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ABSTRACT

The world leaders at the First East Asia Summit in Kuala Lumpur, Malaysia, on 14 Dec 2005, endorsed
high-level studies and dialogues on an enlarged ASEAN free trade agreement (AFTA) to promote
further regional integration for mutual economic and political benefits between the ASEAN and the
world’s other trading blocs (eg, India, the US, the EU, East Asia, Oceania, and Russia). The
endorsement is consistent with India’s post-1991 reforms, ‘Look East’ policy and economic diplomacy.
In spite of this important development, only limited substantive research has been carried out or
reported for informed discussions and credible policy analysis in the particular case of India and its
major Asian trade partners. The paper is an evidence-based contribution to this trade and regional
integration area and with significant policy implications. As its novel features, it uses a new
econometric modelling policy approach that has won international acclaim (namely the generalised
gravity theory, see Tran Van Hoa, 2002a, 2002b, 2007a, 2007b) to construct an Asia-India causal
model of trade and growth. Using recent advances in applied economic modelling (Johansen, 1982;
Tran Van Hoa, 2005) and development economics (Krueger, 2007), and historical harmonised data
from the OECD, CHELEM (France), Reserve Bank of India, and ICSEAD (Japan), the paper provides
efficient and robust empirical findings on the determinants of India’s trade in goods, FDI and services
with its major Asian economies and their linkage to economic growth (or welfare improvement) for
more credible policy analysis in the sense of Friedman and Kydland (2006). Implications of the
findings for Asia and India in the context of challenges and opportunities in economic and trade policy
of an enlarged AFTA, the proposed East Asia Summit and APEC FTAs, and regional cooperation and
relations are also discussed.

Keywords: Regional trade agreements, ASEAN Plus FTA, East Asia Summit FTA, APEC
FTA, development and growth, Asia-India trade relations, economic and trade policy,
advanced econometric modelling and forecasts.
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1 INTRODUCTION

The world leaders at the First East Asia Summit in Kuala Lumpur, Malaysia, on 14
Dec 2005, endorsed high-level studies and dialogues on an enlarged ASEAN free
trade agreement (AFTA) to promote further regional integration for mutual economic
and political benefits between the ASEAN and the world’s other trading blocs (eg,
India, the US, the EU, East Asia, Oceania, and Russia). The endorsement is consistent
with India’s post-1991 reforms, ‘Look East” policy and economic diplomacy. In spite
of this important development, only limited substantive research has been carried out
or reported for informed discussions and credible policy analysis in the particular case
of India and its major Asian trade partners. The paper is an evidence-based
contribution to this trade and regional integration area and with significant policy
implications. As its novel features, it uses a new econometric modelling policy
approach that has won international acclaim (namely the generalised gravity theory or
GGT, see Tran Van Hoa, 2002a, 2002b, 2007a, 2007b) to construct an Asia-India
causal model of trade and growth. Using recent advances in applied economic
modelling (Johansen, 1982; Tran Van Hoa, 2005) and development economics
(Krueger, 2007), and historical harmonised data from the OECD, CHELEM (France),
Reserve Bank of India, and ICSEAD (Japan), the paper provides efficient and robust
empirical findings on the determinants of India’s trade in goods, FDI and services
with its major Asian economies and their linkage to economic growth (or welfare
improvement) for more credible policy analysis in the sense of Friedman and Kydland
(2006). Implications of the findings for Asia and India in the context of challenges
and opportunities in economic and trade policy of an enlarged AFTA, the proposed
East Asia Summit and APEC FTAs, and regional cooperation and relations are also
discussed.

2 TRENDS IN ASIA-INDIA TRADE RELATIONS AND
DEVELOPMENT

Since its independence in 1947, India has regarded itself as a major international
player. It has been at the forefront of developing country activism, a member of the
Non-Aligned Movement (NAM), the United Nations and the Commonwealth.
Recently, the country has sought to expand its cooperation with East Asia and
ASEAN (DFAT, 2007). For nearly four decades since independence however, India’s
economic development through a number of expansive five-year plans had been
relatively sluggish and apparently failed to some extent to realise the country’s full
economic potential. As a result of the balance-of-payments and investment crises in
1991 and the subsequent introduction of the reform process, economic diplomacy, and
the ‘Look East’ policy with Asia, India is showing clear signs of realising what the
country can and want to achieve and as an international player.

Like Australia, India is pursuing a combined multilateral, regional and bilateral
approach to trade policy with its major trade partners. For example, while the country
is a WTO member, it also has an India-Sri Lanka free trade agreement (FTA) in
operation since 2002, signed a Comprehensive Economic Cooperation Agreement
with Singapore in June 2005, and entered the first stage of an India-Thailand FTA in
September 2004. In late 1995, India was granted full dialogue partner status with
ASEAN, and was admitted as a member of the ASEAN Regional Forum in July 1996.
In 2002, it participated in its first summit meeting with ASEAN. In 2003, India signed



three significant agreements with ASEAN including the important ASEAN-friendly
Treaty of Amity and Cooperation. On 14 December 2005, India attended the First
East Asia Summit (EAS) meeting where, with the world’s major trading bloc leaders,
it endorsed an enlarged ASEAN FTA.

As a result of this eco-political approach, the world’s trading blocs have seen rapid
growth and its strong dynamics in trade with India. India’s recent growth and the
trends and patterns of trade with the world and its trading blocs are given in Charts 1
and 2. The available data would show that, with a modest start of US$4,193.6 million
in 1971, India’s total trade reached US$42,217.7 million and a trade deficit of
US$5,927.3 million (or 14.0 per cent of trade) in 1991, and US$245,141.4 million and
a deficit of US$39,691.2 (or 16.2 per cent) in 2006. However, in 1991, India’s growth
was 5.81 per cent compared to 8.68 per cent in 2006. Largest increases in India’s
exports and imports seem to coincide with the country’s WTO membership in 1995.
India’s growth experienced a setback in early 1990s (at 0.91 per cent in 1992), but
had recovered since and peaked at 8.61 per cent in 2004. The data in Chart 2 show
however that, between 2000 and 2006 for example, India’s trade share dynamics
appears in favour of the country’s newer trade partners such as Eastern Europe (from
2.6 to 3.0 per cent), Latin America (1.9 to 2.9 per cent), Singapore (from 2.6 to 4.6
per cent) and especially China (from 2.1 to 9.2 per cent).

In view of this important feature of a relatively fast growing trade between India and
China (East Asia) and Singapore (ASEAN) also for rather pragmatic reasons (see also
Thirlwell, 2007), the paper will focus mainly on a study of the three countries’ trade
in the spirit of regional trade agreement (RTA) enlargement of the First East Asia
Summit in 2005 and the more recent APEC FTA development at the 2007 APEC
meeting in Sydney. More specifically, it will focus on how this trilateral trade has
empirically contributed and will potentially contribute to their development and
growth, and economic diplomacy or external relations. Due to current international
interest in India as a new economic giant, a trade competitor, and a balancing power
in the region as viewed by some of its major trade partners, some aspects of
international competitiveness in trade, FDI and growth between India, China (see a
comparison in Chart 1) and Singapore in a regional economic and geopolitical context
will also be evaluated.

Chart 1: India and the World: Exports, Imports, and Growth, 1988-2005
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Chart 2: India: Dynamics of Trade Partner Shares of Total Trade, 2000 and 2006
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Source: Reserve Bank of India, 2007; ICSEAD, 2007.
3 THE WTO, RTAS, ENLARGED ASEAN AND APEC FTA

As mentioned earlier, India, like Australia and many other countries in the world, has
sought multilateral, plurilateral and bilateral trade agreements with its major trading
partners for essentially its own economic benefits. It is well-known that the key role
of the multilateral trade system such as the WTO is to reduce trade barriers and
therefore to increase trade to all members on the MFN basis (WTO, 2007). Under
FTAs (a class of RTAs and including interim and operational FTAS), a reduction in
trade barriers can apply only to members of an FTA. This is an exception permitted
under Article XXIV of GATT (General Agreement of Tariffs and Trade) for trade in
goods and, much later, Article V of GATS (General Agreement on Trade in Services)
for trade in services and in the Enabling Clause (DFAT, 2007). The regulatory
conditionality of FTAs is that they must be consistent with the WTO rules governing
such agreements. The rules require that FTA members must have established free
trade on substantially all tradable goods within the regional area within 10 years, and
that the members cannot raise their tariffs against countries outside the agreements.
The extension of the WTO rules to services is sometimes known as services FTAS or
technically as economic integration agreements (EIAs). Most FTAs in Asia
effectively combine FTAs and EIAs, and provide a framework under which countries
can negotiate a range of other bilateral undertakings. These include issues such as
investment protection and promotion, government procurement and competition
policy, which are either not yet covered by WTO rules or only partially covered
(DFAT, 2007).

A number of different opinions and interpretations have emerged as a result of
growing FTAs worldwide and especially in the Asian region. On the one hand, it is
claimed, mainly by multilateral trade advocates and consultants, that bilateral and
multilateral trade systems can be mutually reinforcing. For example, FTAs can
accelerate trade liberalisation and somehow set a high standard for the multilateral
system. In addition, the experience and skills gained through FTA negotiations can be



of use to multilateral trade negotiations within the WTO. Compliance with the WTO
rules is the responsibility of the Committee of Regional Trade Agreements (CRTA)
which examines, reports and develops procedures for examination and reporting
FTAs for systemic consistency with the WTO. Compliance is claimed to be important
as it is to ensure that an FTA is beneficial to all members of a multilateral system
(DFAT, 2007).

On the other hand, it is claimed, chiefly by independent or non-commissioned
academics whose findings are known to be less subjective or less self-serving, that the
WTO is not a multilateral FTA but a negotiated trade agreement, the objectives of
which are far less comprehensive or encompassing than those of an FTA (see above
for the Australian government’s view on this). More specifically, while the initial
rules of the WTO have been slowly relaxed to more appropriately encompass not only
trade in goods and trade-related services and trade-related investment (through
TRIMS, TRIPS, and TRIPS Plus), they are still inadequate in a modern global
economy where different countries or different regions still are governed by their
different development stages, different sets of ‘national treatment or benefits’,
different human and physical endowments, and subsequently vastly different growth
paths. In the ‘hurried’ development of the WTO rules to govern FTAs (or even
RTAS), some of these rules are regarded by key WTO members (such as Australia) as
really in need of clarification (DFAT, 2007). The 2001 Doha Meeting of the WTO
and the Sutherland report prepared for the WTO in 2004 indicate clearly these
concerns and recommend clarifying and improving effective disciplines and
meaningful procedures to deal more appropriately with FTAs and their relationship
with the WTO. The adoption of a new transparency mechanism by WTO members on
14 December 2006 reflects some improvement in this respect. However, the current
debacles of the Doha Round between the US, the EU (developed countries) on the one
hand and Brazil and India (developing countries) on the other hand which led to
suspension of WTO negotiations in 2006 clearly show the preference of FTAs over
the multilateral trading system as it stands or is projected. Studies on an APEC FTA
were considered by the APEC leaders at their annual meeting in Sydney early in
September 2007. An APEC FTA has been regarded as a middle system between the
WTO and the EAS framework. At this stage however, rigorous and substantive
studies of those RTA and FTA proposals for informed debates and discussions are
still far and between.

As a focus of our substantive or evidence-based study on Asia-India trade and growth
which is at present lacking, a causal econometric model of India-China (representing
East Asia) and India-Singapore (representing ASEAN) incorporating trade and
growth theories, the possible effects of the WTO, RTAs, economic reforms and
structural change is developed below to provide significant inputs for use by
academics, RTA negotiators, and policy-makers for more credible economic, trade
and external relations policy analysis. The model can also be used to provide
empirical support (or a lack of it) to India’s recent reforms, ‘Look East’ policy and
economic diplomacy.

4 A MODEL OF ASIA-INDIA TRADE AND GROWTH FOR
INTEGRATION POLICY ANALYSIS
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between the OLS and 2SLS estimation methods being applied to equation (1). An
implication is that OLS estimates here may be regarded as estimates from a growth
regression where the impact of interrelated economic activities on the included
explanatory (especially endogenous) variables is ignored or overlooked. The volatility
of this kind of growth study is well-known (Levine and Renelt, 1992; Minier, 2007;
Tran Van Hoa, 2007a, 2007b). The use of growth regression in this context is also not
consistent with realistic economic conditions that are necessary for credible economic
policy study supported earlier by Marshall and Haavelmo and currently by new-
thinking and experienced economists (eg, Krueger, 2007). From another perspective,
various researchers on high-growth economies such as Korea (eg, Harvie and Lee,
2002) have claimed that Korea’s growth had been supported by the so-called East
Asia Economic Model (EAEM). This model is not a big-bang framework where all
economic, trade, industry and administration reforms emerge in a very short time span
(eg, in one government election term), but it consists in fact of a sequence of policy
reforms (of for example the monetary, fiscal and industry kind), that were gradually
introduced over a number of years and deeply imprinted in the activities or
infrastructure of the economy. This aspect of policy modelling cannot be captured by
a growth regression approach where it is usually overlooked. In this context, the
2SLS-based findings from our GGT models are more appropriate for econometric
analysis and efficient policy study as it has taken into account this aspect in the form
of an auxiliary structural equation or a series of auxiliary structural equations.

Are FDI and Services Important Determinants of India’s Growth?

The findings reported show that FDI at its aggregate level, despite its fairly recent
strong trend, does make a positive and highly significant contribution to India’s
economic performance (with the elasticities of about two-thirds of the trade impact) in
the India-China model but not in the India-Singapore model. A surprising result is that
the impact of net services is statistically insignificant in our estimated GGT India-
China model but highly significant in the India-Singapore model. This can be
explained in three ways. First, India’s services, while widely regarded as a key sector
for export income, had experienced great fluctuations during the period under study
1992-2005. Second, India’s services data show that these fluctuations are of a non-
stationary type during the period in focus, and this would make a study of its causal
link more difficult. Third, there may be complementarity or substitutability between
India’s FDI and net services. This aspect of international trade would near further
research.

The Role of Policy Reforms and Regional Shocks in India’s Economic
Performance

While sudden crises, shocks and major gradual policy reforms have been
acknowledged (even by CGE pioneers) as important sources of fluctuations in
economic performance worldwide (see Johansen, 1982; Tran Van Hoa, 2002a, 2002b,
2004), they have rarely been incorporated in such well-known economic policy
modelling studies as descriptive or graphical analysis, the CGE/GTAP, gravity theory,
growth regression, or in a more realistic (or multiple structural breaks and with
temporary or non-decaying effects) manner in the often-used cointegration or unit
root analysis. A novel modelling feature of the GGT approach is in its flexibility in
accommodating these events. The findings from the table above indicate that all four
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shocks in our study (ie, India’s post-1991 reforms, the Asia crisis of 1997, terrorist
attacks on the World Trade Centre in New York and on the Pentagon in Washing DC
in 2001, and India’s further reforms in the early 2000s) do have a strong impact on
India’s economic growth from an India-China perspective but the impact is weak
from an India-Singapore perspective. The findings of a severe adverse and strongly
significant impact of the 2 July 1997 Asia crisis and 11 September 2001 attacks on
India’s growth are only to confirm the well-supported views and facts on these
regional and global crises’ serious contagion on the Indian economy (Tran Van Hoa,
2001, 2002c). However, the beneficial effects of good economic governance or
constructive and ‘correct’ policy reforms such as India’s post-1991 reforms and
further restructuring and ‘Look East’ policy of the early 2000s seem to have been
substantiated empirically from our models. These lend credibility to our modelling
study. Another implication of the findings for similar impact studies is that, due to the
far-reaching effects of crises, shocks and policy change on a large number of sectors
in an economy, the need to specify these aspects of structural change in a multi-
equation or even single-equation policy model is clearly desirable and appropriate.

Implications for India’s ‘Look East’ Policy, Economic Diplomacy, and Regional
Geopolitical Competition and Trade Agreements

The demonstrated difference in trade behaviour and its beneficial outcomes, as
obtained above for the case of China and Singapore, reveal conceptually and,
importantly, empirically the foundation of economic successes of the two giants
(India and China) and the partner priority ranking in an RTA or FTA in the region.
The successes and similar causal engines of high and sustainable growth in India and
China may, some analysts would argue, give rise to competition or even friction in the
economic as well as geopolitical sense and, as a result, this should be exploited to
support a China-containment policy by major countries such as the US, Japan and
Australia at the present time. But they need not be. They can and should be used as
the catalysts for stronger regional cooperation for mutual benefits. India’s reforms,
‘Look East’” policy and economic diplomacy seem to have accommodated very well
the concept of regional cooperation and reaped benefits as a result from an Indian
perspective. The lesser impact of India’s trade with Singapore would suggest that,
despite the two countries’ high trade volume or openness, an India-Singapore FTA
seems less likely in the near future, a sentiment expressed by Singapore’s former
prime minister, Lee Kwan Yew, sometime ago.

Another implication is that high trade does not necessarily increase growth (see also
Rose, 2004). The trade/GDP or openness for the US and China is similar over the past
two decades or so, but the growth paths of the two countries over this period are
completely different. Elsewhere (Tran Van Hoa, 2007c), we have reported that China
with its strong free-market with socialist orientation reforms especially after its WTO
membership and its willingness to discuss and negotiate regional FTAs seems to have
also accommodated well the concept of regional cooperation from a Chinese
perspective. The endorsement of the world’s leaders at the First East Asia Summit for
an enlarged ASEAN FTA or an EAS FTA and similar frameworks where
ASEAN-+India, East Asiat+India, APEC, China-India or even Australia-India trade
agreements may be studied, negotiated and signed for operation appears to have the
empirical support from our study.
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