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India should be a priority market for Canada, but this relationship remains underdeveloped.
Achieving a comprehensive trade deal would help, but in the most promising areas, these
negotiations bring political challenges for both sides.

L’'Inde devrait étre un marché prioritaire pour le Canada. Un accord de partenariat
économique global permettrait de développer les échanges, mais dans les domaines les
plus prometteurs, les deux pays ont des défis politiques majeurs a relever.
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Summary

For decades, Canada has sought stronger trade and investment links with countries beyond
traditional markets in the United States and Europe. Where does India fit into this desire for
trade diversification? In this study, Someshwar Rao and Stephen Tapp investigate the potential
to grow Canada’s economic relationship with India through a trade agreement. Negotiations on
a comprehensive economic partnership agreement (CEPA) have been underway for years, but
progress has been slow. Recently, however, optimism has increased thanks to the election of a
new majority government in India that is committed to economic reforms and the first visit to
Canada by a sitting Indian prime minister in over 40 years.

With several other trade negotiations underway, should Canada focus on finalizing a trade
deal with India? The authors find that the bilateral economic links between Canada and India
have grown quickly in recent decades, but remain weak. Looking ahead, Rao and Tapp identify
several factors that suggest considerable untapped potential in India over the long term. For
instance, India’s economic growth outlook is among the most favourable in the world. Canada
and India have strong social ties, aided by Canada’s large Indian diaspora; they have a common
language for business, similar legal frameworks and democratic political institutions. However,
the authors caution that India’s enormous economic promise may be unrealized if policy-mak-
ers fail to properly harness its strengths, which could ultimately become weaknesses.

If a truly comprehensive CEPA is implemented, the Canadian sectors that would likely benefit
the most are natural resource industries and providers of high-value services (such as finance
and education). Consumers and businesses in both countries could enjoy more product variety
and lower prices. Canadians would likely face adjustment challenges in some business services
and in lower-wage, labour-intensive manufacturing.

While both countries could reap big gains from freer trade, the most promising areas are also the
most politically sensitive, which may make a good deal hard to achieve. Contentious issues in-
clude foreign direct investment, services and temporary labour mobility, where bilateral ties are
least developed and barriers to international commerce are highest. Even without a wide-ran-
ging CEPA, the relationship could be jump-started with a less ambitious package that could
later be scaled up or down. Within this smaller deal, Canada might allow temporary migration
of skilled Indian labour (subject to a cap) in exchange for better access to the Indian market for
Canadian investment or services. And even without a trade deal, existing personal and business
networks could be better leveraged.

Finally, the authors stress that we need to keep expectations realistic, as improving our engage-
ment with India will be a long-term endeavour. Nevertheless, they conclude that the potential
rewards are sufficiently large that the upsides for Canada should not be overlooked, but nor
should they be oversold.
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Résumé

Depuis des décennies, le Canada cherche a renforcer ses liens commerciaux et d’'investisse-
ment avec des pays autres que les Etats-Unis et I'Europe, qui sont ses marchés traditionnels.
Someshwar Rao et Stephen Tapp examinent dans cette étude les possibilités d'un accroisse-
ment des relations économiques entre le Canada et I'Inde au moyen d’un accord commercial.
Les deux pays discutent déja depuis des années d'un accord de partenariat économique global
(APEG), mais jusqu’a maintenant, les négociations n’ont que peu progressé. Deux événements,
toutefois, ont récemment ravivé 1’espoir : 1'élection d’'un gouvernement majoritaire en Inde qui
s’est engagé a réaliser des réformes économiques, et la visite de son premier ministre au Canada.

Déja engagé dans des négociations commerciales avec plusieurs pays, le Canada devrait-il
accorder la priorité a celles qu’il meéne avec I'Inde ? Les auteurs rappellent que les échanges
économiques entre les deux pays se sont rapidement accrus au cours des dernieres décennies,
quoiqu'’ils restent assez limités. Mais plusieurs facteurs montrent que I'Inde a un potentiel de dé-
veloppement a long terme considérable. Ses perspectives de croissance économique sont méme
parmi les plus favorables au monde. Sur le plan social, le Canada et I'Inde entretiennent déja
des liens étroit ; les deux pays possedent également une langue commune, des cadres juridiques
similaires et des institutions politiques démocratiques. Cependant, soulignent les auteurs, les
espoirs de prospérité économique pourraient ne pas se concrétiser en Inde si ses décideurs poli-
tiques ne parviennent pas a exploiter les atouts du pays.

Au Canada, les secteurs qui bénéficieraient le plus d'un APEG avec I'Inde sont ceux des ressources
naturelles et des services a valeur élevée (finance et éducation, par exemple). Les consomma-
teurs et les entreprises des deux pays pourraient, pour leur part, avoir acces a une plus grande
variété de produits, et a des prix inférieurs. Le Canada par contre devrait relever des défis et pro-
céder a des ajustements dans le secteur des services aux entreprises et le secteur manufacturier a
forte main-d’ceuvre et aux salaires peu élevés.

Les domaines les plus prometteurs dans un éventuel accord sont aussi ceux qui sont les plus sen-
sibles d’'un point de vue politique. Les sujets litigieux sont notamment l'investissement direct
étranger, les services et la mobilité de la main-dceuvre temporaire ; c’est dans ces secteurs aussi
que les barrieres au commerce international sont les plus importantes. Toutefois, le Canada et
I'Inde pourraient décider de conclure un accord moins ambitieux, et 1’élargir ou le restreindre
par la suite. Dans une premiere étape, le Canada pourrait accueillir temporairement un nombre
déterminé de travailleurs qualifiés, en échange d'un meilleur acces des investisseurs et des four-
nisseurs de services canadiens au marché indien. Et méme sans conclure d’accord commercial,
les deux pays devraient tirer davantage profit des réseaux personnels et d’affaires qui les relient
déja.

Les auteurs soulignent en conclusion que les attentes doivent rester réalistes, parce que 1’élargis-
sement du commerce avec 1'Inde ne peut étre que le fruit d’un travail a long terme. Néanmoins,
les bénéfices sont suffisamment intéressants pour le Canada qu’il ne devrait pas les négliger.
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The Potential to Grow Canada-India Economic Linkages:
Overlooked or Oversold?

Someshwar Rao and Stephen Tapp

fter years of securing trade and investment deals with several smaller countries, Canada’s

trade negotiators had a breakthrough year in 2014. They concluded a major trade agree-
ment with the European Union, signed another with South Korea and enacted an investment
deal with China. These developments followed the federal government'’s release of its Global
Markets Action Plan — an updated trade policy approach that emphasizes “economic diplo-
macy” and aims to diversify Canada’s global economic linkages (Foreign Affairs, Trade and
Development Canada 2013a).

The need to diversify has been a concern since at least as far back as the 1970s. At that time,
Canada sought a “third option” for its trade and investment, to expand on its traditional Amer-
ican and British markets. This desire has become more urgent as a result of Canada'’s poor trade
performance, as it fell from being the 6th-largest exporter in the world in 2000 to being the
13th-largest in 2011, where it remains today (World Trade Organization 2001, table 11.3; World
Trade Organization 2011, appendix table 3). According to Bank of Canada research, the big-
gest contributor to this weak export performance was not a stronger Canadian dollar, the poor
productivity record or what Canada traded. Rather, it was largely due to where Canada traded,
mainly with the slower-growing advanced economies and particularly the United States, rather
than with the faster-growing emerging markets (de Munnik, Jacob and Sze 2012).

In this study, we investigate one important component of the market diversification strategy:
Canada’s potential for strengthening its economic relationship with India — a relationship that
has presented mixed signals in recent years.

On the positive side, there have been several promising developments. In 2007, Canada and
India concluded negotiations on a foreign investment agreement. In 2009, Canada opened
three new trade offices in India. In 2010, the two countries concluded a bilateral nuclear cooper-
ation deal and launched formal trade negotiations for a comprehensive economic partnership
agreement (CEPA). In 2012, they established a high-level chief executive officer (CEO) forum to
recommend policies to enhance two-way trade and investment.

As well, the two governments set ambitious bilateral goals with clear objectives and specific
timelines. The first was to complete the CEPA negotiations in 2013; the second was to signifi-
cantly increase their bilateral trade to $15 billion annually by 2015. This would require nearly
tripling two-way trade in only three years, from $5 billion in 2012 (Department of Finance
Canada 2012, chap. 3.2).

In 2014, an opportunity emerged to refresh this relationship. A new Indian government was
elected with a majority mandate — the Bharatiya Janata Party (BJP), led by Narendra Modi.
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The BJP has begun implementing economic reforms to improve the business environment and
attract foreign investment, and it is pursuing a more assertive foreign policy. In April 2015,
Canada’s trade relationship with India came into the spotlight when Modi visited Canada —
the first official visit to Canada by an Indian prime minister in over four decades. During this
historic visit, several commercial agreements were announced, the Canada-India relationship
was upgraded to a “strategic partnership,” and the two prime ministers vowed to conclude the
CEPA by the end of 2015.

However, on the negative side, despite all the hopes that Modi’s high-profile visit raised, there
have been few tangible results, and there are signs that India is focusing its attention else-
where. One sign of the failure to finalize deals in this relationship was that a 2007 investment
agreement was subsequently reopened. In addition, the two governments’ original ambitious
objectives were either unmet (CEPA talks by 2013) or are unlikely to be achieved ($15 billion in
bilateral trade in 2015 — by 2013 it had not yet reached $8 billion).

Skeptics are asking whether the new goal — to conclude the CEPA trade talks by the end of 2015 —
will be any more successtul. So far, the trade negotiations have plodded through nine rounds. India
appears less keen than Canada to reach an agreement and seems willing to do things its way.

For example, at the 2014 World Trade Organization (WTO) meeting, the Indian government
prevented the implementation of an existing multilateral trade facilitation agreement, because
it felt that that agreement would restrict its ability to provide food subsidies to its poor.! In
another case, India recently became the second largest shareholder in the Chinese-led Asian
Infrastructure Investment Bank, and it and the other BRICS countries (Brazil, Russia, China and
South Africa) created the New Development Bank.? Both of these moves are seen as attempts by
the leading emerging markets to create an alternative to the Western-led Bretton Woods institu-
tions of the International Monetary Fund and the World Bank.

The key question is this: with several other trade negotiations underway — especially the
12-country Trans-Pacific Partnership, which appears to be approaching conclusion — should
Canada focus resources on concluding a trade deal with India?

We conclude that yes, India does merit being a priority international market for Canada over the
long term, and the CEPA could spark a stronger economic relationship. Nevertheless, the players will
need to overcome significant obstacles, especially regarding investment and temporary labour mobil-
ity, before a truly comprehensive trade deal can be concluded. The challenge for the negotiators and
politicians is that the areas that offer the largest long-term potential gains (investment and services)
also raise political considerations that will make it difficult for the two sides to finalize a good deal.

Why should Canada focus on India? For one thing, India’s long-term growth prospects are
among the most favourable in the world. The Organisation for Economic Co-operation and
Development (OECD 2012) forecasts that India’s real gross domestic product (GDP) will grow
faster than that of any other country over the coming decades.? As well, Canada can leverage its
strong social ties with India: 1.2 million Canadians have East Indian ancestry (Statistics Canada
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Table 1. Canada’s exports to selected fast-growing economies relative to model prediction, 2007
Exports (US$ millions) Over (+) or under (-) trading
Actual Predicted US$ millions Percent

Indonesia 936 312 624 200.2
China 8,908 4,340 4,568 105.2
South Africa 733 559 174 31.2
Russia 1,072 1,116 -44 -39
Brazil 1,418 1,853 - 435 -235
India 1,702 2,455 - 753 -30.7
Source: Foreign Affairs, Trade and Development Canada, 2009, table 5, 88.

2011),* and India is the second-largest source country for foreign students studying in Canada
(Prime Minister’s Office 2012). Finally, the widespread use of the English language in both coun-
tries facilitates communication and business dealings; both countries have legal systems based
on British common law; and India has democratic political institutions (in contrast to some
other fast-growth emerging markets, such as China).

Some estimates suggest there is significant untapped potential to expand Canada-India trade.
Canadian exports to selected fast-growing emerging markets in 2007 are shown, with predic-
tions (based on an econometric “gravity” model), in table 1.5 Among the high-growth trading
markets with which Canada does not have a trade deal, India was the largest underperformer,
according to the predictions. Moreover, these results suggest that Canada is overtrading with
China relative to the model’s prediction.®

In this study, we adopt a long-term perspective on the economic opportunities and challenges
that stronger economic linkages with India might bring to Canada. After outlining Canada’s
trade and investment patterns with India over the past two decades, we present the revealed
comparative advantages for both countries in merchandise and services export categories.

We also introduce new perspectives based on recently developed value-added trade data. Based
on a review of current trade and investment barriers between Canada and India, we suggest
which industries would benefit most from a trade deal, and which would struggle most to adapt
to the new trade environment. We find that the Canadian sectors that would benefit most
from a CEPA with India are our natural resource and resource-based manufacturing industries,
telecommunication services, and insurance and other commercial services (which include en-
gineering, consulting, education and health). Sectors that would face more acute challenges
include computer service industries and low- and middle-wage labour-intensive manufacturing.

We evaluate how a CEPA would affect each country’s broader trade strategy and outline the
key negotiating issues and potential stumbling blocks to concluding a deal. Our results update
and complement previous studies, which include the Foreign Affairs, Trade and Development
Canada, and Canada-India Joint Study Group (2010), Goldfarb (2013), Canadian Chamber of
Commerce (2012) and Dobson (2009).
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India’s Economy
Overview

ith over 1.2 billion people, India is the second-most-populous country in the world,
Wand it is the world’s largest democracy. In 1991, a balance-of-payments crisis in India
prompted a series of policy reforms. Over time, its economic policies have shifted away from
an inward-looking, command-and-control approach toward an outward-looking, market-ori-
ented approach and in this process its economy has undergone numerous structural changes.
Opening up to the world has benefited the country, which is now one of the fastest-growing
economies. Over the past decade, its real GDP grew by a remarkable average rate of 7.4 percent
per year, and its long-term growth outlook is among the best in the world. Table 2 provides
background statistics on the Indian economy and on the Canadian economy for comparison.

Demographics

India’s population is enormous and is growing quickly, and these demographics can support
its future economic growth. In the past two decades, India’s population grew much faster than
Canada'’s (36 percent versus 22 percent), and in 2012 — the last year for which comparable data
are available — India’s birth rate was almost double Canada’s (see table 2). At the same time,
life expectancy is considerably lower in India than in Canada (66 years versus 81 years). The
Indian population is much younger: India’s youth (those 14 years of age or younger) represent
44 percent of the working-age population, compared with 24 percent in Canada. Similarly,
while population aging will restrain economic growth over the medium term in Canada, India
does not face this challenge.

In fact, much of India’s economic growth acceleration is attributable to demographics (Aiyar
and Mody 2011). An analysis of state-level census data indicates that changes in the age struc-
ture of the population accounted for about 40 percent of India’s per capita income growth in
the 1980s and 1990s. Moreover, in the next two decades, this “demographic dividend” — which
increases the share of the country’s population in their prime working-age years — could add
nearly two percentage points per year to its per capita GDP growth. This represents a significant
advantage in the context of the world’s slow economic growth since 2008-09.

India’s urbanization rate is surprisingly low, at 32 percent (well below Canada’s 81 percent), but
its pace of urbanization is accelerating due to push and pull factors. High unemployment in
villages, lack of services and social conflict push people from the rural areas to urban areas; job
opportunities and higher wages in the cities pull them to urban centres. To support the “pull”
process, in 2014 the Indian government announced plans to establish 100 “smart” cities that
will have improved town planning, infrastructure and livability.

Industrial structure

Urbanization increases emerging economies’ productivity by shifting resources from less-pro-
ductive sectors in villages (primarily in agriculture) into more-productive sectors in cities (large-
ly services and manufacturing). Urbanization and the associated industrial change are particu-
larly important in India because of massive differences between value-added per worker in the
formal and informal sectors (the formal sector has a 10-fold advantage) and in manufacturing
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Table 2. Background statistics on the Indian and Canadian economies
India Canada
Demographics, 2013
Population (millions) 1,252 35
Birth rate (per 1,000)' 21 11
Life expectancy at birth (years)' 66 81
Youth dependency ratio (percent)’ 44 24
Old-age dependency ratio (percent)? 8 22
Urban population (% of total) 32 81
Industrial structure (percent)
Service sector share of value-added 57 71
Manufacturing share of value-added 13 11
Agriculture share of value-added 18 2
Agriculture share of overall employment 47 2
Labour force, 2013 (percent)®
Participation rate, males 83 82
Participation rate, females 29 75
Participation rate, total 56 78
Unemployment rate 3.5 7.5
Productivity
GDP per worker, 2012 (purchasing power parity, $) 9,200 50,125
GDP per worker growth, 1990-2012 (percent) 4.4 1.0
Income, 2012
Gross national income (GNI) per capita ($) 1,550 51,570
GNI per capita (purchasing power parity) 3,820 42,270
GNI per capita growth, 1990-2012 (percent) 7.0 3.7
Economy, 2013
GDP ($ billions) 1,877 1,827
GDP (purchasing power parity, $ billions) 6,776 1,520
Connectivity, 2013 (per 100 people)
Mobile phone subscriptions 71 81
Internet use 15 86
Business climate, 2014
Ease of doing business (World Bank global ranking) 142 16
Number of days required to start a business 28 5
Sources: World Bank, World Development Indicators; International Labour Organization.
Note: Demographics: data for birth rates and life expectancy at birth are for 2012; industrial structure: data for india are 2013, Canada, 2010.
' The youth dependency ratio is the population 0-14 as a percentage of the working age population.
2 The old-age dependency ratio is the population 65 and over as a percentage of the working age population.
¢ Participation rates are measured as a percent of the respective populations aged 15 to 64.

and services relative to agriculture. For instance, the hotel and restaurant sector is 3.5 times
more productive than agriculture, and manufacturing is 2.6 times more productive than agri-
culture (Government of India Planning Commission 2014).”
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The share of services in India’s economy has grown significantly, from 44 percent in 1990 to
57 percent in 2013, but it remains well below Canada’s 71 percent. The countries’ shares of
manufacturing are roughly similar, and India is keen to increase its manufacturing share in
order to employ more of its rapidly growing population in better-paying jobs. Recent govern-
ment initiatives to this end include the high-profile “Made in India” campaign to boost foreign
investment in the manufacturing sector.

Agriculture is a sector where India and Canada differ considerably. Agriculture as a share of
India’s economy has declined more than 10 percentage points in the past two decades, but it
still represents almost half of its employment, compared with only 2 percent in Canada. The
flow of workers out of agriculture sector in India is expected to continue, and it has a long way
to go to catch up with other emerging economies such as China in this process.

Labour force

While Canada’s and India’s male labour force participation rates are comparable (83 percent in
India and 82 percent in Canada), their female participation rates are quite different: in India it is
29 percent, compared with 75 percent in Canada.® Because of this large difference between the
two countries’ female participation rates, India’s overall labour force participation rate is much
lower than Canada’s (56 percent versus 78 percent).

Furthermore, India’s female-to-male labour force participation ratio, as well as women'’s broader
economic participation and opportunities, ranked a dismal 124th out of 136 countries in 2013
(World Economic Forum 2013). This limited female participation in the economy has seriously
restrained Indian growth. Nevertheless, to look at it more optimistically, if major progress can
be made in this area, it could be a considerable source of India’s future economic growth.

Productivity, real incomes and poverty

Labour productivity growth is a key determinant of economic growth and real income gains.
From 1990 to 2012, India’s real GDP per worker grew at an average rate of 4.4 percent annually.
This is much stronger than Canada’s 1.0 percent per year. But despite this faster growth, India’s
labour productivity level was still only 18 percent of Canada’s in 2012, and only 60 percent of
China’s. Closing even part of this productivity gap would increase India’s productivity rate con-
siderably in the coming decades.

These significant differences in Canada and India’s productivity levels help explain the large
differences in incomes between the two countries. In 2012, India’s per capita gross national
income (GNI), measured in purchasing power parity (PPP) exchange rates,’ was only US$3,820,
less than one-tenth of Canada’s. Though India’s real GNI per capita grew almost twice as fast as
Canada’s between 1990 and 2012 (7.0 percent versus 3.7 percent on an average annual basis),
it is important to keep in mind that the living standards and consumption patterns in India’s
rapidly growing middle class are much lower than those in Canada. Moreover, poverty remains
a huge challenge in India. The World Bank estimated that in 2012, roughly one-quarter of the
Indian population (24 percent) was living on only US$1.25 (using PPP at 2005 international
prices) per day, and that more than half (59 percent) lived on only US$2.00 a day.
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Nonetheless, because of the population difference — there are 36 Indians for every Canadian —
India’s overall economy is already slightly larger than Canada’s when converted at market ex-
change rates to US dollars, and it is over four times larger at PPP exchange rates.

Capital investments, infrastructure, personal connectivity and energy use

Over the last decade, India has invested a great deal in research and development, physical and
human capital, and technological adoption. Its gross investment in capital (including build-
ings, engineering construction, and machinery and equipment) as a share of GDP ramped up
from 24 percent in 2000 to 31 percent in 2013 and is now higher than Canada’s (24 percent).
Yet despite its higher capital investment, India’s research and development spending as a share
of GDP in 2011, at 0.8 percent, remains well below Canada’s 1.8 percent.

India has also made great strides in accumulating human capital. In the past decade, the sec-
ondary school enrolment rate grew more than 20 percentage points, to 69 percent (in 2011).
Tertiary enrolment rates have also increased dramatically (from 10 percent in 2000 to 25 per-
cent in 2012), which has helped to provide India with a large pool of skilled and trained pro-
tessionals. During the 1990s, for instance, the stock of engineers increased from 4.8 million to
7.7 million (Rao 2011). This was an impressive 60 percent increase. To put this put into context,
the 8 million engineers in India in 2000 represented roughly one-quarter of Canada’s total
population at that time.

In the past, inadequate public sector investment in infrastructure — highways, railways, ports,
airports, electricity generation and transmission, telecommunications and schools — has hin-
dered private sector capital investments and restrained India’s economic growth. But over the
last decade, India has improved its physical, telecommunications and knowledge infrastructure.
The federal government and state governments are encouraging more private sector and foreign
participation in infrastructure projects.

Like people in the rest of the world, Indians have enjoyed improved connectivity in the past
decade, and the use of mobile phones and the Internet has increased dramatically. In 2000, cell
phone ownership was virtually nonexistent, but by 2013, over 70 percent of the population had
a cell phone. But overall Internet use in India, at 15 percent, remains far below that in compar-
able countries such as China, where Internet use is 46 percent.

Another area of difference between Canada and India is energy. In 2011, India was a net energy
importer — imported energy is estimated to be 28 percent of its total energy use, whereas Can-
ada was a net energy exporter — exporting an estimated 62 percent of the energy it generated.
In India, only three-quarters of the population has access to electricity, and two-thirds of its
electricity is generated from coal. This offers Canada potential trade gains as a more important
supplier to Indian markets.

Outward orientation
Before 1991, India was largely a closed economy with inward-looking policies, and it was
often referred to as the “Licence Raj.” At that time, India’s commercial linkages with the
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Figure 1. Trade as a share of GDP, India and Canada, 1990-2013 world were weak, and its international
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Source: World Bank, World Development Indicators.

After 1991, India began reducing the bar-
riers to trade and foreign investment. Its
overall trade (exports plus imports of goods
and services) as a share of GDP increased

Figure 2. Foreign direct investment, net inflows, India and
Canada, 1990-2013

°7 significantly and approached that of Can-
8 - ada, particularly after 2000 (figure 1). The
;] Canada remarkable growth in India’s trade was
driven by a boom in services, particularly
N 67 information and communications technol-
@ 5 ogy (ICT) services exports. In 2013, India
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§ exporter — well ahead of Canada, which
87 ranked 17th (WTO Trade Profiles).!°
2
. India India’s trade is highly diversified, unlike
Canada’s, which is much more heavily con-
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Source: World Bank, World Development Indicators. table 3). The European Union is India’s top

trading partner, and the United States, the
United Arab Emirates and China are also prominent. Canada is well down the list, ranking 30th
in 2008.

As trade took off in India, its net FDI inflows also steadily increased, peaking as a share of GDP
in 2008 before the global recession (figure 2). Its outward stock increased from being virtually
nonexistent in 1990 — just 0.1 percent of global outward FDI — to recently reach 1.0 percent of
global FDI in 2011 (United Nations Conference on Trade and Development 2012). The experi-
ences of China and other East Asian emerging economies suggest there is substantial room for
India to expand its FDI — particularly if it further liberalizes its foreign investment regulations
and improves its business climate.
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Table 3. Top five trade partners, India and Canadia, 2013 (percent of total)
Exports, top five destinations

India Canada
1. European Union 16.7 1. United States 75.8
2. United States 12.5 2. European Union 7.0
3. United Arab Emirates 10.1 3. China 4.4
4. China 4.9 4. Japan 2.3
5. Singapore 4.2 5. Mexico 1.2

Imports, top five origins
India Canada

1. China 1.1 1. United States 52.1
2. European Union 10.6 2. European Union 1.2
3. Saudi Arabia 7.9 3. China 111
4. United Arab Emirates 7.1 4. Mexico 5.6
5. Switzerland 5.3 5. Japan 2.9
Source: WTO trade profiles database.

Business climate

India ranks very poorly in most business climate indicators. In 2014, it placed a dismal 142nd
out of 160 countries in the World Bank’s measure of ease of doing business. Recently, the Modi
government set an ambitious goal of reaching the top 50 in this ranking by 2017. Canada
ranked much better, in 16th place. In a recent survey of business leaders, three factors were
cited as the most problematic for doing business in India: inadequate infrastructure, corruption
(India ranked 94th in the world on Transparency International’s 2012 Corruption Perceptions
Index) and inefficient government (World Economic Forum 2012a, 2012b).

Further increasing the outward orientation of the Indian economy may well improve its business
climate and overall economic performance. Research from cross-country business surveys finds that
while India has some well-managed firms, the average firm is poorly managed relative to those in
other countries (Bloom and Van Reenan 2010). One possible contributing factor is the common
tradition in India where companies are passed on to the descendants of the firm’s founder (often sons
and grandsons), which can have a detrimental effect on management practices. Interestingly, this
study finds that the multinationals in India are much better managed on average than are domestic
firms, and that they are operating close to the global knowledge frontier. Thus FDI can help narrow
the large cross-country performance gaps by means of improved management practices.

Macroeconomic environment

Looking at monetary policy in the two countries over the past decade, inflation has been much more
of a concern in India than in Canada, reaching double-digit rates after the global financial crisis
began in 2008 (figure 3).!' One key inflationary factor in India has been the persistent difficulty of
aggregate supply to keep pace with growing demand, due to bottlenecks and production constraints.
More recently, the Reserve Bank of India has managed to bring down the rate of inflation, aided by
falling global commodity prices. In the future it will aim for 4 percent annual inflation (within the
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Figure 3. Selected macroeconomic variables, India and Canada, 2000-14
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targeted range of 2 to 6 percent), and it
is considering formally adopting infla-
tion targets, as Canada does.

In fiscal policy, budget deficits are also
a larger concern in India than in Can-
ada. Over the past decade, the gov-
ernment has run persistent structural
budget deficits ranging from 6 percent
to 10 percent of GDP.'? Furthermore,
in both Canada and India, current ac-
count surpluses have turned into defi-
cits over the past decade.

India’s 2015 budget included some
important structural economic policy
reforms, which were generally well
received by economic analysts. For
instance, the government will reduce
some import tariffs and make some
sectors, such as defence procurement,
railway construction and insurance,
more open to foreign investment. It
will introduce a national goods and
services tax, which will improve tax
efficiency and collection and make
trading across states less onerous. With
the recent drop in energy prices, it
plans to better target public subsidies
for energy use via direct cash transfers
to people (which can reduce waste due
to corruption) and to reallocate spend-
ing from inefficient energy subsidies
toward much-needed infrastructure
projects.

Assessing India’s economic
growth prospects

Some international organizations ex-
pect India to have among the brightest
growth prospects in the world going
forward. We share this optimism and
have identified several factors that can
support India’s future growth: its large

12
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domestic market; its “demographic dividend”; its considerable room for continued urbanization and
industrialization; its strong ICT services sector; and the potential to narrow the large gaps in productiv-
ity, income, technology and business management practices relative to those globally.

But its long-term economic outlook is not entirely upbeat. Many of its potential strengths could
turn into weaknesses if they are not properly managed. For instance, the demographic dividend
that will bring youth into the labour market in the coming decades means that millions of jobs
in the formal sector will need to be created in order to avoid increased unemployment and
foregone potential output. This will require improvements to the education system, which is
currently failing to provide many students with adequate skills in several regions of the country.
Similarly, while urbanization could greatly improve India’s productivity, there will be a need for
infrastructure improvements on a large scale and better social programs.

Thus, India’s performance in several critical areas will determine whether its economy realizes its full
growth potential. Most importantly, it must improve infrastructure, combat corruption, encourage
temale labour force participation, and reduce the poor health and education outcomes of the general
population. On the macro-policy side, concerted policy efforts are needed to restrain budget and cur-
rent account deficits, keep inflation stable, and improve the quality of the government bureaucracy.

Revealed Comparative Advantages

evealed comparative advantage (RCA) analysis can identify in each economy the export
Rindustries that are more specialized than those in the rest of the world, revealing the sectors
where these countries might be more globally competitive.

Merchandise trade

The Ricardian theory of comparative advantage predicts that a country can increase its econom-
ic benefits from freer international trade by specializing its production and exports in products
and services where it has a comparative advantage (lower marginal opportunity cost of produc-
tion) and importing the remaining products and services.

A country’s comparative advantage is shaped by its natural resource endowments, human cap-
ital and investments, as well as by other factors, including the effectiveness of its institutions.
The theory predicts that a country such as Canada, with its abundant natural resources and edu-
cated labour force, will specialize in producing and exporting natural resources products and
knowledge-intensive products and services. India, with its large pool of low-skilled, low-wage
labour, will tend to specialize in labour-intensive products and services.!

We use export data from the World Trade Atlas and the UN Commodity Trade databases for
96 major commodity and eight service categories and apply Balassa’s (1965) approach to infer
comparative advantage by comparing each country’s export shares with global export shares.
The RCA index for country i in product or service j is calculated as:

share of product j in country i’s

. total exports
RCA, =

1

share of product j in world exports
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To illustrate the approach, consider the automobile sector, which represents roughly 9 percent of
world exports. If automobiles make up more than 9 percent of Canada’s exports, then it has a re-
vealed comparative advantage in cars (RCA_, .,
less than 9 percent of its exports, it has a revealed comparative disadvantage (RCA

> 1). On the other hand, if automobiles represent
CAN, Cars < 1)
Most of the 29 commodities for which Canada had an RCA in merchandise exports in 2010 involve
natural resources, agriculture and related products (see appendix 1). For instance, nickel, wood pulp
and fertilizers have RCAs of at least 5, suggesting a strong comparative advantage in these areas. Auto-
mobiles and aircraft are also notable. These technology- and capital-intensive products have RCAs
under 1.5, indicating Canada has a modest comparative advantage in these industries.'*

Together, the 29 commodities for which Canada had a comparative advantage accounted for
nearly three-quarters (73 percent) of its total merchandise exports in 2010." Of these, the top
three exports represented over 44 percent of all merchandise exports: mineral fuel, oil and bitu-
men (26 percent); automobiles (13 percent); and precious stones and metals (6 percent).

India had an RCA in 27 commodities, which are primarily labour-intensive and natural-resource-based
(see appendix 1). Four had a strong comparative advantage, with an RCA of at least 5: lac and vegetable
sap; carpets and other floor textiles; precious stones; and coffee, tea and spices.!® India did not have
a comparative advantage in any knowledge- and technology-intensive commodity export category.

Overall, India’s RCA commodities made up over two-thirds (68 percent) of its total goods ex-
ports in 2010. Much like Canada’s, India’s merchandise exports are highly concentrated in a few
major commodities. One-third of India’s merchandise exports came from just two categories:
mineral fuel, oil and bitumen (17 percent), and precious stones (16 percent).

Services trade

In services trade, Canada is more heavily weighted in the transportation and travel categories
(41 percent, compared with 22 percent for India; see table 4). India, on the other hand, is highly
concentrated in computer services (29 percent, compared with 7 percent in Canada).

Canada has an RCA in four services categories: insurance, communication, computers, and
all other commercial services (management, consulting, engineering, health, construction,

Table 4. Distribution of commercial services exports and revealed commercial advantages (RCA), India and Canada, 2010
Percent RCA index

Category World shares India shares  Canada shares India Canada
Transportation 21.2 10.7 17.3 0.51 0.82
Travel 25.4 11.5 23.3 0.45 0.92
Communication services 2.3 1.1 4.4 0.48 1.91
Insurance 2.3 1.2 5.9 0.52 2.57
Financial services 7.2 3.0 3.7 0.42 0.51
Computer services 5.8 29.2 7.3 5.038 1.26
All other commercial services 35.7 43.2 38.1 1.21 1.07
Source: Authors’ calculations based on trade data from the World Trade Atlas.
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education, and research and development). Together, these categories accounted for over half
(56 percent) of its commercial services exports in 2010.

India has an RCA in only two services: computers and all other commercial services. RCA sec-
tors represented a larger share of India’s total exports of commercial services than they did in
Canada (72 percent versus 56 percent). India’s comparative advantage in computer services is
much larger than Canada’s (of 5.0 versus 1.3). India’s computer services comparative advantage
can be attributed to its large pool of labour that has specialized technical training. This abun-
dance of labour results in lower wages for services workers, by global standards.

Canada-India Trade and Investment Flows
Economic linkages

conomic linkages between Canada and India are currently rather weak, but they have
Egrown rapidly over the past two decades. Table 5 reports the most recent data on Canada’s
trade and investment, with estimates of bilateral Canada-India linkages and India’s rank
relative to other Canadian trading partner countries.

In 2014, two-way merchandise trade was estimated at $6.3 billion. However, these statistics rely
on customs data for direct country-to-country transactions. Because trade also occurs indirectly
through third countries, they likely underestimate Canada-India trade. For example, a Can-
adian diamond that goes to India but passes through the diamond district in Antwerp along the
way is recorded as a Canadian export to Belgium, not to India.

India’s merchandise trade was just 0.6 percent of Canada’s, and India ranks as Canada’s 11th-largest
merchandise trading partner globally. With an estimated $1.5 billion in services trade, India was

Table 5. Canada-India economic linkages, 2013-14
India’s share of
Canada’s total: Canada’s total: Canada’s total India’s rank in
world ($ billions) India ($ billions) (% of total) Canada’s total
Merchandise trade, 2014'
Bilateral trade 1,035.2 6.3 0.6 11
Exports 524.3 3.1 0.6 12
Imports 510.9 3.2 0.6 13
Services trade, 20132
Total bilateral trade 208.1 1.5 0.7 17
Exports 92.5 0.7 0.7 18
Imports 115.5 0.9 0.7 18
Investment, 2013 (stock)®
Canadian direct investment abroad 779.3 0.6 0.1 35
Foreign direct investment in Canada 686.3 3.8 0.6 14
Source: Foreign Affairs, Trade and Development Canada, Office of the Chief Economist, Trade Investment and Economic Statistics
" Merchandise trade data are on a customs basis.
2 The services trade data are based on balance of payments.
2 The foreign direct investment data are based on balance of payments.
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Figure 4. Bilateral merchandise trade with top 15 trading
partners, Canada, 2014
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Figure 5. Canada’s merchandise trade to and from India,
1990-2014
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cent in 2014.

Canada’s 17th-largest partner in 2013, worth
0.7 percent of the total. Of all of these linkages
for Canada, the highest ranked globally is in
its merchandise trade with India. By far the
weakest link in this relationship is its FDI in
India (ranked 35th, and worth only 0.1 per-
cent of its FDI).

Country rankings do not fully convey the
magnitude of the differences between coun-
tries, so we can provides additional context by
showing Canada’s total bilateral merchandise
trade with India relative to its 15 largest trad-
ing partners (figure 4). This reveals the para-
mount importance to Canada of its merchan-
dise trade with the United States. This trade —
representing nearly two-thirds of Canada’s
merchandise trade — still dwarfs Canada’s
trade relationships with other countries by a
wide margin, despite considerable diversifica-
tion in the last decade.

While Canada’s trade with India is currently
much less developed than that with countries
like the United States, China, Mexico, the UK
and Japan, it has grown quickly over the past
two decades as India has become more out-
ward-focused (figure 5). From 1990 to 2014,
total merchandise trade between Canada
and India grew at 10.7 percent per year on
average in nominal terms. Canada’s imports
from India (11.6 percent) grew more quickly
and more steadily than its exports to India
(10.0 percent). As a result, in most years Can-
ada ran a modest merchandise trade deficit
with India. Also, because Canada’s trade with
India grew faster than that with the rest of the
world, India’s share of Canada’s trade grew
steadily from 0.2 percent in 1990 to 0.6 per-

New data from Statistics Canada shows that over 1,500 Canadian enterprises exported to India
in 2013," and the High Commission of Canada in India reports several concrete examples of
Canadian companies that have been successful in the Indian market in a variety of sectors.

16
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Table 6. Canada’s top five exports to India, 2011
Share of Share in Canada’s
Canada’s total Canada’s Exports to all
Rank Commodity exports to India RCA Countries (%)
1 Vegetables 24.0 2.6 0.8
2 Fertilizers 14.2 5.5 1.8
3 Paper, paperboard and other paper articles 11.2 1.8 2.2
4 Aircraft 8.4 1.2 2.5
5 Precious stones 8.2 1.9 5.9
Top five exports 66.0 49.2
All exported commodities that have a RCA 81.1 73.4
Source: Authors’ calculations based on data from the World Trade Atlas.
Note: RCA = revealed comparative advantage

These include SNC Lavalin, McCain, Bombardier, Magna, RBC, Scotiabank, TD, Manulife, CGI,
Open Text and Apotex.!® Some of the larger Indian companies in Canada include Wirpo, Info-
sys, Tata, Essar and Aditya Birla Group. These companies cover business consulting, information
technology, software engineering, outsourcing services, steel and textiles.

Merchandise exports
Relative to Canada’s overall exports to the rest of the world, Canadian exports to India are more
concentrated in RCA industries. In 2010, 81 percent of Canadian exports to India were in RCA
commodities, versus 73 percent of Canada’s exports to the world (table 6). Canada’s top five export
categories to India represented about two-thirds of its total merchandise exports to that coun-
i i try: vegetables, fertilizers, paper, aircraft and
Figure 6. Shares of Canada’s exports to India and of GDP, .
provinces and territories, 2011 precious stones. Of these, the largest areas of
growth over the past decade for Canadian
exports to India were in aircraft, precious
stones and fertilizers. The biggest share losers
were in wood pulp, edible vegetables, paper
and cement.

Percent

There is a strong regional concentration in
Canada’s merchandise exports to India. Dis-
proportionate shares come from Saskatch-
ewan (vegetable products such as pulses, len-
tils and peas, and chemicals and fertilizers
such as potash) and the Northwest Territor-
ies (precious stones) (figure 6). Saskatchewan
accounts for over one-third of Canada’s ex-
ports to India, but only 3.5 percent of Can-
adian GDP, while the Northwest Territories

accounts for over 7 percent of exports from
Onine, st Cansc e ottt RTEESE T but only 0.2 percent of GDP. Because the

Note: Provincial and territorial GDP data are expressed in milions of chained 2007 dollars.

Export share
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45 degree line
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Figure 7. Share of exports to Canada’s top 10 export
destinations, by firm size, 2009
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shares sum to 100 percent, this implies
that other provinces — particularly
Alberta and Ontario — export far less
than their respective shares of Can-
ada’s GDP.

Another noteworthy feature of Can-
ada’s exports to India is the importance
of small- and medium-sized enterprises
(SMEs). This is in contrast to Canada’s
exports to the rest of North America,
Europe and even China, where large
firms account for a much larger share
of total trade. Looking at Canadian ex-
port shares by firm size in 2009 (figure
7), exports to India comprise the high-
est proportion from small firms (fewer
than 100 employees), accounting for
almost two-thirds (65 percent) of the
value of all Canadian exports to India.

This is considerably higher than the 26 percent share of exports from small firms in Canada’s over-
all exports. It is possible that this predominance of trade by small firm relates to the large Indian
diaspora. At the same time, it means that large firms (500 or more employees) account for a sur-
prisingly small share of Canada’s exports to India — only 20 percent, compared with 57 percent in
Canada’s overall exports. This relative absence of large Canadian firms in India might explain the

relatively low export values.

India’s exports to Canada are more widely dispersed. Its top commodity exports in 2010

were organic chemicals, precious stones, iron and steel articles, and apparel and accessor-
ies (table 7). These five categories represented 40 percent of India’s total merchandise ex-
ports to Canada (versus 66 percent flowing in the opposite direction). Perhaps surprisingly,

Table 7. India’s top five exports to Canada, 2011
Share in India’s Share in India’s
exports to India’s exports to all
Rank Export Canada (%) RCA countries (%)
1 Organic chemicals 11.5 1.3 3.8
2 Precious stones 8.6 5.7 15.5
3 Avrticles of iron or steel 7.2 15 2.9
4 Apparel articles and accessories (not knit) 6.3 2.7 2.7
5 Apparel articles and accossories (knit or crochet) 5.9 2.1 2.0
Top five exports 39.5 42.5
All exported commodities that have an RCA 62.2 68.4
Source: Authors’ calculations based on trade data from the World Trade Atlas.
Note: RCA = revealed comparative advantage
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India’s exports to Canada have become less weighted toward RCA commodities over the
past decade — their share fell from 71 percent in 2001 to 62 percent in 2010: the largest
decline was in the apparel categories and the largest gains were in organic chemicals and
precious stones.

Market penetration

The trade-share data suggest that each country is of roughly comparable importance in the
other’s overall merchandise trade — and more specifically, that neither is currently a particular-
ly significant trading partner for the other (figure 8). There have, however, been some relative
shifts over the past decade. For Canada, India has become a somewhat more important trading
partner: India’s shares of Canada’s overall merchandise exports and imports have grown over
time. Conversely, Canada has become a relatively less important trading partner for India: Can-
ada’s shares of its exports and imports have fallen since 1999.

In commodities, the strongest Canada-India merchandise trade is in vegetables and related
products and fertilizers. In 2010, Canada supplied almost 30 percent of India’s total imports of
edible vegetables (there have been significant gains over the past decade); over 10 percent of
wood pulp and paperboard; and roughly 5 percent of textiles, nickel, aircraft and parts, and fer-
tilizers. India supplied over 40 percent of Canada’s silk imports; roughly 20 percent of its vege-
table textile fibre, lac and vegetable sap; nearly 10 percent of its fertilizer; and over 5 percent of
its textile art, cotton, cereals and organic chemicals.

Our RCA analysis identified specific commodities where Canada and India had revealed com-
parative advantages in exports. Our calculations (not shown) suggest that for both countries
the commodities with a stronger RCA were more successful in penetrating the other country’s
markets.

This relationship is stronger for India than for
Figure 8. Canada-India merchandise trade, 1999-2010 Canada. For India, silk and vegetable textile

fibre exports to Canada have been particular-
b ly strong. Sectors where Indian exports have

Canada’s share of
Indian exports

150 been weaker than this simple relationship

suggests include cotton, precious stones, cof-

1.25 fee and tea, and yarns and woven fabrics. Can-

adian exports to India of edible vegetables,
1.00 H

£ Canada’s share of paper and paperboard, aircraft and parts, and
§ Indian imports .

S ors ] textiles have been strong. Areas that are weak-
er than predicted include oil seeds and grains,

050§ Gaagoneor s wood, and fish and crustaceans.

India’s share of . .

0-25 7" Canadian exports It is also worth comparing Canada’s pene-
000 tration of India’s market relative to that of
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 other comparable countries, such as the
Source: Authors’ calculations based on trade data from the World Trade Atlas. US and Australia. Between 2000 and 2010,
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Canada’s share of India’s total merchandise imports declined from 0.8 percent to 0.6 percent.
While the US’s and Australia’s shares of Indian imports fell faster over this period (from 8.4 per-
cent to 5.4 percent for the US and from 4.4 percent to 3.4 percent for Australia), they remain
well above Canada’s, illustrating the strong competition that Canada faces in the Indian market.

In the past decade, Australia’s shares of Indian imports have increased substantially in many
of the commodities in which Canada has an RCA, such as nickel (Australia’s share grew from
2.8 percent in 1999 to 20.8 percent in 2010, while Canada’s share fell from 6.7 percent to
5.6 percent in the same period). In 2010, Australia had over 20 percent of the Indian market in
six resource-based commodities: cereals; wool and animal hair; milling products; ores, slag and
ash; dairy; and nickel. In comparison, the only commodity where Canada’s share of the Indian
market was over 20 percent was edible vegetables.

The US is also making inroads in India in many of the natural resources and resource-based
commodities. For instance, the US’s share of India’s imports of edible vegetables increased from
0.7 percent in 1999 to 7.0 percent in 2010. In 2010 its share of ores, slag and ash was 23 percent
(up from 2 percent); its share of wood pulp imports was 26 percent and its share of paper and
paperboard imports was 12 percent. The US also competes with Canada in autos and aircraft.
The US’s share of India’s aircraft imports was 44 percent and its share of automobile imports
was 4 percent.

Trade in services
Canada-India services trade was quite small at only $1.5 billion in 2013, representing just
0.7 percent of Canada’s total services trade.!”” Once again, growth was strong over the past two
decades, starting from a very low level (figure 9). Between 1990 and 2013, total Canada-India
services trade grew at 10.7 percent per year on average in nominal terms; services exports grew
at 8.9 percent, while imports grew at 12.9 percent. Canada has run small services trade defi-
cits with India in every year since 2007. The
Figure 9. Canada’s services trade to and from India, 1990-2013 strongest growth in bilateral services over
the past five years was in Canada’s exports
of travel services (includes Indians visiting
800 - Canada) and its imports of India’s commer-
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Figure 10. Value added of services, Canada and India, 2009
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Figure 11. Global value chain participation index, Canada and
India, 2009
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Organization, Trade in Value Added database, 2013.

borders as part of global value chains (Van
Assche 2015). The new OECD-WTO trade
in value-added (TiVA; Organisation for
Economic Co-operation and Development
2013) data provide a more nuanced view
of global trade patterns. They highlight
the often underappreciated importance of
services in overall trade flows, which is a
particularly important issue for India. For
instance, TiVA data for 2009 estimate that
India had one of the highest contributions
from services in the G20 economies rela-
tive to its total exports, when measured
on a value-added basis. Services contribut-
ed more than half of the value of Indian
exports (in rounded numbers, 53 percent
overall, with 43 percent domestic and
9 percent foreign components) (figure 10).
This is significantly higher than Canada’s
services share of 37 percent of its overall
export value-added.

TiVA data include a global value chain
(GVCQ) participation index for each coun-
try that takes into account so-called “back-
ward” and “forward” trade linkages.* Rela-
tive to other countries at similar levels of
economic development, Canada and India
both rank quite low in their GVC participa-
tion: in 2009 Canada ranked 33rd among
34 OECD countries and India ranked 14th
among 19 non-OECD countries. India’s
GVC participation index is somewhat high-
er than Canada’s, largely because India’s ex-
ports are more likely to be used as inputs in
other countries’ exports (“forward partici-
pation”; figure 11).

When we consider the geographic origin of

value-added in Canada’s and India’s exports (figure 12), not surprisingly, Canada’s rely much
more than do India’s on value-added from the rest of North America (51 percent versus 14 per-
cent), whereas India’s contain more value-added from Europe (31 percent versus 22 percent)

and from Asian countries (27 percent versus 13 percent).
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Figure 12. Origin of foreign value added content of exports by Finally, a longer-term view from the TiVA
geographic region, Canada and India, 2009 database reveals divergent trends in the share
of foreign value-added in overall exports for
the two countries. As in most OECD coun-
tries, India’s increased integration into the
global economy was associated with a large
increase in the share of foreign value-added
in India’s exports, from 10 percent in 1995
to 22 percent in 2009 (figure 13). Canada’s
share of foreign value-added in its overall
exports fell in this period from 24 percent to
20 percent and is now below India’s.?
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FDI links between the two countries are

Figure 13. Foreign value added content of exports Canada and currently very weak.?? However, since 2007,
India, 1995 and 2009 . .

FDI from India to Canada has increased
25 . substantially, and Canada has become a
21.9 net importer of FDI from India (figure 14).
This pick-up in Indian FDI in Canada can
be partly attributed to India’s purchases of

Canadian steel and aluminum producers.?
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ware and information technology, auto
parts, communications and transporta-
tion.?* The largest destination cities are
Mumbai and Bangalore, and the most fre-
quent motivation for FDI in India is the
growth potential of the Indian market.
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B e oo e From the perspective of India’s econom-
ic development, longer-term FDI may be
preferable to shorter-term portfolio flows

(sometimes called “hot money”), which are much more responsive to interest rate or exchange rate

fluctuations and can lead to capital flight from the country. FDI may also be preferable to imports,

because it could be better for domestic employment.
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Figure 14. Canada-India direct investment stocks, 1990-2013
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Source: Statistics Canada, table 376-0051.

Barriers to Trade and
Investment
Tariff barriers

ariffs across the world fell dramatically
Tafter 1996 with the implementation of
the Uruguay Round of multilateral trade
negotiations conducted within the General
Agreement on Tariffs and Trade, which cre-
ated the WTO (figure 15). Before the policy
reforms that began in 1991, India’s tariffs,
at over 50 percent on average, were prohibi-
tively high, but since then they have fallen
considerably. Nevertheless, its current aver-
age tariffs of 7 percent remain above the
world average (4 percent) and above Can-
ada’s tariffs (3 percent).?

There are significant variations within these averages (figure 16). For instance, Canada has “off-
the-charts” tariff-equivalent rates in its supply-managed agricultural sectors (dairy), but has low
tariffs on machinery, manufactures, and resources and resource-intensive products. India levies
its highest tariffs on alcohol (in the beverages and tobacco category), coffee and tea and its
lowest tariffs on petroleum, machinery, minerals and metals, and manufactures. At this level of
aggregation, tariffs in India are higher than those in Canada across the board, except for dairy

and clothing.

Figure 15. Tariff rates for India, Canada and the World, 1990-
2013
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Source: World Bank, World Development Indicators.

Note: Average across all products of most-favoured-nation tariff rates weighted by the
product import shares. There are missing observations because these data are not
reported/available for every county for every year.

There are several commodities that trade
negotiators might target for tariff reduc-
tions to unlock trade (table 8). For in-
stance, Canadian businesses could benefit
from Indian tariff reductions on cereals;
oil seeds; live animals; wood, pulp and
paper products; and fertilizers. Indian
producers could benefit from reductions
in Canadian tariffs on apparel and tex-
tiles, cereals and ores.

Finally, one other important consider-
ation for trade negotiations is the large
asymmetry between Canada and India in
the fiscal importance of import duties. In
2012-13, customs duties represented only
1.5 percent of central government rev-
enues in Canada but nearly 19 percent in
India.
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Figure 16. Average most-favoured-nation duties, Canada and India, 2013
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and Development, World Tariff Profiles, 2013.
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Table 8. Tariffs and revealed comparative advantages (RCAs), India and Canada

Commodity India’s tariff rate in 2011 (%) Canada’s RCA (2010)
a) India

Cereals 29.8 3.0

Oil seeds 25.0 3.8

Live animals 23.8 3.4

Paper and paper products 9.9 1.8

Fertilizers 6.1 5.5

Wood pulp 6.0 6.0
Commodity Canada’s tariff rates in 2011 (%) India’s RCA (2010)
b) Canada

Apparel articles and accessories 16.5 2.1

(knit or crocheted)

Apparel articles and accessories 15.7 2.7

(not knit)

Textile articles 13.3 4.7

Cereals 11.5 2.7

Ores, slag and ash 7.3 3.2

Source: Authors’ calculations based on trade data from the World Trade Atlas.
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Nontariff barriers

There are also a wide variety of more indirect, nontariff barriers. These include complicated
customs procedures and “rules of origin,” which are used in preferential trade agreements to
determine which goods are eligible for reduced tariff rates (Tapp 2007), regulations, import
licences, health and safety standards, local preferences in government procurement contracts,
and voluntary export restraints.

By their very nature, nontariff barriers are hard to quantify. Therefore, there are few esti-
mates of tariff equivalents to help us assess how much they restrict trade flows between the
two countries. Nonetheless, we do know that, as tariff levels have fallen over time, the rela-
tive importance of nontariff barriers as a hindrance to global trade has increased. Canadian
business leaders have expressed concerns that, much like tariffs, nontariff barriers are gen-
erally larger in India than in Canada (Canadian Chamber of Commerce 2012, 4, 20). They
have said that “Canadian companies face market access issues with India, including the
many challenging non-tariff barriers that are encountered in India...[where, for example,]
additional customs duties, countervailing and anti-dumping duties...have been employed
in the past to protect sensitive sectors in India.” They also suggest that a CEPA could en-
hance regulatory cooperation between Canada and India by easing the cost of operating
businesses in these two markets.

Barriers to trade in services

Services represent over half of India’s GDP and more than two-thirds of Canada’s (table
2). As such, even minor improvements in the efficiency of services could result in large
income gains.

The OECD’s Services Trade Restrictiveness Index allows for cross-country comparisons at the
sectoral level.?® It uses composite indices to quantify identified restrictions on services trade in
five categories, assigning values between O (for complete openness to trade and investment)
and 1 (when a country is completely closed to foreign services providers).?” Consistent with
the general trend so far, the index suggests that India has more restrictive services trade policies
than does Canada — in this case, for all the services sectors considered (figure 17). In fact, of all
the 40 countries analyzed, India’s services sectors were more restrictive than the sample average
in 17 of 18 cases (road freight transport is the exception). Canada’s services sectors were more
restrictive than the average in only 6 of 18 sectors.

In Canada, engineering, legal and computer services are the most open service sectors. They
are particularly open to the movement of persons, often allowing foreign professionals to en-
ter temporarily to complete specific projects. Canada’s most closed service sectors are those in
which large government-run operations impose strict limits on foreign ownership and invest-
ment: air transport (Air Canada), broadcasting (the Canadian Broadcasting Corporation) and
courier services (Canada Post).

India’s most open service sectors are road transport, engineering and construction. Its most
closed are rail freight transport, air transport and legal services (only Indian citizens can practise
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Figure 17. The Organisation for Economic Co-operation and Development’s Services Trade Restrictiveness Index, Canada and
India, 2014
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Note: This index helps identify policy measures that restrict services trade. It ranges from O to

1, where 0 indicates that a country’s services sector is completely open to international service
providers (there are no restrictions) and 1 indicates that foreigners cannot provide services to the
country (it is completely closed).

law, and foreign lawyers may enter only on a fly-in fly-out basis if they are practising inter-
national or home country law).

Barriers to foreign investment

Countries routinely scrutinize and restrict FDI. The OECD compiles an FDI Regula-
tory Restrictiveness Index, which examines four main types of restrictions on foreign
investment (figure 18).”® One important limitation of this index is that it is based on
the formal legal frameworks in place, which do not fully reflect the restrictiveness on
FDI that occurs in practice (Assaf and McGillis 2013). Bearing this in mind, according
to this index, both India and Canada are more closed to FDI than the average country.
(For an illustrative but not exhaustive list of India’s FDI restrictions, see appendix 2.)

Canada imposes various FDI restrictions: non-Canadians who acquire a Canadian business
or who intend to establish a new business in Canada must comply with the Investment
Canada Act (ICA). It relies on sector-specific foreign investment restrictions and retains the
power to review sovereign investments that potentially threaten national security (which
is distinct from the net benefit test). Recent amendments to the ICA expand the definition
of a state-owned enterprise such that certain investments might be subjected to a minister-
ial review and approval requirement.?
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Figure 18. Organisation for Economic Co-operation and Development’s Foreign Direct Investment Regulatory Restrictiveness
Index, Canada and India, 2013
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Note: This index measures statutory restrictions on foreign direct investment. It ranges from 0O to
1, where 0 indicates that a country’s is completely open to FDI (there are no restrictions) and 1
indicates that foreigners cannot invest in the country (it is completely closed).

Economic Opportunities for Canada
Impact of existing Canadian free trade agreements

greements to liberalize trade impact the economy in various ways. For instance,

improving Canada’s access to another country’s market generally increases trade in
products that were already exchanged before the trade deal (the so-called intensive margin),
but it also encourages the entry of new Canadian businesses and new products into the
foreign market (the extensive margin).3°

The impact of the Canada-US Free Trade Agreement (FTA) of 1989 is well studied. Trefler (2004)
finds that this agreement had significant short-run adjustment costs (primarily for displaced
workers and struggling plants), but that it ultimately provided larger, long-run benefits (mainly
for more efficient plants and for consumers). For Canadian manufacturing industries that ex-
perienced the deepest Canadian tariff cuts — which increased American competition — labour
productivity rose by 15 percent, while employment fell by 12 percent, as low-productivity plants
shrank. Canadian industries that benefited from the largest US tariff cuts, which improved
Canadian access to the US market, saw no employment gains, but their plant-level labour pro-
ductivity increased dramatically (14 percent). Trefler also finds evidence of lower prices and,
importantly, overall welfare gains from this trade agreement.
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Lileeva and Trefler (2010) find that the Canadian plants that were induced by the Can-
ada-US FTA to start exporting or to export more increased their labour productivity, en-
gaged in more product innovation, and adopted advanced technologies at a greater rate.
Interestingly, the Canadian firms that made the biggest gains were those that were the least
productive before the deal and made the largest technological leaps, not the firms that
initially were the most productive, because those firms were already using better technol-
ogies before the trade deal.

Foreign Affairs, Trade and Development Canada (2013b) finds large gains from one of Canada’s
lesser-known trade deals, one with Chile. It estimates that bilateral trade flows grew 12 percent
tfaster than they would have without the agreement. Moreover, the vast majority of these gains
came from new trade in products that were not traded before the agreement. In fact, new prod-
ucts accounted for 90 percent of the net increase in the value of Canadian exports to Chile.
This highlights the importance of extensive margin for trade agreements, and suggests that it is
difficult to predict the outcome of a trade deal beforehand.

Potential economic impact of a comprehensive economic partnership agreement
While predictions about trade deals are undoubtedly difficult, they are nonetheless needed to
help inform negotiations. In the joint Canada-India government study (Foreign Affairs, Trade
and Development Canada, and Canada-India Joint Study Group 2010), the two countries used
the global trade analysis project (GTAP, a computable general equilibrium) model to estimate
potential economic impacts of trade liberalization under a Canada-India CEPA. The estimated
that the GDP gains for each country would be relatively large and roughly equivalent. They
range from $6 billion to $15 billion (2008 US dollars) for Canada (or 0.4 - 1.0 percent of GDP)
and $6 billion to $12 billion for India (or 0.5 - 1.0 percent of GDP).?! Breaking down these GDP
gains, the Canadian government estimates there will be increases in bilateral services trade of
65 percent, which is larger than the estimated increases in goods trade of 50 percent. The big-
gest estimated increases in goods are in manufacturing and agriculture. These estimates also
anticipate large gains for India’s service exports, and also manufacturing, especially textile and
apparel exports (Foreign Affairs, Trade and Development Canada, and Canada-India Joint Study
Group 2010).

There are some important limitations to this type of analysis. For instance, it considers only the
expansion of products that are already traded bilaterally (the intensive margin), whereas recent
theory and empirical research emphasize the importance of also considering the extensive mar-
gin. Moreover, the potential effects on investment are not captured in the model; as the study
notes, these estimates “likely...underestimate the benefits...from a CEPA.”

The Canadian government performed a similar exercise using the GTAP model for another cur-
rent trade negotiation, the higher-profile 12-country Trans-Pacific Partnership (Foreign Affairs,
Trade and Development Canada 2014). Those simulations suggest that the potential economic
gains for Canada of a deal with India would be similar to that of the TPP (roughly 0.4 percent
of GDP in both cases).
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Our assessment

We think that the greatest opportunities that a CEPA would offer for strengthening economic
linkages between Canada and India lie in services*? and investment. These are the two areas
where bilateral linkages are currently the least developed, where barriers to international com-
merce are the highest, and where the gains from further developing and exploiting each coun-
try’s comparative advantages are the strongest. Of course, realizing this potential depends on
the details, scope and breadth of any agreement provisions in these areas. For our “back-of-the-
envelope” estimates, see the box below.

Canadian service industries such as insurance, banking, telecommunications and other com-
mercial services (such as engineering, health, education and tourism) could benefit consider-
ably from a CEPA with India. In goods trade, natural resources and resource-based industries
(such as agriculture and related products, energy, fertilizers and precious stones), as well as
transportation industries (automobiles and parts), could be the biggest winners.*?

Regionally, if existing trade patterns continue, then Saskatchewan and the Northwest Territories
would disproportionately benefit from a deal with India.

Box. Estimates of economic benefits a CEPA might bring to Canada

To foresee the potential economic opportunities to Canada from a rising India in 2030, we calculate four scenarios:
a pessimistic growth scenario for India with — and without — a CEPA, and an optimistic growth scenario for India
with — and without — a CEPA.

The pessimistic scenarios assume an average annual economic growth rate for India of 5 percent until 2030, while
the optimistic scenarios assume 9 percent annual growth. The two scenarios without a CEPA assume that Canada’s
shares in India’s trade and investment remain at 2010 levels until 2030. The CEPA scenarios assume that India’s
trade and investment orientation increases between 2010 and 2030 at the growth rate observed between 1980 and
2010 and that Canada’s shares of India’s trade and investment in 2030 are 50 percent above their levels in 2010.
These assumptions seem reasonable, given Canada’s underperformance in India, other long-term growth forecasts,
and India’s tariff and nontariff trade barriers and investment restrictions.

Based on these assumptions, we compute values for key variables in 2030 in each scenario. Without a CEPA,
Canada’s exports to India increase between US$10 billion and US$30 billion by 2030. The bilateral trade between
Canada and India rises between US$22 billion and US$59 billion (compared with just over US$5 billion in 2010). The
two-way FDI stock increases to between US$10 billion and US$27 billion.

With a CEPA, Canada’s exports to India rise by an additional US$3 billion to US$9 billion in 2030, and bilateral trade
increases between US$6 billion and US$18 billion more. Assuming an export multiplier of 1.5, the CEPA-induced in-
crease in Canada’s exports would raise its real GDP between US$4.5 billion and US$13.5 billion in 2030, represent-
ing an increase in Canada’s real GDP by between 0.4 percent and 1.0 percent over the 2010 value. The two-way
FDI stock would increase between US$5 billion and US$14 billion.

These simple estimates of the impact of a CEPA on Canada’s real GDP and exports to India are in the same ballpark
as the estimates in the 2010 Canada-India joint government study. In short, a rising India provides significant eco-
nomic opportunities to Canada, particularly with a CEPA between the two countries.
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At the same time, Canadian firms would have to adjust to increased competition from India as a
result of a CEPA, particularly in business services (computer, software, ICT, outsourcing and call
centres) and in some lower-wage labour-intensive manufacturing (such as textiles and apparel,
chemicals and steel). The overall net effects would not necessarily be negative for these sectors,
since innovative firms stand to gain in these areas, as do Canadian businesses that use these
Indian services as production inputs.

How CEPA Fits into Each Country’s Trade Strategy

Canada’s perspective

he status of Canada’s free trade agreements (FTAs) that are now in force as well as those for

which negotiations have been concluded or are ongoing is mapped in figure 19. The North
American Free Trade Agreement (NAFTA) with the US and Mexico is clearly the foundational
agreement. The government is finalizing the text of the Comprehensive Economic and Trade
Agreement (CETA) with the European Union and is in the later stages of talks in TPP negoti-
ations.** Canada also has trade negotiations underway with Japan (Canada-Japan Economic
Partnership Agreement, launched in March 2012), among others.

The US is leading the TPP talks and is also involved in important negotiations with the EU (the
Transatlantic Trade and Investment Partnership, known as the TTIP). Some Asian countries,
including India, are negotiating the Regional Comprehensive Economic Partnership (RCEP), an
attempt to consolidate previous bilateral agreements in the region.*

In the broader context of global trade negotiations, multilateral talks at the WTO have large-
ly been stalled since the Doha round began in 2001. There was some optimism in December
2013 when there was a breakthrough trade facilitation agreement that includes measures
tor cooperation between customs authorities and provides technical assistance and capacity
building for developing countries. In summer 2014, this agreement was temporarily blocked
by countries led by India due to their concerns about restrictions on governments’ ability to
provide food subsidies to their poor. However, it was salvaged at the end of 2014, and is cur-
rently being ratified by individual member countries. Whether the Doha round can officially
be concluded in the near term, with a smaller deal achieved and a promising new round
launched, remains to be seen.

Finally, two other noteworthy plurilateral negotiations are underway among a subset of WTO
members. The first is the Trade in Services Agreement, which has 24 parties, including the US
and the EU; the second is negotiations to eliminate tariffs on environmental goods, which in-
cludes 14 parties that account for over 85 percent of global trade in environmental goods.

The Canada-India CEPA negotiations were launched in 2010. Substantial progress seems to
be slow in coming, with the ninth round of negotiations having been held in March 2015. If
completed, the CEPA would be Canada’s second trade deal in the Asia-Pacific region — after the
recently announced South Korean deal — and, importantly, its first deal with a BRICS (Brazil,
Russia, China and South Africa) emerging market country. If we take into consideration NAFTA
(North American links), CETA (Atlantic links) and a potential TPP (Pacific links), the addition of
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a Canada-India trade deal (CEPA) would mean that much of Canada’s trade would enjoy specific
trade preferences.

In that scenario, one major missing piece of the puzzle is improved Canadian engagement with
China. Some renewed momentum resulted from the bilateral investment deal that came into
force in October 2014 (figure 20). However, although a joint Canada-China complementarities
study has been completed (Foreign Affairs, Trade and Development Canada 2012), formal trade
talks have not been launched. Recently, Canada and China agreed to establish a panel of experts
to examine potential next steps in the trade relationship.

The Canada-India CEPA would be a significant element of Canada’s longer-term trade and for-
eign policy strategy. It would also offer the potential for Canada to secure first-mover advantage
in the Indian market over the US and the EU. For these and other reasons, including the con-
siderable long-term growth potential in India, even given the difficulties and the possibly long
time horizon to finalize negotiations, these talks should be a priority for Canada.

India’s perspective

Over the past decade, India has negotiated trade agreements with several countries (though
some of them are very limited in scope and ambition), including Sri Lanka, Singapore, Japan,
South Korea, Nepal, Malaysia, Bhutan, Afghanistan, the Association of Southeast Asian Nations
(ASEAN, a political and economic organization of 10 Southeast Asian countries), Chile and
MERCOSUR (a trading bloc of Latin American countries).

In his first year in office, Prime Minister Modi expended much effort on foreign policy object-
ives and on raising India’s profile abroad. India is currently negotiating with many partners
in the hope of concluding a wide variety of trade agreements. The most important of these is
with the European Union (the broad-based bilateral trade and investment agreement, for which
negotiations began in 2007). It is also part of the RCEP Asia-Pacific negotiations, an important
element in its “Look East” policy. It is also in trade talks with Switzerland, Norway, Iceland and
Liechtenstein (ETFA), Australia, New Zealand, Pakistan, Indonesia, Thailand and Israel, among
others.*® The Canada-India CEPA would be India’s first deal with a North American country.

Opportunities and potential stumbling blocks in the negotiations

If Canada concludes the CEPA with India, Canadians should expect a deal that is far less am-

bitious and much more limited in scope than the CETA. There are large differences between

the two countries’ levels of economic development, their previous trade deals, and the fiscal
importance of customs duties in overall government revenues. Here are three important (and
likely the most contentious) areas to watch:

1) Services: The two parties appear to have started with vastly different levels of ambition on
services. Canada prefers the “negative list” approach that was used in CETA. This approach
implies freer trade for all sectors, except those that are explicitly exempted. India prefers a
“positive list” approach, which is more restrictive and only implies freer trade for explicitly
listed sectors. Given the relatively smaller market that Canada offers India (relative to, say,
the US or EU) and the fact that Canadian tariffs are already much lower than Indian tariffs
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in general — which means that Canada has less to offer in terms of granting better market
access in the goods sectors — it seems unlikely that India would make a large concession in

its services markets.

2) Temporary labour mobility: For India, securing temporary movement of more skilled people
to facilitate service delivery in Canada in areas like ICT and other professional business ser-
vices — which are a key strength in India’s economy — would likely be a major win. As the
joint Canada-India study group said: “India attaches utmost importance to the easier move-
ment of Indian software professionals to Canada...India considers the issue of access for ser-
vices and services suppliers...as extremely critical” (Foreign Affairs, Trade and Development
Canada, and Canada-India Joint Study Group 2010, 52). Canada would also like its service
providers in, for example, the financial sector, to have better access to the Indian market on
a permanent basis.

Major liberalizations in this area would be highly controversial, and it seems unlikely they
would be achieved. After the CEPA negotiations began, Canada’s Temporary Foreign Worker
program (TFWP) came under significant domestic criticism, and there were claims that it
reduces job opportunities and depresses wages for Canadian workers. In 2014, Canada tem-
porarily stopped allowing temporary foreign workers in the food sector, and the government
is now reconsidering its broader policy direction for the TFWP (see Worswick 2013).

3) Investment: In the past, Canada and India concluded negotiations on a foreign investment pro-
motion and protection agreement (FIPA). Those talks were never brought into force and have
since been reopened. Recently, India imposed a moratorium on its investment treaty talks. The
catalyst for this was a high-profile dispute between the Indian government and UK-based Voda-
fone over the possibility that the Indian government might retroactively apply taxation. The
Indian government also has concerns that any new investment provisions could expose it to new
challenges from foreign investors. In this context, a separate Canada-India FIPA seems unlikely,
so the question is whether any bilateral provisions could be included in an investment chapter in
the CEPA. A key issue to watch here would be investor-state dispute settlement provisions, which
became highly contentious in the final stages of the Canada-EU trade deal (see Newcombe, forth-
coming).

Of course, it is possible that these controversial issues could be resolved to forge a deal. For in-
stance, one could imagine an arrangement where Canada allowed increased temporary migration of
labour — subject to a certain cap, as Worswick (2013) recommended in the context of the TFWP —
in exchange for improved access to the Indian market in investment or important services sectors.

One final consideration is that politically a Canada-India trade deal may be difficult if there
is only weak public support for it. Opinion polls conducted by the Asia Pacific Foundation of
Canada have found less public support in Canada for trade deals with Asian countries than for
deals with partners such as the US, EU and Australia. For instance, its 2014 poll found that only
38 percent of Canadian respondents supported a Canadian trade deal with India, versus 46 per-
cent who opposed it. Canadians have concerns about competing with countries that have lower
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wages or lower labour or environmental standards.

Conclusions

his paper has provided a detailed analysis of Canada’s economic relationship with India,
Tincluding the potential to strengthen that relationship through a formal trade agreement.
While negotiations have been underway for several years, despite some promising develop-
ments, a significant breakthrough has remained elusive.

This might be about to change, however, as India is increasingly being viewed as a more serious
trade partner in negotiations (Goold 2015). The Indian majority government elected in 2014
has a mandate to further open its economy to the world and is pursuing a more activist foreign
policy. These developments, together with Modi’s recent visit to Canada, have provided an
opportunity to focus on this often overlooked relationship.

In the context of Canada’s long-standing desire to increase its exposure to high-growth regions
beyond traditional markets in North America and Europe, India is a natural choice. We find that
Canada-India economic linkages are weak — Canada’s trade with India is much more likely to
occur through small businesses than is the case with its trade with other emerging countries —
but that these links have grown quickly in recent decades. The fact that the two countries’ trad-
ing relationship has not been overly important could result in a lack of urgency to conclude a
deal, but it could also provide an opportunity to experiment with policy changes to be scaled
up or down over time, based on each country’s assessment of the results.

We identified several fundamental factors that point to significant untapped growth poten-
tial for this relationship over the long term. India’s economic growth outlook is among the
most favourable in the world. At the same time, however, many of its potential strengths
could turn into weaknesses if they are not properly managed. Action is required to im-
prove the country’s infrastructure, combat corruption, improve government bureaucracy,
encourage female labour force participation, and enhance education and health outcomes.
But Canada has strong social ties with India because of its large Indian diaspora; both
countries have a common business language, similar legal systems, and democratic, federal
governance structures.

We concluded that among the high-growth Asian countries India merits being a priority inter-
national market for Canada over the long term, and that finalizing the CEPA could provide a
much-needed spark for a stronger economic relationship. This deal would be Canada’s second
in the Asia-Pacific region and its first with a BRICS emerging market country. Seen together with
NAFTA (North American links), CETA (Atlantic links) and possibly the TPP (Pacific links), the
CEPA with India would mean that much of Canada’s trade would benefit from explicit trade
preferences.

At the same time, we identified considerable obstacles that need to be overcome to conclude a
truly comprehensive trade deal. The key challenge is that the areas that offer the greatest long-
term gains are the most politically challenging, making it difficult for both sides to conclude
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a good agreement. The most contentious areas are likely to be in FDI, services and temporary
labour mobility, where bilateral linkages are the least developed (particularly regarding Can-
adian investment in India), where barriers to international commerce are the highest, and
where the potential gains from further developing and exploiting each country’s comparative
advantages would be the greatest.

For Canadian exports, natural resources and resource-based industries (agriculture and related
products, energy, fertilizers and precious stones), as well as transportation industries (autos and
parts), could be big winners in a trade deal. There would be adjustment challenges in Canada,
particularly in business services (computer, software, ICT, outsourcing, call centres) and in some
lower-wage labour-intensive manufacturing (such as textiles, apparel, chemicals and steel).

If a Canada-India trade deal is concluded by the end of 2015 as hoped, we expect a deal that is
far less ambitious and much more limited in scope than the Canada-EU deal. And if the deal is
not wrapped up at that point, we see a compelling case for Canada to remain at the negotiating
table to conclude a deal, even if it cannot be struck as quickly or as comprehensively as some
would like. One way to jump-start the relationship is for the two countries to agree to a less am-
bitious and less inclusive package, sooner rather than later, on a subset of issues where there are
larger gains to be had. The details of that agreement could then be strengthened or weakened
over time as each country learns through experience what does and does not work. This smaller
deal might see Canada allow some temporary migration of skilled labour in exchange for Indian
concessions in other areas such as services or FDI.

We also should not forget that a formal trade deal is not the only way to improve the Can-
ada-India relationship. Efforts could be increased to leverage the personal networks of the In-
dian diaspora living in Canada, Canadian expats living in Asia or Indians who have studied in
Canada and returned home. This could be done through Canadian universities’ alumni net-
works; educational exchanges among students, professors and researchers; and by strength-
ening business networks through, for instance, the India-Canada CEO Forum.

It is important to set reasonable expectations for what can be accomplished in the near term.
Improving Canada’s engagement with India is a long-term project that requires a long-term
perspective and sustained effort. Thus, Canadian policy-makers and the public need to adopt a
long-term horizon for the growth of this trade relationship and set their expectations accord-
ingly. If implemented, this trade agreement should not be viewed as a deal that could be fully
evaluated in 2015, but rather as something that could be more properly assessed in a decade or
two. The biggest opportunities will likely emerge gradually as the relationship becomes closer,
more open and more competitive for businesses in each market. Engaging commercially in
India has already been a long process for Canada. There is still a long way to go, but the poten-
tial rewards are large and they should be neither overlooked nor oversold.
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Appendix 1

Table A1. Canada’s revealed comparative advantage and share of merchandise exports, 2010
Share in Canada’s Share in Canada’s

Rank Industry Canada’s RCA total exports (%) exports to India (%)
1 Nickel and articles thereof 6.7 1.5 1.3
2 Wood pulp 6.0 1.7 3.7
3 Fertilizers 5.5 1.8 14.2
4 Oil seeds and grain 3.8 1.5 0.0
5 Zinc 3.8 0.3 0.0
6 Special classification 2 3.7 2.5 0.0
7 Live animals 3.4 0.3 0.0
8 Lead and articles thereof 3.4 0.2 0.0
9 Wood and articles thereof 3.0 2.2 0.7
10 Cereals 3.0 1.6 0.0
11 Mineral fuel, oil, bitumen 2.9 25.7 2.8
12 Edible vegetables 2.6 0.8 24.0
13 Aluminium and articles thereof 2.4 2.2 2.0
14 Fish, crustaceans 2.0 0.8 0.0
15 Explosives; pyrotechnics; matches 2.0 0.1 0.0
16 Precious stones 1.9 5.9 8.2
17 Paper, paperboard and other paper articles 1.8 2.2 1.2
18 Meat 1.7 1.1 0.0
19 Cereal, flour, starch or milk; baker wares 1.7 0.6 0.0
20 Ores, slag and ash 1.6 2.0 3.1
21 Milling products; malt; starch 1.6 0.2 0.0
22 Salt; sulphur; earth and stone; cement 1.5 0.3 0.8
23 Inorganic chemicals 1.4 1.3 0.4
24 Autos 1.4 12.6 0.3
25 Animal or vegetable fats, oils 1.4 0.8 0.0
26 Special classification 1.3 0.4 0.0
27 Aircraft 1.2 2.5 8.4
28 Base 1.1 0.1 0.0
29 Cocoa and cocoa preparations 1.0 0.2 0.0

Total 73.4 81.1
Source: Authors’ calculations based on trade data from the World Trade Atlas.
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Table A2. India’s revealed comparative advantage and share of merchandise exports, 2010
Share in India’s total Share in India’s
exports exports to Canada
Rank Industry RCA (%) (%)
1 Lac; gums, resins and other vegetable sap 7.1 0.3 1.0
2 Carpets and other textile floor coverings 6.9 0.6 1.8
3 Precious stones 5.7 15.5 8.6
4 Coffee, tea, mate and spices 5.0 0.9 2.3
5 Textile art; needlecraft sets; worn textile art 4.7 1.3 3.8
6 Special classification provisions 3.7 2.5 0.0
7 Prep feathers, down; artificial flowers; hair art 3.4 0.1 0.0
8 Zinc and articles thereof 3.4 0.3 0.1
9 Ores, slag and ash 3.2 3.1 0.0
10  Manmade staple 3.0 0.7 0.3
11 Cereals 2.7 1.3 1.7
12 Apparel articles and accessories, not knit 2.7 2.7 6.3
Food industry residues and waste; pre-
18  pared animal feed 2.6 0.9 0.0
14 Special classification provisions 2.6 1.9 0.0
15 Copper and articles thereof 2.4 2.4 0.4
16 Fish, crustaceans 2.2 1.0 2.5
17 Mineral fuel, oil, bitumen 2.1 17.0 3.6
18  Apparel articles and accessories, knit or 2.1 2.0 5.9
crochet
19  Ship, boats 1.6 1.9 0.0
20  Articles of iron or steel 1.5 2.9 7.2
21 Woven fabrics; tapestries 1.4 0.1 0.3
22  Edible vegetables 1.3 0.4 0.4
23  Oil seed, grain 1.3 0.5 0.9
24 Organic chemicals 1.3 3.8 11.5
25  Edible fruit and nuts 1.2 0.5 0.4
26 Footwear 1.2 0.7 1.0
27 Iron and steel 1.2 3.1 2.0
Total 68.4 62.2
Source: Authors’ calculations based on trade data from the World Trade Atias.
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Appendix 2

An overview of restrictions on foreign direct investment in India

Fully restricted: FDI is not allowed in the atomic energy, gambling and betting, and agriculture and plantation sec-
tors (Satyanand and Raghavendran 2010; Canadian Chamber of Commerce 2012).

Retail trade: FDI is not allowed in multi-brand retailing, but since 2006 it has been permitted in single-brand retailing
that sells at least 30 percent Indian content.

Wholesale trade: FDI requires approval from the Foreign Investment Promotion Board (FIPB) if products are sourced
from the “small-scale” sector.

Services: FDI in health and consulting services that exceeds 51 percent of the equity of a company requires FIPB
approval. In the insurance sector, the FDI limit was approved to increase in March 2015 from 26 percent up to 49
percent. There is a reinsurance monopoly in the nonlife sector. Indian citizens and businesses need permission from
the Reserve Bank of India (RBI) to purchase insurance from a vendor abroad.

FDl is allowed in the banking sector, but no single foreign bank can own more than 5 percent of an Indian private
bank. FDI in state-owned banks is restricted to 20 percent, and foreign banks must receive a licence of approval
from the RBI to open new branches — and only 12 licences are issued each year.

Telecommunications: FDI caps of 74 percent were removed. FDI of 49 percent or less can be automatic, but larger
ownership shares require FIPB approval.

Defence: FDI is subject to a 49 percent cap (recently increased from 26 percent), but cabinet may consider excep-
tions if the FDI ensures access to “state of the art technology.”

Mining activities: India limits FDI in coal mining to 74 percent, and FDI in mining is restricted for many elements
(iron, manganese, gypsum, sulphur, gold, diamonds, copper and zinc).

Construction: India allows up to 74 percent FDI in airport-related infrastructure projects, as well as in the construc-
tion and maintenance of waterways, hydroelectric projects, power plants, and industrial plants.

Small-scale industries and food: FDI is capped at 24 percent in all small-scale industries, food processing and
alcoholic beverage production. The previous Indian government indicated its intention to allow foreigners to set up
supermarkets in some states and buy into domestic airlines, subject to certain caps and restrictions.

Additional sources from India Ministry of Commerce and Industry, press note. August 6, 2013.
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Notes

1 Economic modelling suggests that, of all G20 countries, India
would be among the greatest beneficiaries of improved trade
facilitation (see Organisation for Economic Co-operation and

Development, World Trade Organization, and World Bank
2014, table 2). Ultimately, the trade facilitation agreement

was salvaged, but only after considerable negotiating efforts

and much angst at the WTO.

2 India and the rest of the BRICS countries (Brazil, Russia,

China and South Africa) created the New Development Bank

to lend money for infrastructure projects and to help in
emergency situations during international crises.

3 India’s average annual growth is projected to be 6.7 percent
for the 2013-30 period and 5.0 percent up to 2060. This long-
er-term growth projection is significantly stronger than those
of China (3.8 percent), Brazil (2.8 percent), the whole world
(2.8 percent), Canada (2.2 percent), the OECD (2.0 percent),

and the Euro zone (1.5 percent), based on authors’ calcula-

tions using OECD (2012) potential output series, volume at

2005 PPP, USS$. It should be noted that, despite its stronger

growth outlook, China’s GDP per capita level is roughly twice

as large as India’s at the end of these projections for 2050.

4 We estimate that this is approximately 3.5 percent of Canada’s

population (Statistics Canada, National Household Survey, 2011).

5  The gravity model takes into account factors affecting trade,
such as GDP, distance, the use of English or French, producer

price differences, free trade agreements and WTO member status.

6  An optimistic interpretation of these results shows lots of

room to grow the Canada-India economic relationship, but
this also raises the question of what has limited that trade so

far and what might be done to increase it.

7  Based on data from the Government of India Planning Com-

mission on value added per worker by sector for 2004-05.

8  Analyzing India’s numbers, Klasen and Pieters (2013) find a
U-shaped pattern between female labour force participation
and education attainment: labour force participation is high-

est for the least-educated women and for those with ad-

vanced university degrees, but is much lower throughout the
middle of the distribution. The authors attribute this to social
stigma against women working in blue-collar jobs in India.

9  Purchasing power parity estimates reflect cost differences across

countries. PPP exchange rates result in less misleading inter-

national comparisons than market exchange rates, because PPP

rates take into account cost differences across countries.

10 World Trade Organization Trade Profiles, 2015.

11 Since Canada adopted an inflation-targeting regime in 1991,

its overall inflation rate has been relatively low, stable and
predictable, running at around 2 percent annually.

12 Structural budget balance estimates adjust for the state of

the economy. In Canada in the 1990s, concerted action was

taken to improve public finances, and the small structural

deficits that emerged after the global recession were modest
by international comparisons. In addition, governments at
the federal and provincial levels in Canada have either bal-
anced their budgets or plan to do so over the medium term.

13 A country’s comparative advantage evolves over time. In-

vestments in innovation, technology and human capital can
allow labour-abundant countries such as India to develop a
comparative advantage in more knowledge-intensive indus-

tries and climb the value-added ladder.

16

17

18

19

20

21

22

23

24

25

26
27

28

29

30

The Canada-US auto pact of 1965 and Canada’s research and
development support for the aircraft industry likely helped
shape its comparative advantage position in these sectors.

These results continue the trend identified by Acharya
(2008), who found that the share of commodities with a
comparative advantage in Canada’s total goods exports in-
creased from 64.3 percent in 1996 to 68.1 percent in 2006.

These results are generally in line with the findings of Bu-
range and Chaddha (2008) and Batra and Khan (2005).

Statistics Canada, “Trade by Enterprise Characteristics: Ex-
porters in Canada 2013,” provisional estimates.

Successful Canadian business executives in the Indian
market offer lessons for potential entrants. For example, it
is of paramount importance in India to have face-to-face
meetings to solidify business relationships; having a physic-
al office and presence in the country, as well as having a
local representative to help navigate the local market and
arrange logistics, can obviously be helpful. Patience is a
virtue, as project timelines may be delayed. Lastly, products
and services that may have been developed in Canada need
to be tailored to the unique preferences of Indian consum-
ers and businesses.

We caution that official data on services trade are generally
underestimated, and this may be especially true of Can-
ada-India services trade flows, because of under-reporting.

Backward linkages refers to the sourcing of foreign value-add-
ed in a country’s exports; forward linkages refers to the use of
the home country’s value-added in the production of other
countries’ exports.

One reason for the falling share of foreign value-added in
Canadian exports over this period could be the large shift in
the export-basket weights away from manufacturing, such as
autos and parts, to resources such as crude oil. See De Backer
and Miroudot (forthcoming).

Official data on Canada’s outward FDI to India are likely
underestimated.

Foreign Affairs, Trade and Development Canada, and Can-
ada-India Joint Study Group (2010) highlights several larger
purchases, including the Indian Essar Steel purchase of Can-
adian Algoma Steel for US$1.7 billion and the Indian Hin-
dalco purchase of Canadian aluminum producer Novelis for
$3.2 billion.

We thank Todd Evans of Export Development Canada for
providing these data.

Moreover, in 2011, 71.9 percent of Canada’s (over 7,200)
tariff lines were duty-free, versus only 3.0 percent for India
(WTO, World Tariff Profiles, 2013).

OECD Services Trade Restrictive Index.

These categories are (1) restrictions on foreign market entry,
(2) restrictions on the movement of people, (3) other dis-
criminatory measures, (4) barriers to competition, and (5)
regulatory transparency.

These are (1) foreign equity limitations, (2) screening or ap-
proval mechanisms, (3) restrictions on the employment of

foreigners as key personnel, and (4) operational restrictions
(e.g., restrictions on capital repatriation or land ownership).

The proposed changes also permit the government to ex-
tend the timeline for a national security review. For more on
recent Canadian investment policy changes, see Assaf and
McGilllis (2013).

Trade deals can also improve economic efficiency and lower
production costs. Access to larger markets can allow increased
specialization and larger scale of operations, which lowers
average production costs. Canadian firms can benefit from
the ability to buy cheaper or better-quality foreign inputs for

40

IRPP Study, No. 53, August 2015



The Potential to Grow Canada-India Economic Linkages: Overlooked or Oversold?

31

32

33

34

35

36

their production. Similarly, Canadian consumers can benefit
from a wider variety of products at cheaper prices due to
reduced Canadian tariffs and possibly thinner profit margins.
Lastly, freer trade strengthens incentives to adopt better tech-
nologies and invest in new production processes. At the same
time, a trade deal would improve foreign access to the Can-
adian market, so that Canadian firms will face tougher com-
petition. This would force some businesses to downsize or
exit. The most severe impact is on workers who are displaced,
particularly if they are long-tenured employees who are liable
to suffer large and persistent earnings losses.

The larger estimates in these ranges were from the Indian gov-
ernment; the lower estimates from the Canadian government.

One underappreciated consideration for the services versus
goods impacts is that India and Canada are geographically
far apart — more than 11,000 kilometres separate the capital
cities of Ottawa and New Delhi. As such, there are significant
time-zone differences, which range from 8 hours on Canada’s
east coast to 12.5 hours on Canada’s west coast. This basic
reality can make it harder to coordinate and conduct business
in real time, but it also creates opportunities for “overnight”
service delivery or in offering 24-hour business services, for
instance to Canadian customers, through the use of call cen-
tres and technical support.

The Canadian Trade Commissioner Service identified the fol-
lowing sectors as offering the best opportunities for Canadian
businesses in India: aerospace; agriculture, food and bever-
ages; automotive; cleantech; defence and security; education;
ICT; infrastructure; life sciences; mining; and oil and gas.

Our views are generally in line with these estimates. See also
Goldfarb (2013), which identifies sectors in India that have
high growth potential and are currently reasonably open to
Canadian firms. Goldfarb mentions, among others, autos and
their supply chain, machinery, transport, education, energy,
communications, retail, food and financial services.

The TPP includes Canada, the US, Australia, Brunei, Chile,
Japan, Malaysia, Mexico, New Zealand, Peru, Singapore and
Vietnam.

The RCEP talks include the 10 Association of Southeast Asian
Nations (ASEAN) members, plus Australia, China, India,
Japan, Korea and New Zealand. This is a large and potentially
important deal, because it includes both China and India, but
the level of ambition in these talks does not appear to extend
much beyond locking in existing trade preferences.

Source: Government of India, Ministry of Commerce and
Industry, International Trade Agreements.
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