficient and by then exchanging a portion
of their production with their partner, in order to obtain
the second commodity. Hecksher-Uhlin theorem, which further
elaborated the HKicardian theory of comparative advantage
says that "the economies Wiil eXport those commodities whose
production requires the relatively more intensive use ot
those factors of production. with which they are well

endowed .2 This means a country will export those

(V)

Ibid., p.125. .

7 See David Ricardo, The Principles of Political Economy

({ London, 1969).

8 David K. Whynes and Roger A. Bowles, The Ecopnomic
Theory of the State (Uxford, 1981), p.1l6Z2. .
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commodities which make intensive use of its abundant factors
of production, with which it is endowed. However, the
sources ayailable to each country for the purpose of
production differ both qualitatively and quantitatiQely from
those available to others.¥® No country in the world is well
endowed in all the sources. The countries will seek
‘comparative or absolﬁte advantage’ in the production of
those commodi;ies in which the production is ahead ot other
countries. The production capability of countries differ
with the product resource, that has been available for the
production of those commodities. Hence, with the given
differing resource endowments, the possibilities ot
countries gaining from commodity exchange is hardly in
doubt. 19 Hence, countries seek gains by entering in to a
regional economic arrangement with 1its neighbours to ensure
that the gains from absolute or comparative advantage is

greater than those obtained from the commodity exchange.

It has been argued that the formation of regional trade
bloc maximizes the welfare of the participating countries.

‘Trade maximization’ has always been accompanied by ‘trade

o ibid., p.162.

i Whynes and Uthers, n.8, p.163.
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liberalization’ .31 This trade liberalization could easily
be experienced in enlarged economies. Moreover, the free
trade among the member countries ensures that the benefits
arising out of absolute or comparative advantages are
greater in enlarged economies. The enlarged economy arises
trom the agglomeration of contiguous national economies.
However, within the paradigm of inter-state rélationships,
countries will likely to pursue the logic of trade theory
for gains from trade, which is achieved by some degree of
specialization.12 This could be obtained at the expense of
abandoning some degree of sovereignty to others.13 The
tormation of regional tree +trade bloc and its welfare
eftects  remunerate the abandonment of some degree of
sovereignty of member countries. Moreover, in a s?stem ot
free trade, the confiicts in economic interests among the
member countries would be curtailed. Under a system ot free
trade, Schumpter avers there would 5e conflicts in economic

interests neither among different nations nor among the

corresponding ciasses of different nations” .14 Hence, 1in
11 see BS.M. Dutta, “Economic Regionalization in Western
Europe: Asia - Pacific Economies (Macroeconomic Case:

Microeconomic Optimization)”, The American Journal of
Economic Keview, vol.8Z, no.Z, May 199Z. -

iz Whynes and Others, n.8, p.163.
13 Ibid., p.183.

14 Ibid., p.165.
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the tfree trade modei, it is the vehicle of unhindéred
competition between trading partners that ensures the
attainment of maximum potential of comparative advantage.
The neo-classical approach seems to suggest that the more
open the inter-state economic competition becomes, then the
higher are the gains trom the trade that may be realised,

and accordingly, the lower will be the level of inter- state

contlict. 15

The relatively strong power position ot a trading bloc,
poth economically and politically, 1is based upon the

tollowing three factorsl®

(i) The loss of efficiency reéulting from an orientation
to the domestic or internaivmarket is considerably less for
a trading bloc than it would be for a single country.

(11) A trade bloc 1is less reliant on imports from third
countries and thus less vulnerable to retaliatory measures.
(ii1) A bloc can also influence the ‘terms of trade’ in its

own tavour more easily than can individual countries.

156 Ibid., p.165.

ie Diana Brand, “"Regional Bloc Formation and World Trade”,
INTERECONUMICS, voli.Z7, November/December 199Z, p.Z275.
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On the basis of these three factors trade blocs are
formed, by the structural adjustment of the integrated
countries’ economic and development policies. This enéble
the expansion of the market specialization and mass
production, the use of production factors_ on a broader
economic area, increased competitiQeness, high profits and a
better standard of living. The advantages one hopes to gain
from regional trade blocs - consist in an incréased economic
power flowing - are evident from the fact that a large
internal market allows market potential to be more fully
exploited and better ﬁse to be made use of the benefits of
specialization. Thus, the formation of regional trade bloc
increases the competitiveness and consumer demands, there- by
strengthening the relative position of lthe' concerned
national economies in international trade. Each of these
regional trade blocs are strengthening their own position
and preparing -themselves to meet the future challienges and
capitalise the opportunities available at present or in the
future at the cost of the non-member countries.1? They are
also attempting to improve the economic relationship with
the rest and simultaneously trying to retain and increase

their market _ share by enforcing and improving the

17 Binay Kumar, “EEC 1992 : Oppurtunities and Challenges"”,
Monthly Commentary on Indian Economic C(Condition, (New
Delhi), vol.xxx, no.l2, Jduly 1989, p.lo.




9
competitiveness.3® Such trading blocs are engaged 1in intra
and inter-regional links and thus laying the ground work for
greater ©political stability and lesser wvulnerability to

global policy shifts or recessions experienced earlier.1¥®

The objective of the regional trade bioc is to increase
the welfare of the member countries. According to Pareto,
"an increase in one man’s welfare leads to an increase in
social welfare of any other members of the group”. Within
the region, Viner points out, "the bigger the size of the
integrated market, involving more nation states, the greater
will be the beneficial effects of economic integration”. As
tfar as the developed Western economies are concerned, an
incréase in the size of the market itself leads to an
increased benefits. Hence, countries forming the regional
trading bloc also form the single enlarged mérket thereby

increases the benefits accruing from an enlarged market.

After the establishment of the regional trading blocs,
countries try td maximize the economic gains arising out of
the trading blocs, by removing the trade barriers, that

hitherto .disturbed the intra-regional +trade. The basic

18 Ibid., p.14.

18 Ibid., p.10.
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principle lies behind the formation of regional trade bloc
is to increase the intra-regional trade by increasing the
efficiency and competitiveness of the participating
countries. But, increasing the intra-regional trade by
removing all the barfiers among the member countries, need
not necessarily increase the efficiency and competitiveness
of the trade blocs. The rapid growth of intra- regional
trade 1is not necessarily .incompatible with increasing
competitiveness. 2% Hence, increasing the intra-regional
trade by removing all the barriérs, results in certain
degree of discrimination favouring the countries within the
blocs and against the trade with outside the world. Whenever
any such discrimination occurs, it leads to a distortion in
the structure of international trade and hence to
inefficiency, as trade is no longer able to conform to the
principle of comparative advantage.2! Finally, the trade
blocs result an increased intra-regional trade and decreased
trade with the non-member countries, without increasing the
etficiency - and competitiveness of the participating
countries. An analysis of trade and foreign investment flows

during the 1980°s does not lend much support +to the

20 Friedrich Von Kirchbach, "Euro - Asian Trade : The
Stepchild ~ Takes OUver", Inter Economics,
september/October 1992, vol.27, p.Z245. '

21 Brand, n.16, p.276.
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conventional wisdom of emerging trading blocs in the world

economy . £2

The +trade policy of the trade bloc is characterized by
a dichotomy between the commitment to liberal GATT rules and
the desire +to shield domestic products from foreign
competition.%3 The resulit is an increasingly complex trade
policy regime, which is highly selective among products - and
extremely discriminating among the countriés.24 The GATT
rules only allow members to group together into regional
free zones, if they pledge that the trade barriers facing
the third countries will not be increased.28% The rise of
trade blocs in a multilateral +trading system reduces the
importance ot ‘inter-dependence’ and increases the
importance of ‘regionalismf. However, the threat of
increased bilateralism and regionalism is inherent in the
trade -policies of the trade blocs. Indeed, a recent IMF

study points out the fears about the creation of regional

22 For further details see Ulrich Hiemenz, “Asian-Pacific
Leadership : Implications for Foreign Economic Policy
of Japan and the U.S8" (Institute of World Economics,
Kiel), Working Paper no.466, 1991.

23 Peter Nunnenkamp, "The World Economy at the, Cross
Roads”, INTERECONOMICS, vol.Z27, September/October 199Z,

pPp. 237- 240.

24 Ibid., pp. 237-49.

25 Brand, n.16, p.<274.



12

trading blocs and the retaliatory measures taken to protect
the domestic economy from the third countries. The study
observes, "... tfears about the creation of economic and
trading blocs have been aroused by the increaée in bilateral
trading arrangements; retaliatory measures of a bilateral
nature, and trade measures implemented within regional
groups “26 The trade blocs are bilateral in nature.
.Any steps taken to foster the two-way growth would alter the
direction of growth in a multilateral +trading system. This
directional change in a multilateral +trading system imposes
challenges on countries, which have been late comers in
industrialization and urbanization.27 Hence, the process
of bloc formation is advantageous to the countries of the
trade blocs, with the consequence that non-member countries
might become subject to relative decline. 28

In this emerging scenario of regional trading blocs,
the 'Single Enlarged Market’ (SEM) of the European Community
(EC) gains importance, because of its ‘Fortress’ nature. The
procedures for the establishment of the SEM were completed

.by the end ot 1992. The SEM has started its functioning from

26 Ibid.
27 Kumar, n.17, pp.1¢-12.

. 28 Ibid., pp.19-12.
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1 January 1993. The SEM is the single largest protectionist
market in the world, consists of 346 million high spending
consumers.<? [t accounts tor about ¢©¥ per cent of world
trade. For the EC, the volume of foreign trade accounts for

about 50 per cent of its ‘Gross Domestic Product’ (GDP).

The average ‘Gross National Product’ (GNP} growth rate
of the EC stands at 2.3 per cent per annum and the trade
within the region grow at 8.3 per cent per annum.39 The
formation of the SEM is 1ikely to <c¢reate imbalances and
distortions in international trade . The functioning of the
bEM is Euro-centric and it 1is likely to weaken the third
countries trade with the EC. In receﬁt_years, the EC’s trade
with the rest of the worid has come down to 5 per cent per
annum.31 [t finds that its 1intra-regional trade 1is more
profitable than 1ts overseas trade. 2 A continual increase
in the share of the member countries’ total exports is taken
up by 1ntfa—community trade.33% I1f the same trend is

extrapolated until the year 20090, only 30 per cent of the

29 Ibid., pp.1y-12.
3 Brand, n.l6, p.276.
31 Ibid., p.276.

e Ibid., p.277.

[
w

Ibid., p.278.
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EC’'s trade will then lbe‘ lett over tor the third
countries.34 The gradual move towards a ‘Common European
currency’ wiltl undoubtedly generate tremendous positive
ettects 1n respect of the development of the intra-community
trade. s% The 1ncrease in intra-regionai trade will
gradually crowd out world trade, though it doesnot mean that
world trade would decliine in absolute terms. But, 1t does

mean that the growth rate is 1likely to be concentrated

chiefly within the k(. e

The external implications of the SEM are ot
considerable interest. The developing countries, with 1its
diversitied nature of economy, would be atfected most by the
creation of the SEM since these countries accounts for the
world’s largest poor. It 1s likely to weaken the developing
countries bargalning power 1n international trade, and would
adversely attfect i1ts economic development. The developing
countries - non-contiguous and often heterogeneous - find
themselves in a disadvantageous position in its trade Qith
the EC. This 1s particuiarly true for India, which is Jjust

begining to globalise its economy and making the transition

sS4 Ibid., p.278.
a8 Ibid., p.27Y.

36 ibid., p.279.
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from an inward looking, import substitu{ing, public sector
based economy to an outward looking, export promoting,
privatisation based market economy. Moreover, the SEM of the
EC is its single largest partner and industrial
collaborator. More than 4¥ per cent of its trade 1is traded
annually with the EC. india exports ¢5 ©per cent vof its
product to the EC and imports 33 per cent of the products
trom the EC.37 [It’s trade detficit with the EC has been
increased by six fold.3®8 At the end of 1994, India’s trade
detficit with the EC stood at ECU 3.30 billion, which is
above 50U per cent of India’s total giobal deficit, and 1is
considered to be the largest tor any developing country.S3¥
india’s share in global imports of the EC continues to be
negligiblie. In the last rquarter century, India ' drew its
penetfits from its trade relations with the EC, but only as a
non-associate partner in the outermost circle of the EC’s
external relationships. The E C’s exports to India,
constitute oniy ¥.5 per cent of its total exports in the

worid trade, and its share in the E.C’'s total imports was a

mere ¥Y.4 per cent.

37 Kumar, n.17, p.11.
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India happens to have a predominantly agricuitural
economy, in which agriculture is a source 6f livelihood for
about 70 per cent of its population. Agriculture remains the
Priority sector in India’s economic development. The
strategic importance of the agricultural 'sector in India’s
economic development primarily lies ~in the fact that it
provides iivelihood to about three-tfourths of the country’s
population and accounts for about 38 per ceht ot the
national income.4%? Agricultural exports constitute about
25 per cent of India’s total exports.4l Agriculture has
been not oniy the prime economic activity of an overwhelming
proportion of India’s population but also the fulcrum around
which its economy has revolved for ages.42 India’s exports
to fhe EC mainly consists. of agriculture and agro-based
products. More than, 25 per cent of India’s total exports to
the EC are from agriculture, with food items alone
constituting more than 99 per cent of total agricultural

exports. The agro-based products also find important place

40 M. Dattareyulu, “India’s Agricultural Exports
Performance, Policies, Problems and Prospects"”, Foreign
Trade HKeview (New Delhi), vol.xxii, no.3, October-
December 1987, p.302.

41 Ibid., p.3@2.
4z See R.C. Umnmat, "Agro-Exports : Performance . and

Prospects”, Monthly Commentary on India’s Economic
Condition, vol.xxx,34Y, no.l, August 1988, pp.17-22.
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in India’s external trade with the EC. They accounts for

about 33.6 per cent of India’s total exports to the EC.

The c¢reation of the SEM is cruciai tor India., in its
trade relation with the EC. In the S5.E.M, trade policies are
tignhtened to protect the national economies. This has been
accompanied by the protectionist policies. All these
protectionist pclicies ensure the "Fortress notion of the
EC. The discriminating policies, that have been announced to
increase the 1intra-regional trade and to 1increase the
industriél efficiency and competitiveness of the countries
ot the  EC limits India’s neéotiating options 1in
international trade. Whatever may be the changes taking
place in the Kk(C’'s trade poiicies, India 1is affectedveither
directly or indirectly, because 5¢ per cent of India’s

global trade deficit is accounted for by the EC.



CHAPTER 11

CONCEPTUAL FRAMEWORK FOR STUDYING THE EFFECTS OF

SINGLE ENLARGED MARKET FOR NON-MEMBER COUNTRIES.
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The possible effects of the 3EM for the non-member
countries are analysed by studying the effects of economic
gains and losses of an eniarged economic area tfor the
member and non-member countries respectively. In this
conceptual tramework, the effects of the SEM are analysed
into two broader perspectives: (I) By studying the positive
and negative effects ot the SEM within the ‘customs union
tramework’; and (1I) By studying the nature of the
protectionist policies used in the customs union, which is
used to protect its domestic industries against the imports

from the non-member countries.

STUDYING THE EFFECTS OF THE SEM FOR THE MEMBER AND

NON-MEMBER COUNTRIES -

‘The theory. of customs union’ has been confined mainly

to study the etifects of agglomeration of contiguous
national economies, on both the member and non-member
countries. The ‘customs union theory’ has been detfined as a

branch ot ‘taritt theory’, which deals with the etfects ot

geographically discriminatory changes in trade barriers.:

1 Melvyn B. Krauss, the Economics of Integration : A Book
of Keadings, (London, 14973), p.33.
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The welfare gains and losses of the customs union could be

studied from a number of different postulates. They are

(a) Trade creation; (b) Trade Diversion; (c¢) Economies of
scale (d) Terms of trade effects; (e) Effective allocation
of resources,; (t) Cost-reduction eftect; (g)

Trade-suppression eftect; and (h) Trade modification etfect

The effects of customs union on. both the member and
non- member§ have been analyzed by wvarious economists like
Jacob Viner, Bela Balassa, K.G Lipsey, J.E. Meade, Kreinin
Mordechai, Tibor sScitovsky, W.M. Corden, Richard Pomtret

and others. Jacob Viner was pioneer in studying the etffects

of customs union on both the member and non—-member
countries. He provided the familiar concepts of ‘trade
creation’ and ‘trade diversion’ and made a distinction

between the trade creating and trade diverting ettects of

customs union.2 In the later period, the trade creating
and trade diverting aspects of customs union had further
been analysed by W.M. Corden with the ‘cost-reduction’ and

‘trade suppression effects of customs wunion.3 Richard

2 See Jacob Viner,. The Customs Union Issue, (New
York,1950).

3 W.M.Corden, "Economies of Scale and Customs Union
Theory”, pp.33-43 in Alexis Jacguemin and Andre Sapir,
ed., The BEuropean Internal Market: Trade and

Competition (New York, 198Y).
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Pomfret studied the effects of customs wunion by adding the
‘trade modification’ aspect of customs union.4 In addition
to the trade creating and trade diverting effects of
customs union, Bela Balassa analysed the effects of the
customs union with the ‘terms of trade’ and ‘production

effect’ aspects of an enlarged economic area.

The +trade creating and trade diverting aspects of
customs union are analysed as follows. Under the
assumption of Zero-transportation costs, the world market
price of any commodity will be equal to the cost of
production in the lowest cost country.® It follows that,

countries whose production costs are higher than the sum of

the tarift and the world market price, will import the
commodity <from the lowest cost source, while other
countries will produce it domestically.® Now, it 1is

assumed that a customs . union is formed between the
geographically adjacent countries and the production cost

varies greatly among the member countries of the union. As

4 Wilfred Ethier and Henrik Horn, "A New Look at Economic
Integration”, p.73 in -Alexis Jacquemin and Andre Sabir,
ed., The Furopean Internal Market : Trade and

Competition, (New York, 1989).

5 Bela Balassa, The Theory of Economic Integration
(London, 19Y69), p.2b.

&

Ibid., p.25.
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a result, some of the producers will capture the whole
union market, the others stop the production. Now, the
union countries are broadly classified into ‘'producing’ and
‘non-producing’ countries . When the union is formed, the
prdducing countries will capture the whole union market.
The others going out of business. Hence the costs. of
production fall in the producing countries of the union. As
a result rof the. agglomeration of contiguous national
economies, a ‘principle of ‘specialization’? arises in
customs union. Hence,the average costs of the producing
countries’ products fall. As a consequence of this, the
total costs of producing the products also declines in
customs union . This effect consists of two parts: (a)
non-producing countries’ expénsive domestic production is
replaced by the imports from producing countries’, which are
cheaper to produce; hence, there has been a movement to a
cheaper source of supply through the opening up of trade
'betngn the member countries of the union. As a result of
free trade among the member countries , some inefficient
production within the union is replaced by imports from
other efficient-member countries of +the union, and this

" diminution of relatively inefficient production is known as

7 Corden, n.3, p.34.
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‘trade creation’.® Hence, the trade creation entails a
shift from high-cost to low-cost of source of supply; (b)
the producing countries’ now obtain their domestic supplies
from the increased production and decreased production
cost. This effect is called the ‘cost-reduction effect’.®

In the formation of customs union, the member countries-
abolishes trade barriers among themselves and maintaining
it against the non-member countries, by introducing ‘common
external-tariff’ on goods imported from +the non-member
countries. It is assumed that this tariff rates are ‘made to
measure’, at levels, designed +to make the tariff inclusive
import price Jjust equal to average costs, including normal
profits, hence avoiding any excess profits.i® As this
tariff 1level increases, the imports of the goods from the
non-member countries to the union countries, will ©be
restricted. This effeét consists of two parts: (a) The
non-producing countries of customs union replaces the import
from the non-member country with those from the producing

countries of the union. The latter are dearer than imports

8 Mordechai E.Kreinin, Trade Relations of the EBEC : An‘
Empirical Investigation (New York, 1974), p.20.

9 Corden, n.3, p.34.

12 - Ibid., p.35.



23
from the non-member countries, since otherwise the producing
countries of the union would not have needed the formation
of the customs union to break into the non-producing union
countries’ market.ii Ag a consequence, imports from the
non-member countries are replaced by relatively less
efficient sources from within the union. This shitft of
purchases from the low-cost outsider to high-cost domestic
producer 1is known as ‘trade ,divérsion’.lZ The trade
diversion losses to the non—producing member countries of
the union, will be equal to the loss of tariff revenue on
imports trom non-member ¢ountries.13 For fhe union as a
whole, the trade diversion loss may be less, since the
producing countries of the union obtain their own profits
at lower cost now, so that, there 1is the ‘cost-reduction

effect’ equal to the extra-profits earned at home.1%

The ‘production reversal’lt .effect also seems less
likely in the formation of customs union. This is based on

the assumption that the production in the non-producing

A1 | Ibid., p.36.

12 Kreinin, n.8, p.2®.f
13 Corden, n.3, p.36.
14 Ibid., p.36.

15 Ibid., p.36.
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countries now starts and its producers drive the producing
countries’ producep out of Business and capture the whole
union market. His costs will be less than the producing
countries’ costs, so that this time there is a trade
creation gain through the producing countries’ obtain its
needs from a cheaper source. The cost of the newly
established producers, when they are supplying the whole
union market must be greater than the cost of imports frgm
the non-member countries, for otherwise they could have
become established even before the union was formed.186
When the imports from the non-member countries are replaced
by domestic production, there is a ‘trade-suppression
effect’ .17 1t is akin to the trade diversion effect, since’
a dearer source replaces a cheaper source, but this time the
dearer source is a newly established domestic producer, not
the partner country.28 From this discussion, it is said
that: (a) In non-producing countries, {(which is now
producihg the commodities with the producing countries of
the union), there will be 2a trade creation effect. It will
have two components: the production effect results from the

replacement of dearer domestic production by cheaper imports

16 Ibid., p.36.
17 Ibid., p.36.

18 Ibid., p.36.
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from the producing Sountries, and the consumption effect
results from the increased consumption induced by the lower
domestic price; (b) In producing countries, there will be

a cost reduction gain going to its consumers.

The first step taken in the formation of customs union
will be the agglomeration of contiguous national economies.
As a result, the number or producers in the union will be
reduced and the size of the firm will be enlarged. This is
likely to increase the ‘economics ot scale’ the
‘efficiency’ and the ‘competitiveness’ otf the producers of
the union. The enlargement of the firm size and the
reduction of the number of producers will then lead to a
cost-reduction gain. In addition, trade across the borders
increases as a-result of ‘product differentiation’.1® This
would not aftfect the consumers demand in the union
countries, since the number of firms the consumer can choose
to purchase is the same as before; but the consumers choice
is 1l1imited in choosing the variety of products produced in

A3

difrerent customs union countries.

From the above mentioned discussion, it is summarized

that, when the customs union 1s'formed: {a} the production

Lo lbid., p.49.
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will expand as the partner’s market 1is takenover
(cost-reduction effect) (b) the production of others will
cease as the domestic market is vacated fér the partner
(trade creation effect); (c) the imports from third
~countries may cease, beéause they are replaced either by
imports from the partner (trade diversidn effect) or by
domestic producfion (trade suppression effect). All these
tour etfects will occur at the same time in the customs

union.

All these four effects of customs union affect the
third countries trade with +the member countries of the
union.. The consequences of these four effects of the
customs union are generalised as Zfollows:

(i) The +trade creation 1is always accompanied by trade
diversion. The increase in trade creation also 1increases
thé trade diversion. The trade creation eftfects of the
customs union increases the intra-regional trade of the
customs union countries. At the same time, the trade
diversion effect of the customs union diverts the third
countries exports to the member countries in such a way,
that some of the member countries’ demands are satisfied by
the supplies from the other member countries of the union.

This diverting nature of the . customs unicn results in
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‘trade—éuppression effect’. As a resqlt, third countries
trade with the customs union countries will be restricted
and reduced. (not 1in terms otf the volume of increase; but,
in terms of the rate of increase in volume)

{ii) The welfare gains of customs union increase with the
increase of ‘economies of scale’ and ‘efficiency’. This
results in ‘cost—reducﬁion effect’. The cost reduction
eftect affects the international prices system and distorts
the 1nternapional commodity prices. The fluctuations in
international commodity prices put the third countries in a
disadvantageous position in its trade in a multilateral
. trading system, as even a small change in international
commodity prices adversely atfects the third countries
trade with the rest of the world.

(iii) As a result of the cost reduction effects of customs

union, the tariftf rates will be increased against the third

countries and in tfavour of the member countries. In a
customs union , tariffs are provided to allow the domestic
producer to cover his production costs plus the normal

profits. 1t will be increased in  such a way, that the
prices of the protected products would be lower thaﬁ the
prices of any foreign sources plus the import tariffs.
Otherwise, the prices of the imported products plus the

import ‘tariffs would be lesser than the prices of the.
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domestic products in the member countries of the union.
Moreover, thg member countriés of the union, trade among
themselves without any taritfs on intra-regional trade. As
a result of an elimination of taritffs on goods traded
internally, a change in trade occurs with the third
countries. This has been described as the
‘trade-modification effect’. Hence, as the cost reduction,
effect in the customs union countries increases, the trade
modification effect also increases. The trade modification
effect of customs union restricts the third —~countries
trade “with the custom union countries. Moreover, it

prohibits the third countries from increasing its share in

international trade.

11 STUDYING THE NATURE OF PROTECTIONIST POLICIES USED IN

CUSTOMS UNION

Une of the important reasons tor implementing +the
protectionist measures against the third countries and in
tavour ot the member countries 1is that ‘depressions’
(whether of general cyolical_type or of lLong-term type).
The depression in fallipg prices of particular products,
generally leads to an increase 1in falling prices. The

falling prices automatically increase the protective
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incidence of specific measures. Moreover, +the principle
motive for the protection is defensive-to protect sectional
income levels from decline-and it is mnatural, that when
demands ‘for the products of a country’s industries fall,

commercial policy should try to reduce or exclude foreign

competition.<® The main objective of this commercial
policy is to exclude the foreign competitors in domestic
market and also to increase the country’s share 1in

international trade, there by ensuring the economic growth
and prosperity. It is generally said thét, in proionged
prosperity, industries become less dependent on protection
and are less likely to 1insist that a trade barrier be
maintained as an insurate against intensified <foreign
competition in future. 21 The converse ot this
generalisation is >that, the economic growth and prosperity
reduces the protectionist nature of the commercial
policies. However, in contrary to this popular view, in a
proionged prosperity, protected industries cannot be
expected to rise their efficiency and competitiveness and
they become more dependent on the protectionist measures.

Moreover,. the restriction of imports will stimulate the

29 Donald Altschiller, ed., Free Trade vs

Protectionism(New York, 14Y88), p.11.

21 Ibid., p.11.
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expansion of some industries, it will cause other
industries to reduce their écale of operations.Z22 The
latter are the relatively efficient export industries. 23
Thus protection results in a ¢ misallocation of resources’
in the 1import-competing industry.=2¢ 1t will discourage
investment in those industries, whose ‘international
comparative advantage’ 1s the largest and will stimulate
less protitable industries.2® In the import-restricting
country, the fact that export earnings may decline, will not
necessarily weaken the demand for imports. As a result,
protectionism can lead to an increase in the international
indebtedness of that country and a decline in 1its credit
worthiness. 286 In this situation, the protectionist polices
cannot be expected to rise +the protected countries’
industrial efficiency and international competitiveness.
Hence, it is clearly said that the protectionist measures

that have been implemented against the outsiders, reduce

their own industrial eftficiency and international
2z Sima Liberman, The Economic and Political Roots of

the New Protectionism (New Jersey, 1988), p.138.

23 Ibid., p.138.
24 lbid., p.138.
25 Ibid., pp.138-39.

z€ Ibid., p.139.
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competitiveness. This decreased efficiency and
competitiveness agaih reflects in the intensification of the

protectionist measures against the third countries.

II.1. METHODS OF PROTECTING THE DOMESTIC INDUSTRIES

There are generally three methods of protecting the
national economies from external competitors. They are
(1) Subsidies; (ii) Tariffs; and (iii) Quantitative import
restrictions. The economists have tendered to prefer the
methods in the order, to prefer subsidies to tariffs,
because they distort only the production pattern and not
the consumption pattern; and to prefer both subsidies and
taritffs to quantitative import restrictions because of a
predisposition intavour of the price mechanism and because
of the monopoly profits that may be reaped under a scheme
of guantitative restriction by' the holders of the licenses
to import. 27 Moreover, the quantitative
restrictions-whether on trade, consumption or
production-can never achieve more than can be achieved by
tariffs or subsidies, as there will always be a shadow

tarift or subsidy implicitly in a quantitative

27 A.K. Dixit and V. Norman, e G
Trade(Cambridge, 198%), p.165.
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constraint. 28 The. final | objective ot all these
protectionist measures is to achieve the desired productive
eftfect with the rise in the standard of 1living of the
people 1in the protected economies. All these protective
measures have been used against the third countries in
customs union. These protective measures have been
intensified, when the participating countries of the
customs union are increased. . This 1is mainly due to a
‘systemic change’, that takes place in the formation of a
single enlarged economic area. In this transition period,
the member countries of ~the customs -union, further
intensify the protectionist measures against the third
countries, in such a way that the weltare gains arising out
of the formation of an enlarged economic area offset the
welfare losses in customsv union. These protectionist
measures, which have been used " to protect the national
economies in an enlarged economic area, distort the third
countries bilateral trade with the customs union countries

and increases the third countries external trade deficit

with the customs union countries.

28 Liberman, n.ZZ, p.139.
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I1.1.1 PROTECTING THE DOMESTIC MARKET ThROUGH SUBSIDIES :

In a customs union, subsidies have been used as an
etfective protectionist measure in protecting the domestic
industries against the third countries. The motives behind
the induction of subsidies are of course many and varied.
However, the general puréose ot subsidy is to keep down the
price of a commodity, that is to maintain a level of demand
sutficient +to prevent a decline in the activity of an

industry. But, the purpose of giving subsidies has been

misused 1in customs union to protect the inefficient
domestic industries from the external efficient
competitors. Generally, subsidies are given to an ‘infant

industry’ to raise 1its efficiency and competitiveness in the
wake of its establishment. Such subsidies are given to an
infant industry, untii it finds itself in an advantageous
position in international trade. Soon atter the infan£
industries gained the efficiency and competitiveness, the
subsidies given to them should be stopped, otherwise,
according to the ‘economic theory of subsidy’, it would

result in the backwardness ot its own industries.

The supportive arguments of subsidies should be

analysed within the customs union framework. In a customs
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union, two kinds of subsidies are given to protect and
promote the domestic production. They are : (i) Production
subsidy; and (ii) Export subsidy. The production subsidy is
given to encourage the domestic production and the export
subsidy for the promotion of domestic products. In a
customs union, the production subsidy analysis is supported
5y an infant industry argument. But, in real analysis, the
production subsidy analysis should not be supported by the
infant industry argument in the customs union framework.
This is mainly due to the differing efficiency and
competitiveness of the member countries of the customs
un;on. When a country enters into the customs union, a
systemic change takes place both in its production and
promotion structures. This is transition period for
countries entering into the customs union. In +this
transition period, the structural adjustment policies have
peen used in an the enlarged economic area, to reduce the
economic disparities amohg the participating countries of
tne customs union. This is the first step taken 1in an
enlarged economic area, to make the countries equally
efficient and competitive. The structural adjustment
changés, that have been taking place in the formation of
customs union, are more likely to reduce the efficiency and

competitiveness ot the concerned national economies.
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Moreover, in customS union the concept, '‘infant’ has been
misunderstood and misused by the member countries. The
concept ‘infant’ actually refers to an industry which is at
the initial stages of its existence. An industry cannot be
considered as an infant even after the decades of its
existence, and it cannot become the infant industry, when it
loses 1ts reitative efficiency and competitiveness against
the third countries. Hence, an ‘infant industry’ |is
distinguished from an ‘inefficient industry’ in its period

ot existence.

Every industry at the 1initial stages of its existence
will be'relativeiy less efficient than the ‘developed
industries. At this .stage, subsidy becomes necessary. Buf,
the production subsidy argument of customs union seeks
support from an intant industry argument. If an industry
still shows relative weakness in its competition against

the - third countries, it should considered as an

‘inefficient industry’ and not as an ‘infant industry’.

The members of the customs union argue that the member
countries loses 1its relative position in its competition
against the third countries, because of the structural

changes, that have been taking place in the formation of
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customs union. The structural changes taking place in the
customs union 1is a result of an = agglomeration of
diversified, contiguous national economies. However, at the
same time, the agglomeration of contiguous national
economies also results in an ‘effectiQe allocation of
resources’ and an ‘economies of scale’. Moreover, in customs
union, the welfare gains arising out of an enlarged economic
area, outpaces the welfare losses arising out of the
implementation of structural adjuétment policies. Hence, in
an enlarged economic area, an enlarged industry may be
inefficient at the initial stages of its existence, but in
the long run it results in an increased efficiency and an
increased production. Hence, in the customs union frame%ork,
the infant industry argument given 1in support of the

production subsidy becomes meaningless.

An ‘export subsidy’ has also been used as an effective
protective measure in restricting the imports from the third
countries. This is given to an industry to promote its
‘exports in the arena of international trade. The export
subsidy argument should be analysed with the production
subsidy argument in the customs union framework. This is
mainly due to the fact that the export subsidy is given at

the same time, when the production subsidy is also given. As
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aiscussed earlier, production subsidy given to an industry
may resuit in an increased efficiency and an economies of
scale. An economies gf séaLe increases the productive nature
of an industry, there by increasing the surplus ot
production. The increase in production increases the supply
ot commodities to the society. According to the ‘law of
supply and demand’, whenever there is an increase in supply
there will be a downward pressure upon the price. In
addition, the cost-reduction effect of customs union also
reacts on the downward price, which is arising out of an
increased supply and decreased demand. The decreased prices
ot commodities encourages the consumers to consume much of
the products produced domestically. This is evident from the
tact that the tformation of an enlarged economic area
increases the intra-regional trade. The increase in intra-
regional trade reduces the member countries extra-regional
trade. At this stage, export subsidies given to‘%he member
countries to increase 1its exports results in surplus of

production; there by results in price discrimination of

commodities in international trade. The surplus of
production in a customs union increases the world supply
and decreases the world demand for the commodities. The

world prices of any commodity is determined by world demand

and supply. The surplus of production of the customs union
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iﬁcreases the world supply of commodities. The adverse
change in the supply of the union countries reduces the
world demand, thereby reduées the world commodity prices
considerably. At this stage, the export subsidies given to
the member countries to increase its share in international
trade results in price discrimination. In addition to this,
the production costs of commodities and its higher
transportation costs make the third countries commodity
prices higher than those of the customs union countries.
Hence, the demand in the commodity is shifted from foreign
to domestic goods. The shift of demand from outside to
inside suppliés will also tend to depress the relative
prices of imports. and so improve the union countries’ terms

of trade. As a result of this price variation, the third

countries are also forced to lower down their marginal
profits. The decrease in the marginal profit adversely
attects the third countries negotiating options in

_international trade.

From the afore mentioned discussion the possible

effects * of subsidies, for ~both the member and non-member

countries are summarised as follows. .
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1. A subsidy is not a first-best policy; it introduces
distortions that otffset its benetits.z2®
2. Once introduced, subsidies become permanent. 39
3. A permanent subsidy prevents effective allocation of
resources in the long run, thus creating a conflict between
short run gains in output and 1income and long run
efficiency losses.321
4. A permanént subsidy to the sector subject to the price
tali will increase the employment and income‘in the short
run, but creates a distortion in the long run.32
5. A misallocation of resources results in the
‘misallocation of investments’. This would furthér distort
the international trade.
b. The subsidies given tb an industry or a sector result in
a fail in an output price. A further faili in the output
price ot the subsidized sector implies a compensating

increase in the subsidy.

29 Alexander Hoffmaister, “Thé Cost of Export BSubsidies”
IMEF STAFF PAPERS, vol.39, n.l, March 1992, p.174.

30 Balassa, n.5, p.27.

33 Harry Flam, Tosten and Lars E.O. OSvensson, "Optimal
Subsidies to Declining Industries : Efficiency and
Equity Considerations”, (Institute for International
Economic Studies, University of Stockholm), Working

Paper n.223, p.328.

sz Ibid., p.3¢8.
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7. The price fall will create an inefficiency in the form
of an unemployment, because the wage rates are rigia in the
short run.33
8. The factor of unemployment forces the government to make
the subsidies permanent
9. The subsidies given to domestic industries distort the
worlid market price; hence, there is a fall in the world
. market price. The equity considerations now call for a
further increase in subsidy.34 Efficiency considerations,
on the other hand, call for a decrease of the subsidy,
already pérmits some unemployment.3®% Hence, a conflict
arises between the efficiency and equity considerations.
19. Unce introduced, subsidies become permanént and cannot
be removed. In the long run, the dependency of domestic
industries on subsidies will be heightened and they cannot
be expected to sustain 1its development without the
government supporting subsidies. Hence, the removal of
subsidies reduces the efficiency ot the domestic
industries, which again results in the intensification of

the protectionist measures.

53 Ibid., p.342.
54 Ibid., p.343.

38 Ibid., p.343.
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11. The subsidy reduces the annual rate 6f productivity
growth and its contribution to productivity growth has been
negative. 3¢ |
12. The effect(negative) of subsidy on productivity is
greater than the effect of economies of scaie.37
13. Expoft subsidies <favour production in the country
imposing those measures at the expense of production in
other countries for foreign or for domestic market.38
In so doing, they intfoduce distortions in international
trade. 39
14. An additional consideration is that export subsidies
affect third_country markets in distorting the conditions
of competition among foreign exporters in these markets. 49
In S0 doing, they interfere with international

specialization according to comparative advantage.41l

Moshe Kim, Menahem bpiegel, "The Effects of Lumpsum
Subsidies on the Structure of production and

W
o2

Productivity in Regulated Industries”, (University of
British Columbia, Vancouver), Discussion Paper no. 87-
21, p.17. :

37 Ibid., p.17.

38 Bela Balassa, "Subsidies and Countervailing Measures
Economic Considerations”, Journal of Worild Trade,
(Geneva), vol 23, no.2, 1989, pp.63-84.

Ibid., pp. 63-80.

w
©

i Ibid., pp. 63-89.

41 Ibid., pp.63-80.
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All these findings are based on two-world,
two-commodity model. If - this model has been extended to
n-world, n-commodity model (n-country customs union model),
the implications for the third countries would be
multiplied. Hence, the more the number of participating
countries of the customs union using subsidies, the higher

will be the adverse effects on the third countries.
11.1.2 PROTECTING THE DOMESTIC MARKET THROUGH TARIFFS

Tarifts have also been used as an effective
protectionist measure by the customs union countries,
against the imports from the third countries. Tariffs are
generally announced with the objective of protecting the
domestic industries and raising the revenue. They are now
considered as an effective deterrent to imports that might

endanger a domestic industry’s sales or a nation’s balance

ot payments.

In the formation of customs union, some structural
changes have been made in the participating countries’
economic structure. The countries forming a customs union

start with tarift structures that are non-uniform
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advalorem. 4% In customs union, the tariffs on trade among
the member countries have been removed. At the same time,
the tariffs on imports from the third countries have still
been maintained. The removal of tariffs between the member
countries will now create trade partly at the expense of the
member countries exports to non-member countries. As a
result intra-regiOnal trade increases with the decrease - in
extra-regional trade. In the case of constant costs, the
exports of member countries to non-participating economies
are not atffected by the increase in the intra-regional
trade. Under the assumption of increasing costs, some of the
member countries’exports will be diverted from the
non-member countries to the member countries of the union.
The tariffs initially distoft trade not only through
reducing the total volume of a country’s trade, but also
through distorting the commodity pattern of its imports.
This effect of the union in changing the commodity pattern

of imports is called +the ‘import-pattern effect’.43

In the customs union, the intra-regional trade will be

increased with the removal of tariffs on goods traded among

42 W.M. Corden, “Customs Union Theory and the Non-
uniformity of tariffs"” Journal of International

Bconomics, vol.6, no.1, 1978, pp.99-1¢6.

43 Ibid., pp.Y9-1¥6.
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the member countries of the union. The intra-regional trade
will be increased with the decreased extra-regional trade.
As a result, the benefits arising out of the trade creation
are always higher than those of trade diversion. Moreover,
the standard analysis tells wus that if there were an
increase in total trade, there would be a possibility of a
net gain évén with trade diversién.44 Therefore, the
removal of tariffs on trade between the member countries
and maintaining it against the ‘third countries would
distort the bilateral trade ot third‘ countries with the

member countries of the union.

In customs union, the member countries announce higher
taritfs on imports from third countries, with the objective
of protecting the high-cost domestic products against the
low-cost imports. This is to make the cost difference
narrower among the member countries in the enlarged market.
This is contrary to the principles of international trade
theory, which 1is based on the principle of ‘comparative

cost advantage’.

GenerallyaA tariffs result in poSitive and negative

effects. The negative effects of tariffs does not affect

44 Ibid., pp.Y9-106.
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the intra-regiorial trading pattern of the member countries
of the union. The formation of customs union results in
‘zero-tariff’ on intra-regional trade and increased common
exterhal tariff on extra-regional trade. The negative
effects of an 1increased common'external tariff for the
member countries are explained as follows.

1. The higher the external tariff on those goods whose
imports from outside remain, the greater the loss or less
the gain. 45

2. If the common external tariff exceeds the pre-union

tarift on a good, the effect may actually be one of trade

contraction. 48

However, the negative effects argument of tariffs are
incompatibie with the customs union. The formation of
customs union increases the intra-regional trade and reduces
the extra-regional trade. Hence, the welfare losses arising
out of an increased common external tariff on imports from
the third countries will be compensated by the economic'gain
resulting trom a zero-tariff on intra-regional trade.

Moreover, the trade contraction effect of an increased

45 W.M. Corden, “Customs Union Theory and Non-uniformity
of Tariffs", Journal of International Economics, Vol.6,

No.1l, 1976, pp. 99-106.

46 Ibid., pp. 99-106.
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common external tariff will generally occur on trade
between the union countries and the third countries, and it
creates a distortion between those commodities, which are
imported from outside the wunion and those imported from the
partner.47 Hence, the member countries of the union are
not atfected by an increased common external tariffs.
Morover, the negative effects of tariffs will not affect thé
trading pattern of the member countries within the region;

but, it affects +the third countries’ trade with the member

countries of the union.

Though the tariffs does not affect the trading pattern
of the member countries, it alters the production pattern

of the member ~countries. The classical economists have

claimed that the artificial domestic protection of
industries and the artificial limitation of the most
efficient foreign producers results in ‘misallocation of

resources’, that restricts the member countries economic
welfare. In this way, the economic welfare of the member
countries’ are impeded by their own tariff structures. This
results in market imperfections, factor immoBility and price
rigidity. The union countries, to avoid all these negative

implications, restructure their own adjustment policies. As

47 Ibid., pp. 99-106.
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a result, the tariffs announced against the imports of the

third countries further increases the protectionist nature

of the union.

I1.1.3. PROTECTING THE DOMESTIC MARKET THROUGH IMPORT QUOTAS

Import quotas or restrictions on quantity are the most
prevalent form of customs barriers in world trade. 48
Quantitative restrictions on trade have been the main means
of increasing protection in the world ecbnomy in the last 25
vears.4?® These are the quantitative restrictions imposed
on the imports from the . third countries. The arguments that
have been advanced infavour of the import quotas in customs
A union are varied and at first sight appears plausible. The
most popular argument is that import quota should be
restricted to protect employment of workers in domestic
industry.®? Righteous indignation can be added, if the

imports are produced by foreign labours working for low

48 Predrag Kapor, "New Forms of Protectionism in World

~Trade”,- Review of International Affairs,(Belgrade),
39(923), 20 September 1988, pp.. 28-30.

48 James E.Anderson, The Relative Inefficiency of @Quotas

(Cambridge, 1988), p.1l.

5w 1.L.G. Stewart, "Protectionlism : The Threat to World
Recovery”, New Zealand Foreign Affairs Review, 34(2),

April-June 1984, pp.23-¢6.




48
wages. This sort of argument advanced infavour of import
quotas, brushes aside the elementary principle, that
international trade is based on differences in cost. It also
overlooks that c¢ost of labour is a less significant factor
than productivity and the workers with high wages may still
turn out products more cheaply than' workers with low
wages.b1 However, the customs union countries argue ﬁhat
the protectionist import quotas have been efected for
safeguarding the employment of their work force, who may be
displaced if unlimited low cost imports are allowed. But a
recent I1.L.0. study has shown that the total elimination of
trade barriers on imports from third countries would cause
only a marginal reduction in the volume of employment in
cuétoms union countries.®2 Hence, the arguments of import
quotas advanced with the purview of protecting the

employment in customs union countries become meaningless.

Another argﬁment put torward by the cuétoms union
countries in favour of import quotas is that it protects the
domestic market from distortions and price fluctuations
which could accrue from the low cost imports of third

countries against the domestic products. They are also used

81 Ibid., pp. 23-26.

bz Economic Times, 24 January 1981.
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to restrict the exports of third countries to the customs
union countries, so that the member countries of the union
could 1increase its share in international trade. However,
the import restricting measures that have been used to curb
the imports trom third countries affect the domestic economy
in one way or in another way. Any measures that restricts a
country’s imports will also reduce its exports.®3 Any
import-restricting measure will cause a change in relative
prices in the country imposing such iimitation.54 This 1is
because of the fact that profits from barriers of import
quotas are concentrated,6K on an economic‘branch, while the
losses are distributed over a large number of consumers and
taxpayers.®® The consumer inevitably losses as market
supplies are reduced by import quota barriers, and this has
its 1immediate effects on domestic prices, since trade
restrictions increase the cost of domestic production.b®
As a result of increased domestic prices, the prices of
imports also increases and the consumers in the wunion will

rearrange ‘their expenditures. They will reduce their

63 Liberman, n.22, p.138.
64 Ibid., p. 138
66  Kapor, n.48, pp.28-30.

66 Jurgen Notzold, "World Trade and Protectionism”, Aussen
Politik, (Hamburg), 35(4), 1984, pp.495-14. .
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purchase of imported goods and will increase their ~demand
for domestically produced goods, import-competing goods,
and exportables.®7 As the demand for home goods and
import-competing goods rises, the home industries producing
- such goods will obtain larger behefits_and will thus attempt
to expand their scale of operation.®8 The increase in

demand for home goods and import-competing goods forces the

customs union countries again to intensity their

protectionist measures against the third countries. Thus the
pPrinciples of import quotas affect the third countries trade

with the customs union countries and protect the high-cost

domestic goods from the low-cost importing goods.

87 Sima Liberman, The Economic and Political Roots of the
New Protectionism, (New Jersey, 1988), p. 138.

58 Ibid., p: 138.
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THE IMPLICATIONS OF SEM FOR INDIAN
EXPORTS OF AGRICULTURAL PRODUCTS.
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Development has been identified with economic growth.1
Economic growth and industrialization throughout the world
agepend on the initial development of agriculturél resource
base.2 Agricultural trade can be influential factor in
shaping the pattern and extent economic growth and
development .3 Moreover, the égricultural expansion
stimulate economic development. History—bears the testimony
to the fact that for the present day industrialised nations,
agriculture has been the starting point and the sheet-anchor
of their overall economic development.4 Eventhough, growth
in both agricultural production and trade has been slower
than that in non-agricultural sectors, the relative
expansion in agricultural trade compared with farm output

has been faster than the comparable relative expansion in

1 Dr K.V.R.V. Rao, “"Balance Between Agriculture and
Industry in Economic Development”, The Indian Economic
Journal, (Bombay), vol.34, no.2, October-December 1986,
p.1.

2 M.L. Varma, “Agricultural Exports”, Foreign Trade

Review, vol.xxv, no.4, January-March 1991, p.321.

-3 A.Vaidyanathan, “Instability in Agriculture : Extent,
Causes and Consequences - A Review Article”, Indian

Economic Review, vol.xxvii, no.2, 1982, pp.211-22.

4 Varma, n.2, p.321.
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non-agricultural sectors.b® Since 1953, each 1% of increase
in world output of all goods and services has been
accompanied by an average increase of 1.3% in trade.® For
agriculture, each 1% increase in output has been accompanied
by a 1.8% trade ingrease.7 Thus, agriculture’s world wide
dependence on trade has been groﬁing even faster than
industry’s.® All these factors necessitate the importance

of an etfficient agricultural structure to achieve economic

development.

Therefore, with efficient agricultural infrastructure,
countries are expected to modernize their industrial sectors
and strengthen their economies. Hence, trade in agricultural

sector gains greater attention and importance.

The importance of agricultural trade is particularly
true for Less Developed Countries (LDC’s), who have a

comparative advantage in the production of agricultural

5 James P. Houck, Elements of Agricultural Trade Policies
(New York, 1986), pp.1-2.

e Ibid, p.Z2.
7 Ibid, p.2.

8Ibid, p.Z2.
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products.® The exports of agricultural products are used to
pay for the import of capital goods, technology and_ other
manufactured products, necessary for sustained growth in
LDC’s. In effect, the market for developed countries will
expand and trade in agriculture products will be of mutual
to both developed countries and LDC’s.1?¢ However, the
mutuality of interest is not so obvious in real world mainly
because of poor bargaining power of LDC’s in world market
and taritf and non-tariff protection strategy followed by
the developed countries.1l The exports of LDC’s fluctuates
more than that of developed countries; because of the fact
that the export of LDC’s mainly comprise agricultural
products having erratic supply. Instability is an inherent
characteristic of agriculture everywhere. 12 Being
. dependent on weather conditions, aréa, yield and production
of crops are liable to substantial variations from year to

vear.13 The unstable exports tend to destabilise the

v See Suresh Pal, "Agricultural Exports of India : Issues
of Growth and Instability”, Indian Journal of
Agriculture KEconomics, {Bombay) vo0l.47, no.2, April-

June 1992, pp.185-94.
10 Ibid., p.185.
i1 Ibid., p.185.

iz Vaidyanathan, n.3, p.211.

-
[N

ibid., p.Z11.
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income of LDC’s as 1long as export earnings constitute a
significant proportion ot national income which in turn has

4 L. ! . . . . .
serious political and economic implications.14

As in the case of many LDC’s agriculture continues to
be an important sector in India. More than, 790% of its
population is engaged in agriculture and agro-based sectors.
India 1is dominantly an agrarian economy.*® Agricultural
sector 1is an important source of capital' in India.Hence,
India’s trade <centres around agriculture 'and agro-based
sectors. Moreover, the foreign exchange gap can never be met
unless agricultural exports make the requisite contributon
to the country’s export earnings.1% The bulk of India’s
exports comprise agricultural commodities and agro-based
products - manufacturised and semimanufacturised - their

share in total exports having varied between 58 and 78%.17

14 Pal, n.9, p.1l85.

is V. Ratna Reddy and K. Badri Narayanan, “Trade
Experience of Indian Agriculture : Behaviour of Net
Export Supply of Functions for Dominant Commodities"”,
Iindian Journal of Agricultural Economigs, vol.47, no.1l,
January-March 1992, p.48. -

16 S.5. Mehta, "Strategy for Promoting Agricultural
" Exports from India", Foreign Trade Review, vol.xxiv,

no.4, January-March 1999, p.369.

i7 S.N Gupta, "Export Potential of Agricultural
Commodities”, Foreign Trade Review, April-June 1972,

p.29.
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The contribution of agricultural +trade in India’s foreign

exchange earnings still continues to be higher.

India

got several advantages, which favour the

growth of its agricultural exports. These are

(1)

(ii)
(iii)

(iv)

(v)

(vi)

a variety of agro-climate regions in India,
with different soil profiﬁs ;

adequate irrigation potentials ;-

multiple cropping pattern ;

presence of a large number of agricultural
scientists and extension workers ;

access to seasonably abundant labour, and
availability ot satisfactory and well
organised research system for support to

production efforts.18

The export eftort of Indian agricultural sector suffers

from numerous limitations such as high cost of production,

the lack of competitiveness, disability to catch up with the

international developments, narrow products range, limited

18 Mehta,

n.l6, p.3790.
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market range and the absence of co-ordinated approach to

capitalize on the overseas market opportunities.i®

The total world agricultural trades accounts for about
$ 3W¥ billion.=29 India’s agricultural exports accounts for
about $ 3 billion.21 India’s farm trade in total world
agricultural trade accounts for about 1%. The EC is the
leading importer and second largest exporter of agricultural
commodities in the world. It accounts tfor about 25% of total
world imports of agricultural products. The SEM of the EC is
India’s single largest market for its agricultural exports.
India exports 26% of agricultural products and imports 31.6%

of the products form the EC.22

India’s total trade with EC amounted to ECU 4542
million in 1991 or ©.98% of extra-EC trade totalled ECU 46
billion in that year. India’s exports of agricultural
products to be the EC amounted to ECU 593 million in 1991 or

1.39% of extra-EC agricultural trade totalled ECU 42468

ie Pal, n.g, p.185.
20 Ibid., p.379.
21 Ibid., p.374@.

22 See UNCTAD, Hand Book of International Trade and
Statistics, 1991.



57
million in that year. India’s agricultural trade with the EC
accounts for 2U% of its total agricultural trade. Hence,
whatever the changes take place in vthe EC affect India’s

agricultural trade with the EC directly or indirectly.

Major agricultural commodities exported to the EC by
India are tea, coffee, spices, cashew, kernels, fruits and
vegetables, o0il seeds, o0il and o0il cakes, unmanufactured
tobacco, raw cotton and jute, sugar, rice, pulses, lac, wood
and timber, essential oils, bones, raw wool, bristles and

fish and fish products.

The trade experience of India reveals that there has
been a steady decline in their share in world agricultufal
exports.23 However, the reasons for such decline cannot be
attributed to the trade policies of India alone, but also to
the +trade policies of the EC in the SEM India’s trade
detficit with the EC is considerable. India’s adverse balance
of trade is mainly caused by its trade deficit in
agricultural trade with the EC. In recent years, India;s
agricultural trade with the EC is undergoing a serious of
challenges. The creation of the SEM and its trade ©policies

have created ‘Euphoria’ among the Indian agricultural

23 Reddy and others, n.15, p.1l.
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exporters. This causes a distortion and a very high degree
of instability in the export earnings from important

agricultural products. The distortions cause production and

consumption inetficiencies.2%4

In the EC economic inetficiency is resulted from its
own policies. The economic inefficiency of the system
resulted from the fact +that more resources were used in
agriculture than necessary as well as from the high and
increasing public expenditure to support agricultural
policies and agricultural prices.<2®% In the EC, more than
60% of the total budget 1is being spent on agricultural
support policies and prices, in the name of ‘European
Agricultural Guidance and Guarantee Fund’ (EAGGF). The price
support policies of +the EC again result in an economic

inefficiency of the European agricultural sector.

The detrimental situation of the EC farm trade in world
agricultural trade has been resulting from the ecoconomic

inefficiency of the European agricultural system. The

24 A.K. Dixit and V. Norman, Theory of International
Trade, (Cambridge, 19890), p.Z23.

26 Eckart Guth, "Agriculture in Europe : NewChallenges
Ahead”, Inter Economics, vol.Z27, September/October

1992, p.Z215.
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inefficiency of agricultural trading pattern in any system
results in an intensification of protectionist policies. It
has been observed that agricultural protection tends to be
lower in countries with low capital-land ratio, higher with
high capital-labour ratio, and higher where the proposition
of total household income spent on food is low.26 However,
this principle is contrary to the agricultural trading
pattern of the EC, where the rate oflprotectionism is higher
with 1low capital-labour ratio. In the EC, agriculture
represents a piddling 3.5% of total EC output, far less than
other sectors such as manutfacturing, services and
textiles .27 The farming population consists of  only 11
million, out of the total population of 349 million people.
This accounts for about 3.2% of total employment force in
the EC They operate 7 million holdings, many of them small
family enterprises.23 All these statistics show that the
protection remains higher in the EC, despite the low

capital-land ratio, 1low capital-labour ratio and high

Arsenio M. Balisacan and James A. Roumasset, "Public
Choice of Economic Policy : The Growth of Agricultural

Protection”, Review of World Economics(Kiel), 123,
1987, p.238-48.

[\
[}

27 Adam Zagorin, “Playing with Fire"”, Time,23 November
1992, p.27.

28 Ibid., p.27.
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proportion of +total household income spent on food. An

average of 23% of European consumption goes on food.2¥®

An important reason for the intensification of
protectionist ©policies in the EC’s |is its increased
agricultural trade deficit with the rest of the nations. The
EC is the leading importer and second largest exporter of
commodities in the world. It accounts for about 25% of total
world imports. Hence, whatever the changes take place in the

EC atfects India directly or indirectly.

The implications of the SEM of +the EC for India’s
exports of the agricultural products could be analysed
within the customs union framework. Though the EC is said ﬁo
be the 1leading importer and exporter of agricultural
commodities, the economic gains arising out of its
agricultural trade in total trade are very low. In recent
years, the EC’s trade deficit in agricultural trade has been
increasing. This is mainly due to its EC’s inefficient farm
structure and production nature. The inefficient farm
structure and its production nature finally results in

market failure for agricultural products in the EC. The

29 See Buropean Documentation (1991), “"Consumer Policy in
the Single Market”, p.17.
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market failure for agricultural products in the EC reduces
the economic well being of the European farmers. At this
time, price support policies have been announced by the
governments, to- put an end to the cyclical fluctuations and

distortions that often arises 1in European agricultural

sector.

‘The Treaty of Rome’ sets forth provisions for special
treatments and favours agriculture in the Common Market.
Article 38-47 of the treaty of Rome deals with agriculture.
According to these articles, the operation and the
development of the Common Market for the agricultural
products must be accompanied by the establishment of a
“Common Agricultural Policy’ among the member states. The
policy commonly known as 'CAP’, has been since its inception
a target of criticism for its self-centered, ‘inward-looking’
character, more precisely for its concern merely with the
economic well being of its own members without regard to its
impact on the third countries. The CAP of +the EC in its
endeavour to safeguard the interests of +the European
farmers, has evoked a great many repercussion on countries
outside the Community system. This is particularly true for

India, for 1its impact on 1its exports of agricultural
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products, which are a source of 1its foreign exchange

earnings.

The implementation of the CAP will be intensified in
the SEM to reduce the agricultural trade déficit. The
structural adjustment policies of the EC in the SEM would
increase the EAGGF, which 1is the financial arm of +the CAP.
The increase in government support policies is mainly dﬁe to
the disproportionate nature of the agricultural sector with
the services and industrial sectors. As countries continue
to grow turther and their industrial and services sectors
expand, the relative importance of agriculture production
and employment  declines.3® In such circumstances,
governmeﬁts in these countries find it politically more
costly not to accede to farmer’s demand for protection.S31
Such protection is offered on the grounds of social equity

and it acts to isolate farmers from pressures for structural

change. 32

30 H. Don, B.H. Gunasekara and Rodney Tyers, "Political
Welfare Effects of Spreading Agricultural Protection to
Developing Countries in the Asia-Pacific Region",

Indian Journal of Agriculture Economig¢s, vol.45, no.4,
October-Decéember 18990, p.495.
J1 Ibid., p.495.

sz Ibid., p.4895.
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The purpose of the CAP, which is becoming increasingly
comprehensive and complex, is both to prevent prices from
'being depressed by a rapid fise in output and to enable farm
~incomes to keep pace with other incomes despite the
relatively low 1income elasticity of demand in agricultural
products. The objective is to achieve a better adjustment of

supply to demand through measures that enable market forces

to play a greater role.33

Moreover, the objectives of maintaining stability and
growth of agricultural income in the EC by means of price
support policies have resulted 1in the prices of several
agricultural products being at +time considerably above
the ‘World Market’ ©prices of the prices otf the low-cost
suppliers. At the same time,reflecting the restructuring of
the agricultural sector toward larger farm sizes and the
rapid pace of mechanization, labour productivity in this
sector has increased more rapidly than the total labour

productivity. 34 This has led to significant increase in

7 Rosenblatt and others, n.33, p.2

w
W

34 Julius Rosenblatt, Thomas Mayer, Kasper Bartholdy,

Dimitrius Demekas, Sanjeev Gupta, and Leselie
Lipschitz, “The Common Agricultural Policy of the
Europsan Community :  Principles and Consequences’,

International Monetary Fund, Washington, D.C, November
1988, Occasional Paper No.B62, November 1988.
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self-sufficiency of thé EC in mo;t of the agricultural
products covered by the CAP. As a result of the rapid
increase of production relative to consumption, stock
building and the EC’s agricultural exports have risen
rapidly, while agricultural .imports have grown at a rate
below that of total imports.3%

Nevertheless, despite the price support policies of the EC
agricultural produces prices have declined relative to
industrial prices and the relative productivity gains have
not been large enough to prevent farm incomes from
deteriorating in recent years. Despite a trebling in real
terms of the CAP’s budget in past 39 years, farm incomes

have fallen.3®

The basic mistake which is older than the CAP is the
belief that stable and adequate incomes for farmers can be
achieved through agricultural price support.37 However,
this instrument 1is neither effective nor efficient. It 1is
not effective because the development of producer prices has
not ensured an adequate level of income for small-scale

farmers which is one of the principal objective of the CAP,

36 1Ibid., p.2.

3¢ The Economist (London), 23 May 1982.

37 Rosenblatt and others, n.33, p.Z2.
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but has generated windfall gains for more efficient large-
scale farmers.32 It is not efficient because aiming at a
stable and adequate incomes for all farmers has led +to

-output and welfare losses for the economy as a whole.39

It has been argued that the CAP has maintained the
agricultural prices in the EC above the world market prices.
The domestic agricultural prices that are kept above the
world market .prices - by ~a combination of tariftfs,
quantitative restrictions, variable levies and subsidies
have direct effects on consumers and produces of the EC.
Europe support of farmers about $49 billion in direct
subsidies and $85 billion from consumers obliged to live

with prices far above world level.=2®

As domestic market prices increase, internal
consumption is curtailed, but productién expands.4l Hence,
the protection has been offered through the price supporting

policies. The protection afforded to agriculture through

38 Ibid., p.3.
39 Ibid., p.3.

40 The Economist , 23 May 1982.

41 James P. Houck, mwmmwm

(New York, 1986), p.30.
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pPricing policies results in  an excessive production in the
EC Since an artificially high'price is guaranteed, a farmer.
will seek to increase the output even if he dumps the crop
on World Markets.42 As shown in table 3.1,the excessive
production expands the exports of the EC and contracts the
impofts ot the EC from the third countries. This,
accompanied by a growing output in other parts of the World
without corresponding shifts in demand, depresses the World
prices of agricultural products. Finally, the losers would
not be farmers, but any agricultural importers who benefit

from depressed world prices.43

42The Economist (London), 23 May 1832.

431bid.
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Table 3.1 : EC NET IMPORTS OF GRAINS AND AGRICULTURAL EXPORT

SUBSIDIES.
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The excessive production in'the EC affects 1India’s
agricultural trade with the EC in two ways : (i) The
excessive production in the ECincreases its export nature
and contracts the imports of the EC from India; (ii) The
excessive production in the EC 1is accompanied by growing
output in other parts of the world without corresponding
shifts in demand. This depresses the world market prices of

agricultural commodities.

The effects of depressed prices on the World market
‘prices have Dbeen further exacerbated by subsidized EC
exports of excessive production. The price support in the EC
insulates domestic markets from external commodity ©price
fluctuations, thereby destabilizing World commodity prices.
Since, the import tariffs insulates the domestic prices in
the face of the world price changes, the effect of output
changes in the rest of the World are not reflected in the
EC’s domestic prices, nor do they elicit any supply or

demand response within the EC.

The effects of the CAP on international prices have

been shown in table 3.2



. Table 3.2
EFFECTS OF THE CAP ON INTERNATIONAL PRICES

{1 CHANGE IN WORLD MARKET PRICES)

SOURCE CONCEPT  YEAR WHEAT BRAINS RICE RUMINANT NON-RUMINANT  SUGAR DAIRY
MEAT NEAT

Koester & EC-9 1979 . e o . e 12.8

Schmitz ('982)

Koester (1982) EC-9 1975-17 9.6 14.3 . . e ' . .

Koester & EC-9 1988 4.4 o . 18,95 5.9 9.7 28.3

Valdes (1984)

ra

Sarris & EC-9 1978-80 9.
Freebairn- ¢1983)

Anderson & EC-9 1980 13.8 16.8 5.8 17.8 1.8 e .
Tyers {1984}

Tyers & EC-18 1985 8.7 2.3 8.7 9.5 1.7 2.6 11.8
Anderson (1986)

Matthews (1985}  EC-i8 1978-82 8.7 2.9 8.1 4,5 3.6 6.0 18.5
Tyers &
Anderson {1986) EC-12  1988-82 4.8 5.8 3.8 18.8 4.0 7.8 25.8

Source: Julius Rosenblatt, Thomas Mayer, Kasper Bartholdy, Dimitrius Demekas,
Sanjeev bupta, and Leselie Lipschitz, "The Common Agricultural Policy of the
European Comsunity : Principles and Conseguences®, International Monetary Fund,
Washington, D.C., CGccasional Paper no.62, Novesber 1988,
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The greater the fluctuations in the world prices, the
greater is likely +to be the instability of incomes of
agricultural producers and exporters. This would further

weaken India’s agricultural exports to the EC.

The effects of the CAP on the member countries of the
EC have been analysed by various economists at different

period of time. It has been mentioned in Table 3.3.

From this table, it has been analysed that:
(i) the price support policies of the EC given +through the
CAFP to its farmers increases the burden on consumers and
taxpayers ;, (ii) the producers of agricultural products in
the EC benefit from the CAP of the EC ;it stands at an
average of $§ 38 billion for all the commodities covered
under the CAP ; (iii) the absolute effect of the CAP on the
EC members is that it reduces the welfare effects of
agricultural trade in the EC ; (iv) the relative effect of
the CAP is that it reduces the community GDP by ©.27%; this
amount is considerable, since agricultural trade in extra-EC

trade is very low.

The effects of the CAP on international price stability

have been shown in table 3.4. Seven important agricultural



Table 3.3
WELFARE EFFECTS OF THE CAP ON EC MEMBERS (in billions of U.S.dollars)

vEffects on
Total
Source Commodity(ies) Countries  Year  Consusers Taxpayers Producers Absolute  Relative
koester &
Scheitz (1982) Sugar EC-9 1978-79 . . . - 0.4
Morris (1988) CAP Commodities EC-9 1978 -43.5 -10.7 38.6 -13.46 -8.53% of EC-9 6DP
. Transfer ratio {.48
Thoeson & . CAP Comaodities EC-9 1968 . - o Transter ratio of .77
Harvey (1981) '
Australia,Bureau : EC-9 1978 -34.6 -18.1 44,1 -9.4 -8.48% of EC-9 6DP
of Agricultural  CAP Commodities Transter ratio of 1.2
Economics (1983) eC-10 1983 -25.6 -28.8 39.7 -b.7 -8.32% of EC-18 6OP
Transtfer ratio of 1.17
Buckwell & CAP Commodities EC-¢ 1568 -35.4 -11.5 38.7 -19.4 -8.35% of £C-9 BDP
Others (1982) Transfer ratio of 1.5
Tyers (1985} Rice, Hheat,'Srain EC-9 1388 -44,0 -8.9 13.9 -31.8 -1.1% of EC-9 GDF
Ruminant and non Transfer ratio of 3.23
rumnant
Tyers & Rice, Wheat, Grain £C-13 {983 -19.8 -2.2 27.2 -24.1 -1{.3% of EC-18 BDP
Anderson (1986)  KRuminant and non Transfer ratio of 1.88
rusinant
Spencer (1985) CAP Commodities EC-9 1988 . e o Approximately -8.91
of £C-9 6DF
Burniaux & CAP Commodities gC-18 1995 . -2.7% of EC-18 BDP
Waelbroeck (1985)
Tyers & Rice,Wheat,brains
Anderson (1987)  Rusinant and non  EC-12 1988-82 -42.3 -8.9 36.4 -6.8  -8.27%1 of EC-12 BDP
ruminant Transfer ratio of 1.19
QECD (1981 CAF Commodities EC-?  1979-81 -27.8

Source: Julius Rosenblatt, Thosas Mayer, Kasper Bartholdy, Dimitrius Demekas, .
Sanjeev Gupta, and Leseiie Lipschitz, "The Common Agricultural Policy of the
European Coamunity : Principles and Consequences®, International Monetary Fund,
Washington, 0.C., Dcrasional Faper no.é2, Noveaber 1988,



EFFECTS OF THE CAP DN INTERNATIONAL PRICE STABILITY
{rercent share of variability of
the world price owingto the CAP)

CONCERT YEAK WHEAT GRAINS RICE RUMINANT  NON-RUMINANT  DAILRY SUBAR
MEAT MEAT PRODUCTS
Svedberg (1981} o8 1957-72 .. 7.9 . e e . e
Sarris &

[=V)

Freenairan {1983} Ii-+ 1973-30 19,

Scnmitz &
L)

soester (1984) so-id 1982 8.3
Aroerson &
Tyers {1984) -7 1739 0.3 358 12,1 25.8 B.o
Tyeres {19851 EC-% P76 44,3 4.8 5.8 11.8 7.8
Zo-id 193 4.3 2.2 3.6 18.7 22.8 58.8 3.8

S0.7C2: Juiius Rosendblatt, Thomas Mayer, Kasper Rartholdy, Disitrius Desekas,
Sanjeev Supta, and Leselie tipschitz, "The Cosmon Agricultural Folicy of the
turcpean Comsuaity @ Principles and Consequences”, International Monetary Fund,
Washington, L.L., Dccasicnal Paper no.62, Noveaber 1988.
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products have been taken into consideration for this
analysis. This is because of the fact that.these products
rlay an important role in international agricultural trade.
Un the basis of this analysis, the general effects of the
CAPF on international prices and intérnational price
stability have been analysed.The analysis of this table
shows that the CAP of the EC changes the international
commodity prices considerably. As a consequence of this,
commodity prices fluctuate greatly in international trade. A
drastic change of prices and greater instability puts the
net exporting countries - in.a disadvantageous position in its
trade with the EC. A research was undertaken by Tyers and:
Anderson in 1987 to study the effects of +the CAP on
intérnational price stability. According to this report, the
prices of changes in world agricultural market fluctuates

between 15.1 per cent for gains to 30% for dairy products.

The effects of the CAP on Indian agricultural exports
have been analysed as follows. The implementation of the CAP
in thé EC increases the agricultural commodity prices. The
increase in commodity prices decreases the welfare effects
on consumers and taxpayers. It is considered that buyers in

Europe will have to cover 62% of the cost of subsidies to
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farmers through the higher prices.44 When the EC elevates
the domestic market price above the international levels, it
curtails its exports from the third countries ; otherwise
the consumers demand would be diverted towards the imported
goods. Moreover, the CAP in the EC decreases the welfare
effects of the consumers and taxpayers. The decrease in
weitare effects of the consumers increases the commodity
prices, thereby increases the consumers demand in the EC.
According to Cecchini report, the national income of the EC
would be increased by 5.3% of GDP in the SEM. The increase
in domestic demand on.account of an increase in the national
income has a decreasing effect on export earnings.+45b
Hence, the EC in an attempt to increase the export earnings
announces certain import restricting measures against the

imports of third countries.

Generally, an export promotion is tostered by import
libperalisation. However, in the EC the export promotion 1is
not fostered by import liberalisation, but by import
restricting policies. The etfects of the abolition of the

CAP on world trade have been shown in table 3.5.

44The Economist (London), 21 May 1988.

45 Suresh Pal, “Agricultural Exports of India : Issues of

Growth and Stability” India Journal of Agriculture
Economics, vol.47, no.Z, April-June 1992, pp.185-94.



Table 3.3
EFFECTS OF THE ABOLITION OF THE CAF ON WORLD TRADE
(Change in volume)

CONCEPT YEAR  NET INPORTS TO NET IMPORTS 1O NET IMPORTS TO TOTAL VOL
THE EC ] DEVELOPED COUNTRIES DEVELOPING COUNTRIES TRADED

NHEAT
Koester (1982) EC-9 1975-77 o -8.5 -3.4 18.6
Anderson & EC-9 1988 14,7 e e
Tyers {1984}
Tyers (1983) EC-9 1988 14,7 ’ . ’ ’ v 12.3
Tyers & EC-12  1988-82 . 4.5 -4.9 -4.8
Anderson (1984} :

BRAINS
Koester (1982) EC-9 1975-17 .. -18.8 -5.3 68.5
Anderson & EC-9 1988 26.8 . -
Tyers (1984)
Tyers {1983) EC-9 1980 26.9 23.2
Tyers & EC-12  19B8-82 . 3.8 2.3 9.8
Anderson {(19B84)

RICE

Anderson & EC-9 1980 -8.2 . o v .
Tyers {1964)
Tyers (1985} EC-9 1980 -8.2 ‘e
Tyers & EC-12  196@8-82 . 3.8 -4.8 -1.8
Anderson (1986)

SUGAR .
Tyers & EC-12  198@8-82 2.3 -2.9 8.8
Anderson {(1986)

DAIRY
Tyers & EC-12  1988-82 o i -22.8 i7.8

Anderson (1984}

Source: Julius Rosenblatt, Thomas Mayer, Kasper Bartholdy, Disitrius Desekas,
Sanjeev Bupta, and Leselie Lipschitz, "The Comson Agricultural Policy of the
European Community : Principles and Consequences®, International Monetary Fund,
Washington, D.C., Occasional Paper no.b62, Noveaber 1988,
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From this table, the effects of the abolition of the

CAP on world trade has been analysed as follows

With the removal of the CAP in the EC:
(1) Net imports to the EC will be increased.

(ii) Net imports to +the other developed countries also

increases.
(iii) Net imports to developing countries will be reduced.
(iv) Total wvolume of agricultural goods traded, in

international trade expands.

The effects of complete liberalization of the CAP on
the weltare of the developing countries have been shown in

table 3.5(1).

From these tables, it has been said that complete
liberalization of the CAP decreases the welfare of the
developing countries. However, this reduction in the welfare
effects of the developing countries becomes negligible, when
compared to the rate of inflation arising out of an

implementation of the CAP.



Table 3.4

EFFECTS OF A COMPLETE LIBERALIZATION OF THE CAP ON THE

WELFARE BF NON-EC COUNTRIES
{Change in real income : in billions of 1988 US dollars)

SOURCE

COMMODITY(IES)  CONCEPT

YEAR

DEVELOPING
COUNTRIES

Koester (1982}

Koester &
Schaitz (1982)

Andorson &
lyers {1984)

iyers {1983}
Matthews (1985}

Tyers &
Anderson (1986)

Tyers &
Anderson (1987)

Source :Julius Rosenblatt, Thosas Mayer, Kasper Bartholdy,
Dimitrius, Desekas,Sanjeev Gupta, and Leselie Lipschitz,
The Common Agricultural policy of the European Comsunity :

ﬁheat,Brains EC-9

Sugar EC-9

Wheat,rice,grains EC-9
Ruminant & non-
rusinant seat

Wheat,rice,grains EC-9
Kuainant & non-
rusinant seat

Wheat,rice,grains EC-12
Ruminant % non-
rusinant meat

Wheat,rice,grains
Ruminant & non-  EC-18
ruminant meat

wheat,rice,grains EC-12
kuminant % non-
ruminant meat

1979

1979

- 1981

1588

1978-82

1983

1988-82

1.8

-18.5

Principles and Concequences’, IMF, Mashington, D.C.,
iccasional Paper nc.&Z, November 1986,
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From the above discussions, it is clearly said that
(i) The CAP of the EC has increased the burden on the
consumers, taxpayers and commodity produces.
(ii) The CAP has reduced the Community GDP.
(iii) The CAP has greatly increased ‘the international
commodity prices.
(iv) The CAP has increased the price instability in
international trade. |
(v) The CAP has increased the inflation.
From the analysis of the CAP, it is said that the CAP
of the EC has been effectively used to protect. the domestic
economy against the imports from the third countries. This

exerts adverse effeects on India’s exports of agricultural

products.

The implications of the SEM on Indian exports of
agricultural products to the EC are analysed within the
customs union framework. The impact of the SEM on the EC has

been shown in table 3.6.

As already discussed in the conceptual framework of the
SEM, .six important economic effects are likely to take place
in SEM. They are (i) trade creation ; (ii) trade diversion ;

v

(iii) positive production effect ; (iv) cost-reduction



IMPACT OF SEM ON EUROPEAN COMMUNITY

STUDY/REFERENCE  PERIOD 6DP  PRICES EMPLOYMENT PUBLIC EC’s EXTERNAL
' INCREASE DECLINE FINAKCE TRADE

Herses Model & 1993 4,591 &1 1.8 aillion .o .
National Models {(Addn.is 3-6)

Lecchini Report 1995 3.34
(4.3-6.41 6.1% 1.8 million +42.2% of BOP +1% of GOF

Anderson Model 1995 4.5%-7.5% 4-5X 4.4-5.7 External Balance
sillion . Worsen
Source Rajesh Mehta, "Impact of Single European Market on India‘s Exports : A

Macro-econometric Analysis®, Research and Inforeation Systes,
New Delhi, Discussion Paper, May 1992,
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eftect; (v) trade suppression etffects and (vi) trade
modification effect. All these effects are likely to take
place at the same time. The trade creation and trade
diversion effects of the SEM on India’s exports have shown
in table 3.7. The impact of the SEM on India’s exports have
been anaiysed on the basis of (i) Cecchini report; (ii)
Anderson report; and (iii) Hermes model.This has beeﬁ

analysed as follows:
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Table 3.7 : IMPACT OF SINGLE ENLARGED MARKET FOR INDIA’S

EXPORTS TO THE EC

(% difference from baseline solution. Avg. over 1993-96)

variable Chamge 1n Change 1in Changa 1n india‘ s
prices GDhH Exports to the EC

Scenario i.
{Lzcchin:
Report)
Tradez —~&. 1% S 3% —2. 19469
Diversion

Trade =T +5, 34 H. 5181

Crzation

Total Eftoect = ’ S a3 1.8849

Soonario i

(Andarsoan) ~ 7@ +4, 3% —-1.5%935
Trade. -~ 8% +4 . 5% H.54477

Divorsion

Total Effoct &, 1% +5. 3% 1a1@825

Soconario 1iid

(H2rmes

Fodol)

Trade —&. @% +4.,.5% —-Z2. 1586
Diversion

Tradz ~&. % +4, 0% Tia Sb4 4

Crzation

y 1.2778

Ln

Total Effozct -&. % +4,




16
Source :Rajesh Mehta, "Impact of Single European Market on

India’s Exports : A Macroeconometric Analysis", RIS

Discussion Paper, May 1992, p.20.

Cecchini Report :

According to Cecchini report, commodity prices are
expected to decline sharply in the SEM of the EC. This cost-
reduction effect of the SEM is calculated to be at 6.1%. At
this rate the ‘trade diversion’ effect of the SEM on Indian
exports stands at -2.19%.4% Hence, India’s exports to the
SEM would sharply decline by 2.19%. India’s exports to the
EC accounts for about 25 per cent of India’s total trade.
It’s agriculture trade accounts for about 25 per cent of its
total trade with +the EC. Hence, a decline of 2.19% in
India’s total exports, causes a serious injury to India’s
balance of trade. This 1is particularly true for India’s
agricultural products, since agricultural products accounts
tor about 25 per cent of India’s total commodity exports to
the EC.In the EC the income levels are expected to increase

by 5;3% of GDP (an average of 4.3% and 6.4%). At this rate,

46 Rajesh Mehta, "Impact of Single European Market on
India’s Exports : A Macro-econometric Analysis”,
Research and Information System for the Non-Aligned and
other Developing countries,New Delhi,Discussion Papers,

May 1992, pp.1-Z21.




77
the trade creation effect of the SEM on Indian exports
stands at 6.3%.47 Hence, India’s exports are expected to
increase by 6.3%. Taking into consideration bofh the trade
creation and trade diversion effects, the overall effects of
the SEM on Indian exports are likely to increase India’s
exports to the EC by an average of 1.08% per annum.48 This
amount of increase 1is negligible for agricultural products
since India exports 25 per cent of its agricultural

products to the EC.

Anderson Report :

According to the Anderson report, the cost-reduction
etfect of the SEM is calculated to be constant at 4.5%. At
this rate the trade diversion effect of the SEM on Indian
exports stand at -1.59%.48 Hence,India’s exports to the
SEM would decline by 1.59%. (The income level is expected to
7.0% of GDP (an average of 6.5% and 7.5%). India’s
agricultural exports, according to the +trade diversion,
would decline by 1.59%. The income level in the SEM period

is expected to increase by 7.9% of GDP (an average of 6.5%

47Ibid., pp.1-21
48 Ibid., pp 1-2

48 Ibid., P. 20.
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and 7.5%) At this level trade creation level of the SEM on
India’s exports stands at 8.34%52. The overall effect
(taking into consideration both the trade creation and trade
diversion effects) of the SEM on India’s agricultural

exports are likely to be increased by 1.10%51 per annum.

Hermes Model

According to the Hermes model, cost-reduction effect of
the SEM 1is calculated to be 6%. At this réte, the trade
diversion effects-of the SEM on India’s exports stands at -
2.16%%2; Hence, India’s exports to the SEM would decline
by 2.16%. India’s agricultufal exports would also decline by
2.16%. The income level in the SEM period is expected to
increase by 4.5% of GDP. At this level, the trade creation
of the SEM on India’s exports stands at 5.37%53. The
overall effects of both the trade creating and trade

diverting nature of the SEM on India’s agricultural exports

5o Ibid., P 20
51 Ibid., P 20

5z Ibid., P 20

Yl
N

Ibid., P 29.
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are likely to be increased by an average rate of 1.07%54

per annum.

From the analysis these three models, it is summarised
that as the cost-reduction effect increases in the SEM, the
trade diversion effect also  increases.As a result of an
increase in the trade diversion effect, the trade diversion,
trade modificatiéns and trade suppression effects of the SEM
also increases. When compared to the trade diversion, trade
modification and trade suppression effects of the SEM, the
trade creation etffect of the SEM is negligible. Hence, the
loss arising out of the formation of the SEM is higher than
the benefits arising out of it. This is particularly true
for India’s eXports of agriculture products to the SEM.
Taking into consideration both the increase 1in the EC’s
external trade in the SEM period (1% of GDP) and the
vastness of the SEM market for India’s agricultural
exports, the increase of an average of 1.48% per annum (an
average of the results of three models) for India’s
agricultural ‘exports becomes negligible, since +the SEM
absorbs 25 per cent of India’s ,agricultural_ prpducts.
Without considering the nature of protectionist policies

used in the SEM, the increase of 1.98% per annum of India’s

&4 Ibid., P 20
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agricultural exports would increase India’s exports of
agricu;tural products to +the EC by 2.21-per cent. This
change in India’s agricultural exports to the SEM would not
reduce India’s external trade deficit with the EC, since 5@%
of India’s global deficit 1is caused by +the EC. When
considering the nature of the protectionist policies used in
the SEM, an average increase of 2.21% of 1India’s

agricultural products to the EC, becomes negligible in the

SEM.

The formation of the SEM decreases the agricultural
commodity prices in the EC. Eventhough,sthe agricultural
commodity prices remain higher in the EC market +than the
World market prices. Hence, the consumers of the EC shift
their demand from domestic producers to the import of the
~third countries. It makes India to find the access in the
EC, but, this entry 1is ©prohibited by the import control
measures of the EC in form of ‘tariffs’, ‘import gquotas’ and
‘anti-dumping policies’. In addition to this, the government
support prices are also given to the European farmers
through the CAP in the namevof ‘subsidies’. This restricts
the consumers of the EC shifting their demand from domestic
products to the imports from the third countries, thereby

restricts India’s exports of agricultural products to the
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EC. The subsidies given to the European farmers increases
the production of commodities in the EC, thereby increasing
the world‘supply of agricultural commodities. In the EC,
subsidies result in surpius stocks of butter (75,@0@
tonnes), sugar (3 million tonnes), wheat (99 million
tonnes), and other food grains (3¢ million toﬁnes).55 The
increase in supply reduces the world prices of commodities.
World agricultural markets are grossly imbalanced with
supplies running well ahead of demand at current depressed
world prices.5% Price supports to farmers are too high and
incentives to maintain or expand produgts are too great.57
Moreover, the subsidies given to the European farmers by
restricting India’s exports of agricultufal products to the
EC dec;eases the efficiency of agricultural trading pattern
in the EC.The high price supports to ‘farmers are an
ineffective way of achieving socio-economic objectives in

the rural sector in the long time.®8 Despite all these

56 H.P.Singh, "Dunkel Proposals and Its Impact on Indian
Agricultural Sector"”, Economic Affairs (Calcutta),

vol.38, Quarter 1, March 1993, pp.52.

&6 J.M.C.Rollo, "The Second Enlargement of the European
Economic community: Inclusion of . Portugal, Greece,
Spain”, Journal of Agricultural economics, Vol xxv,
Do.2,May 1989,PP.333-344.

&7 Ibid., PP.333-344

68 Ibid., P 333-344
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support policies, farm employment has sharply declined in
the EC. The price adjustment gap between the world prices
ana domestic prices paid to farmers has widened dramatically
since the turn of the decade.®® Moreover, the prices paid
to tarmers tor several commodities in the EC are more than

double the world prices.®«

in the EC government support prices are given under
names like ‘'Public Subsidy Equivalents’ (PSE) or ‘Consumer
sSubsidy Equivalents’ (CSE) .81 The PSE given to the
tarmers of the EC 1is about 44 per cent of the total value of
output. The price support policies of the EC completely
shielded its producers from declining world prices and the
production 1in the EC is enhanced byv productivity growth,
continued unaoated.' The result was an escalating market
imbalances and build-up stocks. This will have a major
depressing effect on the prices of world agriculturail

commodities. However, the government support prices given to

5y Ibid., P.333-344

sQ G.L.Miller, The Political Economy of International
Agricultural Policy Keform (canberra,l1986),

51 A PSE (Public Subsidy Equivalents)} or CSE (Consumer
Subsidy Equivalents) is a measure in cash terms of the
direct subsidy that producers would be willing to
accept as compensation for the removal of any given
support measures.
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the tarmers otf the EC does not atfect the domestic prices of
agricultural commodities, rather it affects the agricultural

commodities exported from India.

The Associated Chambers of Commerce and Industfy of
Ilnaia, in its summary vreport on “"Restructuring Indian
Industry to Meet the Challenges of the EC 1992", has found
out the possible eftects of the SEM on major Indian
agricultural exportables. It has been . shown in the table

3.8.

According to the Assocham research paper, some of the
agricultural products exported from Iridia to the EC are
likely to benefit in the SEM due to an increase in internal
demand in the EC However..the increase in internal demand
would be met by two sources; (i) by the ‘European Free Trade
Area’ (EFTA) countries which are forming an ‘European
Economic Area’ (EEA) with the countries of the E.C; and (ii)
py the Central and East European ccuntries, who have got an
‘associated member status’ with the EC Hence, Indian exports
of agrigultural products to the SEM would be diverted by
those from the counteries the EFTA and Central and East

European countries. This argument has been based on
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‘international transportation costs.®Z BSampson and Yeats
have shown that a nation disadvantageously 1located in
relation to its major export markets may have considerable

latitude in offsetting transportation costs.©3

Table 3.8 : EFFECTS ON MAJOR INDIAN AGRICULTURAL EXPORTS

LT R SR MO DR L S, G G K TR SRR KRS B, K24

|
"

A Dol S Y i 3 5 o

India, "Restructuring Indian Industry to Meet the
challenges of REC 1992, Summary Report of Proceedings and
Background Paper, August 1991, p.31.

sz see Won W.Koo and Donald W.Larson, eds., Transportation
Models tor Agricultural Products (Bolder,1985).

85 Musa Pinar, Earl A.Stennis and Abdul M. Turay,
“Transportation ©Cost Subsidies-A Criterion for Policy
to Promote International Trade'”, Journal of World Trade

Law, 18(3), March-Jdune 1984, p.zZ5.
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‘Since, transportation costs are related to distance,
nations that are not favorably located in relation to their
major export markets are at a comparative disadvantage 'in
production. %4 Musa Pinar, Earl A. Stennis and Abdul M.
Turay's tfindings show that the exporting countries which
encountered high transportatidn costs to reach their export
margets might not be able to capture the market, eventhough
they have an. absolute advantage in production.®b India
has got an absolute or comparative advantage in the
production of many of the agricultural products. However,
the disadvantages in transportation costs will have an
offset effect on an absolute or comparative advantage of
Iindia’s agricultural exports to the SEM Hence, the
competitiveness of India’s exports is also affected by high
freight rates-both air and sea.®¢ From this argument, it
is conciuded.that India is at a competitive disadvantage
vis-a-vis some other EKEFTA and Central and East European
countries which have a favourable geographic location with

regard to the SEM of the EC

w

&4 Ibia., p.Zz
55 Ibid., pp.224-34.
o6 D.5. Mehta, "Strategy for Promoting Agricultural

Exports from India”, JForeign Trade HKeview, vol.xxiv,
no.4, January-March 1999, pp.369-76.
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The technological innovation of the EC in the SEM tor
the production ot agricultural commodities also aftfects
India’s exports of agricultural products to the EC The
technological innovation develop substitutes for tarm

products from India. Jute has been under threat from

polypropylene.®7 The consumption of sugar in Dbeverage
industries is threatened by corn based and artificial
sweetness.®d Substi£utes are also being developed for
cocoa, coffee and tea. The production prices of these

substitutes are much lower than those bf original natural
products. Enzymes and termentation technology have been
developed by flavour chemists to create cocoa substitutes
that costs 50% of actual cocoa extracts.®9 In the S.E.M,
the:e are chances for some of India’s égricultural exports

to be replaced by strong substitutes.

However, India’'s exports of agricultural products to
the EC faces an average tariff rate of 3.3% and food

products taces an average ‘tariff rate of 13.8%.79¢ India’s

67 Ibid., pp.369-76.

56 Ibid., pp.369-76. .

€9 Ibid., pp.369-76.

7 Refik Erzan and Karsenty, "Products Facing High Tariffs

in Major Developed Market Economy Countries : An Area
or Priority for Developing Countries in the Uruguay
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exports of agricultural products to the EC faces high tariff
barriers; 45.9% of its total agricultural exports faces high
tariff barriers (above 1l¥W%) and 3Y.4% of its exports faces
low tariff barriers (less than 19%).71 Hence the EC by
imposing higher tariffs on India’s exports of agricultural
products, closes its domestic market. The rate of openness
of the EC for the imports from the developing countries have
been shown in table 3.9. This clearly shows the restrictive
nature ot the domestic market of the EC.

TABLE 3.9 : THE OPENNESS OF THE EC FOR THE IMPORTS OF
AGRICULTURAL PRODUCTS FROM DEVELOPING COUNTERIES (trade as

percentage of apparent consumption).

Froduct Grbup Year Rate of Openness

(in percentage)

1982-83 9.2
Agriculture 1984-85 19.40
1986-87 8.42

Source : UNCTAD, Hand Book of International Trade and

Statistics 1989.

Roﬁnd?“

71 Ibid., pp.
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The trade losses arising out of higher tafiff rates on
India’s exports of agricultural products outpaces the
weltare gains arising.out of the benetfits Irom ‘Generai
osystems of Preferences’ (GSP). India’s agricultural products
benefitting from the EC’s GbP scheme is hardly in doubt.
Only 9.3% of India’s total agricultral exports to the EC
gains from the REC’s GSP. The trade gains arising out of only
one oOr fe& schemes,. under G5P, for India’s agr}cultural
exports WwWill be very small compared to the trade loss,

arising out of the trade diversion eftect of the SEM.

From the above discussions, it 1is concluaed that the
creation of the SEM of the EC is crucial for India, for 1its
exports of agricultural products to the EC. Moreover, the
import restricting policies have also been used successtully
toc restrict the imports from India. Hence, in the SEM, India
is in a’disadvantageous position in its trade with the

member countries of the EC.



CHAPTER IV

THE IMPLICATIONS OF THE SEM FOR INDIAN

EXPORTS OF AGRO-BASED PRODUCTS.



Agriculture 1is a declining industry; its share of
national output and national employment declines as real
per capita income increases. Agricultural sector is
clearly associated with agro-based sectors. Hence, an
increase ot protectionist measure in one sector increases
the protecﬁionist nature of the other sector. In this
context, +the adverse effects of the SEM on India’s
exports of agricultural exports also atfect its exports
of agro-based products to the EC. A rigid interlink has
'been identified between the agricultural and agro-based
sectors in India’s economic structure. In India,
agriculﬁure is a prominent sector, hence the development
ot agro-based industries assumés vital_importance because

they have both the crucial backward and forward linkages

with the agricultural sector.

The role ot téxtiles and clothing production in a
developmental process 1s an important one.l1 It has been
noted tha£ textiles and clothing accounts for an
1mpo¥tant part of the production and exports of a newly
industrializing country at the early stages of its

' development. 2

1 Carl B. Hamilton, The New 5ilk Road to Europe”
(Institute for International Economic "Studies,
University of Stockholm), Seminar paper no. 468,
June 1990.

2 Ibid.
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industrializing country at the early stages of its

development . &

India’s economic structure 1is agrarian in nature.
Henée. its international commodity trade centres around
agro-based products. India’s exports of agro-based products
mainly consist of textiles and clothing. Theretfore, the
export earnings from textiles and clothing sectors play an
important role in deciding India’s foreign trade balance. In

this context. India’s exports of textiles and clothing to

the EC gains importance.

The world trade in textiles, clothing, <fibres and
pextile machinery constitutes more then 10 per cent of world
trade in manutactures.3 Most of this trade, 55-64 per cent,
takes' piace among the developed countries.4 Among the

developed countries, the EC accounts for about 20 per cent

2 Ibid.

3 Carl Hamilton, "Follies of Policies for Textile Imports
in Western Europe” in H.W. Singer, Neelamber Hatti and
Rameshwar Tandon, ed, New Protectionism and

Restructuring (New Delhi, 19Y88), p.627.

4 loid., p.627.
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of world textiles ahd clothing market of $180 billion.?5
Moreover. the EC 1is the world’s largest importer and
exporter of textiles and clothing. It’'s export share in
textiles and clothing in its total trade accounts for about
3.7 per cent and 2.7 per cent respectively. Imports of
textiles and clothing into the EC in 1988 were valued at $
36 billion, out of which approximately two-thirds ($ 22.5

billion) were of clothing and the balance textile imports.S

India’s share in world trade of textiles and <clothing
is less than 2 per cent. Textile and clothing exports
together constitute ébout one-fifth of India’s total
exports. The share of clothing and textiles in India’s total
exports has risen from 6.15 per cent and 4.45 in 1983 to
11.4 per cent and 9.51 per <cent in 1988. India remains a

marginal supplier of textiles and clothing.

The main destination for India’s exports of textiles
and clothing is the EC The SEM of the EC is India’s single
largest market and absorbs about 39 per cent of its exports

ot textiles and qlothing. India’s share in the volume of

5 Parameshwaran Iyer, "EC 1992: Impact on Indian Textile
Exports”, Foreign Trade Review, Vol. XXVI, nos. 1&2,
April-September 1991}p.29.

/

t

5 Ibid., p.309.
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extra-EC imports has remained at about 3.5 per cent. Since
1978, it’s value share in extra-EC imports has declined from
4 per cent in 14978 to 3.7 per cent in 14Y88. The groﬁth in
the volume of 1increase of exports to the EC 1is becoming

restricted due to the gradual movement of the EC towards the

formation of the SEM.

. The movement otf the EC towards the formation of the SEM
is likely to distort 1India’s bilateral +trade with the EC
especially relating to textiles and clothing. The lack of
industrial efficiency and international competitiveness
forces the EC to shelter its market from the third countries
by the protectionist policies. In the EC, textile and
clothing industries have long been declining.” In addition,
the declining nature of an employment in the EC’'s textile
and clothing sectors also 1increases the need for
protectionism in the EC. In the last two decades, employment
in textile and clothing sectors in the EC has declined from
4.1 million to Z2.¥® million, or by 51 per cent.® At the same
time, the number of people working in the EC’s textile ad

clothing sectors remains large and continues to give an

7 William R. Cline, The Future of World Trade in Textiles
and Apparel (Washington : DC,1987), p.113.

B Ibid., p.114
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importanf political dimension to trade and industrial

policies in these sectors.®? A combination of faCtors have

been responsible tor the deterioration of labour situation
in the EC’s garment industry. They are
/

1. The cheap imports from the low wage countries, which
have to some context, adversely attected the economies
of the domestic textile industriesi®.

2. Extensive use of ‘Computer Aided Design’ (CAD) and
‘computer aided manutacturing’ (CAM) systems have
partly automated some of the critical segments of the
garment industry.1li

3. The sureging phenomenon ot ‘International
subcontracting’ to preferential trading partners has
dampened the industry at home. 12

4. The +textile and clothing industries are stagnating in
the EC, where the industrial production is focused more

towards the sophisticated capital-intensive

o Ibid., p.113

10 Charu Gupta, 'India in the EC’s Clothing Trade'", Foreign
Trade Keview ,vol.xxvii, no.2, July-September 1992.
p.197.

11 Ibid., p.197.

Lz ibid., p.197.
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industry. 13
5. High wage rates have always proved to be a major

disadvantage to the labour-intensive character of the

industry.14

The displacement of labourer from textile and clothing
industries to other capital intensive industries results in
an under-employment of labour in these sectors. This

results 1in a rising wage cost, which further results in an

erosion of its industries in international textile and
clothing trade. The development changes taking place 1in
other industries are incompatible with the improving

competitive structure of the E.C’s textile and clothing

industries.

In this context ot structgral adjustment in trade
policy formulation, the SEM of the EC gains much attention.
The SEM is crucial tfor India, in its trade with the EC. The
formation of the SEM will have a series of important effects
on the EC’s textile and clothing sectors, as in other
sectors. The fgrmation of the SEM will have a significant

effect on extra-EC trade including India’s trade with the EC

13 Ibid., p.197

14 Ibid., p.197.
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Four major consequences ot the SEM are reported as follows:

Significant reduction in costs:1% Resulting from an
improved exploitation through the economies of scale

in production.

Improved efficiency :18 Resulting from a setting of
prices closer to costs of production under the pressure
of more competitive markets.

Adjustment between industries:17 (n the basis of a
fuller play of comparative advantages in an enlarged
market.

Increased innovation:18New business processes and

products are generated by the dynamics of internal

market.

The overall impact of these factors on India’s exports

of textiles and clothing to the EC is 1likely to be quite

significant in view of the fact that in 1989-94, textile and

clothing items accounted for about 30 per cent of its total

16

17

]

Iyer, n.5, p.29. .
Ibid., p.29.
Ibid., p.29.

Ibid., p.Z29.
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exports to the EC1® India, the +traditional supplier of
textiles and clothing has lost its market share in the EC,
since the early 1960Ws to the newly industrializing countries

of the South-East.

In the SEM efforts have been made to improve the
etfficiency and international competitiveness of the
declining textile and clothing industries. Improving the
competitiveness in the SEM has been associated with the
intensification of protectionist policies against the
imports from the third countries. Textiles and clothing are
the most systematically and comprehensively protected
sectors 1in the world today.29 The saliegt feature of
international protection in textile and clothing-is its
longevity and its seemingly inexorable rise over time.=<1
This 1is true for the EC’s imports of textiles and clothing
from the third countries. In the SEM the inefficient, high
cost domestic industries .are protected from the efficient

and low cost imports by the protectionist policies.

18 0.P. Sharma, "Europe 1992: Implications for India’s
Exports” Foreign Trade Review, vol.xxxvi, nos.l&Z2,
April-September 1991, p.13..

29 Cline, n.7, p.145.

21 Ibid., p.10.
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The structure of Indian textile industries has
undergone a profound changes during the vlast forty
years.22 Unlike the trend in western economics, the Indian
textile' industries have become more fragmented with a
deéline in the degree of integration.23 As the degree of
integration increases in the EC, the rate of protectionist
measures also increases. In the SEM, the import policies of
the member countries are restructured to protect the
interests of Southern states and Denmafk,'éhose export
structure revolves round its textile and clothing
industries. As already discussed in Chapter-I1, the increase
in the level of disparity in economic infrastructure among
the member countries of +the EC increases the protectionist
nature of its trade policies. As a result, trade policies
are increased in such a way that even the smallest exporting

countries of the EC would benefit from the formation of the

SEM.

The implications of the formation of the SEM on India’s
exports of textiles and clothing could be analyzed in two

sections.

22 Sushil Khanna, "Technical Change and Competitiveness in
the Indian Textile industry”, Indian Institute of
Management (Ahmedabad)W orking paper no.113(89), p.11

23 Ibid., p.11.
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A. By studying the nature of India’s textile and clothing
industries, its industrial etficiency and international

competitiveness and

B. By studying the nature of‘protectionist measures used

by the EC against the imports from India

A. THE NATURE OF INDIA’S TEXTILE AND CLOTHING INDUSTRIES
The very structure of the textile and clothing
industries and the technology have been influenced by the
changes taking place in other 1industries, especially
petrochemical and microelectronics industries.z24 Hence,
without improving the structure of its allied industries,
the structure and efficiency of. textile and clothing
industries cannot be improved. As far as the India’s textile
and clothing industries are concerned, parallel changes haye
not taken place in accordanceé with its allied industries.
Moreover the structure of its industries, instead of
pecoming integrated, has become more fragmented, with a
decline in the degree of integration. The frégmentation of
its 1industries has resulted 1in the degradation of ‘its
industrial efficiency and international competitiveness.

However, in the EC the advanced stages of integration have

24 Ibid., p. 3.
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already been achieved in textile and clothing sectors. Plant
and technical economies of scale have already been exploited
to a large extent. Commercial economies of scale still to be
exploited will lead to further homogeneity of tastes and
prices. 2% The structural changes taking place in the EC’s
textile and clothing industries have 1increased the
stagnation in India’s textile and clothing industries. As a
result, India’s international competitiveness in textile and
clothing sectors has been atfected. Hence India, the
traditional supplier of textiles and clothing losses its

market share in the EC.

India’s .exports are primarily cotton based.26 High
value items, particularly silk products do not account frb
even 5 per cent of 1its textile exports. 27 As a
consequence India’s exports to the EC stand of the lower ene
of the SEM.28% Moreover, the ‘unit value realisation’ of

India’s textile and <clothing exports to the EC is very

26 Gupta, n.l19,p.194.

286 Export-Import Bank of India, "What India can Export to
Industrialised Market: A Study", Occasional paper
no.9,August 19949.

27 Ibid.

28 Ibid.
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low, 2¢ putting India at the lowest end of the market (see
Table 4.1). The unit value of selected items in the SEM has
shown in 4.1.
Table 4.1
UNIT VALUE OF SELECTED ITEMS : COMPARISON IN EC MARKET

(Price in ECU/piece)

Country ' Ladies’ Ladies’ Ladies’ Ladies’

blouses dresses Ovarcoats Woven fabrics

1962 1989 1982 1989 19g2 1989 1982 1989

Hong kong .42 B.93 6.9 16.44 B.08 16.42 4.72 4,736
Tuwrkey 3.91 6.81 4.86 4.5 15.38 }5.92 3.48 4.21
South Korea H.2S 8.97 8.71 .12.33 16,63 17.99 NA NA
India 4,17 582 B.67 5.93 0 8.3 7.74 4.0 5.5

Souwrce @ Commission of the Ewopean Countries.

The table 4.1 indicates the following:
1. The wunit values for India’s exports of textiles and

clothing are relatively low. It varies from 100 per

29 lyver, n.5,p.83.
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clothing to the EC.
3ince 1its unit value realization 1is much lower than
) that of that of other countries (lower by 309 per cent
to 109 per cent), India’s exports of textiies and
clothing have to be increased by more than 300 per

cent.

As a result of its low unit value, the profits accruing

[
.

from its exports are also low in the EC.

B. THE NATURE OF PROTECTIONIST MEASURES USED BY THE EC

AGAINST INDIA’S EXPORTS OF TEXTILES AND CLOTHING

The implications of the SEM on India’s exports of
textiles and clothing could be analysed within the customs

union frame work. The formation of the SEM has eliminated

(i) the barriers of customs union and the national
protection in the EC;

(ii) harmonised taxes and duties in the EC; and

(1ii) established common product standards among the member

countries of the EC.39 The combined effects of eliminating

3o Associated Chambers of Commerce and Industry of India
{ASDUCHAM), "Restructuring Indian Industry to Meet the
Challenges of the EC 1992, Summary Keport of
Proceedings and Background Paper, August 1991.
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all the barriers and its subsequent etfects have resulted in

(1) the rationalisation of production and increased

4 production on the lines of comparative advantage and
benefit;
(ii) an increase in the scale of production with the

adoption of common standards and subsequent reduction

in costs; |

(iii) an increased competition -and the reduction of

monopoly power; and

(iv) convergence éf price levels and strengthening

moves in the direction of mergers.

These economic parameters of fhe SEM, result in an
economic benefits - for the member countries. They are
estimated as follows : (1) the scale of production in the EC
is expected to increase by 2 per cent of GDF;, (Z2) an
increase 1in GDP 1s expected to be éround 5 per cent per

annum; (3) an average income 1s expected to rise by 4 to 7

per cent;31

An increase in income is expected to rise the consumer
demand in the EC. An excessive consumer demand could be met
with the surplus of products produced by their own members

of the South (Greece, ltaly, Portugal,and Spain) and Denmark

s1 Ibid.
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(see Table 4.2) As a result, extra-EC trade would be reduced
with the 1increase in intra-EC trade. This also reduces

India’s exports of textiles and clothing to the SEM.

Table 4.2

EXPORTS AND IMPORTS OF CLOTHING OF EC IN 1988 (’9@99 ECU)

COUNTRIES EXPOKTS  IMPORTS  NATURE
Germany 2009 .02  1526.132 Deficit
France 1207 .950 2286.34

italy 2757.752 8893625
Netherlands 126.220 1218.9v49

Belgium-Luxembourg 114.304 453.6Y3

United Kingdom 844.813 2877.530
lreland 49.146 55.693
Denmark 483.136 454 .978 Surplus
Greece 159.006 15.678
Spain 398.977 155.529
Portugal 589.959 17.009

EC-12 . 8695.317 15954.216 Detficit
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The i1ncome elasticities and price in elasticities of

India’s exports of textiles and clothing to the EC has been

shown in table 4.3.

Table 4.3
INCOME AND PRICE ELASTICITIES FOR INDIAN, EXTRA - EC AND

INTRA-EC EXPORT OF TEXTILES AND CLOTHING OF EC MARKET

1987-88

Income Elasticities Price Elasticities

Category India Extr Intra India Extra Intra
-EC -EC -EC -EC

Cottonryarn 15.30 ©.97 2.55 -Z.4 .15 -v.01
Woven Fabrics 3.39 1.43 1.44 -1.89 -©.32 .85
T-shirts 3.42 1.84 2.33 -©0.26 -9.28 -0.07
Men’s Trousers 3.33 1.17 -¢9.91 1.45 ©.96 1.86
Women’s blouses 1.26 1.68 2.69 1.94 -9.65 .50
Men’s shirts 4.92 1.64 4.13 ©W.8Y -¥.36 -©.99
Ladies shirts 1.29 4.48 3.63 V.22 -©.56. -©.79
Ladies suits 5.26 ©.02 .01 8.93 -1.90 -1.90
Table/Toilet Linen 1.88 1.556 2.77 V.88 -©.52 -©.02

From the Table 4.3, it 1is revealed that, India enjoys
fairly high income elasticity of demand in the EC. Hence, it

is said that +trade creation possibilities for India’s
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exports of textiles and clothing would be more in the SEM.
However,at the same time, the trade creation possibilities
in the SEM shbuld be analyzed with other concepts like trade
diversion etffect, trade suppression etfect, trade

modification effect and the cost-reduction effect._

The formation of the SEM, according to Cecchini report,
increases the community GDP by per ant and reduces the
cost of production by "per cent.32 As a result of an
increase in efficiency and competitiveness of the member
countries, the production costs decline in the EC. This cost
reduction effect of the SEM also forces the net exporting
countries to lower down their prices in the SEM. In this
context, India’'s marginal profits <from its exports of
textiles and clothing could also b; lowered down. Hence, the
trade creation possibilities arising out of an enlargement

of the market, would be marginalised by the cost-reduction

eftect and its subsequent effects.

The +trade diversion possibilities for India’s exports
of textiles and clothing_could be'analyzed as follows. As

already discussed in chapter I1II, India is disadvantageously

32 Commission of European Communities, "The Economics of
1992, 1988.
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located in retation to its major market i.e. the SEM of the
EC (the transportation cost argument).33 They will have
considerable effects on India’s export earnings.34 Since,
transportation costs are related to distance, nations that
are tfavourably located in relation to its major markets are
at a comparative . cost ad&antage in production38. The
findings of Musa Pinar, Earl A. Stennis and Abdul Turay show
that the transportation costs have some implications for
international trade. 3% The exporting countries which
encounter high transportation costs to reach their major
markets, might not be able to capture the markets, even
though they have aﬁ absolute advantage in production.37
This could be realised from téb}e. 4.4, which shows the
international Yarh and fabric costs in the EC (Germany),

India and South Korea.

33 See Alexander J. Yeats, "A Comparative Analysis of the
Incidence of Tarifts and Transportation Costs on
India’s Exports”, Journal of Development Studies
(London), wvo0l.15, no.1, October 1977, pp.97-1907 and
Won W. Koo and Donald W. Larson, eds., Transportation
Models for Agricultural Products (Boulder, 1985).

34 Ibid, pp.97-1087.

36 Musa Pinar, Earl A. Stennis énd Abdul M. Turay,
“"Transportation Cast Subsidies : A Criterion for Policy
to Promote International Trade"”, Journal of World Trad
Law, 18(3), March-June 1984, p.234.

36 Ibid., p.234.

37 Ibid., p.225.
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Table 4.4

INTERNATIONAL YARN AND FABRIC COSTS IN GERMANY, INDIA AND

SOUTH KOREA

Germany India South Korea

Description Yarn Fabric Yarn Fabric Yarn Fabric
Waste 0.1199 .02z V.10150.919 ©.1214 ©.023
Labour ©¥.3414 ©V.351 V.099350.044 ©.1145 ©B.923
FPower V.2387 ©.100 ©.22190.090 ©.1690 ©.068
Aux Material ©.9Y745 ©.068 J.10490.070 ©.9861 B.4967
Capital V.6601 ©.363 P.70590.329 ©.4806 ©.245
Raw Material 1.455¢0 ©.273 1.25008.232 1.4708 ©.273
Total Cost 3.3896 1.175 2.47680.784 2.4416 0.725
Source Sushil Khanna, “Technical Change and

Competitiveness in the Indian Textile

Industry”, Indian Institute of Management

The costs

(Calcutta), Working Paper Series no.113(89),

p.19.

of production for textiles and clothing in

India is much lower than the EC and more or less equal to
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South Korea. However, this comparative advantage in
production costs 1is compensated byv the disadvantage in
transportation costs. Though the unit values of textiles and
clothing exported from India to the EC are lower than those
of the Central and East European and East Asian countries,
the exports of these countries continue to increase in the

EC.

Table 4.5 UNIT VALUE OF SELECTED ITEMS IMPORTED INTO THE

EEC-1989 (ECU/KG)

Country Ladi Ladi Gents Trou- Shir All
ies ies Shirts sers -ts

blou Skirts

ses
Hongkong 6.95 8.98 5.48 7.27 8.23 19.04
South Korea 5.97 12.33 5.02 - t9.69
india 3.82 5.93 4.76 5.3 b5.60 17.09
China - 5.31 4.4¢ 11.34
Morocco 5.97 9.51 8.30 6.74 6.94 16.39
Tunisia 5.64 8.64 7.83 7.40 6.44 16.54
Turkey 6.81 4.53 5.41 8.78 6.26 15.81
Poland 14.14 - 7.63 '
Taiwan t6.39 _ ’
Yugoslavia 9.77 18.36 6.75 12.23 13.63 27.94:
Mauritious - 5.43 .

(]
. O
o\
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Table 4.6 TOP SUPPLIERS OF TEXTILES & CLOTHING (% Share)

Country Description 1988 1989
Turkey Clothing 9.34 19.89
Textiles 19.43 19.93
Yugoslavia Clothing 4.94 5.27
Switzerland :::: .. ..
Textiles 7.49 7.32
Morocco Clothing 4.28 5.14
Tunisia Clothing 3.88 4.73
Hong Kong Clothing 14.51 13.07
China Clothing 10.67 10.26
Textiles 6.43 5.95
South Korea Clothing 7.23 5.20
U.S.A o - -
Textiles 7.85 8.03
Austria e .. ..
' Textiles 6.91 7.38
India Clothing 4.02 4.52
Textiles 7.01 6.29
Pakistan Textiles 5.38 5.80
In this context, the countries of +the EFTA and the

countries of Central and Eastern Europe are advantageously
located in relation to the SEM. Furthermore, the countries
of the EC have decided to enlarge the size of the market by

forming an ’European Economic Area’ (EEA) with the EFTA

countries38,

"Agriculture in Europe : New Challenges

38 Eckart Guth,
September/October

Ahead”, Inter Economics, vol.27,
1992, p.217.
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Moreover the countries of Central and Eastern Europe
have acquired an associated member status and are given
preferential access 1in the SEM. Other countries like
Morocco, Tunisia and Turkey have also acquired an associate
member status with the preferential access. The preferential
access given to these countries which &dre already in an
advantage position in transportation costs restricts India’s

exports otf textiles and clothing products to the EC.

Hence, India faces stiff competition from (i) the
countries of the EFTA; (ii) the countries of Central and
Rastern Europe; (iii) the associated members; and (iv) the

countries of newly industrializing East Asian region. As a
result of an increased competition; the countries try to
reduce their protfits in the SEM This could not affect the
trading pattern of the newly indﬁstrialising countries of
East Asia and Central and East European countries, since the
rate of expansion in trade of textiles and clothing for
these countries are higher than those for India (see Table
4.7) The price reduction strategy of the competing countries
in the EC would adversely affect.India’s trading patpern
with ECvsince these exports account for_ﬁajority of India’s
‘exports to the EC Hence, the trade diversion possibilities

are more for India in the SEM. There is no doubt, that there
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would also be the trade creation effects for India’'s export
of textiles and clothing fo the EC However, at the same
time, the trade diversion effect would off set the gains of
the trade diversio etfect. The trade inersion effect of the
SEM would sﬁppress India’s exports of textiles and clothing
in the SEM, thereby results in ‘trade-suppression eftect’.
Hence, in the EC, +the cost-reduction effect of the SEM
results . in trade diversion and +trade suppression eftfects.
All these eftects of the SEM would prevent India from

increasing its share in the EC.

The implications of the SEM on India’é exports of
textiles and clothing could also be studied by analyzing the
nature ot the restrictive measures used by the member
countries against the imports from the third countries.As
discussed in Chapter-1i, the differing industrial efficiency
and competitiveness of the participating countries of the
customs union results in an imposition of protectionist
measures against the imports of from the third countries.
These 1import restrictive measures are in the form of
tariffs, quotas and anti-dumping policies.

The imposition of tariffs increases the prices of the
imported commodities. An increase in imports ©prices rises

the prices of competing domestic goods. Hence, the consumers
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shitft their demand from imports and toward domestic goods.
At this time, the continuation of tariffs against the
imports reduces the industrial efficiency and international
competitiveness of the protected sectors3?. The reductioh
in industrial efficiency again reflects in the production
structure and weakens the export structure of the protected
sectors. Hence, the importing couﬂtries find themselves in a
disadvantageous position in 1its trade with the outside;s.
This further increases the nature of the protectionist
policies used against the imports from the third countries.
An import gquota measures have also been used against the
import of the third countries in the SEM. The imposition of

import guotas reduces the imports from the third countries,

thereby allowing the domestic industries to operate freely.

In addition to tariffs and import quotas, anti-dumping
poiicies have also been used against the 1low cost imports
trom the third countries. In the EC, it is said that dumping
is detrimental to competition. The counter argument for this
runs as follows. International trade is based on comparative

" cost advantage. In the EC, the agglomeration of contiguous

3¢ See 5. Devadoss, "Market Interventions, International
Price Stabilization, and welfare Implications”,

American Journal of Agricultural Economics, vol.74,

no.z, May 1992, pp.281-99.
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national economies to form the SEM, increases the economic
growth rate of the member countries. This is accompanied by
an 1increase in the purchasing power of the people. The
increased purchasing power of the people also increases the
demand for commodities. This _finally results in the
commodity price hikes in the EC. Hence in the EC, the
commodity prices are increased without  increasing the
efficiency of domestic 1industries. At this time, the
consumers in domestic market tend to shift their demand from
the high cost, inefficient products to low cost, efficient
products.4® The shift in consumer demand forces the
importing countries to impose anti-dumping policies against
the imports <from the +third countries. In this context,
dumping 1is not detrimental to competition, rather it
encourages the competition in the import restricting

countries.

The discriminating nature of anti-dumping policies in
the EC against the imports from India could be analyzed as
follows. When compared to intra-EC trade, extra-EC trade is

relatively low. India’s share in extra-EC is less than 1 per

40 Juergen B. Donges, 'Whither International Trade Policies
Worries About Continuing Protectionism™, pp.72-73 in
Kimberley Ann Elliot and John Williamson, eds., World
Economic FProblems, Special Report ( Institute for
International Economics, Washington DC), 7 April, 1988.
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cent. This small amount of exports to the KEC cannot be
expected to injure the domestic industries of the EC. From
this argument, it is clearly said that India’s exports are
innocuous to domestic industries of the EC, even if India 1is
dumping 1its commodities in the EC. Despite all  these
arguments, anti-dumping policies have been imposed against
the imports <tfrom India. This shows the import restricting
natu;e of the EC’s anti-dumping policies against the import

trom India.

In this scenario - of the EC’s import restricting
policies, India’s bilateral relationship with the EC has
been analyzed. India’s exports of textiles and clothing to
the EC are conditioned by the ‘Multi Fibre Agreemént’ (MFA);
where 68 items come under the MFA regulations.%1 PFor
India, there are import restrictions against payment of duty
for 11 out of total 68 items coming under MFA.42 The MFA
announces gquantitative measures on imports. In the SEM,
anti-surge mechanism was introduced to prevent sudden

increase in 1imports within agreed gquotas. The MFA mechanism

for 1lndia reads”... If the imports from a supplier (India)
41 Indo-German Chamber of Commerce (Bombay), " Textile
Exports to EEC : MFA- Quotas, 1987 to 1991 , P.1.

42 Ibid., p.<.
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country exceed the previous calendar year’s total imports
into the community of the respective category by more than 1
per cent for Group I; 5 per cent for Group 11, quantitative
limits may be fixed either for the whole of the community or
only tor certain member countries...+3 The EC’s MFA quotas
tor India’s exports of textile and clothing to the member
countries of the EC have been shown in table. 4.8.

TABLE 4.7 THE EC’S MFA - QUOTAS FOR INDIAN EXPORTS OF

TEXTILES AND CLOTHING TO THE MEMBER COUNTRIES OF THE EC

No. Description Unit Year Annual Quan.
Limits
Group 1-A

55.95 Woven fabrics of cotton, other tonne 198742479
than gauze, terry fabrics, 198843213
narrow woven fabrics, pile.fa— 198943969
brics, cheniple fabrics, tulle 199044739
and other net fabrics. 199145522

55.¥9 (a) ot Which other than unble- tonne 19877486
ached or bleached 19887935

43 Ibid., p.6.



6y .04

61.901

69 .05

61.03

Group I-B

Shirts, T-shirts, light weight

fine knit rolil,

necked jumpers. and pullovers,

undervests and the like,

knitted or crocheted.

pole or turtle

Men’s or boy’s woven breeches,

shorts other than Swimwear and

trousers,women’s or girl’s wo-
ven trousers and slacks,

ol, of cotton or man made fibres.

Women’s or girl’s blouses, shi-

rts and shirt blouses,

of wo-

whether

or not knitted or crocheted,

wool,

Men’s or boy’s shirts,

other

than knitted or crocheted,

of

cotton or man made fibres

1000

piece

1000

Piece

38%%)%]

piece

1000

piece

- 19898411

19908916

19919451

198710407
198810865
i98911343
199011842
199112363
198737489
19883936
19894133
19994340

18914557

198732287
198833094
198933922
1899034770

199135639

198728443

198829225



61.92

117

of wool, cotton or man made 198930029
tibres. 199930855
199131703
Group I1-A
Bed linen, other than knitted tonne 19878417
or érocheted, table linen, 19888838
toilet and kitchen linen other 19899289
than 199¥8744
199119231
knitted or crochetéd. other th- ténne 19872067
an of terry twelling or similar 19882191
terry fabrics of cotton. 19892322
19902462
19912610
Group II-B
Women’s or girl’s woven over- 1990~ 19872626
coats, cloaks, and capes, ja- piecesl19882784
ckets and blazers, of wool, of 19892951
cotton, of man made textile 19903128



cotton, of man made textile

19903128

fibres. 19913315

63.05 Women’s or girl’s dresses, of. 1000 19878820
wool, of cotton or man made piece 19889173
fibres. 19899540
19949927
199112318

60.25 Women’s or girl’s shirts, 1000 188768792
including divided skirts. piece 19887145
19897431

19997728

19918037

61.02 Women’s or girl’s suits and 1000 19874637
ensembles, other than knitted piece 19884869

or crocheted, of wool,of cotton 19895112

or man made fibres excluding 1995368
ski-shirts. 1991pH636

Source :Indo-German Chamber of Commerce,

"Textile

Exports to EEC: MFA-Quotas - 1987 to 1991,

Bombay,

1992.
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In the EC, 1India’s exports of textiles and clothing

benetfit from the EC’s ‘Generalised system of Preferences’
(GSP). However, in the EC, it 1is observed that the product
coverage of GBP schemes in high tariff items . was

significantly narrower compared to 1lower tariff items, and
those products covered by the GSP were relatively lower
tariff items among the high tariff imports. In the EC, the
GESP co&erage in high tariff product is almost equal to those
in lower taritf items.. The GSP coverage in high tariff
product was 69.3 per cent compared to 77.9 per cent for
lower tariff items. Some of India’s key products‘benefipting

from the EC’s GSFP scheme has been shown in tables 4.8 and

4.9.
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TABLE 4.8
INDIA’S KEY PRODUCTS BENEFITTING FROM GSP

Clothing (except fur 13740 18.1 1190
clothing)
Cotton fabrics, Woven 1214 7.2 61

(except narrow or special

fabrics)
Floor Coverings 788 8.9 61
Text Fabrics 1312 12.8 56

{(excluding narrow,

special, non cotton)

5.

T

Source: Guy Karcenty and Sam Laird, "The GSP, Policy
Options and the New Round", Review of World

Economics, 123(2), 1987, p.272.



TABLE 4.9
INDIA’S GSP QUOTAS & CEILINGS IN THE EC, 1987,1988,1989.

DESCRIPTION UNIT 1987 1988 1989
Cotton Yarn tonnes . 2284 o . 2153 2153
Woven cotton fabrics tonnes 11926 i o 12388 12308
Fabrics of san made tonnes 10.2 o o8e N.A.
fitres

T-Shirts, etc, 1808@ps. 4387 " 1793 o 1793
Jersys,cardigans,etc 1808ps. 4730 : o o 1437 N.A.
Trousesrs,slacks 1808ps. 188 e 1667 o 1667
Wosen s blouses 182@ps. 6638 . §26 o 926
Shirts 1888ps. 6372 . 1826 . N.A,
Cotton terry fabrics tonnes 883 . o 128 N.A,
kitchen linen etc. 7 ’
Stockings,socks,etc, 188@pas v 3.43 . 3037 N.A.
Underpants,briets 1820ps. o 99,00 . 1922 N.A.
Nomen's Coats 180@ps. 198 . 216 o 216
flien’s suit 1888ps. o 6.6 o 94 N.A,
Jackets,blazers 1008ps. 114 e . o N.A.
Pyjamas, bathrobes tonnes 194 e o 187 N.A.
Bed Linen tonnes 1494 . 22 . 221
Dressers ' 1098ps. 2255 ‘e 376 ve N.A,
Skirts 1808ps. 935 ‘e 248 .e N.A,
Wosen's suits 1808ps. 166 o "118 o 118

Source : Economic Times, 29 Auqust 1987 and Report of the Ambassador's cosmittee on the Single

European Market 1992 and India.
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From these tables, it has been observed that the GSP
coverage given to india’s exports of textiles and clothing
to the EC cover only low taritt imports. An average tariff
rate for the exports of textiles and <clothing to the EC is
1.5 per cent . For India, lower tariff exports ( among the
high tariff exports) are covered under the EC’s GSP scheme.
India’s exports benetit from the EC’s GSP coverage are only
9.2 per cent of its total exports to the EC. This would not
be enough to accentuate India’s textile and clothing exports
to the SEM. Moreover, only few products (in number terms)
are covered under the EC’'s GSP coverage. In recent years,
the GSF quota limits for these exports have not been lowered
down 1n the KEC.(see table 4.9). In the SEM, the GSP gquota
limits for these exports to the EC would further be lowered
down to satfeguard the high cost textile and' clothing
industries of the EC. There is no doubt, that the export
structures ot these products have been expanded through the
EC’'s GSP scheme. However, at the same time, the exports of
other products have been disturbed in the EC.
From the above mentioned diséussion, a list of items have
been 1identified in the EC . showing differing movements of
intra-EC share in total EC import and the share of fndia in
extra-EC import. This has been shown in table 4.19. It also

|
shows the ‘Revealed Comparative Advantage’ (KCA) of India’s



Table 4.1t
LIST OF ITENS SHOWING DIFFERING MOVEMETS OF SHARE OF INTRA-EC TRADE IN
TOTAL EC IMPORT AND SHARE GF INDIA IN EXTRA-EC [MPORT

1986 1988
COMMODITIES RCA RAKK RCA RANK

A, Itess showing cosplesentary in the sovesents of the two shares

(1) Improved together

Silk A ' 2.42 26 .47 17
Naste saterial from 5.07 64 8.74 45
Textiles

{i1} Fluctuated in the same direction
Cotton 1.61 3 8.44 54
Floor coverings, etc. 21,83 b 17.97 3

k. Items showing coapetetivity in the two shares

Cotton fabrics woven 7.21 13 18.54 8

Non-cotton fabrics 8.64 44 - 118 33
Tulle,lace & eabroidery  9.31 1 s 10
Textile articles 6.38 16 7.98 13

L. Intra-EC share declined, India/extra-EC share fluctuated

Synthetic and 8.13 9 8.37 35
regenerated fibres

Textile yarn & thread 1.86 29 3. 64 21
Made-up articles 2.17 27 1.45 32
Women ‘s outwear 18.83 9 2.15 26
(not knit)

Knitted out wear 1.74 32 2.97 22

(non-elastic)

0.P.Sharea,"Europe 1992: Isplications for India's Exports®,
foreign Trade Review,vol.xxvi,nos.142, April-Septeaber 1991,
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textile and clothing exports in the EC.

From this table, it has been said that the movements of
India’s exports of textiles and clothing to the EC have not
been accelerated impressively. Furthermore, the RCA is also

in relative decline in the EC.

In the_SEM, India’s exports of textiles_and clothing to the
EC would be restricted by tariffs, import Qquotas and anti-
dumping policies. There are- two reasons for the EC for
restricting the imports from the third countries. (1)
The declining nature of an employment in the EC’s textile
and clothing industries. In the EC, the labourers have
vstarted moving from the labour-intensi?e )to the capital
intensive sectors. In the last two decades, the employment
in these sectors, has declined ffom 4.1 million to 2 million
or by 51 per cent. However, the reason for the displacement
of labour runs as follows. The productivity charges have
been responsible for ﬁore jobs lost than due to low priced
imports.44 Une study tried to investigate the causes of
jobs lqst in six EC countries and found that productivity

increases had a negative impact which was four times the

44 Sri Rama Khanna, e i e e es .

Quotas and a Developing Exporting Country (New Delhi,

1991), p.32.
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impact of net import penetration.4b

(ii) Another reason tor the imposition of protectionist
measures in the EC against the imports from the third
countries is its high cost industries of the South. Unlike
the other industries, textile and clothing industries are
not profitable in the EC. Moreover, the development of these
secfors ‘is mainly based on the development of the
agricultural sector. The differing nature of an agrarian .
structure of the member countries induces the differing
nature of the unequal economic structure of the member
countries of the EC, there by increases the production costs
widely among the Community members. The production costs of
the commodities in the EC remain higher than those of the
third countries. As a consequence, importéd commodities find
a place in the SEM. The low cost imbort of commodities from
the third countries +to the SEM would be restricted in the
SEM by the imposition of anti-dumping policies. The
definition of anti-dumping code is defined in Article VI,
Section 1 of the ‘General Agreement on Tariffs and Trade’
(GATT)=28. It is defined as the sale of imported

merchandise at less than the normal value of the product.

45 Ibia., p.32.

45 See Richard D. Boltuck, " An Economic Analysis of
Dumping”, Journal of World Trade, 21(5), October 1987,

pp.45-54.
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The arguments advanced in favour of the imposition of anti-
dumping policies are based on the assumption that the low
cost imports disrupt the domestic market, thereby stimulates
the +transfer of labour <from the textile and clothing

industries to the capital intensive sectors.

The analysis of anti-dumping policies in the EC should
be analyzed with the economic effects of quaﬁtitative
restriction. In the EC restrictions are announced with the
purpose of increasing the costs of imported commodities. In
this situation, anti-dumping policies are also imposed
against the imports from the third countries. This results
in an economic inefficiency of the system. The tfall in an
efficiency again retlects in an intesitfication of
protectionist policies against the imports from the

countries.

India’s expofts of textiles and clothing to the EC are also
subjected to the anti-dumping policies. These arguments show
that the EC 1is trying to close its market against the
imports from the third countries, despite the adverse
consequences 0f the protectionist policies. Table 4.12 shows
the rate openness of the EC for the imports from the third

countries. In the EC, the rate of openness for India’s
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textile and clothing exports varies from 5 per cent to 18

per cent ot apparent consumption of the EC countries.

TABLE 4.190 EEC’S OPENNESS FOR IMPORTS FROM DEVELOPING

COUNTRIES

(Trade as percentage of apparent consumption)

Product Group Year ) Openness
1982-83 4.23
Textiles 1984-85 4.61
1986-87 - 4.6¢
1982-83 14.34
Clothing 1984-85 16.48
1986-87 18.0Y
source : UNCTAD, Hand Book of lnternational Trade and

Development Statistics., 1989.

The rate ot openness of the SEM would be restricted with the
rise in the protectionist policies. The protectionist

policies are contrary 1in nature to each other. The
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imposition of tariff may lead to a deficit in the balance
of payments. instead of a surplus4%?. Hence, the imposition
of tariirs results in an 'adverse effects. Moreover, it is

clear that no taritff may exist that would yield a solution

superior to that under ftree trade4s, The imposition of
import quotas and anti-dumping policies restricts the
imports from third countries and makes the domestic

industries to operate freely within the domestic market. As
4 conseguence, import restricting policies %esult in an
industrial inefticiency and the backwardness of 1its
international competitiveness4¥®. The economic inefficiency
ot a system again reflects in an intensification of

protectionist poiicies against the third countries.

From the above mentioned discussion, it is concluded that
ingia's exports of textites and clothing to the EC would be
affected in the SEM. There would be both trade creation and

traas diversion effects in the SEM. However, the benefits

47Harry G. Johnson, " Tariff, and Balance of Payments:
Comment”, Journal of Economics, vol.72, no.4, November 13958,
pPp. 31-302. :

485ee Jagdish Bhagwati and V.K. Ramaswami. "Domestic
Distorticns, Tariffs and the Theory of Optimum Subsidy’,
Journal of Political Economy (Illinois, Chicago), vol.71(1),

February (63), pp.44-59.

4¥Jjames E. Anderson, The Relative Inefficiency of Quotas,
(Cambridge, 1988), P.1.
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arising out of trade creation would be curtailed by the
trade diversion 1losses. There rwould be an increase in
India’s exports of textiles and clofhing to the SEM, but
this rate of increase would not be enough to curb the trade
diversion los;es. Uther subsequent effects of the SEM are
also likely to take place in the EC. The coét—reduction
etfect of the SEM would result in either trade modification
or trade suppression‘effect. Theretore, the formation of the
SEM restricts India’s exports of textiles and clothing to
the EC, thereby restricting India’s share in international
trade. This would increase India’s trade deficit with the
EC. Hence, the formation of the BSEM would adversely affect
the employment in India’s textile and clothing industries.
The labourers are expected to displace from the 1labour
intensive to capital intensive sectors. As a result, real
investment in these sectors are expected to decline. Hence,
the tformation of the SEM results in trade diversion effect,
which turther results in an ‘investment diversion’. The
investment diversion affect thé process of industrialization
and mechanization 1in these sectors. This would further
weaken India’s textile and <lothing industries, its

industrial efficiency and international competitiveness.



CHAPTER V

CONCLUSION
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Agriculture ahd agro-based sectors are the sources of
capital in India. They are also the factor in the socio-
economic development. These sectors are also the 1labour
intensive, with more than 79 per cent of India’s population
is engaged, directly or indirectly, in these sectors. Hence,
whatever the changes take place 1in these sectors affect its
working population and stimulates them +to displace from
agricultural and agro-based sector - to capital intensive

sectors.

Risks and uncertainties are characteristics of
traditional agriculture in India. Since the dependence on
agriculture is more in India, the risks and uncertainties,
that arise in its agricultural sector distort the whole
economic system. Hence, to sustain economic development,

these sectors should be protected from external vibrations.

The relationship between population growth and food
supplies is unique_in less developed economies. This 1is
particularly true -for India, where an explosion of
population compels the supplying nature of the agricultural
and agro-based sectors. The consumption of food is high in

India. Much of its products produced domestically are
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consumed by its population. Despite the higher consumption
rate, agricultural and agro-based sectors play an important
role in India’s foreign trade and external earnings. This
ensures the importance of agricultural and agro-based
sectors in India’s socio-economic development. In India, the
export earnings from the agpicultural and agro-based sectors
form a major proportion of the country’s total export
earnings. The export of these products have helped India to
earn valuable foreign exchange for their industrialization
and economic growth. However, the export prices and earnings
from the agricultural and agro-based products are liable to
substantial fluctuations due to the combination of factors

affecting both supply and demand.

The problems of exports iﬁstability in India’s
agricultural and agro-based sectors are exacerbated by the
restricted trade policies of the S8SEM, against India’s
exports of agriculture and agro-based produéps. India’s
exports of agriculture and agro—-based products require
commodity price stabilisation and the removal of +trade
barriers. India’s trade experience with the EC shows that,
India is at the lower end in extra-EC trade. The past
experience of India’s trade with the EC reveals that the

import restricting policies have been successfully used in
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the EC againét India’s exports of agriculture and agro-based

products.

The price discriminating nature of the EC’s CAP
increases the surpius of production, thereby reduces the
international commodity prices considerably. This also
forces India to lower down 1its marginal profits in
international commodity transaction. Hence, the CAP of the
EC not only distorts India’s bilateral +trade with the EC,
but also distorts 1its international trade by reducing the
demand for its products in other markets. Moreover the
government support policies of the EC 1increase the
dependence of the European farmers. This support policies of
the EC states have neither improyed the competitiveness of
the European farmers nor increased the farm efficiency in
the EC. Rather, it increased the regional disparities among
the member countries of the EC. The regional disparity in
the EC has. resulted in an unequal developments and regional
income differences among the member countries. In this
situation, the government support prices given to +the
European farmers have resulted in farm inefficiency and
incompétence. The farm inefficiency -and incompetence makes

the protectionist policies permanent in the EC.



132

In the EC, the imposition of import quotas against the
imports of agriculture and agro-based products from India
has restricted the imports from India. However any import
restricting measure will mean the degradation of 1its own
industrial efficiency and international competitiveness.
This again reflects in an intensification of protectionist
measures against the imports from India. Inv addition to
quota restrictions, tariffs have also been imposed against
the imports from India. They have also acquired the

restrictive nature of the imports from India.

International trade is based on comparative advantage
in costs and production. The comparative advantage in
production is based on factor endowments and the comparative
costs advantage depends on comparative advantage in
production. The imposition of anti-dumping policies try to
sideline these elementary principles of international trade.
According to the supportive arguments of the price support
measures of the EC, subsidies should increase the
competitiveness of +the European férms and its producfion.
Naturally, the increase in production should ‘reduce the -
“ international commodity prices. Finally, the market should
be opened for the third countries. However inv the EC, the

subsidies result in an increased production without an
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increase in the European farm efficiency. This increased
production has reduced the international 'commodity prices,
instead of reducing the domestic market prices. Despite all
these factors, the EC is trying to protect its inefficient
sectors against the low cost imports from India, with the
fear that the consumer demand in the EC would be shifted
from the domestic sources to the low cost imports from
India. Hence, the anti-dumping policies of the EC. should be
" viewed not only with its injurious nature, but also with the

protectionist nature of other policies.

From these arguments, it is proved that the
protectionist policies of the EC imposed against India’s
exports of agriculture and agro-based products are aimed at
discriminating India’s exports to thé EC. This results in an
imperfect competition in trade between the EC and India. The

imperfect competition is the ingredieﬁt of the SEM, under

which 1India is expected to loose from trade.

The findings of this study are summarised as follows:

(1) India’s trade experience with the EC shows that

the protectionist policies remain higher in the EC.
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(2) In the EC, protectionist policies are in the form
of (i) subsidies; (ii) import quotas; (iii) tariffs;
and (iv) anti-dumping policies.
(3) The protectionist policies of the EC restrict
India’s exports of agricultural and agro-based products
to the EC.
(4) The subsidies given to the European farmers
through the CAP increases the agricultural production
in the EC; thereby restricts imports from India.
(5) The increase in production increases the world
supply of agricultural commodities, thereby decreases
the demand for it. This distorts the equillibrium
between the supply and demand.
(6) The distortion in equilibrium between supply and
demand, reduces the. international commodity prices for
agricultural products.
(7) A sharp decline in international commodity ©prices
affects India’s exports of agricultural commodities to
the EC.
(8) The subsidies given to the European farmers affect
the efficiency and international competitiveness of the
European farms. This calls for import restricting

policies in the form of tariffs and import gquotas
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against India’s exports of agricultural products to the
SEM. ‘
(9) The aecline in an industrial efficiency and
international competitiveness in the EC’s agricultural
sector reflects in its agro-based sectors also. This
forces the EC to impose import restricting measures
against India’s exports of agro-based products to the
SEM!
(19) The decline in an industrial efficiency and
international competitiveness makes +the protectionist
policies permanent in the SEM.
(11) The anti-dumping policies imposed against India’s

exports of textiles and clothing are aimed at

protecting the inefficient, high cost domestic
industries from the efficient, low cost imports from
India.

.

(12) The income elasticities for India’s exports of
agriculture and agro-based products are low; hence, the
‘revealed comparative advantage’ is also low in the
SEM.

(13) In the SEM, there are substitutes for India’s
exports of agriculture and agro-based products. This

limits India’s share in extra-EC trade.
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(14) The transportation costs are higher for India’s
exports of agriculture and agro-based products to the
SEM. This offsets India’s comparative advantage in
production
(15) In the SEM, the trade losses arising out of
the tradé diversion, the trade modification, the trade
suppression, and the cost—réduction effects are higher
than the trade gains arising out of ﬁhe trade creation
effect.
(16) As a consequence of trade diversion, an investment
diversion also takes place.
(17) The increase in cost-reduction effect also
increases the trade diversioné effect. This would
adversely affect India’s exports to the SEM.
(18) The distortion in India’s exports of agriculture
and agro-based products, affects its ‘terms of trade’.
(19) In the SEM, India faces stiff competition frqm (i)
the countries of the EFTA; (ii) the countries of
Central and Eastern Europe; and (iii) the associated
members of the EC.
(28) As a result of an increased competition , India is

forced to reduce its marginal profits in the SEM.
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(21) The restrictions for India’s exports and a
reduction in marginal profits in the SEM, increases
India’s trade deficit with the EC.
(22) The decline in India’s export earnings reflects on
its'démestic "industries of agriculture and agro-based
sectors, which are highly sensitive to external
oscillations.
(23) The decline in India’s export earnings of
agriculture and agro-based sectors stimulates the
labourérs engaged in these sectors to displace from the
agriculture and agro-based sectors to the capital
intensive sectors.
(24) The fall in export earnihgs reduces the
importation of capital goods, which are necessary for
the production of manufactured éoods. As a result,
India’s economic development would be affected. This

would result in stagnation in India’s socio-economic

development.
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