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INTRODUCTION AND EXECUTIVE SUMMARY

Introduction and Purpose of the Study

The well-being and prosperity of the European Union (EU) and Canada depend on healthy
international trade and investment relationships and on the ability of Europeans and Canadians
to succeed in all areas of global commerce. The EU and Canada — among the most prosperous
economies in the world — are heavily dependent on international trade. The EU is the world’s
largest exporter of goods and services, while one in five Canadian jobs is estimated to be linked
to trade. Their openness to the global economy is a key factor underlying this prosperity, as
international trade policy now strongly contributes to growth and creation of jobs at home. This
openness can be measured in many ways, including trade in goods, trade in services, the
movement of capital and labour and technology flows.

International trade, foreign investment and the movement of labour internationally have grown
tremendously over the past decades. This growth has been facilitated by many factors including
reductions in formal barriers to trade and investment, the opening up of many countries to the
global economy and their accession to the World Trade Organisation (WTO), a steep decline in
transportation costs, and technological innovations that have reduced the costs associated with
communicating and managing at long distances. Like many other economies, those of both the
EU and Canada have experienced significant increases in regional and global integration.

While the global marketplace is becoming increasingly integrated, points of friction remain that
inhibit the free flow of goods, services, capital and labour. The surge in international activities
and the spread and intensification of global supply chains across borders has made cooperation
among governments in a wide range of areas more important than ever. To achieve
competitiveness on a global scale, consideration must be given — in addition to reducing tariff
and non-tariff barriers on the movements of goods and services — to the movement of capital and
labour across international borders and enhanced cooperation in a wide range of economic-
related areas. While traditional trade and investment liberalisation is key to emhancing
prosperity, further gains could be made by enhancing cooperation in additional areas such as
science and technology, energy and the environment.

In today’s international marketplace, businesses must be able to develop and tap into global supply
chains to maintain or enhance competitiveness. Although much focus has been placed on cost
savings associated with the deployment of global sourcing strategies, there are other significant




benefits as well. With the movement of relatively lower value-added production to low-cost
Jurisdictions, companies are better able to focus on core competencies to create higher value goods
and services, and enhance competitiveness and prosperity. In the case of the EU and Canada, these
core competencies are in large part characterised as high value- added and innovative activities.

To reinforce the ability of EU and Canadian companies to leverage their core competencies, the
environment within which they operate must be as productive as possible. The enhanced
productivity and competitiveness that directly flows from trade and investment liberalisation
would, therefore, allow EU and Canadian firms to better compete in the global marketplace.

The EU-Canada bilateral economic relationship is robust and wide-ranging. It has existed in one
form or another for many decades and remains strong both in terms of bilateral trade and of
investment. The EU and Canada remain important trade and investment partners. In recent years,
the relative importance of the EU in Canada’s trade has increased. The value of Canadian trade
with the EU has grown, although Canada’s relative position in EU trade has decreased slightly.
Nevertheless, when compared with the EU'’s trading relationships with countries such as India and
South Korea, the EU-Canada relationship appears under-traded. An important facet of the overall
economic relationship, and indicative of its true depth, are the two-way investment levels. The EU
is Canada’s second largest investment partner after the United States, and Canada ranks as the
EU’s fourth largest (after the United States, Switzerland and Japan).

Nevertheless, as good as it is, the EU-Canada economic relationship is capable of further
improvement. Barriers remain in certain areas which mean that it is prevented from reaching its
full potential. To this end, key private sector representatives in both the EU and Canada see
considerable potential for further enhancing this relationship.

It was in this context that EU and Canadian Leaders made the decision at the 2007 EU-Canada
Summit to jointly undertake a study to examine and assess the costs and benefits of a closer
economic partnership.

The Joint Study

At their annual Summit in Berlin on 4 June 2007, Leaders agreed to cooperate on a study ‘“to
examine and assess the costs and benefits of a closer economic partnership.” They further
committed to review the joint study at the 2008 EU-Canada Summit in Montreal on 17 October
2008 with a view to “pursuing balanced and closer future EU-Canada economic integration.” In
2007, Leaders also agreed to intensify work on regulatory cooperation and to open negotiations
toward a comprehensive Air Services Agreement. In addition, they welcomed the agreement
reached on a bilateral European Community-Canada Air Safety Agreement, and confirmed that
it should be signed as soon as possible.

The purpose of this study as described in the 2007 Summit statement is to examine the existing
barriers, especially non-tariff, to the flow of goods, services and capital, and to estimate the
potential costs and benefits of removing such barriers. The study would also identify how such a
partnership could complement ongoing efforts to enhance bilateral cooperation in areas such as
science and technology, energy and the environment.
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This broad-based and forward-looking analysis was designed to provide EU and Canadian
Leaders with as comprehensive and up-to-date a picture as possible of the potential costs and
benefits of closer economic partnership, to allow for informed policy decision-making on future
bilateral economic cooperation. In addition to examining potential gains from removing factors
affecting the free flow of goods, services and capital, consideration is given to areas such as
labour mobility, government procurement, intellectual property rights, telecommunications
services and electronic commerce, as well as to the potential benefits of enhanced collaboration
in a wide range of related fields from regulatory cooperation to transportation.

Executive Summary

As indicated in the Introduction above, EU and Canadian Leaders agreed at their annual Summit in
2007, to cooperate on a study “to examine and assess the costs and benefits of a closer economic
partnership”. The present document constitutes that study. Its form and content have been agreed
on jointly between the European Commission and the Government of Canada, which have jointly
shared the work involved in drafting both its analytical and descriptive elements.

Serving as a backdrop to the analysis, Part 1 provides an overview of the current state of bilateral
economic relations between the EU and Canada. It describes existing bilateral cooperation
mechanisms, including between the EU and Canada, between Canada and the EU Member
States, and between the Canadian provinces and territories and the Member States, referencing
cooperation in multilateral fora. It also outlines the process of economic policy-making in both
the EU and Canada, and includes a synopsis of the EU’s and Canada’s economic relationships
with third parties.

The analysis of factors affecting EU-Canada trade and investment forms Part 2 of the study, and is
the area in which dedicated economic modelling has been undertaken. This quantitative analysis
estimates the potential economic effects of the full removal of tariffs on bilateral trade in goods, a
partial reduction of the cost of non-tariff barriers on trade in goods, and a partial liberalisation of
bilateral trade in services. A fundamental assumption of the quantitative analysis is that there will
be a successful outcome of the ongoing Doha Round, in which both non-agricultural and
agricultural tariffs will be reduced by a substantial margin. (The lack of recent progress in the
multilateral Doha talks may create some uncertainty as to the prospect of such an outcome, at least
in the short term.) In addition and equally important, qualitative analysis of the factors affecting the
flow of goods, services and capital between the EU and Canada supplements the quantitative
assessment. Special attention is also paid to the areas of labour mobility, government procurement,
intellectual property, telecommunications services and electronic commerce.

The analysis in the study goes beyond the traditional assessments of the impacts of reductions in
tariff and non-tariff barriers by also examining, in Part 3, the breadth of existing bilateral
cooperation in a wide variety of fields affecting the economic relationship (which range from
science and technology, transportation or customs to investment promotion), indicating areas
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where cooperation could be enhanced. It offers forward-looking analysis that not only indicates
areas in which the EU-Canada economic relationship as a whole could be enhanced, but also
specific ideas as to how it could be improved.

Part 4 summarises the results of each of the two consultations undertaken in the EU and Canada
to gather the views of the European and Canadian private sectors. EU and Canadian respondents
provided their thoughts both on the current status of the EU-Canada bilateral trade and
investment relationship and on ways in which that relationship could be enhanced.

Finally, the key findings of the study are summarised in Part 5. The study does not provide
policy recommendations, which are the prerogative of the policy-makers of the EU and Canada
respectively. Nevertheless, it does offer insight into the potential benefits of a closer EU-Canada
economic partnership and identifies possible areas where the EU and Canada could continue to
enhance their bilateral cooperation.

1. Overview of Bilateral Economic Relations

The bilateral EU-Canada economic relationship described in Part 1 of the study is wide-ranging,
long-standing and, for the most part, well-functioning. The relationship as such dates back to 1959,
though individual EU Member States’ relations with Canada or with individual Canadian
provinces, formal or informal, date back many centuries. The EU is Canada’s second most
important trading partner for goods and services, while Canada is the EU’s 11™ most important
goods trading partner. The investment relationship is even stronger: the EU is Canada’s second
most important investment partner and Canada the EU’s fourth most important investment partner.

In the years since the formal establishment of EU-Canada bilateral trade and economic
collaboration through the 1976 Framework Agreement for Commercial and Economic
Cooperation, a number of sectoral agreements have been concluded, and others are under
negotiation. The Framework Agreement created a structure for ongoing dialogue, with a Joint
Cooperation Committee to review annually the breadth of trade and economic cooperation
activities.

As a backdrop to the EU-Canada economic relationship, the study explains how economic policy
is developed in both the EU and Canada. Policy-making in the EU and Canada is complex and
multi-level, involving EU and Member State competences in the EU, and the federal and
provincial/territorial jurisdictions in Canada. It is also useful to place the EU-Canada relationship
in the more global context of the EU’s and Canada’s overall trade policy agendas. As such,
Canada’s and the EU’s economic relationships with third parties are outlined. Where possible, a
brief analysis is offered on the impact of certain trade agreements concluded with other partners.

Finally, Part 1 examines the trade and production structures of both the EU and Canada, along
with the economic trends from 2002 to 2007. The key economic indicators for Canada and the
EU are outlined, including growth rates, per capita gross domestic product (GDP) levels and
inflation rates, as are bilateral trade patterns and the respective positions of the EU and Canada in
each other’s trade partner rankings. From 2002-2007, the relative importance of the EU in
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Canada’s trade has increased. While Canada’s relative position in EU goods trade has decreased
slightly, the value of Canadian trade with the EU has grown in absolute terms. Nevertheless, the
relationship appears to be significantly under-traded, particularly when compared with the EU’s
trade relationships with countries such as India and South Korea. At the same time, bilateral
trade in services, focused primarily on the cross-border supply of business services, reached
close to €20 billion in 2007. Two-way investment levels also increased over the reference period
in absolute terms and by higher rates than each other’s investment in the United States.

2. Analysis of Factors Affecting EU-Canada Trade and Investment

The analysis of factors affecting EU-Canada trade and investment presented in Part 2 of this
study shows firstly that most tariffs on goods traded the most between the EU and Canada are
low. The eight most important sectors for Canada’s exports to the EU comprise 80% of Canada’s
total goods exports to the EU, and 78.1% of EU goods exports to Canada.' Of these important
sectors, only processed foods face substantial tariff protection. European exporters face a tariff of
more than 30% into Canada, and Canadian exporters face a 17% tariff into Europe. Tariffs on
most other top-traded products are below 3%. Tariffs are generally low in the remaining sectors,
but there are some tariff peaks: the EU, for example, applies most favoured nation (MFN) tariffs
as high as 23% on a number of fish and seafood products, while Canada maintains applied tariffs
on footwear as high as 20% and on textiles and apparel as high as 18%.

Notwithstanding the overall low level of tariffs applying to EU-Canada trade, the private sector
reported that, in some cases, even low tariffs can serve as barriers to trade and put firms at a
competitive disadvantage. Overall, eliminating tariffs will bring significant gains to both the EU
and Canada. Nevertheless, in certain highly-protected sectors, there are costs involved in the
form of reduced output.

The study reviews a sample of non-tariff measures identified by stakeholders as inhibiting trade in
both the Canadian and EU policy frameworks, such as different regulatory approaches to common
socio-economic goals. The review demonstrates there may be room to improve the design or
implementation of regulatory frameworks to achieve legitimate regulatory objectives in a less
trade-inhibiting fashion. As such, for the purposes of this study, a notional cost reduction of 2%
is adopted to represent the estimated realistic cost savings, supported by anecdotal evidence
based on a sample of regulations identified as having trade-inhibiting effects and economic
assessments of the trade-deepening effect of regional economic integration agreements. Since
significant trade cost savings are unlikely to be realised in commodity trade, the cost reduction is
limited to non-commodity processed goods.

The measuring of barriers to the trade in services is far more complicated than for goods. It
requires the use of statistical methods to estimate the tariff equivalents of services sector barriers
that are necessarily subject to limitations in the available data and underlying assumptions. The

' The eight most important sectors for Canadian exports to the EU are: chemicals, transport equipment, metals,
minerals, machinery and equipment, electronic equipment, paper products, and processed foods. The eight most
important sectors for EU exports to Canada are: machinery and equipment, chemicals, motor vehicles and parts,
transport equipment, petroleum, beverages and tobacco, processed foods, and metal products.




study recognises these limitations. The independent consultants who undertook the modelling
estimate the barriers to services trade into the EU as representing 18-42% and into Canada as
representing 24-52% of additional trade costs. In other words, the barriers to the trade in services
are estimated to be significantly higher than those to the trade in goods.

Although it is realistic to expect that tariffs on most goods could be eliminated or significantly
reduced, it is not realistic to expect that all factors affecting trade in services can be removed. To
assess the extent of service barriers that can potentially be removed through any new EU-Canada
trade and investment liberalisation, the study assumes the same expansion in services trade and
derived cost savings as has been estimated to have taken place in intra-EU liberalisation. Such an
approach provides a good indication of the upper bound of what would be attainable in
transatlantic services trade liberalisation.

The study estimates that services trade inside the EU is approximately 35% higher than would
otherwise be expected in the absence of the EU’s moves towards a single market. This higher
intra-EU services trade volume serves as the benchmark for a realistic estimation of the
maximum potential for further transatlantic service sector integration. To achieve the same
expansion in EU-Canada services trade, it is estimated that the cost of trade in services would
have to be reduced by between 2% and 10%. Removing these trade costs constitutes a realistic
potential for gains from a liberalisation of bilateral trade in services.

In addition to liberalising trade in goods and services, this study examines the issues of labour
mobility, government procurement, intellectual property, telecommunications services and
electronic commerce. Qualitative analyses suggest that expanded opportunities for both EU and
Canadian companies could result from enhanced collaboration in such areas and from the
removal of existing barriers to trade and investment.

The study uses a computable general equilibrium model to estimate the gains from bilateral trade
liberalisation between the EU and Canada. Subject to the inherent limits of such models and the
assumptions made, the overall results indicate that liberalisation of trade in goods and services
will bring benefits to the EU and to Canada.

The annual real income gain by the year 2014, compared to the baseline scenario,” would be
approximately €11.6 billion for the EU (representing 0.08% of EU GDP?), and approximately
€8.2 billion for Canada (representing 0.77% of Canadian GDP). Total EU exports to Canada go
up by 24.3% or €17 billion by 2014 while Canadian bilateral exports to the EU go up by 20.6%
or €8.6 billion by 2014.

Liberalisation of trade in services contributes substantially to the GDP gains (50% of the total
gains for the EU, and 45.5% of the gains for Canada); more limited but still significant gains derive
from the elimination of tariffs on bilaterally-traded goods (25% of the total for the EU and 33.3%
for Canada). The remaining gains are due to a reduction in the trade costs of non-tariff barriers.

? This scenario includes assumed tariff reductions resulting from successful Doha negotiations.
3 Increase in 2014 GDP at 2007 prices.
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These figures relate to the impact of removing readily-quantifiable factors affecting EU-Canada
trade. They do not take into account other less-readily-quantifiable areas that provide additional
potential for gains. As such, these figures should be interpreted as a lower bound to the potential
gains from an EU-Canada agreement.

3. Existing Bilateral and Potential Future Cooperation

To complement the analysis of the factors affecting the flow of goods, services and capital
between the EU and Canada, the study also examines a wide range of ongoing cooperation in
other related areas. The study identifies several key economic and economic-related areas in
which close EU-Canada cooperation exists, be it multilaterally, at the EU-Canada level, between
EU Member States and Canada, or between Canadian provinces and territories and EU Member
States or sub-national European partners. The areas examined include science and technology,
energy, the environment, regulatory cooperation, transportation, customs cooperation and trade
facilitation, employment and social affairs, the movement of people, education and training,
investment promotion, competition policy, taxation, and fisheries.

The study points to specific areas or activities through which existing cooperation could be
deepened at all levels. This cooperation, in turn, would enhance the overall bilateral economic
relationship (be it directly or indirectly), by helping to improve the productivity of the EU and
Canadian economies and the competitiveness of EU and Canadian businesses in the global
marketplace. This forward-looking analysis demonstrates that there is significant potential to
enhance the EU-Canada economic relationship on several levels, in addition to the more traditional
trade and investment areas addressed in Part 2. The study also reveals that there are a number of
important issues which fall, in whole or in part, under more than one jurisdiction or competence,
e.g. provinces/territories in Canada, Member States in the EU. In order to further advance the EU-
Canada relationship, this will need to be addressed in the future. The list of potential areas for
future cooperation is extensive, albeit by no means exhaustive, with proposals of varying scope —
from cooperation between a small number of experts to more wide-ranging initiatives.

For example, several proposals are put forward in the three areas singled out in the 2007 EU-
Canada Summit declaration: science and technology, energy and the environment. As the EU and
Canada are key sources of new technologies, cooperation in these areas is important to improving
innovative capacity and economic competitiveness. The study suggests there is scope for further
enhancing science and technology cooperation through collaboration on a common research
agenda. It proposes a renewed focus on “flagship cooperation projects” in key strategic areas like
energy and the environment, where joint EU-Canada research is valuable in helping address
pressing global issues. The study also sees potential for increased EU-Canada collaboration
involving the private sector in applied research and development and commercialisation.
Furthermore, the EU-Canada 2008 High-Level Dialogues on Energy and the Environment have
identified several areas which would benefit from future discussion and cooperation, ranging from
world energy relations and security issues, to climate change and biodiversity.

Further examples of potential future cooperation are identified in Part 3. These include, among
others, enhanced regulatory cooperation; a comprehensive air services agreement; a supply chain

vii




security agreement including container security; an expansion of networks of arrangements on
social security matters; the establishment of a degree equivalency system with the possible
introduction of a diploma supplement; EU encouragement of increased business links and
investment promotion through chambers of commerce in Canada; continued cooperation under
the 1999 Competition Cooperation Agreement; continued cooperation under double taxation
conventions; and continued close cooperation in the Northwest Atlantic Fisheries Organisation.

4. Private Sector Views

In the context of this study, the EU and Canada separately sought the views of their respective
private sectors on the status of the EU-Canada trade and investment relationship and on ways in
which the relationship could be enhanced. (European and Canadian respondents together have
also publicly expressed their support for an enhanced relationship.)

There was a general consensus among EU respondents that enhanced economic cooperation
between Canada and the EU was desirable. Most responses mirrored sector-specific interests.
Respondents noted the need to remove tariff peaks and onerous non-tariff barriers to trade, as
well as to enhance regulatory cooperation. In addition, EU respondents underlined their interest
in increased investment opportunities in Canada. Government procurement by Canadian
authorities at all levels was deemed to offer great business opportunities for European exporters
and investors. Finally, most EU respondents noted that any form of enhanced EU-Canada
economic cooperation should include all levels of government in Canada.

Canadian respondents noted that the bilateral relationship with the EU has not reached its full
potential and that there exist significant opportunities to improve trade and investment. Canadian
respondents were clear in their support for a comprehensive trade and investment agreement
between Canada and the EU, which they believe will strongly aid in increasing economic flows.
They also believe the EU and Canada should work more closely on regulatory cooperation. Like
the EU respondents, Canadians saw important potential with improved labour mobility and
mutual recognition of professional qualifications. The development of the two-way economic
relationship supports the economic values of both parties, enhancing their competitiveness and
prosperity, including by increasing transatlantic global value chains.

5. Key Findings

The key findings of the study form Part 5. The summary includes not only the essence of the
primarily descriptive parts of the study, such as the status of the EU-Canada bilateral economic
relationship in Part 1 and the views of the EU and Canadian private sectors in Part 4, but more
particularly the analytical and forward-looking findings resulting from the analysis of the factors
affecting the flow of goods, services and capital, notably the economic modelling results, and
from the analysis of those economic or economic-related areas in which future cooperation could
be broadened or deepened and the overall economic relationship thereby enhanced. As noted
above, while the study does not provide policy recommendations, it does offer insight into the
potential costs and benefits of a closer EU-Canada economic partnership, together with possible
areas where the EU and Canada could continue to enhance their bilateral cooperation.
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PART 1: OVERVIEW OF BILATERAL ECONOMIC RELATIONS

1.1 The Current State of the EU-Canada Bilateral Economic Relationship

Economic relations between Europe and Canada are longstanding. They can be traced back at
least a millennium to when the Vikings “discovered” and settled temporarily in parts of
Newfoundland. However, the relationship of the European Union (EU) with Canada dates back
only 49 years to 1959, when an Agreement was concluded between the Government of Canada
and the European Atomic Energy Community (Euratom) for cooperation in the peaceful uses
of atomic energy. The agreement is Euratom’s oldest international agreement. Bilateral
cooperation in nuclear energy continues to be active.

The formal relationship between the EU and Canada in trade and economic cooperation more
generally dates back to 1976 and the bilateral Framework Agreement for Commercial and
Economic Cooperation. It marks the EU’s oldest formal relationship of this type with any
industrialised country and the EU’s first cooperation agreement with an industrialised country.
The main innovation of the Framework Agreement was to create a structure for dialogue with
the establishment of a Joint Cooperation Committee (JCC) that meets annually “to promote
and keep under review the various commercial and economic cooperation activities” envisaged
by both Parties. The JCC can also establish sub-committees in order to assist it “in the
performance of its tasks”. Currently the only sub-committee of the JCC in operation is the
Trade and Investment Sub-Committee (TISC) that meets twice-yearly to discuss a range of
bilateral and multilateral trade and investment issues.

Since the 1976 Framework Agreement, the EU and Canada have concluded a number of
sectoral agreements, including the Agreements on Science and Technology (1996), Higher
Education and Training (1995, 2000), Customs Cooperation (1998), Mutual Recognition
(1998), Veterinary Equivalency (1998), Competition Cooperation (1999) and on Wine and
Spirits (2004).* Many of these Agreements have established their own joint committees that
meet periodically to oversee their proper functioning. How often these joint committees meet
is decided upon by both Parties: certain joint committees, such as the ones established under
the Veterinary Agreement and the Wine and Spirits Agreement, meet face-to-face on an annual
basis, whereas others, such as the ones established under the Customs Cooperation Agreement

* Lists of all EU-Canada agreements, together with agreements/treaties/memoranda of understanding etc. signed
between EU-Member States and Canada, or Member States and provinces/territories, are available at ec.europa.eu/
trade/issues/bilateral/countries/canada/index_en.htm.




and the Competition Agreement, have not formally met for some time. The deliberations of
these joint committees are usually briefly reported to the next meeting of the TISC and in more
detail to the annual JCC.

In addition, a number of bilateral agreements have been concluded to settle various trade
issues. These include the Agreement on Trade in Alcoholic Beverages (1989), amended by the
2004 Wines and Spirits Agreement; the Agreement settling a World Trade Organisation
(WTO) dispute on the trade description of certain scallops (1996); and various Agreements
concerning the conclusion of General Agreement on Tariffs and Trade (GATT) Art. XXIV: 6
negotiations, due to successive EU enlargements. There is also the 1997 Agreement on
International Humane Trapping Standards signed by the European Community, Canada and
Russia.

In addition to these agreements, in 2004 a bilateral Framework on Regulatory Cooperation and
Transparency was agreed with the aim to “enhance regulatory compatibility and convergence”.
This Framework established a bilateral Regulatory Cooperation Committee to oversee and
review the implementation of this Framework. To further guide the work of the Committee,
both Parties also endorsed a Regulatory Cooperation Roadmap of sectoral initiatives at the EU-
Canada Summit in June 2007 that included the following sectors: chemicals, electronic waste,
organic production, pesticides, radiation-emitting devices, chemical contaminants in food and
food allergen labelling. Other sectors can be added to the roadmap by mutual agreement.

A number of high level bilateral “dialogues” or “consultations” have also been established for
various sectors, at which the appropriate senior officials meet annually to discuss a range of
bilateral and multilateral issues of common interest. Such dialogues have been established in
fisheries, the environment and energy.

Formal economic relations between EU Member States and Canada go back much further than
EU-Canada relations, long before the European Coal and Steel Community (ECSC) came into
force in 1952 and even before Canada became a sovereign nation state in 1867. Excluding
various peace treaties, the oldest bilateral economic agreement still in force with an EU
Member State that concerns Canada is the 1654 Treaty of Peace and Commerce between Great
Britain and Sweden. Since then there have been over 400 agreements between individual EU
Member States and Canada covering a broad range of economic issues.

The Member States with the most extensive bilateral economic relationship with Canada are
the United Kingdom and France, reflecting strong historical ties. However, virtually all EU
Member States have bilateral agreements with Canada in areas of economic cooperation. A
rough breakdown of the types of bilateral agreements is as follows:

= Most Member States have bilateral agreements with Canada in the areas of social
security, the avoidance of double taxation and prevention of fiscal evasion, and audio-
visual co-production;



= Many Member States have bilateral agreements with Canada in the area of air transport;
Some Member States have bilateral agreements with Canada in the areas of the
peaceful uses of nuclear energy, fishing relations and financial matters; and

= A small number of Member States have bilateral agreements with Canada in the areas
maritime transport (particularly the tonnage measurement of merchant ships), science
and technology cooperation, the treatment of companies, promotion and reciprocal
protection of investments, exchange of postal money orders, mutual assistance in
customs matters, trade-marks and economic and industrial cooperation.

Several Canadian provinces and territories have formal relationships with certain EU Member
States or regions within individual Member States. Perhaps not surprisingly, Québec has the
most extensive formal economic relationship, with France. The range of agreements,
Memoranda of Understanding and cooperation projects is wide, with the most common
concerning cultural and social security arrangements and industrial, technological and
scientific cooperation arrangements or projects.



1.2 Economic Policy-Making in the EU and Canada

| Policy-making in the EU

Institutional Setting

The countries that make up the EU (its Member States) are independent sovereign nations, but
they pool their sovereignty in order to gain a strength and world influence none of them could
have on its own. In practice, this means that the Member States delegate some of their decision-
making powers to European institutions they have created, so that decisions on specific matters
of joint interest can be made at EU level. The most important institutions and players as far as
economic policy-making in the EU is concerned are described below.

There are three main decision-making institutions in the EU:

= the Council of the European Union (representing national governments);

= the European Parliament (representing the citizens); and

» the European Commission (a body independent of EU governments that upholds the
collective European interest).

Whilst not legally an institution of the EU, the European Council, which gathers the heads of
state or government of the Member States and the President of the European Commission,
defines the general political guidelines of the EU. Its conclusions represent a major impetus in
defining the general political guidelines of the EU.

The Council of the European Union, normally referred to as the Council (but also the Council of
Ministers), is the EU’s main decision-making body. Each EU Member State takes a turn in holding
the Council Presidency for a six-month period. The Council is a single body, meeting in one of nine
different configurations depending on the subjects under discussion. It takes decisions by a vote of
Ministers from the Member States. There are three types of votes, which depend upon the Treaty
provisions for the subject being dealt with: simple majority (for procedural decisions); qualified
majority (a weighted voting system based on the populations of Member States, used for many
decisions concerning the internal market, economic affairs and trade) and unanimity (for foreign
policy, defence, judicial and police cooperation, and taxation).” In a great majority of cases, the
Council takes decisions on a proposal from the European Commission and in association with the
European Parliament, either through the consultation procedure (e.g. in the areas of agriculture,
judicial and police cooperation, and taxation) or through co-decision (e.g. the internal market).

> The total number of votes in the Council is 345 divided among the Member States as follows: Germany, France,
Italy and the United Kingdom (29), Spain and Poland (27), Romania (14), Netherlands (13), Belgium, Czech
Republic, Greece, Hungary and Portugal (12), Austria, Bulgaria and Sweden (10), Denmark, Ireland, Lithuania,
Slovakia and Finland (7), Estonia, Cyprus, Latvia, Luxembourg and Slovenia (4) and Malta (3). A minimum of 255
votes out of 345 (73.9%) is required to reach a qualified majority. In addition, a majority of Member States (in some
cases two thirds) must approve the decision, and any Member State may ask for confirmation that the votes cast in
favour represent at least 62% of the EU’s total population.



The European Commission is the executive body of the EU and comprises 27 members — one
national each from the Member States — appointed for a five-year term by agreement between the
Member States (subject to approval by the European Parliament). The Commission has the
principal power of initiative. With some exceptions, the Council cannot legislate in the economic
area unless there is a proposal from the Commission.® The Commission is also entrusted with the
implementation of decisions made by the Council, monitoring countries’ compliance with EU
law, and initiating legal action against non-compliant countries.

The European Parliament is the directly elected body that represents the EU’s citizens. It
exercises political supervision over the EU’s activities and takes part in the legislative process.
Under the ‘cooperation’ procedure, the European Parliament can give its opinion on draft
directives and regulations proposed by the European Commission. Under the ‘assent’ procedure,
the European Parliament must give its assent to international agreements negotiated by the
Commission and to any proposed enlargement of the EU. Under the ‘co-decision’ procedure, the
Parliament is put on an equal footing with the Council when legislating in a number of fields
such as the internal market, environment and consumer protection. The European Parliament also
shares, with the Council, equal responsibility for adopting the EU budget.

The European System of Central Banks comprises the European Central Bank (ECB) and the
national central banks (NCBs) of the 27 EU Member States. The 15 countries that have (so far)
adopted the Euro collectively make up the ‘Euro area’ and their central banks, together with the
European Central Bank, make up what is called the ‘Eurosystem’.” The ECB, working closely
with the national central banks, prepares and implements the decisions taken by the
Eurosystem’s decision-making bodies — the Governing Council, the Executive Board and the
General Council. One of the ECB’s main tasks is to maintain price stability in the Euro area.
This is widely taken to mean inflation rate of 2% or below.

Policy-making and Surveillance

Economic policy is set at EU level if the policy falls under community competence. For
example, matters pertaining to the internal market (i.e. the free movement of capital, labour,
goods and services within the EU) are a community competence. Legislation on internal market
issues is for the most part enacted by the Council on the basis of qualified majority, the principal
exception being matters pertaining to taxation. Similarly, trade policies are generally set at EU
level and monetary policy is set at the Euro-area level by the ECB. On the other hand, fiscal
policy remains largely a matter for the individual Member States, subject to overall Treaty
restrictions for Member States not to run too high government deficits or debt levels. Nevertheless,
the economic performance of Member States is monitored and discussed at EU level.

On the basis of various reports by the Commission, economic and budgetary developments in
Member States are monitored, and policies coordinated, at EU level. This multilateral
surveillance also includes a check that economic policies are consistent with the EU’s roadmap,

% One exception, for example, is that an agreement on a formal exchange rate system with a non-EU country may
also be made on the basis of a recommendation from the ECB.

7 Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, the Netherlands,
Portugal, Slovenia, Spain.



the Lisbon agenda, for growth and jobs. Also, as of 1997, labour market policies are explicitly
recognised as a matter of common concern and procedures set out for their surveillance (except
to the extent that such policies fall under the internal market programme). The Open Method of
Coordination, set up at the March 2000 Lisbon European Council, provides the framework for
this surveillance through political coordination without legal constraints. Member States agree to
identify and promote their most effective policies with the aim of learning from each other’s
experiences.

Policies affecting external trade are matters of European Community competence and subject to
the decision making process described above. Article 133 of the European Community Treaty
sets out the scope, instruments and decision-making procedures for EU trade policy-making. The
Commission conducts trade negotiations on behalf of the EU, on the basis of a mandate from the
Council and with any agreements to be ratified by the Council. These agreements are concluded
by qualified majority, except when the agreement includes provisions for which unanimity is
required. In addition, agreements concerning the harmonisation of cultural services, education
services, social services and health services continue to be the subject of responsibility shared
with the Member States. The institutional framework for the making of commercial policy has
evolved over time as the scope of what constitutes trade policy has increased to incorporate
domestic regulations and non-tariff issues.

Overall, fiscal policy in the EU remains almost entirely the prerogative of individual countries,
although there is an EU budget of about 1% of EU gross domestic product (GDP), devoted
principally to the Common Agricultural Policy (CAP) and the EU’s structural funds. Spending
policies are established within multi-year frameworks, the present one covering 2007-2013, and
deficit financing is prohibited. Harmonisation of value-added taxes and excise duties (in the form
of minimum rates) is also established at EU level.

The Future

In December 2007, EU Leaders signed the Lisbon Treaty, which aims to reform the EU’s
governing institutions and its decision-making processes so as to allow it to operate more
effectively. Ratification of the Treaty has been completed by a number of the EU’s Member States.
Among the reforms addressed by the Treaty are those relating to the voting system operating in
economic and trade policy-making, whereby the current, and complex, weighted voting formula
will be simplified. National parliaments will also be given somewhat greater authority to challenge
draft EU legislation, and reform of the EU’s governing institutions in general, such as the reduction
in the number of EU Commissioners, aims to streamline the decision-making processes within the
EU as a whole. The Treaty also provides for a strengthened role for the European Parliament,
which will have new powers with regard inter alia to international agreements. The Treaty will
not, however, alter the fundamental roles of the European Commission or the Council of Ministers
in formulating or approving the EU’s common external trade policy. Although the Council is
entitled to approve or reject trade agreements negotiated by the Commission by majority voting, in
practice the Council seeks consensus in this area. Regardless of the changes foreseen in the Treaty
to EU voting procedures, the expectation is that it will continue to do so. Given the need for all
Member States to ratify the Treaty, the future of the above proposed reforms was uncertain at the
time of the publication of this study.



Policy-making in Canada

Institutional Setting

Canada is an independent sovereign state comprised of ten provinces and three territories. As a
constitutional monarchy and a parliamentary democracy, the system of government is
democratic, with the Constitution and Rule of Law as its supreme authority. The Government
acts in the name of the Crown, but derives its authority from the Canadian people. Canada’s
parliamentary system stems from the British “Westminster” model.

Parliament is Canada’s legislature and consists of three parts: the Crown, the Senate and the
House of Commons. It is the federal institution with the power to make laws, to raise taxes and
to authorise government spending. Canada’s legislature is “bicameral” with an appointed Senate
and an elected House of Commons (often described as the “upper” and “lower” houses).
Together, the legislative and executive branches of the Government create the laws in Canada.
Proposed government legislation (a bill) is introduced in one of the two chambers (usually the
House of Commons) by a Minister and is debated and voted on in both Chambers. The bill is
subjected to a detailed process of review, debate, examination and amendment through both
chambers before it is ready to receive final approval. Each bill must receive royal assent by the
Governor General, Canada’s Head of State and representative of the British monarchy, before
becoming a law. Over the course of time, the role of the Governor General has become more
symbolic than functional.

The House of Commons, or lower house, is the elected assembly of the Parliament of Canada. Its
308 members are elected by Canadian voters, having received the highest number of votes cast in
his or her electoral district or riding. The House of Commons is the main decision-making body
of Parliament, although the Senate has the power to modify or block bills. The Senate, or upper
house, is composed of 105 Senators appointed by the Governor General, on the advice of the
Prime Minister, to represent Canada’s provinces and territories.

Canada is a federal state: decision-making is shared among the federal, provincial and territorial
governments. While the division of powers is outlined in the Constitution, federal-provincial-
territorial financial relations and joint policy-making mechanisms have strongly shaped Canadian
federalism in practice.

The provinces are autonomous within the powers given them by the Constitution, but the
territories are constitutionally subordinate to the federal government. However, in practice, the
powers of the territories are increasingly similar to those of the provinces. Each province has
considerable political and economic significance in its own right and can in many ways be
considered a separate political system with its own full complement of government institutions.

Each province is headed by a Lieutenant Governor, who is appointed by the federal Prime
Minister and who represents the Queen. The effective head of provincial governments is the
Premier (the provincial equivalent of the Prime Minister), along with their cabinet. The
provincial cabinet typically sets priorities, decides how much money to raise and spend, and how
to do so, determines policies, gives direction for the preparation of legislation and oversees



departmental administration. The provincial legislatures are the elected representatives of the
people, usually at four-year intervals. Each provincial legislature has only one chamber that is
very similar to the House of Commons and transacts its business in much the same way. All bills
must go through three readings and receive Royal Assent by the Lieutenant Governor. Provincial
cabinets, legislatures and bureaucracies regularly interact with their federal counterparts and do
so on the basis of autonomy and equality.

Policy-making

Canadian economic policy is set by both levels of government depending on the issue.

By virtue of the Constitution Act of 1867, everything not mentioned as belonging to the
provincial legislatures comes under the national Parliament. The national Parliament has power
“to make laws for the peace, order and good government of Canada” except for “subjects
assigned exclusively to the legislatures of the provinces”, which include natural resources,
property and civil rights, and social security.® As well, there are several areas of shared
jurisdiction such as immigration.

According to the Constitution, the regulation of trade and commerce — which Canadian courts
have interpreted to mean inter-provincial and international trade and commerce — falls under the
exclusive power of the federal government. Trade between provinces is characterised by the
Agreement on Internal Trade, which was signed by the provinces and territories in 1994 to
reduce barriers to the free movement of people and commodities across the country.’

Fiscal policy in Canada is the prerogative of both levels of government. The combination of
federal grants, direct taxes and other revenues (e.g. taxes on natural resources) allows the
provinces significant spending power. Whereas the provinces are limited to direct taxes only, the
federal government has the power to levy any type of tax. Both levels of government coordinate
personal and corporate income tax through federal-provincial taxation agreements. Both levels of
government may also issue their own government bonds.

¥ The provinces have power over social security, with the exception of employment insurance, which is the
exclusive power of the federal government, and pensions, which is shared between the two levels of government.

’ The consolidated version of the Agreement on Internal Trade (May 2007) is available at www.ait-aci.ca/
index_en/ait.htm.



1.3 Economic Relationships with Third Parties

The well-being and prosperity of the EU and Canada depend on a healthy international trade and
investment and on the ability of Europeans and Canadians to succeed in international commerce
in all its facets. In today’s globalised world, international trade policy is strongly contributing to
the creation of growth and jobs at home. Canada is a trading nation, with one in five Canadian
jobs directly linked to trade. The EU is the world’s largest exporter of goods and services. While
multilateral negotiations remain the priority, both the EU and Canada are embarking on
ambitious trade and investment agendas to seek additional bilateral and regional agreements.

In October 2006, the EU released its new trade strategy, Global Europe, Competing in the
World.”’ It states that the EU’s trade policy must become an integral part of its wider approach
to economic reform and competitiveness, and sets out a series of initiatives to ensure its trade
policies are adapted to the competitive challenges of the future. It identifies a need to open
markets, create new opportunities for trade and ensure European companies are able to compete
fairly in those markets.

Similarly, the Global Commerce Strategy, part of Advantage Canada, is the Government of
Canada’s plan for helping Canadian companies meet the demands of an increasingly complex
and competitive global economy, and build even greater prosperity for the future." It focuses on
three interrelated priorities (objectives): reinforcing Canada’s North American advantage by
facilitating greater exchanges between Canada and the rest of the world; deepening Canadian
access to global markets and networks, through a renewed international negotiations agenda,
and better connecting Canadian companies to global opportunities.

Both the EU and Canada have, therefore, been active in recent years in deepening trade
relationships both regionally and globally. This section of the study will looks at the EU’s and
Canada’s respective economic relations with third parties. An overview of the EU-Canada
economic relationship is provided in section 1.1 above.

European Union

Trade has always been an important cornerstone of the EU and a motor of European integration.
The EU’s most comprehensive and important trade and investment agreement is the Treaty
establishing the EU, which over the years has created and expanded a Customs, Economic and
Monetary Union among its 27 Member States. From a trade perspective, four basic principles lie
at the heart of the EU — the freedom of movement of goods, capital (investment), services and

12 Available at trade.ec.europa.eu/doclib/docs/2006/october/tradoc_130376.pdf.

""" Advantage Canada, released in November 2006, is the Government of Canada’s national strategy for building
fiscal, tax, education, infrastructure and entrepreneurial advantages at home. Available at www.fin.gc.ca/ec2006/
plan/pltoce.html.



labour. The integration of the EU market has brought important economic gains throughout the
EU and has been the topic of countless academic texts.

The EU has concluded bilateral, bi-regional or plurilateral preferential trade and investment
agreements with a large number of third parties, some of which later became EU members. The
EU is now embarking on an ambitious trade agenda and is currently in negotiations with several
new partners. These can be broadly divided into three categories: agreements within Europe and
with close geographical neighbours; agreements with African, Caribbean and Pacific countries;'
and “traditional” trade agreements. The removal of trade barriers in a preferential manner has
provided important benefits for the EU and its trading partners in terms of gains in income and
production.

A very close trade and economic relationship has also been established with the European Free
Trade Association (EFTA) countries. In the 1970s, a series of trade agreements were signed with
the then seven EFTA countries, three of which subsequently became EU Member States. The
European Economic Area Agreement, negotiated in 1992 and which came into force in 1994,
allows three of the now four EFTA countries (Norway, Iceland and Liechtenstein) to participate
in the EU Internal Market, while not assuming the full responsibilities of EU membership."

Customs Unions (for industrial products only) were created with Andorra (1991) and Turkey
(1995). The agreement with Turkey foresees the establishment of an FTA in the services area, as
well as comprehensive negotiations on government procurement in due course. Following the
dissolution of Yugoslavia, Stabilisation and Association Agreements (SAAs), which focus on
developing regional cooperation through the creation of a free trade area and political dialogue,
were signed with three non-EU Eastern European countries (Former Yugoslav Republic of
Macedonia, Croatia and Albania). The EU is currently negotiating SAAs with Bosnia and
Herzegovina and Montenegro, and has offered to enter into negotiations with Serbia. These
SAAs are seen as a precursor to eventual EU membership, should these countries wish to join.

As part of the EU’s neighbourhood policy, the Euro-Mediterranean Partnership was launched at
the 1995 Barcelona conference between the EU and its ten Mediterranean partners. It involves
extending free trade across the Mediterranean region through a network of bilateral agreements
between the EU and individual Mediterranean states, together with free trade agreements (FTAs)
between the partners themselves. Within the past decade, the EU has concluded Association
Agreements with Algeria, Egypt, Israel, Jordan, Lebanon and Morocco. In addition to fostering
greater overall stability in the region, the Association Agreements represent a key step in the
move toward the eventual goal of establishing a Euro-Mediterranean Free Trade Area by 2010.
Also within the neighbourhood policy framework, following Ukraine’s accession to the World
Trade Organisation (WTO) on 5 February 2008, the EU launched negotiations toward an EU-
Ukraine FTA, which aims to increase market access, improve convergence of regulatory
standards and improve access for investment in both directions.

"2 1t should also be noted that the EU adopted its “Everything But Arms” initiative towards all Least Developed
Countries in 2001, which grants duty-free, quota-free access to all imports (except weapons) from these countries.

1 Switzerland is not part of the EEA. Switzerland and the EU have separate bilateral agreements (signed June
1999).
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The EU is currently engaged in negotiations aimed at establishing Economic Partnership
Agreements (EPAs) with the 78 African, Caribbean and Pacific (ACP) states that were signatories
to the EU-ACP Cotonou Agreement. At the time of this writing, a full EPA has been initialled with
the 15 Cariforum countries,'* focusing on regional development and covering liberalisation of both
goods and services, with provisions on a wide range of trade-related areas. Interim Agreements
have also been initialled with a further 19 ACP states, covering liberalisation of goods.
Negotiations for comprehensive EPAs with these states will continue throughout 2008. In all
cases, the EU has offered to remove all remaining tariffs and quotas for ACP exports (with a
transition phase for rice and sugar). Liberalisation in ACP countries will take place over many
years and will exclude the most sensitive ACP goods. South Africa remains a member of the
ACP group, although certain qualifications apply. The 1999 Trade, Development and
Cooperation Agreement seeks to create a free trade area in goods between South Africa and the
EU, but allows for a 12-year asymmetric transitional period.15 Trade flows between South Africa
and the EU have increased considerably since the signing of the agreement.

The EU has signed FTAs with Mexico (1997) and Chile (2002). The EU-Mexico FTA — the EU’s
first transatlantic FTA — is very comprehensive, covering goods, services, procurement,
competition, intellectual property rights, investment and related payments, and provides for a rapid
tariff dismantling process. Industrial goods are now fully liberalised, and agricultural products will
be substantially liberalised by 2010.'° The FTA also foresees future negotiations on the liberalisation
of services trade. The agreement has been of undoubted benefit to both parties: trade flows within
the FTA have grown by over 25% since the EU-Mexico FTA entered in to force, with Mexican
exports to the EU growing by some 20% and EU exports to Mexico growing by close to 30%.

The EU-Chile Association Agreement entered into force in 2003, creating a free trade area in
goods, services and government procurement, and introducing provisions for the liberalisation of
investment and capital flows, protection of intellectual property rights, and a binding dispute
settlement mechanism. Trade between the EU and Chile had been increasing steadily in the
decade before the agreement, but has more than doubled in value since, now reaching over €8
billion. Chilean exports to the EU have tripled in value, while EU exports to Chile have
increased in value by some 25%.

As a regional grouping, the EU has tended to negotiate preferential trade agreements with other
regional trade groups, where the group has established an FTA or customs union and the
countries concerned are willing to negotiate as a group. In this light, the EU is pursuing bi-
regional Association Agreements, which include free trade, with the Central American countries
(Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua and Panama) and with the countries
of the Andean Community (Bolivia, Colombia, Ecuador and Peru).'” Negotiations toward an
Association Agreement with Mercosur (Argentina, Brazil, Paraguay and Uruguay) were put on
hold in October 2004 and have yet to resume. In addition, negotiations were re-launched in 2002

' Cariforum includes the 14 members of CARICOM along with the Dominican Republic.

' By the end of the transitional period, 95% of South African exports to the EU and 86% of EU exports to South
Africa will receive duty-free treatment.

' For the EU, the EU-Mexico FTA is the second to be notified under article XXIV of the GATT and the first
agreement to be notified under Article V of GATS.

7 A second round of negotiations with the Central American countries was held in February 2008; a third
negotiating round was held with the Andean Community in April 2008.
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with countries of the Gulf Cooperation Council (Bahrain, Kuwait, Oman, Qatar, Saudi Arabia
and United Arab Emirates) for an FTA covering market access for goods and services, common
rules and disciplines on intellectual property rights, competition, dispute settlement and rules of
origin. In May 2007, negotiations were launched for an FTA with the ten Association of South-
East Asian Nations (ASEAN) countries.

In 2007, the EU launched negotiations for bilateral FTAs with South Korea (in May) and India
(in June). The EU-Korea FTA is expected to focus on trade in goods and services, while the EU-
India FTA is expected to cover trade in goods and services as well as investment. In both
negotiations, special attention is being paid to non-tariff barriers and to rules and regulations
relating to intellectual property rights, competition, government procurement and transparency.
Macroeconomic modelling showed that the EU stands to make important gains, particularly in
services trade, if it is successful in concluding an FTA with South Korea.'® Additional recent
bilateral trade initiatives include the launch of formal negotiations in January 2007 toward a
Partnership and Cooperation Agreement (PCA) with China, which covers a wide range of policy
issues including trade and investment. The EU is also looking to negotiate a new PCA with
Russia.

Canada

Canada has reinvigorated its regional and bilateral trade and investment agenda in line with the
government’s resolve to ensure that Canadian business can compete in world markets. FTAs help
level the playing field for Canada vis-a-vis competitors that have agreements with markets of
interest, and also help to secure Canadian investments. They offer enhanced market access for a
broad range of Canadian goods and services, encourage Canadian businesses to expand into
foreign markets, and increase living standards by creating jobs in Canada.

The North American Free Trade Agreement (NAFTA), between Canada the United States and
Mexico, entered into force on 1 January 1994, with full implementation on 1 January 2008. Now
in its 15" year, NAFTA has made all three partners more competitive and has contributed to
significant increases in trade and investment flows between Canada, the US and Mexico and has
helped lay a strong foundation for economic growth in North America. It allows producers and
service providers to better realise their potential by operating a larger, more integrated market.
Total merchandise trade between Canada and the US has more than doubled between 1993 and
2007, while trade between Mexico and the US has more than quadrupled."

Canada’s first European FTA was signed with the EFTA countries (Iceland, Liechtenstein,
Norway and Switzerland) on 26 January 2008 in Davos, Switzerland. Ratification and
implementation are expected in 2009. In particular, the FTA will bring direct commercial
benefits from the elimination of duties on all non-agricultural goods and the elimination or
reduction of tariffs on selected agricultural exports.

'8 Copenhagen Economics and J. F. Francois, “Economic Impact of a Potential Free Trade Agreement (FTA)
between the European Union and South Korea,” March 2007. Two different macroeconomic scenarios show total
gains for the EU and Korea ranging from 26-46%.

1 Since 1993, Canada’s trade in merchandise with its NAFTA partners reached C$598.4 billion in 2007.
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In line with Canada’s re-engagement in the Americas, Canada has also been pursuing FTAs with
many of its Latin American and Caribbean neighbours. Canada has signed FTAs with Chile (5
July 1997), Costa Rica (1 November 2002) and Peru (29 May 2008), and on 7 June 2008
announced the conclusion of negotiations with Colombia. Since the entry into force of the
Canada-Chile FTA, two-way merchandise trade in goods has more than tripled, growing from
C$718 million in 1997 to C$2.43 billion in 2007. Between 2006 and 2007 alone, Canadian
exports to Chile increased by 62%. Bilateral trade in services reached C$164 million in 2005 (the
latest year for which statistics are available) and Canadian investments in Chile were C$5.17
billion in 2006.

In June 2007, Canada announced the launch of FTA negotiations with the Dominican Republic,
and the first full round of negotiations was held in December 2007. Negotiations with
CARICOM? were launched in July of the same year towards a comprehensive and modern trade
agreement that would cover issues besides trade in goods, services and investment, taking into
account (in particular) different levels of development and trade-related capacity challenges.
Canada continues to be committed to concluding FTA negotiations with the Central American
(CA4) countries of El Salvador, Honduras, Nicaragua and Guatemala, which were launched in
November 2001. Canada is also exploring the possibility of FTA negotiations with Panama.

In Asia, Canada launched negotiations toward a comprehensive FTA with South Korea in 2005,
with the most recent round of negotiation being held in March 2008. Canada is seeking an
ambitious and high-quality FTA with South Korea that provides real market access opportunities
for Canadian exporters, including Canadian automotive manufacturers. Macroeconomic
modelling suggests that, if the FTA had been fully in place in 2005, Canadian goods exports to
South Korea might have been 56% higher, and Canadian GDP C$1.6 billion greater. There is a
real potential for gains in various sectors including agriculture and agri-food, fisheries, forestry
and other natural resources, machinery and equipment, and financial and professional services.
Canada is also committed to concluding FTA negotiations with Singapore, launched in 2001.

Canada also recently published a Joint Study with Japan, which was launched at the signing of
the Economic Framework in November 2005. Released in October 2007, the study highlighted
that, despite the positive economic relations, more could be done to strengthen bilateral
commercial ties. It identified a number of initiatives — such as enhanced cooperation on food
safety and continued efforts toward a double taxation agreement — that would promote future
bilateral economic relations. The positive assessment of the study, coupled with the long history
of cooperation between Canada and Japan, suggests potential value in a bilateral FTA.

In the Middle East, Canada signed an FTA with Israel in January 1997. In the decade since the
agreement was signed, bilateral trade between both countries has increased significantly. FTA
negotiations were launched with Jordan in February 2008 and concluded in August. The Canada-
Jordan FTA could generate increased export opportunities in a variety of sectors including
manufacturing, agriculture and forest products.

2 CARICOM includes: Antigua and Barbuda, The Bahamas, Barbados, Belize, Dominica, Grenada, Guyana, Haiti,
Jamaica, Montserrat, Saint Lucia, St. Kitts and Nevis, St. Vincent and the Grenadines, Suriname, and Trinidad and
Tobago.
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In addition to the active FTA agenda, Canada is pursuing Foreign Investment Promotion and
Protection Agreements (FIPAs). It has implemented FIPAs with 23 countries, including
Ukraine (1995), Philippines (1996), Ecuador (1997), Egypt (1997), Thailand (1998) and
Lebanon (1999).%! In addition, it has recently concluded negotiations with India and Jordan.
Canada continues efforts on FIPA negotiations with China, Indonesia, Kuwait, Madagascar
Mongolia, Tanzania and Vietnam. A number of exploratory discussions are underway with
countries in North and sub-Saharan Africa, the Middle East and Asia. Canada is also looking at
the possibility of re-engaging Russia in negotiations to upgrade the existing bilateral FIPA. As
well, Canada is actively pursuing other trade-related agreements including in the areas of air
services,”” science and technology® and regulatory cooperation.

2! For a complete list, please visit www.international. gc.ca/trade-agreements-accords-commerciaux/agr-acc/fipa-
apie/fipa_list.aspx?lang=en.

22 In 2006, Canada introduced a new international air policy titled Blue Sky to modernise its approach to
international air transportation (available at www.tc.gc.ca/pol/en/ace/consultations/bluesky.htm). Since January
2007, Canada has successfully negotiated new air agreements or updated existing agreements with several countries,
including Japan, the US, Kuwait, Jordan, Iceland and New Zealand (see www.international.gc.ca/trade-agreements-
accords-commerciaux/agr-acc/facts-air-eclair.aspx?lang=en). Canada has concluded bilateral air agreements with
more than 75 foreign countries and territories — a full list of is available at www.cta-otc.gc.ca/air-aerien/agreements/
main_e.html#2.

 In the area of science and technology, new agreements are in place with China and India; other agreements are in
place with the EU (discussed in Part 3), Japan, Germany, France, South Korea and Israel. The complete list of
science and technology agreements is available at www.infoexport.gc.ca/science/agreements-en.htm.
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1.4 Analysis of Trade and Production Structures in the EU and Canada

The following section undertakes an analysis of the overarching trends in the EU-Canada
economic relationship from 2002-2007 which is to serve as context for the analysis of factors
affecting EU-Canada trade and investment in Part 2 of this study. This chapter gives an overview of
the European and Canadian economies, their production structures and the trade and investment
relationship. The key economic indicators for the EU and Canada are outlined, including growth
rates, per capita gross domestic product (GDP) levels and inflation rates, as are bilateral trade
patterns and the respective positions of the EU and Canada in each other’s trade partner rankings.

The EU and Canada are close trading partners. Europe is the second largest partner for Canada,
while Canada, in 2007, was the 11" most important trading partner for the EU. While the relative
importance of the EU in Canada’s trade has increased, Canada’s relative position in EU trade has
decreased. In absolute terms, however, the value of Canadian trade with the EU has grown. The
relationship appears to be significantly under-traded, particularly when compared with the EU’s
trade relationships with India and South Korea. Bilateral trade in services is focused primarily on
the cross-border supply of business services. Two-way investment levels — an important facet of the
overall economic relationship — also increased over the reference period in absolute terms by
higher rates than each other’s investment in the United States.

Main Indicators for the EU

The European Union (EU27) has followed a stable growth path from 2002 through 2006,
averaging 2.3% annually. Growth was strongest towards the end of the period, with relatively
high growth rates estimated for 2007 and 2008. At the same time, European GDP per capita was
€23,800 in 2006, compared to a much higher value for Canada at €31,200 per capita. Inflation
has been very stable over this period, averaging 2.3% annually. The EU’s current account
balance vis-a-vis the rest of the world has deteriorated significantly over this period. At the
beginning of the decade, EU Member States had an overall current account surplus of €20
billion, which dropped to a deficit of €76 billion by 2006 (see Table 1.1).

EU Production Structure

A baseline ‘snapshot’ of the EU production structure shows that the most important contributors
to value-added are the service sectors. The production of services accounts for 74% of total
value-added in the EU in 2007. For Europe, public production is the largest with 22% of total
production. The private production of services is also dominated by the trade services and
business services, as is the case for Canada, accounting for 13% and 12% of total value-added
(see Table 1.2).
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Table 1.1 Key Economic Indicators, European Union, 2002-2008

Estimate
Item 2002 2003 2004 2005 2006 2007 2008
Population,
millions of persons 484 486 487 490 492 493 495
Gross domestic product,
current prices, billions of € 9,920 10,096 | 10,590 | 11,048 | 11,636 | 12,094 | 12,848
Gross domestic product per capita,
current prices, thousands of € 20.5 20.8 21.8 22.6 23.8 24.6 26.1
Gross domestic product,
constant prices, annual % change 1.4% 1.5% 2.7% 2.0% 3.2% 3.0% 2.5%
Inflation,
average consumer prices, annual % change 2.5% 2.2% 2.3% 2.3% 2.3% 2.3% 2.3%
Current account balance,
% of gross domestic product 0.2% 0.2% 0.5% -0.2% | -0.7% -1.0% | -1.2%
Current account balance,
billions of € 20.2 18.5 50.6 -24.1 -75.9 -122.1 | -158.8

Note: Figures for 2007 and 2008 are estimates. Composite data cover the current 27 EU members for all years.
Values converted into Euro using ECB annual average exchange rate for 2002 through 2007. European Union
defined as the 27 Member States as of 2007 used for all years.

Source: IMF World Economic Outlook Database, October 2007 and ECB Statistical Data Warehouse

The EU skill intensities in business services are slightly higher at 0.6 than Canada’s rate, and the
sector uses more skilled labour to unskilled labour, measured in value-added contribution.
However, the capital intensity in business services is at 2.1, meaning that for every €1 spent on
labour costs, €2 are invested in capital.

For manufacturing, the most dominant sector is chemicals accounting for 3.5% of total
production, while machinery and equipment as well as motor vehicles and parts and processed
food account for 3% of value-added production. Compared to Canada, the resource extraction
sectors (oil and gas) have very small share of total value-added, only accounting for 0.1%.

The manufacturing sectors also show low skill intensity in production, as well as overall low
capital intensity. Overall, measured in value-added terms, the non-service sectors use twice as

much unskilled labour as skilled labour.

EU Goods Trade Pattern

According to EU statistics, the EU’s total world goods trade amounted to €2.5 trillion in 2006.
Trade with the United States accounted for 18% of this figure, while trade with China accounted
for 11%. Total EU exports goods to Canada were €27 billion in 2006 and imports from Canada
were valued at €20 billion. In 2006, the EU had a trade surplus vis-a-vis Canada of nearly €7
billion and an import coverage of 134%, meaning that export value is 34% higher than import
value. The trade surplus corresponded to 15% of total trade between EU and Canada in 2006 (see
Table 1.3). In 2007, Canada was Europe's 11™ most important trading partner.
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Table 1.2 Production Structure in the EU, Baseline 2007

Skill Intensity, Capital Intensity, Size of Sector:
Larger than one is skill Larger than one is Share of total value-
Sector intensive capital intensive added
Chemical 0.6 0.6 3.5%
Machinery and equipment 0.6 0.3 3.3%
Processed foods 0.3 0.9 2.9%
Motor vehicles and parts 0.4 0.4 2.0%
Paper products 0.4 0.5 1.7%
Metal products 0.3 0.4 1.6%
Electronic equipment 0.6 0.4 1.6%
Mineral products nec* 0.3 0.7 1.1%
Manufactures nec 0.3 0.7 1.1%
Beverages and tobacco 0.3 1.7 0.9%
Other agriculture 0.1 0.3 0.9%
| 20 % share of total
Wood products 0.2 0.6 0.7%
Ferrous metals 0.3 0.4 0.6%
Textiles 0.3 0.4 0.5%
Wearing apparel 0.2 0.5 0.5%
Vegetables 0.1 0.3 0.5%
Transport equipment nec 0.4 0.4 0.4%
Metals nec 0.3 0.5 0.4%
Fishing 0.1 0.8 0.3%
Leather products 0.2 0.5 0.2%
Cereal grains nec 0.1 0.3 0.2%
Forestry 0.1 2.0 0.2%
Minerals nec 0.4 0.9 0.2%
Oil 1.4 6.5 0.1%
Oil seeds 0.1 0.3 0.1%
Petroleum 1.0 3.1 0.1%
Coal 0.3 0.3 0.1%
Gas 1.7 15.5 0.1%
Total agriculture and manufacture 0.4 0.5 25.7%
Public production 1.3 0.5 22.4%
Trade 0.4 0.9 13.1%
Business services nec 1.1 2.1 12.0%
Recr. and other services 1.1 1.3 7.9%
Construction 0.3 0.7 6.0%
Air transport 0.4 0.8 4.8%
Financial services nec 1.1 0.7 3.2%
Communication 1.1 1.1 2.5%
Electricity 1.3 1.5 1.5%
Insurance 1.1 0.7 1.0%
Total services 0.8 0.9 74.3%

Note: Ratios are calculated in terms of value-added of skilled labour relative to value-added of unskilled labour.
Capital to labour ratio is relative to the total labour input. Sorted after size of value-added. The horizontal line
signifies 20% share of total value-added. * Not elsewhere classified

Source: GTAP version 7, projected to 2007
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Table 1.3 The EU’s Main Goods Trade Partners 2006, billions of €

Exports Imports Trade Total Trade

Country GDP (fob) (cif) Balance Value
1 United States 10,509 268.86 177.88 90.99 446.74
2 China (excluding Hong Kong) 2,106 63.59 194.27 -130.68 257.86
3 Russian Federation 975 72.41 140.63 -68.23 213.04
4 Switzerland 309 87.00 71.51 15.49 158.51
5 | Japan 3,478 44.75 77.26 -32.51 122.01
6 | Norway 267 38.44 79.19 -40.74 117.63
7 | Turkey 384 49.82 41.65 8.17 91.47
8 South Korea 707 22.83 39.09 -16.26 61.92
9 | India 696 24.27 22.57 1.70 46.84
10 | Canada 1,120 26.62 19.83 6.79 46.45

Rest of World - 458.61 486.32 -27.72 944.93

Total World — 1157.20 1350.20 -193.00 2,507.40

Note: Countries are ranked by total trade value. GDP is measured in current prices, billions of Euros. Values
converted into Euro using ECB annual average exchange rate for 2000.
Source: Eurostat, IMF World Economic Outlook Database, October 2007 and ECB Statistical Data Warehouse.

Looking at Table 1.3, it appears that the EU-Canada trade relationship is significantly under-
traded. For example, total trade between EU and Canada is almost the same size as total trade
between the EU and India, even though the Canadian economy is one and a half times larger than
the Indian economy. The EU-Canada trade relationship appears even more under-traded when
comparing with South Korea. Canada’s GDP is also one and a half times larger than South
Korea’s, yet EU’s trade with Canada is 25% lower than EU trade with South Korea.

The EU has become a more important trading partner for Canada, while Canada’s relative
importance as a trading partner for Europe has slightly diminished over the last five to seven
years. Even though trade with Canada has increased, the share of the EU's total exports to
Canada has declined slightly from 2.5% in 1999 to 2.2% as has the Canadian market share in EU
imports from 2% to 1.5% in 2006 (see Figure 1.1).

Figure 1.1 The Importance of Canada in the EU’s Trade, 1999-2006

308 T

1999 2000 2001 2002 2003 2004 2005 2006

Il Canada shar oftotalexports M Canada shar oftotalin ports

Note: The data includes all 27 Member States for all years. Source: Eurostat ComExt database
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Breaking down exports from the EU to Canada by sector reveals a somewhat stable development
in the most important export sectors, except for exports of petroleum, which increased three and
a half-fold from 2002 to 2007 and represented the fifth largest export commodity in 2007 (see
Table 1.4).

The largest manufacturing sectors in Europe, chemicals and machinery and equipment, are also
the largest exports to Canada. These sectors accounted each for 22% of total manufacturing
exports in 2007. They are followed by motor vehicles and parts and transport equipment, which
accounted for 10.8% and 8.1% respectively.

Table 1.4 Export of Manufactures from the EU to Canada, millions of €

Value in 2007, | Share in
Sector millions of € 2007 2002 | 2003 | 2004 | 2005 | 2006 | 2007
Machinery and equipment 5,761 22.5% 100 98 96 105 118 116
Chemical 5,619 22.0% 100 108 107 118 134 141
Motor vehicles and parts 2,764 10.8% 100 107 110 125 149 142
Transport equipment nec* 2,067 8.1% 100 76 78 78 65 66
Petroleum 1,133 4.4% 100 128 225 327 400 447
Beverages and tobacco 1,024 4.0% 100 101 102 111 133 137
Processed foods 821 3.2% 100 95 96 100 110 112
Metal products 783 3.1% 100 94 105 120 145 152
| 80% of total |

Ferrous metals 768 3.0% 100 81 113 135 136 110
Oil 709 2.8% 100 61 55 59 118 71
Electronic equipment 706 2.8% 100 91 85 74 74 66
Manufactures nec 513 2.0% 100 85 76 78 101 89
Paper products 455 1.8% 100 94 86 87 88 77
Mineral products nec 397 1.6% 100 92 97 92 96 104
Wood products 392 1.5% 100 96 102 107 105 94
Textiles 346 1.4% 100 96 98 88 91 89
Metals nec 343 1.3% 100 104 176 222 211 196
Wearing apparel 308 1.2% 100 98 94 102 114 123
Leather products 269 1.1% 100 79 74 69 69 68
Other agriculture 165 0.6% 100 94 97 105 114 113
Minerals nec 152 0.6% 100 82 99 106 166 139
Vegetables 61 0.2% 100 94 93 95 92 84
Fishing 6 0.0% 100 105 78 79 97 105
Coal 4 0.0% 100 98 75 25 139 150
Forestry 2 0.0% 100 73 54 66 119 138
Cereal grains nec 1 0.0% 100 103 6 4 7 9
Oil seeds 1 0.0% 100 73 103 43 116 83
Gas** _ — — — — — _

Note: Bilateral trade volume, sorted by value of exports in millions of €. Trade seen from the point of view of the
European Union, i.e. the numbers are measured as free on board. Index values 2002=100. The product classification is
aggregated from HS codes to GTAP sectors. * Not elsewhere classified ** Values for Gas not available

Source: Eurostat ComExt database
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Main Indicators for Canada

From 2002 to 2007, Canada experienced stable growth, with an average annual real growth rate
of 2.7%, peaking in 2004 and 2005 at 3.1%. Over the same period, Canada has kept a surplus on
the current account vis-a-vis the rest of the world of close to 2% of its GDP. There was a
temporary dip in real growth and a smaller surplus on the current account in 2003. However, the
current account balance significantly improved the following year, which was also reflected in
the real growth rate (see Table 1.5).

Table 1.5 Key Economic Indicators, Canada, 2002-2008

Estimate
Item 2002 2003 2004 2005 2006 2007 2008
Population,
millions of persons 31 32 32 32 33 33 33
Gross domestic product,
current prices, billions of € 777 767 798 911 1,016 1,043 1,076
Gross domestic product per capita,
current prices, thousands of € 24.8 24.3 25.0 28.3 31.2 31.7 333
Gross domestic product,
constant prices, annual % change 2.9% 1.9% 3.1% 3.1% 2.8% 2.7% 1.3%
Inflation,
average consumer prices, annual % change 2.3% 2.7% 1.8% 2.2% 2.0% 2.1% 1.6%
Current account balance,
% of gross domestic product 1.7% 1.2% 2.3% 2.0% 1.6% 0.9% -0.9%
Current account balance,
billions of € 13.3 9.3 18.0 18.5 16.6 9.7 -10.2

Note: Data for 2008 is an estimate from the IMF. Values converted into Euro using ECB annual average exchange
rate for 2002 through 2007.
Source: IMF World Economic Outlook Database, April 2008 and ECB Statistical Data Warehouse

Canadian Production Structure

Like the EU, a baseline ‘snapshot’ of the Canadian production structure shows that services are
the most important contributors to value-added sectors. These account for three quarters of total
production (74%), with public services production accounting for 27%. Trade services and
business services rank second and third, accounting for 13% and 12% respectively. Gas
production, motor vehicles and parts, as well as chemicals are Canada’s largest manufacturing
sectors, each accounting for 2% to 4% of total value-added.

In terms of skill intensities, public production has the highest ratio of value-added between
skilled and unskilled at 1.7. Many of the other service sectors in the Canadian economy are also
skill intensive in their production, lying in the range of intensities of 0.3 to 0.6. That said, the
second most important service sector, trade services, has a value-added ratio of 0.2, which means
that for every €1 spent on skilled labour, €5 was spent on unskilled labour. Capital intensity is
low for service production, except for electricity that has a capital intensity of 2.9. This reflects
the large investments in power plants for energy generation.
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Table 1.6 Production Structure in Canada, Baseline 2007

Skill Intensity, Capital Intensity, Size of Sector:
Larger than one is Larger than one is Share of total value-
Sector skill intensive capital intensive added
Gas 0.4 5.1 3.6%
Motor vehicles and parts 0.4 1.0 2.2%
Chemical 0.6 1.0 2.2%
Oil 0.4 6.7 2.1%
Paper products 0.4 0.5 2.1%
Machinery and equipment 0.6 0.4 1.9%
Processed foods 0.2 0.9 1.8%
Wood products 0.2 0.7 1.4%
Metal products 0.3 0.4 1.2%
Forestry 0.1 0.5 0.8%
Minerals nec* 0.4 1.5 0.7%
| 20 % share of total
Transport equipment nec 0.4 0.8 0.7%
Mineral products nec 0.2 0.8 0.6%
Other agriculture 0.1 1.0 0.6%
Metals nec 0.2 0.9 0.6%
Electronic equipment 0.6 0.2 0.6%
Beverages and tobacco 0.2 2.1 0.6%
Ferrous metals 0.2 0.4 0.5%
Manufactures nec 0.3 0.5 0.5%
Cereal grains nec 0.1 1.0 0.3%
Textiles 0.1 0.5 0.3%
Wearing apparel 0.2 0.4 0.2%
Coal 0.4 0.8 0.2%
Oil seeds 0.1 1.0 0.2%
Vegetables 0.1 1.0 0.2%
Fishing 0.1 0.7 0.1%
Petroleum 0.4 1.5 0.1%
Leather products 0.2 0.3 0.0%
Total agriculture and manufacture 0.3 0.8 26.2%
Public production 1.7 0.5 27.4%
Trade 0.2 0.3 13.3%
Business services nec 0.6 0.6 11.8%
Construction 0.2 0.2 5.8%
Financial services nec 0.6 0.5 4.6%
Air transport 0.2 0.5 3.0%
Communication 0.6 0.9 2.9%
Electricity 0.3 2.9 2.0%
Recr. and other services 0.6 0.4 1.8%
Insurance 0.6 0.9 1.1%
Total services 0.7 0.5 73.8%

Note: Ratios are calculated in terms of value-added of skilled labour relative to value-added of unskilled labour.
Capital to labour ratio is relative to the total labour input. Sorted after size of value-added. The horizontal line
signifies 20% share of total value-added. * Not elsewhere classified

Source: GTAP version 7, projected to 2007.
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Out of the manufacturing sectors, the most important sectors are gas, motor vehicles and parts,
chemical, oil, and paper products. These sectors account for 12% of total value-added in
Canada, but 47% out of total manufacturing and agriculture value-added. The gas and oil
producing sectors have the highest capital intensities, while all the manufacturing sectors use
more unskilled labour relative to skilled labour measured in value-added (see Table 1.7).

Canadian Goods Trade Pattern

Canada’s main trading partner is the United States, with a total goods trade volume of €390
billion, or 68% of Canada’s total goods foreign trade. Canada’s trade with the US is six times the
volume of trade with the EU, its second largest partner (see Table 1.7).

Table 1.7 Canada’s Main Goods Trade Partners 2007, billions of €

GDP Exports Imports Trade Total Trade

Country (2006) (fob) (fob) Balance Value
1 United States 10,509 240.71 149.60 91.11 390.31
2 European Union 11,636 24.20 33.53 -9.33 57.74
3 China 2,106 6.30 26.00 -19.70 32.30
4 Japan 3,478 6.22 10.49 -4.27 16.70
5 Mexico 669 3.36 11.65 -8.29 15.01
6 | Norway 267 2.50 3.62 -1.12 6.12
7 South Korea 707 2.04 3.64 -1.60 5.68
8 Algeria 91 0.34 3.44 -3.10 3.78
9 Taiwan (Taipei) 290 1.03 2.65 -1.61 3.68
10 | Brazil 850 1.03 2.27 -1.24 3.30

Rest of World — 17.54 29.20 -11.66 46.74

Total World — 305.27 276.09 29.18 581.36

Note: Countries are ranked by total trade value. GDP is measured in current prices, billions of €. Values converted
into Euro using ECB annual average exchange rate for 2006 and 2007.

Source: Government of Canada Trade Data Online, IMF World Economic Outlook Database, October 2007 and
ECB Statistical Data Warehouse.

According to Canadian statistics, the EU accounted for a total goods trade volume of €58 billion
in 2007. The trade relation with Europe is almost twice as strong as with China, where total trade
amounted to €32 billion. Like most other countries, Canada’s trade with China has increased
dramatically and China has become Canada’s third largest trading partner. Trade with China is
now double the size of trade with Canada’s fourth largest trading partner, Japan. The country in
fifth place is Mexico, Canada’s other North American Free Trade Agreement (NAFTA) partner,
with a trade volume with Canada of €15 billion.

Canadian goods trade with the EU showed a trade deficit of more than €9 billion in 2007. In fact,
Canada has a trade deficit with most other countries, but these deficits are counterbalanced by

the large surplus from the trade with the United States, resulting in an overall trade surplus with
the rest of the world of almost €30 billion in 2007.

The importance of trade with the EU has increased over recent years, both as the share of EU

products in total Canadian imports, and as the share of exports to Europe out of total Canadian
exports. In 1999, Canada bought 10% of its imported goods from Europe. This share increased to
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Table 1.8 Exports from Canada to the EU, millions of €

Value in | Share in
Sector 2007 2007 2002 | 2003 | 2004 | 2005 | 2006 | 2007
Chemical 3,615 15.7% 100 132 138 161 222 330
Transport equipment nec* 3,141 13.7% 100 76 62 74 89 85
Metals nec 2,944 12.8% 100 127 165 132 175 335
Minerals nec 2,692 11.7% 100 154 166 165 180 220
Machinery and equipment 2,464 10.7% 100 89 89 97 104 107
Electronic equipment 1,507 6.6% 100 91 94 103 122 100
Paper products 1,308 5.7% 100 89 86 83 71 74
Processed foods 707 3.1% 100 95 95 106 123 126
| 80% of total
Coal 667 2.9% 100 82 117 198 221 225
Wood products 508 2.2% 100 90 87 88 98 116
Cereal grains nec 479 2.1% 100 191 191 130 145 208
Manufactures nec 429 1.9% 100 68 60 90 84 90
Ferrous metals 426 1.9% 100 102 111 146 149 250
Oil seeds 411 1.8% 100 100 99 104 101 175
Motor vehicles and parts 376 1.6% 100 95 102 111 119 119
Metal products 279 1.2% 100 83 83 89 95 115
Petroleum 244 1.1% 100 94 210 161 104 136
Vegetables 189 0.8% 100 91 155 151 147 114
Other agriculture 127 0.6% 100 108 105 117 323 197
Mineral products nec 100 0.4% 100 121 129 119 148 168
Fishing 88 0.4% 100 92 93 97 93 99
Wearing apparel 78 0.3% 100 96 123 98 103 105
Textiles 73 0.3% 100 80 87 82 94 84
Oil** 38 0.2% — — — — — —
Beverages and tobacco 29 0.1% 100 80 104 104 113 108
Forestry 27 0.1% 100 90 72 66 69 113
Leather products 12 0.1% 100 65 66 86 132 82
Gas*** _ _ _ _ _ _ _ _

Note: Bilateral trade volume, sorted by value of exports in millions of euro. Trade seen from the point of view of the
European Union, i.e. the numbers are cost including freight. Index: 2002=100. The product classification is
aggregated from HS codes section I-XXI to GTAP sectors. * Not elsewhere classified ** Values of Oil only available
for 2007. *** Values for Gas not available.

Source: Furostat ComExt database.

about 12% in 2003, and has since remained stable. The share of total exports to the EU has
increased steadily from around 5% of total exports in 2003 to over 6% in 2006 (see Figure 1.2).

Breaking down the growth of Canada’s bilateral trade with the EU into sectors shows significant
differences in growth rates over time. The chemical sector is the most important sector,
accounting for almost 16% of imported goods from Canada to the EU (see Table 1.8). Canada’s
chemical exports to the EU more than tripled over the period, largely attributable to growth in
exports of natural uranium. The transport equipment and metals sectors also account for a large
share of imported goods from Canada to the EU, 14% and 13% respectively. Metals exports
tripled, driven by significant increases in exports of iron ores, nickel and aluminium. Conversely,
while transport equipment exports from Canada to the EU remain significant, they have dropped
15% from 2002 to 2007, seen mainly in decreased exports of aircraft.
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Figure 1.2 Importance of the EU in Canada’s Trade, 1999-2006
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Note: The data include all 27 EU countries for all years.
Source: Government of Canada, Trade Data Online.

EU-Canada Trade in Services

According to European statistics, in 2007, two-way services trade amounted to €20.5 billion. The
EU is Canada’s second largest partner for trade in services. The pattern for trade in services
between the EU and Canada is dominated by cross-border trade in commercial services. These

services account for the largest export volume for both exports from Canada to Europe and vice
versa (see Table 1.9).

The EU exported €11.1 billion in commercial services in 2007 to Canada. In addition to transport
and travel services, other business services, insurance and financial services are among the
largest export sectors. Canada exported €9.3 billion in commercial services to the EU in 2007.
After travel, the largest segments of Canada’s cross-border services exports to the EU are with
respect to other business services and transportation. However, royalties and licence fees and
construction services also represent a significant proportion of Canada’s services exports.

Foreign Direct Investment in the EU and Canada

The EU and Canada are significant investment partners. The EU is Canada’s second largest
source of foreign direct investment (FDI) while Canada is the EU’s fourth largest source of FDI
into the EU. Both economies have large inflows and outflows of FDI. Based on the aggregate
indicator of FDI stock as a percentage of GDP, the EU appears to both receive and originate
slightly more FDI than Canada. The most important component of the EU-Canada investment
relationship are foreign affiliate sales, which is defined as the sale of goods in a foreign country
through the establishment of a commercial presence in that country.
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Table 1.9 EU27-Canada Bilateral Trade in Services 2007, millions of €

EU27 Exports | e oreommercial | png mmports | ST orcommereial
Sector to Canada (EU to Canada) from Canada (Canada to EU)
Services 11,249.0 -- 9,481.7 -
Transportation 3,221.5 28.9% 2,127.4 22.8%
Travel 3,085.6 27.7% 3,225.3 34.6%
Communications services 194.0 1.7% 144.9 1.6%
Construction services 207.7 1.9% 358.5 3.8%
Insurance services 620.7 5.6% 289.5 3.1%
Financial services 876.6 7.9% 184.4 2.0%
Computer & information services 393.6 3.5% 306.3 3.3%
Royalties & license fees 436.8 3.9% 378.1 4.1%
Other business services 2,043.7 18.3% 2,221.3 23.8%
Personal, cultural & recreational services 58.2 0.5% 66.8 0.7%
Government services, n.i.e.* 97.4 0.9% 163.1 1.8%
Services not allocated 13.3 0.1% 15.9 0.2%
Commercial services
(excluding government services, n.i.e.) 11,151.6 100.0% 9,318.6 100.0%
*Not included elsewhere. Source: Eurostat (NewCronos), provisional value
Table 1.10 EU27 Foreign Direct Investment, 2002-2006, billions of €
FDI to GDP ratio
Direction Type 2002 2003 2004 2005 2006 2006
Inward Stock 1,242.9 1,455.5 1,732.5 1,823.2 2,057.3 0.18
Flow 123.4 122.3 58.3 127.0 168.9
Outward Stock 1,901.6 2,007.3 2,199.9 2,435.2 2,706.2 0.23
Flow 133.7 134.1 142.3 234.5 275.0

Note: Before 2004, data are based on EU25; after 2004, data are based on EU27.

Source: Eurostat.

Total stock of inward FDI to the EU27 was €2.1 trillion in 2006 according to Eurostat estimates.

The ratio of inward FDI to GDP in EU27 was 0.18 (see Table 1.10).

Europe’s foreign direct investment stock in other countries of the world (outward FDI) amounts
to €2.76 trillion (ratio of 0.23 to GDP), which is a half trillion larger than the inward FDI Europe

is receiving from other countries. Thus, the EU is a net FDI exporter to the rest of the world.**

Canada’s total stock of inward FDI is, of course, much smaller than the EU stock, at an estimated
US$385 billion in 2006. This is a ratio of 0.30 to Canadian GDP for the same year. Like the EU,
Canada is also a net exporter of FDI, and outward FDI amounts to US$449 billion, representing a

ratio of 0.35 to GDP (see Table 1.11).

The trend in the last five years (2002-2006) shows that while Canada’s total FDI (both outward
and inward) remained stable or experienced a slight decline relative to GDP, Europe’s FDI

intensity increased (both inward and outward) over the same period (see Figure 1.3).

* Bilateral FDI flows and bilateral foreign ownership data are not available.
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Table 1.11 Canada’s Foreign Direct Investment, 2002-2006, billions of US $

FDI to GDP ratio
Direction Type 2002 2003 2004 2005 2006 2006
Inward Stock 225.9 289.1 318.6 350.0 385.2 0.30
Flow 22.2 7.5 -0.4 28.9 69.0
Outward Stock 275.7 319.0 373.0 394.7 449.0 0.35
Flow 26.8 22.9 43.7 33.5 45.2
Source: UNCTAD, FDI database and IMF World Economic Outlook Database, October 2007.
Figure 1.3 Trend Total FDI for the EU and Canada, 2002-2006
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Source: UNCTAD, FDI database and IMF World Economic Outlook Database, October 2007.

Looking at the FDI stocks held by European investors in Canada, and at the stock held by
Canadian investors in the EU, both increased rapidly and almost in parallel between 1997 and
2000. By the turn of the century, there was almost parity in the FDI stocks held by each partner
in the EU-Canada relationship. In 2000, Canadian investors held an FDI stock in the EU of €90
billion and EU investors held a stock worth €91 billion in Canada.

FDI reduced in both directions between 2000 and 2004, reflecting the overall global slowdown
in investment, primarily as a result of the 2001 internet bubble burst and the 11 September
terrorist attacks on the United States. Canada's stock of FDI in the EU declined more than the
EU's stock in Canada, and by the end of 2006, the Canadian FDI stock in Europe had not
recovered enough to reach the same level it was at in 2000. By the end of 2006, Canada's stock
in the EU was approximately €80 billion. EU investments in Canada did not decline as rapidly
between 2000 and 2004, and EU’s FDI growth picked up at a faster pace. This decline partially
reflected the strengthening of the Canadian dollar against both the Euro and the pound sterling,
as the dollar’s strong performance had a negative effect on the valuation of stock of Canadian
direct investment abroad (CDIA). The EU’s investments in Canada increased the stock in 2005
and 2006 to reach a record level of €120 billion by the end of 2006 (see Figure 1.4).
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Figure 1.4 Trend in Bilateral FDI Stocks by the EU and Canada, 1995-2006
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Source: Eurostat.

Comparisons with the trends in investment between the EU and the US during the same period
show that, even though FDI from Canada to the EU did not match the pace of EU investments in
Canada, the EU-Canada investment relationship performed better through the boom-and-crisis
period than the EU-US investment relationship.

By the end of 2006, the EU’s investments in Canada had increased by a factor of seven since
1995,% while the EU’s investments in the US “only” increased by a factor of 4.5 during the same
period.?® Canadian investment statistics demonstrate a similar trend. Canada’s investments in the
EU increased by more than a factor of seven,”’ while investments from the US increased by a
factor of five®® (see Figure 1.5).

Figure 1.5 Trend in bilateral FDI stocks by the EU and Canada, 1995-2006
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* Index is equal to 702 where 1995 is 100.
%% Index is equal to 451 where 1995 is 100.
?7 Index is equal to 726 where 1995 is 100.
% Index is equal to 506 where 1995 is 100.
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PART 2: ANALYSIS OF FACTORS AFFECTING EU-CANADA
TRADE AND INVESTMENT

This section of the study focuses on the factors in the EU-Canada economic relationship that affect
trade in goods and services and investment and examines potential benefits that could result from
enhancing the relationship in these areas. It first provides a comparison of relevant literature
regarding the EU-Canada economic relationship. While others have analysed barriers to investment
and trade in goods, no report has adopted a scope as wide as this study. In particular, there is a
clear absence of discussion in the field of services liberalisation. This analysis is followed by an
overview of tariff barriers, non-tariff measures in goods trade, and barriers that affect services trade
and investment.

The study provides a quantitative evaluation of liberalising barriers to trade in goods and services
between the EU and Canada based on simulations with a Computable General Equilibrium (CGE)
model. As all models have their limitations, this section of the study also identifies further areas for
bilateral expansion beyond the model’s scope. The study describes the current situation in the key
areas for trade facilitation or liberalisation such as labour mobility, government procurement,
intellectual property rights, telecommunications services and electronic commerce, and considers
potential opportunities in some of these areas.

This section demonstrates that there is scope for deepening the EU-Canada economic relationship
and that bilateral trade and investment flows have not reached their full potential. It is clear that
there are barriers in place that stunt the bilateral economic relationship. As will be outlined below in
more detail, the model shows there would be gains in gross domestic product (GDP) from
liberalising goods and services along the lines of €11.6 billion for the EU and approximately €8.2
billion for Canada by the year 2014, compared to the baseline scenario (i.e. a scenario which
assumes a successful outcome to the Doha trade negotiations). Liberalisation of trade in services
contributes substantially to these gains, though the impact of the elimination of tariffs on bilaterally-
traded goods is still significant. The remaining gains are due to a reduction in costs imposed on
trade in goods by non-tariff barriers. These figures do not take into account less-readily-quantifiable
areas that provide additional potential for gains. As such, these figures should be interpreted as a
lower bound to the potential gains from an EU-Canada agreement.

As it would be impossible to capture all factors affecting the flow of goods, services, capital and
labour between the EU and Canada in this study, key examples have been highlighted. These
examples help describe factors related to tariffs, non-tariff measures, services, investment, and other
issues such as labour mobility that affect the EU-Canada relationship. The economic modelling
results provide a macroeconomic overview of the potential effects of the elimination of such barriers.
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2.1 Review of Previous Similar Studies

A number of previous studies have examined the potential impacts of EU-Canada trade and
investment liberalisation in recent years. This current study briefly reviews a small number of
similar studies on EU-Canada and US-EU issues, with a focus on Canada and the European
Union: Prospects for a Free Trade Agreement by Sarisoy Guerin and Napoli (2008),”° Lost Over
the Atlantic? The Canada-EU Trade and Investment Relationship by Lemaire and Cai (2006),”
Canada-European Union Trade and Investment Relations: the Impact of Tariff Elimination by
Cameron and Loukine (2001),>" and Facilitating Trade and Investment Between Canada and the
EU: A Strategy for Moving Forward by the Conference Board of Canada and MGK Trade
Consultants (1998) (hereafter “MGK study”),”and the Study on Foreign Direct Investment and
Foreign Affiliate Trade between the European Union and Canada by Ghémar et al. (2005). 4
significant gap in the literature is that no attempt to quantify the impact of services trade
liberalisation had been undertaken: this document will go further in this area than previous
reports. The impact of restrictions on investment has only been studied in qualitative terms.

Overall, the existing studies suggest that liberalisation would lead to mutual gains for the EU
and Canada, particularly in value-added sectors such as transportation equipment, and
machinery and equipment. These studies note that both the EU and Canada would also benefit
from the removal of non-tariff barriers to trade and barriers to investment. The findings of these
studies are summarised in the following section with respect to tariff barriers, non-tariff
barriers, trade in services and investment.

Tariff Barriers

Cameron and Loukine, in their 2001 study, explore expected gains of tariff liberalisation, using
four scenarios. The first assumes that all merchandise tariffs are eliminated except agriculture
and processed foods between Canada and the then 15 Member States of the EU (EU15), and the
second assumes that all merchandise tariffs were eliminated, including the aforementioned
sectors. The third and fourth scenarios are the first and second scenarios with the then EU
candidate Member States added. The study finds that the benefits of a potential FTA are
substantial. Both Canada and the EU would experience significant gains as a result of reduced
tariffs. The net welfare gain to Canada varies between US$163 million and US$236 million,
while the EU’s gain is between US$282 million and US$768 million (approximately three times

¥ Selen Sarisoy Guerin and Chris Napoli, “Canada and the European Union: Prospects for a Free Trade
Agreement,” Centre for European Policy Studies (CEPS) Working Document No. 298, July 2008.

% Dan Lemaire and Wenguo Cai, Lost over the Atlantic? The Canada-EU Trade and Investment Relationship
(Ottawa: Conference Board of Canada, 2006).

! Richard A. Cameron and Konstantin Loukine, Canada-European Union Trade and Investment Relations: The
Impact of Tariff Elimination (Ottawa: DFAIT, 2001).

% Conference Board of Canada and MGK International Trade Consultants, Facilitating Trade and Investment
Between Canada and the EU: A Strategy for Moving Forward (Ottawa/United Kingdom: Conference Board of
Canada/MGK International, May 1998).

33 Katelyne Ghémar et al., Study on Foreign Direct Investment and Foreign Affiliate Trade between the European
Union and Canada (Brussels: Market Access Information and Analysis, 2005).
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larger than that of Canada). As a percentage of GDP, Canada’s gains would be roughly four
times larger than European gains. EU exports to Canada averaged over all scenarios would rise
by approximately 34%, or US$7 billion dollars a year, while Canadian exports to the EU
averaged over all scenarios would increase between 11.2% and 15.5%, or between US$2.4 and
US$3.4 billion annually.**

Sarisoy Guerin and Napoli argue that there is significant potential for economic gains from an
EU-Canada FTA. The patterns and levels of protection between the EU and Canada today are
similar to those that existed between the US and Canada prior to the entry into force of the
Canada-US FTA in 1989. The evolution of trade between the US and Canada since the FTA
offers a good illustration of how trade might increase after an EU-Canada FTA. In the five years
following the Canada-US FTA, trade doubled for goods where there was a greater than 5%
reduction in tariffs, while trade in goods that were already tariff-free increased by 40%.%

In their examination of regional trade, Sarisoy Guerin and Napoli find that the North American
Free Trade Agreement (NAFTA) diverted some Canadian trade to the US at the expense of the
EU. They argue that a potential FTA could level the EU’s playing field with the US and increase
the competitiveness of European firms in the Canadian market, although the US would continue
to enjoy considerable advantage, not least geographical proximity. For Canada, an EU-Canada
FTA would be welfare-improving. Further, they argue that, in an increasingly diverse
international currency market, it would be in the interest of Canadian exporters to diversify their
export base, as this could help to make Canadian firms more resilient to US business cycles.*

Lemaire and Cai find that the removal of tariff barriers could lead to an increase in bilateral trade
of nearly $6 billion annually. The report outlines the results of the 2002 Conference Board of
Canada survey, in which a significant portion of EU respondents noted that Canadian tariffs are a
significant issue, particularly for trade in foodstuffs, textiles, footwear, electrical products and
recreational boats. Canadian respondents echoed this sentiment, with over 50% of Canadian
exporters identifying tariffs as a significant barrier to trade with the EU."’

The MGK study presents an in-depth analysis of the tariff barriers that impeded trade when it
was written, based on inventories of barriers provided by the EU Member States and the
Government of Canada, which ranged from EU tariffs on paper products to Canadian tariffs on
plastic products. The study notes that as a resource-based economy and major agricultural
exporter, barriers encountered by Canadian exporters tended to be listed in these sectors. In
contrast, the EU’s list of barriers tended to cover a wider range of products. Much of the analysis
remains relevant, as many of the issues enumerated remain in place, such as tariffs on textile or
electrical products. The study concludes that mutually beneficial tariff reductions could be
achieved bilaterally.™®

** Cameron and Loukine, op cit, p. i.

%> Sarisoy Guerin and Napoli, op cit.

** Tbid.

37 Lemaire and Cai, op cit, p. 17.

3 Conference Board of Canada and MGK International Trade Consultants, op cit, pp. 16-17, 32.
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Cameron and Loukine further find that industrial sectors in both the EU and Canada stand to gain
the most from a potential FTA. For the EU, exports to Canada would grow primarily in the high-
tech, high value-added sectors, such as transportation equipment, and machinery and equipment.
Canadian exports to the EU would grow also in transportation equipment and machinery and
equipment, as would exports of textiles. Canada would also realise moderate export growth in
iron and steel, chemicals and other manufacturing.”

This is particularly significant for Canada when placed beside one of the key conclusions of
Lemaire and Cai that, at present, the majority of Canadian exports to the EU are at the “entry
point” of the supply chain, such as raw materials or semi-finished goods like steel plate. This
research suggests that an FTA could change the composition of Canadian exports to the EU and
encourage a more diverse range of goods traded at different stages of the supply chain.

Non-tariff Barriers for Goods

Lemaire and Cai also show that both EU and Canadian businesses find non-tariff barriers (NTBs)
to be a significant impediment to EU-Canada trade and investment. They point out there is
overlap in the problems identified by both EU and Canadian respondents, who concentrated, in
particular, on standards-related measures. This suggests there may be an opportunity for the
mutually beneficial removal of such barriers.

Lemaire and Cai argue that while European exporters found Canada generally open to trade,
certain barriers were identified including those relevant for foodstuffs and technical standards.
With regard to foodstuffs, EU respondents cited quotas (supply-managed products), sanitary
approvals, differences in standards, provincial marketing of wines and spirits, and labelling and
packaging requirements as key barriers to the free flow of goods between the EU and Canada.
EU respondents also noted that a lack of transparency regarding technical and safety standards
caused a significant barrier to trade in industrial products.*’

Lemaire and Cai report that two-thirds of Canadian exporters surveyed had faced regulatory
barriers to trade with Europe, citing problems in obtaining certification as a key issue. Other
barriers included labelling and packaging requirements, and health and safety standards. Canadian
exporters also identified specific NTBs relating to agricultural trade as a further contributing factor
to Canada’s trade deficit in this sector. Most barriers identified were sanitary and phytosanitary
measures, such as the EU’s ban on hormone-treated beef and its approval process for genetically-
modified organisms. Lemaire and Cai note that despite Member States’ move towards a single,
internal market, barriers and differences continue to exist, such as differing customs systems
(different automated systems, differing levels of value-added tax, border inspections for required
licenses in certain Member States, differing certificates of origin).41

The studies examined do not quantify relative levels of subsidy, or attempt to calculate gains to
be found by eliminating them. Lemaire and Cai do identify subsidies under the Common
Agricultural Policy as a significant barrier to Canadian agricultural trade.

%% Cameron and Loukine, op cit, pp. 43, 45.
0 Lemaire and Cai, op cit, p. 17.
! bid.

31



Barriers to Services Trade

The literature on EU-Canada trade in services is very limited. However, there is some relevant
literature on United States-EU services trade. In particular, Hamilton and Quinlan demonstrate
that United States service providers overwhelmingly choose to invest directly in European
markets rather than export services. The authors conclude that deepened EU-US trade in services
would enhance the global competitiveness of both parties.*? It can be assumed that similar results
would be found in the EU-Canada context.

The MGK study points out that the importance of two-way services trade is growing in the EU-
Canada relationship. It reports that the EU listed the air transport services sector, restrictions on
cross-border supply of direct insurance and the telecommunications sector as areas where there
exist impediments to exporting into Canada. The Canadian list included telecommunications as
an EU sector with significant barriers.*

Lemaire and Cai single out a few issues that affect EU-Canada services trade, specifically the
difficulty experienced in trying to obtain visas for temporary workers and intra-company
transfers, even at the executive level, and the recognition of professional qualifications.**

Investment

The EU and Canada are significant investment partners: both parties have significant amounts of
Foreign Direct Investment (FDI) in each other’s economies. Lemaire and Cai state that affiliate
sales have mirrored FDI growth and now constitute an important source of revenue for Canadian
firms and a form of trade diversification for EU and Canadian companies. The authors, pointing
to the fact that Canadian firms sell more in Europe than they export to Europe, conclude that the
investment relationship has outperformed the trade relationship.*> Hamilton and Quinlan
describe a similar pattern in EU-US relationship, concluding that investment is the driving force
of bilateral trade.

The single most comprehensive analysis of EU-Canada investment barriers was prepared by
Ghémar et al. The authors emphasise that although transatlantic investment is strong, there are
considerable areas that could be improved upon. There are many factors affecting the two-way
relationship beyond regulatory barriers and requirements, such as divergent business attitudes,
language issues, costs and lack of infrastructure.*

* Daniel S. Hamilton and Joseph P. Quinlan, Deep Integration: How Transatlantic Markets are Leading
Globalization (Brussels: Centre for European Policy Studies, 2005), p. vii.

* Conference Board of Canada and MGK International Trade Consultants, op cit, pp. 10-11,19.

* Lemaire and Cai, op cit, p. 18.

* Ibid., pp. i-ii.

* Ghémar et al., op cit, p. 9.
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2.2 Overview of Factors Affecting EU-Canada Trade and Investment

2.2.1 Tariffs and Tariff-rate Quotas in Goods

The tariffs facing goods traded between the EU and Canada are on average low, principally as a
result of the progressive lowering of tariffs at the multilateral level. On a trade-weighted basis,
Canadian goods faced an average tariff of 2.2% in 2007 entering the EU market while EU goods
faced a comparable tariff of 3.5% in the Canadian market (see Figure 2.1). However, a number
of sectors still face significant levels of tariff protection, including a number of agriculture and
food sectors, textiles and clothing and the automotive sector.

The trade data reveals that there is a negative correlation between tariff rates and the volume of
goods traded for the EU and Canada (which is reflected in the low trade-weighted tariffs). This is
apparent given that, out of the EU and Canada’s eight largest exports (see Table 2.1), only
processed foods face substantial tariff protection. It should be noted that the EU’s top eight
sectors make up 78% of total exports to Canada and similarly Canada’s top eight sectors make
up 80% of total exports total to the EU.

Figure 2.1 Trade Protection for Goods
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Note: The data on tariffs are taken from the WTQO'’s integrated database, with supplemental information from the
World Bank’s recent assessment of detailed pre- and post-Uruguay Round tariff schedules and from the
UNCTAD/World Bank WITS dataset. Tariff information has been concorded to the sectors used in the model
Source: GTAP version 7
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Table 2.1 Most Important Sectors for EU-Canada Trade

The EU’s Most Important Export Sectors to Canada’s Most Important Export Sectors to
Canada the EU
Sector Share Sector Share
Metal products 3.10% Processed foods 3.10%
Processed foods 3.20% Paper products 5.70%
Beverages and tobacco 4.00% Electronic equipment 6.60%
Petroleum 4.40% Machinery and equipment 10.70%
Transport equipment nec 8.10% Minerals nec 11.70%
Motor vehicles and parts 10.80% Metals nec 12.80%
Chemical 22.00% Transport equipment nec 13.70%
Machinery and equipment 22.50% Chemical 15.70%
Sum of 8 sector shares 78.10% Sum of 8 sector shares 80.00%

* Not elsewhere classified.

While it is impossible to look at all tariff barriers in detail due to the breadth of the analysis in
this study, an illustrative list of tariff barriers identified by stakeholders as impeding market
access is presented in Table 2.2. In addition, the study examines some particular tariff barriers to
market access for EU and Canadian exports in greater detail (see examples below).

Example of Tariff Barriers Affecting EU Market Access into Canada: Agricultural Products

Canada's average tariff rate on agricultural goods is 21.9%. Within this average are a number of
tariff peaks which can inhibit or — in the most extreme cases — effectively prohibit trade. For
example, with an average most favoured nation (MFN)*’ out-of-quota tariff rate on dairy
products of 251.3% (and a peak of 313.6%), the EU's exports of some such products to Canada
are nil. The tariff quota set for cheese imports is 20,412 tonnes (of which the EU supplies 66% of
the quota volume). Out-of-quota tariffs on cheeses are 245.6%, which greatly inhibit the export
of EU cheeses to Canada, despite consumer demand. A similar situation exists with regard to
over quota exports of butter. Another example is Canadian MFN tariff rates on cereals and
products of the milling industry, which, while averaging 9.5%, have tariff peaks of 95.2%. In
addition, in some cases EU exports to Canada are disadvantaged where lower tariffs or duty-free
access 1s granted to competitor suppliers with preferential trade agreements.

Example of Tariff Barriers Affecting Canadian Market Access into the EU: Fish and Seafood

The EU’s applied MFN tariffs on fish and seafood products are high (averaging 12.5%)
restricting Canada’s market access, especially on processed products, where other major
suppliers, such as Norway, Iceland, Morocco, and Chile, face lower tariffs due to preferential
agreements. The EU maintains autonomous tariff rate quotas (ATRQs), which provide lower
tariff rates for specific volumes of fish and seafood products of export interest to Canada, such as
shrimp, cod, Pacific hake and herring. For example, the MFN duty is 20% for shrimp, but the

7 Most Favoured Nation treatment (GATT Article I, GATS Article II and TRIPS Article 4), refers to the practice of
non-discrimination between one’s trading partners. See www.wto.org/english/theWTO e/whatis_e/tif e/fact2_e.htm.
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ATRQ allows imports of up to 20,000 tonnes of shrimp at a reduced duty of 6%. Although the
ATRQ volumes are generally significant, the ATRQ for herring is set at a level usually filled by
other countries before the Canadian fishery season starts. Moreover, the ATRQs are restricted to
imports for further processing, as opposed to direct sale in the finished format, which remain
subject to high tariffs. Finally, these ATRQs are set to expire on 31 December 2009, creating
uncertainty for exporters. Given the temporary nature of theses ATRQs, a more permanent
market access solution would be preferable to Canadian exporters and would contribute to
meeting the growing demand for seafood in the EU.

Table 2.2 Examples of EU and Canadian Tariff Barriers

AFFECTING EU MARKET ACCESS INTO CANADA

Agricultural Canada maintains tariff quotas with high over-quota duties on imports of

Products dairy, poultry, egg, beef, wheat, barley and margarine products, averaging
159.1%.

Electrical Canada maintains applied tariffs on household electrical products such as

Products coffee makers, kettles, ovens, fryers, oil-filled radiators, fan heaters, de-

humidifiers, air purifiers and blenders, averaging 3.4%.

Textiles, Apparel | Canada maintains applied tariffs on textiles, apparel and footwear,
and Footwear averaging 6.2%, 16.3% and 13.5% respectively.

Shipbuilding Canada maintains applied tariffs on ships, shipbuilding and recreational
boats, averaging 12.5%.

Automobiles Canada maintains applied tariffs on automobiles of 6.1% and auto parts,
averaging 3.2%.

AFFECTING CANADIAN MARKET ACCESS INTO THE EU

Agricultural The EU maintains tariff quotas, and sometimes multiple quotas with varied
Products tariff line coverage and in-quota duties for a single product, with high over-
quota duties on beef, pork, wheat and oats (averaging 37.5% for pork and as
high as 407.8% for beef). The EU maintains applied tariffs on fruits/vegetables
(averaging 31.8%), and operates an entry price system for 15 products where
tariffs are determined by import season and a product’s minimum import price.

Processed Foods | The EU maintains applied tariffs on processed foods, which are determined
using a matrix calculated based on the specific content of dairy, wheat and
sugar ingredients.

Fish and Seafood | The EU maintains applied tariffs on a number of fish and seafood products
averaging 12.5%.

Wood Products | EU maintains applied tariffs on softwood plywood (7-10%), particleboard/
OSB and fibreboard (7%), and manufactured buildings (2.7%).

Aluminium The EU maintains applied tariffs on semi-fabricated and fabricated
Products aluminium (7.5%) and raw aluminium (3%).

Textiles, Apparel | The EU maintains applied tariffs on textiles, apparel and footwear averaging
and Footwear 9.4%.

Automobiles The EU maintains applied tariffs on automobiles and auto parts of 10%.
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Tariff Levels and Assumptions

In considering the scope for gains from bilateral EU-Canada trade liberalisation, the economic
modelling simulations in Section 2.3 below help investigate whether trade shares are low in
sectors with high tariffs due to the high tariffs themselves or for other reasons. The tariff
liberalisation scenario used in the simulations assumes a successful conclusion to the WTO Doha
Round of multilateral trade negotiations.

Developing an assumption for the post-Doha tariff rates for all countries is a large and complex
undertaking. The present study uses an available data set on post-Doha tariffs developed by an
independent research institute.*® The specific Doha scenario in this data set was based on the
state of the Doha Round negotiations in early 2008, following the submission in February of the
draft texts by the chairs of the WTO Agricultural and Non-Agricultural Market Access (NAMA)
negotiating groups® and incorporated compromise assumptions with respect to issues where a
range of options remained under negotiation, such as the coefficient for the Swiss formula for
tariff reductions in non-agricultural goods sector.

Table 2.3 provides the trade-weighted tariffs affecting bilateral EU-Canada trade, aggregated to
the sectors in the computable general equilibrium (CGE) simulations, as they were in 2004 (the
base year for the GTAP database) and as they would be in the post-Doha dataset. Although the
successful conclusion and implementation of the tariffs proposed in the Doha Round would
reduce current tariff protection by a significant margin,”® there would remain considerable scope
to enhance EU-Canada bilateral trade through further bilateral liberalisation. Moreover, should
EU-Canada trade liberalisation take place in a pre-Doha scenario, the predicted effects would be
significantly higher.

Even low tariffs have been shown to have a significant impact on trade, as demonstrated in the
economic modelling in Part 2.3 of this study as well as in past experience. Tariffs at or below 3%
can still constitute a competitive disadvantage and divert trade. In some cases, they simply act as
a tax on intra-firm or intra-industry trade. This weakens supply chain efficiencies and the
competitiveness of firms, as tariffs can be equivalent to up to one half of industry profit margins.
The patterns and levels of protections between the EU and Canada today are similar to those that
existed between the US and Canada before the Canada-US free trade agreement (CUSFTA)
entered into force in 1989. While trade in goods that were already tariff-free increased by 40%
over the five years following the agreement, trade in goods that saw tariff reductions in excess of
5% doubled.”’

* Johann Heinrich von Thiinen Institut (vTI) Bundesforschungsinstitut fiir Landliche Raume, Wald und Fischerei,
Institut fiir Marktanalyse und Agrarhandelspolitik (MA) — Braunschweig.

# «Revised Draft Modalities for Agriculture” (8 February 2008, www.wto.org/english/tratop_e/agric_e/chair _
textsO8 e.htm); and “Draft Modalities for Non-Agricultural Market Access” (8 February 2008,
www.wto.org/english/tratop_e/markacc e/ markacc chair texts07 e.htm).

%% These tariff figures take into account tariff-rate quotas (TRQs) where applicable.

3! Sarisoy Guerin and Napoli, op cit.
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Table 2.3 Trade-weighted Import Tariffs Before and After Doha, %

EU import protection Canadian import
against Canada protection against EU
2004 Post-Doha 2004 Post-Doha
baseline scenario baseline scenario

Agriculture 6.6 5.9 2.3 1.7
Fishing 8.9 4.1 0.0 0.0
Coal 0.0 0.0 0.0 0.0
Oil 0.0 0.0 0.0 0.0
Gas 0.0 0.0 2.5 0.0
Minerals nec* 0.0 0.0 0.1 0.1
Processed foods 15.6 8.1 32.5 28.5
Beverages and tobacco 7.4 4.1 4.8 34
Textiles 7.2 3.8 9.0 4.3
Wearing apparel 9.9 4.2 16.2 53
Leather products 7.9 3.6 8.9 4.1
Wood products 0.7 0.5 3.5 2.3
Paper products, publishing 0.0 0.0 0.0 0.0
Petroleum, coal products 3.2 2.7 3.7 3.6
Chemical, rubber, plastic products 2.1 1.3 1.9 1.4
Mineral products nec 2.9 1.9 3.9 2.3
Ferrous metals 0.4 0.3 0.3 0.2
Metals nec 0.7 0.4 0.8 0.7
Metal products 2.7 1.8 3.4 2.5
Motor vehicles and parts 6.8 3.5 5.3 3.2
Transport equipment nec 1.0 0.9 0.9 0.2
Electronic equipment 0.4 0.2 0.3 0.2
Machinery and equipment nec 1.7 1.4 1.3 1.2
Manufactures nec 1.3 0.9 3.7 2.2
Average tariffs for all sectors combined 2.2 3.5

Note: Calculations of Post-Doha scenario are sourced from Johann Heinrich von Thiinen Institut (vTI)
Bundesforschungsinstitut  fiir Ldndliche Rdume, Wald wund Fischerei, Institut fiir Marktanalyse und
Agrarhandelspolitik (MA) — Braunschweig. * Not elsewhere classified

2.2.2 Non-tariff Measures Affecting Goods Trade

Advanced industrial economies have developed a vast number of regulatory measures that
establish terms and conditions for the production and sale of goods and services. The wide
acceptance of regulations and standards and associated testing and certification procedures is of
vital importance to the efficient functioning of markets. Even in the absence of government
regulation, industries develop such frameworks of their own accord to reduce the costs of doing
business and to foster market development.

Furthermore, regulations are used to address instances of market imperfections or to advance
non-economic objectives. For example, the production or consumption of a good can create
negative externalities, meaning that a cost is imposed upon an individual other than the
consumer. An often-cited example is the exhaust from motor vehicles, which is detrimental to
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pedestrians’ health, yet there is no way to compensate them directly for this harm. Therefore,
public policy intervenes to require reduced emission levels from motor vehicles.

Regulatory divergences can have an important impact on a bilateral relationship, as they may
inhibit or even eliminate outright trade of a particular good or service. Moreover, differences in
technical regulations add costs for producers and exporters that can effectively hamper trade.
Non-tariff measures that can act as barriers to EU-Canada trade include sanitary and
phytosanitary (SPS) standards;>* customs rules and procedures; variances in implementation of
legislation between Member States in the EU and provinces and territories in Canada; fees for
product certifications and validations; processing delays for product certifications; duplicative
testing; and certification and import requirements.

Private sector stakeholders continually raise the importance of non-tariff measures as barriers to
EU-Canada trade and investment. Regulatory cooperation (discussed in more detail in Part 3) is a
useful mechanism to allow economic partners to discuss regulations and their potential impacts
prior to their implementation. EU-Canada regulatory cooperation operates within the 2004
voluntary Framework on Regulatory Cooperation and Transparency, which is implemented by
the EU-Canada Roadmap for Regulatory Cooperation adopted at the June 2007 EU-Canada
Summit in Berlin.

As with tariff issues, it is impossible to outline in detail all non-tariff measures that affect
bilateral EU-Canada trade. However, by way of example, a number of current non-tariff barriers,
or measures perceived as actual or potential non-tariff barriers, are presented in Table 2.4. Two
of examples are also outlined in further detail to provide a better sense of the impact of such
regulations on the bilateral relationship.

Example of a Non-tariff Measure Raised by EU Stakeholders as Affecting, or Having the
Potential to Affect, EU Market Access into Canada: Compositional Standards for Cheese

In December 2007, Canada published the final amendments to its Food and Drug Regulations
and Dairy Products Regulations on compositional standards for cheese. The new standards, as
established in the amendments and which will come into force on 14 December 2008, are
perceived by EU exporters as creating unnecessary obstacles to trade. As indicated in the
Regulatory Impact Analysis Statement attached to the Regulation, the new standards are
expected to lead to higher returns for Canadian milk producers. EU exporters also believe the list
of milk and milk products allowed under the amendments is restrictive and is likely to jeopardise
future technological developments.

Of particular concern to EU exporters are the new licensing requirements, introduced under the
amendments and to be developed through 2008, which they believe will occasion not only an
unnecessary burden and additional costs for importers but also appears to be discriminatory in
that importers of cheeses will need to meet licensing requirements that will not apply to the
producers of domestic cheeses. One EU exporter, basing calculations on 2007 export levels, has

>? Sanitary and phytosanitary measures or regulations are implemented by governments to protect human, animal
and plant life and health, and to help ensure that food is safe for consumption. See www.wto.org/english/thewto e/
whatis_e/tif e/agrm4 e.htm.
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estimated that the new certification requirements could cost the company tens of thousands of
Canadian dollars for testing requirements and could generate the need for over 2,000 certificates
to be issued. In addition, the amendments, and in particular the provisions as regards the casein
content of the milk and total protein content of cheese ratios and their definitions, appear to EU
stakeholders not to be measurable and therefore not enforceable.

Example of a Non-tariff Measure Raised by Canadian Stakeholders as Affecting, or Having the
Potential to Affect, Canadian Market Access into the EU: Chemicals

Registration, Evaluation, Authorisation and Restriction of Chemical substances (REACH) is the
EU’s new chemical regulation (EC 1907/2006). The stated goals and methods of REACH are
similar to those of the Canadian Environmental Protection Act. Canadian and European
Commission regulators have established a regulatory cooperation initiative as part of the EU-
Canada Regulatory Cooperation Roadmap to assist both sides in the implementation of their
respective chemicals regimes. Canadian stakeholders are concerned that REACH will
undoubtedly impact on trade in ways that cannot be easily anticipated, as industries follow the
path of least resistance in complying with REACH provisions and in modifying their use of
chemical substances in response to consumer pressure once full documentation on chemical
content is available. The EU’s impact assessment concluded that the one-off costs of registration
were sufficiently high that they could make lower volume substances (under 100 tonnes)
unprofitable and subject to withdrawal from the market. Furthermore, they anticipate that low-
volume exports to the EU — particularly by small and medium-sized enterprises — are liable to be
shut down. Major producers affected by the REACH program will be required to make business
decisions, on a case-by-case basis, to determine if it remains viable for them to continue
transatlantic trade in chemicals in a REACH environment.

Table 2.4 Examples of EU and Canadian Measures Cited by Stakeholders as Actual or
Potential Non-tariff Barriers

— The backlog in the approval process for new veterinary drugs, and
difficulties accessing appeal provisions have created delays and

AFFECTING additional expense for EU exporters

EU MARKET — Government control in some provinces of the alcoholic beverage sector,
ACCESS INTO which — through promotion of local wine and drinks — adversely affects
CANADA the EU wine and spirits industry

— Delays in the processing of food additives submissions, in particular
with regard to soft drinks containing caffeine

— EU regulations on beef, including the growth hormones ban, have

AFFECTING adversely impacted Canada’s exports of beef to the EU

CANADIAN , , , ‘
MARKET — Delays in the approval sy.s?em for gen;tlcally .modlﬁed organisms
ACCESS INTO (GMOs), along with traceability and labelling requirements for GMOs
THE EU — Proposed classifying of nickel compounds as dangerous substances

would adversely impact Canada’s exports of nickel to the EU
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A review of non-tariff measures in both the EU and Canadian policy frameworks identified by
stakeholders as inhibiting trade suggests there may also be room to improve the design or
implementation of regulatory frameworks so as to achieve legitimate regulatory objectives in a
less trade-inhibiting fashion. Possible areas could include: improved regulatory approval
processes and fee schedules; different regulatory approaches to common socio-economic goals;
or improved timelines for processing applications for regulatory approvals.

There is very little information on the extent to which these measures constitute barriers that are
amenable to reduction through liberalisation and trade facilitation measures. There are also
complex issues to be addressed in any attempt to quantify the impact of these measures on trade
flows (see Box 2.1).

Reflecting the difficulties of answering the questions in Box 2.1, even regulatory impact
assessments of individual regulations that consider potential trade effects often decline to provide
specific quantifications. Given the vast number of pertinent regulations affecting goods trade, it
is not feasible to use a bottom-up approach that adds up the trade impacts on a product-by-
product basis.

Box 2.1 Quantifying Non-tariff Barriers

Key questions to be answered to reliably quantify the trade-distorting effects of specific non-
tariff barriers (NTBs) in the context of an economic modelling exercise include:

= Js the NTB amenable to treatment in a bilateral context and, if so, does the impact of
liberalisation apply generally to all trade partners or preferentially to the bilateral trade
partner?

= Does the NTB affect a commercial flow that is represented in the model — in particular, does
it impact on cross-border trade or on non-represented flows such as sales by foreign affiliates
or sales achieved through the licensing of production to entities in the trade partner’s
jurisdiction?

= Do potential facilitative measures accelerate a process for opening up markets, affecting the
transition path to the new equilibrium (not captured in CGE modelling) but not the end point
(which is the salient measure for CGE calculations)? If so, can the impact of the measure still
be captured through an estimate of, say, higher transient income flows on capital
endowments?

= Do the facilitative measures lower ongoing trade costs and, therefore, affect existing trade
flows (i.e. do they expand trade at the “intensive margin”, which is captured in the CGE
model) or do they primarily affect the sunk costs of market entry, thereby expanding trade at
the “extensive margin” (which is not in principle represented)?

= Do the facilitative measures impact only on specific sectors that have been identified by
stakeholders or do they impact on a wider set of products (i.e. are there spillover benefits
from the sector specifically addressed to other sectors)?
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For the purposes of economic modelling, a notional cost reduction of 2% is adopted to represent
the cost savings that appears to be realisable. This number is supported by anecdotal evidence of
a sample of regulations identified as having trade-inhibiting effects; and economic assessments
of the trade-deepening effect of regional economic integration agreements. Since significant
trade cost savings are unlikely to be realised in commodity trade, the cost reduction is limited to
non-commodity processed goods.

2.2.3 Factors Affecting Cross-border Trade in Services

Trade in services is a key component of the EU and Canada’s economic activities. The EU is the
world’s largest services exporter with nearly 30% of the world’s total share of services exports.
The EU is Canada’s second largest partner for trade in services with two-way trade amounting to
€20.5 billion in 2007.

The difficulty of quantifying trade in services is that there is little to measure, with the exception of
money that is transferred between the provider and recipient of a service. As services are becoming
increasingly integrated in the production of more complex goods, it is difficult to establish how to
document and measure this economic activity. Furthermore, restrictions in trade in services are
rarely located at the border. In many cases, trade impediments arise from the regulation of services
provision by national and sub-national governments. In this sense, the challenge in developing
effective trade policy that contributes to increased trade in services lies in reconciling the removal
of impediments to trade, while preserving the required policy space that allows the EU and Canada
to regulate the provision of services to meet legitimate public policy objectives.

The General Agreement on Trade in Services (GATS) came into force in 1995 and provided the
first framework of rules governing international trade in services. The GATS defines four modes
in which services are supplied:

1. Cross-border supply, where services are supplied from one country to another (e.g.
international telephone calls).

2. Consumption abroad, where consumers from one country make use of a service in
another country (e.g. tourism).

3. Commercial presence, where a company based in a given country sets up subsidiaries or
branches to provide services in another country (e.g. an insurance company setting up
operations in another country).

4. Presence of natural person, where individuals travel from their own country to supply
services in another (e.g. construction workers). (This is officially known as the “movement
of natural persons”.)

These modes are important for understanding the way in which services trade is carried out and
for imposing disciplines for the liberalisation of trade. International mobility of production
factors is often needed for services trade to take place. For example, Mode 3 of services trade,
establishing commercial presence in a country, usually involves the movement of capital in the
form of foreign direct investment (FDI). Factors affecting FDI are discussed in more detail
below. Movement of labour (Mode 4) tends to also raise sensitive issues of immigration and/or
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the right of foreign nationals to work.” This is further discussed in the Labour Mobility section
of this study (Section 2.4.1).

Common barriers to trade in services include barriers to commercial establishment (foreign
ownership caps), restrictions on types of commercial presence and number/type of services that
can be provided, and discriminatory treatment advantaging domestic companies over foreign
ones, such as through registration or nationality requirements.>* While it is impossible to look at
all factors affecting trade in services, it is nevertheless useful to discuss a selection of these
issues to better understand their potential impact on the bilateral relationship (see Table 2.5)
below. The study specifically examines two issues affecting bilateral services trade.

Example of a Service Issue Affecting EU Trade into Canada: Financial Services

Various restrictions in Canada’s financial services sector continue to affect the further
development of the EU's trade in the sector. For example, in the field of securities, the absence of
an integrated national approach to securities regulation means that securities firms have to meet
the requirements of 13 bodies if they want to do business in Canada. Separate laws and separate
sets of fees apply for each of Canada’s provinces and territories, with no mutual recognition
agreements existing between them. The obvious inefficiency of the situation is well-recognised
in Canada, but, until addressed, continues to act as a major practical restriction for EU securities
firms. More generally, beyond the specific position on securities, Canada’s own Competition
Policy Panel Report, published in June 2008, recognised that “allowing greater international
competition... would benefit both the financial services sector and the public interest in
competitive and efficient markets.”

Example of a Service Issue Affecting Canadian Trade into the EU: Architectural and
Engineering Services

Both the European Communities and Canada are seeking increased access in the architectural,
engineering and integrated engineering sector in the context of the WTO GATS negotiations. The
difficulty with exporting these services is that, while designs and plans are portable, their provision
also requires familiarity with local conditions, cultures and needs, as well as on-site visits and
consultations. Unimpeded access for architects and engineers and the ability to establish a local
presence are very important. Professionals are often required to temporarily enter foreign countries
or establish a local presence; large firms often serve foreign markets by establishing temporary or
affiliate offices. Service providers tend to face additional ‘“behind-the-border” barriers due to
complex domestic regulations, such as recognition of professional credentials, licensing and
qualification requirements, and procedures preventing foreign professionals from providing their
services. The EU is one of Canada’s priority markets for the sector. Canada is seeking improved
commitments through the elimination of barriers that Canadian architectural and engineering service
providers currently face, such as citizenship requirements and restrictions related to establishment of
commercial legal entities and foreign investment. Canada is also pursuing improved commitments
for the temporary entry of architects and engineers as services providers in foreign markets.

>3 Zhiqi Chen and Lawrence Schembri, “Measuring the Barriers to Trade in Services: Literature and Methodologies”,
in Trade Policy Research 2002 (Ottawa: DFAIT, 2002), www.international.gc.ca/eet/pdf/17-en.pdf.
** See trade.ec.europa.eu/doclib/docs/2006/november/tradoc_131003.pdf.
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Table 2.5 Examples of EU and Canadian Services Issues

AFFECTING EU MARKET ACCESS INTO CANADA

Sectoral Issues

Telecommunications
Services

Canada is one of the few remaining OECD countries to have foreign ownership
restrictions for telecommunications operators (firms must be Canadian-owned
and controlled corporations). EU presence in the sector is thereby limited to
involvement in the resale of telecommunication services and the provision of
satellite services.

Financial Services and
Securities Trading

Various restrictions apply limiting the ability of EU financial services companies
from further development in the Canadian market. Securities trading is affected
by the lack of a single securities regulator (each province and territory has its
own regulator), resulting in inefficiencies

Cross-cutting Issues

Labour Mobility
(Including Intra-
provincial Labour
Mobility)

Administrative procedures (delays in obtaining work permits) are cited by the
EU private sector an important issue affecting trade in services with Canada.
Labour mobility barriers within Canada (between provinces) negatively affect
services trade in a number of sectors, including financial services.

AFFECTING CANADIAN MARKET ACCESS INTO THE EU

Sectoral Issues

Architectural,
Engineering &
Integrated Engineering
Services

The EU represents a very large market for architectural and engineering services
and Canada is seeking further liberalisation from EU Member States without
bound Mode 1 commitments.

Environmental
Services

While several EU Member States have open regimes for environmental services,
many are still hesitant to provide full market access for the cross-border trade of
these services. Given that the Canadian industry is comprised of many small-
and medium-sized enterprises, which often do not establish commercial presence
in the territory where they are exporting, barriers to cross-border trade can be a
significant impediment.

Cross-cutting Issues

Labour Mobility

Stakeholders in both Canada and the EU have cited barriers to labour mobility
that have direct consequences for trade in services. These barriers include
impediments to entry such as administrative procedures and lack of transparency
and harmonisation between EU Member States. More information is provided in
the labour mobility section of the study.

Quantifying the impact of trade liberalisation for services is much more difficult than is the case
for goods. While a comprehensive dataset is available for tariff barriers for goods trade, a similar
database on the barriers to services trade does not exist. Moreover, given the fact that barriers to
services trade typically are part and parcel of broader regulatory frameworks governing the
delivery of services in a given jurisdiction, the extent to which liberalising measures can reduce
the trade-inhibiting aspects of these regulations is at the present time effectively impossible to
measure directly. This is true even in instances where the trade-inhibiting factor can be traced to
a specific regulation or component of a regulatory framework, as the impact on trade costs of a
change in the regulation must be inferred indirectly from the pattern of trade flows. Therefore,
both the height of barriers to services trade and the extent to which their reduction is feasible
must be inferred indirectly through econometric analysis.
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Reflecting these difficulties, this study indirectly approaches the question of what might be
attainable for the EU and Canada, drawing on the impact of intra-EU liberalisation on intra-EU
services flows. While the internal EU process of liberalisation of services trade remains
incomplete, the current extent to which the EU Member States have been able to liberalise
services provides a benchmark of what might feasible (or at least represents an upper bound for
what might be feasible) in a transatlantic context.

To determine the impact of intra-EU liberalisation on bilateral services flows amongst EU
Member States, a range of factors that have been shown to impact on the intensity of bilateral
trading relationships must be taken into account. As is now conventional in the economic
literature, the gravity modelling approach has been adopted. Gravity models take into account
the size of the respective economies of the trading partners, the distance between the countries,
and other factors that affect the cost of doing business such as the absence of a common border
or linguistic differentiation. By including a variable to capture the effect of two trading partners
being part of a free trade arrangement, such as within the EU, the extent to which such
membership intensifies trade can then be directly estimated.

The present study draws on the results of a gravity model developed by J. Francois et al.””
According to their estimates, services trade is, in the aggregate, around 35% higher within the
EU than would otherwise be expected in the absence of the EU’s single market. For individual
services sectors, the effect of the common market (the “EU effect”) varies. The “EU effect” can
be used to derive the extent to which the costs of providing services within the EU have been
reduced through the implementation of the single market, taking into account the extent to which
consumers switch among services providers based on lower prices.

These cost reductions, estimated to be on the order of 2-10% depending on the service sector, are
applied to quantify the potential impact of services trade liberalisation in an EU-Canada context.
Due to data limitations, direct estimates were not available for all sectors (trade, other finance,
insurance and consumer services). For these sectors, estimates for the aggregate services trade
were then used. The specific services trade cost reduction estimates are set out in Table 2.6.

J. Francois et al. estimate that the barriers to services trade into Canada amount to 24-52% of
additional trade costs. Barriers into the EU are estimated to range from 18-42% additional trade
costs. The extent of liberalisation that is assumed for this study is, therefore, only a relatively
small fraction of the total.

Even with limited reductions to barriers, a significant portion of the potential economic gains
from EU-Canada trade liberalisation could be made in the area of services, as will be discussed
below. Services are a key component of global value chains as they help promote value-added
activities in each other’s markets. In particular, the EU is home to globally competitive service

> See J. Francois, B. Hoekman and J. Woerz, “Does Gravity Apply to Non-Tangibles: Gravity Estimates of Trade
and FDI Openness in Services,” plenary paper, European Trade Study Group meetings, Athens, September 2007; J.
Francois, O. Pindyuk and J. Woerz, “International Transactions in Services: Data on International Trade and FDI in
the Service Sectors,” Institute for International and Development Economics, 2008; J. Francois and G. Wignarajan,
“Economic Implications of Asian Integration,” Global Economy Journal, 2008.
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providers whose activities account for a significant portion of its GDP. It has traditionally been a
key services partner with Canada.

Table 2.6 Services Trade Cost Reduction Estimates

Total Trade Cost Estimates
Trade Cost EU Exports to Canadian Exports to
Services Sector Savings (%) Canada (%) the EU (%)
Utilities 5.82 52.4 37.0
Construction services 10.21 47.0 19.0
Trade 6.27 52.4 37.0
Transportation 9.09 48.6 28.1
Communication and information services 421 40.4 18.4
Other finance 6.27 29.4 42.3
Insurance 6.27 27.3 35.8
Other business services 2.08 50.3 349
Consumer services 6.27 24.3 27.6
Public services 3.81 33.8 18.3

2.2.4 Factors Affecting Foreign Investment

In today’s world, international commerce goes beyond cross-border trade in goods and services.
Driven by technological change, the deregulation of industries, and liberalisation of trade and
investment rules, global foreign direct investment (FDI)*® outflows have grown exponentially
over the last 25 years, reaching US$1.2 trillion in 2006. This development has been one the key
drivers of globalisation as foreign investment has facilitated links between companies, global
value chains and new economic opportunities, thereby enhancing competitiveness and increasing
the flow of goods and services between markets.

Investment activities classified as FDI include the establishment of a commercial presence
abroad, defined by the World Trade Organisation (WTO) as “Mode 3”. Foreign affiliate sales
globally rival the volume of cross-border trade in goods and considerably outstrip trade in
services. Commercial presence is especially important for services trade, as the delivery of the
service often includes direct interaction between the supplier and the purchaser. A foreign
commercial presence is also important for the provision of goods in many scenarios, such as
vehicles, where after-sales service support is needed.

Global value chains play an increasingly important role in the context of the modern global
economy. As such, international commerce very frequently involves extensive intra-firm trade in
goods and services within multinational corporations. This is also combined with international
sourcing of components and services, and the international movement of business executives and
technical experts.

% FDI refers to investments made in another country that involve either the initial investment establishing the
relationship or subsequent capital transactions between the two countries. As a general rule, to be a direct investor,
the foreign investor must acquire at least 10% of the capital of a company in the other country. See Fourth OECD
Benchmark Definition of Foreign Direct Investment (2008), www.oecd.org/dataoecd/26/50/40193734.pdf.
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Figure 2.2 OECD FDI Restrictiveness Index, 2006
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Note: Index scale of 0-1 from least to most restrictive. Based on regulatory development as of April 2006.
Source: OECD FDI Regulatory Restrictiveness Index (2006), www.oecd.org/dataoecd/4/36/37818075.pdf-

There are a number of factors that can sometimes act to impede flows of FDI. These range from
specific and formal regulatory restrictions limiting foreign investment in particular economic
activities to the impact that more general regulatory frameworks can have on the investment
environment. In the same manner, there are a number of ways in which the impact of these
factors is measured. The Organisation for Economic Cooperation and Development (OECD) has
focused on the issue of measuring the impact of foreign investment restrictions.

According to this index, Canada has one of the highest FDI restrictiveness coefficients among
OECD countries. The low restrictions recorded for EU Member States largely reflect the absence
of formal barriers to intra-EU FDI and, only to a lesser extent, openness vis-a-vis non-EU
countries. While aggregate figures for the EU27 are not available because the measure of
restrictiveness is based on national legislation, a simple average of EU countries is lower than
Canada.

The sector breakdown of the OECD FDI regulatory restrictiveness index demonstrates that
finance, telecommunications, transport and electricity are generally the most restricted sectors,
while tourism, construction, manufacturing and distribution are the least restrictive sectors.
Business services are generally ranked around the average restrictiveness for the OECD
countries, but within business services, legal services and accounting services are measured as
the most restricted sub-sectors. This holds for most EU Member States as well as Canada.

With respect to individual EU Member States, some sectors in some countries remain very
restricted according to the OECD index. The OECD has, for example, assigned a value of 1.00 to
the legal sector in Denmark and Estonia, meaning these sectors are virtually closed for FDI. The
same holds true for the electricity sectors in Greece, Ireland and Latvia, while air transport is
“closed” in Portugal.
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For Canada, the highest FDI restrictiveness is in air transport, with a score of 0.675 compared to
Canada’s overall average of 0.228. Telecommunications comes second highest with a score of
0.525.

It is important to understand that the OECD methodology has its limitations. Indeed, it has been
recognised by its authors as presenting only a partial picture of the investment environment. It
covers only statutory deviations from national treatment, and does not consider actual stringency
of enforcement or application. It does not consider non-polity institutional or informal
restrictions, such as the nature of corporate governance, and policies that indirectly impinge on
FDI, notably economic and social regulations. Furthermore, as it is based on country reporting of
information, it tends to be biased against countries that are more transparent than others.

A different analysis, in Foreign Investment Review Regimes: How Canada Stacks Up, points out
that the OECD index does not take into account barriers to investment posed by state-owned
enterprises and semi-private government enterprises, or special government rights.”’ Despite the
fact that these conditions can cause significant barriers to investment and are more prevalent in
continental Europe than in Canada, their impact is not measured in the OECD index. The study
also points out that a number of other investment restrictiveness surveys produce different
results. It mentions that the 2006 Economist Intelligence Unit rating places Canada fourth in the
world as a place to do business in its annual business environment rankings, which includes
investment opportunities as one of its key criteria.®

The Canadian Competition Panel criticised the perception that Canada is closed to FDI, stating
that this:

“... 1s not supported by the facts, and the Panel rejects it. Although Canada’s global share
of foreign direct investment (FDI) has fallen, Canada’s total stock of inbound FDI as a
proportion of gross domestic product is relatively high among industrialised countries,
being more than twice the level in the US and over 12 times the level in Japan. A recent
Conference Board of Canada report indicates that, when the actual practices regarding
foreign investment are taken into account, the impact of Canadian government
intervention is not materially different from that of other industrialised countries.”’

While these analyses can present useful contributions to our understanding of foreign
investment, it is important to focus on the full picture.

In terms of more general measures of the regulation of relevance for firms, Canada performs just
as well as some of the best performing EU members. Measured by the World Bank “ease of
doing business” index, Canada ranks seventh worldwide, and in Europe, only Denmark (ranked

°7 Andrea Mandel-Campbell, Foreign Investment Review Regimes: How Canada Stacks Up (Ottawa: Conference
Board of Canada, 2008).

> Economist Intelligence Unit, “Outpacing America” [online], 29 October 2007, www.economist.com/markets/
rankings/displaystory.cfm?story id=10050677.

%% Competition Review Panel, Compete to Win (Ottawa: Government of Canada, 2008), p.30. The report is available
at www.ic.gc.ca/epic/site/cprp-gepme.nsf/en/Home.

47



Figure 2.3 Ease of doing business in EU and Canada
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Source: World Bank, Ease of Doing Business Index, 2007.

fifth) and United Kingdom (ranked sixth) perform better than Canada.’® The World Bank list is
topped by Singapore followed by New Zealand, United States and Hong Kong (see Figure 2.3).

Investing in the Canadian market offers EU investors access to the North American (NAFTA)
market with some 447 million consumers, simple and straightforward procedures and an
attractive business climate. The EU market offers Canadian investors an enlarged market with
some 493 million consumers and zones with different production costs and investment climates.
Although transatlantic investment is strong, there remain many factors affecting the bilateral
relationship, from regulatory requirements and infrastructure costs to divergent business attitudes
and language issues.

EU firms investing in Canada can face problems in obtaining visas and work and residency
permits, especially for intra-company transfers and temporary entry of service providers. EU
investors in Canada have noted that measures affecting foreign investment exist in some sectors,
such as telecommunications, banking, energy and culture, which can include ownership
regulations and citizenship or residency requirements for managers. For example, Canadian
legislation governing the telecommunications sector mandates that facilities-based
telecommunications suppliers must be controlled in fact by Canadians, 80% of the members of the
board of directors must be Canadian and that Canadians must own, directly or indirectly, 53.3% of

5 The overall “ease of doing business” ranking is a result of the countries rankings on ten sub-indices, including the
ease of starting a business, dealing with contracts and getting credit. See www.doingbusiness.org/economyrankings/.
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the companies’ voting shares. These restrictions affect the entry of EU telecommunications
operators that are wary of investing in Canada. Complexities due to federal and
provincial/territorial regulations in certain sectors (e.g. pharmaceuticals, energy, culture and
transportation) can also affect EU investment in Canada.

Investment is a shared competence between the EU and the Member States. The division of this
competence varies from sector to sector based on whether the EU has issued regulations. The
policies of individual Member States can have a more significant impact on Canadian firms than
EU-level policies.

Canadian companies continue to face obstacles to investing in the EU. These can include
variances in taxes and social contributions between Member States, as well as in bilateral tax
treaties between the individual Member States and Canada. Strict social laws, especially relating
to hiring and firing of workers, can serve as barriers to the expansion and re-organisation of
companies. Canadian investors can also face problems in obtaining visas and work and residency
permits, as well as difficulties in moving a workforce from one Member State to another. Import
controls and a lack of regulatory transparency in certain sectors (e.g. telecommunications or
pharmaceuticals) can also affect Canadian investment in the EU.

Quantification of the impact of liberalisation of FDI is still at an early stage of development. At
present there are insuperable difficulties in quantifying the height of barriers to FDI embodied in
national economic regulatory frameworks and in determining the extent to which such barriers
can be reduced through further liberalisation. Accordingly, an explicit quantification of the
impact of investment liberalisation is not attempted in the present study. However, as noted by
the private sector in Part 4 of this study, there appears to be considerable room for liberalisation
of FDI in an EU-Canada context.
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2.3 Evaluation of the Impact of Removing Barriers

2.3.1 The Modelling Framework

The quantitative analysis of EU-Canada trade and investment liberalisation is conducted using a
computable general equilibrium (CGE) model of global world trade. CGE models help answer
what-if questions by simulating equilibriums on markets under different assumptions. The
equilibrium for the model before the policy change is the “baseline”; the equilibrium after the
policy change is the “scenario”. The effect of the policy change can then be quantified as the
difference between the two.

It is important to understand that both the baseline and the scenario represent snapshots of the
economy in the same year — as it would be in the baseline data if no policy change was
implemented and as it would be if the proposed policy change was implemented in 2007 and
given sufficient time to fully digest all long-run adjustments. In the present study we assume that
a period of seven years, i.e. from 2007 to 2014, is sufficiently long. This approach ensures that
all other factors impacting on the economy, such as macroeconomic fluctuations, exchange rate
shifts and technological developments, are the same for both the baseline and the scenario, thus
isolating the effects of the policy change.

Technical Background on the Modelling Framework

The CGE model employed is a multi-region, multi-sector, global CGE model developed by
Copenhagen Economics, based on Francois, van Meijl and van Tongeren (2005).°" The
modelling framework is similar to the model used in a recent study of the potential of a free trade
agreement between the EU and South Korea.*

Sectors are linked through intermediate input coefficients (based on national social accounts data)
and compete for factor inputs (i.e. labour and capital) in factor markets. The model provides a
number of options as regards assumptions about the behaviour of markets. Individual sectors can
be modelled as operating under conditions of perfect or imperfect competition. The total supply of
factor inputs also can be kept constant (this is often characterised as reflecting the impacts of a
policy change in the short run) or allowed to respond to changes in the returns to factors (i.e. to
changes in wage rates® and/or the rate of return to capital®®) and/or to changes in income. In
particular, a change in the level of income can be allowed to flow through into commensurate
changes in savings and investment, therefore changing the supply of capital to the economy; this is
often characterised as reflecting the impacts of a policy change in the longer run.

6! J. Francois, H. van Meijl and F. van Tongeren, “The Doha Round and Developing Countries,” Economic Policy,
2005.

62 Copenhagen Economics and Joe Francois, Economic Impact of a Potential Free Trade Agreement (FTA) between
the European Union and South Korea, March 2007.

% This is referred to as “labour market closure” in the technical literature.

5 This is referred to as “steady state closure” in the technical literature.
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The difference between the “short-run” or “static” impacts from the “long-run” impacts is often
referred to as reflecting “dynamic” effects. The short-run effects reflect the pure efficiency gains
from the policy change being modelled. In other words, they provide an answer to the question
of how much an economy stands to gain from a more efficient allocation of productive labour
and capital in a liberalised economic environment. However, some of the income gains from
trade liberalisation are likely to flow into savings and investment, expanding productive capacity.
Moreover, trade and investment liberalisation not only prompts a reorganisation of the allocation
of labour and capital, it also changes the returns to labour (i.e. wages) and capital. These changes
in the returns to labour and capital can be expected to affect their supply and, therefore, the
productive capacity of the economy. In CGE model simulations, the dynamic gains tend to be
large compared to the static gains.

International trade can be modelled on two alternative bases: first, the conventional Armington
assumption — i.e., that products are differentiated by country/region of origin and are thus imperfect
substitutes with the degree of substitutability described by the elasticity® of substitution (also
known as the “Armington parameter”) — and second, under conditions of monopolistic
competition. In markets with monopolistic competition, firms compete directly through product
differentiation. Intermediate and final consumers benefit not only from lower prices after trade
liberalisation, but also from increased product variety. For downstream firms this can mean
enhanced productivity as they have access to a better mix of intermediate inputs. For consumers, it
also means a potential for greater real purchasing power. Variety effects can also lead to synergies,
with increased productivity for both parties following from increased trade.

The way international trade is incorporated in the model also explicitly involves trading costs.
These costs reflect the transaction costs involved in international trade, which in turn reflect
factors such as language barriers, as well as the costs related to international movement of goods
and related logistic services.® In the model, these costs can be reflected in two alternative ways:
as composite services purchased from a global trade services sector or as deadweight costs.

The model also allows the representation of other frictions to trade such as costs related to
customs procedures and other administrative “burdens” related to importing and exporting. This
can be used to capture higher costs when producing for export markets, due to regulatory barriers
or non-tariff barriers (NTBs) that do not generate rents (or where the rents are dissipated through
rent-seeking). Such barriers increase the costs of international exchanges above those caused by
tariffs. In a sense, these costs are analogous to shipping costs. They require the use of real
resources to meet regulatory requirements, complete procedures, modify products for different
markets and the like. Unlike shipping costs, they are not a necessary part of the production and
delivery process, but rather are an added or discretionary burden of costs added by government.

% Elasticities measure the responsiveness of a given economic variable, such as import demand, to a change in
another economic variable, such as the price of imports. Demand for goods and services that are necessities or that
lack good substitutes tends to be inelastic — meaning little change in the quantity demanded for even significant
changes in price; conversely, demand for goods and services that are optional or for which there are good substitutes
tends to be highly elastic, meaning that small price changes lead to large changes in quantities demanded.

% These costs are the source of the difference between the value of goods measured just prior to shipment from the
country of export (“free on board” or fob) and their value measured when entering the importing country (“cost,
insurance and freight” or cif). This difference is referred to as the cif/fob margin.
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Therefore, on the policy side, the model offers the option to implement tariff reductions, export
tax and subsidy reduction, trade quota expansion, input subsidies, output subsidies, and
reductions in trade costs stemming from various sources.

The economics of the welfare effects of tariffs are relatively straightforward, while those for
NTBs are less so. In general, the reduction of cost-raising trade barriers results in greater gains
from trade liberalisation compared to tariff reductions that have comparable impacts on the price
of traded goods. This reflects the fact that tariffs represent a transfer of income. Accordingly,
they contribute to national income in the country or region collecting the tariffs and, therefore,
expand economic welfare commensurately with the reduction in economic welfare in the
country/region paying the tariffs. As such, the efficiency gains from tariff liberalisation stem
from the reallocation of productive resources across sectors.

By contrast, a reduction of trade costs results in equivalent efficiency gains, in addition to any
gains in efficiency from the reallocation of productive resources. At the same time, the
distribution of welfare impacts across countries or regions from reducing trade costs depends, as
in the case of terms of trade effects, on relative supply and demand elasticities. Nevertheless,
regardless of their national allocation, global welfare effects will be bigger from trade cost
reductions than from comparable tariff reductions.

In this study, we report the results from simulations that adopt a short-run (fixed capital stock)
closure and a long-run macroeconomic closure under which the induced increases in the capital
stock expand productive capacity.

Dataset

The database for the model is based on the Global Trade Analysis Project (GTAP) dataset,
version 7p5, which is benchmarked to 2004. This data set is projected to 2007, and 2014. This
follows from a combination of updated GTAP7p5 data, revisions to various national tables to
reflect more current data (for example the energy sector output data in Canada), and revisions to
protection data based on detailed tariff line data from the World Trade Organisation (WTO) and
United Nations Conference on Trade and Development (UNCTAD), and including estimates of
current bound rates, commitments to future bound rates based on the current draft Doha text (subject
to occasional revision), and also reflecting Centre d’¢tudes prospectives et d’informations
internationales (CEPII) data on trade preferences.

The projection of the baseline to 2014 means that we evaluate the likely effects of further EU-
Canada liberalisation, relative to a hypothetical future baseline year, reflecting the economic
structures in year 2014. The baseline projection to 2014 reflects the recent changes in higher oil
and food prices — changes that are driven to a large extent by the projected increase in demand as
emerging economies, dominated by India and China, enter the world economy. According to
these projections, real oil prices will increase by 82% from 2004 to 2014 and real grain prices
will increase by 68%.
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Table 2.7 Baseline GDP and Growth Projections

Nominal GDP| Nominal GDP| Projected annual growth
2004, billion €| 2007, billion € 2007-2014, average %

Canada 716 1,028 2.68
European Union 9,424 12,150 2.55
Rest of World 19,914 25,871 4.45

Note: Projections are based on average of most-recent and near term forecasts.
Source: IMF and the OECD

Furthermore, for the chosen sectors, some are assumed to exhibit increasing returns to scale.
Scale elasticities, based on average mark-up estimates, are reported in Table 2.8.%

2.3.2 The Simulation Results

Box 2.2 Policy Scenario Used in the Simulation

The quantitative estimates are based on a simulation that involves:

(a) full elimination of goods trade protection as captured in the GTAP database, updated as
described above, for all industrial and agricultural sectors (including elimination of all tariffs and
tariff-rate quotas); notably, no exception is made for “sensitive sectors”’, notwithstanding that
trade and investment liberalisation initiatives often contain provisions that exempt certain such
sectors from liberalisation or circumscribe the applicable extent of liberalisation;

(b) a reduction of trade costs generated by non-tariff measures by an amount equivalent to 2% of
the value of trade in non-commodity goods sectors;®® and

(c) a reduction of trade costs in EU-Canada cross-border services trade by an amount equivalent
to that estimated to have been achieved in respect of services trade amongst EU Member States,
which is assumed for the purposes here to represent a realistic ceiling on what is achievable in a
transatlantic context.®’

57 The starting point for these elasticities is estimated price-cost mark-ups from the OECD (1996); see Oliveira
Joaquim Martins, Stephano Scarpetta and Dirk Pilat, “Mark-up Pricing, Market Structure and the Business Cycle”,
OECD Economic Studies No. 27, 1996. These provide estimates of mark-ups, based on methods pioneered by Hall
(1988) and Roeger (1995); see Robert E. Hall, “The Relation between Price and Marginal Cost in U.S. Industry,”
Journal of Political Economy, vol. 96(5), October 1988, pp. 921-47; and Werner Roeger, “Can Imperfect
Competition Explain the Difference between Primal and Dual Productivity Measures? Estimates for U.S.
Manufacturing,” Journal of Political Economy, vol. 103, no. 2, 1995, pp. 316-330. We have supplemented these
with price-cost mark-ups estimates, given our theoretical structure, from the set of GTAP Armington elasticities, and
also from estimates reported in Antweiler and Trefler (2002); see Werner Antweiler and Daniel Trefler,. “Increasing
Returns and All That: A View from Trade,” American Economic Review, vol. 92(1), March 2002, pp. 93-119.

6% See discussion in Section 2.2.2.

% See discussion in Section 2.2.3.
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Table 2.8 Market Structure, and Trade and Substitution Elasticities

Trade Value Added
substitution Substitution

Sector elasticity Elasticity Market Structure
Agriculture 4.97 0.23 Armington
Fishing 2.50 0.20 Armington

Coal 6.10 0.20 Armington

Oil 10.40 0.20 Armington

Gas 34.40 0.20 Armington
Minerals nec* 1.80 0.20 Armington
Processed foods 8.83 1.04 Monopolistic Competition**
Beverages & tobacco products 10.91 1.12 Monopolistic Competition
Textiles 7.50 1.26 Monopolistic Competition
Wearing apparel 7.40 1.26 Monopolistic Competition
Leather products 8.10 1.26 Monopolistic Competition
Wood products 6.80 1.26 Monopolistic Competition
Paper products, publishing 5.90 1.26 Monopolistic Competition
Petroleum, coal products 4.20 1.26 Monopolistic Competition
Chemical, rubber, plastic products 6.60 1.26 Monopolistic Competition
Mineral products nec 6.85 1.26 Monopolistic Competition
Ferrous metals 6.85 1.26 Monopolistic Competition
Metals nec 8.40 1.26 Monopolistic Competition
Metal products 7.50 1.26 Monopolistic Competition
Motor vehicles & parts 9.85 1.26 Monopolistic Competition
Transport equipment nec 9.85 1.26 Monopolistic Competition
Electronic equipment 9.85 1.26 Monopolistic Competition
Machinery & equipment nec 8.10 1.26 Monopolistic Competition
Manufactures nec 9.33 1.26 Monopolistic Competition
Utilities 3.91 1.26 Armington
Construction 7.20 1.40 Monopolistic Competition
Trade 7.20 1.68 Monopolistic Competition
Transportation 3.39 1.68 Armington
Communication 7.20 1.26 Monopolistic Competition
Business services 3.86 1.26 Monopolistic Competition
Other services 4.22 1.26 Armington

* Not elsewhere classified ** i.e. a limited degree of competition
Source: GTAP database

The simulation results quantify the potential economic impacts of liberalisation and facilitation

of trade and investment between the EU and Canada, including the impacts on trade flows by
sector, on the overall level of economic output and on economic welfare.
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Impacts on the Level of Economic Activity and Economic Welfare

The level of economic activity, as measured by the volume of gross domestic product (GDP), in
both economies, compared to the baseline scenario without liberalisation, rises by a comparable
amount in absolute terms, consistent with the measured gains in national incomes. This
simulation estimates this increase to be approximately €11.6 billion annually by 2014 in the EU
and €8.2 billion annually by 2014 in Canada. In percentage terms, the increase is substantially
greater for Canada (0.77% of GDP) than for the EU (0.08% of GDP) (see Table 2.9). These
measured GDP gains are broadly consistent with the empirical evidence concerning the effect of
expanded trade on economic growth.”

Table 2.9 GDP Gains and Percentage Changes in GDP

Total Tariff Services trade | NTBs in goods
reductions liberalisation

GDP gains (€ million)

European Union 11,594 2,899 5,797 2,899
Canada 8,161 2,720 3,709 1,731

% changes

European Union 0.08 0.03 0.04 0.02
Canada 0.77 0.27 0.35 0.15

Liberalisation of trade in services contributes substantially to these gains (50% of the total gains
for the EU, and 45.5% of the gains for Canada); more limited but still significant gains derive
from the elimination of tariffs on bilaterally-traded goods (25% of the total for the EU and 33.3%
for Canada). The remaining gains are due to a reduction in the trade costs of non-tariff barriers.

Another commonly used measure of the economic impact of trade and investment policy
changes is known as “equivalent variation”. This is the lump-sum amount of income that would
have to be paid to households in a given economy to leave them as well off without the policy
change as they would be with it. In the case of EU-Canada trade and investment liberalisation
and facilitation the income gain for households calculated in this manner is equal to €8.4 billion
for Canada, and €10.5 billion for the EU. The income benefits to both economies are roughly
equivalent in absolute terms, although on a per capita basis they are obviously of far greater
significance to the average Canadian household.

As shown in the Table 2.10 below, the largest contribution to these income gains for both the EU
and Canada comes from services trade liberalisation, although tariff elimination and reduction of
non-tariff barriers to goods trade also make sizeable contributions.

" Empirical analysis of the relationship between expanded trade and economic activity suggests that annual GDP
gains amount to about 20% of the measured increase in openness to trade as proxied by the sum of exports and
imports divided by GDP. These GDP gains reflect the adoption of improved production methods in response to
competitive pressures, the exit of less efficient firms, scale and network economics, reduced mark-up margins, more
intensive use of imported inputs, and greater variety in the menu of available goods and services, and so forth. See,
for example, Dean DeRosa and John Gilbert, “Estimates from Gravity and CGE Models,” Chapter 8 in Gary Clyde
Hufbauer and Richard E. Baldwin, The Shape of a Swiss-U.S. Free Trade Agreement (Washington, D.C.: Petersen
Institute, 2006), p. 238.
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Table 2.10 National Income Effects (Equivalent Variation in Millions of Euros)

Total Tariff Services trade | NTBs in goods
reductions liberalisation
European Union 10,539 3,433 4,889 2,218
Canada 8,364 2,861 3,801 1,702

The national income effects can also be broken down into static efficiency gains and dynamic
gains due to induced increases in productive capacity. As shown in the panel below, the larger
part of the income gains from EU-Canada trade and investment liberalisation and facilitation are
driven by the increase in productive resources,’' or the dynamic effects.

Table 2.11 National Income Effects — Short- and Long-run (Equivalent Variation in Millions of
Euros)

short-run (static gains) long-run (dynamic gains) (by 2014)
European Union 2,527 10,539
Canada 4,100 8,364

The dominant role of dynamic effects is broadly consistent with the current understanding of
how businesses organise themselves in a globalised economy. As noted earlier, in recent
decades, the business model of choice has become increasingly based on the global value chain.
This concept involves decentralised production: the various functions of a business are
distributed globally to the locations where they are most efficiently carried out, with coordination
from head office facilitated by the tremendous gains in efficiency of communications and
transportation services. Amongst other considerations, the availability of a wide range of
production inputs — both goods and services — at attractive prices improves the prospects of any
particular location to attract investment. The improved access to lower-cost production inputs
fostered by EU-Canada trade and investment liberalisation and facilitation, thus, makes both
jurisdictions more competitive in the global contest for limited amounts of direct investment, a
contest in which rising economic powers such as China and India are increasingly successful.
The dynamic effects of trade and investment policy would be expected to be the most important
and this is, in fact, what the simulation results suggest.

It is important to observe that the impacts reported above are measured as the increases in
incomes accruing over the course of a single year; this is consistent with the use of annual data to
generate the estimates. These gains, however, come largely from people and firms in both the EU
and Canada “working smarter” because the international distribution of work between the two
economies has been reorganised to better align with their respective capabilities. Therefore, this
benefit is persistent and the gains accumulate, expanding consumption, wealth, fiscal resources
and so on, year after year.

" In the simulation, the supply of labour remains fixed; the supply of capital is however allowed to adjust to the
higher rates of return implied by trade and investment liberalisation and facilitation. The main source of dynamic
gains, however, is the flow of higher incomes into savings and investment.
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Trade Impacts

In the context of EU-Canada trade and investment liberalisation, the simulation results suggest
that two-way bilateral trade (as measured by exports of goods and services) could potentially
expand by €25.7 billion compared to a baseline level of €112.0 billion, or by over 22.9%. Of this
amount, €18.6 billion would be accounted for by an expansion of two-way goods trade and €7.0
billion by two-way cross-border services trade.

Reflecting the overall higher level of tariff protection in Canada for goods, and the higher initial
level of EU exports to Canada, the EU’s bilateral goods export gain is substantially larger, at €12.2
billion (or 36.6%) compared to Canada’s bilateral goods export gain of €6.3 billion (or 24.3%).

In services trade, EU bilateral cross-border exports expand by €4.8 billion (or 13.1%) and
Canada’s by €2.2 billion (or 14.2%). The larger EU trade gain in absolute terms reflects the
larger initial level of EU services exports to Canada, as the extent of reduction of services trade
costs in both jurisdictions is, given the methodology, the same in the simulation (which is
reflected in the similarity of the percentage trade gains for the EU and Canada).

From the perspective of global trade performance, the impact of EU-Canada trade and investment
liberalisation and facilitation is of greater significance to Canada’s economy, which is natural given
the greater size of the EU’s economy compared to Canada’s. Nevertheless, both economies would
see their two-way trade with the world expand, increasing their “openness”. By the same token,
Canada stands to gain significantly in terms of increased incomes, efficiency and economic
dynamism, notwithstanding the projected widening of the bilateral trade deficit with the EU. The EU
would experience similar gains, but on a smaller scale, given the much larger size of its economy.

Sectoral Trade Impacts

The potential sectoral impacts of EU-Canada trade liberalisation and facilitation are considered
next. A few cautionary notes are in order in this regard.

First, CGE models have the crucial capability to capture inter-sectoral supply chain linkages (such
as the supply of business services to the automotive sector) through the input-output frameworks
embedded in the model dataset, as well as the inter-sectoral reallocation of labour and capital in
line with comparative advantage (often referred to as “general equilibrium” effects). At the same
time, as noted above, much of the action in response to trade and investment policy change
happens at the firm level, which puts CGE models at a disadvantage since they reflect firm-level
effects (including behaviour conditioned by industrial structure) at only a very abstract level.

In a similar vein, CGE models cannot anticipate the future reshaping of the international industrial
landscape due to macroeconomic trends, exchange rate shifts, technological change and the evolution
of individual countries’ comparative advantage in response to the countless policy changes
affecting investment, education and economic policy frameworks that are constantly being made
worldwide. The impact of a program of trade and investment liberalisation and investment on the
EU and Canadian economies thus cannot take into account how well any specific industry in either
jurisdiction will adapt a decade or two hence — the time frame over which a timely program of EU-
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Canada trade liberalisation and facilitation would take place — to the world that has been re-shaped
by the impact of a vast number of developments as yet unforeseen. As such, caution should thus be
used when interpreting the sectoral results of CGE model simulations in a forward-looking sense.

The sectoral trade impacts in the simulation are shaped by the initial level of protection with
which domestic industries are sheltered or face in the partner jurisdiction, the extent to which
trade costs due to non-tariff measures are lowered, and the extent to which a particular industry
benefits from lower input prices due to liberalisation in other sectors.

Bearing in mind the general caveats outlined above, the sectoral impacts that emerge from the
simulation conform in broad outline to a priori expectations. Considering first only industrial
and services sectors, while the industrial trade gains are larger than services gains for both the
EU and Canada, the EU gains are proportionately greater in its area of major comparative
advantage, services and Canada’s proportionately greater in its area, industrial goods.

Table 2.12 Export Gains for the EU and Canada, Industrial Goods and Services (in
Millions of Euros)

Canadian Exports to EU27 EU27 Exports to Canada

Base % Value Base % Value

values changes changes values changes changes
Total industrial goods and services 38,879 16.5% 6,427 68,165 16.8% 11,474
Industrial goods 23,426 18.1% 4,233 31,390 21.2% 6,644
Services 15,453 14.2% 2,194 36,775 13.1% 4,829
Shares of total industrial goods and services
Industrial goods 60.3% 65.8% 46.1% 57.9%
Services 39.7% 34.1% 54.0% 42.1%

Table 2.13 details the individual bilateral sectoral trade impacts from EU-Canada trade and
investment liberalisation and facilitation. Overall, for the EU the leading sectors in terms of the
increase in value of exports are processed foods, chemicals, machinery and equipment, and
transportation services. Strong gains are also made in value terms in business services, motor
vehicles and parts, domestic trade, insurance and consumer services. For Canada, the leading sectors
are processed foods, primary agriculture, metals, transportation services, transport equipment and
machinery and equipment. Chemical products, business services, motor vehicles and parts and
electronic equipment are other sectors that make solid bilateral export gains. It is noteworthy that a
number of sectors are among the leaders in terms of bilateral trade gains for both the EU and Canada.

Decomposing the sectoral trade impacts according to trade policy instruments (tariff reductions,
services trade liberalisation and reduction of goods sector NTBs) reveals that for services, the
main source of trade impacts is from services sector liberalisation. However, for a number of
goods sectors, important contributions to trade gains also come from services sector
liberalisation and from reduction of non-tariff barriers in addition to the impacts from tariff
elimination (including importantly the automotive’® and several metals sectors).

7 The predicted impact on Canadian motor vehicle and parts exports may be overstated, as it does not fully account for
the highly-integrated nature of the North American automotive industry, nor the high degree of intra-firm services
trade. While the simulation attempts to address the potential barrier to Canadian preferential market access created by
the high value content rules of origin generally adopted by the EU (e.g. under the Chile-European Community
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Table 2.13 Change in Bilateral Exports (value) — 2014 Baseline (in Millions of 2007 Euros)

Canadian Exports to EU27 EU27 Exports to Canada

Base values | % changes | Value changes | Base values | % changes | Value changes
Primary agriculture 1,892 41.8 791 365 6.3 23
Processed foods 963 141.7 1,365 1,708 326.2 5,571
Forestry 60 3.7 2 4 1.5 0
Fishing 146 16.1 23 68 9.2 -6
Coal 809 -0.1 -1 13 1.0 0
0il 27 -0.8 0 1,861 1.4 26
Gas 2,897 -0.3 -8 0 0.9 0
Minerals 3,670 2.1 -77 135 6.8 9
Beverages & tobacco 66 17.8 12 1,095 14.7 161
Textiles 156 73.6 115 532 70.2 373
Wearing apparel 158 60.0 95 430 62.5 269
Leather products 16 333 5 464 32.8 152
Wood products 433 16.7 72 764 30.7 235
Paper products, publishing 1,655 9.8 161 889 8.9 79
Petroleum, coal products 1,005 60.2 605 487 73.8 359
Chemical products 1,610 34.5 555 6,923 28.1 1,948
Mineral products 119 19.7 23 625 22.2 138
Ferrous metals 242 18.1 44 914 15.3 140
Metals 2,935 29.3 861 288 19.4 56
Metal products 228 26.7 61 856 31.6 271
Motor vehicles & parts 885 28.8 255 3,453 18.3 631
Transport equipment 2,563 23.1 592 2,332 7.9 183
Electronic equipment 931 22.9 213 631 15.5 98
Machinery & equipment 2,558 22.7 580 7,798 16.9 1,319
Other manufactures 256 16.9 43 830 24.4 203
Total goods 26,281 24.3 6,389 33,463 36.6 12,239
Utilities 337 19.8 67 313 17.3 54
Construction 66 45.7 30 257 42.9 110
Domestic trade 1,047 19.9 208 3,170 21.0 665
Transportation 3,487 23.6 823 5,591 20.1 1,122
Comm. & info. Services 1,135 10.3 117 1,523 9.6 146
Financial services 666 14.9 99 2,386 15.1 437
Insurance 1,167 18.1 211 3,397 18.6 632
Other business services 5,350 5.8 311 14,263 6.3 903
Consumer services 1,214 17.2 209 4,008 14.2 569
Public services 985 12.1 119 1,368 14.0 192
Total services 15,453 14.2 2,194 36,775 13.1 4,829
TOTAL EXPORTS 41,735 20.6 8,583 70,238 243 17,068

agreement, the value of non-originating materials cannot exceed 40% of the export price), this may not sufficiently
factor in the highly integrated nature of the North American automotive industry, in particular for motor vehicles. In
addition, the model predicts that half of gains in the Canadian auto sector would come from transatlantic services
trade liberalisation. However, services purchased by Canadian vehicle assemblers are primarily intra-firm, and EU-
Canada services liberalisation might not affect intra-firm transactions between foreign parent companies (e.g. United
States, Japan) and their Canadian subsidiaries.
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Sectoral Output Impacts

The tables below provide the detailed impacts of EU-Canada trade liberalisation and facilitation
on EU and Canadian sectoral output (Tables 2.14 and 2.15, respectively), with the impacts
decomposed by trade policy instruments (tariff reductions, services trade liberalisation and
reduction of goods sector NTBs).

Several observations may be made on these figures. First, in percentage terms the impacts on
Canadian sectors are consistently larger than on EU sectors, a simple reflection of the relative
sizes of the two economies.

Second, the Canadian sectors experiencing the largest output gains in percentage terms are
industrial sectors, such as metals, transport equipment, and electronic equipment. Several
Canadian service sectors, including business services and communications and information
services, experience small percentage output increases. The EU industrial sectors with the largest
output gains in percentage terms are processed foods, leather and apparel products, beverages
and tobacco products, and chemical products. The EU services sectors all expand with the
insurance services taking the lead. This is consistent with the strong global performance of EU
services sectors.

For goods sectors, tariff elimination accounts for a significant portion of sectoral output changes
but those goods sectors that draw heavily on services as inputs are also affected significantly by
service sector liberalisation, which reduces their input costs. In services, however, own-sector
liberalisation (i.e. liberalisation within the sector itself) is consistently the most important factor
driving output change. That being said, for many Canadian service sectors, the negative impacts
of own-sector liberalisation are mitigated by liberalisation in goods sectors.

It should be noted that the ultimate impact on sectoral output cannot be simply inferred from the
change in bilateral trade in that sector. The effects of the trade policy changes on the cost
competitiveness of the sector can strengthen it in global terms (e.g. in competing with third
country imports in the domestic market as well as in exports to third country markets).

Finally, both positive and negative impact figures must be understood as being gradually realised
due to phase-in of the relevant policy changes. Moreover, these changes come on top of other
trends and developments affecting the particular sectors. Sectors that are expanding for other
reasons may, therefore, expand somewhat faster or somewhat slower because of the policy
change, while declining sectors may experience a slowdown or acceleration in the rate of
decline.
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Table 2.14 Percentage Change (%) in EU Output (Quantity Index) — 2014 Baseline — Long-
run Impacts*

Tariff Services trade | NTBs in goods Total change
reductions liberalisation
Primary agriculture 0.0 0.0 0.0 0.0
Processed foods 0.0 0.5 0.0 0.6
Forestry 0.0 0.0 0.0 0.0
Fishing 0.0 0.0 0.0 0.0
Coal 0.0 0.0 0.0 0.0
Oil 0.0 0.0 0.0 0.0
Gas 0.0 0.0 0.0 0.0
Minerals 0.0 0.0 0.0 0.0
Beverages & tobacco 0.0 0.1 0.0 0.1
Textiles 0.0 0.1 -0.1 0.1
Wearing apparel 0.0 0.1 0.0 0.1
Leather products 0.1 0.2 0.0 0.3
Wood products 0.0 0.0 0.0 0.1
Paper products, publishing 0.0 0.0 0.0 0.0
Petroleum, coal products 0.0 0.0 0.0 0.1
Chemical products 0.1 0.0 0.0 0.1
Mineral products 0.0 0.0 0.0 0.1
Ferrous metals 0.0 -0.1 0.0 -0.1
Metals -0.4 -0.2 -0.1 -0.7
Metal products 0.0 0.0 0.0 0.0
Motor vehicles & parts 0.0 0.0 0.0 0.0
Transport equipment -0.1 -0.3 -0.1 -0.4
Electronic equipment 0.0 -0.2 0.0 -0.2
Machinery & equipment 0.0 -0.1 0.0 -0.1
Other manufactures 0.0 0.0 0.0 0.0
Utilities 0.0 0.0 0.0 0.0
Construction 0.0 0.0 0.0 0.1
Domestic trade 0.0 0.0 0.0 0.1
Transportation 0.0 0.0 0.0 0.1
Comm. & info. services 0.0 0.0 0.0 0.0
Financial services 0.0 0.0 0.1 0.1
Insurance 0.0 0.0 0.1 0.1
Other business services 0.0 0.0 0.0 0.1
Consumer services 0.0 0.0 0.0 0.1
Public services 0.0 0.0 0.0 0.1

* Rounding off of figures may result in a slight discrepancy in the total.
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Table 2.15 Percentage Change (%) in Canadian Output (Quantity Index) — 2014 Baseline —
Long-run Impacts

Tariff Services trade | NTBsin goods | Total change
reductions liberalisation
Primary agriculture 0.2 0.0 0.0 0.2
Processed foods -6.0 0.0 -0.1 -6.0
Forestry -0.1 0.0 -0.2 -0.2
Fishing -0.2 0.0 0.0 -0.2
Coal 0.0 0.0 0.0 0.0
Oil 0.0 0.0 0.0 0.0
Gas 0.0 0.0 0.0 0.0
Minerals 0.4 0.3 0.6 1.3
Beverages & tobacco -0.5 0.2 -0.5 -0.8
Textiles 1.4 0.1 0.0 1.5
Wearing apparel 2.8 -0.1 0.5 3.1
Leather products -2.8 0.2 2.2 -4.9
Wood products -0.1 0.0 -0.4 -0.5
Paper products, publishing -0.2 0.3 0.1 0.2
Petroleum, coal products 0.4 0.2 0.2 0.8
Chemical products 0.4 1.2 -1.0 0.6
Mineral products -0.1 0.4 -0.4 -0.1
Ferrous metals 1.4 1.4 -1.0 1.8
Metals 3.2 1.7 6.1 11.0
Metal products 0.4 0.7 -0.4 0.7
Motor vehicles & parts 2.8 2.7 -0.3 52
Transport equipment 3.0 0.9 3.5 7.3
Electronic equipment 1.0 0.8 3.8 5.6
Machinery & equipment 1.2 0.5 0.1 1.8
Other manufactures -0.1 0.3 -0.3 -0.2
Utilities 0.3 0.3 0.4 1.0
Construction 0.2 0.3 0.2 0.7
Domestic trade 0.2 0.1 0.1 0.3
Transportation 0.0 -0.4 0.0 -0.4
Comm. & info services 0.1 0.0 0.0 0.1
Financial services 0.1 -0.3 0.0 -0.2
Insurance 0.2 -1.5 -0.1 -1.4
Other business services 0.2 -0.1 0.0 0.1
Consumer services 0.2 -0.6 0.0 -0.4
Public services 0.1 0.2 0.1 0.4
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2.4 Additional Factors Affecting EU-Canada Trade and Investment

To complement the analysis in sections 2.1, 2.2 and 2.3, the study looks at a handful of areas that
are less quantifiable in an attempt to capture in more detail some of the additional factors that
affect the EU-Canada relationship. In particular, the study focuses on labour mobility, government
procurement, electronic commerce, intellectual property rights and telecommunications services.
The analysis suggest that expanded opportunities for both EU and Canadian companies could
result from enhanced collaboration in some such areas, in addition to the removal of existing
barriers to trade and investment.

2.4.1 Labour Mobility

Globalisation and increasing international economic interdependence have resulted in large
cross-border flows of workers. In response, governments are increasingly developing policies to
facilitate the entry of skilled professionals in order to efficiently manage labour markets and
boost economic competitiveness and labour productivity. A significant component of the bilateral
economic activity between the EU and Canada involves the movement of people across the
Atlantic. For instance, in 2006, some 27,000 workers entered Canada from EU Member States,
in particular France, Germany, Ireland and the United Kingdom, representing 24% of Canada’s
total temporary foreign workers.”

In the context of this study, labour mobility refers exclusively to the movement of business
persons across borders to work on a temporary basis. This encompasses issues at the border
such as authorisation requirements for temporary entry, work permits and labour market tests,
as well as behind the border issues such as licensing or accreditation. These are key
determinants to the ease with which business people can enter to perform business activities
related to investment and the trade of services and goods.

The Benefits of Labour Mobility

Temporary entry is one of the key modes of supply for services trade and is mostly prevalent in
sectors such as legal services, engineering and integrated engineering services, architectural
services, management consulting services, energy services and environmental services. When
one discusses labour mobility, ultimately reference to service providers is made. The global
services market as a whole has been growing steadily — in terms of gross domestic product
(GDP), trade, investment and, therefore, employment. Furthermore, services are on balance more
knowledge-intensive than other sectors and, as such, employ proportionately many more well-
educated workers than other industries. In Canada, workers originating from the EU are
primarily professionals (40%) or technical and skilled technicians (34%).

3 Comparable data is not collected by the EU for Canada.
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The European Commission has stated that labour mobility “will prove crucial to satisfying current
and future labour market needs and thus ensure economic sustainability and growth.”’* It should be
recognised that market conditions such as labour shortages are present and even increasing in both
the EU and Canada.”” Temporary labour mobility, particularly in complementary rather than
competing economies, can help to alleviate the skills shortages being faced in both economies.
Labour mobility also allows factors of production to be allocated more efficiently in both the
sending and receiving country and thus leads to mutually beneficial welfare gains. As such, it can
address not only labour shortages but also can ease labour market pressure in cases where the
domestic labour market is unable to absorb its supply of skilled labour.

A well planned and managed temporary entry regime between the EU and Canada could allow
the two economies to harness complementarities in their labour markets. It could build greater
economic efficiency and productivity via quicker growth in human capital (for example by
avoiding redundancies in innovation) and more efficient allocation of skills. The temporary
movement of workers could introduce flexibility into labour markets, along with greater
geographic and functional mobility.

A number of studies examining both temporary and permanent movement of workers have found
evidence of a positive correlation between labour mobility and trade. A 2002 World Trade
Organisation (WTO) study, which examined only Mode 4 temporary entry of natural persons,
found a positive relationship between increases in Mode 4 flows and increases in exports.”®
These results support theories proposing that trade and movement of workers are
complementary, positively-associated variables, rather than substituting variables. In an
interdependent world, mobile temporary workers serve as intermediaries and information
conduits, transmitting knowledge of business opportunities, contacts, cultural nuances, laws and
business practices, which lowers transaction costs and facilitates more efficient trade and
investment. They also bring preferences for goods produced in their home countries, which can
stimulate home country exports.”” A 2004 WTO study termed these trade stimulating effects of
the temporary movement of business persons as “preference effects”, “information effects”,

which reduce matching and network searching costs, and “contract enforcement effects”.”®

Labour mobility not only boosts competitiveness through interdependent and specialised value
chains and increased trade in goods; it also has a positive impact on investment between sending
and receiving countries through corporate investment and individual entrepreneurship. By

™ European Commission, Communication from the Commission — Policy Plan for Legal Migration, 21 December
2005, Section 1.2.

” OECD, Working Party of the Trade Committee, “Service Providers on the Move: A Closer Look at Labour Mobility
and the GATS,” TD/TC/WP(2001)26/FINAL, 20 February 2002, p. 13.

7® Marion Jansen and Roberta Piermartini, “The Impact of Mode 4 on Trade in Goods and Services,” WTO Economic
Research and Statistics Division, Staff Working Paper ERSD-2004-07, November 2004, p. 13. For additional
information on the different services Modes, please see sub-section on Factors Affecting Trade in Services above.

77 See for example: L. Alan Winters, “The Economic Implications of Liberalising Mode 4 Trade,” Paper prepared for
the Joint WTO-World Bank Symposium on ‘The Movement of Natural Persons (Mode 4) under the GATS’, WTO,
Geneva, 11-12 April 2002, pp. 5-6; and Theodora Xenogiani, “Migration Policy and its Interactions with Aid, Trade,
and Foreign Direct Investment Policies: A Background Paper,” Working Paper No. 249, OECD Development Centre,
June 2006, pp. 34-35.

" WTO, World Trade Report 2004: Exploring the Linkage between Domestic Policy Environment and International
Trade (2004), p. 50.
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examining foreign direct investment (FDI) and the temporary movement of people, the WTO
found that a 10% increase in temporary movement correlated to an 8% increase of inflows and
7.1% of outflows of FDI.” Economic theory suggests this correlation is due in part to the diffusion
of knowledge of market opportunities (information effects) and business laws and practices
(contract enforcement effects), which can lead to entrepreneurship growth in both the host and
home countries. On a corporate scale, companies investing in new markets prefer to bring key
personnel with them to set up the venture in order to impart company culture, standards and
practices. Even after establishment, specific personnel may be required for special projects.

The increased human flows with the movement of temporary workers create various networks
linking individuals, firms and economies. For the host country, mobility of highly skilled
workers can offer greater innovation capacity and increased stocks of human capital. The
exchange of peoples can facilitate the transfer of new skills, ideas, information, technology and
networks that can boost economic activity. The importance of accumulating human capital
through labour mobility policies has been recognised at the EU and Member State levels, and has
led to the reorientation of many Member States’ migration policies.® These changes help address
the private sector’s need for a transparent and predictable environment in which to conduct
business with respect to labour mobility.

There is a range of viable options available to governments to facilitate labour mobility. These
instruments can vary in their complexity and degree of liberalisation, from relatively simple
exercises such as improving transparency through websites or harmonisation of domestic
regulations to more complex models such as creating a working group to monitor and discuss
temporary entry issues, or to liberalising entry by negotiating substantive provisions on
temporary entry in the context of a comprehensive trade agreement.

EU Domestic Regulations

The rules regarding the entry of a Canadian business person into most EU Member States for
stays of less than a three- to six-month period are governed by the Schengen acquis® with respect
to requirements relating to visas. A Member State may, in addition, require a work permit. Entry
is conditioned upon the following criteria: possession of a valid travel document; justification of
the business purpose and conditions of the intended stay; proof of sufficient means of subsistence
for the duration of stay, as well as for the return to the country of origin; the absence of an alert

7 Jansen and Piermartini, op cit, p. 17.

% Rainer Miinz et al., “What are the migrants’ contributions to employment and growth? A European approach,”
HWWI Migration Research Group, January 2007, p. 14.

¥ Once a business person has spent three months in the Schengen area, he/she must leave the area for three months
in order to be granted entry anew for another three months. It is important to note that although Denmark has signed
the Schengen Agreement, it can choose within the EU framework whether or not to apply any new decision taken
under the agreement. The UK and Ireland have not signed up to the Schengen Convention and, therefore, decide on
their involvement on a case by case basis, such as requesting to apply some of the Schengen provisions on police
and judicial cooperation in criminal matters. See eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2000:239:
0001:0473:EN:PDF.

65



on the Schengen Information System; and the determination that no threat to public policy,
internal security, public health or the international relations of any Member State exists.*

The rules relating to the temporary entry of third-country nationals into the EU are determined
by the laws of the individual Member States. Therefore, a foreign temporary worker must review
the laws of the Member State that he or she wishes enter. Each Member State has diverse legal
instruments and national procedures. Among the reported difficulties in determining the
requirements for admission is the lack of transparency and datedness of the information publicly
available in many Member States, together with the fact that definitions and terminology vary
greatly between the Member States.

Intra-EU Mobility

By Directive 2005/36/EC of the European Parliament and of the Council of 7 September 2005 on
the recognition of professional qualifications, the EU consolidated and modernised the
Community law on regulated professions.* The law took effect 20 October 2007, the deadline
for each Member State to transpose the new law into their national legislation. This Directive
applies to all Member State nationals wishing to practise a regulated profession in a Member
State other than that in which they obtained their professional qualifications, on either a self-
employed or employed basis.

The new directive maintains the three main systems of recognition:

1. Directive 2005/36/EC grants automatic recognition of the professional titles of doctors,
dentists, nurses, midwives, pharmacists, veterinary surgeons and architects on the basis of
harmonised minimum training requirements laid down in that directive.

2. The Directive provides for a similar automatic recognition approach for various activities
of craft, commerce and industry sectors listed in one of its annexes. In contrast to the first
system, this approach is based on the recognition of consecutive periods of experience
and skills (and not just on the possession of formal qualifications or diplomas).

3. The Directive provides for general rules applying to all other regulated professions and
situations not covered by the above-mentioned systems. Under these rules, called
“general system”, access to a profession shall be granted to a professional who is fully
qualified for the profession in question in another Member State. However, if the
duration or the content of training of a migrant differs substantially from those required in
the host Member State, compensatory measures can be imposed on the migrant, i.e. either
an adaptation period or an aptitude test.

%2 Regulation (EC) No 562/2006 of the European Parliament and of the Council of 15 March 2006 establishing a
Community Code on the rules governing the movement of persons across borders (Schengen Borders Code); eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=Regulation&an_doc=200
6&nu_doc=562.

% See eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2005:255:0022:0142:EN:PDF; Corrigendum to Directive
2005/36/EC, eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2007:271:0018:0019:EN:PDF. The new law
abrogates 15 prior Directives covering all recognition rules, except for those applicable to lawyers, activities in the
field of toxic substances, and commercial agents.
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The Directive provides for various rules on third country qualifications held by EU citizens.
Each Member State may permit Member State nationals holding third country qualifications to
pursue a regulated profession in accordance with its rules. However, in case of those professions
for which EU law provides for minimum training conditions, the recognition shall respect these
conditions. Third country qualifications are considered to be equivalent to EU qualifications only
if the holder has three years of professional experience in the Member State which has
recognised these qualifications. Such qualifications are subject to the general system of the
Directive (see above) when a second recognition in an EU Member State is requested.

Under certain conditions, third country nationals can benefit from EU law on the recognition of
professional qualifications, for instance if they have the status of a long term resident under
Directive 2003/109/EC or if they are family members of an EU citizen within the meaning of
Directive 2004/38/EC. Both directives provide for equal treatment with EU nationals which means
that once they obtained their first recognition in one EU Member State (on the basis of a bilateral
agreement or other) and once they have worked in this EU Member State for three years, their third
country professional qualification is considered equivalent to a qualification emanating from the
EU. If a third country worker then leaves this EU Member State of first entry, the second Member
State where he moves has to apply the system of recognition of professional qualifications as laid
down in Directive 2005/36/EC to this “third country qualification”.

The most important innovation of the Directive is the new regime to facilitate the provision of
services, namely the right of a national of one Member State to pursue his or her profession on a
temporary and occasional basis in another Member State without having to apply for recognition
of qualifications.® Pursuant to these rules, a Member State shall not, as a matter of principle,
restrict, for any reason relating to professional qualifications, the free provision of services in the
Member State if the service provider legally exercises the same profession in another Member
State.

However, the professional is subject to the rules and regulations of the host Member State that
are directly connected to professional qualifications, such as malpractice and disciplinary
provisions (Article 5, section 3). In addition, the first time the service is to be provided, the host
Member State may require that the professional inform the host Member State in advance of the
details of insurance coverage for professional liability (Article 7, section 1). The professional
may also be required to submit the following documents: proof of nationality; an attestation that
the professional is legally entitled to practice in the original Member State; evidence of
professional qualifications; proof that the professional has practised this profession for at least
two years during the previous ten years if the original Member State does not regulate this
profession; and, for professions in the security sector, evidence of no criminal convictions
(Article 7, section 2). Exceptionally, a prior check of qualifications is allowed in case of
regulated professions having public health or safety implications.

The new Directive also provides for closer administrative cooperation and collaboration between
the competent authorities of the Member States.

% Whether the service is temporary and occasional is to be determined on case by case basis, with particular
attention to the duration, frequency, regularity and continuity of the service being provided. Directive 2005/36/EC,
Article 5, section 2.
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Canadian Domestic Regulations

The federal government’s Temporary Foreign Worker Program (TFWP) allows eligible foreign
workers to work in Canada for an authorised period of time if employers can demonstrate that
they are unable to find suitable Canadians or permanent residents to fill the jobs and that the
entry of these workers will not have a negative impact on the Canadian labour market. This is
assessed through the implementation of a labour market opinion. In 2007, over 120,000 foreign
workers entered Canada to work temporarily in jobs that help Canadian employers address skill
shortages, or meet program or international trade commitments.

There are a number of instances where a work permit is not required, and hence no labour market
opinion is necessary. For example, business visitors do not need work permits in order to come
to Canada to engage in international business activities without directly entering the Canadian
labour market. Other categories of workers who do not require a work permit include: foreign
representatives and their family members, military personnel, foreign government officers,
students working on campus, performing artists, athletes and coaches, news reporters, public
speakers, convention organisers, clergy, judges and referees, examiners and evaluators, expert
witnesses or investigators, healthcare students, civil aviation inspectors, accident or incident
investigators, crew members, and emergency service providers.

The Government of Canada works with officials from the provinces and territories to ensure that
the TFWP is responsive to regional skills and labour shortages while preserving program integrity.
Officials from the provinces and territories also play a critical role in the development of labour
market opinions through the provision of provincial and territorial labour market data, including
information on wages, skills and labour shortages, and provincial and territorial labour standards.

The Government of Canada also works with Canadian employers and industry associations to
better understand the current and emerging needs of the labour market. These stakeholders also
provide the Government of Canada with information on how the TFWP could be improved.

Inter-provincial Labour Mobility

Although encouraging progress has been achieved, inter-provincial barriers to labour mobility in
Canada continue to exist. These barriers are usually based on provincial and territorial
differences in licensing and qualifications recognition policies which can hinder the inter-
provincial labour movement in regulated occupations across the country, affecting Canadian and
internationally trained workers.

While the Government of Canada provides federal presence and leadership to improve inter-
provincial labour mobility, each province and territory has responsibility for the regulation of
occupations (professions and trades). For many occupations, provincial and territorial
government have delegated the authority to regulate to regulatory bodies. There are over 440
occupational regulatory bodies in Canada, representing millions of workers in more than 100
different occupations.
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The Agreement on Internal Trade (AIT) provides the basis for moving forward on improving
labour mobility. Federal, provincial and territorial governments signed the AIT in 1994, with the
objective of improving the flow of workers, investments, goods and services across Canada. The
federal, provincial and territorial governments recently committed to full labour mobility for
workers within Canada by 1 April 2009.

Stakeholders

Stakeholders in both the EU and Canada have expressed a clear interest in improving the
facilitation of their business persons in each other’s markets as well as in foreign markets. In
particular, members of the business community, crown corporations, non-governmental
organisations and the general public have expressed concerns over long processing times and
difficulty obtaining relevant information on specific types of visas or work permits required or
indeed if work permits are required at all. A number of organisations and groups have expressed
a sense of urgency to advance this component of the EU-Canada relationship including the
European Services Forum, BUSINESSEUROPE (Europe’s leading business association), the
Canadian Council of Chief Executives (CCCE), the Canadian Chamber of Commerce (CCC) and
the Canada Europe Roundtable for Business (CERT).*

The European Services Forum has stressed that the movement of natural persons via Mode 4, i.e.
moving skilled business personnel within a company (intra-corporate transferees) and temporary
entry for clients should be addressed more directly in the General Agreement on Trade in
Services (GATS) negotiations. BUSINESSEUROPE would like to see a stronger economic
relationship between the EU and Canada, including an agreement facilitating the temporary
admission of key business personnel and service suppliers and progress toward mutual
recognition of professional qualifications.®®

CEPLIS has noted a keen interest in labour mobility with Canada. The barriers to entry into
Canada that CEPLIS would like to see removed are: reduction in administrative burdens for
short-term contracts; and a review of the immigration system to better reflect shortages in the
market for highly skilled workers.®” Furthermore, CEPLIS would be favourable to improving
recognition of professional qualifications in bilateral negotiations.

CCCE and CERT, speaking on behalf of their membership at large, have continually advocated
for improved labour mobility so that measures are taken to ensure mobility of skilled personnel
and service providers as well as mutual recognition of professional qualifications.®® These

%5 BUSINESSEUROPE is Europe’s largest business association (www.businesseurope.eu). CEPLIS, the only inter-
professional association representing the liberal professionals at the EU-level, is an agreed organisation of the European
Economic and Social Committee (www.ceplis.org). CCCE is a not-for-profit, non-partisan organisation composed of
the CEOs of Canada’s leading enterprises (www.ceocouncil.ca). CCC’s 170,000 members reflect a strong, diverse
network from all sectors and all regions of Canada (www.chamber.ca). CERT is the leading association dedicated to
creating business opportunities between Canada and the EU (www.canada-europe.org).

% See trade.ec.europa.eu/doclib/docs/2008/february/tradoc_137984.pdf and the joint letter written by
BUSINESSEUROPE and CCCE on 15 May 2007 to Prime Minister Harper, Chancellor Merkel and President
Barroso in preparation for the June 2007 EU-Canada Summit in Berlin (available at www.businesseurope.eu).

¥ David Anciaux, Policy Officer, CEPLIS (14 March 2008).

% See www.ceocouncil.ca/publications/pdfitest_ef8e56ca29ae7c73e9a0fd2449ad39cf/Business_Leaders_Strongly
Endorse Transatlantic Economic Partnership Joint News Release July 17 2008.pdf.
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associations as well as others have expressed that improved labour mobility should be one of the
EU and Canada’s top priorities in the liberalisation of the bilateral relationship.

In the context of the Government of Canada’s private sector industry consultations on the GATS
negotiations, several services sectors were highlighted as being priorities for Canadian business
in the EU market. These sectors include professional services, distribution services,
environmental services, and logistics services. Moreover, temporary entry was specifically
identified as a key mode of supply for many of these sectors, particularly professional services
and environmental services, and a priority interest for Canadians doing business with EU
Member States. Most of the comments received from Canadian stakeholders relate to long
processing times and difficulty obtaining relevant information on specific types of visas or a
work permit required or indeed if a work permit is required at all.

Multilateral and Bilateral L.abour Mobility Commitments

Multilateral Commitments

Both the EU and Canada have taken obligations on the temporary entry of business persons in
the context of their trade agreements at the multilateral (WTO), regional and bilateral levels. The
EU and Canada are signatories to the GATS at the WTO and as such enjoy the facilitated access
for temporary entry each party has committed to under the GATS (Mode 4). As temporary entry
is one of four modes of supply for the provision of services, it is considered an integral element
of the GATS negotiations.

In the context of the GATS, the European Community’s current commitments provide coverage
for intra-corporate transferees, business visitors and contract service suppliers (employees of an
enterprise person) for identified sectors. The European Community does not require compliance
with a labour market test prior to entry. Canada has taken commitments for three broad
categories: business visitors, intra-corporate transferees, and professionals (both contract service
suppliers and independent professionals).

During the Doha Round, the European Community’s initial and revised offers reflect some
liberalisation for the movement of business persons. First, the European Community has offered
commitments for independent professionals. It also expanded the number of sectors covered by
its commitments on contract services suppliers. The commitments for professionals are subject to
the application of a numerical ceiling, which is yet to be determined. Further improvements in
the European Community offer include expanding coverage of intra-corporate transferees to
graduate trainees. In all these cases, EU and national working conditions, minimum wage
requirements, and any collective wage agreements continue to apply.

Canada has tabled two offers, which reflect several improvements in Mode 4. In its initial offer,
Canada modified its commitments on professionals to differentiate between contract service
suppliers (employees of an enterprise person) and independent professionals (self-employed
professionals). It has offered to increase the length of stay for business visitors, executives,
managers and professionals. Canada is also offering to facilitate the temporary entry of after-
sales and after-lease service providers in the business visitor category and has added senior
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computer specialists to the professional category. Canada has also added a new category which
facilitates the entry of spouses and common-law partners of intra-corporate transferees and
professionals.

Canada’s revised offer includes a new category of intra-corporate transferees, which will
facilitate the temporary entry of individuals coming to Canada for career development purposes.
In addition, Canada has broadened its commitments for senior computer specialists to include the
wider category of information communications technology professionals. Furthermore, Canada
has removed limits on the number of senior computer specialists permitted to enter the country to
work on a given project. Canada has also added management consultants to the list of
professions covered.

Bilateral and Regional Agreements

To date, Canada has used two different approaches in its bilateral and regional free trade
agreements (FTAs). On the one hand, Canada has negotiated agreements which have included a
comprehensive, reciprocal stand-alone chapter on the temporary entry of business persons. On
the other hand, it has negotiated agreements whereby the temporary entry chapter is simply
hortatory in nature, reaffirming each Party’s existing GATS commitments.

In the bilateral or regional trade agreements where Canada has taken a comprehensive approach
to temporary entry, such as in the North American Free Trade Agreement (NAFTA) and the
Canada-Chile Free Trade Agreement (CCFTA), Canada’s commitments are substantially more
liberal in terms of scope and coverage than the commitments it has taken in the GATS. The intra-
company transferee and professional categories are comparable to the GATS categories;
however the coverage of the professional category is substantially broader in its bilateral trade
agreements compared to the GATS. In both the NAFTA and CCFTA, Canada has listed 64
professions to be covered by the agreements.

The EU has used a different methodology from Canada in its bilateral and regional trade
agreements with respect to trade in services, namely a positive list approach, which is the same
methodology used in the GATS. As such, its commitments on temporary entry in the bilateral
and regional context are consistent with what it has committed to in the GATS with respect to
scope and structure.

Foreign Credential Recognition

The shift to knowledge-based economies means an ever-increasing demand in both the EU and
Canada for well-educated and skilled workforces. As noted above, foreign credential recognition
is a key behind-the-border issue affecting the ease with which business people can enter a
country to perform business activities, be they related to investment or to trade in goods and
services.
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Foreign Credential Recognition in the EU

The regulation of professions is the competence of individual EU Member States, apart from the
professions of doctor, dentist, nurse responsible for general care, midwife, pharmacist, veterinary
surgeon and architect, for which EU law provides for minimum training requirements.
Accordingly, foreign qualifications need to be recognised in each Member State by the
competent national authorities. Also, third country nationals wishing to work in the EU need to
be recognised by each Member State according to its national rules and procedures.

The recognition of foreign diplomas and the assessment of foreign diploma certificates for third-
country workers are subject to different procedures in different Member States. In at least one
Member State, the recognition of diplomas and certificates depends upon the existence of an
international agreement with the worker’s country of origin, while in other Member States, there
is no difference between foreign qualification recognition of third country workers and those of
nationals.

Foreign Credential Recognition in Canada

A multitude of players are involved in the assessment of skills and credentials to recognise,
certify, register and/or license applicants. Few professional bodies or employers have systematic
approaches to assessing or recognising foreign credentials. Requirements and procedures vary by
jurisdiction.

Shared jurisdictional responsibilities have implications for the assessment of foreign credentials.
The federal government’s role is situated within its responsibilities for the immigration system,
labour market policies, and for providing leadership and national tools to strengthen the
economic union, addressing issues that span provincial and territorial jurisdictions. Provincial
and territorial governments have jurisdiction over the regulation of skilled trades and most
professions, and have delegated authority to provincial regulatory bodies to regulate most
professions, including determining their licensing and certification requirements. For non-
regulated occupations, recognition of credentials is left to employers’ discretion.

Canada addresses foreign credential recognition issues through four principal initiatives:
Citizenship and Immigration Canada’s Foreign Credential Referral Office (FCRO); Human
Resources and Social Development Canada’s Foreign Credential Recognition (FCR) Program;
Health Canada’s Internationally Educated Health Professionals Initiative (IEHPI); and the
Government of Canada Going to Canada Immigration Portal. Additionally, Canada operates the
Canadian Information Centre for International Credentials (CICIC), a unit of the Council of
Ministers of Education — Canada (CMEC),*” which assists individuals, employers, professionals
and organisations with issues related to foreign credential recognition.

% More information on these programs can be found at www.credentials.gc.ca and www.cmec.ca.
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Mutual Recognition Agreements

International mutual recognition agreements (MRAs) govern professional recognition between
two or more countries. In theory, mutual recognition covers the various components of
professional qualifications, including professional education through diplomas or degrees,
professional experience, formal licensing and certification requirements, examinations and
membership in a professional association. In an international trade context, MRAs are aimed at
facilitating the mutual recognition of foreign credentials and experience with the aim of making
international trade commitments for the movement of professionals more meaningful.

In the Canadian context, the recognition and licensing of professionals is the sole responsibility
of provincial and territorial governments and self-regulated professional associations. The
Government of Canada can only encourage and support the negotiation of MRAs between
professional bodies through the development of appropriate frameworks and provisions
contained in its international trade agreements. Canada’s current approach toward mutual
recognition in its existing FTAs (NAFTA, Canada-Chile FTA) and ongoing FTA negotiations
entails the inclusion of non-binding and voluntary guidelines, which provide practical guidance
for professional bodies entering into MRA negotiations. This framework is valuable in
encouraging professional bodies to undertake negotiations with their respective counterparts in
order to build on the increased market access made available to service suppliers through the
implementation of the FTA.

Canada’s professional bodies, particularly those with strong export orientation, are strong
supporters of discussions on recognition in the context of international trade negotiations. In the
context of ongoing negotiations, the Government of Canada frequently consults with national
professional associations regarding their potential interests in discussing recognition-based
initiatives with their counterparts in certain countries or regions. Nevertheless, it is ultimately up
to the professional bodies to decide what is in their interest and whether to proceed with
negotiating an MRA.

In Canada, most international MRAs are signed by the national professional associations on
behalf of the provincial and territorial regulatory bodies. The ratification and implementation
process of the MRA is then dependent on the provinces and territories accepting and adopting
the agreement and applying the principles to their licensing functions. Some provincial and
territorial bodies have also signed separate recognition agreements with professional bodies in
other countries where a national agreement has not been implemented, for example, with
professional bodies in individual US states.

Canadian and European professional associations have been very active in negotiating of MRAs
(including reciprocal agreements, common understandings) in a number of professions including
accountants, architects, engineers, speech pathologists, geoscientists, chiropractors and
information systems professionals.
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2.4.2 Government Procurement

Governments at all levels strive to improve efficiency in public purchasing. One common way is
to use open tendering mechanisms inviting suppliers to submit competitive bids for public
procurement of goods, services or public works. A further step in enhancing efficiency is to open
up the market for public procurement to foreign suppliers.

Foreign access to public procurement is exempted from the general rules of the General
Agreement on Tariffs and Trade (GATT) and the General Agreement on Trade in Services
(GATS).” Instead, a number of World Trade Organisation (WITO) member countries have signed
a plurilateral agreement that extends the principles of the GATT (non-discrimination, national
treatment and transparency) to specific areas of public procurement. This is the WTO Agreement
on Government Procurement (GPA) to which both the EU and Canada are signatories and it
provides the framework governing access to each other’s procurement markets in the absence of
a more comprehensive bilateral agreement.”’

The Size of the Market for Government Procurement

All over the world, national governments procure goods and services. The markets for these
goods and services represent a significant proportion of national incomes. There is some
uncertainty over the value of government procurement of goods and services in both the EU and
Canada. The best measure of the scope of government procurement is data on the value and
number of contracts awarded. Nevertheless, in many instances, the evaluation of public
procurement markets involves an analysis of national accounts or entities’ financial statements.

According to estimates from the European Commission, the European procurement market is the
largest in the world.”> Public purchasing by the EU’s 27 Member States and the main EU
institutions (in terms of procurement), the European Commission and the Council of the EU,
amounts to some 16% of gross domestic product (GDP) (or €1,700 billion). A significant share
of this total EU value falls within the scope of the detailed public procurement regime regulated
by European Commission Directives.

The WTO Trade Policy Review for the EU mentions that according to Eurostat data,
procurement advertised in the Official Journal, represented between 2.5% and 3.6% of GDP
between 2001 and 2004 (or €287.7 billion).” In 2005, procurement advertised in the Official
Journal, represented around €320 billion (or 2.9% of EU GDP).

The WTO Trade Policy Review for Canada mentions that according to the Treasury Board
Secretariat of Canada the estimated annual value of contract awards by federal government
departments and agencies was C$19 billion in 2004 (or 1.5% of Canadian GDP). The Treasury
Board of Canada Secretariat reported that the estimated annual value of contracts awarded by

" GATT Article I11:8(a), GATS Article XIII:1

*! Procurement issues were discussed in the context of the Trade and Investment Enhancement Agreement (TIEA)
negotiations but were put on hold when negotiations were suspended in 2006.

%2 These estimates include procurement by central, sub-central and utilities entities.

% Eurostat, “Public procurement advertised in the Official Journal”, 2006, available at epp.eurostat.cc.europa.eu.
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federal departments and agencies was C$15 billion for 2005 (or 1.1% of GDP).”* This estimate
includes neither sub-federal procurement nor that of other procurement entities, the value of
which is generally understood to be well in excess of federal procurement values.”

The International Framework for Public Procurement

This section summarises the international rules that apply between the EU and Canada, i.e. the
GPA. The main components of the GPA under WTO are:

= No discrimination between foreign and domestic suppliers for covered procurement.

= Offsets (measures affecting trade balances or to promote local development, etc.) are
prohibited.96

= GPA members have different products and entities which are covered at different
thresholds.

= Open tendering and transparency are the norm.

= Independent bid challenge mechanism for suppliers.

The countries within the GPA have committed to treat foreign and domestic suppliers equally
when a government procurement contract is above certain threshold levels and included within
their mutual commitments. That is, if the procurement is covered by these commitments, then
foreign suppliers and their goods and services should have the same opportunities and treatment
when bidding for these contracts. There are, however, a number of cases of exclusion for the
individual parties, as indicated below.

The GPA does not automatically apply to all government procurement of the Parties. Rather, the
scope of coverage of the Agreement is determined by each country in five Annexes and the so-
called General Notes as follows:’’

= Annex 1 containing a list or description of central government entities subject to the
obligations of the Agreement;

= Annex 2 containing sub-central government entities;

= Annex 3 containing all other entities that procure in accordance with the provisions of the
Agreement (such as public utilities for the EU);

 Treasury Board of Canada Secretariat data for 2005 available at www.tbs-sct.gc.ca/pubs_pol/dcgpubs/con_data/
siglist_e.asp; Statistics Canada information for both the 2004 and 2005 figures available at www40.statcan.ca/
101/cst01/econ04.htm.

% MARCAN provides links to websites that may publish tender notices for procurement opportunities within the
Canadian public sector, as well as statistics on government contracting. See www.marcan.net/index_en/procure.htm.
% Except as transitional measures by developing countries.

°7 Note that procurement of defence-related equipment is excluded from the scope of the GPA.
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= Annexes 4 and 5 specifying services and construction services covered by the Agreement
(a positive list approach);

= Coverage of all goods procurement subject to specified exemptions (negative list
approach);

= (Coverage is based on the principle of reciprocity.

EU and Canadian Commitments under the GPA

In their commitments to the GPA, the EU and Canada have made different choices regarding the
procuring entities to be covered and the sectors that they have been willing to offer in the GPA.

Coverage of the GPA for the EU and Canada
Under the WTO GPA signatories are free to exclude specific entities, goods, services and

construction services of their choice. Table 2.16 below summarises the coverage for the EU and
Canada.

Table 2.16 Coverage of the GPA According to Parties

Parties Date of entry into |[Annex I: Central |[Annex II: Sub- |Annex III:
force/accession central “Other Entities”

Canada 1 January 1996 YES NO* NO*

EU 1 January 1996** |YES YES YES

* According to the General Notes by Canada, “The offer by Canada, with respect to goods and services (including
construction) in Annexes 2 and 3, is subject to negotiation of mutually acceptable commitments (including
thresholds) with other Parties, with initial commitments to be specified on or before 15 April 1994 and specific
commitments to be confirmed within 18 months after the conclusion of the new Government Procurement
Agreement.” To date, no such commitments have been made.

** Signed by EUIS, ten new members on 1 May 2004 and another two new members on 1 January 2007.

Source: WTO Secretariat, Parties” Appendix I Annexes, www.wto.org/english/tratop e/gproc_e/appendices_e.htm.

Under the GPA, the EU and Canada have both offered a broad coverage of central entities
(departments, ministries and agencies for each of the EU Member States; departments and agencies
for Canada), as well as a broad range of goods, professional and construction services. As seen
from Table 2.16 above, Canada has not included commitments for sub-central (provinces and
territories) entities or for other entities (Crown Corporations, whether federal or provincial). Whilst
the EU has included commitments in both these areas to other GPA members, it does not — on the
basis of reciprocity — extend access to procurement by such entities to Canada.”

In addition, Canada excluded a number of goods or construction services from the scope of the
GPA. Whilst the EU has included commitments in both these areas, it does not — on the basis of
reciprocity — extend access to procurement by such entities to Canada. Box 2.3 summarises
Canada’s and the EU’s main exemptions from coverage with respect to each other.

% See ec.europa.eu/trade/issues/sectoral/gov_proc/pr100403_en.htm.
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The result is that a major part of the public procurement markets estimated in section 2 is
excluded in the EU-Canada context, i.e. is not subject to market access or national treatment
commitments. Therefore, evidence points to the fact that only a fraction of available coverage is
subject to commitments between the EU and Canada, and that there is an opportunity for the
mutual improvement of government procurement commitments. According to European
Commission estimates, only some 10% of procurement in the EU and Canada is subject to any
commitment between the two Parties in the GPA.

Box 2.3 Goods, Construction and Services Excluded in the GPA for the EU and/or Canada

The following goods and services are excluded in the GPA for the EU and Canada:

= goods, services and construction services below the thresholds set out in the GPA (EU,
Canada)

= goods, services and construction services purchased by sub-federal entities (Canada*)

= goods, services and construction services purchased by Canada’s Crown Corporations
(federal and provincial) (Canada**)

=  goods of a military nature (EU, Canada)

= goods, services and construction related to international aid and joint projects (EU, Canada)
= shipbuilding and ship repair (Canada*)

= urban rail and transportation (EU, Canada)

= transportation services (Canada*)

= dredging (Canada*)

= some communications equipment (Canada*)
= information technology equipment (Canada*)
= research and development (EU, Canada)

= utilities services (Canada*)

= education, health and social services (EU***)

= printing, advertising and public opinion research services (Canada*)

* Whilst the EU has included commitments in this area, it does not, on the basis of reciprocity, extend access to
Canada.

** As a result, the EU has excluded goods, services and construction services in the utilities.

*** Whilst Canada has included commitments in this area, it does not, on the basis of reciprocity, extend access to
the EU.
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Economic Benefits

The major economic effects from any agreement regarding government procurement between
the EU and Canada would stem from extending the current commitments to cover sub-central
and other procuring entities (“utilities” in the EU, Crown Corporations in Canada). This would
result in a formal and binding opening of the relevant markets in the EU and Canada. Further
opening of markets through issues related to other exceptions in specific sectors could also be
addressed.

What economic benefits could result from such changes? The internal EU opening of its
procurement market may serve as case in point.

The EU procurement market is one of the biggest markets in the world, which is open to
competition, not only from suppliers within Europe, but also from GPA Members’ suppliers
(with the exceptions mentioned). This has delivered results. An impact assessment of the
increased intra-EU competition for foreign procurement resulting from the EU’s procurement
directives” is estimated to have delivered price reductions of around 30%, according to
European Commission studies.'*

The EU has already experienced improvements in the effectiveness of public procurement
through increased foreign competition, both within Europe and from outside Europe. Granting
additional access to Canada, by allowing Canadian suppliers to have equal access to all
annexes of the GPA will be beneficial to the EU. However, the additional competitive pressure
from such an inclusion may not be extremely significant given the degree of competition
already prevailing.

On the other hand, since Canada has limited its legal commitments in the WTO GPA to the
federal level only, an inclusion of sub-central procurement and other procurement entities
could imply, in turn, greater competition in Canada. Given that suppliers in the EU represent
an important segment of world suppliers, an increase to the Canadian market on their part
could result in price reductions of the order of magnitude attained from the intra-EU exercise.

In addition to the overall price effects of increased access to procurement markets (which
accrue to governments), should the EU and Canada be prepared to make legally binding
commitments to one another, the confidence and interest of suppliers with respect to these
markets could increase. EU and Canadian companies could witness expanded opportunities as
a result.

* Directives 92/50, 93/36, 93/37, 93/38 as amended by 97/52 and 98/4.
1% See European Commission “A report on the functioning of public procurement markets in the EU: Benefits from
the application of the EU directives and challenges for the future,” 3 February 2004.
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2.4.3 Intellectual Property Rights

The domestic protection and cross-border enforcement of intellectual property rights (IPR) are
becoming increasingly important as developed countries enhance their trade and investment
relations in the burgeoning knowledge and information economies. This is particularly true for
the EU and Canada, which have both emerged as world leaders in various knowledge-intensive
and technology-based industries, such as automotive and communications technologies in the
case of Canada, and pharmaceuticals and aerospace technology in the case of the EU.
Moreover, with both the EU and Canada engaged in the development of their respective creative
and consumer goods sectors, in areas such as movies, music, literature, food, beverages and
fashion, IPR protection is playing an increasingly important role, as these products move up the
value chain from standard commodity-like products to exclusive experience-oriented products.

The EU and Canada have two of the most robust IP protection regimes in the world, and the
impact on the bilateral relationship is generally positive in terms of increased bilateral investment
and innovation. They also cooperate in various multilateral fora relating to IP, such as their joint
participation in the ongoing negotiation of the Anti-Counterfeiting Trade Agreement, as well as
through their respective IP-related bodies (the European Patent and Trademarks Office, IP Olffices
of individual Member States and the Canadian Intellectual Property Olffice).

The present text focuses on IPR issues in the EU-Canada trade relationship that are particularly
relevant to the business environment and bilateral relationship. Summarised below is the
economic rationale for IPR, their international legal framework, and the current context
regarding the protection of IPR in the EU and Canada.

The Role of Intellectual Property Rights

The economic rationale for IPR is to provide for increased competition and market protection of
entrepreneurial talent. IPR is generally considered as an essential instrument to promote
investment, creativity, employment and technological progress; in short, for the development of
competitiveness. The challenge for national as well as international IPR rules is to strike the right
balance to encourage firms and individuals to innovate and invest in new ideas while ensuring
that markets remain competitive and that future innovation is not impeded.

IPR can be broadly divided into two categories:

1. IPR with the purpose of promoting innovation and creativity (e.g. patents, copyright and
industrial designs); and

2. IPR with the purpose of informing consumers (e.g. trademarks and geographical
indications).

The first category (e.g. patents, copyrights and industrial designs) encourages creators to disclose

and distribute their work, knowing that it will be protected against imitators and allowing them to
be remunerated for their creative effort and investment. The second category (e.g. trademarks
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and geographical indications) serves the purpose of providing consumers with credible signals of
the quality of a good or service.

The International Legal Framework for Intellectual Property Rights

A basic framework of international law exists for all four main areas of IP protection — patents,
copyright, trademarks, and industrial design — in the form of the World Trade Organisation
(WTO) Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS) and the
United Nations World Intellectual Property Rights Organisation (WIPO) Convention and its 24
Treaties. Both the EU and Canada accept the basic principles embodied in this framework. A
number of other international fora also have a role to play in IP protection, including the G8, the
Organisation for Economic Cooperation and Development (OECD), the World Customs
Organisation and Interpol.

There are no broad bilateral IPR agreements between the EU and Canada; however, the Agreement
between the European Community and Canada on Trade in Wine and Spirit Drinks, which came
into force on 1 June 2004, does include IP provisions. IP protection in the EU and Canada, as in all
advanced economies, reflects the international agreements that establish basic standards for IP
protection. Among these, the TRIPS Agreement and the WIPO Treaties are most relevant.

The WTO TRIPS Agreement

Both the European Community and Canada are signatories to the TRIPS Agreement, which was
signed in 1994. TRIPS establishes minimum levels of protection that each government has to
offer to the IP of fellow WTO members. Each country may impose additional protection.
Moreover, governments are allowed to reduce short-term costs through various exceptions, for
example to tackle public health problems.

The TRIPS Agreement is based on two basic principles: national treatment and most favoured
nation treatment. The national treatment principle condemns discrimination between foreign and
national holders of IPR. Most favoured nation treatment requires equal treatment for nationals of
all trading partners in the WTO.

Other broad issues covered by the TRIPS Agreement are: standards, enforcement and dispute
settlement. Standards are imposed as a set of minimum requirements for protection of
intellectual property to be provided by each member. Enforcement principles are agreed upon in
order for the Agreement to be effective, and the Agreement outlines the procedures and remedies
available such that right-holders can enforce their rights. Finally, the TRIPS Agreement also has
procedures regarding dispute settlement.

Individual countries are allowed to provide more extensive protection for IPR than required by
the TRIPS minimum standards.'”" Furthermore, Members are free to determine the appropriate
method of implementing the provisions of the Agreement within their own legal system. Because
of the differences in the legal systems, it is not surprising that, even with an international
agreement like TRIPS, there are unresolved issues. Unresolved issues in the TRIPS Agreement

1% Trade-Related Aspects of Intellectual Property Rights (TRIPS), Part I, Art. 1.1.
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currently include proposals related to an amendment to introduce a new patent disclosure
requirement for the source or origin of genetic resources and/or traditional knowledge, and
geographical indications issues (the multilateral register for wines and spirits, and extending the
“enhanced level of protection” beyond wines and spirits).

The WIPO Treaties

WIPO is a specialised agency of the United Nations. It is dedicated to developing a balanced and
accessible international IP system, which rewards creativity, stimulates innovation and
contributes to economic development while safeguarding the public interest.

Established in 1970 following the entry into force of the 1967 WIPO Convention, WIPO carries
out a wide variety of tasks related to IPR protection, including assistance to Member States and
organisations to develop IP policies, working with members to develop international IP law,
running global registration systems for trademarks, industrial designs and appellations of origin
and a filing system for patents, delivery of dispute resolution services, and providing a forum for
informed debate and the exchange of expertise on IP.

There are 24 treaties administered by WIPO and the WIPO Convention, covering IP protection
(such as the Paris