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INTRODUCTION

Public finance studies the role of the government in the economy. It is the definitive
branch of Economics which assesses the government revenue and government
expenditure of the public authorities and the adjustment of one or the other to
achieve desirable effects and avoid undesirable ones. Public finance is a subject
which has the distinction of intimate interaction between theory and practice. As
such it acquires a meaning and usefulness only in the context of institutional
framework of the economy with reference to which it is being studied. The
theoretical concepts and policy applications in public finance feed upon and grow
out of each other. No single theoretical model can adequately fit in the framework
of every economy since its institutional framework is a thing unique to itself. It is
important, therefore, that the discussion of public finance should be in the context
of a single economy.

International economics deals with the influence of trade among varying
countries and the effect it has on the international economy. International economics
highlights all those factors which influence the economic condition of home country
as well as the world. It emphasizes factors which affect the relationship between
countries and the economic integration between them. It is associated with the
trade in goods and services, payments between a country and the rest of the
world. The significance of this branch of knowledge can be determined by the
large transfers of capital, labour, managerial skills and technology between the
countries.

To play a significant role in world trade, India’s foreign trade policy needs
to be approached more comprehensively. One of the most crucial factors is the
increase in exports. India will be required to provide for imports which are essential
for the development of the Indian economy. It is important to have rational and
consistent trade and economic policies so that they can increasingly contribute to
development. Hence it is important to integrate the previous policies to incorporate
India’s new foreign trade policy for increasing the capacity of foreign trade in India
– this is the mantra followed by India’s foreign trade policy.

This book, Public Finance and International Economics, is divided into
five units. It has been designed keeping in mind the self-instruction mode (SIM)
format and follows a simple pattern, wherein each unit of the book begins with the
Introduction followed by the Objectives for the topic. The content is then presented
in a simple and easy-to-understand manner, and is interspersed with Check Your
Progress questions to reinforce the student’s understanding of the topic. A list of
Self-Assessment Questions and Exercises is also provided at the end of each unit.
The Summary and Key Terms further act as useful tools for students and are
meant for effective recapitulation of the text.
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UNIT 1 INTRODUCTION TO PUBLIC
FINANCE
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1.0 INTRODUCTION

Public finance is the branch of economics which deals with the income and
expenditure of the government of a country. It performs various functions like
revenue raising, financial administration and financial control. It tries to protect the
society against internal disruption and foreign aggression and brings together the
various constituents of the public finance market. The constituents could be
financiers, consultants and research professionals. In this unit, you will study about
the meaning of public finance, difference between public, private and merit goods,
sources of taxes and kinds of taxes. The taxable capacity in India along with the
characteristics of a good tax system are also discussed in this unit.
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1.1 OBJECTIVES

After going through this unit, you will be able to:

 Understand the concept and nature of public finance

 Describe the different sources of revenue

 Discuss the different kinds of taxes

 Analyse the characteristics of a good tax system

 Understand the concept of goods and services tax

1.2 MEANING, NATURE AND SCOPE OF
PUBLIC FINANCE

Public finance is clearly related to the financing of state activities, and can be
defined as a subject that discusses the financial operations of the public treasury of
a nation. Earlier, writers on the subject defined public finance in a much narrower
context than the writers of today. Public finance helps us study the financial aspects
of the government. It helps us study the government policy, especially the
expenditure and tax policy, which impacts the economy and the welfare of the
country’s citizens.

1.2.1 Meaning and Nature of Public Finance

To understand the meaning of public finance, it is first important to understand the
meaning of the words ‘public’ and ‘finance’. The word ‘public’ stands for a collection
of individuals, whereas the word ‘finance’ means money resources or revenues.
Therefore, ‘public finance’ means the resources of a public body.

Boundaries of the subject of public finance have undergone repeated revisions
in line with developments in State activities and corresponding economic philosophy.
Accordingly, over the years, the definition of public finance has expanded to cover
ever-widening areas. In the early days of capitalism, it was widely believed that
the private sector was always more efficient than the public sector. It, therefore,
provided a theoretical basis for laissez-faire (doctrine of individualism). By
implication, almost all economic decisions were to be guided by the market forces
of demand and supply. The role of the government was not to interfere with the
working of market forces but to limit its own activities to the barest minimum,
including the following:

 Protecting the society against internal disruption, and ensuring that effective
law and order situation prevailed. For this, the State was to maintain itself
and create the needed administrative, judicial and police set-ups.

 Protecting the society against any foreign aggression that might take
place. The State was to maintain armed forces to meet this objective.
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 Stepping forth and assuming the responsibility of creating and maintaining
social overheads, where the private sector found itself unable to create
and run social overheads or infrastructural facilities for reasons of their
commercial non-viability but was otherwise essential for efficient working
of the economy. The argument for stepping in of the State was not that
the public sector was more efficient than the private sector. The basic
argument was that in the absence of the public sector, essential social
overheads would not come into existence. In their case, the social marginal
overheads usually exceed their social marginal cost. It, therefore, pays
for the society to expand social overheads. Their private marginal benefit,
however, is much less compared to the private marginal cost. As a result,
the private sector is not ready to develop them. Accordingly, the State is
expected to finance social overheads out of public funds and run them,
if need be, at a commercial loss.

It must be noted that the State, according to the laissez-faire philosophy,
was considered as something extraneous to the economy, which was more or less
equated with its private sector only. It was, therefore, considered best that the
public sector should help and supplement the private sector but never replace it. It
was not thought desirable to have a planned economy even for tackling the problems
of capital formation and economic growth.

Since activities of the State were to be tolerated only as a necessary evil
and were to be reduced to the minimum possible scale, the real question was not
to decide the basic allocation of economic activities between public and private
sectors and to deal with the associated financial and allied problems, but rather to
analyse the way the treasury should operate. With this philosophy in the the
background, the theory of public finance was obviously assigned a limited field. It
was mainly considered a description of the way in which operations of the treasury
interfere with the working of the private sector of the economy and the way in
which it could keep such interference to the minimum.

Similarly, Carl C. Plehn, author of ‘Introduction to Public Finance’, says
that the term public finance ‘has come, by accepted usage, to be confined to a
study of funds raised by governments to meet the costs of government.’

1.2.2 Scope of Public Finance

The scope of public finance involves a complete discussion of the influence of
fiscal operations of the government at the level of overall activity, employment,
prices and the growth process of the economic system as a whole.

Taylor says that—‘Public finance deals with the finance of the public as an
organized group under the institution of the government. It thus deals only with the
finances of the government. The finances of the government include the raising and
disbursement of government funds. Public finance is concerned with the operation
of the fisc, or public treasury. Hence, to the degree that it is a science, it is the
fiscal science; its policies are fiscal policies, its problems are fiscal problems.’
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These days, the fact and need of interaction and interdependence between
state and private sectors is duly recognized and, therefore, in a modern economy,
the public sector is assigned a significant role, both in theory and in practice. This has
meant a corresponding widening of the scope of public finance including the following:

 Measures for social security
 Checking trade cycles
 Reducing unemployment
 Bringing about distributive justice
 Helping capital accumulation and economic growth
 Removing regional disparities

Many governments also resort to formal planning and an extensive use of
the public sector. Therefore, in line with this new approach we come across much
wider definitions of public finance. Richard Abel Musgrave, author of The Theory
of Public Finance, for example, says—‘The complex of problems that centre
around the revenue expenditure process of government is referred to traditionally
as Public finance ... While operations of the public household involve money
flows of receipt and expenditure, the basic problems are not issues of finance
(emphasis supplied) ... we must think of our task as an investigation ... into those
aspects of economic policy that arise in the operation of the public budget.’

Thus, the subject matter of public finance is logically, though not solely,
concerned with the financial aspects of the business of government. Similarly,
American economist, James M. Buchanan says—‘The government, considered
as a unit, may be defined as the subject of the study of public finance. More
specifically, public finance studies the economic activity of government as a unit.’

The subject matter of public finance, thus, deals with not only the way in
which public treasury operates, it also deals with the repercussions of alternative
policies which the treasury might adopt and accordingly deals with the question of
choice of these policies and operations. Musgrave has advocated an approach in
which the state sector is viewed as a public household. Such a public household
has certain objectives which can be grouped into categories of the following:

 Allocation of resources
 Adjustments in the distribution of income and wealth
 Stabilization of prices and employment.

These refer to the three objectives of budget policy, namely, the use of
physical instruments:

 To secure adjustments in the allocation of resources
 To secure adjustments in the distribution of income and wealth
 To secure economic stabilization

We may add that the objectives covering capital formation, economic growth
and the like should also be there. In any case, a detailed study of public finance
brings in various aspects connected with the formulation and execution of budgetary
policies such as the effects of taxation. Relevant conclusions in the theory of public
finance can be drawn by bringing in the detailed discussion of not only the way in
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which public household should itself operate (such as in the field of public sector
undertakings) but also the way in which private sector would react to alternative
fiscal measures. Such fiscal measures would include, for example, those of taxation,
expenditure and public debt. Accordingly, it may be emphasized that Musgrave’s
approach, though very useful in focussing our attention upon basic objectives of
the public household and normative aspects of its working, cannot help us much
unless we are equipped with detailed knowledge of the various components of
fiscal policy and operations and unless our analysis takes into account the relevant
institutional factors.

Since a modern government often operates at several levels (federal, state
and local), the subject matter of public finance looks into the financial problems
and policies of the government at different levels and also studies the inter-
governmental financial relations.

The subject matter of public finance admits to alternative subgrouping with
unavoidable areas of overlapping and interdependence. Moreover, each group or
sub-group admits further details. It should also be kept in mind that the socio-
economic dynamism of a typical modern economy, supplemented with exponential
growth of the financial system and globalization, has added to the responsibilities
of a modern state and its activities. Fresh issues and problems keep coming up
and demanding attention. In the process, the resource needs of the State keep
increasing. It also discovers new avenues of its disbursements as also additional
policy weapons. All these developments have enriched and continue to rapidly
enrich the discipline of public finance.

The scope of public finance may be divided into the following concepts:

1. The theory of public revenue: The theory of public finance deals with
alternative sources of State income. It discusses and analyses comparative
advantages and disadvantages of various forms of revenue and the principles
which should govern the choice between them. Of various sources of public
revenue, taxation, non-tax revenues, public debt and creation of additional
currency claim our special attention.

 In the study of taxation, we cover various principles governing the choice
of tax measures, the problems of incidence of taxation, and the effects
of taxation on the working of the economy.

 Non-tax revenue includes dividends and profits from public undertakings,
grants, fees, fines, and interest receipts ans so forth. Each of them is of
significant importance in overall policies of the government in general
and of fiscal policies in particular.

 In modern times, it is helpful to study public debt problems separately.

 Resorting to the printing press by the authorities has its own advantages
and disadvantages, dangers and limitations and deserves special attention.

 In some economies public sector undertakings provide a crucial policy
and regulatory instruments in the hands of authorities. In such a case, it
is imperative to ensure that they happen to be a source of strength rather
than a weakness.
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 With modern governments, public debt has become an important source
of revenue, but that is not all. Its servicing causes disbursement of public
funds and belongs to the side of public expenditure. Moreover, public
debt has assumed the role of an important instrument for regulating the
working of the economy.

2. Theory of public expenditure: Through public expenditure the government
participates in and contributes to financial flows of the economy and influences
its demand and supply patterns. It is also a major tool for implementing welfare,
growth stabilization and other policies of the government.

3. Financial administration: All financial activities involve issues of financial
administration including public budget, its passing, implementation, auditing
and similar other matters. Without a study of relevant dimensions of financial
administration the subject of public finance remains incomplete.

4. Stabilization, growth and distributive justice: These have become leading
issues in economic policies of modern governments and, therefore, their
financial implications deserve a separate treatment in the discussion of public
finance theory.

5. Federal finance: Existence of a multilayer (or multi-level) system of
government necessitates a corresponding division of functions and resources
between different layers as also issues and problems relating to
intergovernmental financial flows, financial imbalances and their rectification.
Federal finance has, therefore, been an integral part of modern public finance.

6. Issues of public policy: A modern government is expected to deal with a
host of socio-economic issues that keep cropping up continuously. Such
issues are of diverse nature and financial implications. They may be treated
on a standalone basis, or integral parts of other issues.

1.2.3 Public Finance and the Economic System

The state sector is not just a necessary evil to be tolerated. It can be designed and
operated as an effective set of tools for improving the performance of the economy
in several ways.

The classical approach to the study of public finance did not accept this
viewpoint. It assumed that private sector was always more efficient than the public
one implying that to the extent possible, the economic activities should be entrusted
to the private sector only. It was argued, accordingly, that the ‘sound budgetary
policy’ of the government was that of balancing the budget. Running into deficits and
creating public debt causes a financial burden upon the future public budgets and an
‘undue’ interference with the working of the economy. Therefore, any unavoidable
deficit such as during a war should be redeemed as quickly as possible. There is
another danger in the practice of budgetary deficits. It creates an atmosphere of
financial indiscipline and imprudence within the government itself leading to
irresponsible spending and inflationary pressures. Similarly, one can argue against
surplus budgets. A surplus budget implies a heavier than needed taxation, reduces
effective demand in the market and results in unemployment and depression.
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It was realized, in due course, that the market mechanism, which guides the
working of the private sector is not an unmixed blessing. It leads to certain
undesirable results also. These considerations strengthen the case for the public
sector as an effective alternative to the private sector in many ways. Accordingly,
the old dictum that the government must try to balance its budget as a sound
budgetary policy stands discredited. It has given place to what is called the functional
finance. According to it, what is needed is not a balanced or unbalanced budget as
such, but stability and growth of income and employment in the economy. For this
purpose, it may be necessary to add or subtract from the effective demand created
by the private sector. If a particular tendency, such as a deficiency of effective
demand, persists in the private sector, there would be no harm if the state sector
repeatedly incurs a deficit. The emphasis here is on the relevance of the aggregate
effective demand created by both public and private sectors instead of surplus or
a deficit budget as such.

The concept of a balanced budget, in whatever way defined, becomes
irrelevant in a policy of using financial operations of the government exclusively as
instruments of economic and public policy.

This view is further strengthened by the recognition of the fact that public
debt can be an important and effective instrument of economic policy, especially in
stabilization. This view was emphasized by the Radcliffe Committee in England
and is now well recognized in both academic and policy circles. The precise way
in which public debt may be used as a stabilizing instrument is debatable, but its
importance is beyond doubt.

Gurley and Shaw, in their famous book Money in a Theory of Finance
1960, have provided a theoretical basis for creating public debt. According to this
view, an economy can have a healthy growth only if it has a sound financial system
in which public debt has an important and indispensable place, since the health of
the financial system is dependent upon the provision and soundness of public debt
(including currency supply).

1.3 PUBLIC, PRIVATE AND MERIT GOODS

By private finance, we mean the financial problems and policies of an individual
economic unit (which does not form a part of State organs) as compared with
those of the public authorities. It is a convention to look into similarities and
dissimilarities between the two so as to provide an analytical foundation for the
decision-making aspects of public finance.

Similarities

Modern economies are monetized. That is to say, most of their economic activities
have financial counterparts involving creation and use of financial claims. Both
private and public sectors are engaged in activities that involve purchases, sales
and other transactions. Similarly, they are engaged in production, exchange, saving,
capital accumulation, investment and so on. In order to finance these operations,
the government, amongst other things, creates money (which is also a financial
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asset), raises loans and makes payments. Similarly, a private economic unit lends,
borrows, receives payments, makes payments and so on. In this respect, therefore,
both the public and private finances are quite similar to each other.

One may also point out that both sectors are engaged in satisfying the wants
of the society by sharing economic activities. Both have limited resources at their
disposal and try to make their best by taking decisions such that the ‘most important’
wants are satisfied first. In that sense, their problems and decisions are similar.

But the similarities between the two types of finances almost end here. In
contrast, the differences between the two are quite sharp.

Dissimilarities

The dissimilarities between private and public finance may be summarized as follows:

1. To begin with, it may be stated that a private economic unit has to live
within its means. Its deficit budgeting (that is spending more than the income)
can be only for a limited period and only up to a limit. Given its economic
standing, it can accumulate outstanding debt liabilities up to a limit and no
more. But this constraint hardly applies to the State. It can plan to add to its
outstanding debt with every budget, and may also succeed in doing so. A
number of governments are virtually doing this. The result is that the public
debt in many countries has become a high proportion of national income.

2. The distinction between private and public borrowings does not end with
only amounts of possible borrowings, but extends to their forms, rates of
interest and other terms and conditions. A private firm cannot raise non-
repayable loans, but the State may and sometimes does. The State can
borrow both internally and externally, that is, it can borrow from those who
are subject to its authority and from those who are not. But a private
economic unit (such as a firm) cannot raise an internal loan; all its loans have
to be ‘external’. Furthermore, high creditworthiness of the State enables it
to borrow at rates much lower than the private economic units have to pay.
It has the support of the central bank of the country as an agent and as an
underwriter when its loans are floated in the market. It can draw upon the
facilities of the banking and other financial institutions more liberally. In some
cases, it may adopt indirect coercive methods to borrow at lower rates, as
was done in India till the early 1990s.

3. The government or a competent authority on its behalf can create legal
tender currency, that is, money which the creditors cannot refuse to accept
in discharge of their claims upon their debtors. With the introduction of
paper currency, the authorities in many countries have acquired an unbridled
discretionary power to add to currency supply. Often the formal technical
restrictions can be waived if the government so wants. Such types of
restrictions mainly indicate procedural handicaps and not essential checks.

The upshot of the argument is that the government can just create
purchasing power and add to the demand side of the market and take
away a part of the national produce. It can leave the rest of the economy
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with more money and a smaller supply of goods than before. A private
economic unit cannot do so. Its obligations can never become legal tender.
A private economic unit is always expected to pay back its obligations. In
contrast, obligations of public authorities via issue of currency need not be
redeemed at all.

4. It is claimed that private finance follows the ‘market principle’, or the principle
of economic rationality; but public finance follows the budget principle. It
means that private economic units are guided by market signals and of market
mechanism and their own economic interest. In contrast, the essence of the
budget principle is that the services in this sphere are determined not by
profit expectations and the willingness of the individuals to spend their money
for the purchase of such services, but by decisions reached through political
and administrative procedures and based on common social objectives.
The State does not go by the principle of quid pro quo.

5. Quite often, in private finance, the view taken is a short-term one. In contrast,
the State is expected to take a long-term view of the interests of the economy
as a whole and be ready to suffer commercial losses for that purpose, both
in the short run and in the long run. Also the State would keep in mind the
fact that the society is a perpetual entity and for its welfare many activities
are needed which have no immediate economic return, even to the society.
An example in case is the investment of the State in removing untouchability.

6. It is generally pointed out that while a private economic unit proceeds by
first ascertaining its income and then determining its expenditure, the
government first decides about its expenditure and then goes round to seek
revenue for it. But, it is an erroneous idea based upon the outmoded thinking
that the activities of the State would be confined to the minimum possible
and that the State would then find out the best ways of financing them.
However, these days, it is not so. It is realized that the activities of the State
are not fixed ones. They are ever-widening and with the increasing complexity
and growth of the society, the need to increase State activities is also going
up. The government, therefore, has to expand its activities though such
expansion is restricted, amongst other things, by financial considerations
also. Though the State, theoretically speaking, has complete powers of
raising additional receipts through taxation, confiscation, borrowing and
printing notes, it would uses these powers only within limits so that the
fabric of the economy is not overstretched. For example, overborrowing
by the State could starve the capital market and private investment. Too
much of note printing would lead to inflationary pressures and other problems
in the economy. Excessive taxation may discourage saving and investment
and productive activities and so on. Therefore, in practice, the government
does not use these powers indiscriminately. For example, most governments
follow a system of progressive tax in which poorer sections of society are
taxed lightly. All said and done, the expenditure programme of the government
is, to a great extent, conditioned by the revenue considerations.
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In the same manner, a private economic unit does not mechanically go
about deciding how much to spend. The wants of a private economic unit
would also be generally too many and within limits it has to work out the
possible ways of increasing its income.

Thus, we note that in spite of some similarities between the public and
private finance, there are some very important fundamental differences
between them. In order to study public finance, we have to keep these
basic differences in mind, since it is obvious that on their account a number
of principles of private finance will not apply to public finance. Differences
like the very objective of private finance and public finance, or the ability of
the authorities to create money, to borrow, to tax and so on cannot be
ignored. But in order to appreciate the basic nature of public finance, it is
equally essential to remember that the public sector is a part and parcel of
the totality of the economy. The activities of the public and private sectors
are interrelated and interdependent and involve a good deal of mutual
transferring of resources. The policies adopted by the authorities have to
be analysed in the light of these observations.

In order to understand the nature of public finance and its principles,
one has to be equipped with the knowledge of the way the economy as a
whole works, the way various financial flows take place in the economy
and the corresponding economic activities that are there. The activities of
the State bring about changes in these financial flows in their own ways and
the subject matter of public finance has to be discussed in the light of all
these implications.

Public Goods and Private Goods

The concept of public goods was introduced by Paul A. Samuelson in his famous
contribution titled ‘A Pure Theory of Public Expenditure’.  Over time, this concept
has gained widespread currency and has been refined, extended and elaborated
in several ways.

A distinction between private and public (social) goods can be made on the
basis of presence or absence of the following two basic characteristics:

1. Excludability

The first characteristic is that of excludability of a good. It means that it is possible
to restrict the availability of a good to select users on a certain basis, such as, by
making it a priced good. Only those users who have the capacity and willingness
to pay its price can have it. In contrast, a non-excludable good is either available
to all or to none. A good example of a non-excludable good is the defence of a
country against foreign aggression. Once the country is provided this protection,
no section of society can be deprived of enjoying its benefits. Defence services
provided by the State cannot be priced and restricted to only those who pay for it.
Similarly, in some cases a consumer cannot surrender the use of a service even if
he wants to. An individual cannot ask to be left undefended by the defence
arrangements of the State, or refuse the benefits of a reduction in air pollution or
those of street lighting and so forth.
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2. Rivalry

The second characteristic to be taken into account is its being rivalrous or not.
When a good is non-rivalrous, its use by some does not reduce its availability to
others. In that sense, its use cannot be rationed between its users and it is, thus,
indivisible. There is no ‘overcrowding’ of its users irrespective of their number.
For example, any number of persons can tune in radio or TV programmes without
reducing their availability to others. The use of a rivalrous good, however, reduces
its availability to others.

Those goods which are both excludable and rivalrous are termed private
goods or pure private goods. Their use can be rationed between their potential
users. In contrast, goods which are both non-excludable and non-rivalrous are
termed public goods or social goods.

The issue of financing the provision of a specific good or service is closely
linked with it being a public good or a private good. Provision of a private good
can be financed through its sales proceeds and can, therefore, be left in the hands
of the private sector. In contrast, a public good is both non-excludable and non-
rivalrous. Once it is provided, it is accessible to all. Consequently, its provision
cannot be financed through its pricing and there is a risk that its users would not
pay for it voluntarily.  For example, in the case of defence service, every individual
can argue that he would have access to it even if he does not pay for it. Its provision
for him would not be affected by his not paying for it. Consequently, very few or
even none may pay for it voluntarily hoping that the provision of the service would
be ensured through the contributions and efforts of others. This phenomenon is
referred to as the problem of free riders, that is, the non-feasibility of financing the
provision of a good on a voluntary basis. Therefore, the provision of such a good
or service has to be financed through compulsory contributions (like taxation) by
the members of the society. Their financing cannot be left to market mechanism.

It must be noted that the non-excludability of a public good does not
necessarily imply that all members share it equally.  In case of a war, protection
against enemy attack may, to some extent, depend upon one’s places of residence
and work. Similarly, people living near political boundaries of the country may, for
obvious reasons, be comparatively less protected. People living near public parks
derive more benefit from them even when all members of society are equally entitled
to their use. Thus, the main criterion of non-excludability is that all member of
society (or a section thereof) should be equally entitled to the use of the good in
question irrespective of their ability or willingness to pay for it. The financing of the
concerned activity has to be through public expenditure and not through market
pricing.

Additional Characteristics

This leads us to look at some additional characteristics of public goods.

Externalities

Pure public goods are characterized by the existence of externalities, that is,
economic effects which flow from their production or use  to third parties or
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economic units. Such economic effects may also be called spill-over effects,
neighborhood effects or third-party effects. They arise on account of
interdependence of economic units via input/output relationships and may be in
form of gains or losses. An externality may be pecuniary (that is, directly monetary)
or technological. An externality affects the prices in the economy which in turn
transmit their effects to production and consumption decisions of other economic
units. This causes a divergence between the internal (or private) and social marginal
costs (or benefits) of the good in question. Thus, for example, pollution caused by
factories, power houses, railways, and transport vehicles is a cost to the society
but not to the individual undertakings. Similarly, beneficial externalities of social
overheads like roads and so forth cause a divergence between private and social
marginal benefits.

These externalities are of two types.

(i) market external (or marketable external) effects; and

(ii) non market external (or non-marketable external) effects.

In the case of non-market external effects, individual economic units cannot
be identified and compensated for loss, nor can they be identified and charged for
economic gains. In contrast, in the case of market-external effects, the losers
(beneficiaries) can be identified and compensated (charged) for the same.

By implication, provision of public goods with non-market external effects
should be preferably in the hands of the public authorities since they can provide
them irrespective of their commercial profitability. In contrast, pure public goods
with market external effects may be left in the hands of the private sector (though
even here their characteristic of non-excludability demands that they should be in
the hands of the public sector only).

A pure private good is supposed not to have any externalities. In its case,
there is no difference between private and social marginal costs of supply. Therefore
its market price represents its social supply cost also. By implication, even in the
hands of private sector, its supply would be at the socially optimum level. Ordinarily,
therefore, the provision of pure private goods should be entrusted to the private
sector. But on account of various reasons this may not be adhered to in every
case. The government might decide to step in where merit wants are concerned or
for other relevant considerations like the cost conditions, resource availability,
social and political philosophy and so on.

Marginal cost

A likely characteristic of a pure public good is that its marginal cost is zero or close
to zero. It means that an additional member of the society can be benefited by its
use without appreciably adding to its total cost. To put it differently, the use of a
pure public good by one more member of the society does not reduce its availability
to the others. A good example of it is the tuning in of your radio set. Still another
example is that of a bridge, over which an additional vehicle may pass without any
additional cost to the society. Note, however, that mostly this principle applies, in
reality, only to a limited extent. We cannot keep adding to the number of vehicles
that may use the same bridge; we cannot have the same defence budget if our
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population keeps increasing and so on. Also it may be added that a large part of
the society may not be able to enjoy the benefits of a public good without adding
to the cost of its supply. Similarly, the provision of a public good may be increased
or decreased for budgetary reasons or due to some extraneous factors. Pure
public goods which possess this characteristic have a strong case for inclusion in
the public sector since public goods are indivisible also. In the case of private
goods, on the other hand, the argument is basically in favour of large scale production
for which either the society should agree to a monopolistic type of private enterprise
or should go in for public sector enterprises.

Decreasing average cost

Another likely characteristic of a pure public good is its decreasing average cost.
Being lumpy, it would be subject to the economies of scale. If the public good is
provided in small units, then the average cost is likely to be much more. For example,
the average cost of operating a sewerage system is much smaller if it serves a wide
area than when it serves only a portion of the city. When it comes to the choice
between public and private sectors for the provision of goods possessing this
characteristic, considerations similar to the ones mentioned above in the case of
marginal cost characteristic apply.

Impure public goods

It would be noticed that it is highly difficult to come across goods which fully
satisfy all the characteristics of pure public goods. Similarly, it is equally difficult to
come across pure private goods. In general, most goods possess a mixture of
both publicness and privateness. The division between the two types is mostly one
of degree and not of kind. Such goods which are neither pure public goods nor
pure private goods are called impure public goods (also called quasi public goods
or quasi private goods). If the elements of publicness are predominant in the mixture
of characteristics of a good, then it may be termed a public good; and in the
opposite case, a private good.

Local public goods

Over time, the subject matter of public goods gained in depth and coverage.
Additional issues associated with their nature and relevance were identified for
policy-making. Further impetus was imparted to this subject when issues like the
geographical coverage of a public good, its provision in a country having two or
more tiers/layers of government, determination of public preferences and their
aggregation for it gained prominence.

Tiebout–Oates Model

Samuelson had highlighted some problems relating to a public good, such as the
level of government that should provide it, quantification and aggregation of the
preferences of its users, financing its provision and the like. Charles Mills Tiebout
probed these questions and asserted that, under some assumptions, these typical
problems could be satisfactorily solved in the case of a sub-category of public
goods provided by local/municipal authorities. He termed this sub-category of
public goods—Local Public Goods. Tiebout’s is a highly abstract model based



Introduction to
Public Finance

NOTES

Self - Learning
16 Material

upon strong and unrealistic assumptions and is variously known as the Tiebout
Model, Tiebout Hypothesis, Tiebout Sorting and Tiebout Migration. In recognition
of the contribution made by Wallace E. Oates to this line of reasoning, it is also
referred to as Tiebout–Oates Model.

Tiebout maintains that there is a sub-category of public goods the provision
of which is restricted to people living in (or visiting) a specific geographical area
falling within the territorial jurisdiction of a municipal/local body. These goods,
therefore, continue to be non-rivalrous, but acquire a degree of excludability. Those
who do not reside in (or cannot visit) the specified localities, are automatically
denied access to the services provided by it. Every person living in (or visiting) this
area is entitled to use these public goods (such as parks, streets, scavenging,
street lighting, and so on) irrespective of whether others are also using them or
not. At the same time, every such person can be subjected to compulsory contribute
to the financing of their provision. This solves the problem of free riders by converting
the residents of that area into ‘compulsory riders’. It means that the residents have
to ‘consume’ those public services and pay for them the prescribed user charges.
No resident is given the option of selecting the municipal services to be consumed
by him or the ‘user charges’ to be paid by him. The municipal body does not alter
the basket of services it is providing in response to the preferences of the residents.
If some residents disagree with this arrangement, they can migrate to some other
municipal area where the provision of municipal services and user charges are
acceptable to them. This method of showing preference for a specific set of local
goods and willingness to pay for them by migration between municipal areas is
termed ‘voting with the feet’. Inter-municipal migration continues till the services
provided by municipal bodies and charges for them synchronize with the preferences
of their consumers.

It may be added here that Samuelson had pointed out that several public
goods are only partially non-rivalrous. They are prone to congestion (or over-
crowding). Their ‘excessive’ use by some may reduce their availability to others.
This is particularly true of several public goods provided by local governments,
such as schools, parks and fire fighting facilities. Their increased use by some
leaves less of them for others. A fall out of this phenomenon is that it becomes
generally impossible to provide these goods at local level in optimum quantities
unless the preferences of users are known and aggregated. In other words, the
problem is that the volume of individual services provided by authorities may deviate
from the preferences of their users. Tiebout’s model provides a theoretical solution
of this problem in the form of migration of users of these services. In his model, the
users reveal their preferences by migrating between municipal areas. This process
of migration continues till there is complete matching and the above said problems
get solved.

Tiebout model is based upon some strong assumptions including the
following.

 Individuals possess perfect information and they are free to move from
one municipal area to the other.

 There are enough areas and communities to choose from.
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 Problems relating to migration (employment, earning, quality of living
associated with some areas, language, culture and other factors) do not
come in the way of actual migration.

 Migration is costless and without any disruption.

 Each municipal area has a set of services which are not revised over
time.

 The quality of public services is same everywhere.

 Communities do not suffer from negatives like poor law and order, or
undesirable habitants.

 The individuals must consume all the goods (both public and private) at
the same location, and there are no spill-over effects from one community
to the other.

 The model ignores the availability and consumption of national level public
goods.

 It assumes that the extent, quality and financing of local public goods are
not affected by changing numbers of their consumers.

As stated above, these are highly unrealistic assumptions. A growing economy
and society, with changing urbanization and inter-country roads, communication,
rail and other facilities and infrastructure is abound to change the scenario over
time. The model does not take into account these changes. It is set within the
framework of a static economy. It loses relevance in a country like India where
every locality is not served by municipal bodies and quality and type of services
provided by municipalities widely differ from each other. In several cases, even a
large number of basic amenities are not provided. Moreover, in any case, public
expenditure in India suffers from a high degree of inefficiency.

Club goods

The concept of club goods (also termed artificially scarce goods) was introduced
by James M. Buchanan They are a sub-set of local public goods and are
characterized by an artificially created scarcity. They are distinguished from local
public goods by the fact that they are fully excludable. They are public goods
embedded with full excludability.

Potential users of club goods are not excluded on the criterion of geographical
residence, but on the basis of some other criteria which can vary from case to
case. These criteria normally culminate themselves in the form of club membership
which, in turn, may be subject to one or more criteria like financial contribution,
some academic or professional qualification/accomplishment, social status, religion,
community, nationality, political views and so on. The list is inexhaustible.

Club goods are neither fully rivalrous nor completely non-rivalrous. By their
very nature, the number of their consumers can be increased but only up to a limit.

It may be noted that suppliers of club goods are in the nature of monopolies.
These goods are characterized by artificial scarcity created by the suppliers in one
or more ways. For this reason, club goods typically suffer from under-supply as is
the case with most merit goods.
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Over space and over time, the category of club goods is subject to a wide
variation. It is also noteworthy that the precise nature of club goods is shrouded in
a blanket of haziness and in some cases, it may be difficult to decide when a
specified good becomes a club good and when it ceases to be so. In India, for
example, we have roads built and operated on the basis of public-private
partnership. The users of such roads are categorized on the basis of certain criteria
and some categories of users have to pay the toll. That way, these roads have a
differentiated excludability as in the case of club goods. But a tool road becomes
rivalrous only when it is crowded beyond a limit. So long as it is partially rivalrous,
it is a club good. But once it is crowded beyond a limit and becomes fully rivalrous,
it assumes the nature of a private good (which is both excludable and rivalrous).

It is pertinent to note that the problem of free ridership can exist only when
a good is fully non-excludable, irrespective of whether it is also rivalrous or non-
rivalrous. Local public goods and club goods are, by their very nature, impure
public goods. Assumptions made in Tiebout model and club theory are such that
goods provided by local authorities and clubs become fully excludable. For this
reason, the problem of free ridership ceases to exist in their case.

Mixed goods

Mixed goods are the types of goods which comprise elements of both private and
public goods. A mixed good is like a private good in that it is rivalrous and
excludable, but it provides noteworthy non-rivalrous, non-excludable external
benefits for which preferences are not revealed by the market mechanism. Examples
are (i) healthcare; (ii) education; (iii) public transport; (iv) refuse collection and (v)
fire-service. Infrastructures are usually defined as mixed goods because of their
nature.

Merit Goods

Merit goods are those goods the consumption of which not only benefits their
consumers but also non-consumers. Examples of merit goods include education,
health services, and the like. Left to market mechanism, the availability of such
goods remains inadequate as compared with their need because of an inherent
deficiency of effective demand for them (that is, insufficient purchasing power in
the hands of their potential consumers). On account of their overriding importance,
provision of such goods helps the economy in attaining a high level of efficiency
and helps in achieving basic objectives of the society. It follows that the State
should itself take up the supply of merit goods or it should at least supplement their
availability. Alternatively, it may choose to subsidize their production or consumption.

Check Your Progress

1. What does the term ‘public finance’ denote?

2. What does the scope of public finance include?

3. State two dissimilarities between private and public finance.

4. What are impure public goods?
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1.4 PRINCIPLE OF MAXIMUM SOCIAL
ADVANTAGE

The Principle of Maximum Social Advantage was introduced by British economist,
Hugh Dalton. According to Hugh Dalton, public finance is concerned with income
and expenditure of public authorities and with the adjustment of one with the other.

Budgetary activities of the government results in transfer of purchasing power
from some individuals to others. Taxation causes transfer of purchasing power
from tax payers to the public authorities, while public expenditure results in transfers
back from the public authorities to some individuals, therefore, financial operations
of the government cause ‘Sacrifice or Disutility’ on one hand and ‘Benefits or
Utility’ on the other. This results in changes in pattern of production, consumption
and distribution of income and wealth. Therefore, it is important to know whether
those changes are socially advantageous or not. If they are socially advantageous,
then the financial operations are justified otherwise not. According to Hugh Dalton,
‘The best system of public finance is that which secures the maximum social
advantage from the operations which it conducts.’

The Principle of Maximum Social Advantage (MSA) is the fundamental
principle of public finance. It states that public finance leads to economic welfare
when public expenditure and taxation are carried out up to that point where the
benefits derived from the MU (Marginal Utility) of expenditure is equal to (=) the
Marginal Disutility or the sacrifice imposed by taxation.

Hugh Dalton explains the principle of maximum social advantage with
reference to:

(i) Marginal Social Sacrifice (MSS)
(ii) Marginal Social Benefits (MSS)

This principle is, however, based on the following assumptions:
(i) All taxes result in sacrifice and all public expenditures lead to benefits.
(ii) Public revenue consists of only taxes and no other sources of income

to the government.
(iii) The government has no surplus or deficit budget but only balanced

budget.
(iv) Public expenditure is subject to diminishing marginal social benefit and

taxes are subject to increasing marginal social sacrifice.

1. Marginal Social Sacrifice (MSS)

Marginal Social Sacrifice (MSS) refers to that amount of social sacrifice undergone
by public due to the imposition of an additional unit of tax.

Every unit of tax imposed by the government taxes result in loss of utility.
Dalton says that the additional burden (marginal sacrifice) resulting from additional
units of taxation goes on increasing i.e., the total social sacrifice increases at an
increasing rate. This is because, when taxes are imposed, the stock of money with
the community diminishes. As a result of diminishing stock of money, the marginal
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utility of money goes on increasing. Eventually, every additional unit of taxation
creates greater amount of impact and greater amount of sacrifice on the society.
That is why the marginal social sacrifice goes on increasing.

The marginal social sacrifice is illustrated in Figure 1.1.
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Fig. 1.1 Increasing Marginal Social Sacrifice Curve

The above diagram indicates that the Marginal Social Sacrifice (MSS) curve
rises upwards from left to right. This indicates that with each additional unit of
taxation, the level of sacrifice also increases. When the unit of taxation was OM

1
,

the marginal social sacrifice was OS
1
, and with the increase in taxation at OM

2
,

the marginal social sacrifice rises to OS
2
.

2. Marginal Social Benefit (MSB)

While imposition of tax puts burden on the people, public expenditure confers
benefits. The benefit conferred on the society, by an additional unit of public
expenditure is known as Marginal Social Benefit (MSB).

Just as the marginal utility from a commodity to a consumer declines as
more and more units of the commodity are made available to him, the social benefit
from each additional unit of public expenditure declines as more and more units of
public expenditure are spent. In the beginning, the units of public expenditure are
spent on the most essential social activities. Subsequent doses of public expenditure
are spent on less and less important social activities. As a result, the curve of
marginal social benefits slopes downward from left to right as shown in Figure 1.2.
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Fig. 1.2 Diminishing Marginal Social Benefit Curve
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In Figure 1.2, the Marginal Social Benefit (MSB) curve slopes downward
from left to right. This indicates that the social benefit derived out of public
expenditure is reducing at a diminishing rate. When the public expenditure was
OM

1
, the marginal social benefit was OB

1
, and when the public expenditure is

OM
2
, the marginal social benefit is reduced at OB

2
.

The point of maximum social advantage

Social advantage is maximized at the point where marginal social sacrifice cuts the
marginal social benefits curve.

This is at the point P. At this point, the marginal disutility or social sacrifice is
equal to the marginal utility or social benefit. Beyond this point, the marginal disutility
or social sacrifice will be higher, and the marginal utility or social benefit will be
lower.
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Fig. 1.3 Maximum Social Advantage is Obtained at the Point of Intersection of MSS
and MSB Curves

At point P, social advantage is maximum. Now consider Point P
1
. At this

point marginal social benefit is P
1
Q

1
. This is greater than marginal social sacrifice

S
1
Q

1
. Since the marginal social sacrifice is lower than the marginal social benefit,

it makes more sense to increase the level of taxation and public expenditure. This
is due to the reason that additional unit of revenue raised and spent by the
government leads to increase in the net social advantage. This situation of increasing
taxation and public expenditure continues, as long as the levels of taxation and
expenditure are towards the left of the point P.

At point P, the level of taxation and public expenditure moves up to OQ. At
this point, the marginal utility or social benefit becomes equal to marginal disutility
or social sacrifice. Therefore at this point, the maximum social advantage is achieved.

At point P
2
, the marginal social sacrifice S

2
Q

2
 is greater than marginal social

benefit P
2
Q

2
. Therefore, beyond the point P, any further increase in the level of

taxation and public expenditure may bring down the social advantage. This is
because each subsequent unit of additional taxation will increase the marginal
disutility or social sacrifice, which will be more than marginal utility or social benefit.
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This shows that maximum social advantage is attained only at point P and this is
the point where marginal social benefit of public expenditure is equal to the marginal
social sacrifice of taxation.

Maximum social advantage is achieved at the point where the marginal social
benefit of public expenditure and the marginal social sacrifice of taxation are equated,
i.e., where MSB = MSS.

This shows that to obtain maximum social advantage, the public expenditure
should be carried up to the point where the marginal social benefit of the last rupee
or dollar spent becomes equal to the marginal social sacrifice of the last unit of
rupee or dollar taxed.

Limitations of the Principle of Maximum Social Advantage

The simple exposition of the principle of maximum social advantage as described
above suffers from some obvious limitations.

 The principle wrongly assumes that the State is something external to the
economy.

 The principle can be refuted even on the assumption that the State is a
superimposed entity upon the economy. So long as it is essential to have
certain basic State functions like that of protecting the society both from
internal disaster and external aggression, it follows that the benefits from the
very existence of the State exceed the cost of its own maintenance. Actually,
without these basic functions of the State, the very existence of the society
cannot be guaranteed. Also, the availability of State protection to the society
invisibly adds to its productive efficiency.

 As Dalton points out, there is no basis for a generalization that every tax is
a burden upon the society and that every state expenditure is a benefit for it.
We can explain this point with a real life example. A tax on the consumption
of narcotics and other harmful drugs cannot be called a burden upon the
society, though a similar tax on education or sanitation would be. Similarly,
if the State undertakes the provision of social overheads and other public
utilities, it leads to the emergence of external economies. Through them the
cost of production falls, efficiency in production goes up and the economy
benefits. The State, through its activities, may succeed in breaking the vicious
circle of poverty in an underdeveloped country and in this way it may return
to the economy (in the form of economic growth) more than it gets from it.

 Moreover, the benefits and ill-effects of a public budget to the economy
generally spill over beyond the period covered by a given budget.
Accordingly, it is a defective logic to argue in terms of a single budget only.

 If we assume that all taxes are harmful and all public expenditure is beneficial,
we arrive at some absurd results. For example, it will follow that the best
course for the State would be not to levy any tax at all and finance all its
activities through deficit financing only. It is very easy to demonstrate the
absurdity of this conclusion. We must remember that by themselves taxes
or public expenditure do not destroy or create any resources. They only
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provide a means of transferring resources between private and public sectors
of the economy. Any variation in overall resource availability is only an indirect
result of budgetary operations.

 Non-tax revenue includes fines, fees, profits from public undertakings,
dividends from investments, use of the printing press, market borrowings
and so on. These sources of revenue cannot be dismissed as unimportant
either quantitatively or as irrelevant to the welfare and working of the
economy.

 Every State is committed to certain expenses - a liability from which it cannot
free itself easily. These expenses include maintenance of the State itself,
defence of the country, maintenance of law and order in the society, imparting
justice to the people, certain welfare measures, servicing of the existing
debt and so on.

 The effects of public finance operations are complex, widespread, and often
indirect. They are not quantifiable in simple and direct terms as is done in
the principle of Maximum Social Advantage. An imbalanced budget is often
an effective weapon affecting various remedial and welfare measures and
thereby maximizing aggregate social advantage. For example, indirect taxes
often change relative prices of commodities leading to changes in demand,
consumption, production and investment patterns of the society. Thus, it is
not possible to link welfare and growth effects of public finance operations
with the amounts of taxation and public expenditure and ignore other aspects
of budgetary measures and policies.

 To assume that the government budget should always be a balanced one is
a highly unrealistic restriction. If the objective of the budgetary policy is to
be of maximum advantage to the society, such a restriction is most likely to
hinder its attainment. Contracyclical budgetary measures to offset fluctuations
in demand generated by the private sector are often suggested. Similarly, in
an underdeveloped country, a deliberate deficit budgeting may be needed
to stimulate savings and capital accumulation.

 Logically, it is incomplete to determine an optimum level of State activities
in terms of budgetary aggregates only. Full potential of budgetary operations
is revealed only through their detailed study and associated policies. This
fact brings in a host of relevant questions regarding institutional and economic
framework of the country such as income and wealth inequalities, regional
imbalances and the like. To put it differently, the question of determining an
optimum level of State activities leads us to consider in details the effects of
alternative budgetary policies at different levels and in all their details; and
without such an analysis no meaningful answer is possible.

The principle in practice

The question arises that since the principle of maximum social advantage suffers
from so many limitations, should we not discard it totally to which the reply is an
emphatic no. Instead, we should try to make it more realistic and capable of
yielding policy conclusions. For this purpose, we first show that it is highly undesirable
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to limit the State’s budgetary activities to the minimum possible. And then we try
to find out the tests which should tell us as to whether the budgetary activities of
the State are of net advantage to the society or not.

The case for state activities

The case for confining State activities to the minimum rests on the assumption of
superiority of market mechanism. It assumes that the market is able to generate
full employment, and is always more efficient than the public sector. Therefore,
within its narrow sphere, the State should only make a judicious choice between
alternative taxes and items of expenditure. But we note that these assumptions are
highly unrealistic. In reality, market mechanism fails to generate full employment,
leads to cyclical fluctuations and creates income and wealth inequalities. It need
not succeed in realizing high enough rates of capital accumulation and economic
growth. Therefore, it is a duty of the State to remove these drawbacks.

Furthermore, we must remember that though competition is supposed to
guide the economy according to consumer’s sovereignty, in reality it is not so for
two reasons.

Firstly, on account of inequalities of income and wealth, the demand pattern
generated in the market does not really display true needs of the society. Quite a
number of luxuries are demanded at the cost of necessities which the poor people
cannot afford to buy for want of purchasing power. There is also a shortage of
merit goods due to their non-profitability.

Secondly, the market competition, in practice, tends to degenerate into a
monopolistic competition in which there is a lot of wastage on account of selling
expenses, unutilized productive capacity, hoarding, speculation and so on.

The tests

Assuming, therefore, that the State cannot remain indifferent to the working of the
economy, we proceed to look for the tests of maximum social advantage. To
make these tests realistic we treat the State as a part and parcel of the economy.
This being so, the sweeping statements like the ones asserting that all taxes are
leakages from the economy’s resources and that all public expenditures are
additions to them, lose their meaning. Instead, it becomes relevant to analyze the
net effects of budgetary activities, covering not only the budgetary aggregates as
such, but also their detailed composition and associated budgetary policies.

However, this is not an easy task. The effects of many State activities cannot
be quantified. As examples, we can mention the removal of untouchability,
spreading of education, improvement in health and sanitation and so on. Almost
every State activity has widespread effects and it is nearly impossible to estimate
all of them. In other words, it is very difficult to devise objective tests of benefits
and losses to the society and thereby determine (estimate) the quantum of social
advantage generated by State activities.
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1. Dalton’s Tests

Even under difficult (but realistic) conditions, Professor Dalton gives us certain
objective tests according to which it can be ascertained whether public finance
operations are adding to the social advantage or not. These tests are formulated
by assuming that there are certain generally accepted desirable objectives which
the society should try to achieve, namely the following:

 Preserving the society: If it is agreed that the society, as it exists, is worth
preserving, then a system of public finance which ensures adequate protection
to the society against both foreign aggression and internal disruption certainly
adds to social advantage and is worth pursuing.

 Economic welfare of the community: This welfare involves two aspects:
(a) an improvement in production, and (b) an improvement in the distribution
of national income.

An improvement in production should not be taken to mean an increase in current
output as such, but basically an increase in the productive capacity of the economy
on a sustainable basis. An increase in current output through capital consumption
cannot be termed an ‘improvement in production’ because it is not sustainable in
the long run. Improved productive capacity implies capital accumulation, better
utilization of productive resources, and an increase in productivity of workers with
a corresponding addition to the social advantage.

An improvement in the distribution of national income covers both ‘efficiency’
and ‘equity’ dimensions thereof. Efficiency in distribution relates to aggregate of
satisfaction only, while equity relates to the sharing of aggregate satisfaction between
members of the society. Normally, the two aspects are so intermixed and
interdependent that a decision involving efficiency also affects equity and vice versa.
The welfare aspect of distribution of national income, therefore, does not lend
itself to an easy treatment. Quite often, we are not even able to find out whether
certain decisions would add to the efficiency of distribution or not. In other cases,
the efficiency and equity tests might clash, so that improvement in one leads to a
deterioration in the other. It is not, therefore, possible to lay down full-fledged
objective criteria of social advantage. But we can recommend some common-
sense steps about which, on general grounds, there is not much chance of a
difference of opinion. We can, for example, advocate reduction in inequalities of
income and wealth, reduction in unemployment, uplifting the standards of living of
the people, bringing about a higher rate of economic growth, bringing about
economic stability in the economy and so on.

2. Hicks’ Tests

Mrs Hicks has also suggested two sets of criteria for judging whether a particular
public finance operation or policy adds to the net social benefit or not. The first is
called the production optimum and the second is the utility optimum.

According to Mrs. Hicks, an optimum in production is achieved if through
reallocation of productive resources it is not possible to increase production of
any given commodity without reducing that of some other. Obviously, this criterion
is not only ambiguous but may also be misleading. Increasing production of one
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commodity may necessitate reducing that of the other, but the total output may
increase. Mrs. Hicks’ production optimum may apply in a situation of full
employment and complete utilization of existing productive capacity. However, it
must be noted that budgetary operations and policies are not always successful in
achieving even these conditions. If they could, many of the economic ills of the
world of today would not have been there. Again, this test of production optimum
applies in short-term only. In the long run, it is always possible to augment
productive potential of the economy such as through creation and expansion of
social overheads, capital goods sector and investment in human capital.

Utility optimum of Mrs Hicks is related to the composition of the national
output and relative importance of its components. A variation in this composition
would automatically lead to a variation in the utility derived from it. When a stage
is reached whereby such a variation in the utility derived from GDP cannot be
increased, the utility optimum is said to have been achieved. The difficulty with this
criterion arises out of the fact that utility and, therefore, the relative importance of
various goods and services cannot be quantified. Furthermore, such measures of
relative utility are always subject to revision over time and place and as also between
individuals.

All said and done, we find that the basic idea contained in this principle is
useful even when it is not possible to adopt it in strict quantitative terms. In line
with the reasoning of this idea, we can proceed with the aim of increasing the
usefulness of overall budgetary policy of the government for the society. To this
end, we first equip ourselves with adequate theoretical knowledge and empirical
evidence relating to the immediate and long-term repercussions of various budgetary
measures. We have then to choose between various alternatives which budgetary
policy may offer including, for example, the level of State activities, the composition
of tax and non-tax revenues, tax rates, and similar other considerations regarding
the expenditure side of the budget. All these decisions have to be taken in the light
of our objectives and the extent to which they can be achieved in practice. The
optimum size of the government budget is not a fixed quantity. It depends upon
several relevant considerations, for example, the objectives, their practicability,
their relative costs and benefits, the administrative capability of the government
including the accounting system and programme and performance budgeting, the
institutional and economic framework of the society and the like.

1.5 SOURCES OF REVENUE

Like any other economic unit, a government needs funds to finance its activities.
Such funds are raised from various sources. It is difficult to give a complete list of
all the sources of  public receipts. But the important ones include  taxes, income
from currency, market borrowings, sale of  public assets, income from  public
undertakings, fees, fines, gifts and donations, etc. Professor Dalton  makes a
distinction between public receipts and public revenue. While public receipts include
receipts from all sources, public revenue is a narrower concept and excludes
public borrowings, income from the sale of public assets, or receipts from the use
of ‘printing press’.
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It is a normal practice with a government  to divide  its receipts into ‘revenue’
and ‘capital’ categories.  Broadly speaking,  revenue receipts include  ‘routine’
and ‘earned’  ones. For this reason, they do not include borrowings  and recovery
of loans from other parties, but they do include  tax receipts, donations , grants,
fees, and fines etc. Capital receipts, on the other hand, cover those items which
are basically of non-repetitive and non-routine variety and change government’s
financial liabilities/assets.

1.5.1 Tax Revenue and Non-Tax Revenue

These receipts are divided into tax revenue and non-tax revenue.

Tax revenue itself is divided into three sections:
(a) Taxes on income and expenditure: This section covers all those taxes

which are levied on receipts  of income  and expenditures  such as
corporation tax, income tax, expenditure tax, interest tax, and similar
other taxes, if any, in force.

(b) Taxes on property and capital transactions: This section  covers  taxes
on  specific forms of wealth and its transfers  such as  estate duty,
wealth tax, gift tax, house tax, land  revenue and stamps and registration
fees, etc.

(c) Taxes on commodities and services: This section includes taxes on
production, sale,  purchase, transport, storage, and consumption of
goods  and services.

Alternatively,  taxes may be  divided into direct  and indirect ones. This
distinction  will be  discussed later in this chapter.

Non-tax revenue of the government is divided into three sections:
(a) Currency, coinage and mint: This category covers the receipts of

Currency Note Press at Nasik, Security Paper Mill at Hoshangabad,
Bank Note Press at Dewas and of the Mints. Profit from circulation of
small coins is also included here.

(b) Interest receipts, dividends and profits: This section comprises, apart
from interest receipts on loans by the Government to other parties ,
dividends and profits from public sector undertakings run by or as
government departments including other income generating
departments. Examples  are contributions from railways and posts
and telecommunications, and  surplus profits of the Reserve Bank of
India transferred to the Government.

(c) Other non tax revenue: This section covers revenue from various
government activities and services such as from administrative services,
public service commission, police, jails, agriculture and allied services,
industry and minerals, water and power development services,
transport and communications, supplies and disposal, public works,
education, housing, information and publicity, broadcasting, grantsinaid
and contributions etc. Note that  income  and profit from the creation
of currency by the government, i.e.,  the excess of face value of currency
over its cost of creation are also  included in this group of  revenue.
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Capital receipts

Capital receipts of the government take many forms. The most important one
comprises of fresh borrowings which can be classified in terms of their origin and
maturity etc. For example, on the basis of origin, public borrowings  may be external
[i.e., from outside the country], or internal [i.e., from within the country]. In terms of
maturity,  there may be non-terminable [or perpetuities], ‘long term’, ‘medium term’,
or ‘short term’ loans  with specific demarcation of boundaries for each. They may
be marketable or non-marketable, interest-free or interest-bearing, etc.

The next category of receipts covers  recovery of loans  due from  debtors
to the government.  Some capital receipts may be in the form of grants  and
donations, deposits, and appropriation to various funds  and so on

Check Your Progress

5. What are the activities dealt with by the Principle of Maximum Social
Advantage?

6. What are the aspects of economic welfare of the community?

7. Name the factors that are required for improving the distribution of national
income.

8. What are the three sections of tax revenue?

1.6 KINDS AND CANNONS OF TAXATION

A tax is a compulsory levy payable by an economic unit to the government without
any corresponding entitlement to receive a definite and direct quid pro quo from
the government. Note the word ‘direct’ here. It is not a price paid by the taxpayer
for any definite service rendered or a commodity supplied by the government.
The benefits received by taxpayers from the government are not related to or
based upon their being taxpayers. A tax  is a generalized exaction, which may be
levied on one or more criteria upon individuals, groups of individuals, or other
legal entities.

It may be noted that a public receipt containing an element of compulsion
does not automatically become a tax. In order to be a tax, the absence of a quid
pro quo is a must.

1. Public authorities may charge prices for specified services or goods
supplied by them and these prices may contain an element of
compulsion. Here the individuals  and firms etc. pay voluntarily for the
purchase of goods and services, but the element of compulsion can
always be there. If the authorities have a monopoly of a good or service
in question (such as the city bus service) and if they choose to charge
a price in excess of the ‘competitive’ one (that is, the cost of production
inclusive of normal profit), then the ‘excess’ price being paid becomes
a  tax  for the buyers. We must, however, remember that it is not easy
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to separate  the  elements of pure price and taxation in such production
on account of inefficiency. Again, there may be some goods or services
regarding  which the  consumers  have no choice. The authorities may
thrust the supplies on them compulsorily and collectively even when
members of the society do no want them. A municipal corporation
would, in all probability, provide street lighting and other services and
charge for them from every household.

2. We can also mention the case of ‘special assessment’ (or a betterment
levy) which is a kind of a special charge levied on certain members of
the community who are beneficiaries of certain government activities
or public projects. For example, due to provision of parks and other
facilities, land values in the neighbourhood often go up. Irrigation facilities
often increase the productivity of irrigated lands and, therefore, land
prices. Such benefits are ‘unearned increment’ for property owners
which the authorities may choose to tax away. Being a compulsory
payment, a betterment levy is like a tax. But since there is a quid pro
quo (some people get the benefit out of a project and they pay for it),
it is also like a price.

3. Fines (such as court fines) are also compulsory payments without any
quid pro quo but they are different from taxes because fines are
imposed to curb certain offences and not to get revenue for the State.
In this sense, fines are not taxes. Similarly, import and export duties
may be imposed with different intentions in mind. If the intention is to
get some revenue for the public treasury, they are taxes. But if the
intention is to regulate the flow of imports and exports, then they change
their character and strictly speaking, they are no longer taxes.

4. The authorities also may charge fees for certain services such as
registration of legal documents, marriages, births and deaths. However,
quite often the fees charged are far in excess of their cost  (except,
probably, in the case of health services). The extent of excess charges
are in the nature of a tax.

5. Profits  from paper currency and mintage  are also like compulsory
levies upon the public. The actual cost of creating this currency is
much less than its face value. The Government, therefore, makes a
profit out of this. But this profit is not like the usual profits from other
public undertakings. The public has no choice but to use this currency
at its face value.

6. Another similar source of public income is deficit financing. Ordinarily,
deficit financing means an excess of public expenditure over public
revenue. This excess may be met by borrowings from the market,
borrowings from abroad, or the use of the printing press [creation of
currency]. In the case of borrowings from abroad, there cannot be
any compulsion for the lenders; but in the case of internal borrowings
there can be. The government may force various individuals, firms,
corporations and other institutions to lend to it at rates much lower
than would be the case otherwise. This amounts to a kind of taxation
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in the sense that the government does not pay as much to the lenders
as they could get otherwise. On the other hand, instead of borrowing,
the government may choose to use the printing press. When the
government spends the additional funds so created, the aggregate
demand increases and prices are pushed up. The government
purchases away a part of resources and the market is left with smaller
supplies. In other words, the government, through the use of the printing
press, taxes away some resources of the market just as it could tax
them away directly.

If voluntary gifts are made to the authorities, such as during a war, then such
an income is neither in the nature of a tax nor a price.

The base of a tax

The base of a tax is the legal description of the object with reference to  which the
tax is payable. For example, the base of an excise duty is production, packing or
processing of a specific good; the base of an incometax is the income of the
assessee defined and estimated in terms of certain rules laid down for this purpose;
a gift may be defined and made a base for levying a gifttax. Note that the base of
each tax has to be defined legally and it is to be quantified for the purpose of
determining the tax liability of an individual taxpayer. Each taxpayer is considered
a legal entity for this purpose. Accordingly, an individual legal entity may be subjected
to more than one tax. It should be noted that a tax base may have a  time
dimension also. For example, incometax is usually on an annual basis and the law
has to decide whether income would be taxed on the basis of accrual or receipt.
The authorities, while determining a tax base, are expected to give due consideration
to various questions like those of cost of collection, administration and effects of
that tax. The exact coverage of a tax base is sought to be determined by an optimum
combination of these considerations. With the passage of time, a tax base under
consideration may grow or may shrink. For example, as production of excisable
goods increases, the base of excise duties also grows. Relevant provisions,
definitions and rules of a tax may be changed to extend its coverage or base. Also,
its coverage may be increased by bringing additional  items under it.

Buoyancy and elasticity of a tax

These terms highlight  the reasons for an increase in the yield of a tax over time.
An increase in tax  revenue on account of a  growth of its base is termed  its
buoyancy. A buoyant tax  has an inherent tendency to yield more tax revenue with
the growth of its base. Thus, for example, with given rates of income tax and the
definition of taxable income, if yield from incometax increases as national income
increases, it would be termed a buoyant tax. Similarly, excise duties are levied on
production of specified goods. If new items are not brought under these duties
and the rates of existing duties remain unchanged, but the revenue from excise
duties still increases with an increase in the production of excisable items, we have
a case of buoyancy of excise duties. It is clear that the concept of buoyancy may
be applied to an individual tax or to a whole set of taxes. Numerically, the buoyancy
of a tax is measured as a ratio of the proportionate increase in tax revenue to a
proportionate increase in the tax base.
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The yield of a tax may also go up on account of extension of its coverage or
a revision of its rates. Such a characteristic of a tax is referred to as its elasticity. In
other words, elasticity of a tax refers to its responsiveness to steps taken by
authorities in increasing its yield through an extension of its coverage or revision of
its rates. Numerically, the elasticity of a tax is measured by the ratio of proportionate
change in its yield to the proportionate change in its coverage or rates.

1.6.1 Canons of Taxation

A tax system (that is, the set of all taxes) for achieving certain objectives, chooses
and adheres to certain principles which are termed its characteristics.  A good tax
system, therefore, is one which is designed on the basis of an appropriate set of
principles, such as equality and certainty.  Mostly,  however, objectives of taxation
conflict with each other and a compromise is needed. Therefore, usually  economists
select some important objectives  and work out the corresponding principles which
the tax system should adhere to. The first set of such principles was enunciated by
Adam Smith (which he called Canons of Taxation).

Adam Smith was interested in the ways  by which an economy  can increase
its productive capacity and thereby achieve a higher rate of growth. Further, he
was of the firm view that  private sector is more efficient than the public one and,
therefore, the primary responsibility of economic growth should rest with the private
sector. Economic growth necessitates large scale saving and investment. It is also
essential that the investment should be along productive lines. All told, therefore,
he was of the view that the private sector should be entrusted with the maximum
possible economic responsibility for an efficient discharge of which it should be
given as much freedom as possible. The only additional consideration should be
the adequacy of revenue for the State (for its own maintenance, for defence, for
law and order, and for social overheads) and an equitable distribution of the tax
burden. With this end in view, he laid down those principles of taxation which
were to satisfy these conditions.

The four canons of taxation as prescribed by Adam Smith are the following:
1. Canon of equality: ‘The subjects of every State ought to contribute

towards the support of the government, as nearly as possible, in
proportion to their respective abilities; that is, in proportion to the
revenue which they respectively enjoy under the protection of the State.’
This canon tries to observe the objective of economic justice. It dictates
that in absolute terms the richer should pay more taxes because without
the protection of the State they could not have earned and enjoyed
that extra income. If we interpret this principle in terms of disutility
which the tax payers suffer by paying taxes, it follows that the tax
should impose equal marginal disutility upon every tax payer. Two
possibilities emerge in this case. If incomes are subject to constant
marginal utility, then both the rich and the poor should be subjected to
proportional taxation  each person paying a given percentage of his
income as tax. On the other hand, if we agree with the more realistic
proposition that income is subject to diminishing marginal utility, then
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the richer should pay a larger proportion of their incomes as taxes
(that is, the taxes should be progressive).

2. Canon of certainty: This canon is meant to protect the taxpayers
from unnecessary harassment by the ‘tax officials’. ‘The tax which
each individual is bound to pay ought to be certain, and not arbitrary.
The time of payment, the manner of payment, the quantity to be paid,
ought all to be clear and plain to the contributor, and to every other
person.’ The taxpayers should not be subject to arbitrariness and
discretion of the tax officials, since that breeds a corrupt tax
administration. With a scope for arbitrariness even an honest tax
machinery will become unpopular. Smith is so emphatic about this
principle as to claim that a very considerable degree of inequality... is
not near so great an evil as a very small degree of uncertainty.

3. Canon of convenience: The mode and timings of tax payment should
be, so far as possible, convenient to the taxpayer. This canon
recommends that unnecessary trouble to the taxpayer should be
avoided,  otherwise various illeffects may result.

4. Canon of economy: This canon recommends that cost of collection
of taxes should be the minimum possible. It is useless to impose taxes
which are too widespread and difficult to administer. These taxes entail
an unnecessary burden upon the society in the form of additional
administrative expense. The productive efforts of the people suffer
due to this wastage. Realizing that the tax collections are being wasted,
the taxpayers also tend to evade them.
These  canons of taxation have a sound philosophy behind them and
exhibit an insight into the practical aspects of tax administration and its
effects. However, in view of  developments in economic philosophy
and problems of a modern state, a few additional principles were also
suggested by later writers. A brief description of these is as follows:

5. Canon of productivity: It is also called the canon of fiscal adequacy.
According to this principle the tax system should be able to yield
enough revenue for the treasury and the government should have no
need  to resort to deficit financing.

6. Canon of buoyancy: The tax revenue should have an inherent tendency
to increase along with an increase in national income, even if the rates
and coverage of taxes are not revised.

7. Canon of flexibility: It should be possible for the authorities, without
undue delay, to revise the tax structure, both with respect to its
coverage and rates, to suit the changing requirements of the economy
and of the Treasury.

8. Canon of simplicity: The tax system should not be too complicated.
That makes it difficult to understand and administer and breeds
problems of interpretation and legal disputes.
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9. Canon of diversity:  It is risky for the State to depend upon too few
a source of public revenue. Such a system is bound to breed a lot of
uncertainty for the treasury. It is also likely to be inequitable as between
different sections of the society. On the other hand, if the tax revenue
comes from diversified sources, then any reduction in tax revenue on
account of any one cause is bound to be very small. However, too
much multiplicity of taxes is also to be avoided. That leads to
unnecessary cost of collection and violates the canon of economy.

In general, we must remember that the tax structure is a part of the economic
organization of a society and should, therefore, fit in its overall economic philosophy.
No tax system that does not satisfy this basic condition can be termed a good one.
Over time therefore, ideas regarding what should form a good tax system have
undergone an evolution. In the following section we would briefly discuss the
characteristics of a good tax system in the light of modern economic philosophy.

1.6.2 Classification of Taxes

In this section, we shall look at different kinds of taxes and their merits and demerits
in terms of the objectives of equity, efficiency, simplicity, resource allocation and
so on. It would have been ideal if each tax happened to contribute to some or all
these generally accepted objectives. In that case, there would have been no conflict
between different taxes and the job of the authorities would have been only to
select that combination of taxes which yielded the “maximum” possible collective
attainment of the goals of the society. Such, unfortunately, is not the case. Quite
often a tax helps the economy along some of its objectives and militates against the
others. In other words, a tax is usually a mixture of both advantages and
disadvantages.

It is noteworthy that State faces many difficulties if it wants to recast the
entire tax structure. Any existing tax structure is a result of  evolution over history
and is associated with a particular mould of the economy. Accordingly, politically
and economically, the choice of changing the tax structure lies only within limits.
The discussion regarding the merits and demerits of different forms of taxes is only
meant to be a general guide indicating the variables which the authorities should
keep in mind in their efforts at tax reforms. Also, it must be remembered that
though we assume that State can choose any tax and any rate schedule, in practice
it need not do so.

Generally, every tax variation has to have a political approval of the society
(such as the approval of the legislature) which is not always available on account
of pressure groups in the society.  Furthermore, in theory, we generally assume
that the government has an efficient and honest administrative machinery through
which the tax system can be enforced while in practice, this assumption is not
satisfied.  Similarly, in some cases the cost of tax collection may be so high as to
make them impracticable. Thus, we find that theory and practice of tax structure
and policy can be at variance with each other, and quite often tax proposals,
which theoretically are quite sound and desirable, may have to be left out from
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practical point of view. However, to the extent possible, the authorities must see
to it that the taxes are designed in such a way as to reduce their ill effects to the
minimum and strengthen their good effects to the maximum. It is in the light of
these observations that we find it necessary to study some general classifications
of the possible taxes and their relative merits and demerits.

1. Single vs. Multiple tax system

Notwithstanding the above comment, a tax system comprising only one tax has
been advocated at times in the past. Partly this was due to the inadequate
understanding of the working of a complex modern economy, and partly it was
the result of the belief in the concentration theory of incidence. Conceptual and
analytical inadequacies also contributed to this type of reasoning. DeMarco claimed
that taxpayers are more certain of their liabilities in a single tax and this can help in
a more equitable distribution of the tax burden and in reducing cost of collection.
As against these claims, however, we should note the difficult problems which are
faced here including, for example, the identification and choice of an appropriate
single tax, the determination of rate schedule, the adequacy and growth of revenue,
and its role in promoting national objectives.

Single tax system

One simple form of a single tax is the poll tax, or the head tax which is imposed on
a person simply because he is there in the society and not because he has an
income, or wealth, or is following any particular trade or profession etc. According
to this scheme, a poll tax is expected to be levied on each adult member of the
society with the possible exemptions for the blind, deaf, insane, very old, and so
on. It is claimed that a poll tax is almost neutral in terms of allocation effects. That
is to say, the imposition of this tax does not distort the pattern of economic activity
in the country. Since the disposable income of every taxpayer is reduced by a
given amount, therefore, a direct effect on market demand and supply takes place.
It is also claimed that the rate of poll tax can be adjusted to the needs of the
government. Another point quoted in its favour is that in this system every member
of the society contributes to the upkeep of the government. This makes this tax
not only widespread, it also instills a sense of awareness and responsibility in the
minds of the taxpayers regarding the activities of the government.

These arguments, however, are misplaced and lead us to wrong conclusions.
It is highly unlikely that a poll tax would really be neutral in its market repercussions.

Firstly, we must know that in general there are inequalities in the distribution
of income and wealth in the country. Such inequalities may be too large or just
moderate, but they are seldom absent.

Secondly, the requirements (and therefore the marginal utility of income) of
different members of the society are not equal and as a result, an equal absolute
reduction (by way of a poll tax) in the disposable income of every taxpayer would
hurt the poorer sections more than the richer ones.

While the richer sections may not change their consumption pattern and
absolute demand for various goods, the poorer are most likely to do so. The



Introduction to
Public Finance

NOTES

Self - Learning
Material 35

richer sections however, are likely to reduce their savings and investment in order
to pay the poll tax and maintain their consumption standards.

By itself, a poll tax is inequitable because it is more burdensome for the
poor than for the rich. It has no relation with the abilitytopay of the taxpayer. A
millionnaire would be paying the same tax as a poor peon or even a beggar. For
this reason, this tax is also likely to militate against the principle of least aggregate
sacrifice. Similarly, this tax cannot be justified on the basis of the benefits received
principle because there is no quid pro quo between the State and the taxpayer
under this tax system.

A poll tax is not likely to yield sufficient tax revenue for the public treasury
because its rate would have to be fixed with reference to the poorest in the country.
In other words, the rate of a poll tax cannot be very high; if it is, it will push many
poor people to starvation.

In crude economies where national income mainly originated from agriculture,
and where the majority of the people were more or less equally poor, a poll tax
could be administratively feasible and economically acceptable. But even then,
historically, poll tax has existed only in conjunction with other taxes especially
those on land. The use of poll tax was there in ancient Greece, Rome, medieval
Britain and even in some of the American colonies. In a modern economy, however,
such a tax has no place.

Another form of a single tax was advocated by the Physiocrats of France in
the 18th century. They created a theoretical justification for a single tax on agricultural
rent. They believed that a tax could finally be paid only out of an economic surplus.
Its incidence could not lie anywhere else. Furthermore, to them such an economic
surplus or a net product as they called it could and did exist only in agricultural
produce. Accordingly, all taxes would finally be borne by this agricultural surplus.
To use modern terminology, they were believing in the concentration theory of
incidence. They, therefore, advocated that the State ought to levy a tax only on
agriculture and nowhere else.

As noted above, to the extent an economy’s income originates from
agriculture, such a tax is the only genuine one which may be chosen. In olden
societies it was often found that agricultural taxation was quite adequate to meet
the needs of the State and that other possible taxes were either politically not
acceptable or were very low revenue yielding. It is for these reasons that income
tax was not much in use in olden times, and taxes on handicrafts and trade were
either not levied or were levied only to a limited extent.

The 19th century had an ardent advocate of a single tax in Henry George
who wrote his famous book Progress and Poverty in 1879. Henry George
provided a more sophisticated argument in favour of a single tax. He distinguished
between economic rent of land from other returns on labour and capital. Returns
on labour and capital necessitate an effort on the part of the workers and investors
and a tax on these returns would therefore discourage savings, investment, and
other productive activities. However, with the progress of the society, land values
acquired unearned increments in the nature of ‘economic rent’ and the society
could therefore tax this benefit away without any adverse effect. The advocates of
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this single land tax would of course ask for a rate of 100% on the economic rent
on an annual basis. Though in practice George’s proposal remains unaccepted,
there have also been other advocates of this single tax. Even as late as 1932,
Harry Gunnison wrote a book The Economic Basis of Tax Reform justifying a
single tax system.

A single tax on economic rent of land has many limitations

Firstly, there are conceptual difficulties. It is not easy to distinguish between economic
rent and business rent, that is a return which is attributable to investments of labour
and capital in improving land.

Secondly, it is obvious that excepting in the case of improved lands, capital
value appreciation (or unearned increment) may equally be associated with
buildings, investments and other forms of wealth. In a modern economy, these
other forms of wealth are assuming ever increasing importance. Why should then
economic rent of land be chosen for a levy while other forms of capital gains
remain exempted? And some forms of gains to the beneficiaries are so obviously
good subjects of taxation such as gifts, inheritances, lotteries, and so on.

Thirdly, even if these conceptual and estimation problems were not there,
and a single tax on economic rent of land could be imposed and collected, revenue
yield from such a tax would be least likely to be adequate for the needs of a
modern government.

Fourthly, this tax cannot be expected to help the economy in achieving its
other objectives such as those of growth.

We may conclude by saying that a tax on not only economic rent of land but
on all kinds of unearned increments stands justified. However, to use a single tax in
the place of a large number of judiciously chosen taxes is not desirable.

Multiple tax system

This leads us to assert that any worthwhile tax system in a modern economy will
be a multiple tax system. It can be easily seen why this must be so.

Firstly, as noted above, a modern economy is not one objective economy.
It tries to forge ahead simultaneously along the paths of growth, equitable distribution
of income and wealth, economic stabilisation, and so on. And since no single tax
can be expected to help the economy on all fronts, a choice for a multiple tax
system becomes inevitable. Different taxes contribute to the attainment of different
objectives. Thus, some taxes would help in the redistribution of income and wealth
more equitably. Some other taxes would help the economy in the direction of
regional balanced growth. Still others may be needed so as to provide adequate
revenue for the government treasury, and so on. A tax system comprising a number
of taxes, therefore, becomes essential in a modern economy where the objectives
of the State happen to be many.

Secondly, income of a modern economy originates from many sources. It
would be highly unjust to tax income originating from any one source and leave
out others. Justice and equity would demand that the State should tax all the
important sources of income in an equitable manner.
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Thirdly, it is very likely that any single tax, while helping the economy in
some objectives, would work against others. For example, a tax which tries to
reduce income inequalities might discourage saving and investment and thereby
retard capital accumulation and economic growth. It is necessary, therefore, that a
judicious mixture of taxes be chosen so as to minimise their possible ill effects and
strengthen their beneficial effects for the economy.

2. Proportional v. Progressive taxes

A common classification adopted is that on the basis of degree of progression of a
tax. A tax is called progressive when, with increasing income, the tax liability not
only increases in absolute terms, but also as a proportion of the income. If, on the
other hand, the tax liability increases in the same proportion as the increase in
income, then it is proportional taxation. It would be called a regressive tax if the
tax liability, as a proportion of income, falls with the increase in income. The absolute
tax liability, even in this last case, of course, may increase. We can say the same
thing by using the term tax base. The base of a tax is the legal description of the
object to which the tax applies such as net income of an individual, the value of a
property, and so on. The term tax rate is used to denote the amount of a tax per
unit of the tax base. Accordingly, therefore, when the tax rate remains unchanged
for each unit of the tax base, it would be called proportional. If on the other hand,
the rate rises as the tax base increases, we have progressive tax and the tax is
regressive if the tax rate diminishes as the base increases.

It will be noted that the presence of proportionality or progressiveness gives
rise to a corresponding relationship between average and marginal tax rates.
Average tax rate is computed by dividing the total tax liability by the total tax base.
The marginal tax rate, on the other hand, is estimated by dividing the change in the
total tax liability by the change in the total tax base.  For example, if for an income
of  10,000 the tax liability is 1,000 and for an income of 11,000 the tax liability
is 1,320, then the average tax rate for the two incomes would be 10% and 12%
respectively. The marginal tax rate would be the additional tax liability (namely,
320) divided by additional tax base (namely 1,000) that is, 32%. In the case of

proportional taxation, since by definition the average tax rate remains unchanged,
the marginal rate always remains equal to the average rate. If the tax rate structure
is progressive, then the marginal rate would be rising as the tax base increases and
would lie above the average rate of tax. In the case of regressive tax schedules,
both the average and the marginal tax rates fall as the tax base increases and
accordingly the marginal tax rate lies below the average tax rate.

Another term degressive taxation  is used to distinguish between certain
forms of progressive rates.  Degressive progression occurs when there is a declining
degree of progression as the tax base increases. Two forms of degression are
generally found. In the first case a certain amount of the tax base is exempted, and
a single tax rate is applied to the rest. This exemption may be a flat one or a
changing amount in relation to total income. Another form of degression is where
the rate schedule does not rise fast enough as the tax base increases, more precisely
where the degree of progression is not constant throughout so that the addition to
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tax rate becomes slower as the tax base increases. This sort of degression is often
found in practice in the case of incometax.

It must be remembered that the concept of progressiveness as stated above
is with reference to only the money (or moneyequivalent) burden of a tax. It is not
being translated into real burden or the sacrifice which the taxpayers undergo. In
terms of sacrifice, for example, a proportional incometax will be regressive because
it would be involving a proportionately greater sacrifice of utility on the part of the
lower income taxpayers. Actually, depending upon the rate at which marginal utility
of income to taxpayers falls, even some degree of progressiveness in money terms
might turn out to be regressive in its real burden.

The distinction between direct and indirect taxes is not always a satisfactory
or a consistent one. There has been a long tradition in economic literature to
classify taxes into these two categories. One way of distinguishing between these
two has been in terms of the incidence of taxation. It is asserted that if the incidence
of a tax rests upon the person who bears its impact also, then it is a direct tax. If on
the other hand, the incidence is passed on to others, then it is an indirect tax. J. S.
Mill, the Physiocrats and others believed in this kind of distinction. However, it is
obvious that such a distinction is not easy to maintain, especially because in some
cases the incidence of the tax may shift partly and in some cases fully or even more
than fully. Again, the shifting of incidence may differ even in the case of the same
tax over time and so on. Because of these complications, some authors tend to
discard this distinction. For example, Taylor says, “The terms direct  and indirect
tax ... are finally distinguishable in meaning only in terms of shiftability. Direct taxes
are not shifted, while indirect types are. The decline in the use of these terms can
be accounted for by inability to make such broad generalisation with respect to
many tax measures.”

However, the distinction between direct and indirect taxes on the basis of
the coincidence of impact and incidence is not the only one available. In economic
literature we also come across many other bases of this distinction. For example,
it has been maintained that while taxes on production are direct, those on
consumption are indirect. Similarly, it has also been claimed that taxes on income
are direct but those on expenditure are indirect. It would be noted that these types
of distinctions do not have a sound economic basis. For example,  why should we
term taxes on production direct while those on consumption indirect? Both are
two important activities in the economy and one cannot be sustained without the
other. Similarly, to distinguish between taxes on income and taxes on expenditure
would be equally faulty and more so when we notice that in terms of flow of funds
in the economy, receipts and expenses are two dimensions of the same activities.
If we want to have an economic basis for distinction between direct and indirect
taxes, then the plausible approach would be to maintain that in the case of direct
taxes the liability is determined with direct reference to the tax paying ability of the
taxpayer, while in the case of indirect taxes such an ability is assessed indirectly.
For example, income tax is a direct tax. Here the tax paying ability is assessed
directly in relation to the income of the assessee assuming that such an income is a
true indicator of his tax paying ability also.
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Same is the case with gift tax, inheritance tax, expenditure tax, wealth tax, and
so on. All these are examples of direct taxes. Corporation taxes, such as taxes on
profits, sales proceeds or assets of firms and corporations are also considered direct
taxes because these institutions are also considered economic entities. An excise
duty, on the other hand, is an indirect tax. For example, if each piece of radio is taxed
at a rate of say 20 percent of its value, then it is assumed that a person who purchases
a radio will have this capacity to pay the tax and one who purchases a costlier radio
will have a greater ability to pay. It is partly on this reasoning that costlier items and
luxuries are usually subjected to higher sales taxes and/or excise duties while articles
of daily necessities are generally exempted or are taxed lightly. Apart from excise
duties and sales taxes, import and export duties, taxes on rail and bus fares and so
on are also in the category of indirect taxes.

Indirect taxes may be specific or ad valorem. When they are imposed on
per item or per unit  basis,  they are called specific. On the other hand, when the
tax amount is scheduled according to the value of the item being taxed, it is ad
valorem. Sales taxes are mostly ad valorem. Excise duties, on the other hand, are
sometimes specific, sometimes ad valorem and some times a combination of both.
Taxes on rail and bus passenger fares are usually ad valorem, but they can be
specific also. The advantage in having ad valorem taxes is that the tax automatically
gets hinged on to the value of the item and would move along with its value. For
example, if there was a tax on rail fares on a specific basis, each passenger fare
would be taxed equally. Since most rail passengers travel only a short distance,
the tax per passenger will have to be very low. A very long distance passenger
would also pay the same low tax. On the other hand, an ad valorem tax, say 10
percent, would ensure that a passenger paying  2. as rail fare pays only 20 paise
as tax, while the passenger paying  200 either due to a long distance or due to a
higherclass travel pays  20 as tax. The yield from ad valorem tax is more flexible
and its incidence is more just.

This brings us to the question of merits and demerits of direct and indirect
taxes a knowledge of which helps the government in choosing a judicious
combination of both types. We are not likely to come across an economy where
only one form of taxation is being used to the exclusion of the other. What would
differ from one economy to the other is the exact proportion in which these taxes
are mixed.

1.6.3 Division of Tax Burden

It should be remembered that individual parts of a budget are so mixed that it is
not possible to ignore their interdependence and effects upon each other. However,
for the sake of clarity and simplicity  only  one part  may be studied  while assuming
the rest of it as  given.

The following facts should be kept in mind while studying the burden of
taxation and its appropriate division between members of the society.

Firstly, a tax is a compulsory payment and has no quid pro quo. It is to be
distinguished from the price which the authorities might be charging for a good or
a service.
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Secondly, it is not necessary that its incidence (that is, the final source from
which it is paid) must rest at the point of its impact (that is, its point of collection).
The government may be collecting a tax from those members of the community
who do not bear the final money burden of it. They may collect the tax amount -
partially, fully or more than fully - from other members of the society. Therefore,
while discussing the distribution of the tax burden amongst members of the society,
we  should look at its incidence rather than its impact. For example, it will be
totally wrong to say that an excise duty or a sales tax on a good is borne by the
producer or the seller simply because the government is collecting the tax at that
point. Whether or not it is passed on to the consumers depends upon the demand
and supply elasticities of the good in question.

Thirdly, every tax has its own effects which are generally not confined to the
losses or benefits to only the direct taxpayers or upon whom the incidence rests.
Some effects like those on employment, income stabilization, and so on are such
that it may not be possible even to quantify, let alone determine their distribution
amongst the members of the society.

When we discuss the distribution of the tax burden amongst the members of
the society and work out the principles upon which such a distribution ought to be
based, we have in mind only the burden of the incidence of taxation and no reference
is made to the final effects of any tax proposals. By adopting this approach we do
not imply that such repercussive effects are not there; the purpose is only to keep
the analysis at a simple and manageable level. Again, it is assumed that the objective
of taxation by the government is just to raise a certain amount of needed revenue
and it is to be decided how best it could be raised so as to conform to certain
criteria of distributing the resultant burden amongst the taxpayers. It is assumed
that the tax revenue is not being  raised with any other primary objective  though
while comparing and choosing between different tax  principles, we refer to these
effects also.

This assumption, we know, does not hold in many cases. For example, in
addition to revenue raising, the tax proposals might be designed to fight cyclical
fluctuations in employment and income in the country. They might be designed to
encourage savings in the non-government sector so as to increase the rate of
capital accumulation. Or the authorities might plan to increase their own savings
and capital accumulation through public budgets. Similarly, tax proposals might be
designed to encourage transfer of resources, especially capital, to relatively
backward areas in order to bring about a more balanced regional development.
Still another objective could be to make the foreigners contribute to public revenue
through customs duties. To the extent that happen, the question of apportioning
the tax burden within the community members does not arise.

1.6.4 The Benefits-Received Theory

This theory proceeds on the assumption that there is basically an exchange or
contractual relationship between taxpayers and the State. The State provides
certain goods and services  to the members of society and they contribute to the
cost of these supplies in proportion to the benefits received. In this quid pro quo
set up, there is no place for issues like equitable distribution of income and wealth.
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Instead, the benefits received are taken to represent the basis for distributing  the
tax burden in a specific manner. This theory overlooks the possible use of tax
policy for bringing about economic growth or economic stabilization in the country.

Services supplied by the State may be divided into two categories. The first
category consists of those services to which the principle of exclusion does not
apply. In this case every member of the society consumes these services and
therefore should contribute to the State revenue in accordance with the benefits
received. But the other category is the one where the taxpayers have the option to
accept or reject the state services. Here a market relationship is established between
the two, and therefore, what the members of the society pay are the fees and the
prices and not the taxes in strict sense of the term. Taxes are by definition compulsory
payments without quid pro quo  and this condition is not satisfied in this case.

The benefitsreceived  theory has a longdated origin and its roots lie in the
contract theory of the State. Professor Edwin R. Seligman has surveyed the
development of this theory as contributed by various authors and thinkers. The
theory was in vogue with German, French and other writers like Grotius, Hobbes,
Locke, Hume and Rousseau. Its main theme was that the subjects of a country
have a contract with the State for the protection of their lives and property and, on
its part,  the State provides various goods and services.

As in the case of other theories, several problems crop up to apply this
theory in practice.  Since tax burden is to be  distributed between tax payers in
proportion to the benefits received by them  from state activities, the authorities
have to identify  the beneficiaries  and measure the benefits derived by them. This,
however, is not  an easy task.

Firstly, benefits derived from state services are closely  related to the
distribution pattern of income and wealth in the country. It is so because, amongst
other things,  income distribution is a major determinant of demand pattern  including
demand for state services. Therefore, it has to be assumed that the existing
distribution of  income and wealth is an appropriate one  and there is no need to
change it.

Secondly, benefit derived by an individual is ultimately a subjective thing
and it is influenced not only by the state services enjoyed by an individual under
consideration, but also the distribution of these  services between members of the
community as also the attitudes  of the beneficiaries. There is no standard  format
or pattern of these attitudes and as a result, depending upon the set of attitudes of
community members, a given amount and variety of  state services can yield divergent
measures of derived benefits.

Thirdly, it is possible that state services  may lead to a net addition to or
reduction in national income. This theory does not tell us what to do in this case.

Since benefit is ultimately a subjective thing, there is no scientific way of
measuring it. At the most it may be possible to consider some proxy variables or
commonsense methods.

For example, income is often used  as an indicator of the benefits received.
It may be assumed that without the protection of the State, the economy just



Introduction to
Public Finance

NOTES

Self - Learning
42 Material

cannot exist and accordingly it may be inferred that the benefits which members of
the society derive from the State are in proportion to their incomes. Such an
inference implies that taxation should be proportional to income. This was the
stand taken by Adam Smith when he said that each individual ought to contribute
to the public revenue according to his ability. Smith equated relative ability topay
of the taxpayers with incomes which they respectively enjoyed under protection
of  State. Thus, in due course, the benefits approach gradually came to reflect a
philosophy that taxation was basically a payment for the protection from the State.

It is, of course, interesting to note that even this narrow reasoning led to
contradictory results. Thus, while Rousseau and Sismondi argued that the rich
needed greater protection of the State, John Stuart Mill and others thought that
the poor were in greater need of protection from exploitation by the  rich. Thus,
while one group of thinkers advocated progressive taxation, the other was in favour
of regressive rates.

In late nineteenth and early twentieth centuries the benefits received theory
was  put  to an additional use in simultaneously determining the optimum level of
state activities and optimum distribution of tax burden. To this end, the concepts of
demand and supply schedules was extended to demand for and supply of state
services in varying details In each model, tax payers  were treated as buyers of
state services  with respective demand schedules  and the government was  treated
as  the supplier of these services. The basic problem was that in several cases it
was not possible to determine demand schedules  with any precision  and taxes
had to be charged by making  certain simplifying assumptions.

In this connection, we may start with U. Mazolla, an Italian. In 1880, he
asserted that there is a basic difference between the characteristics of private and
public goods in the sense that the latter are all shared by the consumers and the
principle of exclusion does not apply to them. Accordingly, instead of charging
equal tax from each taxpayer for public goods, their liability should be determined
in proportion to the relative marginal utility of State services to them. In the process,
each taxpayer would equate the marginal utility from his expenditure on the public
and private goods.

In 1887, Emil Sax, an Austrian economist, made a distinction between
personal collective wants and collective wants proper. The principle of exclusion
applies to the former and in their case fees or taxes can be charged according to
the services received. But in the latter case, the principle of exclusion does not
apply. No individual consumer can be left out of the benefit of these services.
Accordingly, here the taxpayers have to agree as to what is the relative benefit
which they derive from their respective consumption of public services. Sax
advocates that a good proxy of he measure of this relative benefit would be the
proportional incometax.

In 1888, Antonio de Viti de Marco (another Italian economist) made an
assumption similar to that of Sax that the members of the society consume public
services in proportion to their incomes. This assumption should have led him to
advocate proportional taxation. But he also brings in the question of marginal
utility of income to the taxpayers. Since larger incomes bring in lower marginal
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utility, the richer citizen ought to pay more for the same service. De Marco, like
Adam Smith, then brings in a mixture of the benefit approach with that of the
equitable distribution of sacrifice which is represented by abilitytopay approach.
He is not asserting that the richer people secure greater benefit from State services,
as is maintained by some others. The richer, therefore, are not to pay more taxes
because of greater benefits, but because of lesser sacrifice involved in paying
taxes. They are to pay more taxes because proportional taxation hurts the poorer
more and the richer less. It is the equitable distribution of sacrifice which leads us
to recommend that the richer sections should pay more taxes.

In 1896, Knut Wicksell (a Swedish economist) put this theory on an ethical
basis. This system of imposing taxes is good because it leaves the tax payers free
to opt out of a State service. The basic tenet of his thesis is that tax system should
be based upon voluntary and unanimous action. However, we note that if tax
burden is to follow only the voluntary approach, its role to bring about equitable
distribution of income and wealth is ruled out. Wicksell admits that in order that his
theory be applicable, income distribution has to be an equitable one in the first
instance. Another insurmountable problem in providing a choice to the taxpayers
is the lack of an effective mechanism whereby they can be forced to reveal their
true demand schedules for each State service.

Lindahl’s solution

The most formal and rigorous formulation of the benefitsreceived approach was
provided within a framework of voluntary exchange theory of public finance by
Erik Lindahl of Sweden in 1919. He discusses the problem in the context of two
taxpayers who have the liberty to reveal their preferences for State services against
the corresponding tax liability. In other words, it is a kind of voluntary exchange
between the taxes paid and the State services received which is to be determined
on the basis of the preferences or demand schedules of the taxpayers for the State
services. Lindahl takes the case of two individuals by assuming that they constitute
the society and then tries to work out the optimum level of State activities on the
one hand and corresponding equilibrium division of the tax burden between the
two individuals on the other.

Lindahl ignores the problem of equitable distribution of income as such and
keeping that distribution as it is, he tries to solve three problems, namely, (i) the
extent of the State activity -that is, its expenditure and taxation level, (ii) allocation
of total public expenditure amongst various goods ad services, and (iii) allocation
of the tax burden amongst taxpayers.

Lindahl’s theory (as explained through Bowen’s diagram) tries to provide
an answer to two out of three questions posed above. It shows the optimal level of
state activity and it also provides an answer to the question of allocating tax burden
amongst the taxpayers. Lindahl’s argument can easily be extended to cases of
more than two individuals and more than two state services. For this, however,
complex mathematical techniques are needed. For a general discussion the
technique is extremely cumbersome. In formal terms, we have to have the relevant
sets of cost functions of state services, and the demand functions of each tax payer
for each state service. The constraints covering the interdependence of these
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functions have also to be specified along with specification of each individual
function. Further, each of these functions has to be a stable one. Obviously, all
these prerequisites cannot be easily satisfied which makes Lindahl’s (and for that
matter any such complicated theory) difficult to apply especially because there are
bound to be information gaps in our specifications.

Clearly, Lindahl’s solution suffers from certain inherent limitations.

Firstly, it starts with a case of two individuals in which each individual bases
his demand schedule for the state services on the assumption that the contribution
of the other individual to the cost of supplying state services is given. Such a state
of affairs creates a situation analogous to the determination of price under duopoly
and is not likely to yield a stable solution without highly rigorous assumptions, and
that too would depend upon the position which is assumed to exist at the beginning
and our assumptions regarding the bargaining strength of A and B.

Secondly, even if all the functions are specified and stable, the actual solution
becomes so cumbersome as to be of very limited practical value.

Thirdly, it is totally unrealistic to assume that we can ever come to know the
preferences of individual taxpayers. By definition, public goods to which the principle
of exclusion does not apply, are expected to be in the public sector. Since no
individual can e denied the use of such public goods, each taxpayer would have an
inherent tendency to understate his preferences for such state services. It means
that it would be natural for an individual to be a free rider, particularly in the case
of public goods. Brown and Jackson add that in a small society, the contribution
by each individual to total cost of supplying a public good would be significant, so
that if he tries to be a free rider, the supply of the public good would be significantly
reduced. It implies that there is a disincentive for concealing ones true preference
in a small society. In a large society, however, the incentive for concealing ones
true preference and an effort to be a free rider assumes greater possibility. In the
case of private goods, on the other hand, the incentive for distorting the preferences
is greater in a smaller society. Brown and Jackson think, however, that even in the
case of a small group, voluntary agreements are not likely to produce a
Paretoefficient supply of public goods. This would be caused by the fact that even
in a small group, each individual would reveal his preference (so as to get a share
of the public good) and misrepresent his preference (so as to minimize his share of
its cost). Ordinarily, therefore, neither a set of decentralized markets, nor a central
planning system, nor a set of voluntary agreements is likely to produce a
Paretoefficient supply of public goods  unless the taxpayers reveal their true
preferences.

Fourthly,  in actual practice, individual taxpayers hardly get a chance to
express their preferences. Their preferences are expressed on their behalf by the
legislatures or the executive authority and such a system is bound to be an imperfect
one.

Fifthly, Lindahl’s theory assumes that the distribution of income is already
optimal. The nonvalidity of this assumption indicate the fact that the demand
schedules of individual taxpayers cannot be expected to represent true needs and
preferences of the society.
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Sixthly, Lindahl’s theory is based on the assumption that the state activities
are financed only through a form of taxation and not through public borrowings
and use of the printing press etc.

Seventhly, we note the problems connected with the derivation of demand
curve for a public good. The usual technique should be that of indifference curves
and their points of tangency with given budgetprice lines. The price ratio would
reflect given sets of price of both public and private goods. However, apart from
the problems connected with the determination of indifference curves themselves,
there is the difficulty of deciding as to whether it is real or money incomes which
would be held constant. Opinions differ in this regard. Bowen wants to hold real
incomes constant, while Musgrave chooses money incomes. Buchanan uses the
technique of marginal valuation curve which is the locus of tangency of indifference
curves with budget price lines on the assumption that the price ratio between
public and private goods remains unchanged. Obviously, a change in price ratio
would generate a new marginal valuation curve.

And lastly, we must note that the pricing of public and private goods are not
independent of their supplies. Demand curves for public goods are derived on the
assumption that these prices remain unaffected by scale of production. In other
words, the solution of the problem has to be a simultaneous one with the recognition
that all these variables are interdependent.

Lindhal’s theory, which is a refinement of Wicksell’s theory, is primarily
aimed at telling us the way a society should choose an optimum level of output of
public goods and the way the burden of their provision should  be shared between
members of the society. In practice, as seen above, there are various limitations of
this theory. Moreover, in itself Lindahl’s theory is couched in partial equilibrium
terms. Various attempts have been made by later economists to extend it to the
field of general equilibrium, but they are all based upon some stringent assumptions.
Since the main emphasis of Lindahl’s theory is to provide rules for determining an
equitable distribution of tax burden, it implies that justice is realized if the equilibrium
is Paretooptimal. The equilibrium is such that no individual could be made better
off without someone else being made worse off. And this in turn implies complete
unanimity. Doubts can be expressed regarding adjustment process also by which
this final equilibrium is reached.

Limitations of the benefits-received approach

Some of the limitations of the benefits-received approach are:

1. The main difficulty in this approach is that basically the contributions by the
members of the society to the State Treasury for the provision of State
services are not strictly taxes. They are in the nature of prices which the
members of the society voluntarily agree to pay for the public services
rendered to them. Even when the decisions regarding the supply of public
services and the respective contributions by the members of the society are
taken not on individual basis, but on the basis of some representative body
such as the Parliament, or on a majority voting basis, prices only partially
acquire the character of taxation (that is, compulsory payment without any
necessary quid pro quo).
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2. A very important difficulty is that of measuring the benefits to individual
members of the society. Benefit is ultimately a subjective thing and cannot
be estimated directly. Any proxy that may be taken to represent the benefit
received will be subject to discussion. And quite often diametrically opposite
results may be arrived at on account of this difference in the interpretation
of the benefits. Thus, some authors take income as the representative of the
benefits received. In itself, this is a questionable index especially if we do
not look into the expenditure pattern of the State. For example it would be
wrong to maintain that the benefit of State services is the same for the
individuals one of whom gets a State pension of 100 per month and the
other earns that amount by his own labour.

3. Throughout the discussion on the benefits received from the State services,
it is assumed that the benefits are independent of each other. It means that
the benefit that any individual enjoys depends only upon his own consumption
of State services and that it makes no difference to him as to who else is
consuming them and how much. This, we believe, is a wrong statement.
We all know, for example, that the satisfaction that one derives from his
income depends not only upon his own absolute income, but also equally
upon the incomes of others. Moreover, there is no way of knowing the
nature and extent of this interdependence on a priori basis. A rich person
may feel better on account of the fact that his income is far more than those
of the others. Or he may feel bad because there is poverty around him. It is
highly unlikely that he would be totally indifferent to the incomes received
by others. In the same manner, the benefits derived from State expenditure
do not depend only upon the absolute amount received by a given individual,
but also upon how he views the shares of others.

4. This principle falls foul of all welfare activities of the State which bring in any
distributive changes. “For example, the benefit derived by an old age
pensioner from his pension is definite enough, and the benefit of service
principle would require him to return it to the public treasury in the form of
a special tax.” Though, quite erroneously, this principle assumes that the
distribution of income is already proper, still such a proper distribution might
be the result of the State activities themselves. If the State taxes according
to the benefits received, the net result might be an improper income
distribution. This assumption, therefore, that the income distribution is already
proper is obviously erroneous. An important objective of most fiscal policies
is to bring about a shift towards what is considered a proper income
distribution. The benefit principle militates against this possible objective.
The relationship of the State with its citizens is reduced to a semicommercial
level only.

5. It is equally questionable to assume that the income received by a member
of the society is directly connected only with the benefits received from the
State. The exact relationship between the income of an individual and the
valuation of the benefits received from the State services is not always clear
and quantifiable. Looked at from one angle, it may be said that income is
subject to the law of diminishing marginal utility and as a result the richer
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people derive proportionately lesser benefit from the State activities. It may
also be asserted that the poor are in greater need of the State protection so
as to be saved from exploitation by the rich. That is why the State has to
enact all kinds of labour legislation and enforce the same. The other view
here could be that the richer sections can enjoy their wealth and income
only because of the State protection of their rights . If the State derecognizes
their rights, they will lose this privilege. Therefore, the richer sections need
and get larger measure of State protection. Also, in practice, we know that
enactment of various laws and traditions enable the richer classes to have
much wider and profitable opportunities of acquiring additional income.
The opportunities to the poor are always inadequate.

6. It must be remembered that a society is not just the summation of its individual
members. As German writers have the tradition of insisting upon, a society
is an organic entity, having a soul of its own in addition to being the sum total
of its members. Accordingly, there are many benefits and costs which cannot
be ascribed to any particular individual or a group of individuals. The
existence of the society and the nature of some goods is such that there are
externalities  of those goods. Mention has already been made of such
externalities while discussing public goods. The problem therefore remains
that of assigning the net benefits and the tax burden. There are certain State
activities, such as those helping the economy in its economic growth, which
cannot be quantified at all  much less ascribed to any particular sections of
the society.

7. In a number of cases people suffer from a lack of complete knowledge. A
particular State service may be of great help to the society and even to the
individual taxpayers, but it may not be widely known. In India, for example
quite a few villagers may not be able to appreciate the benefits of polio
vaccination and similar other health measures. It will be misleading on our
part to assume that these villagers would be voluntarily opting for the
provision of these health measures and would also offer to pay for the
same.

8. A modern economy is generally faced with the problems of economic growth
(in the case of underdeveloped economies) and/or of stabilization (especially
in the case of developed economies). Benefit approach is not able to guide
the government in this sphere because the benefits accruing to the economy
as a whole cannot be apportioned amongst individual members of the
society.

9. The benefits received theory does not become more acceptable even if we
take up a more rigorous and formal statement of Erik Lindahl. Lindahl’s
approach necessitates that each taxpayer should reveal his true preferences.
Firstly, it may not happen especially when each taxpayer finds that it may be
possible to achieve a better position by showing a lesser demand for State
services (or public goods). Ultimately, it becomes a question of the strategy
and bargaining power and no single equilibrium solution becomes available.
Secondly, the problem becomes all the more complicated when the number
of taxpayers is more than two, as is almost always the case. Here with a
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large number, any individual taxpayer will find that his noncontribution to
the public revenue is not going to affect the State expenditure or the supply
of public goods proper. Accordingly, each taxpayer has the tendency to
evade tax and conceal his true preferences. And unless true preferences of
the members of society are known, decisions regarding the nature and extent
of public services cannot be taken; nor can the allocation of the cost of
services be made. Thirdly, in some cases, the whole approach can lead to
a very absurd result. For example, realizing that his contribution as a taxpayer
would not effect the defence effort of the country, each taxpayer might
refuse to contribute for it. Should it mean that the true preference of the
society is not to be protected against foreign aggressions? Obviously, we
have been led to a wrong conclusion by the concealment of true preferences
by the society.

10. Wicksell and Colm emphasize the basic fact that the determination of the
State budget is through a political process and not through the market
mechanism of demand and supply forces. The state organization might work
through an elected legislature or through a bureaucracy or some such other
method, but it is certainly not a market process where demand and supply
forces will determine the extent of each service and its price to be charged
from the individual members. Furthermore, Colm also points out that apart
from the fact that the State budget is determined through a political process,
an individual also changes his outlook while taking decisions about the taxes.
In the latter case he does not go by his own individual interest only. He has
also in mind the political factors including what type of society he wants to
have around him and the way in which tax contributions can help in its
building.

11. A general objection to the whole approach will be the nonrecognition of the
objective of equity in taxation. Though it is occasionally mentioned it is not
generally accepted as a part of this theory.

12. Another general limitation of this theory is that the relationship between the
government and the public is reduced to the one of a semi-commercial
nature. Most basic functions of a good government like helping the needy,
protecting the helpless, and so on are ruled out according to this theory.

13. This approach does not tell us what to do if the tax collections based on
benefits received do not match the governments expenditure. Should the
government then resort to budgetary savings or market borrowings? Also
no interconnection between tax collections and other sources of government
revenue like gifts, profits from currency etc., is brought to the forefront.

14. Different economic units are interdependent in an economy through their
mutual economic transactions. As a result, the benefits or losses of particular
government activities seldom remain confined to their first points of impact.
Almost invariably there will be additional rounds of benefits or losses to the
economy. This approach is not advocating taxing the secondary, tertiary
and later beneficiaries.
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15. The benefitsreceived principle of taxation is based upon the assumption
that market mechanism fails to supply goods and services which have a
quality of publicness in them. It assumes that these goods and services are
so important that arrangements should be made for their supply. This in turn
implies that the state should undertake the supply of these goods and services
and charge for them from their beneficiaries. Samuelson has been a strong
supporter of the view that only public sector can supply a good which has
the characteristics of nonrivalness in production. The latter characteristic
implies that its enjoyment by one does not deprive others from its use.
However, this characteristic also leads to the inference that its marginal cost
is zero and therefore it is not possible to establish a correspondence between
its cost to the supplier and the benefit to its users. This weakens the very
theoretical basis of financing the supply of a public good on benefit principle.
Moreover, various theoreticians have emphasized the difficulties associated
with identifying goods and services that not only contain the characteristics
of publicness, but also retain them. The Paretian type theorizing of welfare
maximization couched in static terms becomes debatable in this case, since
the characteristics of publicness in many goods tend to vary with the
techniques of production and areas of consumption.

1.6.5 Ability-to-Pay Theory

This approach considers the tax liability in its true form a compulsory payment to
the State without quid pro quo. It does not assume any commercial or
semicommercial relationship between the State and the citizens. According to this
approach, a citizen is to pay taxes just because he can, and his relative share in the
total tax burden is to be determined by his relative paying capacity. This doctrine
has been in vogue for at least as long as the benefits approach. A good account of
its history is found in Seligman. This theory was bound to be supported by socialist
thinkers because of its conformity with the ideas and concepts of justice and equity.
However, the doctrine received an equally strong support from nonsocialist thinkers
also and became a part of the theory of welfare economics.

The basic tenet of the ability-to-pay doctrine is that the burden of taxation
should be shared by the members of society on the principles of justice and equity,
and that these principles necessitate that the tax burden is apportioned according
to their relative ability to pay. In this connection,  however, we should remember
the following points:

Firstly, the doctrine of abilitytopay is also combined, in certain cases, with
the objectives of maximum welfare of the society.  This happens when the index of
paying ability is compiled on the basis of equimarginal sacrifice. In that case the
society undergoes least aggregate sacrifice in meeting a given tax liability.

Secondly, the ability to pay is not an absolute quantity and depends upon a
number of variables such as the expenditure side of the government budget.

Thirdly, there are several indices for determining relative abilitytopay of the
taxpayers such as,  income,  property and wealth, and consumption expenditure.
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Fourthly, it is sometimes thought that income as the index of ability coupled
with objectives of equity and welfare necessarily implies progressive taxation.
This is not so. Under certain conditions, proportional or even regressive taxation
may follow from this combination.

Fifthly,  as mentioned above, ability-to-pay is not an invariant quantity, and
amongst other things, depends upon the expenditure side of the government budget.
A modern government is generally eager to adopt all feasible measures to help,
guide and protect the economy and society.  Basically,  therefore, it is the overall
budgetary policy which matters, and not just the taxation in isolation of the rest of
the budget.  However, for the sake of simplicity of analysis, all these variables are
assumed to have given values.

Sixthly, while the fact of repercussive effects of a fiscal policy is recognized,
their analysis is ignored  for keeping  the arguments at a simple level. The issue of
repercussions is looked into later.

Seventhly,  while costofservice approach to the distribution of tax burden
implies that the government should try to have a balanced budget, the abilitytopay
approach does not have any such direct implication. Non-essentiality of a balanced
budget is further  strengthened  if we bring in the expenditure side of the budget to
make the analysis more realistic. Actually,  abilitytopay approach has the advantage
that its analysis can be extended into more realistic spheres to give us a unified
picture of the overall fiscal policy of the government. It can admit the
interdependence of government expenditure and the paying ability of tax payers.
It also follows that the government should not have a predetermined notion of
necessarily having a surplus or a deficit budget. Similarly, the authorities need not
limit their revenue raising activities to taxation only an active and effective debt
management policy becomes a part and parcel of the fiscal policy.

Eighthly, there can be a difference of opinion as to what constitutes the
ability to pay of the citizens.  Here we can think of compiling such an index which
can be either subjective or an objective one. An objective index may be compiled
on the basis of wealth, property, consumption expenditure, or incomes  etc. of the
tax payers. In contrast, a  subject index  is based on some measure of sacrifice of
the tax payers. Obviously, a subjective index can be based only upon equity or
equity cum welfare considerations. That is to say,  in this index we  have to decide
as to what constitutes an equal burden of taxation; or upon apportionment of the
sacrifice of taxpayers such as to impose the minimum aggregate sacrifice upon
them.

1.6.6 Impact, Incidence, Effect and Shifting of Taxes

Impact of a tax is its first point of contact with the taxpayers. It is upon those who
bear the first responsibility of paying it to the authorities, that is those who have the
statutory responsibility of paying it to the government. Incidence of a tax, on the
other hand, is defined as its final resting place. It is to be seen and judged in terms
of the money burden of the tax. To put it differently, the incidence of a tax is upon
those economic units which finally bear the money burden of it and which are not
able to pass it on to others. Incidence lies upon that final source from which the tax
money comes.
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Any particular tax (such as an excise duty) is likely to be borne by a large
number of economic units which may or may not be divisible into homogeneous
categories. Even a single unit of a tax, such as the excise duty collected on one unit
of an item of production, may be shifted and finally shared by a number of economic
units. It is also likely that the task of tax shifting passes through several stages and
the final incidence of a tax gets well scattered. The money burden of a tax can be
shifted, partially or fully, only through the vehicle of price variations. Price may be
raised in the sales transactions or may be lowered in purchase transactions. As a
result, in the process of tax shifting, prices of various goods and services change.
If however, the sales transactions of a taxed good or service come to an end,
there is no possibility of shifting the incidence at all. And if the tax happens to be on
a commodity, services or an item which ceases to exist, then there would be no
incidence of the tax upon anyone because the tax would not be collected in this
case and for the purpose of incidence it just would not exist.

When a tax is imposed and collected, it involves certain responses from the
taxpayers and the economy. Such responses can be of great variety and can
profoundly influence the working of the economy in terms of production, growth,
saving, investment, choice of techniques of production, regional imbalances,
inequalities of income and wealth, and so on. These responses and their results
are collectively called the effects of that tax. The effects of a tax, therefore, stand
apart, both conceptually and analytically, from both the impact and the incidence
of the tax. While the impact of a tax is its first point of contact with the taxpayers
and while incidence is its final resting place, its effects will be the resultant responses
and changes in the economy. These effects can be the result of the fact of tax
imposition itself and they could also follow from the process of shifting its incidence.
For example the minimum effects of a tax, when it is imposed, will be a reduction
in the disposable income of the taxpayers; and if the tax is shifted, then at least
some prices would change.

Effects of a tax can be both beneficial and harmful. Harmful effects of a tax
will be referred to as the burden of that tax. Such a burden will have two dimensions.
money burden and the real burden. Money burden refers to the reduction in the
disposable income of the taxpayers. Money burden of a tax, moreover, may be
direct or indirect. Direct money burden refers to the amount of tax being paid by
the taxpayers to the authorities. It is, therefore, equal to the tax collections. But as
we know, the fact that a tax is being imposed and collected can cause additional
expenses to the taxpayers. A taxpayer, for example, might have to go to the Treasury
to deposit the tax amount and thereby incur some expense on conveyance. Such
additional money expenses would be called indirect money burden of the tax.

The harmful effects of a tax, such as in terms of increasing unemployment,
or reduced production etc. will be called its real burden. It is equal to the loss of
welfare to the taxpayers and the community as a whole. A real burden itself may
be divided into two parts, namely, the direct and the indirect real burden. Direct
real burden of a tax will be the sacrifice of the welfare which a tax itself imposes
upon the taxpayers. It, however, is not net of the benefits, if any, of the tax. Since
a tax can also generate various harmful effects indirectly, such an indirect loss of
welfare will be referred to as the indirect real burden of the tax. This indirect real
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burden is also not net of the possible benefits of the tax. Musgrave used the term
excess burden upon taxpayers which results from (a) interference with consumer
choice, (b) changes in factor supply and hence total output, and (c) changes in
employment through changes in aggregate demand.

Mrs. Hicks uses the terms formal and effective incidence of a tax. To her,
formal incidence of a tax means the money burden of a tax or its money incidence.
In her own words, formal incidence refers to the proportion of peoples incomes
which goes not to provide the incomes of those who furnish them with goods and
services, but is paid over to governing bodies to finance collective satisfaction.
Here she is referring to the activities of the authorities for providing various public
services to the community for which they need finance. Such a financing may be
provided not directly by the taxpayers but through purchases and sales. Mrs.
Hicks, therefore, is implicitly assuming that there is always a difference between
the impact and incidence of a tax. We may say that a special case of Mrs. Hicks
proposition would be the one where the impact and incidence of a tax rest upon
the same place.

Further, it would be noted that the formal incidence of a tax is equal to the
amount of that tax collected by the Treasury and the formal incidence of the tax
system as a whole is equal to the total tax revenue of the authorities. For the tax
system as a whole, it will mean the final resources which are transferred to the
authorities by way of a tax system. Effective incidence, on the other hands, is
equivalent to the effects of taxation in the usual sense of the term. It will include all
the advantages and disadvantages which an economy derives from a tax system.
It is nearly impossible to properly estimate the effects or effective incidence of a
tax. If the tax is already there, we have to compare the situation as it is with the tax
with the one which would have been there without the tax. The latter possibility is,
however, a hypothetical one. Similarly, if the tax is not there we have only the
situation without the tax. The situation is to be compared with the one which would
obtain if the tax in question is imposed. Since in either case, one of the situations to
be compared is hypothetical, such as comparison is nearly impossible.

Musgrave uses the term incidence of a tax in a different sense. When a tax
is imposed, or its rates etc., are changed, the effects are felt in different spheres of
the economy. The incidence of a tax is the resulting change in the distribution of
income available for private uses. The distributional effects of changes in a particular
tax are called specific tax incidence. On the other hand, assuming that the
government is interested in choosing between alternative ways of raising a given
amount of real resources by means of taxation, the distributional changes that
result as one such tax is substituted for another are referred to as the differential
tax incidence.

Forward and backward shifting

Now a tax may be shifted either through a sales transaction or through a purchase
transaction. For example, if a producer is asked to pay an excise duty on his
product, he may enhance the sale price of the product or he may force the suppliers



Introduction to
Public Finance

NOTES

Self - Learning
Material 53

of raw materials or other inputs to him to accept lower prices. In the former case,
it is forward shifting. The producer is collecting a portion of the tax from his customer
and is shifting a portion of the tax burden forward. Since a tax is shifted through
the means of a price variation, in the case of forward shifting, the price of the
commodity or service through which the tax is being shifted, will increase. On the
other hand, it becomes a case of backward shifting, if the tax is shifted through the
vehicle of purchase transaction. In our example, backward shifting will occur if the
producer reduces the purchase price(s) of an input (inputs). It must be emphasized
that along with an imposition of a tax, there is likely to be a change in the demand
and supply forces of the taxed good implying that the price of a good also undergoes
a change additional to the one brought about by the sheer fact of tax shifting. It is
obvious that only that change in price would be indicative of a shift in the incidence
of a tax which takes place on account of that tax and not on account of the shift in
demand and supply forces. In a modern economy, demand and supply forces are
generally subject to a dynamic change and accordingly, it becomes quite difficult
to estimate the price that would have been there in the absence of the tax.
Furthermore, it is not necessary that a tax must be shifted only forward or
backward. It can shift partly in each direction, depending upon the sales/purchase
transactions involved and the market forces at work. Also, it would be readily
seen that the shifting of incidence of a tax need not be of a given pattern only. Over
time, with changing demand and supply forces, the incidence may shift differently.

Shifting of a tax through tax capitalization

There are certain durable items like houses, cars etc. which are subject to periodic
taxes. For backward shifting of such a tax, the purchaser reduces the purchase
price of the taxed good to an extent which would cover the amount of the tax to
be paid periodically in future. Accordingly, an equivalent of the future tax payments
is found in terms of the present value and the purchase price of the item is reduced
by a part or full amount of that value. Such a reduction of the purchase price by
the purchaser is called tax capitalization. The principle of tax capitalization can be
understood by looking at the way the buyer would work out the offer price for a
taxed durable item.

Let R
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The price offered by the purchaser is limited by PW. It obviously falls (rises)
as the tax amount rises (falls).
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1.6.7 Direct and Indirect Taxes in India

Generally, a direct tax refers to a tax, which is imposed upon a person or property
as opposed to a tax imposed upon a transaction, which is known as an indirect
tax.

It is conventional to classify tax receipts into those of direct and indirect
taxes and use them as inputs for fiscal policy. However, there is no universally
valid optimum proportion of these two categories of tax receipts. Their target
proportion depends upon an assessment of ground realities and perception of the
decision-makers. In Indian context, some of the noteworthy ground realities are
as follows:

 In India, the division of tax-heads between the Centre and states is such
that state taxes are overwhelmingly indirect while the Centre is having a
fair proportion of both direct and indirect ones.

 As of now, Indian economy offers only a limited scope for raising
additional revenue through direct taxation and more so in the case of
states.

 Our Constitution permits the Centre to levy direct taxes on almost all
forms of ‘income’ and its ‘disposal’. However, while corporation tax
and other taxes on income (with their appended components) have always
been there, Centre has persistently explored other permissible direct
taxes and levied them for varying time intervals. Examples of such taxes
include expenditure tax, gift tax, wealth tax, interest tax, and the like.
Some other taxes like the Fringe Benefits Tax were levied and withdrawn.
Leading indirect taxes of the Centre happen to be customs duties, excise
duties (with a few exceptions), and service tax.  Similarly, several ‘taxes
of union territories’, also belong to the category of indirect ones.

 Direct taxes of states include tax on agricultural income, land revenue,
tax on professions, trade, callings and employment and tax on non-
urban immovable properties.  Their indirect taxes are of a wide variety
and include state excise duties, motor spirit sales tax, stamps and
registration fees, taxes on vehicles, taxes on goods and passengers, tax
and duty on electricity, entertainment tax, advertisement tax, betting tax
and so on.

  Central taxes shared with states include both direct and indirect ones.
However, surcharges and cesses levied by the Centre are not shared
with them.

 With the introduction of GST in the form of its proposed dual model,
both Centre and states have acquired concurrency over a number of
existing indirect taxes. In addition, the states would also acquire the
right to levy service tax.

 States are reluctant to tax agricultural income; and their receipts from
tax on professions are subject to Constitutional restrictions. In the final
analysis, direct tax revenue of states is primarily confined to Land
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Revenue, Tax on Professions, and Tax on Urban Immovable Properties.
In contrast, they have some very buoyant and elastic indirect taxes like
state excise duties, stamps and registration, motor vehicles tax, etc. An
important but highly obnoxious indirect tax happens to be octroi which
has been abolished by all states except Maharashtra.

  Direct taxes with the Centre are highly elastic and buoyant. For this
reason, the Centre has been able to maintain a high proportion revenue
from direct taxes. Data show that in 2003–04, gross receipts of its direct
taxes [from corporation tax, personal income tax, interest tax, other
taxes on income and expenditure, estate duty, wealth tax, and gift tax]
were 41.32% of its total gross tax receipts. This proportion registered
an uptrend in subsequent years on account of various reasons and in
2009–10 peaked at 58.8%. Since then, however, this proportion again
started declining and was budgeted at 52.5%.  This downtrend was the
combined result of a robust growth of service tax and withdrawal of
some obnoxious direct taxes. Analysts assert that the Centre should
follow a policy of moderate rates coupled with plugging of tax evasion.

 In contrast to the position at the Centre, states’ own tax revenue is
overwhelmingly from indirect taxes. The reasons for this phenomenon
are well known. Direct taxes of the states suffer from a low potential
and the states are also hesitant in their optimum exploitation. The adoption
of GST is expected to further ensure that the proportion of revenue
from indirect taxes does not decline in the foreseeable future.

 It is noteworthy that, by their very nature, extending the coverage and
enhancing rates of indirect taxes is easier for the authorities. It is more
so when indirect taxes are ad valorem. These steps face milder
resistance from the taxpayers and the suppliers, particularly because the
latter are able to pass on their incidence to the buyers.

 The authorities claim that they reduce the regressivity of indirect taxes
by taxing luxuries at higher rates and exempting some basic necessities
like raw food. In effect, however, indirect taxes remain highly regressive.
The fact that they feed inflationary forces adds to their regressivity.

 The authorities claim that their tax policy is aimed at improving resource
allocation in the economy, generating employment and reducing regional
disparities. However, critics claim that, in their policy decisions, the
authorities are primarily guided by revenue considerations.

 Some analysts claim that in our country tax/GDP ratio is lower than
what it ought to be. However, this claim ignores several pertinent facts
including the following. (a) There is nothing like some universally valid
ideal tax/GDP ratio. It varies in line with the totality of circumstances
faced by an economy. (b) In general, tax/GDP ratio ought to be lower
in a poorer country. (c) In India, this ratio has registered a secular
uptrend from 6.22% in 1950–51 to around one-fifth of GDP in 2012–
13, highlighting an inherent elasticity and buoyancy of the Indian tax
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system. The gross tax to GDP ratio declined to 10.2% in 2018-19.
(d) A long-term uptrend in tax/GDP ratio does not necessarily mean
an improvement in a tax system. (e) An appropriate tax/GDP ratio
can be selected only after taking into account all the aspects of the
expenditure side of the budget. This ratio ought to go up if it can be
ensured that revenue receipts will be spent efficiently, productively
and in line with the needs of the society and economy.

Some comments on direct taxes

1. Income tax

In our Constitution, taxation of agricultural income is reserved for the states, while
the Central Government can tax only non agricultural incomes. Furthermore, the
net proceeds of income tax used to be shared with the states. The percentage
share going to states, as also the shares of individual states in that total, were
decided on the recommendations of the Finance Commission. Now, divisible
income tax proceeds form a part of the Centre’s entire divisible tax revenue. In
India, in addition to the income tax proper, some surcharge in one form or other
has usually been in existence. Corporation tax, which is a tax on the earnings of the
corporate sector was not shareable with the states before the 80th Amendment of
the Constitution.

Income tax was introduced in India in 1860 but was discontinued after a
few years in 1873. It was reintroduced in 1886, and since then it has been an
integral part of the Indian tax system. In 1939, its rate structure was converted
into a slab system. Since then, the rates, exemptions and other provisions of this
tax have been subjected to an ongoing revision. Since Independence, the
government has also been using income tax provisions as a policy tool for influencing
savings and investment.

It is particularly noteworthy that there was a time when, for the highest
income slab, income tax rate, inclusive of surcharges, was as high as 97.75%. It
was subsequently lowered on the recommendations of the Wanchoo Committee.
A steady growth in income tax receipts was recorded with each reduction in tax
rates. In 1997–98 it was reduced to 30% for the highest income slab and has
stayed there since then. It is however, noteworthy that in some middle-income
countries, the rates are much lower than in India.

Our country has witnessed frequent and bewildering changes in taxation of
income.  Provisions relating to wealth tax, capital gains tax and the like have also
been subjected to similar rapid changes. In Long Term Fiscal Policy of December
1985, the Government had promised to introduce some stability in direct tax system
and, normally, retain a given set of provisions for a few years at a time. But factually,
the practice of introducing bewildering changes continued in the name of
rationalization and simplification. Since early 1990s, in line with the
recommendations of the Chelliah Committee and Kelkar Committee, and in line
with overall liberalization of the economy, several rebates and exemptions have
been withdrawn in exchange for a revision in tax slabs. The net result has been the
incorporation of several simplifications over-ridden with equally detailed
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complexities. Of course, the government claims that it is pursuing a policy of (a)
keeping the number of tax slabs unchanged and only revising the ranges of the
slabs, (b) removing/reducing exemptions and rebates, and (c) levying cesses and
surcharges only when necessary.

A leading drawback of our income tax system is its failure to protect the
taxpayer against price rise, and taxing even compensatory receipts like dearness
allowance. Even in the proposed Direct Tax Code, the factor of inflation does not
find a place. Similarly, removal of rebates and exemption militates against saving
and capital formation.

There has been a discussion on the desirability or otherwise of having a flat
rate of tax on all incomes in excess of a basic threshold exemption. Convincing
arguments can be advanced for and against this proposal. If adopted, the rate of
this tax would have to be sufficiently low. A lower tax rate would be an incentive
for taxpayers to file returns and declare their incomes more truthfully, resulting in
an increase in tax collection.

2. Tax on capital gains

Capital gain from an asset is measured as the excess of its monetary value at the
end of its holding period over the monetary cost of its acquisition. However, when
prices are increasing, nominal capital gain of an asset need not result in a gain in its
real purchasing power. Depending upon the behaviour of other prices, its real
purchasing power may even decrease.

In a capital hungry country like ours, taxation of capital gains discourages
saving and capital formation. Instead of rewarding savers and investors, this
tax penalizes them. Its ill effects arise mainly on account of falling value of
money, progressive rate schedule and bunching (that is, attributing the entire
gain to the year of sale only). When prices are rising, an asset holder may
become liable to capital gains tax even when that asset does not gain in real
purchasing power. In this case, the asset holder becomes a net loser and
taxing him for a non-existent gain is obviously inequitable. This is all the more
so if that asset does not yield an income. Other ill effects of this tax flow from
bunching and progressive rate schedule. To re-iterate, a capital gains tax
militates against both equity and growth.

3. Wealth tax

It is an annual levy by the Central Government on the net value of non agricultural
and ‘non-productive’ assets of a taxpayer. The taxable wealth is estimated as the
initial wealth of the taxpayer plus appreciation and net addition to it during the year
under consideration. Therefore, wealth tax is a penalty on fresh savings. Also, any
increase in the general price level also adds to the tax liability of an assessee. For
these reasons, this tax discourages both saving and capital formation. It becomes
still more burdensome when taxed assets do not yield any income to the assessee.
There is also an incentive to divert savings into those assets which are tax-exempt,
or the ownership of which can be concealed. This tendency distorts the resource
allocation of the economy in favour of low priority uses and generates unaccounted
transactions and black money. Quite often wealth tax is defended on grounds of
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checking evasion of income tax and reducing economic inequalities. Experience
tells us that in India both these objectives have been frustrated. Ideally speaking,
there should be no wealth tax at all.

In 1992–93 (assessment year 1993–94), on the recommendations of the
Chelliah Committee, ‘productive’ assets were exempted from wealth tax.
Conceptually, it was a good step, but contents-wise it was counterproductive.
The list of productive assets concentrated upon financial assets (such as shares,
securities, bank deposits, fixed deposits, bonds and debentures, and investments
in mutual funds), while that of unproductive assets included tangible property like
residential houses, farm houses, urban land and the like.

4. Corporation tax

Tax levied on the taxable income of a company is called corporation tax (also
termed super tax). Income tax liability of a shareholder is not reduced on account
of the company having paid a tax on its own income. Of course, a company may
also deduct tax at source from the dividend payments and deposit the same with
the authorities on behalf of its shareholders. This payment is adjusted against tax
liability of the shareholders. Corporation tax is levied at a flat rate for each category
of corporate entities but may be subject to a number of rebates, exemptions, and
so on. Inter corporate dividends are distinguished from other corporate profits,
and companies are also classified on the basis of size, ownership (widely or closely
held) and nationality (Indian and foreign). Several committees, experts and thinkers
have been recommending the use of this tax, by incorporating incentives and
penalties, as an effective policy tool so as to subserve alternative economic
objectives. Over time, this resulted in quite a complicated structure of corporation
tax. Exemptions and rebates abound and are related to different activities, criteria
and types of corporate incomes, profits, investments and the like. And above all,
these tax provisions have undergone unending, rapid and bewildering changes. At
times, these provisions have been even self- contradictory. For example, there
has been a bewildering and changing variety of tax concessions related to investment
activity under such names as initial depreciation allowance, development rebate,
and investment allowance, etc. Similarly, the concept of tax holiday, which was
introduced in 1957–58, has been variously related to capital invested, profit,
income, location, life of the project, the type of project and so on. It is noteworthy
that in recent years, several improvements and simplifications have been
incorporated in corporation tax together with removal of some tax concessions
and exemptions etc, but at the same time the Centre has been searching for additional
sources of revenue. And this has led it to introduce several fresh complexities in
the corporation tax.

Tax concessions relating to export promotion have also been with us for all
these years.  Incentives for earning of foreign exchange, rebates for expenses on
export promotion and market development and the like have been supplemented
with additional export incentives in various forms including subsidies. However,
there is still an urgent need to simplify export documentation and procedures.
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As noted above, there have been too frequent changes in the corporation
tax and, as a result, the effectiveness of different tax measures remains un-assessed.
The changes have been more in the nature of experiments, and that too, on a short
term basis, than in the nature of evolving a long term unified policy. This has created
an atmosphere of uncertainty. This approach has come in the way of an effective
and efficient tax administration with the consequent loss of revenue to the
government.

As in the case of personal taxation, a case can be made for shifting the basis
of corporate taxation from income or profits to expenditure. Choosing profit as
the basis for determining the tax liability of a company has many disadvantages.
This approach taxes efficiency (by imposing a tax on profits) and subsidizes
inefficiency (by permitting losses to be carried forward). That way, the state
becomes a partner of the company owners in sharing losses by foregoing a part of
its tax dues in future year/years. Since extra expenses cut into profits (or increase
losses), therefore, a company finds that in effect it bears only a part of the additional
expenses. It has an incentive to incur avoidable expenses and show non business
expenses also as business ones. All told, there is a built in incentive for the companies
to run in an uneconomical manner which is equally bad for the economy as a
whole. Moreover, this system favours the financing of company’s activities through
borrowing instead of through equity capital because interest payments on
borrowings are deductible expenses.

However, choosing expenditure instead of income as the basis of corporate
taxation has its own drawbacks. Controllers of the companies remain in a position
to operate them for personal gains through avenues like sale and distribution,
publicity, repairs, travelling, conveyance, consultancy and so on.

5. Fringe benefits tax

It was introduced in 2005–06 as a revenue raising measure and was levied on the
employer for providing those benefits to the employees which cannot be
apportioned between them on individual basis. It was widely denounced as one of
the most obnoxious taxes, but the Centre stuck to it and only modified some of its
details. This tax imposed a heavy cost of compliance and was therefore unnecessarily
burdensome. It was eventually abolished in the budget for 2009–10.

6. Depreciation allowance

Depreciation allowance, as allowed by tax laws, is deducted from the earnings of
a firm to arrive at its taxable income. Provisions relating to it have a deep bearing
upon capital formation of a country. In India, it is determined with reference to the
historical cost of acquiring capital assets and not to their cost of replacement. No
account is taken of the technological obsolescence. And this discourages the shift
of corporate sector to improved technology, as also investment in research and
development. In addition, frequent changes have also been made in the
depreciation provisions.
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Check Your Progress

9. What is a tax?

10. What is canon of productivity?

11. Define incidence of a tax.

12. When was income tax introduced in India?

13. What is fringe benefits tax?

1.7 GOODS AND SERVICES TAX (G.S.T)

The Goods and Services Tax is an indirect tax which has replaced all the indirect
taxes in India. On 29 May 2017, the GST Act was passed and it came into effect
from 1 July 2017.

The concept of GST was first proposed by P. Chidambaram, the then Union
Finance Minister in his budget 2006-2007. At that time, it was decided that it will
be introduced from 1 April 2010.

The Empowered Committee of State Finance Ministers (EC) which had
formulated the design of State VAT was requested to come up with a structure for
the GST. The Joint Working Groups of officials which comprised of representatives
of the States as well as the Centre were given the task to examine various aspects
of the GST and prepare reports specifically on exemptions and thresholds, taxation
of services and taxation of inter-State supplies. Based on discussions within the
EC and between the EC and the Central Government, the EC released its First
Discussion Paper (FDP) on GST in November, 2009. The main feature of First
Discussion Paper (FDP) was that it stated the features of the proposed GST and
formed the basis for discussion between the Centre and the States.

The salient features of GST are as follows:

1. GST is applicable on ‘supply’ of goods or services as against the present
concept of tax on manufacture of goods or on sale of goods or on provision
of services.

2. GST is based on the principle of destination based consumption taxation as
against the present principle of origin-based taxation.

3. It is a dual GST with the Centre and the States simultaneously levying it on
a common base. The GST to be levied by the Centre would be called
Central GST (central tax- CGST) and that to be levied by the States
(including Union territories with legislature) would be called State GST (state
tax- SGST). Union territories without legislature would levy Union territory
GST (union territory tax- UTGST).

4. An Integrated GST (integrated tax- IGST) would be levied on inter-State
supply (including stock transfers) of goods or services. This would be
collected by the Centre so that the credit chain is not disrupted.
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5.  Import of goods is treated as inter-State supplies and would be subject to
IGST in addition to the applicable customs duties. GSTC.

6. GST replaced the following taxes currently levied and collected by the Centre:
(a) Central Excise Duty
(b) Duties of Excise (Medicinal and Toilet Preparations)
(c) Additional Duties of Excise (Goods of Special Importance)
(d) Additional Duties of Excise (Textiles and Textile Products)
(e) Additional Duties of Customs (commonly known as CVD)
(f) Special Additional Duty of Customs (SAD)
(g) Service Tax
(h) Cesses and surcharges insofar as they relate to supply of goods or

services

7.  Import of services is treated as inter-State supplies and would be subject
to IGST.

8. CGST, SGST /UTGST & IGST is levied at rates to be mutually agreed
upon by the Centre and the States under the aegis of the

9. State taxes that are subsumed within the GST are:
(a) State VAT
(b) Central Sales Tax
(c) Purchase Tax
(d) Luxury Tax
(e) Entry Tax (All forms)
(f) Entertainment Tax (except those levied by the local bodies)
(g) Taxes on advertisements
(h) Taxes on lotteries, betting and gambling
(i) State cesses and surcharges insofar as they relate to supply of goods

or services.

10. GST applies to all goods and services except Alcohol for human
consumption.

11. GST on five specified petroleum products (Crude, Petrol, Diesel, and ATF
& Natural gas) would be applicable from a date to be recommended by the
GSTC.

12. Tobacco and tobacco products would be subject to GST. In addition, the
Centre would continue to levy Central Excise duty.

13. A common threshold exemption would apply to both CGST and SGST.
Taxpayers with an annual turnover of 20 lakh ( 10 lakh for special category
States (except J&K) as specified in article 279A of the Constitution) would
be exempt from GST. A composition scheme (i.e. to pay tax at a flat rate
without credits) would be available to small taxpayers (including to
manufacturers other than specified category of manufacturers and service
providers) having an annual turnover of up to 1 crore ( 75 lakh for special
category States (except J&K and Uttarakhand) enumerated in article 279A
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of the Constitution). As decided in the twenty-third meeting of the GSTC,
this limit shall be raised to 1.5 crore after necessary amendments in the
Act. The threshold exemption and compounding scheme would be optional.

14. The list of exempted goods and services is kept to a minimum and it would
be harmonized for the Centre and the States as well as across States as far
as possible.

15.  All Exports and supplies to Special Economic Zones (SEZs) and SEZ
units are zero-rated.

16. Credit of CGST paid on inputs may be used only for paying CGST on the
output and the credit of SGST/UTGST paid on inputs may be used only for
paying SGST/UTGST. In other words, the two streams of input tax credit
(ITC) cannot be cross utilized, except in specified circumstances of inter-
State supplies for payment of IGST. The credit would be permitted to be
utilized in the following manner:

(a) ITC of CGST allowed for payment of CGST & IGST in that order.
(b) ITC of SGST allowed for payment of SGST & IGST in that order.
(c) ITC of UTGST allowed for payment of UTGST & IGST in that order.
(d) ITC of IGST allowed for payment of IGST, CGST & SGST/UTGST

in that order.
(e) ITC of CGST cannot be used for payment of SGST/UTGST and

vice versa.

17. Accounts are settled periodically between the Centre and the State to ensure
that the credit of SGST used for payment of IGST is transferred by the
originating State to the Centre. Similarly the IGST used for payment of
SGST is transferred by Centre to the Destination State. Further the SGST
portion of IGST collected on B2C supplies would also be transferred by
Centre to the Destination State. The transfer of funds would be carried out
on the basis of information contained in the returns filed by the taxpayers.

18. Input Tax Credit (ITC) to be broad based by making it available in respect
of taxes paid on any supply of goods or services or both used or intended
to be used in the course or furtherance of business.

19. Electronic filing of returns by different class of persons at different cut-off
dates.

20. Various modes of payment of tax available to the taxpayer including internet
banking, debit/ credit card and National Electronic Funds Transfer
(NEFT)/ Real Time Gross Settlement (RTGS).

21. Obligation on certain persons including government departments, local
authorities and government agencies, who are recipients of supply, to deduct
tax at the rate of 1 per cent from the payment made or credited to the
supplier where total value of supply, under a contract, exceeds two lakh
and fifty thousand rupees. The provision for TDS has not been
operationalized yet.
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22. Refund of tax to be sought by taxpayer or by any other person who has
borne the incidence of tax within two years from the relevant date.

23.  Obligation on electronic commerce operators to collect ‘tax at source’, at
such rate not exceeding two per cent. 2 per cent of net value of taxable
supplies, out of payments to suppliers supplying goods or services through
their portals. The provision for TCS has not been operationalized yet.

24. System of self-assessment of the taxes payable by the registered person.

25. Audit of registered persons to be conducted in order to verify compliance
with the provisions of Act.

26. Limitation period for raising demand is three years from the due date of
filing of annual return or from the date of erroneous refund for raising demand
for short-payment or non-payment of tax or erroneous refund and its
adjudication in normal cases.

27. Limitation period for raising demand is five years from the due date of filing
of annual return or from the date of erroneous refund for raising demand for
short-payment or non-payment of tax or erroneous refund and its adjudication
in case of fraud, suppression or willful mis-statement.

28. Arrears of tax to be recovered using various modes including detaining
and sale of goods, movable and immovable property of defaulting taxable
person.

29. Goods and Services Tax Appellate Tribunal is constituted by the Central
Government for hearing appeals against the orders passed by the Appellate
Authority or the Revisional Authority. States would adopt the provisions
relating to Tribunal in respective SGST Act.

30. Provision for penalties for contravention of the provision of the proposed
legislation has been made.

31. Advance Ruling Authority is constituted by States in order to enable the
taxpayer to seek a binding clarity on taxation matters from the department.
Centre would adopt such authority under CGST Act.

32. An anti-profiteering clause has been provided in order to ensure that business
passes on the benefit of reduced tax incidence on goods or services or both
to the consumers.

33. Elaborate transitional provisions have been provided for smooth transition
of existing taxpayers to GST regime.

1.8 TAXABLE CAPACITY IN INDIA

The concept of  taxable capacity is an expression of the common belief that  there
is always an upper limit to the level of taxation, though there has never been an
agreement as to this limit.  The disagreement is fed by  the fact that the concept is
intimately  associated with the totality of circumstances faced by the country, the
overall budgetary policy of the government, and the purpose for which this concept
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is used by an analyst or a policy maker. Even conceptually,  while some economists
consider the government sector as part of the economy, others take the view that
taxation drains the resources from the economy to an outside spending agency,
namely, the  government. Accordingly,  to quote any percentage of GDP which
the authorities  may tax away is bound to evoke a difference of opinion. We may
keep in mind the fact that historically most governments have exhibited a tendency
to appropriate an ever-increasing  proportion of national income.

The concept of  taxable capacity is intimately connected with  the concept
of ability-to-pay, though the two are not equivalent to each other. The ability-to-
pay is used as a method of apportioning a given tax amongst tax payers, that is in
determining their relative taxable capacity. In it, tax liability  of a  tax  payer  need
not equal his absolute capacity to pay. Also ability-to-pay is always estimated
with reference to the existing set of circumstances  and  repercussive changes  are
ignored. Taxable capacity on the other hand refers to the maximum tax which can
be collected from a particular tax payer or a group of tax payers under
consideration. In this sense, it is known as the absolute taxable capacity and may
be estimated for an entire economy, a region, an industry, a group of individuals,
or a single individual. In contrast, in estimating relative taxable capacity, a
comparison is made of the absolute capacity of two or more tax-payers or their
groups. It is obvious that both versions of taxable capacity have their own problems
without any satisfactory solution.

In economic literature, we find a mention of several proportions of GDP as
a measure of absolute taxable capacity. of the society as a whole. Obviously, no
given proportion can be termed as the true measure. Moreover, such proportion
are suggested on the assumption that the government would always have a balanced
budget. It is noteworthy, however, that the budget itself affects the taxable capacity
of the taxpayers both by its size and composition.

Absolute taxable capacity  refers to ‘the maximum tax’ which can be collected
from the tax payers. Assuming that the state has an absolute power over the income
and property  of  the  citizens, this absolute capacity becomes equal to GDP of the
country. Such an extreme meaning, however, cannot be applicable to an individual
tax payer unless it is applicable to every one also. Moreover, in practice, such an
absolute  limit, if it exists, must be smaller than the GDP. Various authors have tried
to determine it by considering various dimensions of taxation like their effects and
the resistance of tax payers. But clearly, all such attempts to determine absolute
limits suffer from  many inherent flaws.

Taxable capacity, in whatever way defined, is not a constant quantity.  It is
deeply affected by several short term and long term factors. The problem is that
the effect of such variables cannot be quantified  and changes in taxable capacity
cannot be estimated. It is to be emphasized that there can be no measure of absolute
taxable capacity of any tax payer, or a group of tax payers. It is only relative
taxable  capacity which can be estimated to some extent (and without much
accuracy)  by comparing the of ability-to-pay of tax payers. It is however, instructive
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to take note of the fact that though we cannot  measure taxable capacity as such,
it is affected by a set of factors.

Short-run factors

Here, a host of factors affecting taxable capacity of the tax payers can be mentioned
with their indeterminable quantitative effects. In this section, therefore, only some
factors would be mentioned by way of illustration. Income and wealth distribution
has an important bearing upon the community’s taxable capacity for two reasons.
Firstly, it enhances the capacity of the richer and decreases the capacity of the
poorer sections. In extreme cases, inequalities maximize taxable capacity for a
given GDP. Secondly, taxable capacity of richer sections goes up because for
them marginal utility of income falls. Another important set of factors determining
taxable capacity relates to the pattern, structure, rates, and mode of collection  of
taxes. For example, indirect taxes are expected to be psychologically less
burdensome. Taxes on unearned increments, windfalls and capital gains are not
expected to be resisted less by the tax payers. Tax payers are more willing to pay
if the timing and mode of tax payments are less troublesome. During wars and
other national emergencies, tax payers are ready to pay more. Similarly, the
expenditure policy of the government and the connected issues have a strong
bearing upon what the tax payers are willing to pay.

Long-run factors

Similar variables operate in the long run also. If the authorities are helping the
economy  through capital accumulation, provision of social overheads, improving
productive efficiency of labour, encouraging  the adoption of  better techniques of
production  and so on, then taxable capacity will also increase. Monetary  and
fiscal policies of the government which bring about economic stability  with a high
level of income and employment will definitely add  to the taxable capacity of the
society. Governmental policies in the field of foreign trade, capital  flows,  and
technology transfers etc. are other factors which profoundly affect the taxable
capacity.

In conclusion, it should be remembered that of the two concepts of taxable
capacity, the relative one is usable to a large extent. Actually, in practice, every
government is always using it in some form or other while determining the relative
tax liability of tax payers. In contrast, the concept of absolute taxable capacity is
not at all quantifiable  and  should be totally discarded.

1.8.1 Usefulness of the Concept

At this stage, it may be asked as to whether the concept of taxable capacity has
any relevance in  practice. For a proper appreciation of this problem, we must
explicitly recognize that the basic problem before the state is not to assess what
the private sector should pay to the state sector by way of taxes. Its primary
concern should be  with the totality of its budget of which tax  revenue happens to
be only one component.  The state, equipped with adequate knowledge of  the
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responsiveness of the private sector should  formulate an optimal budget a budget
that yields maximum possible welfare for the society as a whole. Such a budget
simultaneously lays down level and composition of public expenditure, level of tax
revenue, rates and coverage of the tax system, and public debt policies including
borrowings from the central bank of the country. The optimal budget takes into
account the effects of  its operations and policies on employment, price stability,
balance of payments position, generation of income and output, income and wealth
distribution, etc. The concept of taxable capacity, on  the other hand, tries to set a
limit  on the size of the budget itself while it refuses to recognize that the state
sector (and hence the level of public budget) has a lower limit for a workable
efficiency of the economic system as a whole. Musgrave, therefore, advocates
that “the concept of taxable capacity must be discarded in favour of a concept of
optimal budget.” However, we must concede that given a decision to collect a
certain amount by way of tax revenue,  the concept of relative  taxable capacity
has still a meaning from the standpoint of equity of division of tax burden which we
have considered in  this and the foregoing chapters.

Use of the concept in India

In India,  the concept of taxable capacity has been used only in relative sense  of
the term (as between  different tax payers on an all-India  basis in the case of
Central taxes and on a State level in the case of State taxes, with hardly any regard
to this concept in the case of local taxes). Further, the use has been in a general
and imprecise manner. In direct taxes, an attempt has been made to have some
undetermined degree of progression through rate schedule.  In indirect taxes,
selective coverage has been used to achieve the same objective.

In India, the Finance Commissions are expected, while recommending
transfer of resources from  the Centre to States to give due weightage to their
respective taxable capacities  and tax efforts, so that a  State with better fiscal
management is rewarded for its performance. In practice, however, most of the
Commissions found that the task of measuring relative taxable capacity of States
is nearly an impossible  one.

The Fifth Finance Commission used a simple ratio of tax revenue (XR) to
State Domestic Product (SDP) to measure ‘tax effort’ of the State under
consideration, thereby assuming that its taxable capacity  is a given proportion of
its SDP. The Seventh Finance Commission measured tax effort by regressing tax
revenue on SDP in a linear model. The Planning Commission also measures tax-
effort as a ratio of tax revenue to SDP. In each case,  relative  taxable capacity of
two States is taken to be equal to the ratio of their SDPs.

This measure has some obvious deficiencies. It ignores other relevant
variables which determine a State’s taxable capacity. These variables include,
amongst others, (i) degree of urbanisation, (ii) degree of industrialisation, (iii) degree
of monetization of the economy, (iv) distribution of income and wealth, (v)
consumption pattern, (vi) administrative efficiency, and (vii) exemptions, rate
schedules and coverage of different taxes, etc. The factor of progressivity, in
particular, makes SDP a very poor representative of a State’s taxable capacity.
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The Ninth Finance Commission mentions two alternative approaches to
estimate relative taxable capacity of States and their tax effort, namely, (a) the
Aggregate Regression (AR) Approach, and (b) the Representative Tax System
(RTS) Approach.

1.9 CHARACTERISTICS OF A GOOD TAX
SYSTEM

Characteristics or  features of a good tax system  may be formulated from various
objectives, principles or canons of a tax system. Discussion in the previous sections
clearly indicates that these also form an integral part of its features. Similarly
additional features may be searched in the issues associated with its administration,
effects, kinds, forms, timing, etc. However, in this connection it is  helpful to keep
the following points in mind.

Firstly, to consider a tax system in isolation from other items of public revenue,
or from public expenditure, is an  incomplete and unrealistic attempt. Taxation is
only one part (though an important one) of the total budget of the government. Its
effects are always intermixed with those of non-tax and expenditure parts of the
public budget. Thus within the overall framework of  the total revenue, effects of
taxation depend upon its structure, tax rates, and so on.  Equally important is the
consideration as to what is being done  on the expenditure side of the budget,
since that influences the attitude and reactions  of the tax-payers.

Formulation of characteristics of a good system by considering its effects
does not imply that  the nontax items or the public expenditure can be ignored.
This is done only for the sake of clarity of analysis and understanding. Any choice
is bound to harbour several conflicts and contradictions, necessitating an
adjustment. Further it is being implicitly assumed that taxation forms a major portion
of the public revenue, and that the expenditure side of the budget is being
administered in an optimum manner, or at least it is not working against the
objectives of the tax system.

Secondly, a tax system has many dimensions. We should look into its volume,
composition, rates, coverage, timings of collection, mode of collection and so on
in order to grasp its effects in their totality. Alternative sets of these tax features
represent alternative tax systems with distinctive effects. Each system has its
corresponding  merits and demerits  in terms of social and economic effects.
Normally, therefore, it is rather difficult to evolve a tax system which  is the best or
ideal in every respect.

Thirdly, it is  nearly impossible to choose a theoretically best system. For
example, we cannot quantify the theoretical concepts of marginal utility and disutility
and use them in practice. Similarly, in theory many tax proposals may appear very
convincing, but  it may not be possible to implement them. Furthermore, it is
generally assumed that the administrative machinery is efficient and honest. In real
life, this may not be true. In addition, every government also faces several
administrative, political and other difficulties. For example, in theory it is assumed
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that a government has an absolute right over the property of all its subjects; but in
practice it is not a right which can be exercised fully and without limits. Some
taxes, though theoretically sound, may involve a heavy cost of collection. In some
countries, there may be long drawn legal procedures (such as passing of the tax
measures by legislative bodies) preventing the government from changing its tax
policy quickly and easily. In actual practice, therefore, the government has to think
of these various problems while working out the best possible tax system in the
country. It will generally settle for a compromise between these conflicting
considerations and will therefore end up with a sub-optimal tax system. Furthermore,
if the government fails to make a  correct assessment of the effects of alternative
tax measures, it will be all the more difficult for it to achieve an ideal tax system.

Fourthly, the attitude of the taxpayers is an important variable in determining
the contents of a good tax system. Normally each taxpayer desires to be free from
a tax burden but does not mind if the tax burden is borne by others. If this is not so,
he feels discriminated against. It is essential that a good tax system should appear
equitable to the taxpayers.  Similarly, overall burden of the tax system is of equal
importance. In addition, the attitude of taxpayers is also influenced by a host of
other factors like prevalent political situation (such as war or peace), natural
calamities like floods and droughts, economic situations like prosperity or
depression and so on.

Fifthly, it is a wellknown fact that changes in a tax system can be brought
about only slowly and in stages. Even if it is decided to have an entirely new tax
system the authorities cannot suddenly disrupt the existing one. They have to gear
their tax machinery to the new system.

On account of the above mentioned limitations, the authorities cannot hope
to satisfy all the objective or considerations, and have to be satisfied with a
compromise between them.  Still, in general, a good tax system should run in
harmony with important national objectives and if possible should assist the society
in achieving them. It should try to accommodate the attitudes and problems of the
taxpayers and should not lose sight of the administrative practicability or the goals
of social and economic justice. It should also yield adequate revenue for the treasury
and should be flexible enough to move with changing requirements of the State
and the economy. Such a dynamism of the tax system is all the more relevant for a
developing economy where the structure and rates of taxes have to be constantly
reviewed. We may also say that the interests of the administrative machinery, the
economy, she State and the individual taxpayers can be in conflict with each other
and a good tax system tries to accommodate them all in the best possible manner.

A good tax system recognizes that the tax-payer has some basic rights. He
is expected to pay his taxes but not undergo harassment. With this end in view, tax
laws should be simple in language and the tax liability should be determinable with
certainty. The mode and timings of payment should suit the convenience of the
taxpayer to the extent possible. At the same time, a tax system should be equitable
as between different taxpayers. It should be progressive so as to levy an equitable
burden on all.
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Developed free market economies are subject to cyclical fluctuations. A
good tax system should be flexible enough to counteract them. In underdeveloped
countries, on the other hand, the main problem is not that of cyclical fluctuations,
but that of unleashing the forces of economic growth and productivity. For this all
possible sources of savings and capital accumulation should be exploited. Paucity
of private savings and investment necessitates a greater reliance upon the budgetary
savings as the main source of capital accumulation. In the private sector, the tax
system should encourage the consumers to go in for durable consumption goods.
This will reduce their expenditure on consumption items over time and release
larger amounts for savings. Heavy import duties should be used to curb import of
luxuries and cut the demonstration effect. Within the economy, the demand for
luxuries should be reduced while the consumption and production of healthgiving
and efficiencyproducing goods should be encouraged.

Another problem that a developing economy like India faces is that of regional
disparities. Tax measures should be so devised as to counteract this tendency and
bring about a more equitable economic growth. In the process of economic growth,
a developing country is likely to face the problem of inflation. A good tax system
should help in counteracting the inflationary forces. It should be designed to
discourage unnecessary consumption and  boost up production along desired
lines.

It can be argued that all direct taxes related to income and wealth should be
replaced by a single tax on expenditure. The Meade Report argues that a universal
expenditure tax comes sufficiently close to the criteria of a good tax. The case for
expenditure tax is supposed to be stronger in a country like India since it rewards
savings and taxes consumption. However, this tax has some practical limitations.
It poses difficult problems of data collection, and is administratively very
cumbersome. Moreover, if applied universally, it is not equitable between different
income levels. The Chelliah Committee rejected the proposal of replacing income
tax by a tax on expenditure for such like reasons.

Check Your Progress

14. When did the GST come into effect in India?

15. What alternative approaches are given by the Ninth Finance Commission
to estimate relative taxable capacity of States and their tax effort?

1.10 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The term ‘public finance’ denotes the resources of a public body.

2. The scope of public finance involves a complete discussion of the influence
of fiscal operations of the government at the level of overall activity,
employment, prices and the growth process of the economic system as a
whole.
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3. Two dissimilarities between private and public finance are as follows:
(a) The distinction between private and public borrowings does not end

with only amounts of possible borrowings, but extends to their forms,
rates of interest and other terms and conditions.

(b) It is claimed that private finance follows the ‘market principle’, or the
principle of economic rationality; but public finance follows the budget
principle.

4. Such goods which are neither pure public goods nor pure private goods
are called impure public goods (also called quasi-public goods or quasi
private goods).

5. The Principle of Maximum Social Advantage deals with the size of the public
budget, the level at which the State should operate or the boundaries of its
activities.

6. The aspects of economic welfare of the community are as follows:
(a) An improvement in production.
(b) An improvement in the distribution of national income.

7. The factors required for improving the distribution of national income are
efficiency and equity.

8. Tax revenue is divided into three sections which are as follows:
(a) Taxes on income and expenditure
(b) Taxes on property and capital transactions
(c) Taxes on commodities and services

9. A tax is a compulsory levy payable by an economic unit to the government
without any corresponding entitlement to receive a definite and direct quid
pro quo from the government.

10. Canon of Productivity is also called the Canon of Fiscal Adequacy. According
to this principle, the tax system should be able to yield enough revenue for
the treasury and the government should have no need to resort to deficit
financing.

11. Incidence of a tax is defined as its final resting place. It is to be seen and
judged in terms of the money burden of the tax.

12. Income tax was introduced in India in 1860 but was discontinued after a
few years in 1873. It was reintroduced in 1886, and since then it has been
an integral part of the Indian tax system.

13. Fringe Benefits Tax was introduced in 2005–06 as a revenue raising measure
and was levied on the employer for providing those benefits to the employees
which cannot be apportioned between them on individual basis.

14. The Goods and Services Tax is an indirect tax which has replaced all the
indirect taxes in India. On 29 May 2017, the GST Act was passed and it
came into effect from 1 July 2017.
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15. The Ninth Finance Commission mentions two alternative approaches to
estimate relative taxable capacity of States and their tax effort, namely, (a)
the Aggregate Regression (AR) Approach, and (b) the Representative Tax
System (RTS) Approach.

1.11 SUMMARY

 To understand the meaning of public finance, it is first important to understand
the meaning of the words ‘public’ and ‘finance’. The word ‘public’ stands
for a collection of individuals, whereas the word ‘finance’ means money
resources or revenues. Therefore, ‘public finance’ means the resources of a
public body.

 It must be noted that the State, according to the laissez-faire philosophy,
was considered as something extraneous to the economy, which was more
or less equated with its private sector only.

 Carl C. Plehn, author of Introduction to Public Finance, says that the
term public finance ‘has come, by accepted usage, to be confined to a
study of funds raised by governments to meet the costs of government.’

 The scope of public finance involves a complete discussion of the influence
of fiscal operations of the government at the level of overall activity,
employment, prices and the growth process of the economic system as a
whole.

 Since a modern government often operates at several levels (federal, state
and local), the subject matter of public finance looks into the financial problems
and policies of the government at different levels and also studies the inter-
governmental financial relations.

 The state sector is not just a necessary evil to be tolerated. It can be designed
and operated as an effective set of tools for improving the performance of
the economy in several ways.

 The concept of a balanced budget, in whatever way defined, becomes
irrelevant in a policy of using financial operations of the government
exclusively as instruments of economic and public policy.

 By private finance, we mean the financial problems and policies of an
individual economic unit (which does not form a part of State organs) as
compared with those of the public authorities.

 It is claimed that private finance follows the ‘market principle’, or the principle
of economic rationality; but public finance follows the budget principle.

 Quite often, in private finance, the view taken is a short term one. In contrast,
the State is expected to take a long-term view of the interests of the economy
as a whole and be ready to suffer commercial losses for that purpose, both
in the short run and in the long run.
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 The first characteristic is that of excludability of a good. It means that it is
possible to restrict the availability a good to select users on a certain basis,
such as, by making it a priced good.

 Those goods which are both excludable and rivalrous are termed private
goods or pure private goods. Their use can be rationed between their potential
users. In contrast, goods which are both non-excludable and non-rivalrous
are termed public goods or social goods.

 Pure public goods are characterized by the existence of externalities, that
is, economic effects which flow from their production or use etc. to third
parties or economic units. Such economic effects may also be called spill-
over effects, neighbourhood effects or third-party effects.

 Another likely characteristic of a pure public good is its decreasing average
cost. Being lumpy, it would be subject to the economies of scale. If the
public good is provided in small units, then the average cost is likely to be
much more.

 The concept of club goods (also termed artificially scarce goods) was
introduced by James M. Buchanan. They are a sub-set of local public goods
and are characterized by an artificially created scarcity.

 The causal relationship between changes in the supply of money and the
level of prices constitute the core of the quantity theory of money. In the
classical economic theory, money has no inherent utility and it is exclusively
demanded for the transactions purposes.

 The Principle of Maximum Social Advantage was introduced by British
economist Hugh Dalton. According to Hugh Dalton, public finance is
concerned with income and expenditure of public authorities and with the
adjustment of one with the other.

 The Principle of Maximum Social Advantage (MSA) is the fundamental
principle of public finance. It states that public finance leads to economic
welfare when public expenditure and taxation are carried out up to that
point where the benefits derived from the MU (Marginal Utility) of
expenditure is equal to (=) the Marginal Disutility or the sacrifice imposed
by taxation.

 While imposition of tax puts burden on the people, public expenditure confers
benefits. The benefit conferred on the society, by an additional unit of public
expenditure is known as Marginal Social Benefit (MSB).

 Social advantage is maximized at the point where marginal social sacrifice
cuts the marginal social benefits curve.

 Maximum Social Advantage is achieved at the point where the marginal
social benefit of public expenditure and the marginal social sacrifice of taxation
are equated, i.e., where MSB = MSS.

 The question arises that since the Principle of Maximum Social Advantage
suffers from so many limitations, should we not discard it totally to which
the reply is an emphatic no.
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 An improvement in production should not be taken to mean an increase in
current output as such, but basically an increase in the productive capacity
of the economy on a sustainable basis.

 Mrs Hicks has also suggested two sets of criteria for judging whether a
particular public finance operation or policy adds to the net social benefit or
not. The first is called the production optimum and the second is the utility
optimum.

 Broadly speaking, revenue receipts include ‘routine’ and ‘earned’ ones.

 Capital receipts, on the other hand, cover those items which are basically of
non-repetitive and non-routine variety and change government’s financial
liabilities/assets.

 A tax is a compulsory levy payable by an economic unit to the government
without any corresponding entitlement to receive a definite and direct quid
pro quo from the government.

 A good tax system is one which is designed on the basis of an appropriate
set of principles such as equality and certainty.

 The Benefits-Received theory proceeds on the assumption that there is
basically an exchange or contractual relationship between taxpayers and
the State. The State provides certain goods and services to the members of
society and they contribute to the cost of these supplies in proportion to the
benefits received.

 The most formal and rigorous formulation of the benefits-received approach
was provided within a framework of voluntary exchange theory of public
finance by Erik Lindahl of Sweden in 1919. He discusses the problem in
the context of two taxpayers who have the liberty to reveal their preferences
for State services against the corresponding tax liability.

 Ability-to-pay theory considers the tax liability in its true form a compulsory
payment to the State without quid pro quo. It does not assume any
commercial or semi-commercial relationship between the State and the
citizens.

 Impact of a tax is its first point of contact with the taxpayers. It is upon
those who bear the first responsibility of paying it to the authorities that is
those who have the statutory responsibility of paying it to the government.

 It is conventional to classify tax receipts into those of direct and indirect
taxes and use them as inputs for fiscal policy. However, there is no universally
valid optimum proportion of these two categories of tax receipts. Their
target proportion depends upon an assessment of ground realities and
perception of the decision-makers.

 Income tax was introduced in India in 1860 but was discontinued after a
few years in 1873. It was reintroduced in 1886, and since then it has been
an integral part of the Indian tax system.
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 The Goods and Services Tax is an indirect tax which has replaced all the
indirect taxes in India. On 29 May 2017, the GST Act was passed and it
came into effect from 1 July 2017.

 The concept of taxable capacity is an expression of the common belief that
there is always an upper limit to the level of taxation, though there has never
been an agreement as to this limit.

 Characteristics or features of a good tax system may be formulated from
various objectives, principles or canons of a tax system as these also form
an integral part of its features. Similarly, additional features may be searched
in the issues associated with its administration, effects, kinds, forms, timing,
etc.

1.12 KEY TERMS

 Laissez-faire: It is the theory or system of government that upholds the
autonomous character of the economic order, believing that government
should intervene as little as possible in the direction of economic affairs.

 Taxation: It is a means by which government finance their expenditure by
imposing charges on citizens and corporate entities.

 Revenue: It refers to an income that a company receives from its normal
business activities, usually from the sale of goods and services to customers.

 Public Goods: It is a good that is both non-excludable and non-rivalrous
in that individuals cannot be effectively excluded from use and where use
by one individual does not reduce availability to others.

 Externality: It refers to a cost or benefit which results from an activity or
transaction and which affects an otherwise uninvolved party who did not
choose to incur that cost or benefit.

 Marginal Cost: It is the change in the total cost that arises when the quantity
produced changes by one unit.

 Wealth Tax: It is an annual levy by the Central Government on the net
value of non-agricultural and ‘non-productive’ assets of a taxpayer.

 Corporation Tax: It is a tax levied on the taxable income of a company.

1.13 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. List the characteristics of public goods.

2. Write a short note on club goods.

3. State the limitations of the Principle of Maximum Social Advantage.
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4. What do you understand by revenue receipts?

5. What is the difference between proportional taxes and progressive taxes?

6. Write a short note on direct taxes.

7. What are the short term and long term factors affecting taxable capacity?

Long-Answer Questions

1. Discuss the nature and scope of public finance.

2. Explain the Principle of Marginal Social Sacrifice with the help of diagrams.

3. Describe the following:
(a) Dalton’s test
(b) Hicks’ Test

4. Explain the various canons of taxation.

5. What is the benefits-received theory of tax? Explain the limitations of the
benefits-received approach.

6. Discuss the characteristics of a good tax system.

7. Describe the Goods and Services Tax through its salient features.
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2.0 INTRODUCTION

Each government wants to undertake several economic and non-economic activities
and pursue certain policies which have their financial counterparts in the form of
revenues, borrowings, and expenditures. Accordingly, the government describes
its intentions and policies which it would like to pursue during the forthcoming
period (usually a year) and draws up a financial plan corresponding to this scheme
of things. Such a financial plan contains the details of estimated receipts as also
proposed expenditures and other disbursements under various heads. Therefore,
a budget enables the authorities to decide about each individual item of revenue
and expenditure in the overall context of its policies.

No government can afford to take taxation, borrowings, expenditure and
other fiscal decisions at random. On account of their inter-connection, all decisions
and policies must form a part of its overall set of objectives. The whole approach
has to be quite systematic if chaos and wastage are to be avoided. In general, a
budget shows financial accounts of the previous year, the budget and revised
estimates of the current year, and the budget estimates for the forthcoming year. In
addition, the estimates for the forthcoming years are split up into two parts those
based upon the assumption that existing taxes and their rates would continue, and
those based upon the proposed changes therein. A budget, in this sense, becomes
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both a description of the fiscal policies of the government and the financial plans
corresponding to them. In this unit we will discuss budget and fiscal policy in
detail, along with central-state financial relations.

2.1 OBJECTIVES

After going through this unit, you will be able to:

 Understand the concept of budget and fiscal deficit

 Describe the deficit finance and central-state financial relations

 Discuss the latest recommendations of the Finance Commission

2.2 BUDGET: DEFINITION AND
PREPARATION

A budget is a financial plan and in the case of a public budget as presented by
various governments in modern times, it serves as a statement of expenditure and
revenue for a specific period of time, normally a fiscal year. In India, a budget is
referred to as the annual financial statement of the estimated receipts and expenditure
of the government for a financial year. It contain estimates of anticipated revenues
and proposed expenditures for the budget period. Various activities that the
government undertakes and the means of their financing are derived from these
estimates. For the government, budget becomes an instrument through which it
controls the entire economy. As the budget reflects policy and purpose of the
government, greater importance is now being given to budgetary proposals that
become the basis for deciding the financial health of a nation. Budgetary documents
play a key role in today’s highly complex economies.

Though budget can be of different types, emphasis is given to make it
productive and meaningful, leaving no scope of inadequacies. After all, it is through
the budget that the government fixes targets for its socio-economic and institutional
duties towards the society. As a financial plan and policy statement, government
prepares the budget containing details of estimated receipts and proposed
expenditures under various heads. In India, Constitution of India has provision
under Article 112 which states that an annual financial statement shall be placed
before both Lok Sabha, and Rajya Sabha. Similar provision for each State is
given under Article 202 where an annual financial statement shall be placed before
the Legislature of that State.

2.2.1 Characteristics of a Good Budget

A good budget is one which satisfies criteria identified for this purpose and is prepared
on the basis of well-recognized principles. One such principle is that the budget
should be accompanied by an account of the performance of the fiscal policies and
programmes of the government during the previous year. This provides a necessary
basis for deciding as to what was to be done, what has been accomplished and what
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more should be aimed at and in what manner. It is noteworthy that several governments
have experimented along these lines, and have drawn heavily upon the techniques
used by the corporate sector. The Government of India has also undertaken such
exercises (though partially and imperfectly) including the programme and performance
budgeting and outcome budgeting.

The budgetary proposals should also be accompanied by an analytical
description of the current economic situation of the country as also the financial
health of the Treasury. The budgetary proposals become far more meaningful in the
light of the above mentioned accounts and descriptions. And they enable the legislature
and the public to see the relevance or otherwise of the budgetary proposals and help
the legislature in taking a more objective and rational stand in this connection. In
India, as in several other countries, this need is fulfilled by bringing out an economic
survey highlighting the health and current problems of the economy and identifying
the lines along which fiscal policy should proceed. The budgetary proposals should
be as unambiguous and transparent as possible. They should be easy to understand
so that correct judgement can be formed as to the way in which the budget is expected
to function in the coming year. Accordingly, details must accompany the proposals
under major heads of receipts and expenditure. There should also be various
statements which highlight the particular aspects of the budget.

Though complete accuracy cannot be expected, financial estimates of a
budget should not be wide off the mark. They should be fairly close to the realized
figures under normal circumstances. A budget should reflect the overall policy and
purpose of the government and should be so designed as to help the society move
nearer to its chosen goals.

Modern economies have become highly complex and budgetary flows and
policies exert a significant impact on their working. Analysts find that the conventional
accounting format used in public budgets is not able to provide the extent of
information needed these days. Accordingly, in recent years, various suggestions
have been made to improve the usefulness of the budgetary documents.

Government of India has always been keen on experimenting with innovative
ideas for improving the informative and analytical usefulness of its Budget. It was
one of the first countries in the world to prepare and publish an Economic
Classification of its budget in mid 1950s and adding to it an Economic and Functional
Classification in mid 1960s. In later years, the government experimented with
Programme and Performance Budgeting, Zero-based Budgeting. These days, it is
prepares and publishes an Outcome Budget and a Gender Budget. The budget
documents also contain Budget Provision for Schemes for the Welfare of Children,
Medium Term Fiscal Policy Statement, Fiscal Policy Strategy Statement, Revenue
Foregone Statement, Revenue Foregone under Central Tax System, Arrears of
Non-tax Revenues, and Tax Revenues Raised But Not Realized, etc.

It would be instructive to have a closer look at the Revenue Foregone under
the Central Tax System. When the government takes upon itself the task of helping
the society in its socio-economic and institutional development and promote its
equity parameters, then several policy measures commend themselves for inclusion
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in the budgetary provisions as well. Measures relating to the tax system include
special tax rates, exemptions, deductions, rebates, deferrals and credits, and the
like. These measures are collectively known as ‘tax preferences’ or ‘tax expenditures’
and result in a revenue ‘loss’. The first revenue foregone statement laid before
Parliament covered fiscal year 2006–07, and the practice has continued since then.
The estimates of revenue foregone are based upon short term impact of specific tax
preferences and other simplifying assumptions. It is noteworthy that according to
this statement, the revenue foregone was about 68.95% of the aggregate tax
collections in 2008–09. The revenue foregone was  1,08,785 crore in 2018–19.

2.2.2 Kinds of Budget

In pursuit of trying to understand the different kinds of budgets, we shall deal with
two questions, namely,

 Who should prepare the budget and formulate the budgetary proposals?

 What should be the accounting basis of the budget?

Both these questions pertain to the effectiveness of the administrative/
legislative control over budgetary policy and operations. During the heyday of
laissez-faire philosophy, a public budget was primarily considered a statement of
the projected financial receipts and disbursements of the government. These days,
the philosophy of laissez-faire stands replaced by the view that the State has to
play an all-pervasive and multi-dimensional role in preserving and promoting the
socio-economic fabric of the country. In this viewpoint, the impact of government’s
budgetary policies and financial flows generated by its budget is accorded a
prominent place. However, the contents and nature of a public budget are believed
to be closely related to several factors like the agency entrusted with the
responsibility of preparing it, the system of accounting used, and so on. It would,
therefore, be helpful to note different kinds of a public budget and their formats.

I. Executive versus Legislative budgets

This distinction is based upon the type of agency entrusted with the preparation of
the public budget. A legislative budget is the one which is prepared and adopted
by the legislature directly or through its committees. An executive budget, on the
other hand, is the one which is prepared by the executive wing of the government.
Such a budget is also normally passed and adopted by the legislature but the
initiative lies with the executive wing. It is generally believed that an executive
budget is preferable to the legislative one for the following reasons:

 The executive wing of the government is better equipped to estimate probable
receipts and required expenditures than the legislature. While the executive
wing can have a staff of professionally trained persons, the legislative wing
is not expected to be so equipped.

 The responsibility for the execution of the budget always lies with the
executive. It is not desirable to just thrust certain estimates and figures upon
the executive and ask it to realize the targets especially if these estimates
happen to be highly unrealistic.
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 When the budget is prepared by the executive, it is easier to fix responsibility
for any shortcomings and lapses.

II. Multiple versus Unified budgets

A unified budget is one in which all the financial flows generated by the government
activities are recorded in a systematic manner as one piece and presented to the
authority for its passage. The financial flows are suitably classified and grouped in
alternative ways, such as ministries and departments, as also under other various
functional categories, and in revenue and capital components etc. In contrast, a
multiple budget is meant to be prepared and submitted for passage in parts without
a cross reference. The idea is that this method facilitates a better evaluation of the
functions of the government. It is obvious that the concept of a multiple budget is
a misleading one. Its relevance is limited only to the extent of requiring each ministry/
department to formulate its budgetary proposals for incorporation in the unified
budget. Of course, the selection of such budgetary proposals for inclusion in the
unified budget should be subject to a proper scrutiny and assessment and should
be subject to rejection or inclusion after revision. And when the unified budget is
presented to the legislature for its passage, each of its proposals and corresponding
financial components should be subjected to scrutiny and approval. Such a unified
budget not only permits a proper evaluation of its each component, but also that of
the budget as a whole.

III. Cash-flow-Based versus Accrual-Based budgeting

Conventional accounting system used in the public budgets is cash-flow based. A
search for improving informative and analytical policy prescriptive usefulness of
public budgets has led thinkers to look into the possibility of shifting to accrual-
based accounting. In cash-flow based accounting, receipts and disbursements are
recorded with reference to the timing of their occurrence, while generation of
claims to receive cash or liabilities to pay cash in the future are ignored. In contrast,
in accrual-based accounting, entitlements to cash receipts or liabilities to pay cash
are recorded with reference to the time of their occurrence irrespective of the
timing of their actual receipts or payments.

A large number of countries have switched over to accrual based budgeting,
either fully or partially and some more are weighing the benefits of switching over.
However, whether accrual budgeting is better than cash flow budgeting or not is
still a controversial and inconclusive issue for various reasons.

Case for Accrual-Based accounting

In case of accrual-based accounting, following ostentations can be made:

 Advocates of accrual based accounting emphasize the inability of cash-
flow based system in meeting the needs of a modern government, particularly
because the information provided by it is inadequate for chalking out a long
term fiscal policy in line with the socio-economic developments and the
chosen goals.
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 It is a well-recognized fact that a modern market economy is a victim of
what is termed the ‘market failures’. This fact necessitates remedial measures
on behalf of the State including fiscal measures. A cash-flow based budget
is unable to meet stringent requirements needed for this purpose.

 The size of the budget of a modern government has an inherent tendency to
increase for several reasons. Budgetary flows and policy measures have
all-pervasive spill-over effects which often cover a multi-budget time period.
The government needs to be equipped with relevant information to optimize
the beneficial spill-over effects. But cash-flow based budgets are ill-equipped
to perform this task. Such budgeting does not enable us to evaluate the
long-term desirability or otherwise of the overall long term fiscal strategy.

 Cash-flow based budgeting does not provide information relating to future
receipts and payments or building up of assets and liabilities and is, therefore,
silent about the sustainability or otherwise of the government’s fiscal health.
It means, for example, that a government may be indulging in huge fiscal
deficits and accumulating debt liabilities without realizing the potential danger
of mounting cost of debt servicing and other associated ill effects of this
phenomenon. Advocates of accrual-based budgeting claim that it permits a
better evaluation of the government’s fiscal policies. It is also more
transparent and provides a better basis for the accountability of the
government.

 Cash-flow based budgeting does not reveal whether the current budgetary
transactions are result-oriented, efficient and productive or result in resource
wastage.

 In a federal setup, some undesirable trends (like the indebtedness of States
to the Centre in India) tend to remain obscure and may end up as difficult
situations.

 Cash-flow based budgeting does not reveal if future commitments are going
to be sustainable or bearable.

However, inadequacies of cash-flow based budgeting should not lead us to
discard it totally particularly when its recommended substitute, namely, accrual
based budgeting has its own limitations. Some of the reasons for retaining cash-
flow based budgeting include the following.

 To prevent wastage of public resources, each sum of expenditure must be
backed by specific authorization and subject to auditing. It is difficult to set
audit standards for projections made in an accrual based budget.

 Government is a custodian of the economy’s resources and has the duty to
protect and strengthen the socio-economic fabric of the society. It has to
have a system to prevent any unauthorized receipt or expenditure. Financial
reporting must also conform to this requirement. Cash-flow based budgeting
satisfies these criteria.

 Cash disbursement cannot be effected unless there are corresponding cash
receipts, including borrowings, if need be.
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 Accrual based budgeting is a complex system, expensive and can be managed
efficiently only by experts. Several less developed countries are not equipped
to switch over to this system.

 Government is a custodian of the economy’s resources and has the duty to
protect and strengthen the socio-economic fabric of the society. It has to
have a system to prevent any unauthorized receipt or expenditure. Financial
reporting must also conform to this requirement. Cash-flow based budgeting
satisfies these criteria. Choice of assumptions needed for projected estimates
of several budgetary components is bound to be subjective and therefore
open to manipulation.

 It is claimed that the legislators are generally ill-equipped to understand the
faulty choice of assumptions used in projections and understand the
implications of the projections themselves.

 Disbursements of budgetary resources cannot be left to the discretion of
disbursing authorities. To avoid wastage, unproductive, and low priority
expenditure, each budgetary expenditure must be within specifically
sanctioned amount and with appropriate procedures and propriety. It means
that it is a reckless policy to totally discard cash-flow based system in favour
of an accrual based one.

 Opponents of accrual based system claim that its efficiency benefits are
unduly exaggerated.

To conclude, it would be more productive and meaningful if cash-flow based
budgeting is supplemented with all the relevant memo items. Instead of portraying
cash-flow based and accrual-based budgeting as opposites of each other, they
should be considered as complimentary to each other.

2.2.3 Preparation of a Budget

A public budget is a policy statement of the government with its financial implications.
A typical modern government wants to undertake several economic and non-
economic activities and pursue a set of policies which have their financial counterparts
in the form of receipts, borrowings, and expenditures. Accordingly, the government
describes its intentions and policies which it would like to pursue during the
forthcoming period (usually a year) and draws up a financial plan corresponding
to this scheme of things. Such a financial plan contains details of estimated receipts
as also proposed expenditures and other disbursements under various heads.
Therefore, a budget enables the government to decide about each individual item
of revenue and expenditure in the overall context of its policies.

No government can afford to take taxation, borrowings, expenditure and
other fiscal decisions at random. On account of their interdependence, all decisions
and policies must be in harmony with its overall set of objectives. The whole
approach has to be quite systematic if chaos and wastage are to be avoided.

Budgeting in India: An overview

In India, the actual financial statement of the Government of India incorporating
item-wise proposed disbursements and estimated receipts for a specified period
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(normally a year) is termed its Budget Statement. Article 112 of the Constitution of
India states that an annual financial statement shall be placed before both Lok Sabha,
and Rajya Sabha, while Article 202 of the Constitution states that a similar financial
statement for each State shall be placed before the Legislature of that State.

In India, all Government accounts (of both the Centre and the States) are
grouped into three parts, namely, (i) Consolidated Fund, (ii) Public Account and
(iii) Contingency Fund.

All sums of money received by and belonging to Government of India or
States are credited to the Consolidated Fund of India or those of the respective
States. For example, all revenues received by the Government of India, all loans
raised by it through the issue of treasury bills, loans or ways and means advances
and recoveries of loans are credited (with the exception of sums credited to the
Contingency Fund of India) to the Consolidated Fund of India. No amount can be
spent from this Fund without Parliamentary sanction, except for certain expenditure
items specified in the Constitution and ‘charged’ upon the Fund (such as the salaries
of the Judges of the Supreme Court and Comptroller and Auditor General of
India). These expenses are included in the Budget but are not put to vote in
Parliament. Corresponding provisions govern the replenishments of the
Consolidated Fund of a State and expenditure from it.

All sums of money received by the Centre or a State, but not belonging to
it and held in trust, are credited to the Public Account of India or that of the
concerned State. No legislative sanction is needed to make payments out of the
Public Account.

The contingency fund consists of the money put at the disposal of the
governments to meet unforeseen emergent expenses. A prior sanction of the
Parliament (for spending an amount out of the Contingency Fund of India) or of a
State Legislature (for spending an amount out of the State Contingency Fund) is
not needed. However, any such expenditure has to be approved later by the
Parliament or the State Legislature as the case be, and the Contingency Fund is to
be replenished accordingly.

Contents of the budget

In India, both the Central and State Budget Statements show the receipts and
payments under the above mentioned three Accounts separately.

In India, a budget (whether central or State) shows financial accounts of the
previous year, the budget and revised estimates of the current year, and the budget
estimates for the forthcoming year. The estimates for the forthcoming year are in
two parts: those based upon the assumption that existing taxes and their rates
would continue, and those based upon the proposed changes therein. A budget, in
this sense, becomes both a description of the fiscal policies of the government and
the financial plans corresponding to them.

It is quite possible that some revenues happen to be earmarked for certain
specific expenditure heads, such as betterment levies, special assessments and the
like. Similarly, some expenditure heads of the budget may be contractual in nature
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with the government legally bound to honour them. Examples of such expenditure
heads include interest payments on loans, repayment of loans, payments arising
out of satisfaction of court decrees, amounts falling due for payment on account of
salaries, pensions, provident funds, and so on.

Budget presentation in parts

In India, a budget may be presented in parts. For example, each layer of the
government (national and sub-national) has its own budget. In addition, there are
bound to be some intergovernmental transactions and, depending upon the legal
and accounting procedures. They may form a part of the budget of one layer or
the other. The net effect of the fiscal policy of any one government is conditioned
by the collective budgeting of all the layers of the government. Similarly, while
railway finances form a part of the Central Government Finances, the railway
budget is presented separately from the main budget of the Central Government.

There are two other reasons also on account of which the main budget of
the year may be split up. The first is a political one. When, technically, the existing
executive government may or may not continue for the full year on account of the
fact that elections are due, then a lame duck budget is presented that is, a budget
which covers only a part of the year. Such a practice enables the next executive to
formulate its own budget for the rest of the year. The second cause is an economic
one which may result in a supplementary budget. It is not always possible to foresee
and provide for all emergencies (such as a war, or natural calamities) which may
necessitate an extra expenditure. Similarly, for some reason or other, the revenue
receipts may fall short of the expected ones. Or, it may become necessary to
revise some tax rates, provide subsidies, or take some other mid-course corrective
action. In such circumstances, the authorities may find it fit to have a supplementary
budget.

Periodicity of budget in India

The periodicity of the public budget in India has also been a subject of debate on
two counts. These are as follows:

 In India, fiscal year runs from 1st of April to 31st March of next year. It has
been a long-standing argument that a significant portion of our GDP from
agricultural sector which is prone to vagaries of nature. It has, therefore,
been a long standing suggestion that the beginning of our fiscal year should
coincide with the beginning of the busy season of the economy (which starts
with the kharif crop) in October/November. This way the budget would
cease to be a gamble in the monsoon. However, this reasoning has lost
much of its weight. This is because Indian economy, on account of its (i)
overall growth in the recent past, (ii) increased exposure to the global forces,
and (iii) increased commercialization and diversification of agricultural sector,
has gained in resiliency. Now a change in revenue receipts from agricultural
sector are not able to cause a major swing in aggregate revenue receipts of
the government. Public budget, for these reasons, is no longer a gamble in
the monsoon.
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 It is argued that the annual practice of preparation, presentation and passage
of the budget is a wasteful one. Expenditure against sanctioned amounts
starts with a time lag, while preparation for the next annual budget starts
soon after. In other words, the budget has become a continuous and time
consuming activity of the government. It is claimed that this practice allows
the authorities to revise the tax structure more frequently. But this argument
holds no weight. Even now the authorities are in a position to vary those
taxes where such a need may arise (such as in customs duties). In respect
of most other taxes, however, frequent changes do not allow a judicious
assessment of the effects of tax measures. Accordingly, it is suggested that
the broad features of the tax structure should be left unaltered for a few
years at a time and only minor changes should be allowed from year to
year. This, however, does not prevent the authorities from introducing major
changes in times of national emergencies.

Secrecy in budget presentation

Secrecy surrounding budget proposals is also a debatable issue. It is asserted that
budgetary proposals are unnecessarily kept secret till their actual presentation to
the legislature. This practice causes a lot of uncertainty and speculation and obstructs
efficient planning of economic activities by everyone. In India, this uncertainty
affects even the State budgets because of large scale transfer of resources from
the Centre to the State. Till the passage of the Central budget, the States cannot
assess the size of these transfers. The State budgets are also indirectly affected by
the inflationary impact of the Central budget.

Critics maintain that there is absolutely no reason to be secretive about
proposals concerning direct taxes. Rather, they should be widely discussed to
assess their impact on savings, capital formation and other parameters of the
economy. An open discussion of proposals concerning even indirect taxes would
cause less speculation than is the case at present. Moreover, such a discussion
would enable the public to participate in the budget deliberations in a more
constructive manner. For the authorities also it would be a more flexible position
as against the existing one in which they think it necessary to defend every proposal
presented to the legislature. Under the new system, they will be better placed to
modify the proposals to suit the needs of the economy.

Check Your Progress

1. What is the relevance of multiple budget limited to?

2. Which Articles in the Indian Constitution have provision for budget in the
Centre and the States?

3. Which are the three parts into which all government accounts in India are
grouped?
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2.3 FISCAL DEFICIT AND OTHER TYPES OF
DEFICIT

It is quite easy to say that a budgetary deficit is simply the excess of public expenditure
over public revenue. However, in practice, the concept admits of several variations
and yields widely divergent measures of budgetary deficit. There is also a good deal
of confusion due to the fact that there is no standard correspondence between a
selected measure and the name assigned to it. A given measure of deficit may be
referred to by alternative names and similarly a given term may be used to represent
alternative measures of budgetary deficit. The existence of a large number of measures
is explained by the fact that each measure has an analytical and policy relevance, and
there is no single measure which may be universally preferred to all others for all
times to come. There is no single ‘correct’ measure to opt for. As the World
Development Report (1989) of the World Bank says, the choice of the ‘correct’
measure depends upon the purpose of analysis.

Receipts and Disbursements of GOI

Before we take up alternative measures of deficit spending and illustrate them, it
would be useful to present a break-up of the receipts and disbursements of GOI
into relevant categories and sub-categories in an appropriate and usable form
(See Table 2.1).

I (a). This item represents Centre’s share out of the tax revenue collected by it. It
is therefore gross tax collection less states’ share less Assignments of UT
taxes to Local Bodies.

I (b). (i) This item represents interest received on loans extended by the Centre
to various parties like state Governments, Railways, P & T, Government
employees, Foreign Governments, etc.

I (b). (ii) This item includes dividends and profits, receipts in the process of
performing various government duties and functions and exercising of
sovereign rights, non-tax revenue of UTs without Legislature, and income
from fiscal services. The last component (fiscal services) represents profit
on creation of Government currency, that is, the excess of the face value of
Government currency produced during the year over its cost of production.

I (b).(iii) This item is self-explanatory. It includes grants from abroad also.

II(a).This item represents repayment of loans to the Centre by its debtors. It,
however, does not include recoveries of:

(i) Ways and Means Advances to states
(ii) Loans for Agricultural Inputs
(iii) Loans to Government servants etc.

Correspondingly, therefore, all estimates of deficits (except that on Revenue
Account) are affected by this omission.

II(b) and II(c): These components represent all varieties of borrowing by GOI
except those through the sale of 91-day ad hoc treasury bills (borrowings through
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treasury bills of other kinds are included in item II(b)). These borrowings are net
amounts, that is, gross borrowings minus repayments by the GOI on its outstanding
loans. For this reason, the portion ‘Securities Issued to International Financial
Institutions’ (these securities are deposited with RBI by the Centre) gets totally
omitted because it represents simultaneous capital receipts and disbursements of
equivalent amounts.

II(d): This represents sales proceeds of some assets sold by the Centre. More
specifically, this came into existence on account of disinvestment of some equity
share holdings in PSUs in the wake of new policy of liberalization. The reader
should note the claim of the Centre that the sale of these assets reduces its budgetary
deficit by an equivalent amount. Many analysts and the World Bank do not agree
with this view. However, the viewpoint of the Government can be defended by
pointing out that additions to Government assets through its capital expenditure,
and through extending loans to other parties, are not deducted from its total
expenditure in estimating Fiscal Deficit or Primary Deficit. So why should the sale
of assets be treated differently?  In other words, payments on capital account are
taken to add to a deficit while the acquisition of assets is not taken to reduce it.
Extending this reasoning to sale of assets, it follows that their sale proceeds should
mean a reduction in a deficit, while the corresponding loss of assets should be
ignored.

The remaining items in Table 2.1 are self-explanatory. It only needs reiteration
that repayments of loans by GOI do not appear in ‘Expenditure on Capital Account’
because the ‘Borrowings’ in capital receipts have already been reduced to ‘net’ of
repayment figures. However, it should be noted that ‘Recoveries’ of loans [Item
II(a)] from the debtors of GOI are included in item II (Capital Receipts). For this
reason, item V(a) [that is, ‘Loans and  Advances’ in Expenditure on Capital
Account] includes gross (and not net) amounts of loans extended  by GOI to
other parties (such as Foreign Governments, State Governments, and government
employees, etc.).

Concepts of Deficit

The following break-up of GOI budget enables us to define (and therefore estimate)
a few concepts of deficit, namely:

 Deficit on Revenue Account (RD)

 Deficit on Capital Account (CD)

 Budgetary Deficit (BD)

 Fiscal Deficit (or Gross Fiscal Deficit) (FD) or (GFD)

 Net Fiscal Deficit (NFD)

 Primary Deficit (PD) or (GPD)

 Net Primary Deficit (NPD)
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1.  Deficit on Revenue Account (RD)

The excess of expenditure on revenue account over receipts on revenue account
measures revenue deficit.

Item IV – Item I

Table 2.1 Alternative Measures of Deficit
(  in crores)

2006–07 2007–08 2008–09 2009–10 2010–11 2011–12

1 2 3 4 5 6 7

I. Revenue Receipts 4,34,387 5,41,864 5,40,259 5,72,811 7,83,833 7,89,892

(a) Tax Revenue (net) 3,51,182 4,39,547 4,43,319 4,56,536 5,63,685 6,64,457

(b) Non-tax Revenue 83,205 1,02,317 96,940 1,16,275 2,20,149 1,25,435

(i) Interest 22,524 21,060 20,717 21,756 19,728 19,578

(ii) Non-interest 58,151 78,534 73,429 91,378 1,97,665 1,03,684

(iii) Grants 2,530 2,723 2,794 3,141 2,756 2,173

II. Capital Receipts 1,44,482 1,97,978 2,99,863 4,53,063 4,47,743 4,47,836

(a) Recoveries 5,893 5,100 6,139 8,613 9,001 15,920

(b) Borrowings, other than

91-day ad hoc Tr. Bills 1,24,096 1,33,678 2,51,384 4,38,774 4,05,459 3,90,782

(c) Other Capital Receipts (net) 13,959 20,405 41,774 –18,905 10,539 1,134

(d) Sale of Public Assets 534 38,795 566 24,581 22,744 40,000

III. Total Receipts 5,78,869 7,39,842 8,39,935 10,25,883 12,30,576
12,37,728

IV. Expenditure on Revenue A/c 5,14,609 5,94,433 7,93,798 9,11,809 10,53,678
10,97,162

(a) Interest Payments 1,50,272 1,71,030 1,92,204 2,13,093 2,40,757 2,67,986

(b) Non-interest Expenditure 3,64,337 4,23,403 6,01,594 6,98,716 8,12,921 8,29,176

V. Expenditure on Capital A/c 68,778 1,18,238 90,158 1,12,678 1,62,898 1,60,567

(a) Loans and Advances 8,542 –1,220 12,663 16,116 42,515 28,640

(b) Capital Outlay 60,236 1,19,458 77,495 96,562 1,20,383 1,31,927

VI. Total Expenditure 5,83,387 7,12,671 8,83,956 10,24,487 12,16,576
12,57,729

VII. Borrowings through 91-day

Ad hoc T. Bills and Drawing

Down of Cash Balances 4,517 –27,171 43,834 –1,386 –15,000 20,000

1. Revenue Deficit  (IV – I) 80,222 52,569 2,53,539 3,38,998 2,69,844 3,07,270

2. Deficit on Capital A/c (V – II) (–)75,704 (–)79,740(–)2,09,705(–)3,40,385(–)2,84,845(–) 2,87,269

3. Budgetary Deficit (VI – III)

= VII = (row 1 + row 2)    4,517 (–)27,171 43,834       (–)1,386 –15,000 20,000

4. Fiscal Deficit

[VI – {I + II(a) + II(d)}]

=  II(b) + II(c) + VII 1,42,572 1,26,912 3,36,992 4,18,483 4,00,998 4,11,916

5. Net Fiscal Deficit [FD – V(a)] 1,34,030 1,28,132 3,24,329 4,02,367 3,58,483 3,83,276

6. Primary Deficit

(a) FD – IV(a) + I(b)(i) 14,824 23,058 1,65,505 2,27,146 1,79,969 1,63,508

(b) FD – IV(a) –7,700 –44,118 1,44,788 2,05,390 1,60,241 1,43,930

7. Net Primary Deficit [PD – V(a)]

(a) FD – IV(a) + I(b)(i) – V(a) 6,282 21,838 1,52,842 2,11,030 1,37,454 1,34,868

(b) FD – IV(a) – V(a) –1,62,420 –42,898 1,32,125 1,89,274 1,17,726 1,15,290

Receipts on revenue account include both tax and non-tax revenue as also
grants. Tax revenue is net of states’ share as also net of ‘Assignment of UT Taxes
to Local Bodies’.  Note that receipts of UT taxes normally exceed the assignments,



Budget and Fiscal Deficit

NOTES

Self - Learning
90 Material

and the excess forms part of the receipts on revenue account. Non-tax revenue
includes interest receipts, dividends and profits, and non-tax revenue receipts of
UTs. Grants include grants from abroad also.

Expenditure on revenue account includes both Plan and Non-Plan
components. Thus, the Plan component includes Central Plan and central assistance
for State and UT Plans. Non-Plan expenditure includes interest payments, defence
expenditure on revenue account, subsidies, debt relief to farmers, postal deficit,
police, pensions, other general services, social services, economic services, non-
Plan revenue grants to States and UTs, expenditure of UTs without legislature and
grants to foreign governments.

2. Deficit on Capital Account (CD)

The excess of capital disbursements over capital receipts measures the capital
deficit. Plan capital disbursements include those on Central Plan and assistance
for State and UT plans. Non-Plan capital disbursements include defence expenditure
on capital account; other non-Plan capital outlay; loans to public enterprises, states
and UT Governments, foreign governments and others; and non-Plan capital
expenditure of UTs without legislature. The item of capital receipts has already
been discussed above. It would be recalled that this item includes ‘recoveries’ of
loans extended by the Centre itself, but only ‘net’ receipts of loans raised by it.

Note that receipts on account of sale of 91-day ad hoc treasury bills and
drawing down of cash balances do not form a part of capital receipts. However,
net receipts on account of sale of remaining varieties of treasury bills and sales
proceeds of government assets are included in capital receipts.

3. Budgetary Deficit (BD)

It is the sum total of RD and CD. From Table 2.1,

BD = (IV – I) + (V – II) = (IV + V) – (I + II) = VI – III

It should be noted that in economic literature, and to a certain extent by international
institutions, the term budgetary deficit is used to represent ‘fiscal deficit’ (FD)
discussed below. FD is a wider concept while BD, as used in Indian official
documents, is a narrower concept.

What is the justification for having a definition of BD which is at variance
with its internationally accepted version?  Officially, this justification is derived
from the argument that budgetary deficit should not measure just a transfer of
purchasing power from the private to the public sector. Instead, it should measure
a net addition in ‘high-powered money’ (H) which, in turn, causes an increase in
aggregate purchasing power in the hands of the economy. It should, therefore,
reflect the expected effect of government expenditure in the form of an aggregate
demand and inflationary pressure in the country. However, the measure of BD, as
adopted in India, does not meet this criterion. It is because borrowings taken from
RBI (except through the sale of 91-day ad hoc treasury bills) are excluded from
it even when, in effect, such borrowings also add to the supply of money and
credit in the economy.
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It may be noted in passing that high-powered money is currency in the
hands of the public and cash balances of banks including their balances with the
RBI.

4. Fiscal Deficit (FD)

Fiscal deficit may also be called Gross Fiscal Deficit (GFD). It measures that
portion of government expenditure which is financed by borrowings (that is, all
borrowings including those through 91-day ad hoc treasury bills) and drawing
down of cash balances. It should be noted that in India, borrowings are net amounts
(that is, gross borrowings less repayments). Similarly, loans extended by GOI are
included on the expenditure side of capital account while ‘recoveries’ are included
on the receipts side. Therefore, the amount of loans and advances by GOI is also
reduced to a net figure.  From Table 2.1,

FD = [VI – {I + II(a) + II(d)}]

= II(b) + II(c) + VII

In other words, FD is (Total Expenditure less [Revenue Receipts plus
Recoveries plus Sale of Public Assets]). It is also equal to the sum of three items,
namely, (i) borrowings, other than through 91-day ad hoc treasury bills, (ii) sale of
public assets, and (iii) BD.

It is often stated that FD measures an addition to the liabilities of GOI
(whether backed by acquisition of some assets or not). This, we should remember,
is true only if the item ‘drawing down of cash balances’ is zero. Mostly, it is a small
item and, therefore, by and large, the above-mentioned statement may be accepted
in practical decision-making.

5.  Net Fiscal Deficit (NFD)

This measure of deficit is obtained when FD is reduced by ‘Loans and Advances’
component [V(a) of ‘Expenditure on Capital Account’]. In other words, this
measure considers the fact that some payments by the government are not part of
‘spending away’, but for acquisition of assets. However, this reasoning is not carried
to its logical conclusion. While assets acquired through giving loans to others are
accounted for, those acquired through ‘capital outlay’ [a part of item V(b)]  are
ignored.

6. Primary Deficit (PD)

This measure is also referred to as Gross Primary Deficit (GPD). Measures of
deficit described above (except CD) include payments and receipts of interest.
These transactions, however, reflect a consequence of past actions of the
government, namely, loans taken and given in years prior to the one under
consideration.  Exclusion of interest transactions, therefore, enables us to see the
way the government is currently conducting its financial affairs. Accordingly, PD is
defined as FD less net interest payments, (that is, less interest payments plus
interest receipts), so that

PD = FD – [IV(a)  –  I(b)(i)]

= FD – IV(a) + I(b)(i) (a)
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However, in GOI budgetary documents, interest receipts [item I(b)(i)] are
ignored so as to get a smaller measure  of  PD.

That is,

PD = FD – IV(a) (b)

7.  Net Primary Deficit (NPD)

This measure of deficit is obtained by subtracting ‘Loans and Advances’ [Item
V(a)] from Net Fiscal Deficit. It is also equal to FD less interest payments plus
interest receipts less loans and advances. Thus,

NPD = PD – V(a)

Note that corresponding to two measures of PD, we get two measures of
NPD, so that

NPD = FD – IV(a) + I(b)(i) – V(a) (a)

and

NPD = FD – IV(a) – V(a) (b)

This brings us to those concepts of deficit which cannot be estimated from
the information given in Table 2.1 and has to be made available by the government
directly.

8.  Monetised Deficit (MD)

Monetised deficit is defined as an increase in net RBI credit to central government.
The rationale for this measure of deficit flows from the inflationary impact which a
budgetary deficit exerts on the economy. Our Budgetary Deficit (BD) discussed
above is not able to meet this test. The Chakravarty Committee recommended
that in addition to existing measure of BD (namely, borrowings through 91-day ad
hoc treasury bills and drawing down of cash balances), it should include all other
borrowings from the RBI by the government. Since borrowings from RBI directly
add to high-powered money, therefore, this measure is termed Monetised Deficit.
It is obvious that MD is only a part of FD.  Also, it should be noted that even MD
is not a perfect measure of the inflationary impact of the budget.  Loans from
banking sector also add to the liquidity and inflationary forces in the economy.

9. Public Sector Borrowing Requirements (PSBR)

It may be termed consolidated Public Sector Deficit, and represents net claims on
(that is net use of) the resources of the economy by the entire public sector. It is
the most comprehensive measure of deficit and covers all government entities.

In brief, PSBR = (Total Expenditure – Revenue Receipts) for all government
entities. It also equals their (New Borrowings less Repayments less Drawing Down
of Cash Balances).

Note that, here, the term ‘expenditure’ includes wages of public employees,
expenditure on goods and services, fixed capital formation, interest on debt, transfer
payments and subsidies. However, it excludes amortization payments on
government debt and accumulation of financial assets. Similarly, revenue includes
taxes, fees, fines, rates, user charges, interest on public assets, transfers, operating
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surplus of public enterprises and sale of public assets. It, however, excludes drawing
down of cash balances.

This measure raises the problem as to which economic units should be
counted as part of the government sector. Also, it is not a measure of the resource
cost of the economy which includes the repercussive effects including that of
inflation.

10. Structural Deficit (SD)

When the borrowing requirements of the public sector (PSBR) are adjusted (that
is, reduced) for occasional or temporary measures for reducing deficit and raising
resources, it is termed Structural Deficit (SD). It is a measure of deficit which is
expected to persist unless long-term corrective measures are adopted by the
authorities. For example, if the government raises resources by ‘sale of government
assets’ and through ‘amnesty schemes’, PSBR should be adjusted for (reduced
by) these amounts to arrive at SD.

11.  Operational Deficit (OD)

PSBR adjusted (that is, reduced) for inflationary price rise gives us Operational
Deficit (OD). Obviously, for arriving at OD, choice of an appropriate price index
is of great relevance. However, it is very difficult to select an ideal price index.
Another problem arises from the fact that while indirect taxes add to the revenue
receipts of the government, they are also inflationary in nature. Similarly, many
PSUs included in the estimation of PSBR may resort to raising of user charges.
This act simultaneously adds to both the revenue of the government sector and the
inflationary forces, and thereby clouds the true significance of this measure of
deficit.

Tolerable Limits of Deficit Spending

Tolerable limit (or ‘crucial’ limit) of deficit spending is indicative of that stage beyond
which its ill-effects overshadow its benefits. This limit is not an absolute figure but
a level related to economic conditions of the country. This level is difficult to estimate,
but it is easy to see when the deficit is sufficiently within ‘safe’ limits or clearly
exceeding the ‘tolerable’ ones. Further, the ‘safe’ limit depends upon the way in
which a deficit is financed. For example, over-reliance on domestic private
borrowings is likely to push up interest rates and ‘crowd out’ private investment.
Similarly, excessive borrowing from abroad is bound to create problems of debt
servicing. These problems get aggravated if the borrowings have a short maturity
and/or do not lead to additional export earnings. Debt servicing can become an
important factor in accelerating the depletion of foreign exchange reserves. In the
same way, an economy can absorb only a limited amount of additional money
without feeding inflation, and an excessive reliance on this source of financing a
deficit becomes inflationary. In this context, the concept of Seignorage is also a
noteworthy one. Seignorage is the ability of the government to claim resources in
return for issuing currency. It is an implicit ‘inflation tax’ which the holders of financial
assets (including conventional money balances) pay. The real purchasing power of
money balances declines. And the same thing happens with real rate of interest.
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The burden of outstanding government debt declines and an increase in nominal
interest rate seldom compensates for it. Another ill-effect of inflation caused by
deficit spending is its impact on income distribution which shifts in favour of non-
fixed residual like profits.

Current thinking supports the thesis that inflation is mainly caused by deficit
spending, and can be cured only through budgetary reforms. Also deficit spending
is a self-feeding process. With price rise, government expenditure rises faster than
its revenue and the government is forced to resort to bigger deficits.

These days, it is widely believed that a mild inflation is helpful in maintaining
a high level of economic activities and employment and that moderate deficits help
in sustaining the mild inflation with its beneficial spill-over effects. In contrast, it is
not possible to sustain huge deficits without severely damaging the economy.

Some countries (including India through its Fiscal Responsibility and Budget
Management [FRBM] Act) have adopted laws to check deficit spending. Such a
course, however, often fails. Ways are found to overcome the legal hurdles when
the government is not able to contain its expenditure. The net outcome of such
self-imposed restraints always depends upon the political will of the government
and its administrative strength. As regards India, it was expected that with the
passage of the Fiscal Responsibility and Budget Management Act and rules and
targets framed under it, GOI would be able to improve its fiscal health on a
sustainable basis. In the meantime, revenue receipts of the Centre have also recorded
a creditable increase on various counts including the expanded coverage of service
tax and economic growth. It is expected to receive a further boost with the
introduction of a comprehensive GST. However, the Centre has not been able to
contain the growth of its revenue expenditure, and the problem of fiscal deficit is
still with us.

Check Your Progress

4. What is fiscal deficit?

5. How is capital deficit measured?

2.4 FISCAL POLICY

Fiscal policy generally refers to the government’s choice regarding the use of taxation
and government spending to regulate the aggregate level of economic activity. In
the same vein, the use of fiscal policy entails changes in the level or composition of
government spending or taxation, and hence in the government’s financial position.
Key variables that policy makers focus on include government deficits and debt,
as well as tax and expenditure levels.

Monetary policy refers to the central bank’s control of the availability of
credit in the economy to achieve the broad objectives of economic policy. Control
can be exerted through the monetary system by operating on such aggregates as
the money supply, the level and structure of interest rates, and other conditions
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affecting credit in the economy. The most important objective of central bankers is
price stability, but there can be others such as promoting economic development
and growth, exchange rate stability and safeguarding the balance of external
payments, and maintaining financial stability. Key variables in this policy area include
interest rates, money and credit supply, and the exchange rate.

While monetary and fiscal policy are implemented by two different bodies,
these policies are far from independent. A change in one will influence the
effectiveness of the other and thereby the overall impact of any policy change.
Tensions can arise between what each will do to help smooth economic cycles
and achieve macroeconomic stability and growth. That is why it is crucial to pursue
a consistent monetary-fiscal policy mix and coordinate these (and other) policies
as much as possible to avoid tensions or inconsistencies. This policy mix is a key
component of the IMF’s macroeconomic policy advice and of IMF-supported
economic adjustment programmes, together with external, structural, and financial
sector policies. In practice, imbalances in the budgetary position have in many
cases proven to be a key element in both macroeconomic problems and their
solution. For this reason, the IMF was sometimes jokingly said to stand for ‘It’s
Mostly Fiscal’, although in reality the macroeconomic problems countries are faced
with generally consist of a broader mix of imbalances and require a broader set of
policy responses.

How does fiscal policy affect monetary policy and thus the central banks?
There are both direct and indirect channels. Starting with the first category, there
are a number of ways in which fiscal policy may impinge on monetary policy. First
and foremost, an expansionary fiscal policy may result in excessive fiscal deficits,
which may create a strong temptation for governments to resort to the printing
press (that is, monetary financing by the central bank) to finance the deficits. An
expansionary fiscal policy, then, leads to an expansionary monetary policy, fuelling
inflationary pressures, causing a possible real appreciation of the currency and
hence balance of payments difficulties, potentially even resulting in a currency
(and/or banking) crisis.

But even if governments finance their deficits in a non-monetary way, that is,
through the markets, there may be cause for concern, specifically about crowding
out: If governments take up (too) much funding in the markets, the result may be
too little or too expensive credit for the private sector. This may harm economic
development and growth, which would certainly be a concern of central bankers.
On the external side, there is the risk that too much dependence on foreign funding
of domestic debt results in exchange rate and/or balance-of-payments risks, which
again would be worrying to central banks.

There is another, more direct channel of fiscal policy affecting central bankers
and that is the impact of indirect taxes on the price level and thus on inflation. If
governments feel forced to resort to substantial increases in indirect taxes—sales
taxes, value added taxes—rather than taxes on various forms of income, this will
have a direct impact on prices. The key concern here is that a one-off increase
leads to a wage-price spiral and therefore permanent (higher) inflation and
inflationary expectations.
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In addition to these direct relationships between fiscal and monetary policy,
there is the more indirect channel through expectations. Perceptions and
expectations of large and on-going budget deficits and resulting large borrowing
requirements may trigger a lack of confidence in the economic prospects. This
may become a risk to the stability in financial markets. Such a lack of confidence
in the sustainability of the financial position of the government may become a
potential destabilizing factor on bond and foreign exchange markets, eventually
even leading to the collapse of the monetary regime.

Impact of fiscal expansion

Conceivably, expansionary fiscal policy may at some stage become ineffective as
a means to stimulate demand and, similarly, fiscal contractions may turn out to be
expansionary. When economic agents realize that the government is borrowing
too much for its own good, they will conclude that this can only lead to higher
taxation levels in the future, and they may decide to compensate for that already
now by saving more and consuming less. This so-called ‘Ricardian equivalence’
means that the financial behaviour of economic agents—on which central banks
base their monetary policy decisions—depends on their perception of fiscal
sustainability. It is, therefore, another example of how fiscal policy can (indirectly)
affect the effectiveness of monetary policy.

It should be noted that the impact of fiscal policy on central bank objectives
is not automatically avoided when the central bank is independent. Even when the
central bank has independence, and hence is not submitted to the fiscal needs of
the government, the need to offset the impact of expansionary fiscal policy on
aggregate demand and inflation in the economy could prompt the central bank to
tighten monetary policy, by raising interest rates or reducing credit in the financial
system. The resulting high interest rates could depress economic activity, attract
short-term and easily reversible capital in-flows—thereby adding to inflation and
appreciation pressures on the currency, and eventually damaging macroeconomic
and financial stability.

Severe budgetary problems may even lead to crises. There have been a
number of examples of such severe tensions in the past, in which large and growing
fiscal deficits—in the absence of needed public sector reforms—led to high real
interest rates. This intensified the government’s debt-servicing costs, causing a
build-up of short-term and foreign currency-linked public debt, thus increasing
the sensitivity to interest rate, exchange rate, and rollover risks, which materialized
as foreign capital inflows that had helped to finance the debt were suddenly
reversed. Examples of this set of circumstances were apparent in the run up to the
crises in Turkey (1994, 2001), Mexico (1994), Russia (1998), Brazil (1999),
and Argentina (2001).

Even in countries where such extreme conditions did not materialize, the
sustainability of the monetary regimes can be challenged by fiscal policies that are
too accommodating. This has happened in the past, for example, Israel and Poland
where expansionary fiscal policy caused an overheating of the economy, reviving
inflationary pressures and worsening the current account. High interest rates—
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required to contain inflation—attracted capital inflows that complicated the
implementation of monetary policy. Sterilization of capital inflows to keep inflation
under check became increasingly difficult and costly for the central bank.

One of the channels of fiscal policy constraining the conduct of monetary
policy include the impact of fiscal deficits on interest rates and interest spreads,
particularly, for emerging markets. While the conventional theory argued that higher
fiscal deficits raise intermediate and long-term interest rates, empirical studies
revealed mixed results. Some studies established the impact of fiscal variables on
country premiums, while other showed that the fiscal policy could constrain
monetary policy through its impact on exchange rates. Under a high capital mobility
and flexible exchange rate situation, deterioration in the fiscal situation could lead
to a temporary appreciation of the exchange rate. In contrast, under low capital
mobility, the exchange rate may depreciate, following higher imports and widening
of the current account deficit on account of fiscal expansion (Zoli, 2005).

Financial markets

Another area where monetary and fiscal policy come together is the development
of financial markets. Both finance ministries and central banks have a strong interest
in financial market development because: (i) it is indispensable for economic
development and growth; (ii) it facilitates funding of deficits and debt; and (iii) it
enables market-based operations by central banks. As part of financial market
development, it is important for the authorities to engage in a discussion with
(potential) market participants on market practices, conditions, and possible
impediments.

The relationship between monetary and fiscal policy depends strongly on
the development of financial markets. The transition from a rudimentary financial
system to a fully developed system can be divided into four stages. In the
undeveloped stage, there is no government debt outside the central bank, and
fiscal deficits are essentially accommodated by money creation. In the next stage,
marketable securities are introduced, but there is no secondary market and interest
rates are inflexible. In the transitional stage, a secondary market for government
debt instruments exists, interest rates have become more flexible, and central banks
conduct more active and independent liquidity management. In the final developed
stage, medium-term debt instruments are offered through auctions, interest rates
are fully flexible, and central banks control liquidity in the markets through indirect
and market-based instruments (e.g., repos). In particular, in the latter two stages,
good coordination between the government’s financial management (issuance of
treasury bills, etc.) and the central bank’s monetary policy operations is required.

The role of central bankers

What can central banks do about fiscal policy? First of all, coordination is very
important. Even if central banks act on the short end and governments on the long
end of the market, their financial activities should be coordinated. Second,
communication is key as well. Central bankers expressing views on budgetary
policies have become regular features in the international financial press, often in
the context of presentations in Parliament and at presentation of reports on the
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economy. Of course, timing and frequency are important elements, and governors
are not expected to issue statements each day. The effectiveness of the message
will be affected by the stature and image of the governor and his or her institution.

In their messages, central bankers tend to focus on the medium-term
sustainability of fiscal policy more than the short-term policies. This includes a
focus on a solid and realistic budgetary process that (i) does not require frequent
adjustments during the year (which tend to make markets nervous); (ii) is based
on ‘conservative’ macroeconomic assumptions in particular with regard to
economic growth (a key variable in any budget), but also with respect to interest
rates, exchange rates, and exogenous variables such as energy prices; (iii) does
not include too many one-off measures and open-ended commitments; and
(iv) does not imply too many and too frequent fundamental changes in the tax
regime (which might create uncertainty and inefficiencies). At the same time, they
will focus on the bottom-line (i.e., deficits and debt) rather than on the specific
line-items, to avoid being dragged into a very specific political debate. Last but
not least, there appears to be a certain tendency among central bankers to ‘lean
against the wind’, that is, to not to be too optimistic when things go well, and not
too pessimistic when things take a turn for the worse, but rather to be realistic.

Medium-term fiscal frameworks

In recent years, an increasing number of countries have adopted formal fiscal
rules. Central bankers are generally among the proponents of such rules, which
can help fiscal authorities better withstand pressures for higher spending and slower
fiscal consolidation. The rules, which are often focused on targets for deficits and
debt, or on a multi-year spending timeline, are to be embedded in a medium-term
fiscal framework based on balanced assumptions for macroeconomic
developments.

Fiscal rules can be particularly helpful in cases in which there is no unique
counterpart for the central bank, as is the case, for example, in the euro-zone,
which is also faced with the issue of a new currency that has a limited track record.
In order to enforce fiscal discipline and to ensure that national fiscal policies support
the stability-oriented monetary policies by the European Central Bank (ECB),
member countries adopted the Stability and Growth Pact (SGP) as a tool for
fiscal policy coordination. The rules of the SGP aim at fiscal sustainability by
strengthening fiscal discipline through requirements for budget deficits and debts
and medium-term fiscal policy objectives.

Transparency

Finally, incorporating transparency into monetary and fiscal policy is key to their
effectiveness. In this context, the IMF has developed two important international
standards: the Code of Good Practices on Transparency in Monetary and Financial
Policies for central banks and supervisors, and the Code of Good Practices on
Fiscal Transparency for governments. These codes are important instruments to
support clarity in discussions on the necessary coordination between monetary
and fiscal policy.
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Exchange rate and monetary policy

The exchange rate plays an important part in considerations of monetary policy in
all countries. More generally, the exchange rate serves to buffer the economy from
external shocks, such that monetary policy can be directed towards achieving
domestic price stability and growth.

Under inflation targeting, monetary policy no longer targets any particular
level of the exchange rate. Various measures suggest that exchange rate volatility
has been higher in the post-float period. However, exchange rate flexibility, together
with a number of other economic reforms—including in product and labour markets
as well as reforms to the policy frameworks for both fiscal and monetary policy—
has likely contributed to a decline in output volatility. In particular, exchange rate
fluctuations have played a particularly important role in smoothing the influence of
terms of trade shocks.

Both through counterbalancing the influence of external shocks, and more
directly, through its influence on domestic incomes and therefore demand, the
exchange rate has been an important influence on inflation. Under the previous
fixed exchange rate regimes, the Australian economy ‘imported’ inflation from the
country (or countries) to which the exchange rate was pegged. However, the
floating of the exchange rate meant that changes in world prices no longer had a
direct effect on domestic prices: Not only did it break the mechanical link between
domestic and foreign prices, but it meant that the Reserve Bank was now able to
implement independent monetary policy. Instead, under the floating exchange rate
regime, movements in the exchange rate have a direct influence on inflation through
changes in the price of tradable goods and services—a process commonly referred
to as ‘exchange rate pass-through’. The extent of this influence has changed since
the float, and since the introduction of inflation targeting. In particular, exchange
rate pass-through has become more protracted in aggregate, but is faster and
larger for manufactured goods, which are often imported.

2.4.1 Fiscal Policy in Developing Countries

In underdeveloped countries, however, the aggregative role of fiscal policy is rather
limited since such economies lack adequate flexibility and tend to develop pockets
of inflationary pressures. Therefore, the government has to devise more specific
measures of taxation and expenditure, coupled with additional selective credit
controls, etc., to help the economy. In the field of foreign trade also, its exports
and imports are likely to suffer from low elasticities and, therefore, the use of
customs duties and subsidies has to be supplemented with that of physical quotas,
licences, and so on.

It should be remembered that fiscal policy aims at bringing about stability in
the economy by counteracting ‘market failures’. It, however, is likely to have only
a limited success in this endeavour because of innumerable rigidities, technical
specificities and institutional and other imperfections from which a modern market
suffers. Therefore, the response of the market to measures taken by the authorities
is bound to be incomplete and slow. In addition, formulation and implementation
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of fiscal policy itself suffers from various ‘government failures’. These manifest
themselves in non-merit subsidies and tax concessions, favouring vested interests
and so on.

Performance in India

In India, fiscal policy cannot be said to be a success in regard to ensuring economic
stability. It has succeeded in keeping trade cycles under control, but has not been
able to ensure price stability. Amongst various factors contributing to inflationary
price rise, we may count government’s persistent deficit financing and therefore, a
rapid increase in the supply of currency and credit. Inefficient working of public
undertakings with price hikes to cover their deficits has also added to inflationary
forces. Our dependence on crucial imports and world wide inflation (particularly
of oil prices) has also added to our cost of production and prices. The fact that
public sector controls commanding heights of the economy, coupled with frequent
price hikes of basic goods and services, has added to cost and prices all round.
This in turn increases the budgetary expenditure of the government itself and forces
it to rely all the more on indirect taxes on the one hand and deficit financing on the
other. It may be noted that increasing reliance on indirect taxes as indicated by a
rapid increase in revenue from  excise duties and sales tax, has fed the cost  and
price cascading process. In terms of price stability, therefore, our fiscal policy
cannot be termed a success.

Fiscal policy and economic growth

Budgetary flows form an important portion of the flow of funds of an economy
and, therefore, have a profound role in directing its working. Even a developed
country cannot afford to stagnate or decay. For it also, a steady increase in national
income and employment is very desirable. Stability of the economy helps it in
achieving this objective because investment decisions are affected more favourably
under conditions of stability (an investor is interested in not only the rate of return
but also in safety and stability of investment). With stability the consumption
expenditure does not fall below a certain minimum level and forms a cushion against
economic contraction.

Though essentially stability encourages growth, it need not necessarily be
so. This is because, to a large extent, long run growth rate depends upon the rates
of capital accumulation and development of the capital goods sector. For example,
a high level of stable employment may be achieved and sustained through
encouragement of unproductive investment and expenditure on the part of the
government. Such stability at a high level of employment, however, may eat into
economic growth because of a long run reduction in economy’s capital stock.

The conflict between stability and growth becomes clearer in the case of
underdeveloped countries. Here, there is an express need to accelerate the process
of capital accumulation for which, therefore, it is the capital goods sector and the
social overheads which are to be given priority. Furthermore, capital goods
industries are generally capital intensive and generate proportionately lower
employment. On the other hand, if labour intensive industries are encouraged so
as to create more employment, there will be an increase in consumption demand
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without a corresponding increase in capital formation and the result would be a
deceleration of the growth rate.

Market mechanism of an underdeveloped economy is not likely to be able
to generate adequate savings and investment needed for a rapid economic growth.
Consequently, the government has to assume a leading role in effecting savings in
the economy. Whether or not foreign capital can play a significant role in
supplementing budgetary savings of an underdeveloped country, depends upon
the specific attending circumstances of the situation. But in general, foreign capital
can be relied upon only up to a limited extent. Budgets have a more direct role to
play in capital accumulation and economic growth in an underdeveloped country
than in a developed one. As it is, saving potential in an underdeveloped economy
is very limited partly because of the shortage of several specific resources, partly
due to lack of adequate demand (especially for capital goods), and partly because
of high cost of production. This vicious circle can be broken by the government
with the help of investment-oriented budgets. Such budgets should also be designed
so as to yield a surplus in the hands of the authorities which may then be directed
towards the creation of social overheads and basic and key industries, and so on.

It should be noted that the government need not confine its efforts at economic
growth to only the public sector. So long as market mechanism and private enterprise
are allowed to exist, they can also be induced to contribute their share to the
development process. More specifically, the authorities should have a definite policy
of encouraging the growth of particular industries and in particular areas (so as to
reduce regional imbalances). For this purpose, specific tax concessions and
subsidies such as tax holidays, higher depreciation allowances, etc. can be designed
and incorporated in the budgetary policy.

Recently, a new line of thinking is gaining popularity in recognition of the
constraints from which government administration suffers. It is admitted that a
developing country needs a rapid addition to its infrastructure which is also run
efficiently. Availability of adequate and efficient infrastructure adds to the total
factor productivity (TFP) of the economy. However, due to the financial, managerial
and other limitations from which public sector suffers, it is now advocated that the
government should go in for projects jointly with the private sector. This reasoning
is referred to as Public Private Partnership (PPP) in which both sectors pool their
resources and expertise etc. In other words, the scope of fiscal policy has been
broadened under this new form of thinking and philosophy. It is claimed that the
presence of private sector ensures higher productive and managerial efficiency
and capacity utilization of a project while the participation of the public sector
prevents its undue commercial exploitation.

It is essential to note that the development of capital goods sector adds to
the inflationary pressures. This is because while investment in capital goods
simultaneously adds to aggregate demand through generation of additional money
incomes, additions to supply flows are delayed on account of long gestation periods
of capital goods industries. This problem is further aggravated when there is deficit
financing. Therefore, additional measures are needed to contain inflationary forces.
Since direct saving capacity of the people is limited, therefore, the authorities find
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it easier to resort to deficit financing for purpose of financing the growth of public
sector. There are two forms of deficit financing here and both may be resorted to
in combination.

Firstly, the government may borrow from the market. This procedure is
equivalent to transferring the resources straight from the private hands into those
of the government. Normally, the scope for pure market borrowings is somewhat
limited in an underdeveloped country. People do not have enough to spare for
investing in government loans. The market borrowings, therefore, generally amount
to loans from various institutions and this generally means a diversion of investable
funds from the private sector to the public sector. In other words, the market
borrowings are not likely to add to the total investment in the country. However, a
shift in investment would be there if the government investment plans are different
from those of the private ones (and this is most likely to be so).

Secondly, the deficit financing, namely, resorting to the printing press, amounts
to taking away a portion of the private sector’s resources and leaving it with extra
money. This technique can be used for re allocating of the economy’s resources
and thus accelerating the pace of economic growth.

However, market borrowings and currency creation by themselves do not
guarantee that capital accumulation process will be strengthened or that inflation
will be avoided. Actually, if government uses the market borrowings or currency
creation for financing welfare and other consumption-oriented expenditure
programmes, the result can be a retardation of the growth process. Growth-oriented
programmes may be divided into two portions. Some of them will be those which
yield quick results such as minor irrigation schemes, reclamation of land and the
like. There will be others like training and education of the working classes and
development of capital goods sector. Investment in latter types of programmes
adds to inflationary forces in the short run and it is necessary that a proper corrective
policy be adopted to counteract that. In brief, we may emphasize that the budgetary
investment policies have both a multiplier effect which influence the aggregate
demand and the capacity effect (which add to the production stream) in varying
forms and with varying lags. It is, therefore, essential that the budgetary policy
directed towards growth must incorporate elements of fiscal policy adjustments
to avoid inflation or deflation. Thus, the investment programmes of the government
designed to ensure growth would imply additional measures to bring about
necessary adjustments between demand and supply of important goods and
keeping the balance of payments on an even keel. This highlights the basic usefulness
as also the limitations of fiscal policy for economic development. The effective
range of choice for policy makers in the form of fiscal instruments may be much
narrower than we might believe in the first instance. Furthermore, the budgetary
measures designed for growth come up against problems of implementation,
especially if there are various authorities participating in the task such as the ministry
of finance, the planning commission and the local authorities. The conflicts and
difficulties are further heightened when we think of the fact that a policy of economic
growth is usually accompanied by additional objectives of social development
and egalitarian ends.
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Check Your Progress

6. How does expansionary fiscal policy affect monetary policy?

7. Why have many countries adopted formal fiscal rules?

8. In reference to monetary policy considerations, what role does exchange
rate play?

2.5 DEFICIT FINANCE

An important source of public income is deficit financing. Ordinarily, deficit financing
means an excess of public expenditure over public revenue. This excess may be
met by borrowings from the market, borrowings from abroad, or the use of the
printing press (creation of currency). In the case of borrowings from abroad, there
cannot be any compulsion for the lenders; but in the case of internal borrowings
there can be. The government may force various individuals, firms, corporations
and other institutions to lend to it at rates much lower than would be the case
otherwise. This amounts to a kind of taxation in the sense that the government
does not pay as much to the lenders as they could get otherwise. On the other
hand, instead of borrowing, the government may choose to use the printing press.
When the government spends the additional funds so created, the aggregate demand
increases and prices are pushed up. The government purchases away a part of
resources and the market is left with smaller supplies. In other words, the
government, through the use of the printing press, taxes away some resources of
the market just as it could tax them away directly.

The objective in seeking deficit financing is to finance the shortfall between
government expenditures and tax receipts. Tax increases are not politically palatable.
Governments often resort to deficit financing when other components of GDP
such as private consumption decline during recessionary periods. Such deficits, if
undertaken for a short period with an action plan to create equivalent surplus in
near future, could reverse decline in real GDP and stimulate growth in real GDP
for the benefit of citizens of the nation. Structural deficits are indicative of inability
to reduce entrenched government expenses.

2.5.1 Causes, Effects and Limitations of Deficit Financing

The sustainable level of accumulated deficits can also be determined with reference
to both the deficit servicing requirements and deficit servicing sources. This analysis
will entail identification of cause and effect relationships that determine the factors
influencing each of these two areas. As shown by other researchers, the explanatory
variables leading to deficits include domestic budgetary receipts; tax structure;
budgetary endowments; budgetary discretionary expenses; trade deficit; growth
in real GDP; private consumption; domestic capital formation; and foreign direct
investment flows. Deficit servicing requirements analysis takes into account
accumulated deficit; expected additions to deficit; deficit held by Government
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Accounts, by Federal Reserve System, by public–domestic entities, by overseas
public and governments, maturity term; and cost of debt.

 From a theoretical point of view, the causes of sovereign deficits are equally
diverse. Primary cause of deficit is that some components of government spending
have a built-in growth multiplier that is much higher than the rate of growth of tax
receipts. Government expenses can be broken down into discretionary and non-
discretionary. Over time, non-discretionary component grows as a percentage of
total budgetary expenses, thereby reducing government’s ability to reduce expenses
without disenfranchising the electorate. Deficits incurred to meet national emergencies
present a special case where the expenditure is incurred without any considerations
for fiscal sacrifices. Secondary causes of deficits include shifts in government spending,
changes in the competitive environment, globalization, presence of shadow economies,
and fraud in government programs, role of multinationals, and income distribution
that affects private consumption expenditures.

During periods of economic downturn, governments often tend to stimulate
demand through either direct expenditure on specific projects or through reduction
in direct taxes. Stimulation through direct expense is intended to increase
employment or save jobs, while stimulation through reduction in direct taxes is
aimed at increasing disposable income and, therefore, consumption as well as
investments. Reduction in taxes does not necessarily lead to increased consumption
and its impact on increasing employment has a longer lag than that of direct expenses.
Reduction in taxes on higher income groups and corporations has not always
increased investment since higher savings could be hoarded in bank accounts or in
retained earnings by corporations. It should be noted that once taxes are reduced,
it is difficult to raise them for reducing the budget gap at a later date.

The role of competitive forces in allocation of resources and setting prices,
especially in free market economies, has been diminishing. Competition has been
replaced in reality by oligopoly where a few firms dominate a business sector.
Although the number of buyers is large, product is not necessarily homogeneous;
information is asymmetric; and the seller has considerable control in setting prices
and output level. Oligopolistic firms influence elections and issues to their own
benefit by funding elections and lobbying on issues. This often leads to either
unintended direct government expenses or increased tax expenditures contributing
to deficits. Similarly, increased globalization tends to reduce the effect of domestic
multipliers for income and employment due to leakages beyond the borders of a
country. Thus growth of a business in a country does not necessarily mean increase
in employment in the country as anticipated by historical income and employment
multipliers. Presence of shadow economy also accounts for some problems as
this unaccounted portion of GDP outside the reach of fiscal measures increases
deficit by reducing potential tax revenue.

Another factor that might influence deficits is fraud in government-run
programs that often leads to unintended excess government expenditure.
Government bureaucracies can also be included in the list of factors that affect
deficits. Bureaucracy often leads to redundant government agencies that essentially
perform the same tasks resulting in an increase in government expenses without
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providing any additional benefits or services. Income distribution impacts both
consumption and investments in a country. A summary measure of inequality of
income is Gini index. The more unequal a country’s income distribution, the farther
its Lorenz curve from the 45 degree line and the higher its Gini index. If income
was distributed with perfect equality, the Lorenz curve would coincide with the 45
degree line and the index would be zero; if income was distributed with perfect
inequality, the index would be 100.

Deficit Financing in India

In India, deficit financing is a way of meeting government deficits through
borrowings. The deficit exists due to the gap because of excess government
expenditure over its receipts. Government expenditure encompasses disbursement
on revenue as well as on capital account. Similarly, receipts consists of revenues
on current account as well as capital account. In the past, excess government
spending was met through the creation of new money. However, now, it is met
through a scheme called Ways and Means Advances (WMA). Under this, the
government can get only temporary loans to overcome the mismatch between its
receipts and expenditures.

Purpose of deficit financing in India

Deficit financing is primarily resorted to in India to ensure that the government has
the required resources to meets its plans. This is because the levels of outlay laid
down are of an order which cannot be met only by taxation and borrowing from
the public. The gap is usually made up through external borrowing, but when that
is not enough, deficit financing is used.

2.6 CENTRAL-STATE FINANCIAL RELATIONS

India is a federal economy and in such an economy, the policies of State revenue
and expenditure are directly affected by policies relating to inter-governmental
transfer. The optimum fiscal policy of a State is dependent upon the rules that
transferring agencies apply to fund sub-national governments. The weightage
assigned is affected by three things: Distance, deficit financing and revenue effort.
When the optimum policy is compared with the actual State’s own revenue and
expenditure policies, it is seen that the expenditure of the States exceeds that level
which is their estimated optimum level and their revenue collection is far below the
estimated optimum level.

The State governments and the Central government have both been given
their own specific powers by the Constitution of India for raising revenue and also
spending it independently. There clearly exists a vertical imbalance in the power of
taxation between the State and the Centre and this is clearly admitted by the
Constitution. Since the State has higher responsibility for expenditure, it is directed
by the Constitution that the Central government needs to transfer resources to the
State. The purpose of these transfers is to bridge the gap that exists between the
resources that the States themselves can raise and the resources required by the
State to fulfil the responsibilities that they have been assigned.
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In India, there exists a three-tier transfer constitutionally demarcated system
which is a mechanism that allocates funds based on specific functions as specified
in three separate mandates. The Central government uses the channel of the
Planning Commission, the Finance Commission and of discretionary transfers
through various union ministries and agencies for the purpose of transferring the
various funds. Low power of enforcing taxing power and high responsibility for
managing the expenditure leads the governments of the States to be completely
dependent on the Central government for resources. The transfer made by the
Centre covers a major portion of the State governments’ revenue.

India’s Constitution states specifically the responsibilities and the roles the
three tiers are to perform, and these are differentiated based on the issues of
micro/macro nature. Let us take an example. Matters that are of national importance,
like macroeconomic management, international trade, transportation infrastructure
and defence are solely the responsibility of the Centre. Following the provisions of
the State List, the State holds responsibility to matters pertaining to State and
regional importance, like local governments, agriculture, irrigation, housing,
sanitation, public health and law and order. The third is the Concurrent List which
forms the final tier. This list pertains to sectors like bankruptcy and insolvency,
education, contracts, social and economic social planning, employment and labour
welfare, electricity, stamp duties and all other sectors which need consensus of the
Centre and State.

In the Indian Constitution, there are ‘quasi-federal’ features that can be
seen very distinctly. The Constitution seems to be biased, in both judicial and
administrative arrangements, towards the Centre. The centripetal bias in fiscal
policy has been mainly due to the passing on of all of the residuary powers to the
Centre. With the passage of time, it has been seen that in the Indian system, the
Centre-biased quasi-federalism has become deep rooted. In 1992, the 73rd
constitutional amendment made provision for the statutory recognition of local
governments and States. The amendment also provided a list of the functions and
funding sources for the local bodies, both in the urban and rural areas.  In addition,
it was mandated that every State appoints a State Finance Commission for the
allocation of taxes and fees to the local government as well as recommending the
State’s tax devolution and grants. Over time, there had not been any change or
development in the Central-State fiscal relationship in the light of India’s evolving
fiscal set-up. It is believed that the Centre is fully aware of the welfare of the State.
Furthermore, such institutions that the previous governments had established for
the purpose of overseeing division and allocation of funds are no more relevant to
the current system of India.

Goals of inter-governmental fund allocation

Based on current literature, it can be said that inter-governmental fund distribution
has two main purposes: Bridging the fiscal gap and balancing the inter-State
capacities.

The main reason for the fiscal capacities being different between the State
governments and the Union Government, or even from one State government to
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the other, is due to different capacities of different governments for taxation and
responsibility for expenditure. In the current taxation and expenditure assignment
system, it becomes impossible for States to maintain a balance between the
expenditures they have to incur and the revenues that they can raise. Generally,
this is termed as vertical fiscal imbalance. Because of a mismatch like this, it is
required that that Centre allocates funds so that the inadequacy can be removed.
Even with the augmentation of revenue at the State level, there has been a further
rise in dependency. The reason for this is that though there has been steady increase
of revenue, it is not fast enough to keep pace with the rising need of expenditure.

Besides vertical imbalances, there are also horizontal disparities that the
States have to deal with. The degree of inadequacy varies from State to State.
The reason for this is the lack of uniform tax base across the States. Adding to this
is the fact that there is also a difference in expenditure from State to State. Since
such a huge divergence exists, it is essential that balancing mechanisms be put in
place in some form or the other.

Balancing of inter-state capacities

It is known that revenue as well as the spending requirement vary from State to
State. If parity needs to be maintained, redistribution of the funds must take place.
This phenomenon is well defined by Robin Broadway and Frank Flatters. According
to them, for maintaining parity, it is essential that two persons who are equally
well-off but living in different provinces, must remain equally well-off post taxation
and the provision of public goods. It is to say, though they are in two different
provinces, they must have the same level of well-being. Hence, due to disparity in
the States—any State that a person resides—persons who are equally well-off
must not be deprived of enjoying the same level of well-being. This goes to address
the horizontal disparity issue in some manner.

2.6.1 Fund Allocation Process

Since there is imbalance of a quasi-federal structure of government, there are four
different channels through which the government transfer funds in India. There are
mainly two commissions that are employed for the purpose of allocation. These
are the Finance Commission and the Planning Commission. Another channel is via
the Centrally Sponsored Schemes and funds; this channel is used for the purpose
of some specific spending. Projects under such schemes work jointly via a cost-
sharing mechanism between the Centre and the State. The last option for the
States to obtain revenue is through borrowing from the market. Furthermore, for
commercial banks, it has been made mandatory that they retain 35 per cent of the
lendable resources that they have as more liquid assets (the Statutory 3 Liquidity
Ratio). An example of such an asset is State government bonds. In this way, there
is an incentive for banks to buy government bonds.

1. Finance commission

The responsibility for allocation of funds of the Finance Commission is just limited
to non-plan current expenditures because of the Planning Commission performing
similar functions. According to Article 280, every five years, the Finance



Budget and Fiscal Deficit

NOTES

Self - Learning
108 Material

Commission is appointed by the Prime Minister. The following steps are involved
in the transfer of funds by the Commission: (i) Making an estimate of the overall
available budget based on the Union’s and State’s total resource requirement, (ii)
Making an estimate of the States’ current revenues and non-plan expenditures,
(iii) Making an assessment of the proportion of proceeds from Central tax which
will go to the States and distributing this amount amongst the States, and (iv)
Making available Grants-in-Aid to bridge any existing gaps between revenue and
non-plan current expenditure. In step (iii), the transference of tax proceeds is
there for the purpose of handling the horizontal and the vertical imbalance. The
transference act itself addressed vertical imbalances and weights assigned to specific
key factors help in the correction of horizontal imbalances. The main purpose of
the transfers is economic efficiency and discouraging financially initiated migration
within the country. In the Thirteenth Finance Commission (FC-XIII), four specific
criteria have been employed for the transference of taxes: Population, area, fiscal
capacity distance and fiscal discipline.

(i) Population: Population as a factor aims at making certain that there is
equity across all States. As population rises, so do needs. The assumption
is correct that the State that has more population needs more funds to
ensure that residents receive comparable degree of public goods as in other
States. A weight of 25 per cent for population has been assigned by FC-
XIII.

(ii) Area: Area as a factor aims at equity by taking into consideration the varying
cost disability of different States. A State that is larger in size will need to
have more spending as far as administrative costs for public service delivery
are concerned. In line with this rationale, there is a 10 per cent weight given
to this criterion.

(iii) Fiscal capacity distance: Fiscal capacity distance as a factor has its basis
in the principle of raising efficiency. Its aim is to incentivize States to increase
tax efforts while taking into account the fiscal disadvantages of the States.
The weight for fiscal capacity distance has been fixed at 17.5 per cent by
FC-XIII.

(iv) Fiscal discipline: Fiscal discipline is based on the fact that besides resources
being distributed equally, it is also of key importance to reduce their inefficient
utilization. It is, therefore, recommended by the Commission that there should
be rewards for the prudent utilization of resources. FC-XIII has assigned a
17.5 per cent weight to fiscal discipline and this percentage is more than
that provided by the previous Commission by a whole 10 per cent.

2. Planning Commission

While the Finance Commission aims at fiscal equalization, the Planning Commission
is more development oriented. The Planning Commission transfers funds so that
the States’ fiscal capacity can be increased. Such fund transfer is done via two
specific mechanisms—grants and loans. Previously, the components of these
mechanisms were mainly project-based. Nevertheless, after 1969, the Gadgil
formula is employed by the Planning Commission. The Gadgil formula has been
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revised on various occasions and the version which is in use at present is referred
to as the National Development Council (NDC) revised Gadgil-Mukherjee
Formula. In case of special category States, the process of transfer is not the
same as that used for other major States. All of the 11 mountainous States of
North and North-East India together form a group of special category States. Of
these, seven states have received this status because of their distinctive economic
requirements and capacities. Of the total funds, 30 per cent is allotted to these
States by the Planning Commission. Out of the 30 per cent, 90 per cent is sent out
in the form of grants and the ten per cent that remains is used to provide loans. Of
the total funds, 70 per cent are kept for the rest of the States and the Gadgil-
Mukherjee Formula is employed for their distribution.

Since Independence, the fiscal linkages of India have remained mostly
unaltered and over the years, these linkages seem to have possibly further cemented.
The debate and the struggle between the Centre and States has become more and
more intense over the years.  Though several arguments have been put forth against
the system presently in use, those that are more significant seem to target a single
basic problem and it is this specific problem that has stood as a hurdle to this
relationship’s reformation and it being able to modernize and evolve with changing
time and economic environments.

In simple words, it is politics which is the basic problem. Politics plays a
huge strain on the relationship, and more so on those States which are represented
by parties in the opposition or those States that have fallen out of favour of the
Centre. Also, the allocation of funds is used as a means to entice parties to join or
align with certain political alliances and it is also being used as a punishment by
holding back funds from persons who are in opposition. Another argument that is
majorly employed against the relationship that exists presently is that it lays too
much emphasis on need-based fund allocation instead of fund allocation on merit
basis, and this makes the well-performing States disillusioned. Moreover, certain
States have been allocated special status and there is decentralization of decision-
making with regard to allocation of funds for economic activities and these are all
points of contention.

Planning Commission has now been replace by the NITI Aayog post the
2014 elections.

Criticism of the federal finance structure of India

The problems of Centre and State financial relations can be best understood through
the problems of the aforementioned financial allocation structures. These are
discussed in this section of the unit.

The federal finance structure of India is heavily criticized due to the following
three critical issues:

 States have no allocation autonomy for funds that the Centre disperses.

 Fund allocation is not merit-based but need-based.

 Fund allocation is used as a political tool.
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1. States lack allocation autonomy on funds

The practice for some certain allocation of funds to the States is based on schemes,
and these schemes come with their own guidelines for the utilization of the allocated
funds. Most of the times, these funds are named after political leaders and are
made available for States for only certain specific purposes and issues which are
believed by the Centre to be vital for the State, and this many a times circumvents
the real requirement of the States.

For a State government, it is imperative that it represents the demands and
the needs of the local population and by this virtue, in most cases, they are a better
judge of the importance/relevance of an issue. Therefore, the States argue that
without autonomy deciding on the usage of such funds leads to huge quantities of
resources often times getting diverted to such activities which do not prove to be
of any benefit to the local population. They are also in the long run not beneficial
for the Centre. Hence, it is proposed by several State governments that they
should be provided autonomy in the allocation of funds flowing from the Centre.
Such autonomy will enable the local government body to select and decide the
most critical and pressing issues to which the resources and funds must be allocated
instead of the allocation being forced upon them from someone outside the local
system who may not understand the actual requirement. In cases where there is
no autonomy, the trend will continue where the funds are diverted to such
programmes and schemes which might not prove to be of any benefit to the intended
segment of population or the State, and this will in effect be both a waste of
precious resources and a means of nurturing misuse, bribery and corruption.

2. Merit-based allocation and need-based allocation

In the allocation of funds to sectors such as employment and education, the
government adopts a practice which is fundamentally based on need but not merit.
With fiscal linkages and transfer, a completely reverse method is employed. The
basis is that those States that are performing the worse need to be provided with
fund allocation preference over States that are performing better. There is an
argument opposing this which says that such States that are performing better feel
that their better performance and their better contribution to the nation’s revenue
is not being rewarded but is being punished.

This method of fund allocation is being justified based on the theory that if
funds are made available to such States that fall in the need-based model, then
such funds will spur and even generate economic activity. Nevertheless, it is thought
by States that if resources are invested in such economic activities that provide
healthy returns, there will be a continuation of the positive cycle, creating over
time a greater surplus and a decrease in the need for the Centre allocating funds.
Yet, in such States whose economic performance is not good, this is impossible to
attain where the funds from the Centre are being employed for other purposes
which are not providing returns.

Finally, the argument becomes one which is fought between long-run gains
and short-run gains. In case of the short-run outlook, reinvestment in any economic
activity which is healthy would lead to that activity generating increased returns,
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and this will enable the State in becoming less dependent on the government for
fiscal transfers. The other side of this argument remains that investments made in
sickly economic activity or under-performing States will spur economic growth
and boost returns. It is in the second theory that the real problem lies. Long-run
investments due to which there is a spur in economic growth are subject to a huge
number of variables that are needed for a sector’s revival. Of all the reasons for
this under performance of the States that lead to the need for long-term investment,
one reason might be systemic problems within the State, and putting in more and
more resources could just be adding to the existing problem.

For reviving economic activity at such a scale and getting the sector to
reach a level that makes it self-generating would most probably need investment
for several years. The problem that is attached with the long-run concept is also
that if funds are moved to activities that are less economically healthy, the Centre
will be moving funds out of such programmes that are actually successful. For
Central transfers, the primary goal must be the creation of such an economic system
which has lower dependence on Central accounts than it had in the previous year.
There is a heavy bias against merit-based allocation of 7.5 per cent and 17.5 per
cent of total weight for the Planning Commission and the Finance Commission in
the methodologies adopted by them. Yet, this does not prove that there is no need
for need-based allocation.  Nevertheless, long-run investments to revive economies
over short-run investments to boost positive performance will keep not only the
need-based States dependent on Central funds but may also bring the better
performing States back into the fold of dependency.

3. Allocation: A political tool

The highest criticism that is made of the Central-State fiscal linkage resides in the
fact that a huge number of times, the relationship is dependent on what kind of
political relationship is shared by a State with the government at the Centre. Often,
it is found that in case the State is governed by a party that does not have a good
relationship or is not in alliance with the political party at the Centre, the State
stands to lose as it is not provided much favour or priority in comparison with such
States which are inclined and aligned politically with the Centre. Despite the fact
that the equation which is employed for fund allocation as well as the Finance
Commission’s mandate are non-partisan, still there is regular occurrence of political
favouritism. Any State which is under the rule of the opposition has less probability
of getting special funds or special status in comparison to such States which are
under the rule of the same party which is also ruling at the Centre. Furthermore,
States are given special funds and special status so that their political alliance can
be obtained.

Criticism of the planning commission

Policy makers and experts have again and again raised questions regarding how
relevant is the role of the Planning Commission. There are other commissions
which exist and perform the duties of the Planning Commission, hence they believe
that it is unwarranted that the Planning Commission also continues. While the debate
has just begun questioning as to how relevant the Commission has remained, it has
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now become larger and now has gone so far as to ask for its total reform and even
dismantling it.

‘Since the Planning Commission has defied attempts to reform it to bring it
in line with the needs of a modern economy and the trend of empowering the
States, it is proposed that the Planning Commission be abolished,’ the Independent
Evaluation Office had said in a report.

Following are some of the criticisms that are made against the Planning
Commission:

 To begin with, it is said that the basis for the creation of the Planning
Commission was of setting up of such an organization that would
formulate economic policy for those States of the Indian Union which
were newly formed and economically weak. It would be the one to
coordinate between ministries and government institutions, and it would
be the unit which covered all those areas which were not overseen by
any specific ministry. With the passage of time, there has been tremendous
change in the economic status of States, because of each State’s
functioning economic units. Hence, there has been a transfer of the needs
for policy formulation to planning boards and State governments from
the Commission. Furthermore, in 1951, when the Planning Commission
was established, several economic activities like earth sciences, shipping,
atomic energy, corporate affairs, steel and development were under
direct charge of the Commission and not represented by a specific
ministry. Now, there are specific ministries that look after such activities
and due to this there has been a reduction in the mandate of the
Commission. The specific ministries oversee the strategy, planning,
coordination and implementation within specific sectors.

 The second point is that the Finance Commission already holds the
responsibility of formulating and calculating the equation which is applied
to allocating and transferring, and it is extremely well suited to take care
of the allocation too. Thus, there seems to be little use or purpose of
one additional ‘independent’ authority, more so when there is already a
separate commission which handles the task of designing and
implementing financial transfers.

 The third point is that of the proximity and association that the Planning
Commission has with the Central government. It appears to be a fact
that the appointment of the organizational head of the Commission is a
politically motivated nomination. This by itself, since there will be political
bias, renders the Commission non-independent when it comes to taking
Centre-State fiscal decisions. Since the Commission will have political
leaning, resource allocation will even more become a tool for political
gain applied as reward or punishment towards States based on the
present political alignment of the State.

 The fourth point is that when the Commission was formed, the vision
was that the Commission would employ the services of policy maker
experts in the process of decision-making with respect to creation of
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schemes and allocation of resources. In the present times, the
Commission does not actively encourage this policy and the offices and
ranks in the omission are all filled in by political appointments and by
senior bureaucrats. According to the Commission’s original mandate, it
was supposed to advice the Prime Minister’s Office (PMO) on the
varied and various developmental issues having taken expert opinions
of domain specialists, and specifically regarding such issues that the
Central Government’s decision-making officials may not understand
easily.  In the original mandate, the Planning Commission was also
required to perform both in-depth research and analysis for scheme
and policy creation for the nation and also provide criticism as far as
activities of the Centre were concerned. Currently, there is a shift in the
Commission’s mandate and it is now seen to support the government’s
policies and claims under every condition even if far removed from ground
realities.

 Lastly, it can be seen that the Commission employs methods that are
outdated for the purpose of calculation of allocations and policy creation
and these are neither in line with the contemporary economic systems
nor with the recipient and stakeholder needs. When in-depth research
and analysis is missing, the only role that the Planning Commission is
playing in policy formulation lacks any sort of alignment with economic
realities and is in a way also obsolete.

NITI Aayog

As mentioned earlier, the Planning Commission was replaced by the NITI Aayog.
The Government of India, in keeping with its reform agenda, constituted the NITI
Aayog to replace the Planning Commission instituted in 1950. This was done in
order to better serve the needs and aspirations of the people of India. An important
evolutionary change from the past, NITI Aayog acts as the quintessential platform
of the Government of India to bring States to act together in national interest, and
thereby fosters Cooperative Federalism. The National Institution for Transforming
India, also called NITI Aayog, was formed via a resolution of the Union Cabinet
on January 1, 2015.

At the core of NITI Aayog’s creation are two hubs – Team India Hub and
the Knowledge and Innovation Hub. The Team India Hub leads the engagement
of states with the Central government, while the Knowledge and Innovation Hub
builds NITI’s think-tank capabilities. These hubs reflect the two key tasks of the
Aayog.

Instead of the Five Year Plans, NITI Aayog has been tasked with preparing
the following documents:

(i) A vision document keeping in view the social goals set and/or proposed
for a period of 15years;

(ii) A 7-year strategy document spanning 2017-18 to 2023-24 to convert
the longer-term vision into implementable policy and action as a part
of a ‘National Development Agenda’; and
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(iii) A 3-year Action document for 2017-18 to 2019-20 aligned to the
predictability of financial resources during the 14th Finance
Commission Award period. This is also to help translate into actions
the goals of the government to be achieved by 2019.

The decision to discontinue Five Year Plans has also meant that the distinction
between plan and non-plan expenditures conventionally made will no longer be
made in the future Budgets beginning 2017-18. This is a suggestion that has long
been made by economists. The principal distinction will now be between revenue
and capital expenditures.

Check Your Progress

9. What does the term ‘deficit financing’ mean?

10. What is the objective of deficit financing?

11. Why does the Centre need to transfer resources to the State?

12. What is the main purpose of inter-governmental fund distribution?

13. How many States are clubbed as a group of special category States in
India?

2.7 RECOMMENDATIONS OF LATEST
FINANCE COMMISSION

The Finance Commission (FC) is a salient feature of the Indian fiscal federalism. It
is a ‘tenure’ body, that is, it is constituted for a specific period of time and with
specified terms of reference (that is, the issues it is to study and make
recommendations pertaining to them for a specified period). Under Article 280, a
Finance Commission was to be constituted within two years of the commencement
of the Constitution, and thereafter, every fifth year or earlier. Its working is further
governed by the Finance Commission (Miscellaneous Provisions) Act, 1951. It is
an advisory body and deals with the transfer of resources from the Centre to the
states, determination of individual shares of states in the transferred resources,
reviewing the financial situation of both the Centre and the states, and several
other related issues and problems as mentioned in its terms of reference (ToR).
Once the FC has been constituted, final decisions regarding the transfer of resources
from the Centre to the states can be taken only after consideration of its
recommendations. Acceptance of its recommendations is not binding upon the
Centre, but they are rarely rejected or modified.

2.7.1 Rationale Behind the Formation of FC

The institution of FC provides a much needed flexibility in the interest of optimum
distribution of national resources between different tiers of governments in
accordance with their respective needs. No permanently fixed distribution of
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resources can meet the requirements of an ever-changing situation, especially in a
developing economy like ours moving on a path of multi-directional development.
The institution of FC provides a periodic review of the inter-governmental fiscal
arrangements and identifies needed re-adjustments in them. However, it cannot
be claimed that the FC is guaranteed to provide us with the best possible solution
of all problems and issues. It also works under some inherent limitations. Amongst
others, its recommendations cover only a portion of the total transfers from the
Centre to states. Its estimates and projections are not flawless and the principles
and criteria chosen by it for making recommendations are frequently rated sub-
optimal by the critics. The FC is not a permanent body and there is no permanent
secretariat or a data research wing to assist it.

Formation of FC in Chronological Order

Till date, fifteen Finance Commissions have been appointed and fourteen have
submitted their reports. The recommendations of the FC-XV will cover a five
year period from April 1, 2020 to March 31, 2025.

The First FC was constituted on 22nd November 1951 and submitted its
report at the end of December 1952. The Second FC was constituted on 1st June
1956 and submitted its report in September 1957. The Third FC was constituted on
2nd December 1960 and submitted its report on 14th December 1961. The Fourth
FC was constituted on 5th May 1964 and its report was submitted on 12th August
1965. The Fifth FC was constituted on 29th February 1968 and its report came in
on 31st July 1969. The Sixth FC was constituted on 28th June 1972 and its report
was submitted on 28th October 1973 for the period 1974–75 to 1978–79. FC-VII
was constituted on 22nd June 1977 and submitted its report on 28th October 1978
for 1979–84. The 8th FC was constituted on 20th June 1982 to make
recommendations for the period 1984-89. It submitted an interim report on 14th
November 1983 followed by the final report on 30th April 1984. The 9th FC was
constituted on 17th June 1987. It was asked to submit two reports.

The first report was submitted in July 1988 for the period 1989–90. The
second report was submitted on 31st December 1989 for the period 1990–95. The
FC-X was constituted on 15th June 1992 to make recommendations for the period
1st April 1995 to 31st March 2000. It submitted its Report on 26th November
1994. The FC-XI was constituted on 3rd July 1998 to make recommendations for
the period 2000–2005. It submitted its Interim Report on 15th January 2000, its
Final Report on 7th July 2000 and a Supplementary Report on 30th August 2000.
FC-XII was constituted on 1st November 2002 under the Chairmanship of Dr. C.
Rangarajan and submitted its report on 30th November 2004. FC-XIII was appointed
on 13th November, 2007 (Chairman, Dr. Vijay Kelkar) and submitted its report on
29th December, 2009, its recommendations covering a period of five years from 1st
April 2010 to 31st March 2015.  The XIV FC was constituted on 2nd January 2013
and its recommendations are presently in force since 2015 till 2020. The latest XV
FC was constituted in November 2017 and its recommendations will come in force
from 2020 and will continue till 2025.
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Recommendations of Finance Commissions

Some of the recommendations of finance commissions over the years are:

First FC

In view of increasing needs of the states, FC-I increased the state’s share from
50% to 55%. It determined their individual shares on the basis of collection (20%)
and population census (80%). The share of Part C states was increased from 1%
to 2.75% with 83.75% of the balance going to Part A states and 16.25% to Part
B states.

Second FC

This Commission raised the share of states from 55% to 60%. It wanted
determination of the shares of individual states only in proportion to their population
size. But recommended that during the tenure of its own recommendations, only
10% of states’ share was to be distributed on the basis of collection and the
remaining 90% on the basis of population. It hoped that, in future, the entire amount
would be distributed on the basis of population only.

The share of UTs in was again reduced to 1% while the balance (99% of
the states’ collective share) was divided between the states on the above-said
criteria.

Third FC

An amendment of the corporation tax had curtailed the transfer of resources from
the Centre to states. Therefore, to compensate them, their share was increased
from 60% to 66.66% of net proceeds of income tax. The Commission also reverted
to the sharing formula of population (80%) and collection (20%). The share of
UTs was again increased to 2.5% and the balance (97.5%) was divided between
states on the above-mentioned basis.

Fourth FC

In response to the states’ plea, their share was increased to 75%, and for reasons
of stability, population and collection were assigned weights of 80% and 20%,
respectively in determining shares of individual states, after assigning 2.5% to the
UTs.

Fifth FC

Plea of states was accepted for inclusion of advance income tax collections in the
divisible pool. The Commission retained the collective share of the states at 75%
out of which union territories were assigned 2.6%. It reopened the question of
determination of individual shares of states and   recommended that 90% of their
collective share should be distributed between them on the basis of population
and 10% on the basis of assessment (and not collection). It asserted that assessment
was a more reliable index of the contributions of a state to the divisible pool than
the collection.
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Sixth FC

Accepting arguments put forth by the states, their share in the divisible pool of
income tax was increased from 75% to 80% and determined the shares of individual
states on the criteria of population (90%) and assessment (10%). Out of the
remaining 20%, UTs were assigned 1.79%.

Seventh FC

The Seventh FC, after considering various pleas put before it, set aside 2.19% of
the net proceeds of income tax for the UTs and allocated 85% of the remaining
balance between states on the basis of population (90%) and contribution (10%).
In October 1978 (when the Commission submitted its Report), income tax was
not being levied in Sikkim, but it could be levied in future. (The Income Tax Act
was extended to Sikkim from the assessment year 1989–90 by a notification of
the President issued on 7th Nov. 1988). Accordingly, the Commission provided
two sets of percentage figures of the states’ shares in which one included Sikkim,
and the other did not.

Eighth FC

In spite of increasing needs of the states, FC-VIII did not increase their share in
the divisible pool and having allocated 1.792% to the UTs, awarded 85% of the
balance to the states. The Commission adopted a complex formula for determining
individual shares of states as follows:

(i) 10% on the basis of their population size; (ii) of the remaining 90%, (a)
25% on the basis of fiscal need, (b) 25% on the basis of the ‘Income Adjusted
Population’, that is, the product of state’s 1971 population and its average
per capita income for the years 1976–79, and (c) 50% on the basis of the
distance of state’s average per capita income of Punjab, multiplied by its
1971 population. The income distance of Punjab was taken from average
per capita income of Haryana.

The percentage figures were worked out for all states (i) with Sikkim, and
(ii) without Sikkim.

Ninth FC

FC-IX made recommended the inclusion of penalties and interest recoveries in
the divisible pool of income tax receipts. It submitted two reports. These are:

A. First Report (for 1989–90): The Commission allocated 1.044% of the divisible
pool to the union territories and 85% of the balance to the states. Of the states’
share, 10% was distributed amongst them on the basis of their contribution as
given by the amount of assessment of tax for the years 1982–83 to 1984–85. The
remaining 90% was divided between individual states in the following manner.

(i) 25% on the basis of 1971 population.

(ii) 50% on the basis of the distance of a state’s domestic per capita income for
1982–83 to 1984–85 from the corresponding per capita income of Punjab
multiplied by its 1971 population, the distance taken for Goa, Punjab and
Maharashtra being the same.
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(iii) 12.5% on the basis of inverse of per capita income of a state multiplied by
its 1971 population.

(iv) 12.5% on the basis of the proportion of poor people in the state to the total
of poor people in the country according to 1983–84 estimates made by the
Planning Commission.

The Commission worked out two percentage shares (including Sikkim and
excluding Sikkim) for all states.

B. Second Report (for 1990–95): The Commission allocated 1.437% of the
divisible pool to the union territories and the balance of the divisible pool was
divided between the states and the Centre in the ratio of 85:15.

As regards the shares of individual states, the Commission recommended
as follows:

1. 10% was allocated on the basis of contribution as measured by the
assessment of income tax for the years 1985–86 to 1987–88.

2. In order to reduce the weight assigned to population factor, FC-IX  split
the remaining 90% of states’ combined share into four parts as follows,
namely, (a) 45% on the basis of distance of per capita income multiplied by
1971 population figure, (b) 22.5% on the basis of population. (c) 11.5% on
the basis of the product of inverse of state’s per capita income multiplied by
the state population in 1971, and (d) 11.5% on the basis of a composite
index of backwardness compiled by the Commission.

Tenth FC

As usual, the states pleaded for a greater share in the divisible pool of income tax,
but the Commission was of the view that the Centre, being the levying and collecting
authority, should have a substantial interest in tapping this source and, therefore,
the resources transferred to the states should be increased through some other
component.  Accordingly, backed by expert opinion, the Commission
recommended that:

1. The share of states in the divisible pool should be reduced to 77.5%.

2. The share of union territories should be 0.92%.

3. ‘Penalties’ and ‘interest receipts’ should form a part of the divisible pool.

4. The gains on account of pre-emptive sale of immovable properties should
not be included in the divisible pool.

5. The cost of collection as between corporation and income tax should be in
the ratio of 1:6.5.

While determining the shares of individual states, the Commission noted
certain deficiencies in the formulas used by 8th and 9th FCs. In its view, population
size as a determining factor was not progressive. Similarly, while the criteria of
‘distance’ of per capita income and ‘inverse income’ were both progressive, middle
income states suffered in the case of latter criterion. In the end, the 10th FC
replaced the complex formulations recommended by its predecessors by a far
more complex formulation of its own as follows:
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1. 60% of divisible pool was to be divided on the basis of ‘distance’ of state
per capita income (for 1987–90) from that of the state with the highest per
capita income, ‘scaled’ by population of the state under consideration. For
Punjab and Goa, the distance taken was from per capita income of
Maharashtra.

2. 20% on the basis of population.

3. 5% on the basis of area, with adjustments made in the upper and lower end
states as worked by the Commission and subject to the condition that the
proportion going to any individual state would be between 2 and 10%.

4. 5% on the basis of infrastructural disparities, as measured by the distance
of state-wise index of infrastructural facilities and ‘scaled’ by the population
of the state under consideration.

5. 10% on the basis of tax effort of states. Tax effort of a state was estimated
as its [(per capita tax)/(per capita SDP)].

Eleventh FC

FC-XI made its recommendations in accordance with 80th and 88th Amendments
of the Constitution. Mention has already been made of the Constitutional changes
in the system of tax sharing resulting from 80th and 88th Amendments.
Recommendations of the 11th FC were made in the light of the new provisions.

1. Collective share of states in the shareable taxes: This was fixed at
28% of the net proceeds of all taxes and duties referred to in the Union List
except those referred to in articles 268 and 269, and the surcharges and
cesses, for each of the years 2000–01 to 2004–05. The recommendations
made in the Interim Report stood, accordingly, modified. Note that ADE
had become a part of the shareable taxes of the Centre while the service tax
was still out of it. The states were to get additional 1.5% on account of
ADE, thus increasing the share of states to 29.5%. Inter-se distribution of
this 1.5% between states was done in the same manner as the distribution
of component of 28%. Further, if any state levied and collected sales tax on
sugar, textile and tobacco, it would not get any share from this 1.5%.

2. Inter-se shares of states: The ToR of FC-XI contained a reference to
‘incentives that need to be provided for better utilisation of tax and non-tax
revenues.’ The FC-X had introduced an index of tax effort to provide the
needed incentive. FC-XI added to it an index of ‘fiscal discipline’ with its
own complex formula. This measure was such that if the performance of all
states taken together deteriorated, then the state with relatively lower
deterioration was rewarded. Similarly, if the performance of all states taken
together improved, then the state with relatively better improvement was
rewarded relatively more.

Thus the criteria and their relative weights used by 11th FC were as follows:
1. Population, 10.0 %;
2. Income (Distance Method), 62.5%;
3. Area, 7.5% (it was introduced for the first time by the 10th FC);
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4. Index of Infrastructure, 7.5%;
5. Tax Effort, that is, Tax/GDP ratio, average of 1994–95 to 1996–97,

5.0%; and
6. Fiscal Discipline, that is, Index of Fiscal Self Reliance, 7.5%.

Since the method (used by earlier FCs) of calculating ‘income distance’
from the per capita income of the highest income state had some limitations, the
11th FC used a complicated substitute for it. It took a weighted average of per
capita incomes of three states (Punjab, Maharashtra and Goa) as the benchmark
and measured the ‘income distance’ of each state from this average. Also the
distances of these three states were obtained as a fraction of the distance of Haryana
from the benchmark figure.

Twelfth FC

It raised the share of states in the shareable central taxes, including ADE, to 30.5%.
It was also recommended that if states were allowed to levy sales tax (or VAT) on
the items currently subject to ADE, then the share of states in the net of proceeds
of central taxes would be reduced to 29.5%. Another important recommendation
of the 12th FC related to service tax. It said that any legislation on service tax must
ensure that the revenue accruing to a state under the legislation was not less than
the share that would accrue to it had the entire service tax been part of the shareable
pool.  The Commission, accordingly, separately worked out the percentage shares
of individual states in all shareable central taxes (excluding service tax), and service
tax (excluding J & K because it was not leviable in that state).

As regards the criteria and their weights in determining shares of individual
states in the shareable pool of central taxes, the 12th FC discussed the criteria and
their weights used by the 11th FC and made its own recommendations as follows.

(i) Population: Its weight was increased from 10% to 25%.

(ii) Income Distance: Its weight was reduced from 62.5% to 50%.

(iii) Area: Its weight was increased from 7.5% to 10%.

(iv) Index of Infrastructure: The 11th FC had assigned it a weight of 7.5%.
12th FC omitted this criterion altogether.

(v) Tax Effort: Its weight was increased from 5% to 7.5%. A complex
formula was used for estimating this weight for each state.

(vi) Fiscal Discipline: Its weight was retained at 7.5%.

The 12th FC also recommended, as had been done by the 11th FC, that
any legislation enacted in respect of service tax must ensure that the revenue accruing
to a state under this legislation would not be less than the share that would accrue
to it, had the entire service tax proceeds been part of the shareable pool.

Thirteenth FC

This Commission noted that all goods had been exempted from the levy of Additional
Duties of Excise from 1 March 2006 and, on this account, the Centre had adjusted
the basic duties on sugar and tobacco products and the basic duties had become
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a part of the shareable taxes of the centre.  Therefore, it recommended that the
share of states in the net proceeds of the shareable central taxes should be retained
at 32%. This percentage share was not to change even in the event of states
levying sales tax or VAT on these commodities. Further, in the event of any legislation
relating to 88th Amendment of the Constitution, it should be ensured that the
revenue accruing to a state should not be less than the share that would accrue to
it, had the entire service tax been part of the shareable pool of central taxes. The
Commission also recommended that the centre should review the levy of cesses
and surcharges with a view to reducing their share in its gross tax revenue.

Fourteenth FC

The 14th Finance Commission was constituted on 2 January 2013 under the
Chairmanship of Dr Y.V.Reddy, former RBI Governor. Other members of the
commission are: (i) Professor Abhijit Sen, (ii) Ms Sushma Nath (iii) Dr M.Govinda
Rao (iv) Dr Sudipto Mundle.

The following are the broad Terms of Reference and the matters to be
taken into consideration by the 14th Finance Commission in making the
recommendations:

1. (i) The distribution between the union and states of the net proceeds of
taxes which are to be, or may be, divided between them under Chapter
I, Part XII of the Constitution and the allocation between the states of
the respective shares of such proceeds;

(ii) The principles which should govern the grants-in-aid of the revenues of
the states out of the Consolidated Fund of India and the sums to be
paid to the states which are in need of assistance by way of grants-in-
aid of their revenues under article 275 of the Constitution for purposes
other than those specified in the provisos to clause (1) of that article;
and

(iii) Measures needed to augment the Consolidated Fund of a state to
supplement the resources of the panchayats and municipalities in the
state on the basis of the recommendations made by the Finance
Commission of the state.

2. The Commission has been mandated to review the state of finances, deficit,
and debt levels of the union and states and suggest measures for maintaining
a stable and sustainable fiscal environment consistent with equitable growth
including suggestions to amend the FRBMAs currently in force. The
Commission has been asked to consider and recommend incentives and
disincentives for states for observing the obligations laid down in the
FRBMAs.

3. In making its recommendations, the Commission inter alia is required to
consider:

(i) The resources of the central government and the demands on the
resources of the central government; the resources of the state
governments and demands on such resources under different heads,
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including the impact of debt levels on resource availability in debt
stressed states;

(ii) The objective of not only balancing the receipts and expenditure on
revenue account of all the states and the union but also generating
surpluses for capital investment; the taxation efforts of the central
government and each state government and the potential for additional
resource mobilization;

(iii) The level of subsidies required for sustainable and inclusive growth
and equitable sharing of subsidies between the central and state
governments;

(iv) The expenditure on the non-salary component of maintenance and
upkeep of capital assets and the non-wage-related maintenance
expenditure on Plan schemes to be completed by 31 March 2015
and the norms on the basis of which specific amounts are recommended
for the maintenance of capital assets and the manner of monitoring
such expenditure;

(v) The need for insulating the pricing of public utility services like drinking
water, irrigation, power and public transport from policy fluctuations
through statutory provisions;

(vi) The need for making public-sector enterprises competitive and market
oriented;

(vii) Listing and disinvestment;
(viii) Relinquishing of non-priority enterprises;
(ix) The need to balance management of ecology, environment, and climate

change consistent with sustainable economic development; and the
impact of the proposed goods and services tax on the finances of the
centre and states and the mechanism for compensation in case of any
revenue loss.

4. The Commission is required to generally take the base of population figures
as of 1971 in all cases where population is a factor for determination of
devolution of taxes and duties and grants-in-aid; however, the Commission
may also take into account the demographic changes that have taken place
subsequent to 1971.

5. The Commission is to review the present public expenditure management
systems in place including budgeting and accounting standards and practices;
the existing system of classification of receipts and expenditure; linking outlays
to outputs and outcomes; best practices within the country and internationally
and to make appropriate recommendations thereon.

6. The Commission is to review the present arrangements as regards financing
of Disaster Management with reference to the funds constituted under the
Disaster Management Act 2005(53 of 2005) and make appropriate
recommendations thereon.

7. The Commission is to indicate the basis on which it has arrived at its findings
and make available the state-wise estimates of receipts and expenditure.
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The Fourteenth Finance Commission submitted its report in December 2014.
The following are some of its major recommendations as per Press Information
Bureau:

 With regard to vertical distribution, FFC has recommended by majority
decision that the States’ share in the net proceeds of the Union tax
revenues be 42%.

 In reckoning the requirements of the States, the FFC has ignored the
Plan and Non-Plan distinction; it sees the enhanced devolution of the
divisible pool of taxes as a “compositional shift in transfers from grants
to tax devolution”.

 FFC has recommended distribution of grants to States for local bodies
using 2011 population data with weight of 90% and area with weight of
10%. The grants to States will be divided into two, a grant to duly
constituted Gram Panchayats and a grant to duly constituted Municipal
bodies, on the basis of rural and urban population.

 FFC has recommended that up to 10 percent of the funds available
under the SDRF can be used by a State for occurrences which State
considers to be ‘disasters’ within its local context and which are not in
the notified list of disasters of the Ministry of Home Affairs.

 While calculating grants to the States they “have departed significantly
from previous Finance Commissions, by taking into consideration a
States’ entire revenue expenditure needs without making a distinction
between Plan and Non-Plan”.

 Based on the above, over 30 Centrally Sponsored Schemes have been
identified which ought to have been transferred to the States because
expenditure on them has already been taken into account as State
expenditure, in arriving at the greater devolution of 42% to the States.

 In addition to the recommendations regarding Vertical, and Horizontal
devolution and grants, the FFC has made certain other recommendations.

 These relate to cooperative federalism, Goods & Services Tax, Fiscal
Consolidation Roadmap, Pricing of Public Utilities and Public Sector
Enterprises.

The Government has accepted most of the recommendations except only 8
CSS have been delinked from the support from Centre. In view of the
recommendations regarding disaster relief, the Government has decided that the
percentage share of the States will continue to be as before, and that the flows will
also be of the same order, as in the existing system; and that, once GST is in place,
the recommendation of FFC on disaster relief would be implemented in the manner
recommended by the Finance Commission.

Fifteenth FC

It is important to note here that the fifteenth Finance Commission has been
constituted in November 2017. The Commission will make recommendations for
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the five years commencing on April 1, 2020. This Commission will be headed by
Shri. N.K.Singh, former Member of Parliament and former Secretary to the
Government of India. Shri Shaktikanta Das, former Secretary to the Government
of India and Dr. Anoop Singh, Adjunct Professor, Georgetown University shall be
the members of the Commission. Dr. Ashok Lahiri, Chairman (Non-executive,
part time), Bandhan Bank and Dr. Ramesh Chand, Member, NITI Aayog shall be
the Part time members of the Commission. Shri Arvind Mehta shall be the Secretary
to the Commission.

2.7.2 Finance Commission’s Jurisdiction

In this section, let us study the factors important to understanding the Jurisdiction
of the Finance Commission.

Resource transfers

The FC recommends transfers from the Centre to states in two forms, namely,
Tax-sharing and Grants. Their relevant details are as follows.

A. Tax-sharing

Tax sharing between the Centre and states underwent a fundamental transformation
with the Constitutional (80th Amendment) in 2000 and 88th Amendment of 2003
enacted in 2004. The latter Amendment relates to levying of service tax by the
Centre and its collection and appropriation by both the Centre and the states
according to legislation enacted for this purpose by the Parliament.

Position prior to amendments

1. Income Tax: The net proceeds of income tax (excluding surcharge on it)
were shared   with states on a mandatory basis. The Commission made
recommendations regarding

 The proportion of collective share of states out of the ‘divisible pool’ of
the net income tax proceeds; and

 The proportionate share of each individual state within the collective
share of all states.

However, it could not recommend any change in the components or quantum
of the divisible pool itself, such as the inclusion of corporation tax or
surcharges in the divisible pool of income tax, or changes in exemptions and
rate structure of income taxation.

2. Union excise duties: Sharing of Union excise duties was not obligatory
for the Centre. The President had the discretion to refer the question of
their sharing with the states to the Commission. In effect, this matter was
always included in its ToR. Here again the Commission recommended the
sharing of net proceeds of these duties (excepting earmarked cesses)
between the Centre and state, and the distribution of their collective share
between individual states. It was not necessary for the Commission to
recommend the sharing of all duties; or a common and uniform basis of
their sharing.  In this case, therefore, it could identify the shareable duties
and the share of states in each of them.
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3. Additional duties of excise: Additional Duties of Excise were being levied
by the Centre in lieu of sales tax by states on three items, namely textiles,
tobacco including manufactured tobacco, and sugar. The proposal of the
Centre to replace sales tax on all items with additional duties of excise, with
later stand that at least five more commodities (namely, vanaspati, petroleum
and petroleum products, paper and paper board, drugs and toilet
preparations, and cement) should be covered by this scheme, had been
successfully opposed by the states. The FC, in this case, only determined
the principles on which shares of individual states were to be determined in
the net proceeds.

The Ninth FC was asked to study the feasibility of merging the Additional
Duties of Excise with Basic Union Excise Duties and determining a suitable
formula for compensating the states for their loss by allocating them a part
of excise revenue. However, in the face of stiff opposition by the states, the
Commission did not recommend this merger.

4. Taxes under Art. 269: This Article contained a number of entries. The net
proceeds of all taxes levied under this Article went to states and the FC was
not authorised to recommend, on its own, on the removal, levy, or rate
modification of any such tax. It only recommended the manner in which net
proceeds of a tax of this category were to be divided between individual
states. Over time, the Centre chose to levy only three taxes under this Article.

 Tax on railway passenger fares:  It was levied in 1957 and repealed
in 1961.

 Estate duty: The budget for 1983–84 scrapped this duty in respect of
agricultural lands (though a state subject, the Centre was levying this
duty by virtue of enabling resolutions of the states to this effect), and the
duty on properties other than agricultural lands was abolished in the
budget for 1985–86.

 Within the overall programme of the adoption of Value Added Tax (VAT)
by states, and introduction of Goods and Services Tax (GST), rate of
Central Sales Tax (CST) was reduced to 2% w.e.f. 1/6/2008 and was
expected to be reduced to 1% w.e.f. 1/4/2009 and to NIL on 1/4/
2010. However, it continued to be at 2% even in 2012–13. The CST
was abolished after GST was introduced.

Position after amendments

Consequent to 80th and 88th Amendments of the Constitution, all taxes and duties
referred to in the Union List, except the duties and taxes referred to in Articles
268, 268(A) and 269, respectively, surcharges on taxes and duties, and any cess
levied for specific purposes under any law made by Parliament are to be levied
and collected by the Government of India and their net proceeds are to be shared
with the states. The actual percentage of the divisible pool to be distributed among
the states and their individual shares are to be determined by the President after
considering the recommendations of the FC.
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As noted earlier, Constitution (80th Amendment) Act, 2000, brought about
a fundamental shift in the sharing of tax proceeds between the Centre and the
States. Prior to the 80th Amendment, the only taxes shared between the Centre
and States were income tax, Central Excise Duties and Additional Duties of Excise
in lieu of Sales Tax on sugar, tobacco and textiles. It should also be noted that
recommendations regarding the sharing of these taxes could vary from one tax to
the other.

A. Income tax

Before 80th Amendment, income tax was the only tax which was compulsorily
shareable with the states under Article 270.  However, sharing of Corporation tax
(which is a tax on income of companies), and any Union surcharge on income tax,
corporation tax or any other tax, were specifically prohibited. Further, divisible
pool of income tax proceeds did not include the proceeds of income tax attributable
to UTs and taxes payable in respect of Union Emoluments. In addition, the states
complained that the Centre had been making an excessive use of cesses and
surcharges. Exclusion of corporation tax from the divisible pool also deprived
them from a buoyant source of revenue and the provisions of the Finance Act of
1959 had further reduced the divisible pool.

In view of these facts, the states had been able to convince successive FCs
to increase their collective share in the divisible pool of income tax. However, they
continued pressing for different criteria for determining their individual shares; each
state advocating those criteria which suited it most. The criteria advocated most
forcefully were those of ‘assessment’, ‘collection’, ‘origin’ and ‘need’. None of
these could be termed an ‘ideal’ criterion and each suffered from the problems of
theoretical soundness, objectivity, data availability, and methodology of quantification.
In some cases, such as in the case of ‘need’, some proxy variables had to be used
and this process was inherently subjective and arbitrary. For example, it can be
argued that a state’s share should be in proportion to the collection of tax receipts,
more so because the revenue needs of a state can be accommodated through
grants. Also the assessment of comparative needs of states remains equally difficult
in both cases. Some proxy variables have to be used for its quantification. Population
size has been a favourite proxy variable with most FCs, though area, administrative
standards, poverty and several other variables are also strong candidates.

Most FCs used a combination of collection and need (as determined on the
basis of some criteria like the population size, backwardness, and fiscal need etc.)
for determining shares of individual states.

B. Union excise duties

Government of India has been levying a variety of excise duties and they continue
to be a very important and rapidly growing source of its tax revenue.

Position prior to 80th amendment

 Sharing of basic duties of excise was permitted under Article 272 of the
Constitution. The First FC recommended sharing of only three duties. Over
time, however, all basic duties came to be shared with the states.
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 Similarly, entire net proceeds of ADE in Lieu of Sales Tax (because they
were being levied on a tax rental basis by the Centre under Article 252)
were transferred to the states.

  Additional Duties on Textiles and Textile Articles (they are different from
the ADE mentioned above) were not sharable with the states.

 Cesses and surcharges went entirely to the Centre.

Sharing of excise duties

Each FC had to face three questions while dealing with basic excise duties, namely:

(i) Identifying the duties to be shared with the states;

(ii) Determining the collective share of states in the divisible pool (that is, in
their net proceeds); and

(iii) Determining the shares of individual states in their collective share.

Expectedly, while all states wanted a bigger collective share, they differed
on the criteria for determining their individual shares because no single set of criteria
suited all of them.

These criteria under consideration included:

 Fiscal needs of states;

 Desirability of removing regional economic disparities;

 Contribution of individual states to the divisible pool; and

 Consumption data.

The argument in favour of the criterion of consumption data is that the
incidence of an excise duty is finally borne by consumers and not by producers.
However, in India, non-availability of usable consumption data persisted in spite
of pleas for successive FCs for removing this deficiency. Accordingly, most
Commissions had to use population size of a state as a proxy variable for both its
contribution and fiscal needs.

Check Your Progress

14. What is the role of Finance Commission?

15. When was the First Finance Commission constituted?

16. When did tax-sharing between the Centre and States undergo a fundamental
transformation?

17. When was the 14th Finance Commission constituted?

2.8 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The relevance of multiple budget is limited only to the extent of requiring
each ministry/department to formulate its budgetary proposals for
incorporation in the unified budget.
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2. Article 112 of the Constitution of India states that an annual financial
statement shall be placed before both Lok Sabha, and Rajya Sabha, while
Article 202 of the Constitution states that a similar financial statement for
each State shall be placed before the Legislature of that State.

3. In India, all Government accounts (of both the Centre and the States) are
grouped into three parts, namely, (i) Consolidated Fund, (ii) Public Account
and (iii) Contingency Fund.

4. Fiscal deficit may also be called Gross Fiscal Deficit (GFD). It measures
that portion of government expenditure which is financed by borrowings
(that is, all borrowings including those through 91-day ad hoc treasury bills)
and drawing down of cash balances.

5. The excess of capital disbursements over capital receipts measures the capital
deficit.

6. An expansionary fiscal policy may result in excessive fiscal deficits, which
may create a strong temptation for governments to resort to the printing
press (that is, monetary financing by the central bank) to finance the deficits.
An expansionary fiscal policy, then, leads to an expansionary monetary
policy, fuelling inflationary pressures, causing a possible real appreciation
of the currency and hence balance of payments difficulties, potentially even
resulting in a currency (and/or banking) crisis.

7. In recent years, an increasing number of countries have adopted formal
fiscal rules. Central bankers are generally among the proponents of such
rules, which can help fiscal authorities better withstand pressures for higher
spending and slower fiscal consolidation.

8. The exchange rate plays an important part in considerations of monetary
policy in all countries. More generally, the exchange rate serves to buffer
the economy from external shocks, such that monetary policy can be directed
towards achieving domestic price stability and growth.

9. Ordinarily, deficit financing means an excess of public expenditure over
public revenue. This excess may be met by borrowings from the market,
borrowings from abroad, or the use of the printing press.

10. The objective in seeking deficit financing is to finance the shortfall between
government expenditures and tax receipts.

11. Since the State has higher responsibility for expenditure, it is directed by
the Constitution that the Central government needs to transfer resources to
the State. The purpose of these transfers is to bridge the gap that exists
between the resources that the States themselves can raise and the resources
required by the State to fulfil the responsibilities that they have been assigned.

12. Based on current literature, it can be said that inter-governmental fund
distribution has two main purposes: Bridging the fiscal gap and balancing
the inter-State capacities.
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13. All of the 11 mountainous States of North and North-East India together
form a group of special category States.

14. Finance Commission is an advisory body and deals with the transfer of
resources from the Centre to the states, determination of individual shares
of states in the transferred resources, reviewing the financial situation of
both the Centre and the states, and several other related issues and problems
as mentioned in its terms of reference (ToR).

15. The First Finance Commission was constituted on 22nd November 1951
and submitted its report at the end of December 1952.

16. Constitution (80th Amendment) Act, 2000, brought about a fundamental
shift in the sharing of tax proceeds between the Centre and the States. Prior
to the 80th Amendment, the only taxes shared between the Centre and
States were income tax, Central Excise Duties and Additional Duties of
Excise in lieu of Sales Tax on sugar, tobacco and textiles.

17. The 14th Finance Commission was constituted on 2 January 2013 under
the Chairmanship of Dr Y.V.Reddy, former RBI Governor. Other members
of the commission are: (i) Professor Abhijit Sen, (ii) Ms Sushma Nath (iii)
Dr M.Govinda Rao (iv) Dr Sudipto Mundle.

2.9 SUMMARY

 A budget is a financial plan and in the case of a public budget as presented
by various governments in modern times, it serves as a statement of
expenditure and revenue for a specific period of time, normally a fiscal year.

 A good budget is one which satisfies criteria identified for this purpose and
is prepared on the basis of well-recognized principles. One such principle is
that the budget should be accompanied by an account of the performance
of the fiscal policies and programmes of the government during the previous
year.

 Government of India has always been keen on experimenting with innovative
ideas for improving the informative and analytical usefulness of its Budget.
It was one of the first countries in the world to prepare and publish an
Economic Classification of its budget in mid 1950s and adding to it an
Economic and Functional Classification in mid 1960s.

 A unified budget is one in which all the financial flows generated by the
government activities are recorded in a systematic manner as one piece and
presented to the authority for its passage.

 A multiple budget is meant to be prepared and submitted for passage in
parts without a cross reference. The idea is that this method facilitates a
better evaluation of the functions of the government. It is obvious that the
concept of a multiple budget is a misleading one.
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 Conventional accounting system used in the public budgets is cash-flow
based. A search for improving informative and analytical policy prescriptive
usefulness of public budgets has led thinkers to look into the possibility of
shifting to accrual-based accounting.

 Advocates of accrual based accounting emphasize the inability of cash-
flow based system in meeting the needs of a modern government, particularly
because the information provided by it is inadequate for chalking out a long
term fiscal policy in line with the socio-economic developments and the
chosen goals.

 A public budget is a policy statement of the government with its financial
implications. A typical modern government wants to undertake several
economic and non-economic activities and pursue a set of policies which
have their financial counterparts in the form of receipts, borrowings, and
expenditures.

 In India, the actual financial statement of the Government of India
incorporating item-wise proposed disbursements and estimated receipts
for a specified period (normally a year) is termed its Budget Statement.

 In India, all Government accounts (of both the Centre and the States) are
grouped into three parts, viz., (i) Consolidated Fund, (ii) Public Account
and (iii) Contingency Fund.

 In India, a budget (whether central or State) shows financial accounts of
the previous year, the budget and revised estimates of the current year, and
the budget estimates for the forthcoming year.

 Secrecy surrounding budget proposals is also a debatable issue. It is asserted
that budgetary proposals are unnecessarily kept secret till their actual
presentation to the legislature. This practice causes a lot of uncertainty and
speculation and obstructs efficient planning of economic activities by
everyone.

 It is quite easy to say that a budgetary deficit is simply the excess of public
expenditure over public revenue. However, in practice, the concept admits
of several variations and yields widely divergent measures of budgetary
deficit.

 The excess of capital disbursements over capital receipts measures the capital
deficit. Plan capital disbursements include those on Central Plan and
assistance for state and UT plans.

 Monetised deficit is defined as an increase in net RBI credit to Central
government. The rationale for this measure of deficit flows from the
inflationary impact which a budgetary deficit exerts on the economy.

 Tolerable limit (or ‘crucial’ limit) of deficit spending is indicative of that
stage beyond which its ill-effects overshadow its benefits. This limit is not
an absolute figure but a level related to economic conditions of the country.
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 Government budget deficits (the excess of spending over revenue) in
industrial countries have been growing as a per cent of GDP for the past 20
years.

 Fiscal policy generally refers to the government’s choice regarding the use
of taxation and government spending to regulate the aggregate level of
economic activity. In the same vein, the use of fiscal policy entails changes
in the level or composition of government spending or taxation, and hence
in the government’s financial position.

 Monetary policy refers to the central bank’s control of the availability of
credit in the economy to achieve the broad objectives of economic policy.
Control can be exerted through the monetary system by operating on such
aggregates as the money supply, the level and structure of interest rates,
and other conditions affecting credit in the economy.

 While monetary and fiscal policy are implemented by two different bodies,
these policies are far from independent. A change in one will influence the
effectiveness of the other and thereby the overall impact of any policy change.

 The relationship between monetary and fiscal policy depends strongly on
the development of financial markets. The transition from a rudimentary
financial system to a fully developed system can be divided into four stages.

 Ordinarily, deficit financing means an excess of public expenditure over
public revenue. This excess may be met by borrowings from the market,
borrowings from abroad, or the use of the printing press [creation of
currency].

 The objective in seeking deficit financing is to finance the shortfall between
government expenditures and tax receipts. Tax increases are not politically
palatable. Governments often resort to deficit financing when other
components of GDP such as private consumption decline during recessionary
periods.

 The State governments and the Central government have both been given
their own specific powers by the Constitution of India for raising revenue
and also spending it independently. There clearly exists a vertical imbalance
in the power of taxation between the State and the Centre and this is clearly
admitted by the Constitution.

 Since there is imbalance of a quasi-federal structure of government, there
are four different channels through which the government transfer funds in
India. There are mainly two commissions that are employed for the purpose
of allocation. These are the Finance Commission and the Planning
Commission

 Policy makers and experts have again and again raised questions regarding
how relevant is the role of the Planning Commission. There are other
commissions which exist and perform the duties of the Planning Commission,
hence they believe that it is unwarranted that the Planning Commission also
continues.
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 Under Article 280, a Finance Commission was to be constituted within two
years of the commencement of the Constitution, and thereafter, every fifth
year or earlier. Its working is further governed by the Finance Commission
(Miscellaneous Provisions) Act, 1951.

 The institution of FC provides a much needed flexibility in the interest of
optimum distribution of national resources between different tiers of
governments in accordance with their respective needs.

 Tax sharing between the Centre and states underwent a fundamental
transformation with the Constitutional (80th Amendment) in 2000 and 88th
Amendment of 2003 enacted in 2004.

 Before 80th Amendment, income tax was the only tax which was
compulsorily shareable with the states under Article 270. However, sharing
of Corporation tax (which is a tax on income of companies), and any Union
surcharge on income tax, corporation tax or any other tax, were specifically
prohibited.

2.10 KEY TERMS

 Zero-Based Budgeting: Zero-based budgeting is a method of budgeting
in which all expenses must be justified and approved for each new period.

 Gender Budgeting: Gender budgeting means preparing budgets or
analysing them from a gender perspective. Also referred to as gender-
sensitive budgeting, this practice does not entail dividing budgets for women.

 Consolidated Fund: Revenues received by the government and expenses
made by it, excluding the exceptional items, are part of the Consolidated
Fund.

 The Public Account of India: This was constituted by Article 266(2) of
the Indian Constitution. It deals with the money received by the government,
i.e. state provident funds, various pre-deposits under income tax,
depreciation and reserve funds of departmental undertakings are paid into
public accounts.

 Contingency Fund: This is a fund for emergencies or unexpected outflows,
mainly economic crises.

 Structural Deficit: It is an estimate of how large the fiscal deficit would be
if the economy was operating at a normal, sustainable level of employment.

 Seigniorage: It is the ability of the government to claim resources in return
for issuing currency. It is an implicit ‘inflation tax’ which the holders of financial
assets (including conventional money balances) pay.

 Oligopolistic: An oligopoly is a market form wherein a market or industry
is dominated by a small number of large sellers.
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 Lorenz Curve: In economics, the Lorenz curve is a graphical representation
of the distribution of income or of wealth. It was developed by Max O.
Lorenz in 1905 for representing inequality of the wealth distribution.

 Gini Index: In economics, the Gini coefficient, sometimes called Gini index,
or Gini ratio, is a measure of statistical dispersion intended to represent the
income or wealth distribution of a nation’s residents, and is the most
commonly used measurement of inequality.

 Ways and Means Advances (WMA): This is a mechanism used by
Reserve Bank of India (RBI) under its credit policy to provide to States to
help them tide over temporary mismatches in the cash flow of their receipts
and payments.

 External Borrowing: This is the portion of a country’s debt that was
borrowed from foreign lenders including commercial banks, governments
or international financial institutions.

2.11 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. Is accrual budgeting better than cash flow budgeting?

2. Write a short note on tolerable limits of deficit spending.

3. What can central banks do about fiscal policy?

4. What are the effects of deficit financing?

5. What are the main problems of Centre and State financial relations?

6. What are the specific criteria that Finance Commission has to look into for
making any recommendations?

Long-Answer Questions

1. Discuss the different kinds of budget.

2. Explain the various concepts of deficit in detail.

3. Analyze how the exchange rate influences inflation?

4. Discuss the factors and causes of deficit financing.

5. Discuss the specific financial powers of the Centre and the States as
envisaged in the Constitution.

6. Describe the various recommendations of successive Financial Commissions
of India.
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3.0 INTRODUCTION

In the modern world today, you can hardly find a country that does not sell its
goods and services abroad and does not buy goods and services from foreign
countries. In simple words, all countries today have foreign transactions—exports
and imports of goods and services. Today, international flows of manpower and
finance have become almost equally important. The international flows of goods,
services, manpower and finance constitute the international economy. As noted
above, the objective of this chapter is to introduce international economics as a
subject of study. Essentially, international economics deals with how the international
economy works. So, to understand what international economics is about, it is
essential to know the meaning of international economy. The term ‘international
economy’ refers to the kinds, volume and pattern of international economic
transactions. In the post-World War II period, the international economy has
expanded tremendously. Although international trade (export and import of goods)
has been going on since time immemorial, in early days, foreign trade was limited
to goods only. In today’s world, international economic transactions have widened
to cover many other kinds of economic transactions, and the level of economic
transactions and international flow of resources (capital and labour) have risen so
much that they cover nearly half of the global gross national product (GNP).
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Today, the international economy is broadly constituted of (i) international
flow of goods and services, (ii) international flow of capital including foreign
investment and borrowing and lending of funds, (iii) financial assistance provided
by international monetary organizations like the International Monetary Fund (IMF)
and the World Bank, (iv) international flow of manpower, (v) sale and purchase of
foreign currency and (vi) control and regulation of international trade by international
organizations like the General Agreement on Tariffs and Trade (GATT), the World
Trade Organization (WTO) and Regional Trade Organizations (RTO).

Of these kinds of international transactions, foreign trade in goods plays the
pivotal role in shaping the international economy. Although foreign trade has been
going on since time immemorial, in early days, foreign trade was limited to bordering
nations and to a few goods like food grains, cloth, cattle, metals, tea, etc. Foreign
trade was limited to a few goods and to the bordering nations because, the people
of all the countries produced what they wanted to consume and they consumed
only what they could produce. Most countries were economically independent.
With the passage of time, however, the scope of international economic transactions
expanded extensively and increased very rapidly, especially after World War II.
For example, the world exports increased from US$ 55.2 billion in 1950 to US$
3930.8 billion in 2000 that is, a growth of over 70 times over a period of 50 years.
It means that world exports increased at an annual average growth rate of 140 per
cent. According to World Bank data, world export had increased to US$ 16,130
billion in 2008 that is, a 4.6 times increase over a period of 14 years. Although
growth rate of international trade has declined in recent times, the volume of growth
has been much larger. In 2018, total global export was around $19.5 trillion.

International trade has grown so rapidly and extensively that it has led to
international economic interdependence of most countries of the world. In this
unit, we will discuss international economics in detail along with, importance and
theories of international trade.

3.1 OBJECTIVES

After going through this unit, you will be able to:

 Understand the meaning and importance of international economics

 Describe intra and international trade

 Discuss the importance of international trade

 Examine various theories of trade

3.2 MEANING AND IMPORTANCE OF
INTERNATIONAL ECONOMICS

Defining international economics in precise terms is a difficult proposition because
the nature and scope of this subject is ever-changing, as is the case with the discipline
of economics itself. However, before one proceeds to discuss the subject matter
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of international economics, it will be helpful to understand its nature and scope.
With this purpose, we begin with a working definition of international economics.
International economics is a branch of economic science that studies the causes
and consequences of international economic transactions, the policy measures
adopted by trading countries, and their repercussions for individual and the
international economy. In the modern world, international economic transactions
include the following kinds of transactions:

 International trade—the export and import of goods and services

 International flow of capital, that is, foreign investment

 International borrowing and lending of money

 International flow of manpower

 Foreign exchange transactions—sale and purchase of foreign currency

The study of the factors and forces behind these kinds of international
transactions constitutes the central theme of international economics. The basic
objective of international economics is to identify and analyse the role of the factors
and forces that drive international economic transactions and also the consequences
thereof. International economics analyses how international economic transactions
lead to intra-country and inter-country allocation of scarce resources for the
production of different kinds of goods and services. Specifically, international
economics, as a subject of study, seeks to find answers to the following types of
questions:

 What is the basis of international trade?

 What are the gains from foreign trade and how can these gains be
measured?

 How are the gains from foreign trade distributed between the trading
partners?

 What is meant by international division of labour and how is it determined?

 How do protective trade policies affect the affect trade and trade benefits?

 How is the foreign exchange rate determined?

 What is meant by balance-of-payments disequilibrium and what are its
consequences?

 What factors lead to international economic conflicts?

 Why do countries opt for international economic cooperation?

Economists’ attempts to answer these questions have led to the emergence
of a separate branch of economics, known as international economics. It began
with the formulation of a theory of foreign trade by the classical economists. With
the passage of time and growth of foreign trade, different kinds of international
economic problems began to arise. The contributions made by economists of
different eras widened the scope of international economics. A clearer view of
international economics can be had by looking at its origin and growth.
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Scope and Importance

Although the foregoing description of the origin and growth of international
economics provides a broad idea of what international economics is all about, this
section offers a more compact picture of its subject matter. The subject matter of
international economics can be classified under the following categories:

 International trade theory

 Foreign trade policy

 Balance of payments problems and policy measures

 Exchange rate and its determination

 Open economy macroeconomics

 International monetary system

 International trade organizations and their role in international trade

To this list, one may add the international trade of a specific country and its
impact on its economy and on its balance of payments. Let us now look at the
basic contents of these broad areas of study under international economics.

1. International trade theory

The theories of international trade constitute the basic and most important subject
matter of international economics. International trade theories seek to answer the
following three basic questions:

 What is the basis of international trade or why do countries engage in foreign
trade?

 What factors determine the pattern of trade between countries?

 How is the volume of foreign trade between any two nations determined?

Economists, right from the classical era, have attempted to answer these
questions on the basis of their own postulates. International trade theories that
have been formulated by the economists of different era include the following:

 The classical theory of trade—the theory of comparative advantage

 The neo-classical theory of trade—the opportunity cost theory of trade

 The law of reciprocal demand and terms of trade

 The modern or the standard theory of trade—Heckscher-Ohlin theory
of trade

All these theories of international trade provide answers to the questions
mentioned above under different assumptions and at different levels of theoretical
sophistication.

2. Foreign trade policy

From the very beginning, most trading countries adopted protective trade policies—
policies that could increase exports and reduce imports. However, with the rapid
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growth of foreign trade and the inequitable distribution of gains from foreign trade,
the tendency to adopt a protective or restrictive trade policy increased substantially.
Protective trade policies can be classified under tariffs and non-tariff measures.
Tariffs are the customs duties imposed on imports and exports. Non-tariff measures
include the following:

 Imposition of quotas on imports

 Subsidization of exports

 Currency devaluation

 Dumping, i.e., exporting goods at a price lower than the domestic price

These kinds of trade policies constrained the international flow of goods
and services, which adversely affected growth. As a result, the analysis of the
causes and consequences of different kinds of trade policies has become a major
area of study under international economics.

3. Balance-of-Payments problems and policy measures

The balance of payments (BOP) is the annual accounting of receipts and payments
arising out of autonomous transactions of a country with the rest of the world. The
BOP may show a surplus, a deficit, or be balanced. Incidentally, BOP surplus or
deficit appears in the form of an increase or decrease in gold and foreign exchange
reserves. As long as the BOP shows a surplus, it does not create a big problem for
the country, as it is a healthy sign for the economy. But if there is a large BOP
deficit and it persists over a period of time, it creates serious problems for the
economy. The BOP deficits are generally referred to as a BOP disequilibrium. A
persistent BOP disequilibrium causes growing foreign indebtedness for countries
facing persistent BOP deficits. Such countries adopt different kinds of trade, fiscal
and monetary policies to make adjustments in the BOP. Such policy measures
have their international economic repercussions. Thus, the analysis of the kinds,
causes and consequences of BOP disequilibrium faced by different countries has
emerged as an important subject matter of international economics.

4. Exchange rate and its determination

Another important area of study under international economics is the theory of
exchange rate determination. As noted earlier, after the downfall of the gold standard
in 1914, a big issue that arose was how, and at what rate, to convert the currency
of one country into that of another. The problem arose because the importing
countries had to make payments in terms of the currency of the exporting country.
In their attempt to devise a system, economists developed theories of exchange
rate determination. After World War I, Swedish economist Gustav Cassel
developed a theory of exchange rate determination, called the purchasing power
parity theory. This theory remained in practice for quite some time. However,
with changing international economic conditions, the applicability of the purchasing
power parity theory began to be questioned. Meanwhile, a controversy arose
over whether the exchange rate should be fixed or flexible. This issue remains
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debatable. Over time, however, modern economists have formulated other theories
of exchange rate determination. The analysis of the foreign exchange market and
the theories of exchange rate determination are now an important aspect of the
study of international economics.

5. Open economy macroeconomics

With the rapid growth of international economic transactions, the interdependence
of economies has increased. The interdependence of economies can be gleaned
from the fact that merchandise trade alone accounts for 54 per cent of world
GDP. When other elements of international economic transactions are taken into
account, around 60 per cent of the world economy is based on international
economic transactions. The high levels of foreign trade and financial flows affect
most of the macro aspects of the economy, such as economic growth, industrial
structure, employment, financial structure, and the price level. Countries adopt
various kinds of monetary and fiscal policies to protect their economy from the
adverse effects of international economic changes. This creates a need for
international economic cooperation and a well-coordinated international monetary
system. Thus, macroeconomic problems and the monetary policies used by the
different nations and their consequences also come under international economics.

6. International monetary system

The international flow of goods and services generates international monetary flows
in the process of settlements of payments. During the gold standard period, that is,
from 1880 to 1914, international payments were settled in terms of gold. But after
the breakdown of the gold standard in 1914, several problems arose in the settlement
of payments as different countries have different currency systems and the currency
of one country is not acceptable in the others. In order to resolve payment
problems, the IMF was established in 1947. It created a new international monetary
system, which was reformed several times to set up a globally acceptable system
of determination of the exchange rate and settlement of BO  deficits. The
international monetary system now refers to the rules, customs, instruments, and
facilities created by the IMF. The study of the workings of the international monetary
system, its weaknesses and consequent problems are the subject matter of
international economics.

7. International Trade Organization

Another important feature of the international economic system has been the
emergence of new international economic orders, new economic institutions and
organizations, formation of trade groups and custom unions, and formation of
international economic organizations, to solve emerging problems. The functioning
of these kinds of organizations, their success, failure and effectiveness have emerged
as main points of debate and discussion. The working of international economic
organizations, their contribution to the global economic order, and their success
and failure, also comprise the peripheral subject matter of international economics.



Overview of International
Economics

NOTES

Self - Learning
Material 141

To sum up, the various aspects discussed above give only a broad view of
the subject matter of international economics. If one takes into account international
economic issues that have cropped up over time, the scope of international
economics becomes even wider.

Importance of international economics

The importance of international economics has increased significantly over the
past quarter century owing to the rapid increase in the volume and patterns of
international economic transactions and the simultaneous increase in the number
international economic problems at the global and domestic levels.

At the international level, especially at the level of international economic
organizations (like IMF, GATT, WTO, etc.), the importance of international
economics lies in having a complete and comprehensive understanding of the
dimensions of the following international economic issues.

 Dynamics of the international economic mechanism

 What kind of internal and external economic policies are being adopted
by different nations

 How economic policies adopted by different countries affect the foreign
trade and domestic economy of other countries

 How conflicting interests of the nations can be negotiated on to ensure a
continuous and equitable growth of the world economy

Not only at the global level, international economics is equally important at
the domestic level for nations. Policy makers of an individual nation need to have
a comprehensive knowledge of the international economic system to take a decision
on the policy measures required to protect the interest of the domestic economy.
For example, if China indulges in dumping its goods on India, the problem for
India is to find the appropriate countervailing policy measures to prevent the adverse
effects the Chinese dumping.

Furthermore, from the point of view of international economic management,
the importance of international economics lies in resolving international economic
problems. The major problems currently faced by the world economy include the
following:

 Unfair and inequitable distribution of gains from international trade,
especially between developed and underdeveloped economies

 International economic imbalances affecting both high-trade and low-
trade economies

 Financial and economic crises of one country having negative spillover
effects on other countries, e.g., the recent US recession impacting the
global economy

 Rising economic conflicts between trading partners at both individual
country level and regional trading unions
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 Increasing use of tariffs on imports, hidden subsidies for exports, and
dumping, affecting international trade adversely

 Formation of economic unions and currency blocks creating more
regionalism

Today, international economic problems have risen to such an extent and to
such a serious proportion that even international economic organizations like the
IMF, World Bank, WTO, etc., struggle to resolve them without much success.
These and other such developments at the global level have made the working of
the international economy extremely complex and raised many tricky national and
international economic problems. It has become so complex that international
economic organizations like the WTO hold conference after conference without
arriving at any universally acceptable and permanent solution to the problems.

The urgency to resolve international economic problems and to ensure that
the global economy works smoothly has become more important today than ever
before, at both the domestic and international levels. The problem at the domestic
level is that of formulating a reasonable trade policy and coherent macroeconomic
policies. At the global level, the problem is how to resolve international economic
problems and ensure the maintenance of the current status of the global economy.
To find a reasonable solution to the problems at both the domestic country and
world levels, it is important to understand the nature and consequences of
international economic problems. That is why the study of international economics
has gained so much importance in modern times. In fact, ‘the study of international
economics has never been as important as it is now.’

Check Your Progress

1. Define international economics

2. List some non-tariff measures.

3. State one important feature of the international economic system.

3.3 INTRA AND INTERNATIONAL TRADE

The principles underlying international trade in goods and services are essentially
the same as those governing internal trade (or trade within a country). The basic
concepts and tools of analysis (such as opportunity cost, production possibilities,
foreign exchange rate determination by demand and supply forces, and so forth)
are applicable to all economic activity, regardless of whether it takes place within
a country or across national boundaries. Their scope and implications may, however,
be somewhat different in the international arena. Nevertheless it is important to
make a distinction between internal (domestic) trade and international (foreign or
external) trade, because national political boundaries do exercise some influence
on the economic activities of countries.
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We may define internal trade as exchange of goods and services among the
residents of the same country. International trade may be defined as exchange of
goods and services between the residents of a given country and those of the rest
of the world. The distinction between the two can be made as follows:

(a) Factor mobility: The distinction made by classical economists between national
and international trade was grounded on the notion of geographic mobility of factors
of production. The assumption made was that within the nation, there is free mobility
of factors of production. If internal mobility were perfect, then all factors of
production, notably labour and capital would move into areas where they can
receive highest rate of return for their services. Under the idealized condition of
perfect geographic mobility, there could not exist inter-regional differences in factor
prices. The factors would move away from the regions where their prices are
relatively lower towards the regions where their prices are relatively higher, until
the factor price differences between the regions are completely wiped off. In such
a case, the price of any factor of production of a given type and quality must be
the same throughout the entire country.

In the international setting, however, the factor mobility is neither free nor
perfect. First of all, there are restrictive immigration laws which prevent free mobility
of labour from one country to another. In respect of capital also, there are restrictions
on the inflow and outflow of capital and investment across national frontiers.. In
addition to these legal barriers which prevent the free flow of labour and capital in
and out of countries, there are several other barriers—social, cultural and political.
Differences in language, climate, social customs and practices, political and
educational systems, etc. do create additional barriers to factor mobility between
nations. Within the nation, such differences may not exist, or may not appear too
formidable to be overcome by economic incentives. At any rate factor mobility is
relatively greater within the nation rather than between nations.

The classical economists assumed perfect factor mobility within the country
and zero mobility between countries. This is rather drastic and not quite true,
because factor movements across national frontiers have occurred throughout
human history. Both labour and capital have moved from country to country, and
today they are moving at an even faster rate. The amount of foreign investment in
the less developed countries and the amount of foreign capital, foreign technology
and foreign personnel present in the countries of the world is a testimony to the
international capital and labour mobility of considerable proportions. Similarly, it
is not true to argue that internal factor mobility is perfect. There are several obstacles
to the movements of factors within the country, and they range from simple matters
of transportation distance and costs to the more complex matters of discrimination
and psychological resistance to geographical moves. Viewed in that light, the
difference between internal and international factor mobility becomes one of degree
alone. The degree of internal mobility is admittedly greater than the degree of
international factor mobility; and this is true for all countries. The very fact that
factor prices vary so widely, and persist, between the rich and poor nations in
today’s world must mean that, after all, there are no outstanding levels of labour
and capital mobility between the countries of the world. Imperfect factor mobility
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between nations makes the distinction between internal and international trade
more meaningful and significant.

(b) Product mobility: Within the nation, the movement of goods and services
from one region to another is free. The only internal barriers to free movement of
goods and services are the distance and cost of transportation—what may be
termed as natural barriers as opposed to man-made barriers. But, in the case of
international trade such a movement is not free, because in addition to natural
barriers of cost and distance, the goods have to travel between nations. There are
formidable man-made barriers. For instance, there are import and export duties
and quotas, exchange controls, non-tariff (hidden) barriers which put countless
obstacles to the free movement of goods and services between one country and
the other. Growing protectionism and spirits of nationalism have been making trade
between countries more and more difficult. Agricultural protectionism in the
Western industrialized countries and the policies of industrialization through import-
substitution measures in the less developed world are some of the examples of
how international trade in commodities is being deliberately reduced in today’s
world. Internal trade is relatively free to develop within a particular nation. From
this standpoint, international trade is quite different from internal trade in goods
and services.

(c) Economic environment: Within the nation, the economic environment is more
or less the same in all the regions of the country. For instance, the legal framework
or the laws governing consumption, production and exchange of goods and services
are the same throughout the country. The government policies with regard to interest
rates, taxes, wages or prices are the same within the country. Production techniques,
factor proportions, factor prices, infrastructure facilities and production functions
or possibilities are nearly the same in the country. Similarly, market structures—
the degree of competition or monopoly in production—and consumer taste patterns
and preferences are more or less the same throughout the country. All of them
would add up to creating a certain economic environment or investment climate
within the nation.

But between nations, they could all differ very significantly. This would make
the character of international trade significantly different from that of domestic
trade.

(d) Monetary units: The distinction between internal and international trade is
more obvious in international monetary or currency differences, Within the nation,
monetary laws and the financial systems and arrangements are the same for all
regions. Most significantly, there is a single currency unit used throughout the entire
nation. There is only one currency used as a medium of exchange or a measure of
value which would make exchange very smooth as far as internal trade is concerned.

This is not so between countries. We have dollars, yens, pounds, marks,
francs, rupees and a thousand other currencies used in international trade, and not
all of them are freely acceptable in discharge of international monetary obligations.
The Indian importer must first obtain US dollars before he can think of buying
goods from the United States. India may have a shortage of US dollars, which
may prevent the country from buying the American goods. But, with the domestic
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currency you can ‘import’ and ‘export goods from one region to another in any
quantity you wish. There are no currency complications or convertibility problems
involved in carrying out domestic trade. In respect of foreign trade, however,
there are currency complications, problems of non-convertibility of currencies,
exchange controls and restrictions and many other obstacles. International monetary
differences, therefore, introduce complications and complexities in international
transactions; and these are absent in domestic trade and exchange.

Study of International Trade

It is these differences between internal and international trade— some apparent
and others real—that give international economics an independent status as an
important branch of economic theory. International trade is essentially a mechanism
which links the countries of the world through commodity trade, service flows and
factor movements. Economic progress depends largely on division of labour
(specialization); division of labour depends on the size of market or possibility to
trade; and trade implies dependence on ‘outside’ source of supply (for things you
consume more than your country can produce) and of demand (for things you
produce in excess of your home demand). Only if you grow by yourself all that
you need to consume, you are truly independent or ‘self-sufficient’. You may be
self-sufficient, but that is at the cost of being materially much poorer. This is true
for all countries, particularly of small countries. Economic independence is the
sovereign right of any free country, but such an independence may carry
considerable economic costs in terms of size of production and the level of
efficiency. The theory of international economics looks upon world community as
one large family, divided by national political frontiers but united by the common
interest of maximizing income levels and material standards of living. It advocates
outward rather than inward looking policy-attitudes towards development, so that
every nation could grow hand in hand with the other nations in the world. The
theory believes in free trade and perfect competition, as though the competition
among nations would be among the equals and that free trade would lead only to
fair trade among the nations of the world. International trade, the theory would
argue, will develop along the lines of mutual benefit in which every country will
gain and no country will lose. Government interventions through trade and tariff
restrictions are considered to be hindrance to progress and therefore sub-optimal.
They see no basic conflict between the national interest and the international
economics, like any other branch of economics, sees only harmony of interests
and a tendency towards eventual equilibrium consistent with welfare optimality.
This is the classical and neoclassical international economics approach.

The radical politico-economic perspective of national and international
economics is, however, quite different. They see not harmony, but conflict of
interests both within the nation and between nations of the world. Their ideas, as
they relate to international commodity trade and factor movement, are essentially
neo-mercantilist. The political economist would argue for economic independence,
curbs on foreign capital and investment, and economic nation—building through a
‘bootstraps’ operation. International contacts through trade and factor flows
reminds them of imperialism of the pre-colonial times, when the rich and powerful
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countries of the West exploited the poor and economically weak countries of
Asia, Africa and Latin America. The apolitical economist would like to produce
‘autonomous’ growth (where economic growth is of, for, and by the people within
the nation) rather than growth led by foreign trade as an ‘engine’ (to use Sir Dennis
Robertson’s phrase).

Today in our midst we have international economists of either persuasion,
namely, those who belong to the traditional classical and neoclassical school of
thought and those who belong to the radical neo-mercantilist thought. The former
are biased towards international trade and factor flows, while the latter are biased
against those. The body of international trade theory and policy that exists in almost
all the text books on International Economics, represents the traditional view of
the subject. The theory of international trade, like much of micro—or macro-
economic theory, is based on the virtues of market mechanism and laissez-faire in
matters of economic policy. Free trade, perfect competition, full employment,
perfect mobility, material pursuit as the only rational behaviour, profit and utility
maximization and a dozen other things are always ‘assumed’. They are not really
abstractions from reality but something plucked from ‘the’ air for ‘theoretical
simplicity’ or ‘theorizing’. Theories based on assumptions made for the sake of
academic convenience have turned out to be theories of great academic and
intellectual virtue. This applies to theories in international economics no less than in
any other areas of economics. Theories do not provide answers, they only provide
a way of thinking about the problem. The problems of economic development and
social change in the 20th century for the less developed countries differ substantially
from those of the 18th or the 19th century, when today’s developed countries
were then underdeveloped. Tariffs are considered as bad, but countries like the
US have used tariffs to promote their economic growth; in their initial stages. Even
now the advanced countries of North America, Western Europe and Japan use
highly protectionist policies. Less developed countries are told that they have a
historically determined comparative advantage in primary production, and they
better continue to remain primary producing and exporting countries. They are
told that multinational corporations are a great gift to the LDC’s because they
bring ‘painless’ development in the underdeveloped world. All these are questions
of either international trade theory or of international economic policy. Theories
do not produce, or at least have not produced, conclusions immediately applicable
to policy (as a readymade recipe). They provide only an insight into the problem
so that the solution can be searched with less difficulty and uncertainty. What
holds good for the developed countries at one time may not necessarily hold good
for the less developed countries at the same time or even at a different time.

The mentioned remarks are not meant to be cynical or pessimistic about
theories in international economics, or anywhere else in economics. They are meant
to serve as a warning to the readers to study the theories carefully and intelligently,
so as to derive from these theories more meaningful conclusions applicable to the
changing world. This would be the best way in which we can pay tributes to well-
established theories.
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The interest in the study of economic development, especially after World
War II, represents a renewal of the ancient concern of economists with the causes
of the wealth of nations. Recent growth models of the Harrod-Domar type tended
to exclude foreign trade from growth models for the sake of analytical simplicity,
and as a result these models have suffered in terms of their explanatory power and
practical utility. In addition, a group of political economists in the developing countries
have also tended to look upon international trade and investment as having only
undesirable effects on the economic growth of the poor countries and on the
distribution of world incomes between the rich and poor nations.

In more recent years, international trade and investment have come to occupy
a central place in the over-all studies of economic growth and development in the
less developed countries. First, the scarcity of foreign exchange reserves and the
consequent balance of payments constraint on the growth of the poor countries
have attracted the attention of policy makers and economists in the recent years.
Secondly, there has been disenchantment with import-substitution as a means of
eliminating dependence on foreign trade as a source of economic growth; continued
balance of payments crises and exhaustion of import-substitution possibilities have
stimulated re-consideration of the benefits of international trade for many developing
countries. In fact, many of them have come to recognize that their growth is limited
by foreign trade and investment, and that their development strategy must sanction
export expansion a vital role in the development activity.

Traditionally of course, international trade has always been given a pride of
place in the economic progress of nations. British philosopher, John Stewart Mill,
for example, had argued long ago that ‘International trade acts as a sort of industrial
revolution in a country whose resources are undeveloped.’ The renowned
economist, Alfred Marshall was even more emphatic when he said that ‘The causes
which determine the economic progress of nations belong to the study of international
trade.’ More recently Australian-American economist, Gottfried Haberler, has
argued that ‘International trade has made a tremendous contribution to the
development of less developed countries in the 19th and 20th centuries, and can
be expected to make an equally big contribution in the future’. The Nobel Prize
economist J.R. Hicks has emphasized that ‘If there is any branch of economic
theory which is especially relevant to development economics, it is the study of
international trade’. We all know, finally, the most famous statement of Sir Dennis
Robertson, that foreign trade is an ‘engine’ of economic growth.

The post-World War II period has also witnessed a great upsurge— a
period of ‘take off as they call it—in the activities of the foreign multinational
corporations on an unprecedented scale. They represent a new pattern of foreign
trade and investment. Some see MNC’s as a great source of development of the
Third World countries, while others consider them as reincarnation of Western
imperialism or new form of economic colonialism (or neocolonialism). This new
form of foreign trade and investment, embodied in MNC’s, has generated
considerable heat and light. Similarly, the birth of the Bretton Woods twins—the
IMF and the World Bank, the formation of regional groupings like the SEC, the
setting up of GATT and UNCTAD, the creation of commodity cartels like the
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OPEC and signing of international commodity agreements, and many other
developments in the international trade and monetary areas have created further
importance and interests in the study of international economics.

All this is to emphasize that the study of international economics is important
and fascinating to all students of modern economy, both in the developed and the
developing countries of the world.

3.3.1 Inter-Industry Trade and Intra-Industry Trade

When trade involves exchange of products belonging to the same industry it is defined
as intra-industry trade. The term ‘same product’ implies to the varieties of the product,
simultaneously exported and imported by the trading countries. For instance, Indian
cars are exported to America and American cars are imported to India, this process
is known as intra-industry trade. This theory does not hold the assumption of
competitive advantage, like other classical trade theories. According to the intra-
industry trade theory, trade exists due to product differentiations and the pattern of
demand in the trading countries. The variety of the products offered by the trading
countries, depends upon the economies of scale in the particular country.

Suppose there are two countries, India and China. India is labour abundant
whereas China is capital abundant. If India exports milk products to China, and
China exports computers to India, it is an example of inter-industry trade. However,
if India exports computers to China and imports another variety of computers
from China, then it is an example of intra-industry trade.

Prof. Herbert G. Grubal and P.J. Lloyd have established a formula in their
book, International Economics, published in 1975, to measure the level of intra-
industry trade as follows,

I = i i

i i

X – M
1–

X M

Where I =  index of intra-industry trade within country i,

X
i
= Exports of industry i and M

i
 = Imports of industry i,

Causes of emergence of intra-industry trade

There are many reasons for the existence of intra-industry trade; some of these
are as follows:

(1) The economies of scale are different in trading countries and because of this
they produce different varieties of product.

(2) In monopolistic market, intra-industry trade is essential.

(3) Some people think that imported goods are of a better quality, so there is
always a possibility of trade in differentiated goods.

Intra-industry trade is quite popular in the pharmaceutical and power industry.
Grubal and Lloyd estimated that 71 per cent of the increase in trade among the
EEC countries between 1959 and 1967 was intra-industry.
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3.3.2 Importance of International Trade in Economic
Development

The importance of international economics has increased significantly over the
past quarter century owing to the rapid increase in the volume and patterns of
international economic transactions and the simultaneous increase in the number
international economic problems at the global and domestic levels.

At the international level, especially at the level of international economic
organizations (like IMF, GATT, WTO, etc.), the importance of international
economics lies in having a complete and comprehensive understanding of the
dimensions of the following international economic issues.

 Dynamics of the international economic mechanism

 What kind of internal and external economic policies are being adopted
by different nations

 How economic policies adopted by different countries affect the foreign
trade and domestic economy of other countries

 How conflicting interests of the nations can be negotiated on to ensure a
continuous and equitable growth of the world economy

Not only at the global level, international economics is equally important at
the domestic level for nations. Policy makers of an individual nation need to have
a comprehensive knowledge of the international economic system to take a decision
on the policy measures required to protect the interest of the domestic economy.
For example, if China indulges in dumping its goods on India, the problem for
India is to find the appropriate countervailing policy measures to prevent the adverse
effects of the Chinese dumping.

Furthermore, from the point of view of international economic management,
the importance of international economics lies in resolving international economic
problems. The major problems currently faced by the world economy include the
following:

 Unfair and inequitable distribution of gains from international trade,
especially between developed and underdeveloped economies

 International economic imbalances affecting both high-trade and low-
trade economies

 Financial and economic crises of one country having negative spillover
effects on other countries, e.g., the recent US recession impacting the
global economy

 Rising economic conflicts between trading partners at both individual
country level and regional trading unions

 Increasing use of tariffs on imports, hidden subsidies for exports, and
dumping, affecting international trade adversely

 Formation of economic unions and currency blocks creating more
regionalism
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Today, international economic problems have risen to such an extent and to
such a serious proportion that even international economic organizations like the
IMF, World Bank, WTO, etc., struggle to resolve them without much success.
These and other such developments at the global level have made the working of
the international economy extremely complex and raised many tricky national and
international economic problems. It has become so complex that international
economic organizations like the WTO hold conference after conference without
arriving at any universally acceptable and permanent solution to the problems.

The urgency to resolve international economic problems and to ensure that
the global economy works smoothly has become more important today than ever
before, at both the domestic and international levels. The problem at the domestic
level is that of formulating a reasonable trade policy and coherent macroeconomic
policies. At the global level, the problem is how to resolve international economic
problems and ensure the maintenance of the current status of the global economy.
To find a reasonable solution to the problems at both the domestic country and
world levels, it is important to understand the nature and consequences of
international economic problems. That is why the study of international economics
has gained so much importance in modern times. In fact, ‘the study of international
economics has never been as important as it is now.’

Sometimes, the term ‘inter-regional trade’ is used in the context of internal
trade—the trade between different regions of the domestic economy—and also in
the context of trade between different groups of nations. Sometimes, the term
‘inter-regional trade’ is also used for internal trade and for intra-national trade—
trade within the domestic economy. This may be a source of confusion unless
expressed specifically. Since we are concerned with international trade in this
book—not inter-regional trade—let us understand the difference between inter-
regional and international trade, before we proceed to discuss the basis of foreign
trade.

The term inter-regional trade is used in two different contexts.
(i) Domestic inter-regional trade, that is, trade between different regions

of the domestic economy of a country, e.g., trade between the northern
and southern regions of India.

(ii) Inter-regional foreign trade, that is, trade between different economic
regions of the world economy, e.g., trade between the European Union
(EU) and the North American Free Trade Agreement (NAFTA)
regions.

Domestic inter-regional trade refers to trade between different regions of
the domestic economy of a country. The domestic economy of a country is often
divided into different economic regions on the basis of their main products. For
example, the Indian economy can be regionally divided on the basis of agricultural
products as the (i) northern region for wheat and sugar production, (ii) southern
region for the production of rice and coffee, (iii) eastern region for the production
of rice and tea and (iv) western region for wheat production. Internal trade—the
sale and purchase of goods—by one region from another is referred to as inter-
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regional trade. For example, sale of sugar by sugar companies of Uttar Pradesh to
the southern states is domestic inter-regional trade.

Inter-regional foreign trade refers to trade between any two or more
economic regions of the world economy if it is regionally divided through trade
agreements. For example, the world economy is at present divided into different
economic regional groups, e.g., the European Union, South Asian Association of
Regional Cooperation (SAARC), Latin American Free Trade Association
(LAFTA), European Free Trade Association (EFTA), etc. Foreign trade between
any two regions is also referred to as inter-regional trade. Note that trade between
any two countries of different regions is based on the conditions of the trade
agreement or arrangements.

Compared to inter-regional trade, international trade refers to trade—the
export and import of goods and services—between the residents of any two
nations. India imports petroleum from the Organization of Petroleum Exporting
Countries (OPEC) and exports rice and readymade garments to these countries.
This is international trade. Although the basis of inter-regional and international
trade is essentially the same, a question that arises here is, ‘Why do nations engage
in foreign trade?’ or, in other words, ‘Why do nations export and import goods
and services?’ This question has been answered in the following section.

The basis of international trade

The basis of international trade is essentially the gain from trade. The gain appears
in the form of a larger supply at lower cost. Let us look at this fact in some detail.

All countries have their own resources—natural, human and manmade —
which they can utilize to produce goods and services to meet the needs of their
population. It is historically evident that countries have been enhancing their resources
to meet the increasing requirements of their people. This is how the economy of
each country has been functioning. So, why do countries engage in foreign trade?
Let us now look at the factors that motivate international trade.

According to Adam Smith, the father of economics, the basis of international
trade is essentially the same as that of trade between individuals. This is the eternal
human desire to consume more and better goods and services. For example,
when it comes to communication between any two persons, people have succeeded
in improving this, moving from oral communication to signals, postal services and
telephones to increasingly sophisticated mobile phones, the internet and other such
facilities. Similarly, when you look at long-distance travel, people have progressed
from walking, horse riding and bicycles, to car, bus, train, and airplane. It is this
kind of desire which motivates people to produce more and better goods and
services and improve the means of their production. While human wants are
unlimited and go on increasing, their resources remain limited. So, they tend to
specialize in production of goods and services they can produce most and at
lower cost and exchange these products with the products of others they need.
This kind of a natural tendency leads to trade between individuals and also between
nations. Let us look at this point in some detail.
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Why do people engage in trade?

Going by Smith’s reasoning, the ‘why trade’ question can be answered with
reference to trade between individuals. People trade because (i) their resource
endowment is limited, (ii) their wants are unlimited, and (iii) they are gain maximizers
by nature. Another fact of life is that there is a difference in the limited resource
endowments of people. The resource endowments of people refer to their mental
and physical abilities, their inherent and acquired skills, and their material means of
production (land and capital). These are limited and their nature, quantity and
quality differ from person to person. Given their resource endowments, people
cannot produce all the goods and services they want to consume at an affordable
cost. Besides, it is an empirical fact that while some people can produce a commodity
at a lower cost, some others can produce the same commodity only at a much
higher cost. This is so because the nature and quality of people’s resource
endowments differ from person to person. This causes a difference in their cost of
production. Since people are, by nature, cost minimizers and/or gain maximizers,
they tend to specialize in the production of a commodity whose production they
can maximize. This is called division of labour—a natural fact of human life.

Division of labour leads to specialization by individuals in the production of
those goods and services that they can produce more efficiently and at a lower
cost than others. And, since people want to consume all the goods and services
that they can afford, they exchange their products with one another in order to
minimize their cost of consumption. In the words of Smith, ‘It is the maxim of
every prudent master of a family never to attempt to make at home what it will
cost more to make than to buy. The tailor does not attempt to make his own
shoes, but buys them from a shoemaker. The shoemaker does not attempt to
make his own clothes, but employs a tailor.’ This kind of specialization by the
shoemaker and the tailor, and the exchange of their products, is gainful to both of
them. This leads to trade between them.

Why do nations engage in trade?

The basis of trade between nations is essentially the same as the basis of trade
between individuals. Countries differ in their resource endowments. While some
countries are endowed with better natural resources like vast fertile and cultivable
land, large mineral deposits, water and forest resources, better climatic conditions,
etc., some countries have larger human resources, and some others are better
equipped with capital and technology. Most countries have some kind of resource
imbalance. For example, India has a large supply of manpower but she lacks
capital and technology, minerals and other raw materials. Arab countries are rich
in oil, but they are deficient in technology and manpower. Japan is highly advanced
in automobile technology, but lacks iron ore and coal, etc. With highly advanced
technology and huge capital, the United States is deficient in manpower. Russia
has a vast landmass and highly advanced technology, but lacks agricultural potential.
The most important feature that characterize the distribution of world resources
are irregularity and imbalance. Possibly no country can claim self-sufficiency in its
resource requirements or a perfectly balanced supply of resources.
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The uneven distribution of resources provides the basis of foreign trade.
Due to resource endowment differentials, the production potentials, that is,
production capacity and efficiency, vary from country to country. While a country
may have a vast potential in the production of some commodities, it may be severely
handicapped in the production of others. Most countries, therefore, tend to
specialize in the production of commodities that they can produce more efficiently
(i.e., at a lower cost) than the others. This leads to international division of labour
and, th5r5bC, to a lower cost of production. Lower comparative costs are a
strong basis for international trade.

Check Your Progress

4. Define international trade.

5. What are the various types of formidable manmade barriers?

6. Why do countries trade?

7. Why is international economic important?

3.4 THEORIES OF INTERNATIONAL TRADE

Let it be noted at the outset that mercantilists’ view on foreign trade was related to
trade policy rather than to trade theory. Foreign trade has been going on since
time immemorial. The early economic thinkers, like mercantilists, had focused on
how to make foreign trade the source of economic power of the nations. In brief,
mercantilists suggested a nationalistic policy. Their views on foreign trade can be
summarized as follows:

 A country should export industrial goods and import only primary goods
(raw materials)

 A country must export more than it imports to ensure a high trade surplus.

According to Thomas Mun, a famous mercantilist, a trade surplus, i.e., the
surplus of exports over imports, determines the wealth and prosperity of a nation.
The trade surplus is accumulated in the form of bullion—gold and silver—which is a
mark of the wealth of a nation. He suggested that a country should adopt a policy of
promoting exports of industrial products and limiting its imports to just primary goods
(raw materials).The basic idea here was that the accumulation of wealth would make
a nation economically, politically, and militarily strong and able to colonize more
countries. This, in brief, is the mercantilist view on foreign trade.

The weaknesses of  Mun’s thoughts on trade were later pointed out by
Adam Smith. According to Adam Smith, the most serious logical weakness of
Mun’s ideas was that they were-self–contradictory. Essentially it meant that if all
the nations followed Mun’s policy, there would be either no trade or low trade or
no trade surplus. Secondly, under Mun’s trade policy, some countries would gain
at the cost of others. This would create conditions for restricting trade by the
losing countries. This could then reduce the prospects for trade. Thus, Adam Smith
found Mun’s trade policy to be anti-trade.
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Although Mun’s views on foreign trade and trade policy prevailed for more
than a century, he and other mercantilists had nothing to say about a theory of
trade, i.e., why countries engage in trade or why foreign trade is gainful. The
formulation of a trade theory began with Adam Smith. His theory of trade is
discussed below.

3.4.1 Theory of Absolute Advantage

Adam Smith, the father of economics, was the first to formulate a theory of
international trade. His theory of foreign trade is known as the theory of absolute
advantage. According to his theory, the basis of trade between any two countries
is the absolute cost advantage a country has in the production of a commodity
compared to costs in the other country. In simple words, trade between any two
countries takes place because each one can produce a commodity at a
comparatively lower cost.

To explain this further, let us say it is possible for all countries to produce
most of the commodities they need, in spite of their resource constraints. However,
given the resources of a country, the cost of production will vary from commodity
to commodity. While the cost of production of some goods is relatively low, that
of others is relatively high. In Adam Smith’s terminology, while a country has an
absolute advantage in the production of some goods, it has an absolute disadvantage
in the production of some other goods. Therefore, there is a general tendency for
countries to specialize in the production and export of goods in which they have an
absolute cost advantage and import goods in which they an absolute disadvantage.
For example, India can produce garments at a lower cost but pearls and precious
stones only at comparatively higher cost. It is therefore gainful for India to produce
and export garments and import pearls and precious stones.

Adam Smith’s absolute advantage theory of trade can be illustrated through
a simple example of two countries and two commodities. Going by the reasoning
of the theory of absolute advantage, let us make the following assumptions:

 There are only two countries, A and B, producing and consuming only
two commodities, X and Y

 Labour is the only factor of production, available in both countries

 Cost of production is measured in terms of labour cost

 Labour cost is measured in terms of man-hours per unit of output

To illustrate Adam Smith’s theory of international trade, let us suppose that
the labour cost of production of the two commodities, X and Y, in the two countries,
A and B, is given as shown in Table 3.1.

Table 3.1 Labour Cost (Man-Hours) Per Unit of Output

Country Commodity 

X Y 
A 30 60 

В 50 20 
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As Table 3.1 shows, country A can produce one unit of commodity X at the
cost of 30 man-hours whereas country  can produce one unit of X at the cost of
50 man-hours. Obviously, the production cost of commodity X in country A is
much lower than in country B. This means that country A has an absolute advantage
in producing commodity X compared to country B. In case of commodity Y, country
A needs 60 man-hours to produce one unit of Y, and country B needs only 20
man-hours. Thus, country  has an absolute advantage in producing commodity Y.
Under these cost conditions, if there is trade option, country A would specialize in
the production of commodity X and country  in commodity Y. Given their
specialization in the production of goods, country A will export commodity X and
import commodity Y, and country  would export commodity Y and import
commodity X. This is how trade takes place between any two nations.

Gains from Trade

According to Smith’s theory of absolute advantage, trade between the two
countries, A and B, benefits both of them. The gains from trade arises on account
of the following two factors:

1. Increase in the aggregate supply of both the goods, X and Y

2. Low price of both the goods because of lower costs in both countries

Let us now look at the reasons for these gains.

1. Increase in aggregate supply: The aggregate supply of both the goods,
X and Y, increases because each country employs its labour force to
produce a commodity whose labour cost is lower. Country A employs
its labour force to produce commodity X and country  to produce
commodity Y. Since the labour cost of these commodities is comparatively
lower, given their labour supply, country A can produce more of
commodity X and country  can produce more of commodity Y. This
increases the overall supply of both the commodities.

2. Availability of goods at a lower price: When trade opens between
the two countries, they specialize in the production of the low-cost goods.
Therefore, the cost of production goes down. When the barter rate is
determined on the basis of production costs, the price for each good
goes down. For example, in the absence of trade, country A, given its
labour cost structure, will have to sacrifice 2 units of X to produce 1 unit
of Y. But in case of foreign trade, country A will get 5 units of Y by
exporting 2 units of X, or may be less, if the barter exchange rate is fixed
otherwise. What happens in country B? When there is no trade, country
will also have to produce both the goods, X and Y. Given its labour cost
structure, the exchange rate in domestic trade in country  will be 1X 
50/20  2.5Y, or 1Y  20/50  0.4X. That is, country B will get only 0.4
units of X for 1 unit of Y. With trade, it will be 2 units of X.

Thus, foreign trade enables both countries to produce and consume a larger
quantity of both the goods at a lower price. This is how countries gain from foreign
trade. The overall gain to each country depends on their total exports and imports.
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Weaknesses of the Absolute Advantage Theory

The absolute advantage theory of trade is undoubtedly logically sound. However,
economists have pointed out some serious drawbacks of this theory.

First, the absolute advantage theory implies that trade between any two countries
would be mutually gainful only if each country has absolute advantage in the production
of at least one good and absolute disadvantage in another. It implies that if a country
has absolute advantage in the production both the goods and the other country has
absolute disadvantage in the production of both the goods, there is no basis of trade
between them. But this has not been found to be the case in reality.

Secondly, the absolute advantage theory is based on the labour theory of
value. This implies that labour is the only factor used in the production of a
commodity. In reality, however, capital is also used in the production of goods.
But Adam Smith ignored capital as a factor of production and the capital cost of
production.

Thirdly, even if it is assumed that labour is the only factor of production, as it
used to be in agricultural production in olden times, the labour theory of value has been
found to be invalid for value determination, especially in the case of foreign trade as it
also involves the cost of transportation.

3.4.2 Ricardian Theory of Foreign Trade: Theory of
Comparative Advantage

Adam Smith’s theory of absolute advantage, formulated in 1776, prevailed for four
decades, in spite of its weaknesses, until Ricardo formulated his own theory of
international trade in 1817 in his book, Principles of Political Economy and
Taxation. Ricardo pointed out the deficiencies in Adam Smith’s theory of foreign
trade and formulated his own theory, known as the comparative advantage theory
of trade. In this section, we will discuss the Ricardian theory of comparative advantage.

According to the Ricardian theory of comparative advantage, gainful trade
is possible between any two nations even if one of them has absolute advantage in
producing all the goods but has comparative cost disadvantage in producing one
of the goods. By using a two-country, two-commodity model, Ricardo
demonstrated that there can be gainful trade if one of the countries has an absolute
advantage in producing both the goods, but a comparative disadvantage in
producing one of the goods and the other country has a comparative disadvantage
in producing both the goods.

Assumptions

Before we proceed to explain Ricardo’s theory of comparative advantage, let us
look at the assumptions on which Ricardo postulated his theory of trade:

 The world consists of only two nations, A and B.

 Countries A and  produce and consume only two goods, X and Y.

 Labour is the only factor of production used by the two countries.

 Labour is homogenous in both the nations.

 Production technology in respect of both goods is given in each country.
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 The value of commodities is determined only in terms of their labour cost.

 Labour supply in both the countries is given and labour is fully employed.

 Labour is freely mobile within the country between industries but absolutely
immobile between countries.

 Production of the two goods, X and Y, is subject to constant returns and
constant costs.

 Markets for both goods are perfectly competitive in both the countries.

 Both countries follow a free-trade policy and there are no trade barriers.

 There is no transportation cost, i.e., goods are transportable at zero cost.

The Comparative Advantage Theory

To elaborate his theory, David Ricardo used a model of two countries namely,
England and Portugal, producing and consuming two goods namely, wine and
cloth. However, we use our own model consisting of two countries (A and B) and
two commodities (X and Y) to elaborate on the Ricardian theory of comparative
advantage. Let us assume that the cost structure for goods X and Y in the two
countries, A and B, is given as presented in Table 3.2.

Table 3.2 Labour Cost (Man-Hours) Per Unit of Output

Country Man-hour cost per unit of commodity 

X Y 

A 30 45 

В 60 50 

 
As the table shows, country A is more efficient in producing both the goods

as its cost of production is lower for both goods. However, a comparison of the
comparative cost of the goods (in terms of labour cost) in the two countries shows
that country A has a comparative advantage in producing commodity X and country
has a comparative advantage in commodity Y. Country A has a comparative
advantage in the production of X because its comparative production cost of X is
only 30/45  2/3 of the production cost of Y, but its comparative cost of Y is 45/30
= 1.5 times higher than the cost of commodity X. This means that country A has a
comparative disadvantage in producing commodity Y.

By the same logic, country  has a comparative advantage in producing
commodity Y as its production cost of Y is lower (50/60) than the production cost
of X (60/50) and it has a comparative disadvantage in producing X because its
relative cost is higher.

Thus, a comparison of the relative costs of the two goods in the two countries
reveals that the comparative cost of X is lower in country A and the comparative
cost of Y is lower in country B. This means that country A has a comparative advantage
in commodity X and country  has a comparative advantage in commodity Y.

The comparative advantages of countries A and in producing
commodities X and Y, respectively, can be explained further by using the
concept of opportunity cost. Given the labour supply, the opportunity cost of
producing a commodity is the quantity of the other commodity that has to be
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sacrificed. For example, in country A, the opportunity cost of producing 1
unit of Y is 45/30 1.5 units of X, that is, the opportunity cost of 1Y  1.5X,
and the opportunity cost of X is 30/45 2/3 units of Y. The opportunity costs
of X and Y in countries A and  are given in Table 3.3.

Table 3.3 Opportunity Cost* of X and Y

Country Per unit opportunity cost 

X Y 

A 30/45  0.67 units of Y 45/30  1.5 units of X 
В 60/50 1.2 units of Y 50/60  0.83 units of X 

 
* Opportunity cost calculated as labour-cost ratio.

As Table 3.3 shows, the opportunity cost of X ( 0.67 units of Y) in country
A is lower than the opportunity cost of Y (1.5 units of X). This means,

 
that country

A has to sacrifice only 0.67 units of Y to produce 1 unit of X whereas, in absence
of trade, it has to forego 1.5 units of X to produce 1 unit of Y. This shows that
country A has a comparative advantage in commodity X and a comparative
disadvantage in commodity Y.

In the case of country B, the opportunity cost of Y (0.83 units of X) is lower
than the opportunity cost of X (1.2 units of Y). This means that country  has to
sacrifice only 0.83 units of X to produce 1 unit of Y whereas in the absence of
trade, the country has to forego 1.2 units of Y to produce 1 unit of X. This means
that country  has a comparative advantage in commodity Y and a comparative
disadvantage in commodity X.

Thus, from the labour-cost structure of the two goods in the two countries as
given in Table 3.2, it may be concluded that there is no ground for trade between
countries A and B. However, according to the Ricardian principle of comparative
advantage, there is a strong basis for gainful trade between the two countries.
Country A would specialize in the production of commodity X and import
commodity Y; and country  would specialize in the production of commodity Y and
import commodity X. Both countries will benefit from trade.

Gains from foreign trade

We have discussed above the theory of comparative advantage and proved
theoretically that trade is gainful for both the nations. Let us now show how countries
A and B gain from foreign trade. The gains from trade can be assessed by comparing
the barter exchange rate of the two goods in the two countries without and with
trade. To begin with, let us suppose that both countries pursue autarky, i.e., the
policy of no foreign trade. They produce and consume both goods. Under these
conditions, the domestic barter exchange rate will be determined on the basis of
their labour cost (see assumptions). The domestic barter exchange rates in the
two countries under autarky are given below:

Domestic barter rate in country A

1X  30/45  0.67Y (1 unit of X can be exchanged for 0.67 units of Y)

1Y  45/30  1.5X (1 unit of Y can be exchanged for 1.5 units of X)
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Domestic barter rate in country

1X  60/50  1.2Y (1 unit of X can be exchanged for 1.2 units of Y)

1Y  50/60  0.83X(1 unit of Y can be exchanged for 0.83 units of X)

Given these barter rates between goods X and Y in countries A and B, let us
drop the assumption of autarky and assume that there is free trade between the
two nations. Under free trade conditions, going by the principle of comparative
advantage, country A would specialize in commodity X and import Y from country
B. Similarly, country  would specialize in commodity Y and import commodity X.

Now, whether the two countries gain from foreign trade depends on whether
the external barter rate (EBR), i.e., the terms of trade, is higher or lower than the
internal barter rate (IBR). As a rule, if the external barter rate is higher than the
internal barter rate for both nations, both of them gain from trade and vice-versa.
In simple terms, if EBR  IBR, the countries gain from foreign trade. By this criterion,
the gains of a country from foreign trade equals the difference between the internal
barter rate and external barter rate. That is, gains from trade  EBR – IBR. Let us
now compare the internal and external barter rates assuming country A specializes
in commodity X and country  in commodity Y. The internal and external barter
rates for both the nations and per unit gains from foreign trade, are given in
Table 3.4.

Table 3.4 Gains from Foreign Trade

Country Internal barter 
rate (IBR) 

External barter 
rate (EBR) 

Gain from trade* 

A 1X  0.67Y 1X  1.20Y 0.53Y per unit of X 

В 1Y  0.83X 1Y  1.50X 0.67X per unit of Y 

 * Gains from trade  EBR – IBR.

As Table 3.4 shows, in country A’s domestic market, 1X is exchanged for
0.67Y. However, when country A specializes in commodity X and exports it to country
B, it can get 1.20 units of Y in exchange. So country A gains 1.20Y–0.67Y  0.53Y per
unit of X. Similarly, in B’s domestic market, 1Y is exchange for 0.83X. But, when
country  specializes in Y and exports it to country A, it gets 1.50X in exchange for 1Y.
So country  gains 0.67X. This hypothetical example shows how foreign trade, under
Ricardo’s theory of comparative advantage, benefits the trading nations. The total gain
of each country depends on their total export and total import.

Distribution of gains: Which country gains more?

In the preceding section, it has been shown that foreign trade is gainful for both the
trading partners—countries A and B. A question that arises here is: Do both the
trading partners gain equally from trade? If not, what determines the distribution of
gains from trade between the trading partners?

The distribution of the gains from trade depends on the terms of trade, i.e.,
the external barter rate. In case of our two-country, two-commodity example, if
the terms of trade between countries A and  is determined exactly on the basis of
comparative advantage (as given in Table 3.4), both countries gain equally as per
their comparative advantage. For example, if country A exports 1X for 1.20Y, its
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gain equals EBR–IBR  1.20Y–0.57Y  0.53 units of Y per unit of X exported.
Similarly, when country  exports 1Y for 1.50X, it gains in terms of 0.67 units of X
per unit of Y exported. Thus, both countries will gain as per their comparative
advantage. No country gains at the cost of the other.

However, if the terms and conditions of trade between the two countries are
such that the terms of trade are determined differently, one country would gain more
and the other country less. For example, for country A, the possible gainful range of
terms of trade (i.e., external exchange rate) lies between 0.67Y and 1.20Y for 1X and,
for country B, the gainful terms of trade ranges between 0.83X and 1.50X for 1Y.
Given the lower and upper limits of the term of trade, the gains from trade depends on
how close the actual barter rate is to the upper limit of the gainful barter rate. For
example, if the terms of trade are so fixed that country A exports 1X for import of
1.20Y, and imports 1Y for 0.83X, it gets the total possible gains from trade. Similarly, if
country  exports 1Y for 1.5X and imports 1X for 0.63Y, then it gets the total possible
gains. In this case, both countries enjoy equal gains from trade. However, if the barter
exchange rate is fixed differently within the gainful range, the gains from trade get
distributed unequally between the countries.

This discussion takes us to the end of Ricardo’s theory of comparative
advantage. To sum up, according to Ricardo’s theory, a country specializes in the
production of commodities in which it has a comparative advantage over other
countries and exports its surplus output. In return, it imports those goods in which
it has a comparative disadvantage or least comparative advantage. This kind of
specialization is gainful to all the trading partners. This leads to the international
division of labour.

An exception to the law of comparative advantage

The Ricardian theory of comparative advantage appears to be theoretically sound.
There is, however, one exception to the law of comparative advantage. If one of
the two countries, A and B, has absolute advantage in both products but their
comparative advantage (measured in terms of labour-cost ratios) is the same, then
trade between them would not be gainful. For example, recall our labour-cost
data given in Table 3.5 with one modification. Say, the labour cost of commodity
Y changes from 45 man-hours to 25 man-hours. This modified table is reproduced
as Table 3.5.

Table 3.5 Labour Cost (Man-Hours) Per Unit of Output

Country Man-hour cost per unit of commodity 

X Y 

A 30 25 

В 60 50 

 
Note that the labour-cost ratios for the two goods in both the nations are

the same. As shown in the table, in country A, the labour cost-ratios for goods X
and Y is 30/25 which is exactly the same as 60/50. The reverse is also true as the
labour cost-ratio of 25/30 in A  50/60 in B. Under these conditions, trade will
not benefit wither country.
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Weaknesses of the Comparative Advantage Theory

Although Ricardo’s theory of comparative advantage is theoretically sound and
still retains the interest of economists, it has been severely criticized over time for
its simplifying assumptions. Ricardo’s critics have suggested many improvements,
which are briefly mentioned here along with the criticism.

 Labour not homogeneous: Ricardo assumed homogeneity of labour, which
he considered as an ‘approximation of reality.’ This is, in fact, unrealistic.
Labour is not homogeneous throughout the world. It varies in skill and
productivity. Besides, owing to a high degree of specialization, labour is not
mobile between occupations. Therefore, wage differentials are quite likely
to exist in the short-run, which affect the domestic and external rate of
exchange between commodities. Thus, the non-homogeneity of labour limits
the relevance and applicability of Ricardo’s theory of comparative advantage.

 Labour not the only factor of production: Even if one assumes that
labour is homogeneous and wages are uniform, labour is not the only factor
of production. Capital is another and equally important factor of production.
Ricardo’s treatment of capital as being either insignificant or being used in
fixed proportion to labour is again unrealistic. The factor combination varies
from industry to industry, depending on the technology used. Production of
some goods may be highly capital-intensive resulting in capital accounting
for a large part of its cost. Under such conditions, the labour theory of
comparative advantage would not apply.

Marshall tried to remove this shortcoming by expressing the value of traded
commodities in terms of ‘bales’ (a bundle of goods) which invariably
represents the labour and capital in the cost. Another way out has been
provided by Haberler through the introduction of the concept of opportunity
cost to the theory of trade. According to him the cost of each commodity
should be expressed in terms of loss of production of other commodities.
For example, if per worker and per day productivity in India is 10 kg of rice
or 20 kg of wheat, then the opportunity cost of 1 kg of rice is 2 kg of wheat
and vice versa.

 Demand-side ignored: The theory of comparative advantage concentrates
only on the supply side of trade. This means that as long as there is
comparative advantage in the production of a good, two countries will trade
their products. It also suggests that barter rates of exchange based on
comparative advantage would be beneficial to the trading partners. The
theory however does not answer the questions: (i) how are the price ratios
between trading partners determined? and (ii) what quantities would be
traded? Attempts were made by Mill, and then by Edgeworth and Marshall
to provide answer to these questions. Mill introduced the concept of reciprocal
demand, e.g., the demand by country A for the product of country B creates
demand for the product of country A. Later, Edgeworth and Marshall
translated the concept of reciprocal demand into offer curves and used
them for determining the quantum of trade between the two countries and
the prices thereof.
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 Invalid labour theory of value: The most serious attack on Ricardo’s
theory of comparative advantage was that it is based on the labour theory
of value whose validity is questionable. As mentioned above, goods are
produced not by using labour alone but by a combination of several factors of
production, mainly labour and capital. Some industries are highly capital-intensive,
e.g., the car industry. The capital content in the production of a car is much
larger than the labour content. The value of a car based on its labour content
alone would be highly unrealistic. This has a wider implication for the
determination of internal or external rates of barter between commodities.
For instance, the labour content in car production would be much less than
in wheat production. But this does not mean that a car is cheaper than
wheat. For example, suppose 100 man-hours and 10 machine-hours
produce 10 quintals of wheat, and 100 man-hours and 100 machine-hours
produce one car. If machine-hours used in the car and wheat production
are ignored, it will mean 1 car  10 quintals of wheat. But this method of
obtaining relative prices is absurd. This argument invalidates Ricardo’s theory
of comparative advantages.

Ricardo had assumed that the prices of commodities would be proportional to
the labour time embodied in the commodities, and had argued that the trade
pattern would be ultimately governed by the relative share of labour in the traded
commodities. Mill and Nassua Sr, however, pointed out later that prices might
not be strictly proportional to labour-time and this might affect trade patterns.
Mill also argued that it is not labour time but labour productivity that matters.

 Cost of transportation ignored: In the real world, transportation cost is
an important determinant of internationally traded goods. High transportation
costs may not only change the barter terms of trade, but also reverse the
trade pattern. This might change the pattern of specialization from the one
suggested by Ricardo’s theory of comparative advantage without
transportation costs. It has been shown empirically, by using distance as
one of the variables determining trade flows, that transportation costs alter
materially the actual trade flows.

 Specialization limited by the size of the countries: Graham has
demonstrated that complete specialization or international division of labour
is not possible in reality, even given the assumptions of the comparative
advantage theory. One practical limitation arises from differences in the size
of various countries. Some countries are much bigger in size and population
than others. This difference introduces differences in their production
possibilities, economic performance, and their needs. Such differences limit
the possibility of complete specialization in larger and smaller countries.
For examples, consider the case of India and Sri Lanka–India exports rice
to, and imports coffee from, Sri Lanka. According to the theory of
comparative advantage, India would specialize in rice and Sri Lanka in
coffee production. But, while it may be possible for India to meet the total
rice demand of Sri Lanka, it may not be possible for Sri Lanka to meet
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India’s total demand for coffee. Under these conditions, India will have to
allocate a part of her labour force to coffee production. Furthermore, Sri
Lanka may not be capable of buying the total exportable surplus of rice
from India. This imposes a limitation on India’s specialization in rice
production. Such cases reject the comparative cost theory of trade.

 Nature of goods limits specialization: Another kind of limitation to
complete specialization arises from commodities of high and low values. It
will be easier for countries producing commodities of high values to specialize
in high-value goods, but it is undesirable for countries producing low-value
goods to specialize in their production for a long time. Consider the case of
developed and developing countries. Most developing countries produce
and export primary goods (raw materials, agricultural products, etc.) and
import manufactured, high-priced, goods from developed countries. This
pattern of specialization and trade seriously injures the long-term economic
interest of developing countries. These countries, therefore, gradually adopt
the policy of import substitution. This case also negates the comparative
cost theory of trade.

Theory of Comparative Advantage in Money Terms

The Ricardian theory of comparative advantage, as discussed above, has been
expressed in real terms. Cost of production is expressed in terms of labour cost
and the exchange ratio in terms of quantity of traded goods that is, barter terms of
trade. In reality, however, goods are traded (exported and imported) between
nations in value terms, i.e., in terms of the money value of goods. The subsequent
refinements to the Ricardian theory reveal that the theoretical validity of the theory
of comparative advantage, in spite of its unrealistic assumptions, is not affected by
the use of money into the model. In specific terms, the conclusions of the theory of
comparative advantage are not altered when labour costs and the barter terms of
trade are expressed in terms of money. Money is introduced into the comparative
advantage model by assuming money wage rates. Labour cost is converted into a
wage cost (in money terms). The wage cost is then taken to be the price of the
goods in the two countries of the model.

Ricardo had expounded his theory of comparative advantage in real terms that
is, in terms of labour cost. Taussig has shown that the comparative advantage theory
can be converted into money terms. Taussig’s approach to express the comparative
advantage theory in money terms has been illustrated here by using our two-country,
two-goods model. For this purpose the labour-cost data (given in Table 3.2) has been
converted into money terms, i.e., in terms of wage costs, by assuming (i) the currencies
of countries A and  are dollar ($) and pound (£), respectively, and (ii) that wage rates
in both countries are the same, i.e., $10 and £10 per hour. For the sake of analysis,
wage rates in the two countries have to be expressed in terms of one currency. Let us
assume that the currency exchange rate is given as $1  £1.25. Based on these
assumptions, the labour-cost table (given in Table 3.2) has been converted into
wage-cost table as shown in Table 3.6.
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Table 3.6 Per Unit Wage Cost of Goods X and Y

Country Labour cost Wage rate*  
per hour ($) 

Wage cost** ($) Price ratio 

X Y X Y X:Y 
A 30 45 10 300 450 1:1.5 

В 60 50 8 480 400 1: 0.83 

 
* Wage rates expressed in terms of $. ** Wage cost  Man-hour X wage rate.

As Table 3.6 shows, when labour cost is converted into money terms,
i.e., in terms of wage cost, the inter-country price structure changes. As the
table shows, the wage-cost of commodity X ($300) is lower in country A than
that in country  ($480), and the price of commodity Y ($400) is lower in
country B than that ($450) in country A. Under these price conditions, it is
gainful for country A to specialize in commodity X and for country  to specialize
in commodity Y. Under this pattern of specialization, country A would export
its surplus output of X to country  and country  would export its surplus to
country A. Country A will import commodity Y from country  and country  will
import commodity X from country A. Foreign trade will benefit both countries.

The logic of gains from trade is simple. In the absence of foreign trade,
people of country A will pay $450 for 1 unit of Y. But when they import Y from
country B, they will pay only $400. So they gain by $50 per unit of Y. Similarly, in
the absence of foreign trade, the people of country  would have to pay $480 for 1
unit of X. But when they import it from country A, they have to pay only $450.
Thus, both countries gain from foreign trade.

Empirical evidence of the Ricardian theory

In the preceding section, we have discussed the Ricardian theory of comparative
advantage. In spite of its drawbacks, the Ricardian theory appears to be logically
sound. In this section, we give a brief description of the findings of some studies
which provide empirical evidence of the validity of the comparative advantage
theory of trade.

The first empirical test of Ricardian theory of comparative advantage was
conducted by MacDougall in 1951 and in 1952. He used labour productivity and
exports data for 25 industries in the US and the UK for the year 1937. In his data
analysis, MacDougall found that wage rates in the US were twice as much as in the
UK. Under this condition, the US would have a comparative advantage in the industries
in which its labour productivity was more than twice the wage rate in the UK. Similarly,
the UK would have a comparative advantage in the industries in which its labour
productivity was more than half the labour productivity in the US. Even under these
conditions, there was good possibility of trade between the two countries. However,
tariff rates in the two countries varied widely from industry to industry. So trade
between the US and the UK was restrictive. However, the two countries exported
their products to different countries on competitive basis. MacDougall tested the
Ricardian theory of trade on the basis of trade of UK and US with other nations
facing equal tariffs.
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MacDougall’s findings revealed that the US had a comparative advantage
in 20 out of 25 industries. That is, its labour productivity was more than twice that
of the UK. With regard to exports, the US exports were higher than those of the
UK in case of those industries in which US had a comparative advantage.
MacDougall’s findings were confirmed in later studies carried out Balassausing
trade data for 1950, by Stern using data for 1950 and 1959 and, and more recently,
by Golub and Hsieh using data for 1995. The findings of these studies provide
empirical evidence of the validity of Ricardo’s theory of comparative advantage.

3.4.3 Haberler’s Opportunity Cost Theory of Trade

As noted above, the classical theories of international trade—the absolute advantage
and comparative advantage theories—are based not only on invalid theory of
value but also on many unrealistic assumptions. Gotfried Haberler has made a
significant improvement in classical theories of trade, especially on Ricardian theory
of comparative advantage. In his own theory of trade, Haberler discarded Ricardo’s
restrictive assumptions of the labour theory value and introduced a more general
framework to formulate his theory. However, as has been proved below, his
analytical arguments and basic conclusion remain the same as that of the Ricardian
theory of comparative advantage. In brief, Haberler postulated in his theory of
trade that relative prices of different commodities are determined on the basis of
overall cost differentials, not on the basis of labour cost differentials as in the
comparative cost theory of trade. The overall cost differentials are measured in
terms of opportunity cost. Since Haberler’s theory of trade is based on opportunity
cost, his theory of trade is widely known as the opportunity cost theory of trade.
It is also known as the neo-classical theory of trade. In this section, we discuss
Haberler’s opportunity cost theory of trade. Before we proceed to discuss this
theory, let us explain the concept of opportunity cost.

Opportunity cost

Opportunity cost is essentially the opportunity lost due to the scarcity of resources.
In the context of production, the opportunity cost of producing a commodity, say
X, is the quantity of another commodity, say Y, which has to be sacrificed to
produce one additional unit of X. In our two-country, two-commodity model, the
opportunity cost of each commodity in the two countries is shown in Table 3.3. As
the table shows, in country A, the opportunity cost of 1 unit of X is 0.67 units of Y
and the opportunity cost of 1 unit of Y is 1.5 units of X. This implies that sacrificing
0.67 units of Y releases 30 man-hours which is just sufficient to product 1 unit of
X. It implies that when 1 unit of X is sacrificed, it releases 30 man-hours which just
enough to produce 0.67 units of Y. One can similarly work out the opportunity
cost of X and Y in country B. Having explained Haberler’s concept of opportunity
cost, we now proceed to explain Haberler’s opportunity cost theory of trade.

Opportunity cost and production possibility frontiers

Haberler’s theory of trade based on opportunity cost is illustrated by using the
production possibility curves, also called the production possibility frontier. A
production possibility curve represents the production frontier (especially of two
goods) that can be attained by using all available factors of production (especially
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labour and capital). In simple words, a production possibility curve shows the
various combinations of two goods that can be produced given the factor
endowments (labour and capital) of a country. Although Haberler’s theory of trade
is based on both the factors of production—labour and capital—his theory of
trade is generally explained by using labour as the only factor of production. In this
section, we show the derivation of the production possibility curve and the
opportunity cost of two goods, X and Y, in the two countries, A and B, under
constant cost conditions. Derivation of the production possibility curve under
increasing cost conditions is illustrated in the following section.

Derivation of the production possibility frontier

To derive the production possibility frontier or curve, let us recall our two-country,
two-commodity model along with the labour cost structure. Given the cost structure,
the production possibility curves are derived on the basis of the following simplifying
assumptions.

 Labour is the only factor of production.

 Labour-cost is as given in Table 3.2.

 Labour supply in country A is given at 360 million man-hours and in country
at 300 million man-hours.

 The labour cost of production is constant in both countries with respect to
both goods.

Given these assumptions, the production possibilities of the two goods in
the two countries can be worked out easily. For example, when country A employs
its total labour force of 300 million man-hours to produce commodity X, it can
produce 12 million units of X and no unit of commodity Y. If it employs its total
labour force to produce commodity Y, it can produce 8 million units of commodity
Y and none of X. And, if country A allocates its labour force to produce both the
goods, it can produce several combinations of goods X and Y. Similarly, when
country  puts its total labour force to produce only commodity X, it can produce 5
million units of X and no unit of commodity Y, and if it employs its total labour force
to produce commodity Y, it can produce 6 million units of commodity Y and no unit
of X. By allocating its resources to the production of both the goods, country  can
produce various combinations of X and Y.

A schedule of some possible combinations of the two goods that can be
produced by the two countries is given in Table 3.7.

Table 3.7 Production Possibilities of Commodities X and Y in Countries A and
(Million Units)

Country A Country В 

Commodity X Commodity Y Commodity X Commodity Y 

12 0.00 5 0.00 

9 2.00 4 1.20 

6 2.67 3 2.40 

4 4.00 2 4.00 

2 6.67 1 4.80 

0 8 0 6.00 
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A graphical presentation of the various combinations of goods X and Y (as
shown in Table 3.6) that can be produced by countries A and  yields their production
possibility frontiers. For example, by graphing the various combinations of goods X
and Y that country A can produce, we get A’s production possibility frontier, as shown
by the line AD in Figure 3.1 (a). Note that under the constant cost conditions, the
production possibility frontier takes the shape of a straight line. The slope of the straight
line production possibility frontier is constant, which shows a constant rate of opportunity
cost. Similarly, the production possibility frontier of country B, drawn in the same
manner, is shown by the line BD in Figure 3.1 (b).

Fig. 3.1 Production Possibility Frontiers

Having explained the derivation of the production possibility frontiers, let us
now see how the two countries gain from foreign trade.

Gains from trade under constant cost conditions

The gain (or loss) from trade lies in how trade changes the level of production and
consumption in the trading countries. One big advantage of production possibility
frontier introduced by Haberler is that it can be used to illustrate graphically the
gains from trade. Thus, given the production possibility frontiers of the two countries,
A and , their gain from trade can be assessed by comparing the total availability of
the two goods X and Y for consumption in the two countries without and with
foreign trade. For the purpose of comparison, the production possibility frontiers
of countries A and  are reproduced in Figure 3.2.

Consumption without foreign trade

To begin with, let us suppose that there is no trade between countries A and B. In
the absence of foreign trade, a country can consume only as much as it can produce.
Therefore, its production possibilities frontier represents its consumption frontier.
Given their production possibilities frontiers and their consumption needs, the two
countries can chose any point on the production possibility frontiers and produce
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and consume goods X and Y. For example, suppose country A chooses point K
on its production possibility frontiers AD in Figure 3.2 (a). At point K, country A
produces and consumes 9 million units of X and 2 million units of Y.

Similarly, suppose country  chooses point L on its production possibility frontier
in Figure 3.2 (b) At point L, country  produces and consumes 2.4 million units of X
and 3 million units of Y.

Fig. 3.2 Gains from Foreign Trade

Consumption gain from trade

Let us now suppose that the two countries specialize in the production of the
commodity in which they have a comparative advantage. As shown above, country
A has a comparative advantage in commodity X and country  specializes in
commodity Y. Therefore, country A specializes in X and country  in Y. Let us now
see how specialization changes the production and consumption conditions in
countries A and B.

When country A specializes in X, it allocates its total labour to produce this
commodity. Given its production cost (labour cost), it produces 12 million units of
X and 0 million of Y, i.e., the production combination of the two goods is given as
12 million of X and 0 million of Y. The consumer demand for X in country A (as
noted above) is 9 million of X. So country A has a surplus production of 3 million
of X  12 million of X less 9 million of X. Country A can exchange its surplus
product for Y produced by country B.

What happens in country B? Given its comparative advantage, it specializes
in commodity Y. By putting its total labour to produce Y, it can produce 5 million
units of Y and 0 units of X, i.e., its production combination is 5 million Y + 0 X.
Given its domestic demand for Y at 3 million units, country  has a surplus production
of 3 million Y  6 million Y–3 million Y. In simple words, country  has a surplus
production of 3 million Y. Country  would exchange its surplus 3 million of Y for
commodity X.
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Let us now see how the two countries gain from trade. The gains from trade
can be measured numerically and illustrated graphically. Let us first work out the
gains from foreign trade numerically and then illustrate it graphically. Given the
domestic commodity exchange rate in country  (as 1X  0.83 Y), country A gets
2.5 million of Y in exchange for its 3 million of X. So A’s domestic consumption of
Y increases from 2 million of Y to 2.5 million of Y. So country A gains in terms of an
additional consumption of 0.5 million of Y. Look at country B. Given the domestic
exchange rate in country A (as 1Y  1.5 X), country  gets 3 million of X. So its
consumption level of X increases from 2.4 million of X to 3 million of X. Thus,
country  gains in terms of an increase in its consumption of X.

These gains from foreign trade to countries A and  is illustrated graphically in
Figure 3.2. In the absence of trade, country A was at point K consuming 9 million units
of X and 2 million units of Y. With foreign trade, the availability of commodity Y  increases
by 0.5 million units. As a result, A’s consumption possibility frontier shifts upward from
AD to A2 D, with the production possibility frontier remaining the same (AD). As the
figure shows, A’s consumption of commodity Y increases by JK, and that of commodity
X remains the same (9 million units of X). Given its consumption possibility frontier,
country A may opt for any point other than point J. In that case, country A will have to
change its production and consumption pattern and also the trade pattern of goods X
and Y.

Similarly, in the absence of trade, country  would be at point L consuming
2.4 million units of X and 3 million units of Y. With foreign trade, the availability of
commodity X increases by 0.6 million units. Consequently, B’s consumption
possibility frontier shifts upward from BC to BC2 , with the production possibility
frontier remaining the same (BC). As the figure shows, B’s consumption of
commodity X increases by LM, and that of commodity Y remains the same
(3 million units of Y  ). Given its consumption possibility frontier, country  may opt
for any point other than point M. In that case, it will have to change its production
combination, consumption pattern, and also the trade pattern of goods X and Y.

This elaborate discussion of Haberler’s opportunity cost theory of trade
shows that the countries gain from foreign trade, even if one country has a
comparative advantage in producing both the goods.

3.4.4 Heckscher-Ohlin Theory: Factor Endowment
Theory

The Heckscher-Ohlin theory is based on certain simplifying assumptions, which
are briefly discussed as follows:

(i) Heckscher-Ohlin model assumes a two-country-two-commodity, two-
factor model: This kind of model is popularly abbreviated as 2 × 2 × 2
model. The original form of the theory includes two countries (America and
Britain), two products (cloth and steel), and two factors (labour and capital).
In our analysis, however, we will use our own model, including two countries,
A and B, and two commodities, X and Y, and two production factors, labour
(L) and capital (K).
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(ii) Production technology in both countries is given: Ohlin assumed that
‘the physical conditions of production... are everywhere the same.’ It implies
that the production function in both the countries is the same but it is different
for each commodity. This means that if factor prices are the same in both
countries, they will use the same combination of labour and capital to produce
a commodity (X or Y). In reality, however, factor prices are not the same.
Therefore, countries use a different factor combination to produce a
commodity.

(iii) Production of both goods is subject to constant returns to scale: This
assumption implies that a proportionate change in all inputs (L and K) causes
output to change in the same proportion, i.e., if quantity of labour and capital
is doubled, output is also doubled. This assumption may not be applicable
to firms, but it is a fairly realistic assumption for the industry as a whole.

(iv) Commodity X is labour intensive and commodity Y is capital
intensive: This means that, given the factor prices, production of commodity
X requires more labour per unit of capital than commodity Y and production
of commodity Y requires more units of capital per unit of labour than
commodity X. In precise terms, the labour-capital ratio (L/K) in industry X
is higher than in industry Y, and capital-labour ratio (K/L) in industry X is
lower than in industry Y.

(v) Specialization is incomplete: Incomplete specialization means that no
country specializes in a single commodity and, even with trade, both countries
A and B produce both the goods X and Y. This assumption implies that
demand for X and Y are so large in both the countries that imports do not
meet their total individual domestic demand for any commodity.

(vi) There is perfect competition in both product and factor markets in
both countries: This implies the absence of monopolistic and oligopolistic
structure in both product and factor markets. It means that prices of products
and factors are determined by market forces and a change in market
conditions forces adjustment in production and consumption and also in the
demand for and supply of factors.

(vii) Factors are perfectly mobile within a country but perfectly immobile
between countries: This assumption is in line with those made by Ricardo.
Perfect mobility of factors within the country implies that wage rate and
rentals are the same in all industries of the country, i.e., in both the industries,
X and Y, in our example. Perfect immobility of factors between nations
means that the institutional arrangements between nations are such that labour
and capital cannot move freely between countries A and B.

(viii) Tastes and preferences in both countries are uniform: This assumption
implies that indifference curves for commodities X and Y are identical in
both countries A and B. It implies also that given the prices of X and Y and
the levels of incomes, consumers in both countries would buy the same
quantity of the goods X and Y.

(ix) There is free trade between nations: Free trade means that there is no
restriction and use of tariffs, quotas or exchange control on the movement
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of goods between nations. Exporters are free to export goods abroad, and
importers are free to import from abroad.

(x) There is no transportation cost: This assumption is made to disregard
changes in market-determined product prices. It implies also that product
price is determined absolutely by its cost of production, and not by any
other element of cost. Transportation costs, if included, may change the
final price of the product. If transportation cost is significantly high, it may
overweigh the differences in the cost of production in the two countries and
may alter the trade pattern.

(xi) All the resources are fully employed: Full employment of resources is
assumed to make sure that factor prices are determined at their competitive
equilibrium level. Unemployment may cause instability in factor prices and
disturb the factor market equilibrium.

Having noted the assumption of the Heckscher-Ohlin theory of international
trade, we will now discuss some of its basic concepts.

Factor Intensity, Factor Abundance and the Production Possibility Frontier

Having noted the assumptions of Heckscher-Ohlin theory of international trade,
let us now look at the basic concepts used in the development of this theory,
including concepts like factor endowments, factor intensity, factor abundance, and
production possibility frontier. These concepts expressed quantitatively are
interrelated and interdependent.

The factor endowments (labour and capital) of a country determine its
production possibilities—what and how much can be produced and at what cost.
Given factor endowments and technology, the production possibilities depend on
factor intensity—what factor proportion is used to produce a commodity. Factor
intensity depends on the factor abundance—that is, the quantity available of each
factor. Thus, factor intensity and factor abundance determine the production
possibilities of a country. As such, the two concepts that form the basis of the
Heckscher-Ohlin theory of international trade are factor intensity and factor
abundance. These concepts are explained and illustrated here in detail.

Factor intensity

Factor intensity refers to factor ratio used in the production of commodities. Factor
ratio is measured in terms of the capital-labour (K/L) ratio or the labour-capital
(L/K) ratio used in the production of one commodity as compared to that used in
another commodity. In our two-commodity model, if capital-labour ratio (K/L) is
significantly higher in the production of a commodity Y than the K/L in the production
of commodity X, then commodity Y is capital intensive. For example, if producing
one unit of Y requires three units of capital and two units of labour, and production
of one unit of X requires one unit of capital and two units of labour, then factor
ratios are expressed as follows.

 Factor ratio in commodity Y = K
y
/L

y
= 3/2

 Factor ratio in commodity X = K
x
/L

x
 = 1/3
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Since K
y
/L

y
= 3/2 is significantly higher than K

x
/L

x
 = 1/3, commodity Y is capital

intensive and commodity X is labour intensive. Factor intensity of commodities X
and Y in a country is illustrated in Figure 3.3. Suppose the isoquant for commodity
Y is given by the curve marked Y = 10 and the isoquant for commodity X is given
by the curve marked X = 10. Suppose also that factor-price ratio in case of both
the goods is given by line FP. Isoquant Y = 10 is tangent to line FP at point E

Y
. This

means that the most efficient factor ratio (K/L) for producing 10 units of commodity
Y is OK

2
 units of capital and OL

1
 units of labour. Thus, in the case of commodity Y,

the factor ratio (K/L) equals OK
2
/OL

1
. Similarly, isoquant X = 10 is tangent to line

FP at point E
X
. This means that the most efficient factor ratio (K/L) for producing

10 units of commodity X is OK
1
 units of capital and OL

2
 units of labour. Thus, in

the case of commodity X, the factor ratio (K/L) equals OK
1
/OL

2
. We can now

compare the factor ratios and find the factor intensity for commodities X and K.
As Figure 3.3 shows, OK

2
>OK

1
, and OL

1
<OL

2
. By comparing the K/L ratios at

points E
y
 and E

x
, we find that

Fig. 3.3 Factor Intensity for Commodities X and Y

This means that commodity Y is capital intensive and commodity X is labour
intensive. Thus, factor intensity determines whether production of a commodity
capital-intensive or labour-intensive.

Factor abundance

Factor abundance refers to the relative supply position of the factors – labour
and capital – in two countries. There are two criteria for judging factor abundance
of a country: (i) aggregate factor ratio, and (ii) factor-price ratio. These two criteria
are explained below.

(i) Aggregate factor-ratio criterion: According to factor ratio criterion, a
country, say country A, is capital abundant compared to country B if capital-
labour ratio (K/L) in country A is higher than that in country B. That is, country A
is capital abundant compared to country if
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(where K and L represent the total supply of capital and labour and the subscripts
stand for countries A and B, respectively).

(ii) Factor-price ratio criterion: According to factor-price ratio criterion, a
country, say country A, is capital abundant compared to country B, if capital is
relatively cheaper in country A than in country B. According to this criterion, factor
abundance can be defined as follows. Country A is capital-abundant if:

where P
L
 = wage rate (w) and P

K
 = capital rentals (r).

By substitution, this criterion can also be expressed as

where r and w are capital rentals and wage rates, respectively.

By the same criterion, country B is labour abundant, if

Factor endowments and the Production Possibility Frontier

In this section, we illustrate production possibilities frontiers (PPFs) with the factor
endowments of countries A and B. Let us suppose that country A is capital abundant
and country B is labour abundant and that commodity X is capital intensive and
commodity Y is labour intensive. It means that capital-abundant country A can
produce relatively more of capital-intensive commodity X and labour-abundant
country B can produce relatively more of labour-intensive commodity Y. The PPFs
of countries A and B are shown in Figure 3.4.

Fig. 3.4 Production Possibility Frontiers of Countries A and B
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The curve AA represents the production possibility frontier of capital-
abundant country A and curve BB represents the production possibility frontier of
country B. The shape of production possibilities frontiers shows the possibility of
product mix that countries A and B can produce. Since country A is capital abundant
and commodity X is capital intensive, country A’s production possibility frontier
AA is skewed towards the horizontal axis, which measures commodity X. Likewise,
since country B is labour abundant and commodity Y is labour intensive, country
B’s production possibility frontier BB is skewed towards the vertical axis, which
measures commodity Y. In brief, production possibility frontiers AA and BB show
the factor endowments and production possibilities in countries A and B, respectively.

Heckscher-Ohlin Theory of Trade: Trade Theorem

Having explained the concepts of factor intensity and factor abundance and
illustrated the Production Possibility Frontiers of the two countries, we now discuss
the Heckscher-Ohlin theory of international trade. It should be noted at the outset
that the Heckscher-Ohlin theory can be stated in terms of two theorems as stated
below.

 Theorem I: Heckscher-Ohlin Trade Theorem: A country specializes in
production and export of a commodity whose production requires intensive
use of its relatively abundant and cheap factors and it imports a commodity
whose production requires intensive use of its relatively scarce and costly
factors. The Heckscher-Ohlin trade theorem is simply called the Heckscher-
Ohlin theorem.

 Theorem II: Factor-Price Equalization Theorem: International trade
causes equalization of factor prices across nations by equalizing productivity
of homogeneous factors. Since Samuelson had later made significant
improvements in the theorem, the factor-price equalization theorem is often
referred to as Heckscher-Ohlin-Samuelson theorem.

We will now discuss the Heckscher-Ohlin trade theorems and show general
equilibrium in production and trade. However, to fully comprehend the Heckscher-
Ohlin trade theorem, we begin by looking at the equilibrium of individual countries
in autarky, i.e., the equilibrium of individual countries without foreign trade.

Equilibrium in autarky
The equilibrium of countries A and B in autarky is illustrated in Figure 3.5. The
production possibility frontiers of countries A and B are given by the curves AA
and BB, respectively. The assumption that both countries have the same tastes and
preferences, is shown by their identical indifference curves. That is, indifference
curves IC

1
 and IC

2
 are common to both countries. The product-price ratio in country

A is given by the price line pp
a
, and for country B, it is given by the line pp

b
.

Note that indifference curve IC
1
 is tangent to A’s production possibility frontier

AA at point E
A
 and its product-price line pp

a
 is also tangent to both the curves at

this point. Point E
A
 is therefore the point of A’s equilibrium in autarky. At point E

A
,

the equilibrium condition is satisfied that is,
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At its autarky equilibrium, country A produces and consumes OM of commodity
Y and ME

A
 of commodity X. Its resources are fully employed.

Fig. 3.5 Equilibrium of Countries A and B in Autarky

Similarly, country B is in equilibrium at point E
B
, where B’s production possibility

frontier, its product price line pp
b
 and indifference curve IC

1
 are tangent to one

another. At point E
B
,

Therefore, point E
B
 satisfies the autarky equilibrium condition for country B. At its

autarky equilibrium, country B produces and consumes OQ of commodity X and
E

B
Q of commodity Y with full employment of its resources.

Heckscher-Ohlin Trade Theorem: Theorem I

Having shown the equilibrium of countries A and B in autarky, let us now explain
and illustrate the Heckscher-Ohlin trade theorem and general equilibrium with
trade and show the gains from trade.

General equilibrium with trade

Let us begin our analysis by recalling the equilibrium of countries A and B without
trade as shown in Figure 3.5. In the absence of trade, country A is in equilibrium at
point E

A
 and country B at point E

B
. When trade opens between the two countries,

the Heckscher-Ohlin theorem comes into operation. The capital-abundant country
A specializes in the capital-intensive commodity X, and labour-abundant country
B specializes in commodity Y. The relative prices of commodities X and Y change
in countries A and B due to specialization in production and trade. In country A,
the price of commodity X increases and that of commodity Y decreases. As a
result the price line pp

a
 rotates clockwise, shifting country A’s equilibrium

downwards below point E
A
. Likewise, with specialization and trade, the price of

commodity Y increases and that of commodity X decreases in country B. As a
result, the price line pp

b
 rotates anti-clockwise, shifting country B’s equilibrium

upwards above point E
b
. The clockwise rotation of pp

a
 and the anti-clockwise
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rotation of pp
b
 continues till relative product prices in both countries are equalized.

The new relative price line causes a shift in A’s equilibrium downwards along its
production possibilities frontier and B’s equilibrium upwards along its own
production possibility frontier. This completes the process of specialization and
proves the Heckscher-Ohlin theorem.

The final picture of production and trade in countries A and B is illustrated in
Figure 3.6. The production possibility frontiers AA and BB are the same as given
in Figure 3.5 and points Q and P in Figure 3.6 correspond to autarky equilibrium
points E

A
 and E

B
 in Figure 3.5. At point Q, country A produced and consumed

OX
2
 of commodity X and QX

2
 of commodity Y, and at point P, country B produced

and consumed PX
1
 of Y and OX

1
 of X. These were their points of equilibrium in

autarky. As noted above, with specialization and trade between the nations, relative
product prices tend to get equalized. With the equalization of relative product
prices, the relative price line for the countries becomes a uniform straight line as
shown by the price line JK in Figure 3.6. The new relative price line JK is tangent
to A’s production possibilities frontier at point T and at point R on B’s production
possibility frontier. This shows clearly that with trade, the equilibrium point of each
country shifts from its position in autarky. The equilibrium of country A shifts from
point Q to T and that of country B from point P to R.

Fig. 3.6 General Equilibrium with Trade: Heckscher-Ohlin Model

Gains from trade

Given the new production pattern, we can now find the trade pattern between the
two countries and their gains from trade. Note that the relative price line JK is
tangent to a higher indifference curve IC

2
 at point E—the point of consumption

equilibrium of both the countries. This implies that country A produces at T and
consumes at point E and country B produces at point R and consumes at point E.

The triangle ENT shows the trade pattern of country A and triangle RME
shows that of country B. Triangle ENT shows that country A exports NT of its
capital-intensive commodity X and imports EN of labour-intensive commodity Y.



Overview of International
Economics

NOTES

Self - Learning
Material 177

Likewise, triangle RME shows that country B exports RM of labour-intensive
commodity Y and imports ME of capital-intensive commodity X.

The gain from trade is clearly indicated by the fact that both countries have
moved to a higher social indifference curve—from IC

1
 to IC

2
. Note that point E

falls way above the production possibilities frontiers of both countries. This means
that foreign trade makes it possible for the trading nations to consume beyond
their production possibility frontier. It means international trade increases their
respective levels of consumption and raises their levels of living. This is gain from
trade.

Heckscher-Ohlin Trade Theorem: Theorem II

The factor price equalization theorem is, in fact, a corollary to the Hecksher-
Ohlin trade theorem. Ohlin had presented the theorem in a simple framework. It
was Paul Samuelson who provided a rigorous proof of the Heckcher-Ohlin
theorem of factor-price equalization. For this reason, the above theorem is also
referred to as the Heckscher-Ohlin-Samuleson theorem. In this section, we have
presented very briefly the basic theme of the theorem.

The factor price equalization theorem states that international trade brings
about an equalisation of the absolute and relative returns to homogeneous factors
of production and of their prices. In other words, the wages of homogeneous
labour and rentals to homogeneous capital will be the same in all the trading
nations.

Figure 3.7 illustrates the factor-price equalization theorem in our two-
country (A and B), two-commodity (X and Y) and two-factor (K and L) model
with our earlier assumptions (i) that country A is capital abundant and country B
is labour abundant and (ii) that commodity X is capital intensive and commodity
Y is labour intensive. In Figure 3.7, lines KALA and KBLB are pre-trade isocost
of countries A and B, respectively. The slope of the isocost lines gives the factor
price ratio (w/r). Since isocost KALA and KBLB have different slopes, the factor-
price ratios are different in countries A and B.

 

Fig. 3.7 Factor-Price Equalization
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Let us now show that factor prices tend to be equal in country A and B
with growth of trade. Suppose that before trade, country A produced at point C
and country B at point E. When country A increases its specialization in production
of the capital-intensive commodity X, its demand for capital increases and that
for labour decreases. Consequently, price of capital (r) increases and the wage
rates decrease. As a result, point KA shifts towards point KC and point LA shifts
towards point LC. This process continues until the factor-price ratio line or isocost
line KALA reaches the position of isocost KCLC. Similarly, when country B
increases its specialisation in the production of labour-intensive commodity Y, its
demand for labour increases, and demand for capital decreases. As a result, wage
rates (w) tend to increase and capital rentals (r) tend to decrease. Consequently,
point LB shifts towards point LC and point KB shift towards point KC. This
process continues until isocost line KBLB shifts to the position of KCLC. Finally,
both the nations A and B reach the same isocost KCLC. Note that A’s isoquant
X is tangent to isocost KCLC at point D and B’s isoquant Y at point F. At these
points, the slope of KCLC is the same. Therefore, the factor-price ratio is the
same in both nations. This means that the factor prices are equalized in both the
countries.

International trade not only reduces international differences in factor prices,
but also brings about a complete equalization in relative product prices. This
happens because as long as there is a difference in the relative factor prices, trade
between countries will continue to increase. As trade increases, the difference in
relative factor prices and, therefore, in relative commodity prices will decrease.
When relative commodity prices tend to equalize between nations, the comparative
advantage tends to disappear. Ultimately, both relative factor prices and
commodity prices equalize between the nations.

In the final analysis, when general equilibrium is attained across countries,
the following conditions hold:

 Factor-ratios are equalized, i.e.,

This condition is fulfilled at points D and F simultaneously.

 Factor-price ratios are equalized, i.e.,

or 

This condition is also fulfilled where the first condition is fulfilled.

 Relative commodity prices are equalized, i.e.,

This condition is satisfied when the first two are satisfied.

These conclusions provide proof of the factor-price equalization theorem.
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Check Your Progress

8. Mention two drawbacks of the Absolute Advantage Theory.

9. Who conducted the first empirical test of the Ricardian theory of comparative
advantage?

10. What is the basic premise of Haberler’s Opportunity Cost Theory of trade?

11. List the criteria used for judging factor abundance of a country.

12. Name the two concepts which determine the production possibilities of a
country.

13. List the two important dynamic factors considered in the trade theory.

3.5 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. International economics is a branch of economic science that studies the
causes and consequences of international economic transactions, the policy
measures adopted by trading countries, and their repercussions for individual
and the international economy.

2. The non-tariff measures include the following:
(a) Imposition of quotas on imports
(b) Subsidization of exports
(c) Currency devaluation
(d) Dumping, i.e., exporting goods at a price lower than the domestic price

3. One important feature of the international economic system has been the
emergence of new international economic orders, new economic institutions
and organizations, formation of trade groups and custom unions, and formation
of international economic organizations, to solve emerging problems.

4. International trade may be defined as exchange of goods and services
between the residents of a given country and those of the rest of the world.

5. The various types of formidable man-made barriers are import and export
duties and quotas, exchange controls, non-tariff (hidden) barriers which put
countless obstacles to the free movement of goods and services between
one country and the other.

6. The uneven distribution of resources provides the basis of foreign trade.
Due to resource endowment differentials, the production potentials that is,
production capacity and efficiency, vary from country to country. While a
country may have a vast potential in the production of some commodities, it
may be severely handicapped in the production of others. Most countries,
therefore, tend to specialize in the production of commodities that they can
produce more efficiently (i.e., at a lower cost) than the others. This leads to
international division of labour and lowers the cost of production. Lower
comparative costs are a strong basis for international trade.
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7. The importance of international economics lies in having a complete and
comprehensive understanding of the dimensions of the following international
economic issues:

(a) Dynamics of the international economic mechanism
(b) What kind of internal and external economic policies are being adopted

by different nations
(c) How economic policies adopted by different countries affect the

foreign trade and domestic economy of other countries

8. Two drawbacks of the Absolute Advantage Theory are the following:
(a) The absolute advantage theory is based on the labour theory of value.

This implies that labour is the only factor used in the production of a
commodity. In reality, however, -capital is also used in the production
of goods. But Adam Smith ignored capital as a factor of -production
and the capital cost of production.

(b) Even if it is assumed that labour is the only factor of production, as it
used to be in agricultural production in olden times, the labour theory
of value has been found to be invalid for value determination, especially
in the case of foreign trade as it also involves the cost of transportation.

9. The first empirical test of Ricardian theory of comparative advantage was
conducted by MacDougall in 1951 and in 1952.

10. In brief, Haberler postulated in his theory of trade that relative prices of
different commodities are determined on the basis of overall cost differentials,
not on the basis of labour cost differentials as in the comparative cost theory
of trade. The overall cost differentials are measured in terms of opportunity
cost.

11. The criteria used for judging factor abundance of a country are the following:
(a) aggregate factor ratio
(b) factor price ratio

12. Factor intensity and factor abundance determine the production possibilities
of a country.

13. The two important dynamic factors considered in the new trade theory are
the following:

(a) Technology gap and imitation lag
(b) Product innovation and product cycle.

3.6 SUMMARY

 The study of the factors and forces behind these kinds of international
transactions constitutes the central theme of international economics. The
basic objective of international -economics is to identify and analyse the
role of the factors and forces that drive international economic -transactions
and also the consequences thereof.
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 The theories of international trade constitute the basic and most important
subject matter of international economics.

 Another important area of study under international economics is the theory
of exchange rate determination. As noted earlier, after the downfall of the
gold standard in 1914, a big issue that arose was how, and at what rate, to
convert the currency of one country into that of another.

 The importance of international economics has increased significantly over
the past quarter century owing to the rapid increase in the volume and patterns
of international economic transactions and the simultaneous increase in the
number international economic problems at the global and domestic levels.

 The principles underlying international trade in goods and services are
essentially the same as those governing internal trade (or trade within a
country).

 The distinction made by classical economists between national and
international trade was grounded on the notion of geographic mobility of
factors of production.

 The distinction between internal and international trade is more obvious in
international monetary or currency differences, within the nation, monetary
laws and the financial systems and arrangements are the same for all regions.

 International trade is essentially a mechanism which links the countries of
the world through commodity trade, service flows and factor movements.

 Compared to inter-regional trade, international trade refers to trade—the
export and import of goods and services—between the residents of any
two nations. India imports petroleum from the Organization of Petroleum
Exporting Countries (OPEC) and exports rice and readymade garments to
these countries. This is international trade.

 The basis of international trade is essentially the gain from trade. The gain
appears in the form of a larger supply at lower cost.

 Adam Smith, the father of economics, was the first to formulate a theory of
international trade. His theory of foreign trade is known as the theory of
absolute advantage.

 Although Ricardo’s theory of comparative advantage is theoretically sound
and still retains the interest of economists, it has been severely criticized
over time for its simplifying assumptions.

 The law of reciprocal demand forms the basis of the determination of the
barter rate of exchange between two nations.

 The offer curve of a nation can be derived by using its production possibility
curve and its community indifference curve.

 Another tool used in analysing foreign trade equilibrium is social indifference
curve. The social indifference curve is also called the community indifference
curve.

 The two concepts that form the basis of the Heckscher-Ohlin theory of
international trade are factor intensity and factor abundance.
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 The factor price equalization theorem states that international trade brings
about an equalisation of the absolute and relative returns to homogeneous
factors of production and of their prices. In other words, the wages of
homogeneous labour and rentals to homogeneous capital will be the same
in all the trading nations.

3.7 KEY TERMS

 Balance of Payments (BOP): It is the annual accounting of receipts and
payments arising out of autonomous transactions of a country with the rest
of the world.

 Opportunity Cost: It is essentially the opportunity lost due the scarcity of
resources.

 Domestic Inter-Regional Trade: Trade between different regions of the
domestic economy of a country is known as domestic inter-regional trade.

 International Trade: It refers to trade—the export and import of goods
and services—between the residents of any two nations.

 Factor Intensity: It refers to factor ratio used in the production of
commodities.

3.8 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What kinds of transactions are included in international economic
transactions?

2. How is international economics different from the economics of the domestic
economy?

3. State the two theorems of the Heckscher-Ohlin Theory of International
Trade.

4. What are the weaknesses of the Comparative Advantage Theory?

Long-Answer Questions

1. Discuss the scope of international economics.

2. Discuss in detail the difference between internal and international trade.

3. Explain the classical theories of trade.

4. Describe the factor price equalization theorem of Samuelson.

5. Examine the Opportunity Cost and Heckscher-Ohlin Theory of International
Trade.
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UNIT 4 TERMS OF TRADE, WTO AND
BALANCE OF TRADE

Structure

4.0 Introduction
4.1 Objectives
4.2 Concept and Types of Terms of Trade

4.2.1 Factors Affecting Terms of Trade
4.3 Tarrif and Non-Tariff in International Trade

4.3.1 Tariff Barriers
4.3.2 Non-Tariff Barriers

4.4 World Trade Organization
4.4.1 Objectives of the WTO
4.4.2 Functions of the WTO
4.4.3 WTO Agreements
4.4.4 Principles of WTO
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4.5.3 Methods of Correction of Imbalance of Payment
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4.10 Self-Assessment Questions and Exercises
4.11 Further Reading

4.0 INTRODUCTION

When it comes to international trade, the Terms of Trade (TOT) is an essential
concept as it deals with the relative price of exports in terms of imports. It is generally
defined as the ratio of export prices to import prices or as the amount of import
goods an economy can purchase per unit of export goods. The terms of trade is
significant for a country, in a sense that an improvement in it allow that country to
buy more imports for any given level of exports. Along with this concept, this unit
also discusses the concepts of balance of payment and trade, tariff and non-tariff,
and the establishment of the WTO.

4.1 OBJECTIVES

After going through this unit, you will be able to:

 Understand the concept of terms of trade

 Describe the objectives and functions of World Trade Organization
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 Discuss the Balance of Trade (B.O.T) and its relationship with Balance of
Payment

 Explain the methods of correcting imbalance of payment

4.2 CONCEPT AND TYPES OF TERMS OF
TRADE

In our discussion till now, we have ignored the direct and indirect impact that a
change in a country’s terms of trade may exert on (i) its economic gains from
trade, (ii) its economic growth and potential, and (iii) its social welfare. If we take
into consideration these ‘spill-over’ effects, several alternative concepts of terms
of trade come up for consideration.

It is for this reason that economic literature contains several alternative
measures of terms of trade with corresponding names assigned to them. Some of
them are so abstract in nature that their practical usefulness is reduced to zero. We
shall ignore them. Instead, we shall take up a brief discussion of those measures
which have some practical usefulness.

For the sake of clarity of exposition, in the discussion that follows, the country
with reference to which the terms of trade are discussed and measured shall be
given the name ‘Home Country’ or Country H or simply H. In contrast, a country
with which Country H is trading shall be referred to as ‘Foreign Country’ or Country
F, or simply F. Similarly, except the Home Country, all other countries put together
shall be referred to as ‘rest of the world’ or simply W. Following are the types of
TOT:

1. Commodity Terms of Trade (TT
c
)

This is the most popular measure and is also known as the Net Barter Terms of
Trade, or the Unit Value Index. It is the ratio of the price index number of exports
to the price index number of imports of the country in question, say the Home
Country (or Country H). Symbolically, this ratio may be written as

TT
c
 = (P

x
 / P

m
)100

where, TTc stands for the commodity terms of trade of country H, P
x
 stands for

the price index of its exports and Pm stands for the price index of its imports. It
should be noted that being price index numbers, both P

x
 and P

m
 have to be estimated

with reference to some base-period prices. To put it more precisely, instead of P
x

we should have (P
x1

/ P
x0

) × 100, where P
x0

 represents the price level in the base
period, and Px

1
 represents price level in the ‘current’ period. Similarly, instead of

P
m
, we should have (P

m1
/P

m0
) × 100. And accordingly, our measure of commodity

terms of trade for the Home country becomes

 TT
c

= [{(P
x1

/ P
x0

) × 100} / {(P
m1

/P
m0

) × 100 }] × 100
= [{ (P

x1
/ P

x0
)} / {(P

m1
/P

m0
) }] × 100

= [{ (P
x1

/ P
m1

)} / {(P
x0

/P
m0

) }] × 100.
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It should be noted that an increase in the numerical value of TTc represents a
corresponding improvement in the terms of trade of the Home country (H) and
vice versa.

Being weighted averages of prices, the price indices of exports and imports are
called ‘Unit Value Indices’. Therefore the terms of trade, as measured above, are
also known as the Unit Value Index. It should also be noted that in this measure,
P

x0 
is the weighted average of the prices of export items of Country H in the base

period. Similarly, P
x1 

is the weighted average of prices of its exports in the ‘current’
period. The weights assigned to individual export items remain unchanged from
the base to the current period. Corresponding observations apply to the estimates
of index numbers of import prices also.

Example 4.1: In Table 4.1, the unit value index (or price index) of both exports and
imports in the base period 1978–79 is 100. As a result, the net barter terms of trade
in 1978–79 are also (100/100) × 100 = 100. In 1969–70, the terms of trade were
(44.0/35.2) × 100 = 125.0; in 1989–90, they were (276.6/228.4) × 100 = 121.1;
in 1995–96, they were (484.2/351.0) × 100 = 137.9; and in 2001–02, they were
(618.0/492.9) × 100 = 125.4. It should be noted that change in the value of TT

c

depends upon the relative change in the export and import price indices. Thus, TT
c

registers an increase if percentage increase in P
x
 exceeds the percentage increase in

P
m
, or if percentage decline in P

x
 is less than percentage decline in P

m
. Similarly, TT

c

registers a decline if percentage increase in P
x
 is smaller than percentage increase in

P
m
 or if percentage fall in P

x
 is more than percentage fall in P

m
.

Table 4.1 Net Barter Terms of Trade of India for Selected Years
(Base 1978–79=100)

Year 1969–70 1978–79 1989–90 1995–96 2001–02

Exports* 44.0 100.0 276.6 484.2 618.0
Imports* 35.2 100.0 228.4 351.0 492.9
Terms of Trade** 125.0 100.0 121.1 137.9 125.4
Percentage Change over
    the Preceding Column (–) 20.0 (+) 21.1 (+) 13.9 (–) 9.1

* Unit Value Index, that is, the weighted average of prices.
** (Unit Value Index of Exports/Unit Value of Imports)×100.
N.B. TTc figures do not provide any information regarding the change in total gains from trade.

Source: Economic Survey, 2002–03

An increase (reduction) in the numerical value of TTc is taken to mean that
terms of trade of Country H have improved (deteriorated or worsened); and that
its gain per unit of exports has also gone up (decreased). However, to measure a
change in total gain from trade, shift in terms of trade should be multiplied by the
shift in total exports. Thus, in our numerical example given above, for India, per
unit gain from foreign trade was lower in 1978–79 than it was in 1969–70. The
decline was [(100.0 – 125.0)/125.0] × 100 or (–) 20%. Compared with 1978–
79, there was an improvement in 1989–90 by [121.1 – 100.0)/(100.0)] × 100 or
21.1%. Similarly, compared with the position in 1989–90, TTc improved in 1995–
96 by [(137.9 – 121.1) / (137.9)] × 100 or 13.9% But in 2001–02, compared
with the position in 1995–96, there was a decline in TT

c
 by [(125.41 – 137.9) /

125.4] × 100 or (–) 9.1%.
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Limitations of TT
c

Even though Commodity (or Net Barter) Terms of Trade measure is quite popular,
it suffers from certain drawbacks including the following:

 Problems associated with price index numbers: Since this measure is
a ratio of two price index numbers, it suffers from all those limitations from
which price index numbers themselves suffer. They include, for example,
problems associated with the choice of the base period, the assumption
that the base period was normal, the choice of weights, the method of
averaging, and so on. Till now, these problems have not yet been solved on
a scientific and satisfactory basis.

 Stock versus flow variables: Price is a stock variable, while (like a flow
variable) this measure covers a period of time. This poses some conceptual
problems of its own for which only imperfect solutions are available.

 Causes of price changes: TTc measure ignores the forces which affect the
demand and supply functions of exports and imports of a country. A detailed
study of these forces reveals that the usual conclusions drawn from a change
in this measure of terms of trade can become invalid or even misleading.

For example, a large number of economies are experiencing a rapid
transformation, including adoption of technological innovations, introduction
of new products, changes in product quality, changes in production costs,
and so on. Similarly, consumer preferences and spending habits are also
undergoing rapid changes in response to ‘demonstration effect’ and various
forms of ‘non-price competition’. Another noteworthy development is the
fact of a growing dependence of some export industries on imported inputs.

 Product differentiation: The phenomenon of product differentiation,
brand names, and changes in quality and specifications of internationally
traded goods has become widespread and indices of export and import
prices are becoming increasingly less representative.

 Trade with non-economic considerations: Certain categories of trade
transactions (like defence deals) are determined primarily on political and
other non-economic considerations, rather than bargaining strength of a
country in economic sense of the term. To the extent this happens, this
measure of terms of trade becomes non-representative.

 Gains from trade: This measure of terms of trade estimates a change in gain
per unit of trade. In most cases, we are interested in estimating a change in
total gain from trade. And for that we also need to know the volume of trade.
Even with a small per unit gain, a big country is likely to have much larger total
gain because of a large volume of its trade than the total gain of a small country
with a much larger per unit gain but having a small volume of trade.

2. Gross Barter Terms of Trade (TT
g
)

This measure was introduced by F.W. Taussig. It uses relative change in a country’s
volume of exports and imports as against the comparative changes in their prices.
Symbolically, for Country H, we may write

TT
g
 = (Q

m
 / Q

x
) × 100
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where, TT
g
 stands for the gross barter terms of trade of Country H, Q

m
 stands for

the volume or quantity index of its imports and Q
x
 stands for the volume or quantity

index of its exports. Note that, in this measure, to ensure that an increase in the
numerical value of TT

g
 represents an improvement in the terms of trade of H and

vice versa, the index of volume of imports appears in the numerator and the index
of volume of exports appears in the denominator. In other words, when numerical
value of TT

g
 increases, Country H is able to get a larger quantity of imports per

unit of its exports, or has to pay a smaller quantity of exports per unit of its imports.

As in all index numbers, Q
m
 and Q

x
 are also estimated with reference to a

base period so that more precisely,

TT
g
 = [(Q

m1
/Q

m0
) / (Q

x1
 / Q

x0
)] × 100

Gross Barter Terms of Trade is the Volume Index of Imports expressed as a
percentage of Volume Index of Exports. Thus, it measures the change in volume
of imports per unit of exports.

Example 4.2: The data in Table 4.2 provide estimates of the change in the volume
of imports which India got in selected years per unit of its export-volume, as
compared with what it got (i) in the base year, 1978–79 and (ii) what it got in the
year of the preceding column. [see 4th Row]

Table 4.2 Gross Barter Terms of Trade of India for Selected Years

 (Base 1978–79 = 100)

Year 1969–70 1978–79 1989–90 1995–96 2001–02

Exports* 55.7 100.0 174.9 384.3 592.7
Imports* 64.9 100.0 227.8 514.8 732.8
Terms of Trade** 116.5 100.0 130.2 134.0 123.6
Percentage Change over
    the Preceding Column (–) 14.2 (+) 30.2 (+) 2.9 (–) 7.8

* Volume Index of Imports and Exports.
** Volume Index of Imports expressed as a percentage of Volume Index of Exports.

Source: Economic Survey, 2002–03.

Thus data in the last row of this numerical example tell us that, per unit of its
export-volume, volume of imports received by India in 1978–79 was 14.2% less
than what it was in 1969–70. In other words, per unit of its export-volume, import-
volume received by India was only 85.8% of what it was in 1969–70. Similarly, in
1989–90, its volume of imports, per unit of its export-volume, was 30.2% higher
than what it was in 1978–79; in 1995–96 it was 2.9% more than what it was in
1989–90. In contrast, in 2001–02, it was 7.8% less that what it was in 1995–96.

Limitations of TT
g

This measure, like that of net barter terms of trade, is not a perfect one and suffers
from several limitations like the following:

 Problems of compilation: Compilation of volume index numbers suffers
from their own problems including those associated with the compilation of
price indices. Such problems include, for example, the choice of the base
period, changes in quality and type of products, selection of weights, and
so on. Another basic problem of a volume index number is that we cannot
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add up dissimilar items and have to use some common denominator, or a
comparable measure for doing so. And it so happens that the prices of
items under consideration provide the “best” common denominator for this
purpose.

 Total gains from trade: This measure concentrates upon gain per unit of
export-volume, and fails to provide a measure for a change in the total gain.

 No credit sales: This measure assumes that all exports and imports, during
a given period, are payments for each other. There are no credit sales; and
no spill-over of payments or receipts from one period to the other. But
factually, this is not so.

 Unilateral transfers: This measure also ignores international flows of
goods generated by unilateral transfers like gifts, charities, and remittances,
etc.

 Financial and technological transactions: It ignores the fact that a
part of international movement of goods and services is generated by
international flow of loan capital, financial investments, technology transfers,
royalties etc. It is noteworthy that with intensification of globalisation, the
relevance of this component of flow of goods and services is also growing.

 Imports and exports on non-economic considerations: As in the case
of net barter terms of trade, trade in defence items, essential drugs, and
similar other categories is conducted primarily on non-economic
consideration. In addition, it is nearly impossible to compile their volume
index numbers. These facts adversely affect the representative character of
this measure of terms of trade.

3. Income Terms of Trade (TT
y
)

This measure aims at rectifying some of the deficiencies of the two measures of
terms of trade discussed previously. It is a measure of the change in the country’s
export-based capacity to import.

The measure of Income Terms of Trade of a country is the product of its Net
Barter Terms of Trade and its Volume Index of Exports. It is a measure of its
capacity to pay for its imports with its exports. An improvement in Income Terms
of Trade can help a developing economy in financing its growth plans.

Symbolically, this measure is

TT
y
 = (P

x 
/ P

m
) Q

x
 = (TT

c
)Q × /100

where, P
x
 and P

m
 are the unit value (or price) index numbers of exports and imports

respectively, and Q
x
 is the index number of the volume of exports. In other

words, it is a product of two values, viz.,

(Unit Value Index of Exports / Unit Value Index of Imports), and volume
index of exports.

Consequently, TTy is an estimate of the change in total gain of a country from
its exports expressed in terms of a change in its capacity to import.
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Relevance for a developing economy

An improvement in this measure is considered very helpful for a developing country
in its growth efforts. It is because, a country’s dependence on imports increases in
the process of its economic development. Improved production technology, backed
by larger quantities of “better-quality” raw materials and capital goods helps a
backward economy in building up its infrastructure and productive capacity. But,
being less developed, it is not able to produce enough of these “inputs” quickly
and efficiently. For a large number of these items, pursuing a policy of “self-
sufficiency” entails higher resource costs and delays and, consequently, a lower
rate of growth. In contrast, international trade contributes to specialisation and an
all round reduction in resource costs of producing goods and services. By
implication, it is economically preferable to pursue a policy of “self-reliance”
instead of “self-sufficiency”. An improvement in TT

y
 of a country helps it in achieving

this “self-reliance” and in importing the growth-oriented items by paying for them
in exports. In other words, to that extent, it can increase its imports without
borrowing from abroad or receiving direct foreign investment.

In recent decades, a number of countries have recorded a high rate of
“export-led growth”; that is, they have achieved higher growth rates in GDP through
export promotion.

A change in income terms of trade of a country represents a change in its capacity
to import and equals the combined impact of (a) comparative change in the prices
of its exports and imports and (b) the change in the volume of its exports. For a
developing country, an improvement in income terms of trade is a step towards
“self-reliance” and a help in realising its growth objectives.

Example 4.3: Example 4.3 is a factual illustration in which income terms of trade
for India have been compiled for some selected years with base year 1978–79 =
100. It shall be noticed that in the year 1978–79, both net barter and gross barter
terms of trade registered a fall of 20.0% and 14.2% respectively over the year
1969–70. Similarly, in the year 2001–02, the two measures registered a decline
of 9.1% and 7.8%. respectively over the position in 1995–96. However, the picture
presented by income terms of trade is a totally different one. There, we find a
substantial increase in all the years over figures in the preceding columns. This
means that the combined impact of (a) changes in export and import prices, and
(b) the increase in the volume of exports was one of substantial increase in Indian
economy’s capacity to import (on account of increased exports). Data show that,
in 2001–02, this capacity to import, as measured by income terms of trade, had
grown to 10.7 times its capacity in 1969–70 (since 743.2 / 69.6 = 10.7). In
contrast, the corresponding figures for net and gross barter terms of trade were
respectively 1.003 and 1.06 only. In other words, income terms of trade measure
is able to capture the fact that, during 1969–2002, the Indian economy was able
to substantially increase its capacity to import not by a relative change in the prices
of its imports and exports, but by an increase in the volume of its export.
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Table 4.3 Income Terms of Trade of India for Selected Years
 (Base 1978–79=100)

Year 1969–70 1978–79 1989–90 1995–96 2001–02

Net Barter Terms
    of Trade* 125.0 100.0 121.1 137.9 125.4
Volume Index of Exports* 55.7 100.0 174.9 384.3 592.7
Income Terms of Trade** 69.6 100.0 211.8 530.0 743.2
Percentage Change over
    the Preceding Column + 43.7 +111.8 +150.2 +40.2

* Volume Index of Imports and Exports.
** Product of Net Barter Terms of Trade and Volume Index of Exports/100.

Source: Economic Survey, 2002–03.

Policy implication
It follows that for accelerating economic growth, a country should pursue a policy
of improving its income terms of trade even if, in the process, it has to accept
some deterioration in its net barter and/or gross barter terms of trade. It is also
noteworthy that, in practice, it is more difficult to improve net barter and gross
barter terms of trade than income terms of trade. This is because, every country is
vigilant about the relative shift in the prices of its exports and imports. In contrast,
it is less difficult for a country to increase its exports when there is global expansion
in trade (see Case Study 4.1).

Case Study 4.1

India’s Share in World Exports
(US$ million)

Year 1975 1980 1985 1990 1995 1999

1. World Exports 876094 1997685 1930849 3303563 4951450 5522372
(2.280) (0.967) (1.711) (1.499) (1.115)

2. India’s Exports 4665 8486 8904 18143 31167 32639
(1.819) (1.049) (2.038) (1.718) (1.047)

3. India’s Share (%) 0.532 0.425 0.461 0.549 0.6295 0.591

(Figures in brackets are the multiples of the figures in the preceding columns)

Data in this case study support the claim that it is comparatively less difficult for
a country to increase its exports in an expanding global market. In 1999, while world
exports were 6.303 times the figure in 1975, for India the corresponding multiple was
6.997. It also shows that a policy of economic liberalisation and globalisation helps a
country in increasing its exports. Thus, till mid-l980s, India was pursuing a policy
(though not very successfully) of “import substitution”. Consequently, Indian exports
grew slower than the growth in world exports. During 1975–85, India’s exports grew
to only 1.909 times of what they were in 1975, while the figure for the world exports
was 2.204. In contrast, 1990–99 is a period when India was pursuing a policy of
progressive economic liberalisation and globalisation. And, during this period, India
could increase its exports by 79.9% as against an increase of 67.2% in world exports.

The data also reveal the policy relevance of income terms of trade for a developing
country like India. Process of economic growth adds to import-needs of a country and
an improvement in its income terms of trade add to its capacity to pay for these imports.
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Additional Questions

However, it would be wrong for a developing country to base its growth policy on
only improving its income terms of trade and ignore other relevant questions like
the following:

 Which productive resources are being used by the exports sector?

 Is it economically more productive to reallocate some of these resources to
infrastructure and other growth-oriented industries?

 Is import-dependence of domestic industries within acceptable limits?

 What should be the role of foreign loans and foreign direct investment?

And so on.

4. Single Factorial Terms of Trade

Net barter and gross barter terms of trade are incomplete and occasionally misleading
indicators of changes in gains of a country from trade; more so if there is a substantial
change in the productivity (that is, in the resource cost of production) of its export
sector. Professor Jacob Viner devised the concept of Single Factorial Terms of
Trade to overcome this deficiency by adjusting (that is, by multiplying) net barter
terms of trade of a country with an index of productivity in its export sector.

Definition

Single Factorial Terms of Trade (TT
s 
) of a country is the product of its net barter

terms of trade and the index of productivity in its export sector.

Symbolically, for the Home country H, we may write

TT
s
 = (TT

c
).Z

x
 /100

where, TTc denotes, as before, its net barter terms of trade and Zx is an index of the
productivity in its export sector. If the Home country is able to reduce resource cost
of its exports then, other things remaining the same, this measure would register an
improvement in its terms of trade. In other words, it shows that the Home country
spends, per unit of imports, a smaller quantity of its productive resources. In contrast,
if the resource cost of producing its exports goes up then, other things being equal,
this measure would register a deterioration in its terms of trade. It also means that,
with a sufficient increase in the productivity in its export sector, gains of a country
from trade can increase even with a decline in its net barter terms of trade.

Single Factorial Terms of Trade of country are equal to the product of its Net
Barter Terms of Trade and Productivity Index in its export sector. Consequently,
a country’s gains from trade may increase even with a deterioration in its net
barter terms of trade provided productivity in its export sector more than
compensates it.

Example 4.4: Table 4.4 illustrates the calculation and use of the measure of Single
Factorial Terms of Trade of a country. It incorporates the effect of improved
productivity in its export sector. Thus, for example, since Z

x
 (the index of productivity
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in its export sector) for the year 2001–02 is 130, the measure of TT
s
 is 30%

higher than that of TT
c
 [125.4 × 130/100 = 163.0]. In contrast, for the year

1969–70, Z
x
 is 85.0 and TT

s
 is 15% lower than TT

c
 [125.0 × 85.0/100 = 106.3]

Table 4.4 Factorial Terms of Trade: An Illustration

 (Base 1978–79=1900)

Year 1969–70 1978–79 1989–90 1995–96 2001–02

TTc 125.0 100.0 121.1 137.9 125.4
Z x 85.0 100.0 110.0 120.0 130.0
Zm 80.0 100.0 120.0 140.0 160.0
TTs = TTc.Zx/100 106.3 100.0 133.2 165.5 163.0
TTd = (TTc)(.Zx/Zm) 132.8 100.0 111.0 118.2 101.9
Percentage Change in TTs (–)5.9 +33.21 +24.2 (–)1.5
Percentage Change in TTd (–)24.7 +11.01 +6.48 (–)13.8

TTs = Single Factorial Terms of Trade, TTd = Double Factorial Terms of Trade.

Limitations

In spite of being better than TT
c
 and TT

g
, the concept of TT

s
 is not free from

certain drawbacks.

Z
x
, the index of productivity in the export sector, suffers from all the limitations

of a typical index number covering a large number of heterogeneous items.

The index of productivity in the export sector has to have the same base
period as the one used for export and import price index numbers.

Improvement of productivity in the export sector need not be due to its
internal economies. Instead, it may be the result of an improvement in the
productivity in its input-supplying sectors (say, due to technological innovations,
discovery of new sources of supply, and the like). In other words, a reduction in
the cost of producing exports may be due to the fact that productivity has improved
elsewhere in the economy. If that happens, Z

x
 would not be a true measure of the

increase in the productivity of exports sector.

It is expected that, except in very rare circumstances, an improvement in
productivity would be experienced by the entire economy and not by its export
sector only. That way, the cost of import substitution (that is, replacing imports
with domestically produced goods) would also fall. By implication, an improvement
in the single factorial terms of trade index has a tendency of being over-estimated.

5. Double Factorial Terms of Trade

This concept of terms of trade aims at removing the drawbacks of single factorial
terms of trade by making it more comprehensive and representative. In this measure,
net barter terms of trade (TT

c
) of a country are adjusted for productivity changes

in both

(i) export sector of its domestic economy, and

(ii) the export sectors of those countries from which it gets its imports.

Definition

In terms of our earlier notation, the double factorial terms of trade (TT
d
) of Country

H are a product of its net barter terms of trade (TT
c
), index of productivity in its
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export sector (Z
x
), and reciprocal of the index of productivity in its “import sector”

(Z
m
) (that is, index of productivity in the export sectors of its trading partners, “rest

of the world”, or W).

Symbolically, double factorial terms of trade (TT
d
) of Country H are given by

TT
d
 = TT

c
 (Z

x
/Z

m
) = (P

x
./ P

m
.)(Z

x
/Z

m,
) × 100 [since TT

c
 = (P

x
./ P

m
.) × 100]

where, Z
m
 denotes the productivity index of imports of the Home country.

A numerical illustration has been given of this measure in Table 5.4.

Double factorial terms of trade of a country is a measure that aims to incorporate
not only its net barter terms of trade but also the productivity changes in its
export sector and in its imports (produced by its trading partners).

Limitations

This measure, being a derivative of a set of index numbers, suffers from all their
drawbacks.

This measure has no practical use. The purpose of a country in estimating
TTd should be to incorporate the changes in productivity of its exports and import-
competing industries. Instead, it incorporates the productivity changes in the
industries being operated by foreign economies. In itself, the productive efficiency
of foreign industries in irrelevant for the domestic economy. What is relevant is the
price which it has to pay for its imports in the form of its exports.

In practice, it is doubly difficult to estimate productivity changes in export
sectors of foreign countries. The difficulty increases still further because, normally,
a country imports from several countries and their data cannot be compared.

6. TT and Gains from trade

A country may derive several kinds of economic and non-economic benefits (or
gains) from its external trade. These gains are closely linked with its terms of trade
(TT). Alternative measures of TT outlined above carry the implication that these
gains vary directly with a change in its terms of trade. However, it would be more
accurate to say that given the volume of trade, a country gains more from trade
with an improvement in its terms of trade and given its TT, it gains more with an
increase in its volume of trade.

Factually, the link between TT and gains from trade are quite complex and
not easy to translate in quantitative terms. Doing so necessitates highly simplifying
assumptions and even then the results tend to remain below acceptable level of
accuracy; more so because a variation in terms of trade generates several indirect
(or spill-over) effects as well.

There is no direct quantitative relationship between TT and gains derived by a
country from its external trade. Relevant conclusions can be drawn only on the
basis of highly simplifying assumption.
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Direct gains

Some of the direct gains include:

(a) Saving in resource cost: Under conditions of unrestricted trade, a country
gains from the fact that the resource cost of producing its exports is lower than the
resource cost of producing its imports within its domestic economy. However,
there are several difficult problems in estimating this resource cost in quantitative
terms, including the following:

 Production of several export items is subject to diminishing returns to scale,
so that, at the margin, the advantage of saving in resource cost of production
tends to get wiped out.

 Even if a country disregards cost considerations, it is seldom in a position to
produce all imported items within its domestic economy (import substitution).
By implication, the very concept of “resource-cost of production” loses its
meaning. For example, without having deposits of a mineral, it is not possible
for a country to produce it.

(b) Price difference: An attempt may be made to measure trade gains by using the
difference in prices of items at which they are traded with their autarky or pre-trade
prices. However, even here, the problem is that the autarky prices of goods are not
available, and there are several items which the importing country cannot produce.

Indirect gains

External trade of a country generates several forces which result in an
ongoing restructuring of the trading economy leading to a mixture of beneficial and
harmful effects. Trade exerts deep influence on its growth process, brings about
changes in income and wealth distribution, and exposes it to disturbances originating
in rest of the world. However, it is not possible to identify and quantify those
components of changes in the economy which are attributable solely to changes in
terms of trade.

Immiserising growth

Professor Jagdish Bhagwati demonstrates the possibility of a country (particularly
a small one) experiencing a rapid growth in the productivity of only its export
commodity. However, this may lead to such a deterioration in its terms of trade
that there is a net decline in the nation’s welfare. This phenomenon is termed
immiserising growth and is more likely to take place in the process of growth of a
developing country than in the case of a developed one, it being highly likely that
the deterioration in terms of trade of a country would more than offset the gains of
economic growth and result in immiserising growth.

Optimising Terms of Trade

The inference that ‘other things being equal, an improvement in its terms of trade
means an increase in economic gains of a country’ is not always valid. Such an
improvement may be accompanied by a decline in its total welfare. This can happen
due to several reasons which include:

 worsening of distribution of income and wealth,
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 immiserising growth,

 unemployment in import-competing industries,

 degradation of natural resources, and so on.

Therefore, some thinkers are of the view that a country should not try to
improve its terms of trade without considering its implications. It should aim at
getting the best possible combination of its terms of trade and other economic
parameters.

4.2.1 Factors Affecting Terms of Trade

The terms of trade of a country are influenced by a number of factors which are
discussed below:

1. Reciprocal demand: The terms of trade of a country depend upon reciprocal
demand, i.e. ‘the strength and elasticity of each country’s demand for the
other country’s product’.

2. Changes in factor endowments: Changes in factor endowments of a
country affect its terms of trade. Changes in factor endowments may increase
exports or reduce them. With tastes remaining unchanged, they may lead to
changes in the terms of trade. 

3. Changes in technology: Technological changes also affect the terms of
trade of a country. 

4. Changes in tastes: Changes in tastes of the people of a country also
influence its terms of trade with another country.

5. Economic growth: Economic growth is another important factor which
affects the terms of trade. The raising of a country’s national product or
income over time is called economic growth. Given the tastes and technology
in a country, an increase in its productive capacity may affect favourably or
adversely its terms of trade.

6. Tariff: An import tariff improves the terms of trade of the imposing country. 

7. Devaluation: Devaluation raises the domestic price of imports and reduces
the foreign price of exports of a country devaluing its currency in relation to
the currency of another country.

Terms of Trade and Developing Countries

Having described the trade problems of developing countries, we now turn to
discuss their foreign trade policy. The basic principle of a country’s trade policy is
that it should be gainful to the economy and help accelerate its growth rate. ‘For
about 30 years after World War II, trade policies in many developing countries
were strongly influenced by the belief that the key to economic development was
the creation of a strong manufacturing sector, and the best way  to create that
manufacturing sector was by protecting domestic manufactures from international
competition.’ Given their overall weak economic conditions, an underdeveloped
industrial structure, and low competing power, the two basic objectives that underlie
the foreign trade policy of developing countries are as follows:
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 Protecting their economy from the adverse effect of foreign trade and against
competition from developed countries

 Adopting a trade policy that helps promote their economic growth through
growth of manufacturing industries

Given the basic objectives of their trade policy, let us now discuss the major
elements of the trade policy of developing countries, i.e., the import substitution
policy.

The Import Substitution Policy

In the post-World War II period, most underdeveloped economies adopted a
plan to achieve a higher economic growth rate. A section of economists had strongly
argued that a higher rate of economic growth could be achieved only through
industrial growth and industrial growth could be achieved only protecting domestic
industries from foreign competition. In order to protect their domestic industries
from foreign competition, the developing economics had to adopt an import-
substitution policy. This policy aims to restrict imports of manufactured products
and promote the growth of domestic industries that produce import substitutes.

Why import substition policy: The infant-industry argument

The basic argument for protecting the import-substituting industries is the infant industry
argument. This was based on the fact that most import-substituting industries with high
growth potential and comparative advantage were in an infant stage and hence could
not withstand competition of imports from developed countries. So the only way to
develop import-substituting industry was to restrict imports of manufactured goods.
The imports were restricted by imposing high tariffs and adopting import quota for
most imports, especially for essential goods.

The import-substitution policy, based on the infant industry argument, was
widely adopted by most developing countries during their early stages of economic
growth. During the 1950s and 1960s, most developing countries adopted the
policy of ‘import-substituting industrialization.’ In the larger developing countries,
like India, imports of consumer goods were almost completely eliminated by
domestic products, although production was often carried out by foreign
multinational firms. ‘Once the possibilities of replacing consumer goods imports
had been exhausted, these countries turned to the protection of intermediate goods,
such as automobile bodies, steel, and petrochemicals.’

It may be added here that the import substitution policy was adopted not only in
developing countries but also in developed countries. ‘It is a historical fact that the
world’s three largest market economies all began their industrialization behind trade
barriers. The United States and

Germany had high tariff rates on manufacturing in the 20th century while Japan
had extensive import controls until the 1970s.’ India, too, adopted an import-substitution
policy from the late 1950s until the 1970s implemented with such measures as high
import tariffs, licensing, and import quotas along with state trading.
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Was import substitution policy successful?

However, the import-substitution policy proved to be ineffective. Although
economists had justifiably argued for adopting this policy for the growth of
developing economies, and many developed and underdeveloped economies
adopted it before the 1970s, the policy failed to work successfully. For instance,
in India, import substitution not only failed to accelerate economic growth, but it
also led to economic stagnation and weakened the competitive strength of industries.
These adverse effects of an import-substitution policy resulted in a precarious
balance-of-payments situation in the country. The other countries which had a
similar experience with import substitution were Argentina and Mexico. All this
happened because the import-substitution policy had several drawbacks. The major
drawbacks of the import substitution policy pointed out by the economists are
following:

 The infant industry argument was not as strongly valid as it was assumed to
be. Import quotas and high tariffs could make only inefficient industries
survive.

 The owners of the protected industries used the protection and government
subsidies to maximize their profits, rather than to promote the industry.

 The protected industries tended to be monopolized and the market acquired
the features of monopolistic competition. This outcome of protection
prevented the growth of industries. The infant industries continued to remain
infants and continued to need protection.

 Owing to the lack skilled labour, inferior technology, high cost, and low
production, protected industries failed to acquire a comparative advantage
in the international market.

Since the 1980s, however, developing countries have brought about
significant changes in their trade policy. They have rationalized their trade policy.
The most important element of the new trade policy is liberalization of trade with
rapid globalization of the world economy.

Check Your Progress

1. Define Single Factorial Terms of Trade.

2. State two limitations of gross barter terms of trade.

3. List the two basic objectives of the foreign trade policy of developing
countries.

4.3 TARRIF AND NON-TARIFF IN
INTERNATIONAL TRADE

There are many formal restriction of international trade, which determines access
to the market. The restrictions of international trade are imposed by the government.
In addition to the formal restrictions, there are informal restrictions also. However,
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the informal restrictions of trade are not defined. The informal restrictions lie outside
the purview of WTO, although some of the barriers may be encouraged by the
government unofficially.  There are mainly two types of trade restrictions or barriers
— Tariff and Non-Tariff Barriers. These are discussed in the following sections.

4.3.1 Tariff Barriers

A tariff is a tax imposed on the commodities traded across the national border.
Tariff can be imposed on both imports and exports. The tax imposed on imports
is called import tariff or import duty while the tax imposed on exports is called
export tariff or export duty. Tariffs are also called customs.

There are four major objectives of import tariffs: (i) raising public revenue;
(ii) protecting domestic industries from foreign competition; (iii) making domestic
prices competitive with import prices; and (iv) securing domestic market for
domestic products. Prior to liberalization of trade in the early 1990s, India had
imposed prohibitive import duties on almost all of her imports with the main
objective of managing her trade deficits.

Import tariff is the most important and prevalent tool of trade control and
regulation. Import tariffs have much wider implications for both domestic and
foreign economies. By using import tariffs, countries can influence the volume, the
pattern and the direction of their foreign trade.

Export tariffs are imposed mainly by the countries producing and exporting
primary goods with the objectives of: (i) raising revenue; and (ii) maintaining
domestic supply or preventing scarcity of the exportables in the domestic market.
For example, to ensure adequate domestic supply Myanmar and Thailand had
taxed their rice exports; Ghana its cocoa export, and Brazil its coffee exports.

Kinds of rate-based tariffs

Tariffs are also classified on the basis of the nature of tariff rates. Rate-based
tariffs are of the following types.

 Specific duty is levied at a fixed amount of money per unit of imported (or
exported) commodity. For example, if India imposes a duty of  5,000 per
unit of imported (or exported) laptop, and  50,000 per imported (or
exported) car, she is using specific duty.

 Ad valorem duty is levied at a percentage rate of the value of the imported/
exported commodity. For example, if India imposes a duty of 20 per cent
on import price of PC, she is using ad valorem duty.

 Compounded duty is a combination of both specific and ad valorem
rates. For example, a country may levy import duty on PC at a fixed rate of
5,000 per unit plus 10 per cent of the PC price, it is a compounded rate.
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Economic effects of tariffs: Partial equilibrium analysis

Tariffs have a large number of economic effects. According to Kindleberger, there
are eight kinds of economic effects of tariffs, namely:

 Protective effect

 Consumption effect

 Revenue effect

 Distribution effect

 Terms of trade effect

 Competitive effect

 Income effect

 Balance of payments effect

These effects of tariffs are analysed here in both general equilibrium and partial
equilibrium frameworks. In this section, we will analyse these effects of tariffs in a
partial equilibrium framework. The general equilibrium analysis of the effects of
tariffs has been presented in the next section. In order to explain the economic
effects of tariffs, let us specify the analytical framework by assumptions.

Assumptions

For the purpose of analysing the effects of tariffs under the partial equilibrium
framework, the following assumptions are made. The purpose of these assumptions
is, in fact, to construct a model framework.

(i) There is only one-country (say, A).

(ii) Country A produces a labour-intensive commodity X and a capital-intensive
commodity Y.

(iii) Country A exports commodity X and imports commodity Y.

(iv) The effects of tariff remain confined to the tariff-imposing country.

(v) The effects of tariffs, if any, on other countries are inconsequential.

Let us now analyse the effects of tariffs in a case of a small country. By definition,
a small country is one whose economic size and/or foreign trade are so small that
it cannot influence the international prices or the terms of trade on its own.

Let us suppose that market demand and supply curves for industry X in a
country A are given by curves D

x
 and S

x
, respectively, as shown in Figure 4.1.

Suppose also that the international price for commodity X is determined at OP.
Given the international price, the small-sized country A produces OM of commodity
X and imports MK of X.

Now, let the country A impose a tariff on its imports of X to the extent of
PP so that the price of commodity X in country A rises to OP. This increases the
supply price of industry X to AN (= OP). Country A now produces ON of X. On
the other hand, due to a rise in the domestic price, the demand for commodity X
decreases from OK to OJ. The gap between demand for and domestic supply of
commodity X reduces to NJ = OJ – ON. In other words, imports decrease from
MK to NJ. Let us now specify the various kinds of effects of tariff imposition of an
amount PP.
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Fig. 4.1 Effects of Tariffs: Partial Equilibrium

1. Protective effect

As shown in Figure 4.1, prior to the imposition of import tariff, country A used to
produce only OM (=PB) of X and import MK (=BF) of X. With tariff imposed,
domestic production of X increases from OM to ON. The protective effect of
tariff is, thus, the increase in domestic production by MN (=BC). In other words,
tariff imposition of PP  protects the industry against foreign competition in the
domestic market to the extent of MN, and as a result, domestic production of
commodity X increases by MN (=BC). Thus, a tariff of PP protects the domestic
industry X to the extent of MN (=BC).

2. Consumption effect

Prior to tariff imposition, the consumers of country A used to consume OK (=PF)
units of X. After tariff imposition, the total demand (or consumption) for commodity
X decreases from OK to OJ. Since OJ < OK, the tariff-effect on consumption is
negative as consumption of commodity X decreases by JK (= OK–OJ).
Consumption effect of tariff is always negative under normal conditions.

Protective and consumption effects together bring in the trade effect. Tariff
reduces the import of commodity X by an amount of protective effect (MN) plus
consumption effect (JK). Thus, the trade effect equals MN + JK.

There is another and a rather serious negative effect of tariff on consumption,
i.e., the loss of social welfare. As shown in Figure 4.1, imposition of tariff causes
a total loss of consumers’ surplus shown by the area PFHP. A part of it, P ABP,
goes to the producers as producer‘s surplus. Another part of it shown by ÄABC
is claimed by an increase in the cost of additional production. Another part, rather
a major one, ACGH goes to the government in the form of revenue. But the
remaining part, shown by the ÄHGF goes to nobody. In economic jargon, this is
called as dead-weight loss to the society. The dead-weight loss reduces the social
welfare.
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3. Revenue effect

The revenue effect equals the amount of money received by the government as a
result of tariff imposition on the effective level of imports. The revenue effect equals
per unit tariff multiplied by the quantity of import. Thus, tariff revenue = PP   NJ.
Note that PP  = AC = HG. Thus, revenue effect equals AC  CG. The revenue
effect is shown by the rectangle ACGH.

4. Income redistribution effect

Tariffs redistribute incomes between producers and consumers as also between
the factor owners (labour and capital). Here we will discuss only the redistribution
of incomes between producers and consumers of the imported goods.
Redistribution of incomes between labour and capital will be discussed in the next
section under the Stolper-Samuelson theorem.

Tariffs redistribute incomes in favour of producers. The redistribution effect
of tariffs is measured in terms of the surplus that accrues to the producers of the
traded goods as a result of tariff imposition. The producer’s surplus is the amount
which they receive in excess of increase in their cost of production. As shown in
Figure 4.1, prior to the imposition of tariff, firms were producing OM (=PB) of X
at price OP. Their total revenue was equal to OP  OM = OPBM. After the
imposition of tariff, production of X increases to ON (=P A) and the firm’s total
revenue increases to OP2   ON = OP AN. Note also that for producing additional
quantity of X, i.e., MN (= BC), firms incur additional cost equal to ÄABC, whereas
their additional revenue equals PP AC. The difference between the additional
revenue PP AC and the additional cost ÄABC gives the producer’s surplus. The
producer’s surplus is shown by the quadrilateral area PP AB. This comprises the
additional economic rent paid on to pre-tariff production of OM plus rent paid to
new producers above their supply price. The economic rent consists of a part of
the consumers’ surplus that they can derive by purchasing the commodity at pre-
tariff price, OP. Thus, tariff redistributes a part of consumer’s surplus in favour of
the producers. This is the redistribution effect of tariff.

5. Terms of Trade effect

The terms of trade refers to the relative price (the price ratio) of a traded commodity
in importing and exporting countries. In respect of terms of trade, the tariff effect
on prices spreads to both importing and exporting countries. A tariff increases the
price of the traded commodity in the importing country and reduces the price in
the exporting country. The reason for this decrease in the price of the traded
commodity in the exporting country is that, if the demand in importing country is
price-elastic, imposition of tariff decreases the demand for imported good. This
causes an excess supply of exportable good in the exporting country. This change
in demand and supply causes a fall in the price of exportable goods in the exporting
country. The change in relative prices causes a change in terms of trade. In effect,
the importing country gets the commodities at cheaper rates than the pre-tariff
price.
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The tariff effect on terms of trade can be better explained under general
equilibrium analysis which is taken up in the following section.

6. Competitive effect

The competitive effect of tariff refers to the extent to which tariffs make domestic
product competitive vis-à-vis foreign (imported) goods. Imposition of tariff on
imports increases the competitiveness of domestic product in the domestic market.
The competitiveness of domestic product increases because imposition of tariff
makes imported goods costlier. This proposition is, however, questionable. As
has already been mentioned, tariff protection makes the domestic industries fat
and sluggish. As Kindleberger has remarked, ‘The competitive effect of a tariff is
really an anti-competitive effect; competition is stimulated by tariff removal.’

7. Employment and income effect

As has already been shown, tariff reduces spending on foreign products and
increases that on domestic products. If there is no full employment in the importing
country, tariff leads to increase in domestic employment; increase in employment
increases production; and increase in production increases incomes. Under the
condition of full employment, however, it will raise only money income and, thereby,
cause inflation. This may also lead to misallocation of resources. This is also an
issue which can be better explained in a general equilibrium system. But, the income
effect of tariff reflects a beggar-thy-neighbour policy. This is so because a country
imposing tariff gains at the cost of the exporting country.

8. Balance-of-Payments effect

The balance-of-payments effect of a tariff works through the reduction in imports.
Exports remaining the same, if there is a decrease in imports, then the balance of
trade improves in the first instance. Improvement in the balance of trade improves
the balance of payments position, provided it is unfavourable mainly because of
imports exceeding the exports.

9. The small country case

The partial equilibrium analysis of tariff effects gives only a partial view in the sense
that all its effects are, by assumption, confined to only one country imposing the
tariffs. In reality, however, the effects of tariffs spread beyond the sector and
beyond the country imposing tariffs. In other words, tariffs imposed by the importing
country affect the economy of the exporting countries not imposing the tariffs. The
tariff effects keep counteracting until the domestic sectors and trade between the
countries are settled in a general equilibrium position.

In this section, the effects of tariffs are analysed in a general equilibrium
model in a small country case. Three points are important to be noted here regarding
the model framework that we will use to analyse the effects of tariffs.

We will use the general equilibrium model used earlier explaining Heckscher-
Ohlin theory of trade along with its assumptions. Some of the assumptions which
are of immediate importance in the present analysis are: (a) there are only two
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countries, A and B; (b) there are only two commodities, X and Y; (c) country A
exports commodity X and imports commodity Y and; (d) country A imposes the
tariffs on its imports.

The effects of tariffs are examined here in a general equilibrium model, first
under a small country model and then in a large country model. The significance of
a small-country model and a large-country model lies in the fact that the effects of
tariffs on the economy and trade of small country do not affect the world economy
significantly, whereas in case of a large country, they do affect the world economy.

We will discuss here the effects of tariff only on the major aspects of the
economy, viz.; (a) domestic prices; (b) production and consumption; (c) the terms
of trade; and (d) economic welfare the general equilibrium setting. With a view to
avoiding repetition, the effects of tariffs on domestic prices, production and
consumption will be discussed under small country and the effect of tariffs on the
terms of trade and welfare discussed under a large country model.

The importance of the analysis of a small country in the general equilibrium
framework lies in the facts: (i) that the small country is a ‘price taker’ and, therefore,
it cannot influence the international prices; and (ii) that imposition of tariff by a
small country may not affect a large country as its trading partner seriously. The
condition (ii) helps in analysing the effects in isolation of the effects of change in the
international price.

In the small-country model, the effects of tariff have been analysed in the
context of the following aspects of the economy.

 Tariff-effect on domestic prices

 Tariff-effect on production and consumption

 Tariff-effect on income distribution

10. Effects of tariff on domestic prices

The first and the most obvious effect of import tariff is the change in the relative
price of imported and competing domestic goods. Imposition of import tariff causes
a change in prices at three levels. First, the immediate effect of tariff is a rise in the
price of the domestic import  substitutes. When a country imposes tariffs on its
imports, then the price of the domestic import substitutes increases. With reference
to our model, let us suppose that the domestic and import price of commodity Y is
 100 per unit. If country A imposes a 50 per cent ad valorem duty on the imported

commodity Y, the import price of commodity Y increases by the full amount of
import duty. The price of the imported product rises to  150 = 100 + 100 (0.5).
What about the price of the domestic substitute of the imports? Price of the domestic
substitute of imports is either already high or it has increased to  150 after the
imposition of tariff due to market mechanism, even if no tax is imposed on such
goods.

Second, tariff changes the relative price of both exportables and importables.
Import tariff does not affect the price of export commodity X—it remains constant.
Note that tariff increases price of the imported commodity Y, price of the export
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commodity X remaining constant. Consequently, the relative prices of the export
commodity X and import commodity Y changes. The relative price of importable
(Y) increases with a decrease in the relative price of exportable (X).

Third, tariff changes the relationship between the international price of country
A2 s importable (Y) and the domestic prices of import substitutes. Since country A
is a small country, by assumption, it cannot influence the world price of commodity
Y.

The change in relative prices has a wide-ranging effect on production,
consumption, trade and social welfare. These effects of tariffs are discussed below.

11. Effects of tariffs on production and consumption

The effect of tariff on production and consumption in case of a small country is
illustrated in Figure 4.2. Suppose that the production possibility curve (PPC) of
country A is given by the curve PP  and international price line is given by JK.
Price line JK is tangent to PPC at point Q. Point Q is, therefore, the point of
production equilibrium in the absence of tariff. Recall that the price line JK also
serves as the consumption possibility frontier in case of free trade. The price line
JK is tangent to the social indifference curve, I

3
, of country A at point E. Point E

is, therefore, the point of consumption equilibrium.

Let us now compare country A2 s production and consumption, and find
out its trade. As shown in Figure 4.2, country A produces at point Q and consumes
at point E. At point Q, it produces OV of X but consumes only OH of X. The
surplus output HV = FQ is exported. At point E, country A consumes EH of Y but
produces only QV = FH of Y. It means it imports EF of Y. Thus, the triangle EFQ
represents the trade triangle of country A. It means that country A exports FQ of
commodity X and, in exchange, imports EF of commodity Y.

Fig. 4.2 Tariff Effects in General Equilibrium: The Small Country Case

Given these pre-tariff production, consumption and trade levels, let us now find
out the effects of tariff on production and consumption levels. Suppose country A
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imposes a tariff on its imported commodity Y and then examines its effect on
production and consumption. Let us first look at the effect of tariff on production.

12. Effect of tariff on production

When country A imposes a tariff on its import commodity Y, domestic price of
commodity Y increases but its international price and domestic price of commodity
X remain the same. In other words, the relative price of commodity Y (the import
substitute) increases and the relative price of exportable commodity X decreases
in the domestic market, provided international prices remain the same. These
changes create a new price line with a different price ratio. With the emergence of
the new price line with a different price ratio, the price line JK shifts to the position
of RS. Price line RS is tangent to production possibility frontier, PP , at point B.
That is, after the imposition of import tariff, the production equilibrium point shifts
from point Q to point B. In order to produce at point B, the domestic producers of
import-substitute commodity Y transfer a part of their resources from industry X to
industry Y. As a result, production of import commodity Y increases and production
of export commodity X decreases. It can be seen in Figure 4.2 that with the shift
in production equilibrium from point Q to point B, production of X decreases by
GQ and production of import substitute Y increases by BG. This gives a measure
of the effect of tariff on the production. This effect is also called protective effect.

13. Effect of tariff on consumption

As has been mentioned above, after the imposition of tariff, country A produces at
point B where its domestic price line RS is tangent to its PPC. But, since international
price remains unchanged, the country can still consume at international prices.
However, for its production and consumption to be in equilibrium simultaneously,
its domestic price ratio must be equal to international price ratio. For this condition
to be met, the international price line must pass through production equilibrium
point B. This is shown by an inward shift of the international price line JK to LM.
Note that the price line LM passing through point B remains parallel to JK. It
means that the international price remains unchanged. The price line LM represents
the post-tariff consumption possibilities. As shown in Figure 4.2, the price line LM
is tangent to the social indifference curve I

2
 at point D. This point is, therefore, the

possible point of country A2 s consumption equilibrium point. That is, country A is
supposed to produce at point B and consume at point D. At point D, obviously,
the level of consumption decreases due to tariff because the country moves to a
lower isoquant, I

2
. In other words, the effect of tariff on consumption is negative.

Not only that, the consumption level is likely to decline further. The reason
is that point D in Figure 4.2 is not likely to remain a stable point of equilibrium for
two reasons.

For production and consumption to be simultaneously in equilibrium, domestic
price ratio and international price ratio must be equal. This condition has not been
fulfilled at point D. Therefore, there will be further changes in the price levels.

The effect of treatment or utilization of tariff revenue is unknown. As regards
the effect of revenue, it depends on what the government does with the tariff
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revenue. The government may keep it unspent or spend it on public purchases or
even redistribute it between the citizens as transfer payments or pay in the form of
consumer subsidy. It is assumed here that the government spends the tariff revenue
on public purchases or redistributes it among its people as transfer payment. When
it does so, the disposable income of the people increases and the demand for both
domestic and imported goods increases. As a result, the post-tariff consumption
possibility curve at domestic prices shifts upward from RS to TN, the domestic
price ratio remaining the same. With this proposition, the two above conditions
are satisfied at point C. At this point, the domestic price ratio (given by the price
line TN) and the international price ratio (given by the line LM) are equal. Therefore,
point C is supposed to be the stable equilibrium point of consumption in the post-
tariff period. The final result is that country A produces at point B and consumes at
point C. The shift of consumption equilibrium from point E to C shows a heavy
decrease in the level of consumption due to tariff. In any case, the welfare of the
country is seriously injured by the tariff.

4.3.2 Non-Tariff Barriers

The non-tariff trade barriers may be direct or indirect. Direct non-tariff barriers
include such measures as import quota, exchange control, state trading, export
subsidies, dumping and price discrimination. Indirect non-tariff trade barriers include
raising the quality of domestic import substitutes, imposing administrative hurdles
like complicated and stringent import procedures, bureaucratic delays in processing
the import permits, etc. In fact, after the recommendation of the Kennedy Round
of GATT for tariff cuts in 1967, non-tariff barriers have emerged ‘as the main
roadblocks in the way of trade.’ ‘Since the early 1970s, (non-tariff trade) barriers
have been getting even more formidable. The methods of using non-tariff trade
barriers include (i) import quota, (ii) anti-dumping retaliation, (iii) export tax and
subsidies, (iv) voluntary export restraint (VER), (v) technical and administrative
trade barriers, (vi) state trading, and (vii) formation of international trade cartels.
The method and impact of these kinds of non-tariff trade barriers have been
discussed here in the same sequence:

1. The Import Quota

Import quota refers to the maximum quantity fixed by a country for its imports.
The imposition of import quota is the most prevalent non-tariff quantitative trade
barrier. Under the quota system, the government puts a limit on the total quantity
of a commodity to be imported over a period of time—generally one year—by
the authorized importers. The government issues an import license or import permit
to the authorized importers. Any import beyond the quota is prohibited and is
considered to be illegal.

Reasons for imposition of import quota

In general, the import quota system is adopted under the following conditions: (i)
large import of consumer and capital goods may affect domestic production of
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import substitutes adversely; and/or (ii) high imports are likely to cause deterioration
in balance of payments of the country. For some countries, the import quota system
is preferable compared to other control methods of preventing deterioration in
their balance-of-payments (BOP) for the reasons that have been discussed below.

First, the quota system is a direct control measure to restrict imports to a
fixed quantity. It has been found to be a very effective method of restricting imports,
especially under the condition of increasing intensity of foreign competition.
Increasing competition creates an environment for cutting down the price. With
decrease in the price of imported goods, imports tend to increase if the imports
are price-elastic. Increase in imports causes deterioration in the balance-of-
-payment (BOP) position, if the imports are price-elastic.

Second, the quota system works effectively whereas tariffs may not work
in an optimum manner. The reason is that tariff as a measure of import control
often involves the risk of retaliation. Even if there is no retaliation, tariffs would not
curb imports effectively because tariffs work through the price mechanism. Where
price elasticity of imports is very low and international trade agreements do not
allow raising tariff levels, tariffs fail to restrict imports to the target level.

Third, quota system is administratively more flexible and adjustable. The
government can choose different quota limits for different kinds of specific imports
which help in minimizing legal controversies. More importantly, the quota system
is preferred by the government officials because it gives them more as well as
discretionary powers in dealing with the importers.

Effect of import quota under perfect competition

The effects of quota are analysed under a partial equilibrium system assuming
open competition between domestic and foreign producers of the traded product.
For the purpose of analysing the effects of import quota, we use a simple model of
one-country-one commodity–country A and commodity X. The effects of import
quota under partial equilibrium analysis are illustrated in Figure 4.3. Suppose
domestic market for commodity X in country A is competitive and the demand
and supply conditions are given by the curves DD

x
 and SS

x
, respectively. In case

of autarky—no foreign trade—the equilibrium of industry X is determined at point
E, determining output at ON and price at OK. When country A opens trade with
other countries, the supply and price conditions change, demand conditions
remaining the same. Suppose that the world price for commodity X is given at OP
and supply curve shifts to HS

x 
+ F. As a result, the equilibrium point shifts from

point E to point E and the domestic demand for commodity X in country A equals
OM = PG. Given its supply curve and the world price, country A is able to supply
only OQ = PB part of its domestic demand. It meets the major part (QM = BG) of
its domestic demand through imports. In other words, at world price OP, country
A produces only OQ and imports QM of commodity X.
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Fig. 4.3 Effects of Import Quota: Partial Equilibrium Analysis under Competition

The imports to the extent of QM = BG is found to be undesirable because: (i) it
causes a heavy drain on foreign exchange reserves of the country; (ii) it prevents
the growth of industry X to its potentials; and (iii) it reduces the country’s employment
prospects in industry X. Therefore, country A decides to impose a quota of, say,
QS, for the import of commodity X. With the imposition of import quota at QS, the
supply of commodity X in the domestic market decreases by the difference between
free import (QM = BG) and quota (QS = BH). That is, supply decreases by BG –
BH = HG. The post-quota supply curve is shown by the curve S

x 
+ F.

Let us now find out the effects of import quota QS = BH on the domestic
price, production and consumption of domestic import substitute, and the terms
of trade:

 Price effect of quota: Note that with the fixation of import quota at
BH, import decreases from BG to BH at world price OP. This indicates
a decrease in the total supply by SM (= HG). The post-quota supply
curve is now given by the curve BHS

x
 + F. It can be seen in Figure 4.3

that the post-quota supply curve intersects demand curve (DD
x
) at point

E. As a result, the post-quota domestic price of commodity X increases
from OP to OT, i.e., a price rise by PT. Thus, the rise in the price of
commodity X in the domestic market by PT is the price effect of import
quota.

 Production effect of quota: With the fixation of import quota, the
supply curve shifts rightward, determining a new equilibrium point at E.
As a result, domestic price of commodity X rises from OP to OT.
Therefore, given the new supply curve, production of commodity X
increases from OQ to OR, or from PB to TA. That is, production of
commodity X increases by OR – OQ = QR. Thus, QR is the production
effect of the import quota. The production effect equals the protective
effect of the quota, i.e., protection of the domestic industry X.
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 Consumption and welfare effect of quota: As Figure 4.3 shows the
imposition of quota results in increase in the domestic production of
commodity X from OQ to OR but it causes a decline in the total
consumption from OM to OT. This decline in consumption causes a loss
of social welfare. It can be verified from Figure 4.3 that, at pre-quota
equilibrium point E, the total consumption of commodity X was equal to
OT which consisted of the domestic supply (OR) plus imported quantity
(RT) of commodity X. Given the domestic supply equal to OR and  mport
equal to RT, the total consumption of commodity X in the post-quota
period equals OR + RT =  OT. Note that, in Figure 4.3, OT < OM.
Thus, imposition of import quota leads to reduction in the consumption
and hence the loss of social welfare.

 Redistributive effect of quota: As shown above, imposition of import
quota reduces the level of consumption and, hence, the loss of social
welfare. However, a part of what consumers lose is of benefit for the
other sections of the society—producers, labour and importers. It implies
that while import quota harms the consumers, it benefits the other sections
of the society. This is called the redistribution effect of import quota. Let
us now examine the redistributive effect of quota.

The total loss of social welfare equals the loss of consumer surplus. It
can be seen from Figure 4.3 that in the absence of import quota,
consumption equilibrium was determined at point G where the total
consumer surplus enjoyed by the consumers is shown by the area DPG.
With the imposition of import quota, the equilibrium point shifts to point
E. The shift in consumption equilibrium from point G to point E reduces
the consumer surplus to the area DTE area. Thus, the loss of consumer
surplus is shown by the area DPG – area DTE = area ETPG. Note that
the area ETPG in divided in four parts – PTAB, ABC, ACFE and
EFG. The area PTAB shows the benefit to the producers as increase in
revenue; ABC benefits labour as increase in wages; importers gain by
the area ACFE; and area EFG goes to no one. Thus, the area EFG
represents the net welfare loss to the society due to the imposition of
import quota.

 Effect of quota on terms of trade: Imposition of quota changes the
terms of trade, which may be either favourable or unfavourable to the
country imposing quota. Whether quota effect is favourable or
unfavourable depends on the position of country to determine the terms
of trade. To make it clearer, let us suppose that there are two trading
countries – country A as an importer and country B as an exporter.
Suppose offer curves of country A and country B are given by curves A
and B, respectively, as has been depicted in Figure 4.4. The trade offer
curves of country A and B intersect at point E. Point E determines the
pattern and the levels of trade between the two countries under the
condition of free trade. The line OT gives the terms of trade between the
two nations in the absence of quota.
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Fig. 4.4 The Terms-of-Trade Effect of Import Quota

Let us now suppose that country A imposes import quota and limits its import of
commodity Y at OP. With the fixation of quota, the terms of trade may be determined
either at point M or at point D or at any point between these two points. If country
A is a monopoly importer, then the terms of trade will be determined at point M
and the terms-of-trade line will be OM. At point M, the terms of trade is favourable
to country A as it would import OP of commodity Y in exchange for only PM of its
export of commodity X. In the absence of quota, it would be required to export
PN of X for OP of Y. Hence, quota makes the terms of trade favourable to the
monopoly importer country A. But, if country B is a monopoly exporter of
commodity Y, then the terms of trade will be unfavourable to country A. For,
country A will then be required to export an additional quantity ND of X for
importing OP of Y. In case of bilateral monopoly, i.e., country A is a monopoly
importer and country B is a monopoly exporter of commodity Y, the terms of trade
will be theoretically undetermined at point N — the point determining terms of
trade under free trade. Therefore, the terms of trade is neither favourable nor
unfavourable to country A.

Quota and tariff effects compared

The various effects of tariffs and quota have been discussed above. A question
arises here at both theoretical and practical levels: Which of the two measures is
more effective and desirable for controlling trade? This section presents a
comparison of the effects of quota and tariff.

The quota and tariff effects can be compared by introducing quota system
to Figure 4.3. For the purpose of a comparative study of the two effects, let us
suppose that country A imposes a quota which has an equivalent effect on the
price of commodity X, i.e., the domestic price of commodity X rises from OP to
OT in Figure 4.3. With this assumption, Figure 4.3 is quite similar to Figure 4.1. It
may be noted at the outset that the effects of import quota and tariff are the same
with an important difference, of course. The difference is that tariffs yield revenue
and quota does not. In other words, while tariff has a positive revenue effect,
quota has no revenue effect.
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However, quota system can also yield revenue. The revenue effect of the
quota depends on the way import licenses are allocated between the importers.
There are three main methods of allocating import licence: (i) competitive auction,
(ii) user-based allocation, and (iii) ‘fixed favouritism.’ In case import licences are
auctioned in the free market, the government makes compensatory revenue. If the
import licenses are allocated to the users on the basis of their use on a fee or a
charge, there is some revenue to the government. But, if import licences are granted
to the importers as a matter of favour to the users and regular importers, then there
will be no revenue to the government. Instead, this system breeds corruption and
inefficiency. If only a few firms are granted quota as favour, it may create a monopoly
which may undermine the gains of the quota system.

A question may be asked here: If non-revenue effects of quota are the same
as of tariff effects, why should a government opt for quota and deprive itself of the
tariff revenue? As has been mentioned above, the feasibility and effectiveness of
tariff depends on a number of conditions.

The effective working of tariff assumes competitive market conditions and
free competition between the industries in both home and foreign markets.

A tariff works by changing the relative prices of imports and exports.
Therefore, for the tariff to be effective, imports must be highly price elastic. This is
an important condition for tariffs to be effective.

The countries affected adversely by the tariff will not retaliate by imposing a
countervailing tariff. If it does, the tariff will not achieve its objectives.

Most of these conditions generally do not hold true in reality. Markets at
home and abroad are not perfectly competitive. The price elasticity is not the lone
factor affecting imports. The other and equally important factors that determine
the volume of imports include factors such as the essentiality of imports, income
elasticity of imports, and availability of substitutes. Tariff imposition are often
resented and retaliated with a countervailing tariff imposed by the affected countries.
The gains of tariff can be maximized only by an optimum tariff. The determination
of the optimum tariff is a difficult task as it requires prior knowledge of the offer
curve of the exporting country and of the social indifference curves of the domestic
economy. This condition is rarely satisfied in practice. In contrast to tariff, quota is
a direct, quantitative method of import control. Therefore, it works more effectively
and with a greater certainty. For these reasons, quota is often preferred to tariff at
the cost of revenue. It is, however, difficult to determine whether the advantages
of quota compensate for the loss of revenue and its other consequences.

2. Dumping and Anti-Dumping Retaliation

In this section we discuss another type of trade barrier called dumping. Let us first
understand the meaning and practice of dumping.

Meaning

Dumping is a practice of exporting goods at a price lower than the domestic price.
In other words, when a country exports its product to other countries at a price
lower than its domestic price, it is called dumping. Also, when a monopolist or a
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monopolistically competitive firm sells its product in the foreign market at a price
lower than the price it charges in the domestic market, it is called dumping. Dumping
amounts to international price discrimination or, more precisely, price discrimination
between the domestic market and the foreign markets. There is nothing bad or
unethical about dumping—it is a common practice in an imperfectly competitive
business world. Dumping is practicable and profitable under the following conditions:

 The seller of a product has some monopolistic control over the domestic
market.

 The product price in the foreign markets is higher because of high cost of
production.

 The demand for foreign goods is more price elastic than the demand for
domestic goods.

 Domestic and foreign markets are separated by distance and high cost of
transportation so that reverse export to the domestic market is not possible.

Benefits from dumping

It has been generally proved that dumping benefits the exporting country. The
exporting country benefits because dumping provides an opportunity to maintain
a higher level of production as also a higher level of exports. That is, the exporting
country benefits from its higher level of production and exports.

However, the importing country has both gains and losses from dumping.
Whether the importing country has net gain or net loss from dumping depends on
several conditions. The importing country benefits because it receives the products
at a price lower than its domestic price. However, the importing country loses a
great deal due to a decrease in its production of the domestic import substitute
and the consequent loss of employment. When the losses exceed the gains, the
importing country is a net loser. In case loss is very high, the importing country
retaliates dumping by imposing anti-dumping tariffs. Before we discuss the effects
of anti-dumping tariffs any further, let us look at the method of determining dumping
price and the effects of dumping.

Determination of dumping price

In case a country decides to opt for dumping, the question that arises is: ‘What
should be the dumping price’? This question arises because if the dumping price is
very low and exports are not very high, the benefits of dumping will be very low
and the purpose of dumping will be defeated. And, if dumping price is closer to
the domestic price of the product in the importing country, the exports are bound
to be low. In that case also, the benefits of dumping may be defeated. So the
question arises: What can be the most appropriate dumping price?

Economists have attempted to answer this question theoretically as well as
empirically. This question is answered theoretically by replicating the case of price
discrimination by a monopoly firm facing two markets with different demand curves
and applying the theory to international price discrimination. For the purpose of
analysis here, the country is treated to be a monopoly firm. The theoretical
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framework for the determination of dumping price and price discrimination for the
domestic and for foreign markets are illustrated in Figure 4.5. The curves D

D
 (or

AR) and MR
D
 represent the demand and marginal revenue curves, respectively, in

the domestic market and curves D
F
 and MR

F
 represent the demand and marginal

revenue curves, respectively, in the foreign market. The firm’s marginal cost is
shown by a straight line drawn under a simplifying assumption that MC remains
constant.

As the theory of price and output determination suggests, a monopoly firm
maximizes its profits in the both domestic and foreign markets. The profit maximizing
price is determined where MC = MR. In this example here, the monopoly firm will
maximize its profits by setting prices for the domestic and foreign markets in such
a way that MC = MR

D
 = MR

F 
. As Figure 4.5 shows, the MC line intersects MR

D

at point D. Therefore, the profit maximizing price for the domestic market is fixed
at OP

2
. Similarly, MC line intersects MR

F
 at point F. Therefore, profit maximizing

price for the foreign market is fixed at OP
1
. The price (OP

1
) set for the foreign

market is obviously lower than the price (OP
2
) set for the domestic market. The

practice of setting a lower price for the foreign markets than the price set for the
domestic market is called ‘dumping.’

Fig. 4.5 Pricing under Dumping

Kinds of dumping

There are three kinds of dumping: (i) persistent dumping; (ii) predatory dumping;
and (iii) sporadic dumping. A brief description of three kinds of dumping follows.

(i) Persistent dumping: Persistent dumping is one that is adopted indefinitely or
over a long period of time because of the persistence of the favourable conditions
for dumping. The conditions, as mentioned above, are: (a) a firm enjoys a monopoly
or a near monopoly power in the domestic market in respect of a commodity; (b)
the foreign market’s price of this commodity is higher because of high cost of
production; (c) foreign demand is more price elastic than the domestic demand;
and (d) foreign and domestic markets are so separated that re-export of the products
is not profitable because markets are separated by such factors as high cost of
transportation and high import tariffs. The monopolist adopts dumping persistently
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under these conditions with the objective of maximizing profits in both domestic
and foreign markets.

(ii) Predatory dumping: A predatory dumping is a temporary dumping that a
country adopts for short periods intermittently, if required, with the objective of
eliminating competitors in the -foreign market. This kind of dumping provides
monopoly gains to the dumping country. The predatory dumping is resorted to for
the period until the competitors are eliminated. Once the competitors are eliminated,
the monopolist country discontinues dumping and raises the price to a higher level
and thus exploits the consumers abroad. This kind of dumping is, therefore, regarded
as ‘an unfair method of competition.’

(iii) Sporadic dumping: As its name suggests, sporadic dumping is done
occasionally and for a very short period. This kind of dumping is generally resorted
to under such conditions as: (i) there is excess supply for some unpredictable
reason; (ii) there is a sudden fall in the domestic demand due to some extraneous
factors; and (iii) overproduction due to an erroneous production planning. In order
to get rid of excess production, the monopolist sells its product in the foreign
market at a price lower than its price in the domestic market. Often, the objective
in this case is to prevent a downslide in the domestic price

Effects of dumping

Dumping is as an interference with the free trade system. It distorts the price
structure and, thus, violates the Pareto optimality conditions. It is, therefore,
considered to be injurious to the world’s economic welfare. However, all kinds of
dumping are not equally injurious to world’s economic welfare. The anti-welfare
effect of dumping depends on its nature.

Sporadic dumping, for instance, is the least harmful. Instead, it occasionally
increases the supply of commodities in the importing countries and increases their
welfare without reducing the welfare of the exporting countries.

Predatory dumping, on the other hand, is the most harmful form of dumping.
It is most injurious to the world welfare, especially to the welfare of the importing
countries as it drives their domestic producers out of business and, thereafter, it
results in the exploitation of their consumers.

The welfare effect of persistent dumping falls between the two extremes. It
adds to the world welfare under the following conditions: (i) it increases production
and employment in the exporting country; (ii) it increases the supply of the dumped
product in the importing countries; and (iii) it does not throw the domestic producers
out of business and does not prevent the growth prospects of import substitute
industry in the importing country. If production and employment conditions in
exporting and importing countries are different from these conditions, dumping
may be injurious to world welfare.

However, it is not easy to distinguish between the different kinds of dumping
and measure precisely their adverse effects. Therefore, anti-dumping policy
measures are adopted in all cases of dumping.
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Effects of anti-dumping tariffs

Countries affected by dumping adopted anti-dumping measures, especially anti-
dumping tariffs. Anti-dumping tariffs may prove to be beneficial or even harmful to
the importing and exporting countries. In this section, we will discuss the theoretical
approach adopted by the economists to analyse the effects of anti-dumping tariffs.

It may be noted at the outset that it is difficult to find an indisputable answer
to the following questions related to anti-dumping tariffs.

 How good or bad are the effects of the anti-dumping tariff?

 Who gains from it and to what extent?

 Who loses and to what extent?

There are arguments in favour of and against anti-dumping tariffs. The free
traders argue that anti-dumping tariff against persistent kind of dumping is undesirable
because: (i) it deprives the consumers of the importing country of the consumption
of a larger quantity of goods and at a lower price; and (ii) the tariff gains from the
import substitute industry are generally not greater than the losses of dumping. The
free traders agree to tariffs against predatory dumping. There are arguments in
support of tariffs against persistent dumping. Some economists argue that persistent
dumping may increase the welfare of the importing country in the short run. In the
long run, however, it causes many disadvantages to the importing country. Some
major disadvantages are the following:

 It prevents, or at least reduces, the growth prospects of the substitute
industry.

 It makes the country dependent on the foreign supplies. When foreign
supply is disrupted for any reason, the production and consumption
levels of the importing country are adversely affected.

 It constrains the general growth, production and employment in the
importing country. In fact, the effects of anti-dumping tariff depend on
the conditions under which they are levied.

However, partly with a view to developing the production capability of the
domestic economy and partly under the pressure of import competing firms, the
governments in both developed and developing economies have imposed anti-
dumping tariffs from time to time. The imposition of anti-dumping tariffs is allowed
under the International Anti-Dumping Code of the General Agreement on Tariffs
and Trade (GATT).

3. Export Taxes and Subsidies

A tax on exports, the export tariff and export subsidy fall in the category of non-
tariff trade barriers. In this section, we turn to discuss the effects of a tax on
exports and a subsidy on exports, used to control and to promote exports of the
country. A tax on export is aimed at restricting the exports and a subsidy on exports
is used for the promotion of exports of the country. The effects of export tax and
export subsidy on exports are discussed below. Before we discuss the effects of
export tax, let us have a look at the meaning and purpose of export tax.
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Export tax and its effects

Export tax or export duty is a levy on the exports of a country. Just like import
duty is aimed at restricting imports, an export tax is aimed at restricting exports.
While import duty has been a widespread phenomenon, export tax has been an
uncommon practice. Besides, the export tax has been more common in less
developed countries than in developed countries. It has been, in fact, a rare
phenomenon in industrially advanced countries. Some countries, e.g., the United
States, have banned the imposition of export tax. On the other hand, there are
several instances of less developed countries of South-East Asia, Africa and South
America using export tax to restrict their exports, mainly of food items and raw
materials. For instance, Sri Lanka has imposed tax on its tea export, Pakistan on
its jute export, Myanmar and Thailand on their rice export, Malaysia on its tin
export, Ghana on its cocoa export, Brazil and Colombia on their coffee export.

The major objectives of taxing export have been: (i) raising revenue; (ii)
improving terms of trade; (iii) ensuring adequate supply of goods in the domestic
market by controlling exports; and (iv) encouraging the export of semi-finished
goods with greater value added.

Effects of export subsidies

Export subsidy is a financial assistance to the exporters to promote export of the
country. It may be regarded as a negative export tax. The forms of export subsidy
are extensive and subtle. It may be direct or indirect; it may be open and/or
disguised; or it may be overt or covert. A direct, open or overt subsidy is in the
form of direct financial payment to the exporters of the subsidized exports. It may
be fixed at per unit of the quantity exported or in terms of percentage of value of
exports. Such payments are made out of the government’s general revenue.

The covert or disguised export subsidy is provided in various indirect ways.
It may be provided in the form of concessional interest on the government loans to
the exporters, favourable export-credit insurance and guarantee arrangements,
R&D support, investment grants, tax concessions on the export incomes,
concessions in government shipping services, supply of subsidized inputs, advertising
private export goods abroad, incurring promotional expenditure on behalf of the
exporters including training and educational programmes, and availing exporters
free-of-cost information on the export market.

Export subsidies have emerged as a common form of trade restriction after
the GATT restrictions on the use of import duty. Export subsidies are provided
mainly to the agricultural exports with a view to protecting farmers’ income. The
export of handicrafts and cottage industry goods, sugar and many other items
have been provided with export subsidy in different forms in India. The basic
purpose of an export subsidy is to promote exports by making prices of export
goods competitive in the international market.

Export subsidy and GATT

Export subsidization in any form is considered as an ‘unfair’ method of competition
by the General Agreement on Tariffs and Trade (GATT). An export subsidy in any
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form is a violation of Article VI of the GATT. Therefore, it allows the affected
country to retaliate with ‘countervailing duties’ on the import of subsidized products
provided an export subsidy granted by a country proves undoubtedly harmful to
the economy of the importing country. However, the GATT allows the subsidization
of exports in case a country is using imported inputs bearing import duty.

Effects of countervailing duty

As mentioned above, if an importing country is affected adversely by the export
subsidy imposed by the exporting country, the importing country is allowed to
‘retaliate with countervailing duty.’ In case an affected importing country does
retaliate by imposing a countervailing duty, the consequences for the export
subsidizing country are much worse than the gains of export subsidy. For, the
people of the export subsidizing country bear the burden of countervailing duty,
not the people of the importing country. The effect of the countervailing duty on
the export subsidizing country is illustrated in Figure 4.6. Suppose that the foreign
demand for product of a country is given by the curve FD and world price of the
product at OP. Under the condition of free trade and with no export subsidy, the
exporting country finds its foreign trade equilibrium at point A. It exports OQ
quantity of the commodity to the world in the absence of export subsidy. Foreign
trade under these conditions maximizes the world welfare.

Fig. 4.6 Effects of Export Subsidy and Countervailing Duty

Now, suppose that the exporting country provides an export subsidy of PP
S
 = AB

= DC per unit of export with a view to increasing its exports by pricing its product
relatively cheaper in the world market. As a result of the export subsidy, the export
price decreases from OP to OP

s 
and, consequently, its exports increase from OQ

to OR. This increase in exports is the export effect of the subsidy. But the government
loses its revenue to the extent of paid subsidy. If this loss of revenue is made up by
additional taxation, the burden of export subsidy falls on the tax payers. Whether
the gain from increase in export overweighs or underweighs the loss to the tax
payers depends on the price elasticity of foreign demand. If the price elasticity of
foreign demand is much greater than one, the country gains, and vice versa. If
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elasticity is highly greater than one the export will increase in large volume, yielding
a large export earning. The extra exporting earning can be used to compensate the
tax payers.

Let us now look at the effects of export-subsidy from importer’s angle. It is
obvious that the people of the importing country gain from the export subsidy as
they are required to pay a lower price to the extent of the subsidy. As has been
shown in Figure 4.6, they gain by AB per unit of their imports. This gain is, however,
countervailed by the decrease in domestic production due to increase in imports,
and hence the loss of employment. Therefore, a question that confronts the importing
country is: Should it enjoy the benefits of low import price given by the area
PACP

s
 or should it retaliate by imposing a countervailing import duty?

The answer to this question depends on whether the gains of the low import price
overweigh or underweigh the loss due to adverse effect of increased import on its
import substitute industry. Let us suppose—for the sake of further analysis—that
the importing country finds export subsidy affecting its import competing industry
adversely and it does impose a countervailing duty on its imports to the extent of
export subsidy with a view to protecting its own import competing industry.
Incidentally, the imposition of countervailing duty is permissible under the GATT.
Such a policy measure may also be taken either for a genuine reason or for political
reasons to satisfy the pressure group lobbying for industrialist. Whatever may be
the reason, let us suppose that the importing country does impose a countervailing
import duty just sufficient to offset the export subsidy. When it does so, the import
price bounces back to its original level, OP. Consequently, trade equilibrium point
returns to the original point A and trade decreases from OR to OQ. A comparative
summary of the welfare effects of the export subsidy and the countervailing duty
may be presented as follows.

1. When the exporting country grants subsidy, the equilibrium point moves
from point A to C. The exporting country then loses PDCP

S
 and the importing

country gains PACP
S
. Area ACD is a loss to the world of the two countries—

it is a deadweight loss to the society.

2. When the importing country imposes countervailing import duty, the
equilibrium point moves from point C to A. The importing country loses
ABC and its total gain falls from the area PACP

S
 to PABP

S
. The exporting

country loses PABP
S
 but it gains in terms of subsidy-saving to the extent of

ABCD. The total gain to the world of the two countries equals area ACB.

4. Voluntary Export Restraints (VER)

Voluntary Export Restraint (VER) is one of the most important non-tariff trade
barriers. In effect, it is similar to import or export quota. While import and export
quota systems are adopted by a country as a matter of its own domestic trade
policy, the VER is, in a way, a demand by the importing countries from the exporting
countries to restrict their exports voluntarily. The VER is a demand from the
importing countries in the sense that they apply pressure on the exporting country
to cut down its exports ‘voluntarily’ otherwise they may impose import duty and
other restrictions on their imports. For instance, since the 1950s, the US and
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some other industrial countries had negotiated with Japan to curtail the Japanese
export of textile goods to these countries. This was Japan’s VER. Later on, some
other countries adopted VER for exports of other goods (including automobiles,
steel and shoes) by other countries. The VER kind of negotiations or the
arrangements were made to protect the domestic industries of the industrialized
nations during the recession of 1980s.

The economic effects of VER are similar to the effects of an equivalent
import quota. However, since VER is administered by the exporting country, the
revenue gains and monopoly profits accrue to them, whereas in case of import
quota these gains accrue to the importing countries.

Effectiveness of VER

Voluntary export restraints are less effective than the import quota because the
exporting country finds some ingenious ways and means to deviate from the
negotiated pattern and level of VER. The common practices of deviation are
following.

 Product upgradation: The exporting countries try to upgrade their product
and improve the quality of their product. So, the profit which they lose due
to quantity control, they recover through increased value of export, the
quantity remaining the same. The case of product upgradation was found to
be quite evident in case Japanese automobiles exported to the United States
and Britain, and the export of clothing and footwear by the developing
nations.

 Switching to unrestricted product category: After having accepted VER,
countries tend to switch over to export-goods not covered under the
agreement on the VER. For instance, South Korea was exporting non
rubber-sole footwear to the US, which was put under the VER agreement
between the two nations. Later on, North Korea switched over successfully
from the non rubber-sole footwear to rubber-sole footwear which was not
covered under the agreement. Thus, South Korea violated the VER
agreement successfully under the rule.

 Setting up production units of the VER products in unrestricted
countries: Another method of violating the VER agreement is establishing
production units in countries not covered under the VER agreement. An
example of this method of avoiding VER is the case of Hong Kong exporters
of clothes setting up their clothes factories in Bangladesh, Malaysia and
Thailand, which were not covered under the VER agreement.

5. Technical and Administrative Regulation of Trade

In addition to non-tariff trade barriers, importing countries—when they decide to
do so—adopt some direct trade restrictions, including technical and administrative
controls and also other regulatory restrictions. Technical barriers include safety
measures and safety regulations for automobiles, electrical equipment and health-
related safety regulations for food items, clothes and medicines. For instance, the
US government had enforced in 1996 a restriction on India’s export of synthetic
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garments, alleging that they were highly inflammable and therefore unsafe.
Administrative barriers include stringent rules for custom clearance and foreign
exchange clearance (in LDCs like India) with the purpose of restricting imports of
undesirable and unwanted goods.

The purpose of such regulatory measures is both maintaining the technical
standard of the imported commodity and restricting imports from politically
unfavoured nations. Some of such regulations are the product of the government
policy of restricting imports and increasing the demand for domestic products
without violating the provisions of GATT.

Besides, many governments buy huge quantities in the private sector of the
domestic economy through the procurement policy, which is a kind of trade
restriction. Also, the kind of slogans ‘Be Indian, Buy Indian’, ‘Be British and Buy
British’ and ‘Be American and Buy American’ through the government media is an
indirect way of influencing trade.

6. State Trading

State trading refers to the import and export activities carried out by the government
itself or by the government agencies. In brief, when the government and government
agencies import and export goods and services directly, it is called state trading.
In fact, international trade was never left to the private agencies. The governments
in different countries have been importing goods and services used by the state.
However, state trading proliferated during and after the Great Depression of the
1930s as a matter of government policy aimed at limiting the imports to essential
goods. The objective of state trading was to route all the imports through the
government agencies, called ‘canalization.’ Although attempts were made during
the late 1930s to reduce the state trading and other state interventions with the
free market system, it was without much success as many countries continued
with this trend. In fact, in centrally planned economies, state trading was a political
and administrative necessity. Besides, during the post-World War II period, many
countries, particularly those countries which were unable to meet their requirement
through market system, went for state trading. India set up the State Trading
Corporation (STC), the Minerals and Metals Trading Corporation (MMTC), and
the Mica Trading Corporation of India (MITCO) along the lines of the centrally
planned countries to expand trade with these countries. In this section, we will
discuss the reasons for state trading and its advantages and disadvantages.

Reasons for state trading

As has been mentioned above, the state trading activity proliferated after the Great
Depression. The main reasons for state trading were as follows:

 Ideological factors made it a political necessity for the state to carry out
foreign trade. Since market system was abolished in the centrally planned
economies, there could be no other way to export and import goods and
services.
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 Economically weaker countries, especially LDCs, unable to face competition
in the open market and facing balance-of-payment problem had to trade
through state agencies and to canalize imports and exports.

 Some countries adopted state trading as a part of the entrepreneurial functions
assumed by the state.

 Another important reason for increase in state trading has been to prevent
the domestic exporters in an unhealthy competition to the disadvantage of
the country.

 Some countries having a weak or non-existent export sector adopted state
trading with objective of developing this sector with government support.

Advantages and disadvantages of state trading

It has been empirically found that state trading proves advantageous only to the
LDCs during the period of their underdevelopment, and not to the developed
countries. State trading helps LDCs in developing a regulated and sheltered foreign
sector in the domestic economy, especially during the period of critical balance-
of-payment position. By developing a state-to-state trade relationship, they expand
their export sector and also prevent violent fluctuations in the external sector.
However, state trading does have certain serious disadvantages:

 The most serious and harmful disadvantage of state trading is that it creates
another channel of corruption and inefficiency, just like any other state
department.

 State trading amounts to interference with free trade system. Therefore, it
prevents the growth of competitiveness of the domestic export sector.

 State trading tends to develop a tendency towards bilateral trade. While
bilateral trade is helpful in many ways, it limits the scope of trade only to
politically affiliated group of countries.

7. International Trade Cartels

We have so far discussed the non-tariff trade barriers that are created by a single
country unilaterally as a matter of its domestic foreign trade policy. In this section,
we will discuss a trade barrier which is created multilaterally by a group of countries,
called international cartel. The world has a long history of international cartels in
many goods and services. But, the Organization of Petroleum Exporting Countries
(OPEC) and IATA are the two most prominent and effective international cartels
in recent times.

A cartel is an association of traders of a good or service set up for mutual
gains by monopolizing its production and sale and controlling its price. The primary
objective of an international cartel is to acquire monopoly power over the supply
of a product and exploit the consumers of the product, like a monopoly, to their
mutual gains. The main functions of a cartel are the following:

 To determine the total quantity to be produced or sold by the cartel.

 To determine the share of each individual member in the cartel output.
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 To determine a common price for its members with a view to preventing
price competition between them.

The following conditions are necessary for the survival and successful working
of the cartel.

 Price elasticity of world demand for imports must be low in the relevant
price range.

 The world market is of oligopolistic nature with a few large suppliers.

 The cartel must have control over major part of the total supply.

 Cartel members must adhere to the cartel price and to the output quota
allotted to them.

Check Your Progress

4. What are the two types of trade barriers?

5. Name the two types of non-tariff trade barriers.

6. What are the eight kinds of economic effects of tariff according to
Kindleberger?

7. What is dumping?

4.4 WORLD TRADE ORGANIZATION

The WTO came into existence on 1 January 1995. It was, in fact, the GATT itself
which was transformed into WTO at the Uruguay Round of 1994. However, the
establishment of international trade organization like WTO has a long history.

History of WTO

The first initiative to establish an international trade organization was taken by the
UN at its International Conference on Trade and Employment in Havana in 1947.
The intention of the UN was to set up an International Trade Organization (ITO)
on the lines of the World Bank and the International Monetary Fund. The ITO
treaty, known as Havana Charter, was successfully negotiated. However, as
mentioned earlier, the ITO could not be established because the US refused to
ratify the Havana Charter fearing it could affect its dominant position adversely.

Although the ITO could not be established, the efforts of the big trading
nations to create a system of trade regulations did not end. A group of 23 member
countries of the UN continued to make efforts to set up some other kinds of
international trade organizations which could work to reduce trade barriers, resolve
trade disputes, and provide a framework for trade negotiations and trade
liberalization. This group of countries did succeed in setting up the GATT along
with several other trade and development organizations. the GATT was the most
important trade organization set up in 1947 and worked successfully for 47 years.
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It was the GATT which finally converted itself into an international trade
organization, called the World Trade Organization. The process of converting the
GATT started in 1986 at Uruguay Round and took eight years to be completed.
The WTO was formalized at the Uruguay Round of GATT on 15 April 1994 with
the Marrakesh Agreement. It became effective on 1 January 1995. The negotiations
for the establishment of WTO were signed initially by 123 countries including
India. The number of WTO member countries increased to 164 in 2016.

Why was GATT converted into WTO?

GATT was converted into WTO for the following reasons.

 It was realized that the GATT system was not only straining trade but also
preventing an adaptation to a globalizing world economy.

 There were structural deficiencies in the GATT system as a result of which
developed countries were benefitting from trade at the cost of
underdeveloped economies.

 The GATT had failed to prevent the spill-over negative effects of the trade
policies of some countries, especially economically strong countries.

 The GATT was limited to trade in goods whereas member countries were
encountering problems in many other trade areas, e.g., trade in services,
trade in primary products (agricultural and textile products), intellectual
property rights, etc.

 Developed countries were adopting new kinds of protective trade policies
which were outside the scope of the GATT.

WTO and GATT: A comparison

Although there are many similarities in the structure and functions of the GATT
and the WTO, there are some important differences between them. Their
differences are detailed below:

 The WTO is a formal international organization established with its
headquarters in Geneva (Switzerland), whereas GATT was an informal
organization based on an ad hoc treaty between member countries.

 The WTO’s scope is much wider than that of the GATT. While GATT was
confined to merchandize trade (trade in goods), WTO covers multilateral
trade, trade in services, intellectual property rights on traded goods, and
foreign investment. All these were outside the purview of the GATT.

 Under GATT, abiding by trade negotiations and agreements was optional.
A country could continue to remain its member even if it violated the GATT
agreements. In contrast, trade negotiations and agreements under WTO
rules are binding on member countries. Countries not abiding by the WTO
agreements, rules, and principles cannot retain their membership.

 While agreements under the GATT were not binding, the WTO has a unified
package of agreements to which all members are committed and agreements
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are binding. For example, when members liberalize foreign trade by removing
trade barriers, they are bound to abide by their commitments to the WTO;
they cannot not go back on them without the consent of the WTO. This
kind of provision did not exist under the GATT.

4.4.1 Objectives of the WTO

The preamble of the agreement to establish the WTO lays down the following
objectives for this organization:

(i) Promoting production and trade for global development: The basic
objective of the WTO is to promote production and trade in goods and
services and to create conditions for economic development so that
standards of living are raised and full employment is ensured.

(ii) Encouraging and facilitating the optimal utilization of resources: To
achieve its basic objective, a complementary of the WTO is to encourage
and facilitate the optimal utilization of global resources to ensure the protection
of the environment at different levels of economic development in member
countries.

(iii) Creating opportunities for the development of underdeveloped
countries: Recall that a big complaint against the GATT was that it had
done little for underdeveloped countries. This was one of the reasons for
the establishment of the WTO. Therefore, one of the objectives of the WTO
is to create opportunities and to facilitate the development of less developed
countries, especially the least developed countries, and to assist them to
increase their foreign trade along with their economic development.

(iv) Reducing tariff and non-tariff trade barriers: Like GATT, an important
objective of WTO is to make efforts to get tariff and non-tariff trade barriers
reduced, wherever they exist, by multilateral consultations and reciprocal
trade agreements between the member countries for their mutual benefit.

(v) Ensuring sustainable growth of the world economy: Finally, it is also
the objective of the WTO to ensure sustainable growth of the world economy.
To this end, it has to create conditions for a stable rise in the production of
goods and services and for free trade in goods and services.

4.4.2 Functions of the WTO

The WTO is the only international organization controlling and regulating international
trade under the rules agreed upon by the member countries. Its main objective is
to ensure that international trade flows freely, smoothly, and predictably. To achieve
these objectives, the WTO has to perform the following functions:

(i) Implementing WTO agreements

The WTO has to facilitate the implementation of multilateral trade agreements by
providing the framework for the implementation, administration, and operation of
these trade agreements. Although trade agreements under WTO rules are binding
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on member countries, some countries may try to deviate from the provisions of the
agreement for their own benifits. Therefore, it is the responsibility of the WTO to
make sure that countries abide by trade agreements.

(ii) Providing a forum for multilateral trade agreements

In a fast-changing world, especially because of globalization, the economic
conditions in countries keep changing making changes in trade conditions and
trade relations. This gives rise to the need for reframing trade agreements. One of
the WTO’s important functions is to provide a forum for negotiations among its
members with regard to multilateral trade relations. WTO also provides a
framework for the implementation of the results of such negotiations.

(iii) Creating a mechanism for the settlement of trade disputes

Changing domestic and global economic conditions often force nations to adopt
protective trade policies that trigger conflicts with the trade policies of other
countries. Trade disputes occur frequently in the modern world. The WTO puts in
place a mechanism for negotiations for the settlement of trade disputes.

(iv) Monitoring the national trade policies of member countries

Member countries are obliged to adopt trade policies that are in accordance with
WTO agreements. But, as was the case under GATT, some industrial countries
do not stick with the agreed trade policy. Therefore, one of the functions of WTO
is to monitor the trade policies of member countries to ensure that their trade
policies fall within the purview of the agreement.

(v) Providing technical assistance and training to LDCs

The WTO is committed to help economic development in underdeveloped
countries, by providing technical assistance and manpower training.

(vi) Coordinating its functions with the IMF and World Bank

The funcational area of the WTO was initially limited to international trade and to
resolving trade-related problems such as the liberalization of trade by reducing or
eliminating trade barriers and resolving inter-country conflicts and disputes. But
many other kinds of trade-related problems are faced by member nations
individually or jointly, such as balance-of-payments deficits, financial crises in trade-
deficit countries, and growing indebtedness of LDCs constraining their economic
development and trade. Therefore, the WTO has to step in to coordinate with
international financial institutions like the World Bank and the IMF to assist these
countries.

4.4.3 WTO Agreements

At the heart of the WTO system are the multinational trade agreements.The WTO
has 60 agreements signed by member countries at the Uruguay Round of GATT
negotiations. All these agreements have legal status in the sense that the agreements
are binding on member countries. This section presents a brief description of the
basic objectives and the content of the following important agreements.
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1. Agreement on Agriculture (AoA)

The purpose of the Agreement on Agriculture (AoA) is to establish a market-
oriented system in agricultural trade. Under GATT, agricultural trade was excluded
from multinational agreements. Since agriculture was an open sector, developed
countries adopted strong protective measures to protect their agricultural sector
from international competition. Protective measures included domestic (production)
subsidies, export subsidies, minimum market access commitments, domestic
support, sanitary and phytosanitary support, etc. Owing to this protection,
agricultural prices in developed countries were very low. This affected developing
countries adversely as they are dependent on agriculture and their exports consist
mainly of primary products, including agricultural products. Since agricultural prices
in developing countries were comparatively higher, exports of developing countries
suffered greatly.

Agricultural trade was brought under the WTO agreements in the Uruguay
Round to provide a framework for multinational trade in agriculture. The AoA
seeks to achieve this objective by the following measures:

 Opening up the national agricultural market to international competition
by reducing non-tariff barriers

 Controlling overproduction of agricultural goods, especially by developed
countries, by gradually reducing government subsidies and support to
producers

 Promoting competition through a reduction in export subsidies.

2. Agreement on Textiles and Clothing (ATC)

The trade in textiles and clothing under the GATT rules was subject to import
quotas. This affected the trade in textiles and clothing adversely, especially in
less developed countries. The objective of the ATC was to integrate the trade
in textiles and clothing with the global trade system created by the WTO. The
integration of this sector with the world trade system occurred in four phases.

 In the first phase, beginning on 1 January 1995, i.e., WTO’s date of birth,
the agreement applied only to those countries of GATT whose import of
these goods was not less than 16 per cent of their total imports in 1990.

 In the second phase, beginning on 1 January 1998, the agreement was
extended to those countries whose import of these goods was 17 per cent
in 1990.

 In the third stage, beginning on 1 January 2002, the percentage was
increased to 18 per cent.

 In the fourth stage, beginning on 1 January 2005, the scope of the agreement
was extended to include the remaining products of this sector such as yarn,
finished textile products, and clothing and the percentage was increased to
49 per cent.  Incidentally, the ATC is no more in existence.
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3. General Agreement on Trade in Services (GATS)

GATS is related to trade in all kinds of services traded internationally, including
financial services, telecommunication services, transport services, outsourcing
manpower services, hotel services, and tour operators. The basic purpose of GATS
is to liberalize and regularize trade in services by reducing the trade barriers in
services, especially for developing countries. The main provisions of this agreement
are as follows:

(i) Non-discrimination between domestic and foreign services, i.e., foreign
services and service suppliers are treated on par with domestic services
and suppliers.

(ii) Member countries should follow the transparency rule with regard to their
services trade policy—countries are required to publish their rules and
regulations on traded services.

(iii) Member countries should go for progressive liberalization of trade in services
through successive negotiations. Changes in the inter-country agreement
on service trade, if required, have to be made in consultation with other
parties.

(iv) Each member country should set up institutions to provide specific
information to other members.

4. Agreement on Trade-related Investment Measures (TRIMs)

The agreement on TRIMS is related to the measures (conditions and restrictions)
imposed by some countries on foreign investment. Incidentally, restrictive measures
on foreign investment were widely imposed by developed countries. The agreement
on TRIMS aims to eliminate or modify the conditions and restrictions on foreign
investment that are not consistent with the rules and regulations of the WTO. In
case of modification of the unreasonable conditions, a transition period is allowed
to the parties concerned. The transition period allowed is two years for developed
countries, five years for underdeveloped countries, and seven years for less
developed countries.

Some important provisions of this agreement are as follows:

 No country can impose any performance clause on foreign investors in
respect of foreign-exchange earnings, foreign equity participation, and
transfer of technology.

 Foreign investors should be treated on par with national investors.

 There should be no restriction in the area of foreign investment—it should
be open.

 There should be no restriction on the import of raw materials and
intermediate components related to foreign investment.
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5. Agreement on Trade-related aspects of Intellectual Property
Rights (TRIPs)

The agreement on TRIPs relates to the protection of people’s right to the ownership
of their new ideas, thoughts, and inventions. Intellectual property rights (IPRs)
include (i) copyrights, (ii) trademarks, (iii) geographical indications (the area of
property rights), (iv) designs of industrial products, (v) patent for micro-organisms
and plant varieties, (vi) integrated circuits and (vii) trade secrets.

6. Agreement on Subsidies and Countervailing Measures (SCM)

Subsidies for exports and countervailing measures are regarded as trade barriers.
The purpose of the SCM agreement is to reduce these barriers to the extent that
they affect the growth of foreign trade. For this purpose, subsidies have been
classified under the following three categories.

(i)  Prohibitive subsidies—subsidies that cause the most damage.

(ii) Non-actionable subsidies—subsidies that are not specific to any product,
firm, industry, or group of industries.

(iii) Actionable subsidies—subsidies against which action can be taken by the
affected country either through the settlement of dispute by adopting
countervailing measures.

There are different provisions for the implementation of the SCM for different
categories of countries. For instance, developing countries with a per capita income
of less than $1,000 per annum are exempt from the imposition of prohibitive
subsidies, specifically export subsidies.

7. Agreement on anti-dumping

Dumping prevents the growth of competing industries in the importing country. the
GATT allowed countries affected by dumping to adopt anti-dumping measures if
dumping affected their import-related industry. The WTO made improvements to
the GATT provisions through the anti-dumping agreement. The improvements
include the following additional provisions:

 A greater clarity of the concept of dumping and detailed rules and criteria
for the assessment of damage caused by dumping to the importing country.

 A detailed procedure for initiating and conducting investigation of the adverse
effects of dumping.

 The process of determining and implementing anti-dumping measures.

 The process of settlement of disputes arising out of anti-dumping measures.

8. Agreement on Technical Barriers to Trade (ATBT)

Before the establishment of the WTO, trading partners had to face problems
posed by the technical aspects of products and the standard of the traded products.
It worked like a trade barrier. The agreement on TBT is aimed at eliminating this
kind of trade barrier. It ensures that negotiations on the technical forms and standards
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of the products, and the testing and certification procedures thereof, do not create
unnecessary trade barriers, i.e., trade delays. Also, the ATBT allows member
countries to negotiate on matters related to the protection of human life and health,
and plant life.

9. Agreement on dispute settlement

Disputes and differences on trade matters among member countries crop up
frequently. GATT principles and rules were very complex and difficult to follow
for settling disputes. The objective of agreement on dispute settlement under WTO
is to settle disputes effectively, and without unnecessary delays. WTO members
have agreed to accept and follow the rules for dispute settlement. The rule provides
that if a country violates WTO rules, the affected nations can use the multilateral
system of dispute settlement instead of taking any unilateral action.

Some other important WTO agreements are as follows:
(i) Agreement of Sanitary and Physiosanitary Measures
(ii) Agreement on the Trade Policy Review Mechanism, and
(iii) Plurilateral Trade Agreements.

4.4.4 Principles of WTO

The WTO has established a set of principles and rules for the implementation of its
trade agreements. The main principles of WTO are briefly described as follows.

(i) Principle of non-discrimination

The principle of non-discrimination has two sub-rules—one related to ‘most-
favoured nation (MFN) rule’ and the other related to national treaty between
nations, i.e., inter-country trade negotiations. Under the MFN rule, the WTO
requires that no member country will discriminate between nations with regard to
its trade policy. The MFN rule applies unconditionally to all member countries.
Also, under the MFN rule, if a member country imposes a trade condition, it must
impose the same trade conditions for all WTO member countries. For example, if
a member country grants a concession to one country, it has to extend that favour
to all other members. However, the WTO grants exceptions for the formation of
free trade areas and custom union and also for preferential treatment of developing
countries.

As regards the rule related to national treaty, the principle is that the importing
country will treat its imported goods on a par with its domestic goods.

(ii) Principle of reciprocity

Reciprocity is a fundamental element of the trade negotiations between nations.
This principle requires: (i) that gains from trade negotiations should be greater than
the gains from unilateral trade liberalization; (ii) trade negotiations must benefit
both the exporting and importing countries; and (iii) the negotiating country should
benefit at the cost of the others. Put simply, when there are trade negotiations
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between nations of a group, they must ensure reciprocal benefits to all parties to
the negotiation.

(iii) Principle of binding and enforceable commitments

Most WTO agreements are aimed at the liberalization of foreign trade through
multilateral trade agreements. Liberalization of trade can be ensured only when all
member countries abide by the agreements. Therefore, WTO works on the
principle that the provisions of the agreements are binding on member countries
and can be enforced on those not abiding by them. Under this principle, if a trading
partner violates the agreement, the other party has the right to bring the matter to
the notice of the WTO. The WTO can enforce the agreement. For settling disputes
between trading partners, the WTO has a systematic process that involves
consultations and negotiations through an authorized negotiation panel. If the decision
of the panel is not accepted by the rule-violating country, the WTO can enforce its
adherence and also impose other kinds of trade restrictions on the country.

(iv) Principle of transparency

Transparency is a basic pillar of the WTO and is its legal obligation. The
transparency principle requires that member countries publish their trade regulations
in response to requests by other members seeking trade related information, notify
any changes they make to their trade rules and regulations, and also ensure that
disclosures are made to WTO committees and agencies. The committees and
agencies with specialized functions include the working groups and councils of
their Geneva meetings. The interactions of these committees with member countries
create opportunities for an exchange of information, and also for defusing potential
conflicts among members. The transparency principle has a big advantage in that
it reduces the pressure on the dispute settlement system.

(v) Principle of safety values

The safety value principle is related to the protection of the environment and general
health, including public health, animal health, and plant health. Under this principle,
in specific circumstances, governments are allowed to restrict trade. There are
three types of provisions in this principle expressed in three sets of articles: (i)
articles allowing the use of trade measures to attain a non-economic objective; (ii)
articles aimed at ensuring ‘free competition’, but members cannot use environmental
measures to disguise a protectionist policy; and (iii) provisions permitting intervention
in trade for economic reasons.

4.4.5 Contributions of the WTO

Although there are severe criticisms of the WTO, its contribution to world trade
cannot be denied. Its main contributions, as recognized by the economists, are as
follows:

 Trade liberalization

The WTO has contributed greatly to the liberalization of foreign trade by
reducing both tariff and non-tariff trade barriers and by eliminating trade-
distorting measures adopted by different countries. Although the GATT had
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reduced trade barriers, it was limited to tariffs barriers. The WTO has reduced
non-tariff trade barriers to a great extent. Elimination of trade barriers has
lead to trade liberalization which has caused an increase in world trade. This
has benefited the world economy to a great extent.

 Stabilization of international trade

By implementing it rules and regulation effectively, WTO has ensured the free,
smooth, and predictable flow of international trade. Producers and exporters are
more sure now about the availability of markets for their products, i.e., what and
how much can be exported where. Similarly, consumers and importers have full
information on what is available, where, and at what price. This ensures stability in
international trade. This is because all decisions on trade-related matters are taken
with mutual consent and ratified, if necessary, by mutual agreement.

 Increasing the prosperity of the world economy

The world economy grew rapidly after the establishment of the WTO in 1995
until, of course, there was global economic depression in 2008–10. The global
economic growth from 1995 to 2008 is attributed to the growth of international
trade brought about by trade liberalization and the systematization of international
trade by the WTO.

 Quick settlement of disputes

The other important contribution of the WTO to international trade system is its
efficient and quick settlement of trade disputes between trading partners and between
groups of countries. The settlement of disputes under GATT was complicated and
time consuming. The WTO ensured a quick settlement of disputes. This contributed
a great deal to the free flow of goods and services. The world today is more
prosperous and peaceful with WTO ensuring the free flow of goods and services
and foreign investment.

4.4.6 Shortcomings of the WTO

The WTO has, no doubt, made significant contributions to the growth of the
world economy by liberalizing international trade through the reduction of trade
barriers. However, the WTO certain shortcomings and weaknesses in in its
functioning, especially in relation to underdeveloped economies. Some major
shortcomings of the WTO are described here briefly:

 Domination of developed countries

Although the majority of WTO member countries consists of the developing
and least developed countries, the decision-making process is dominated by
the developed countries. The reasons for the dominance of the developed
countries are twofold. One, developed countries, though in a minority, have
the dominant share in world trade. Two, developing countries have low initiative
and ineffective participation in WTO negotiations. The participation of
developing countries in WTO negotiations is low and ineffective because of
their low economic status, lack of knowledge about world trade, and their
low financial strength. It is for these reasons that the content of agreements



Terms of Trade, WTO and
Balance of Trade

NOTES

Self - Learning
234 Material

are determined by developed countries and imposed upon developing
countries.

 Loopholes in agreements

It is argued by the critics that there are loopholes in WTO agreements that
affect the interests of developing counties. For instance, the provisions of the
Agreement on Agriculture are mostly market oriented whereas the agricultural
sector in LDCs is largely non-market based. In LDCs, agricultural production
is for self-consumption not for market. Besides, look at the provisions of subsidy
removal. The agreement allows subsidies for farmers only. This implies there
are no government subsidies for fertilizers, fuel, electricity, transport,
etc. Abolition of these subsidies makes the agricultural products of the LDCs
non-competitive. There are similar problem with TRIMs and TRIPs. In short,
most WTO agreements are not fully beneficial to developing countries.

 Restriction on national option for macroeconomic policies

WTO agreements often reduce the power of country to make changes in domestic
economic policies—be it monetary, fiscal, or others. Some serious changes in internal
and external economic conditions of a country force it to make necessary changes in
their monetary, fiscal and trade policies. But the WTO agreements prevent them
from doing so. For example, a country facing serious balance-of-payments deficits
may decide to provide major subsidies to its exports and to impose high tariffs on its
imports. But under the binding conditions of a WTO agreement, the country is not
allowed to take such action without the consent of the WTO.

 Agreements do not benefit LDCs

An objective of the WTO is to help LDCs promote their trade and economic
development. However, a criticism of the WTO’s working is that developed
countries benefit from trade liberalization at the cost of developing countries. ‘The
Wall Street Journal has reported that while the US and the EC are getting the best
pieces of the world trade pie, developing countries are getting the crumbs.’ Besides,
many provisions of the WTO agreements like the AoA, TRIMs and TRIPs, go
against the interests of developing countries. However, the WTO is not to be
blamed entirely. An important factor responsible for fewer benefits to developing
countries is their low participation in negotiations and lack of bargaining power.

 Failure to protect the environment

One of the objectives of the WTO agreements is to prevent the deterioration of
the environment. However, environmentalists have pointed out that some of the
trade agreements and the implementation of trade liberalization measures have
had a harmful effect on the environment. This issue was raised by environmentalists
in 1999 at the Seattle summit of the WTO. According to them, in order to increase
trade, countries—especially developing countries—adopt all the measures needed
to expand industrial production, and ignore the environmental costs. This affects
the environment in neighbouring countries too.
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Check Your Progress

8. When did the process of converting GATT into WTO begin and when was
it completed?

9. What are the essential requirements of the principle of reciprocity of WTO?

10. State two objectives of the WTO.

4.5 BALANCE OF PAYMENT AND TRADE:
STRUCTURE, COMPOSITION AND
THEIR RELATIONSHIP

This section describes the concept and nature of balance of payment and balance
of trade.

4.5.1 Balance of Payments

There is no country which is self-sufficient and this interdependence of countries is
reflected in international economic and commercial transactions. An economic
transaction is an exchange of value or transfer of a title to goods or assets.
Commercial transaction are an exchange of goods or services, for money which
will result in payments, in currency or monetary assets leading to a financial flow.
The resource flows from one country to another due to purchase and sale of
financial claims, referred to as a financial transaction. The international exchange
of goods for goods, for services or goods and services for money are all referred
to as international economic and commercial transactions.

Balance of payments (BOP) of a country has been defined as a systematic
record of all economic transactions between the residents of the reporting country
and residents of foreign countries. Thus, balance of payments includes both visible
and invisible transactions.

The items usually included in balance of payments of any country are
payments for merchandise imports and receipts for merchandise exports, loans to
and investments in foreign countries and enterprises, foreign investments in domestic
enterprises, borrowing from foreign countries, tourist expenditures – both by
domestic tourists abroad and foreign countries, tourist expending country, money
paid to foreign carriers and receipts for foreign goods carried in national bottoms,
cable and telegraph payments to foreign banks, expenses on foreign embassies
established in the home country, interest and dividend payments and similar items.
The two sides of a balance of payment must always be balanced, i.e., payments to
be made to outsiders must equal the receipts from outsiders and the main reason
for this balance is because of the simple fact that for everything one gets, he can
expect to receive something in return. Ordinarily, balance of payments is prepared
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for a period of one year, but creation of balance of payments quarterly is also
common

The balance of payments is a complete tabulation of the total market value
of goods, services, and financial assets that domestic residents, firms, and
governments exchange with residents of other nations during a given period. Like
gross domestic product, a nation’s balance of payment is a system that accounts
for flow of income and expenditures. Unlike gross domestic product, however,
the balance of payments includes the flow of financial assets.

The balance of payments is a summary statement in which, all the transactions
of the residents of a nation with the residents of all other nations are recorded
during a particular period of time, usually a calendar year. The United States and
some other nations also keep such a record on a quarterly basis. The main purpose
of the balance of payment is to inform the government of the international position
of the nation and to help it in its formulation of monetary, fiscal, and trade policies.
Governments also regularly consult the balance of payments of important trade
partners in making policy decisions. The information contained in a nation’s balance
of payment is also indispensable to banks, firms, and individuals directly or indirectly
involved in international trade and finance.

Monetary authorities of the reporting country should know the receipts and
payments as between the reporting country and others so as to assess the impact
of such flows on domestic money supply and on the savings of the economy.
Besides, economists would like to study from these data the impact of foreign
transactions on national income of the reporting country – their impact on current
income and expenditure (current account) and on assets and liabilities of the country
(capital side).

The monetary and fiscal policies and foreign exchange policy would be
formulated or reformulated on the basis of these data. It would thus, be observed
that the balance of payments data are useful from the point of view of formulation
and operation of the domestic economic policy.

Balance of payments is the systematic summary of the economic transaction
of the residence of a country with the rest of the world during a specified time
period, normally a year. The following are the features of balance of payments:

1. Economic transactions

The statement is a summary of economic transactions of the country with the
outsiders. An economic transaction arises when values are exchanged or moved
between nations. These may arise from the following:

(i) Movement of goods in the form of exports and imports

(ii) Rendering of services abroad and using foreign services

(iii) Gifts/grants from one country to another

(iv) Investments made abroad or received from abroad
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(v) Income on investments received from abroad or remitted abroad

(vi) Increase or decrease in the international reserves of the country

2. Residents with non-residents

Generally transactions which take place between the residents of the country with
residents of other countries are recorded in the balance of payments. Residents
may mean the individuals, institutions, corporate bodies and government
departments who are a part of the country. Units or branches of multinational
companies domiciled in the country are also residents and their transactions with
their parent or branches abroad are also reflected in the balance of payments. If
the economic transaction is between residents only, it is not included in the balance
of payments. For instance, sale of gold in the domestic market will not find a place
in the balance of payments. There are, however, certain exceptions such as the
Central bank of the country and thus, the monetary gold of the country increases,
which would be reflected in the balance of payments. Similarly, foreign assets
exchanged between residents may also be included in the balance of payments
account.

3. A flow statement

A balance of payments is a compilation of the flow of economic transactions of the
country during the period and not a statement of the position as on a date. It is
more like a funds flow of a company, rather than a balance sheet. For instance, if
the balance of payments shows $ 400 million as plus in non-resident deposits, it
means the balances held by the non-residents of the country with banks in India
has changed during the period by $ 400 million; it does not mean the aggregate of
such balances is $ 400 million.

4. Periodicity

Normally balance of payments statement is prepared covering a period of one
year. However, depending upon the requirement of the government, the statement
may be prepared for shorter periods such as for a tenure of six months or in some
cases, it is even made for a month.

5. Components of Balance of Payments

The balance of payments statement is presented with three major components:

 Current account

 Capital account

 Official reserves account

Earlier balance of payments used to be divided into two accounts – current account
and capital account. The present trend is to divide the capital account further into
two accounts and sow separately the details of official reserves account.

To draw an analogy with the final accounts of a business entity, the current
account is similar to the profit and loss account which shows the income and
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expenses of the entity during a year. The capital account (including the official
reserve account) is the balance sheet, or to be more precise, the funds flow
statement, the first part showing the changes in the assets and liabilities of the
entity and the second part revealing changes in its equality.

6. Current account

The current account of the balance of payments refers to transactions in goods
and services, income and current transfers. In other words, it covers all transactions
between residents and non-residents, other than financial items.

7. Merchandise trade

Merchandise, represents exports and import of commodities from/into India. The
credit in the item represents exports and debit represents imports. The net balance,
being the difference between exports and imports is known as the balance of
trade.

The values of exports are shown at FOB prices i.e., excluding the cost of
transportation from abroad. Imports represent CIF payment, i.e., including freight
and insurance paid for imports. However, where freight and insurance on imports
are paid separately to foreigners, these are included under transportation and
insurance.

8. Invisible

This item includes service, transfers and investment income. It is titled invisible to
distinguish from merchandise trade and is also known as visible trade.

Travel covers all receipts and payments on account of international
transportation services except for the freight on imports invoiced CIF/CFR included
under import payments. The credits include expenses of foreign transport
companies in India, receipt of foreign earnings of Indian transport companies and
other receipts. The debits include expenses of Indian companies abroad and
payments to foreign transport companies.

Government, not included elsewhere, relates to receipts and payments on
government account not included elsewhere as well as receipts and payments on
account of maintenance of embassies and diplomatic mission and offices of
international institutions such as UNO, WHO and so on. Credits include allocations
made for the US embassy expenditure in India out of the rupee proceeds of sales
in India of US surplus agricultural commodities under PL 480 agreement.

Miscellaneous items cover receipts and payments in respect of all other
services such as agency services, technicians, and professional services, technical
know-how, royalties, subscriptions for periodicals and so on.

Transfer payments or unilateral transfers represent all receipts and payments
without a quid pro quo. They include items like aid and grants received from/
extended to foreign governments, migrant’s transfer, repatriation of savings,
remittances for family maintenance, contributions and donations to religious
organizations and charitable institution.
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Investment income relates to remittances, receipts and payments on account
of profits, dividends, interest and discounts including interest charges and
commitment charges on foreign loans including those on purchase from the
International Monetary Fund.

Balance on current account

The important decision is not to take into consideration the absolute figures of
exports/receipts and imports/payments, but their difference which shows whether
the country has earned or lost foreign exchange. Two important measures in this
regard are as follows:

 Balance of trade

 Balance of payments

Balance of trade refers to the net difference between the value of export and
import of merchandise or the visible trade. When the aggregate exports of goods
from the country during the period exceed its aggregate import, the balance of
trade is said to be favourable, however, in case the imports exceed exports, the
balance of trade is termed as unfavourable. Since imports and exports of a country
seldom are equal, the balance of trade will not be balanced. During any given
period, the balance of trade will show either a favourable or an unfavourable
balance.

Balance of payments includes the foreign trade in its broad sense and includes
not only visible trade but invisible items also. Thus, this term is more comprehensive
than balance of trade. In other words, balance of payments represents balance of
trade plus balance on invisibles. It would be more appropriate to call this balance
of payments on current account as it includes the net balance of all items included
in the current account. As in the case of balance of trade, the total amounts receivable
and payable on current account do not balance and the balance of payments for a
given period ends up in a favourable (surplus) or unfavourable (deficit) balance.

9. Capital account

The capital account represents transfer of money and other capital items and changes
in the country’s foreign assets and liabilities resulting from the transactions recorded
in the current account. The capital account transactions are short-term capital
inflows and outflows for private purposes, official purposes or banking purposes.
Private flows of capital include private company remittances for working capital
purposes to subsidiaries or branches of foreign companies or short-term loans,
grants from foreign banks, international financial institutions and foreign government.
These short-term flows may be for compensatory purposes on government account.
These can also be banking funds which are created for dealing with short-term
purposes.

There are long-term capital movements which may again be private or
governmental. The private flows include loans and advances granted to private
parties, investment in shares, bonds, debentures by Indians abroad or by foreigners
in India, investment in joint ventures, consultancy, turnkey projects, and deferred



Terms of Trade, WTO and
Balance of Trade

NOTES

Self - Learning
240 Material

payment credits and so on. Such flows on official account also take place through
government loans, credits, and grants for private long-term purposes. Foreign
investment in India is the amount invested by non-residents in the equality of entities
in India. The difference between direct and portfolio investment is one of intention
of the investor. Direct investment reflects a lasting interest of the investor in the
entity and his intention to take active role in the management of the company.

Investments in equity by the direct investor and the amounts accruing on the
original investment but retained in the country fall under the category of direct
investment. Portfolio investment covers transactions in equity securities other than
direct investment. The investor does not intend to take part in the management of
the company. Foreign investment abroad is the amount invested by residents in
entities abroad.

Loans comprise external assistance, commercial borrowings and short term
loans. External assistance is borrowings from multilateral organizations like World
Bank and from bilateral sources, mainly on confessional terms. Commercial
borrowings are debts owed to international banks, borrowings in bond markets,
credits from export credit agencies and loans provided on commercial terms by
specialized multilateral or bilateral institutions like International Finance Corporation.
Short term credits are those repayable within one year. Banking capital covers the
assets and liabilities of commercial banks, non-resident deposit accounts and other
financial institutions.

The capital account reflects the changes in foreign assets and liabilities of
the country and affects its creditors/debtor position. An excess of foreign assets
over foreign liabilities indicates a net creditor position and vice versa. Net changes
in current account are reflected by a corresponding and opposite change in the
capital account, changing the foreign assets and liabilities position of the country.
Current account is like an income and expenditure statement with surplus or deficit
in it, transferred to capital account which lies in a balance sheet. If all these accounts
do not tally, errors and omissions are added to balance the corresponding column
of balance of payments. In an economic sense, a country has a surplus or deficit in
its balance of payments, when its transactions other than those merely financing
the real transactions are not in balance. Those merely financing are said to be
below the line while others are above the line. The selection of items which are
below the line is generally decided by each country, depending upon its requirements
for economic policy in the short run and long run.

The last item on balance of payments other than errors and omissions is the
movement in foreign exchange reserves of the country which is usually shown in
the capital account. These reserves are in foreign currencies, foreign assets,
investments and balances held abroad, or gold of the government, and official
monetary agencies of a country.
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10. Balance on capital account

Balance on capital account is the net of inflows and outflows on capital transactions.
It is also appropriate to call this balance, a private capital account as this excludes
movement in official reserves.

11. Overall balance

Overall balance is the total balance on a current account and balance on a capital
account. It is also called official settlement balance since it must be financed by
official reserves or by other non-reserve transactions that are substitute for reserve
transactions. This is a very important measure because it reflects a country’s overall
competitive position in terms of all private transactions and exerts pressure.

4.5.2 Balance of Trade

Balance of trade is defined as the difference between the exports and imports of a
country. The balance of trade is considered as the most significant component of
the current account of balance of payments as it helps in measuring a country’s net
income which is earned on international assets. It also includes all payments across
borders. It has also been observed by economists that measuring the trade balance
is the most convenient  method to measure the economy’s growth as it almost all
goods and services pass through the customs, thus, it has a record of all the country’s
transactions.

The balance of trade includes three major components which are as follows:

 Debt items: It can be classified as imports, foreign aids, domestic
spending and investments.

 Credit items: It can include exports, foreign spending in the domestic
economy and foreign investments.

 Services: It also forms an important part as it includes the services
which are provided while traveling, such as transportation, hotels, and
meals and so on. It also includes technical imports.

A country suffers from a trade deficit when there is excess of imports over
exports, while trade surplus means excess of exports over imports. It has been
observed that a balance of trade surplus is favourable for the domestic producers
who engage in exports. A country tries to maintain a favourable trade balance by
using methods such as trade protectionism. This method protects the domestic
industries by levying on them tariffs, quotas or subsidies on imports. However, this
methods turns out to be favourable, if the countries also retaliate with their tariffs.

A favourable trade balance depends on three factors which are as follows:

 A country’s position in its business cycle

 Duration of its condition whether a surplus or a deficit

 Factors contributing to its trade deficit or trade surplus
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In some cases trade balance can be unfavourable also, when the domestic
consumers pay high prices for the exported goods and services. Alternatively, a
balance of trade deficit is considered as unfavourable to domestic producers
especially in cases of high competition in the market, however, it can be beneficial
for domestic consumers as they enjoy goods and services at lower prices. These
unfavourable situations leads to trade deficit as most of the countries with trade
deficits import more in consumer products than they export in raw materials. Trade
deficit makes a country dependent on global commodities prices which in the long
run, can deplete their natural resources.

The trade deficit in India declined 25 per cent subsequently to USD 8.12
billion in June of 2016. The export rate increased to 1.27 per cent to USD 22.5
million, which was the biggest gain for the economy. The non-petroleum sales
which accounted for 88.6 per cent of total exports was also increased by 3 per
cent. In case of export partners, the shipments were increased in case of European
Union (4.3 per cent) but consequently fell in case of United States (–7.4 per
cent).

Imports were also slumped by 7.3 per cent during the year as compared to
earlier trends which was an approximate of 30.7 billion, thus, was considered as
the nineteenth consecutive months of decline. The oil purchases were decreased
by 16.4 per cent and the non-oil purchases also decreased by 4.1 per cent. In
terms of monthly basis, the country’s trade gap widened for the second month,
reaching the highest so far this year. The Balance of Trade in India averaged –
2126.93 USD Million from 1957 until 2016, which was marked as an all-time
high reaching  258.90 USD Million in March of 1977 and a record low of –
20210.90 USD Million in October of 2012.

At present, India’s trade deficit has increased to $103.63 billion in 2018–19.

4.5.3 Methods of Correction of Imbalance of Payment

The various approaches, i.e., methods and policy measures, to BOP adjustments
are generally classified under the following three broad categories:

1. Automatic adjustment
(a) Price adjustment
(b) Income adjustment

2. Policy measures
(a) Expenditure-changing policies
(b) Expenditure-switching policies
(c) Direct control measures

3. Monetary adjustment
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Let us look at these methods briefly.

1. The automatic adjustment mechanism

Automatic mechanism of the BOP adjustment works through the market mechanism
provided there is no government intervention. The adjustment mechanism is activated
by the BOP disequilibrium itself. A disequilibrium creates conditions for a change in
international market conditions which cause a change in prices and incomes. The change
in international prices and incomes reverse international transactions and thereby create
the conditions for self correction in the BOP.

In case of price adjustment mechanism, the change in prices is of two kinds:

 A change in the exchange rate—the price of the domestic currency in
terms of the foreign currency

 Changes in the prices of imports and exports

Since the automatic BOP adjustment mechanism works through a change
in prices, other factors remaining constant, it is also known as the price adjustment
mechanism. In simple words, a BOP disequilibrium changes the exchange rate—
the price of the domestic currency in terms of the foreign currency—and a change
in the exchange rate changes import and export prices. A change in export and
import prices changes the volume of exports and imports. And this change in the
volume of imports and exports gradually eliminates the BOP disequilibrium of
deficit and surplus nature as the case may be.

The income adjustment mechanism works by changing income levels in the
trading countries, prices remaining constant. A long-term BOP disequilibrium leads
to an increase in income (GNP) of the BOP-surplus country and a decrease in
GNP of the BOP-deficit country. The change in national income affects foreign
trade because import is a function of income. Since a BOP surplus means an
increase in the income of a country, its imports increase if income elasticity of
imports is greater then zero. On the other hand, the imports of the BOP-deficit
country decrease as its income decreases. As a result, the surplus of the BOP-
surplus country decreases due to an increase in its imports and the deficit of a
BOP-deficit country decreases due to a decrease in its imports. Consequently,
the BOP disequilibrium in both countries gets eliminated over time.

2. BOP adjustments by policy measures

The automatic adjustment mechanism working through price and income change
may either fail to restore BOP equilibrium because of uncertainty in the working of
the market mechanism or takes a much longer than a country can sustain. Therefore,
countries facing a BOP disequilibrium, particularly those facing large and persistent
BOP deficits, have to adopt different kinds of policy measures to manage their
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internal and external balances. The policy measures that are generally adopted by
countries with BOP deficits can be classified as follows:

 (i) Expenditure changing policies
(a) Fiscal measures
(b) Monetary measures

 (ii) Expenditure switching policies: Devaluation and exchange appreciation

(iii) Direct control measures
(a) Expenditure changing policies are aimed at changing the level of

domestic expenditure by controlling imports. A change in income
changes the demand pattern and thereby foreign trade. A change in
expenditures is effected by fiscal measures consisting of income taxes,
and import and export duties, and monetary measures consisting of
ways to affect the supply of money through the bank rate, open market
operations, statutory cash reserve ratio, etc. The fiscal and monetary
measures may be adopted simultaneously or in isolation depending
on the nature of the problem and the conditions prevailing in the country.

(b) Expenditure switching policies are aimed at switching domestic
expenditure from foreign to domestic goods. Such measures include
devaluation or revaluation of the domestic currency, with the aim of
reversing the trend in exports and imports. These expenditure switching
policies divert domestic demand from foreign to domestic goods.

(c) Direct control measures include measures such as restricting imports,
fixing import quotas, promoting exports through direct and indirect
subsidies, controlling foreign exchange transactions, or having the
government take over foreign trade and other international economic
transactions.

3. Monetary adjustment

The monetary approach to correcting a BOP disequilibrium works by changing
the money supply of a country. It is based on the hypothesis that a BOP
disequilibrium is a purely monetary phenomenon. In simple words, this approach
is based on the assumption that BOP disequilibrium (surplus or deficit) arises
because of a discrepancy between the demand for and supply of money. The
monetary approach was devised by the economists for the following reasons.

 The automatic adjustment approach does not guarantee the expected and
timely results for the simple reason that its relies on the market mechanism,
and the market is often unreliable.

 The policy measures have, in general, negative side effects and there is
often a conflict between desirable and undesirable effects, and between
intended and unintended outcomes.
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The analytical framework and its limitations

As noted above, a comprehensive analytical treatment of the different approaches
to a BOP adjustment is extremely complex task. Given the objective of this book,
the various approaches to BOP adjustment will be discussed here under a simplified
analytical framework. This section presents an outline of the analytical framework
used here to explain the various approaches to a BOP adjustment and their
limitations.

The analytical model

For the purpose of analysing the process of adjustment, we will use a simple
model comprising two countries (A and B), two products (X and Y), and two
currencies (A

c
 of country A and B

c
 of country B). While country A specializes in

and exports commodity X and imports commodity Y, country B specializes in and
exports commodity Y and imports commodity X. This simplified model will be
used for modular analysis wherever required, only with more detailed assumptions
of the model. The model used here is highly simplified. It has serious analytical
limitations as it applies only under the simplified conditions whereas international
market conditions are very complex. Nevertheless, it serves to illustrate the
mechanism of BOP adjustment.

BOP adjustment for a chronic and fundamental BOP disequilibrium

BOP disequilibrium may be of a temporal or short-term nature or of a chronic
and fundamental nature. A short-term BOP disequilibrium involving a small
surplus/or deficit is almost a regular problem faced by nations pursuing a free
trade policy. Even a long-term BOP disequilibrium with a minor surplus or
deficit is not a matter of great concern for countries facing this kind of BOP
disequilibrium. The reason is that international market conditions keep changing.
Therefore, there are frequent fluctuations in international demand and supply
conditions causing a change in foreign trade. Fluctuations in demand and supply
conditions change the trade pattern between nations. Therefore, a BOP
disequilibrium is bound to arise for short periods.

A short-term BOP disequilibrium of small magnitude (surplus or deficit)
is either self- correcting or requires some simple policy measures to get
corrected. A hasty policy action to deal with short-term deficits may harm the
economy more than the BOP deficit itself. It is, therefore, not a matter of
great concern either for economists or for policy makers.

However, a persistent and fundamental BOP disequilibrium may prove
disastrous for the economy causing a BOP crisis, international indebtedness, and
loss of international credit worthiness, and may even bring the economy to a halt,
as happened in India in July 1991 and earlier in Mexico and Brazil in the 1970s.
Therefore, a BOP disequilibrium of this kind is a matter of great concern for both
economists and policy makers. Economists have developed different kinds of
methods and measures to resolve a fundamental BOP disequilibrium. In our analysis
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of the different methods used to resolve a BOP disequilibrium, we will confine
ourselves to those used to correct a fundamental disequilibrium.

BOP adjustment for a deficit disequilibrium

As noted earlier, a BOP disequilibrium may be of a deficit or surplus kind. In the
case of a surplus BOP disequilibrium, the country faces a minor problem. The
biggest, though manageable, problem that arises from a large BOP surplus is
inflation. The problem of inflation arises because of overspending by the surplus
country. A big BOP surplus increases the spending capacity of the government. If
the government overspends, it causes inflation. However, inflation is a manageable
domestic problem. But the BOP disequilibrium caused by large deficits creates
big economic problems not only for the external sector but also for the entire
domestic economy. Therefore, dealing with a deficit BOP disequilibrium is of utmost
importance and hence, we will confine our discussion to a BOP disequilibrium of
the deficit kind.

The open economy case with free trade and trade control

The methods of BOP adjustments will be discussed under two conditions: (i) an
open economy with free trade, and (ii) with government intervention in foreign
trade. Free trade implies no government control and regulation of foreign trade.
There is free flow of goods and services between the trading nations as also free
flow of capital. On the other hand, government intervention in foreign trade implies
government control and regulation of foreign trade—exports and imports—and
of the exchange rate, as per the needs of the country. While free trade is a
rare phenomenon in modern times, the control and regulation of foreign trade and
of the exchange rate are common. However, the methods of BOP adjustment will
be discussed under both the conditions. But trade controls used here are limited to
the control of foreign trade and of the exchange rate.

Direct controls for adjustment

We have discussed in the previous section, the various economic policies used for
BOP adjustment, namely, expenditure-changing policies (monetary and fiscal
policies) and expenditure-switching policies (devaluation and revaluation). These
policies work through the market mechanism. The outcome of these policies
depends, by and large, on the Marshall-Lerner condition. The expenditure-changing
and expenditure-switching policies have often failed to work effectively and achieve
the target. Therefore, countries faced with serious problems of BOP deficits resort
to direct controls. Direct control measures are classified under the following three
categories:

(a) Fiscal controls such as import tariffs and export subsidies

(b) Quantitative controls such as import and export quotas

(c) Exchange controls or monetary controls
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These methods of direct controls will be discussed here briefly. The exchange
controls, or monetary controls, are discussed in detail in the following section.

(a) Fiscal controls

Fiscal controls include all such fiscal measures that are aimed at reducing imports
and increasing exports with the objective of reducing a BOP deficit. An import
tariffs or import duty is the most common and relatively more effective method of
controlling imports. It has, however, its advantages and disadvantages. The
objective of export subsidies is to make the prices of exportables internationally
competitive.

(b) Quantitative controls

Quantitative controls are basically quantitative restrictions imposed on imports
and exports. These controls usually take the form of import and export quotas,
respectively. Quantitative controls are imposed with total disregard to the market
mechanism, especially when other methods of balance-of-payments adjustments
do not work.

(c) The exchange control

Exchange control is the most important direct control measures. It refers to a set
of restrictions imposed on international transactions and payments in terms of the
foreign currency by the government or the exchange-control authority. Exchange
control may be partial, confined to only a few kinds of transactions, or it may be
full-fledged covering all kinds of international transactions, depending on the
requirements of the country.

The main features of a full-fledged exchange control system are described here
briefly. The government acquires, through legislative measures, a complete domination
over foreign exchange transactions. It monopolizes the purchase and sale of foreign
exchange. The sale and purchase of foreign exchange by resident individuals is prohibited
by law. Even holding foreign exchange without informing the exchange control authority
is illegal. All payments to the foreigners and receipts from them are routed through the
exchange control authority or its authorized agents. Foreign exchange payments are
restricted, generally, to the imports of essential goods and services such as food items,
raw materials, and industrial inputs such as petroleum products, etc. A system of rationing
is adopted for allocating foreign exchange for essential imports. To ensure the
effectiveness of exchange control and to prevent possible evasion, strict and stringent
laws are enacted and, very often, a circuitous legal procedure of acquiring import and
export licences is brought in force. In the process, the convertibility of the home currency
is sacrificed.

Why exchange control?

The exchange control system as a measure of correcting an adverse balance of
payment, differs radically from the indirect corrective measures. While indirect
control measures—monetary and fiscal policies—works through the market forces
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of demand and supply, the former works through a government control system
created by arbitrary rules and regulations. Contrary to the self-sustained, automatic
functioning of the market system, exchange control requires a cumbersome
bureaucratic system of checks and controls. Yet, many countries facing BOP deficits
opt for exchange controls for the following reasons.

First, the market conditions that are required for the effective working of
the automatic adjustment mechanism do not exist in reality. The automatic method
of balance of payments adjustments requires the existence of certain conditions,
such as international competitive strength, a fairly high demand elasticity for imports,
perfect market conditions, and the absence of government interventions. But these
conditions do not exist in reality.

Secondly, exchange control is one of the most common and effective methods
of correcting adverse balance of payments, especially for countries under severe
strain of balance-of-payments deficits. Exchange control is said to possess a
superior effectiveness in providing a solution to the BOP deficit problem.

Thirdly, exchange control insulates the economy against the impact of
economic fluctuations in foreign countries.

Fourthly, another positive advantage of exchange control lies in its
effectiveness in dealing with the problem of capital movements. A government
with monopoly over foreign exchange can effectively stop or reduce capital
movements by simply refusing to release foreign exchange for capital transfers.
Many countries, e.g., Germany, Denmark and Argentina, adopted exchange control
during 1930s because of this advantage. Most developing nations resorted to
exchange control in the post-World War II period.

Problems with exchange control

Although exchange control is an effective method of dealing with disequilibrium in
the balance of payments, it does not provide a permanent solution to the basic
causes of a BOP deficit. Exchange control may no doubt provide a solution to
BOP deficits, but it creates other problems. Some of the major problems arising
out of exchange control are described below:

 Loss of the gains of free trade: When exchange control becomes
widespread, a large number of currencies are rendered inconvertible. This
restricts foreign trade. The gains from foreign trade are either lost or reduced
to a minimum. Exchange control is, therefore, not without costs. Besides,
once the interests of the economy is secured, the external deficit is removed,
the economy is protected against the adverse effects of external fluctuations,
and things are under control, the countries pursuing exchange control feel
free to gear their internal policies, monetary and fiscal, towards the promotion
of economic growth, the achieving of full employment and its maintenance,
etc. In doing so, they adopt easy monetary and expansionary fiscal policies.
Consequently, income and prices tend to rise, and an inflationary trend is
set in motion the economy. Prices tend to increase also because, in an



Terms of Trade, WTO and
Balance of Trade

NOTES

Self - Learning
Material 249

insulated economy, import-competing industries are not required to check
the rise in costs and to improve efficiency. As a result, exports become
relatively costlier and imports relatively cheaper, and hence, exports tend to
shrink and imports tend to expand. All these result from the over-valuation
of the home currency. The balance of payments is, no doubt, maintained
per force in equilibrium, but the initial advantage gradually disappears.

 Drawbacks of bilateral trade: Countries confronted with the problems
arising out of exchange controls are forced to find new outlets for their
exports and new sources of imports. The efforts in this direction give rise to
bilateral trade agreements between the countries having common interests.
The basic feature of the bilateral trade agreements is the acceptance of
each other’s inconvertible currency for exports and use of the same for
imports. Under bilateral trade agreements, the gains of free trade are lost.

 Inconsistent exchange rates: Another outcome of exchange control
leading to bilateral trade agreements is the emergence of disorderly cross
exchange rates, i.e., the multiplicity of inconsistent  exchange rates. In other
words, the inconvertible currencies have different exchange rates between
them. An inconvertible currency has different exchange rates with the
countries that are party to the bilateral trade agreement; the exchange rates
are not consistent with each other. The multiplicity of inconsistent exchange
rates becomes inevitable when countries having trade surpluses and deficits
fix official rates from time to time depending on their requirements, and
maintain them through arbitrary rules. Multiple exchange rates emerge in
the exchange market and ‘exchange arbitrage—the simultaneous purchase
and sale of exchange in different markets—becomes impossible.’

Under the multiple exchange rate system, a dual exchange rate may also
arise in which there is an official rate for permissible transactions and official
transactions, and a market rate for all other kinds of transactions.

The multiple exchange rate system has its own shortcomings. The system
adds complexity and uncertainty to international transactions. Besides, it requires
an efficient and honest administrative machinery in the absence of o which it leads
often to inefficient use of resources. It is, therefore, desirable for countries with a
BOP deficit to first evaluate the consequences, efficacy, and practicability of
exchange control and then decide the course of action. It has also been suggested
that exchange control, if adopted, should be moderate and a temporary measure,
lasting only till the basic problem of a BOP deficit is resolved.

4.6 INTERNATIONAL CAPITAL MOVEMENT

Foreign direct investment or FDI plays a significant role in the growth and economic
development of a nation. FDI is a source of capital, managerial skill and technical
knowledge.
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Economies across the world are globalizing and the major force shaping
globalization is the growth of foreign direct investment. It has been playing a pivotal
role, through the Multinational Corporations (MNCs), in bringing together the
national economies and building an integrated international production system so
as to enhance the competitiveness and economic performances of host and home
countries. Considering the potential benefits of foreign direct investment for
economic development and growth, governments strive to create a favourable
climate to attract FDI, by establishing an enabling framework, knowing, however,
that other factors (such as market size, growth and macroeconomic stability) carry
the principal weight in investors’ locational decisions. Governments have done so
through the liberalization of their national FDI regimes by reducing or eliminating
restrictive measures on entry and establishment, local ownership and control
requirements, discriminatory operational conditions and screening or authorization
procedures. Many have adopted or agreed to general standards of treatment—
including national treatment, most-favoured-nation and fair and equitable treatment,
and treatment according to international law — and provided specific guarantees
in key areas such as the transfer of funds, expropriation and dispute settlement.
These trends, which are part of a broader liberalization process that encompasses
all types of international transactions, are in turn an extension of the general tendency
to pursue market-oriented policies, as a means to achieve greater economic
efficiency. During the past few decades, international trade and foreign direct
investment have been the two most important activities that are integrating the
world economy.

With the increase in the mobility of factors of production across countries,
FDI has become an integral part of a firm’s strategy to expand international business.
FDI is the largest source of external finance for developing countries. At present,
inward stock of FDI amounts to about one-third of the developing countries’
GDP, compared to merely 10 per cent in 1980.

FDI in recent years has become a global commodity and especially the
developing countries are in the race to attract more FDI. Empirical evidence reveals
that to attract foreign investment, a large number of countries have introduced
drastic reforms in their economic, fiscal, industrial, and political structure since
1991. Some of the key reforms introduced by these countries in FDI laws and
regulatory framework include opening of industries previously closed to FDI,
streamlining or abolition of approval procedures, provision of incentives and
establishment of specialized liberalized schemes. Another development in the desire
of government to facilitate FDI flows is reflected in a dramatic increase in the
number of bilateral investment treaties (BITs) for the protection and promotion of
investment. Besides, the pattern of BITs has also changed considerably from intra-
developed and developed-developing to intra-developing and developing
underdeveloped countries as a partner.
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The net FDI inflows to developing countries increased from an annual average
of US $5 billion in 1970–79 to US $13 billion in 1980–85, to US $25 billion
during 1985–90.

Global FDI inflows registered an increase of 141 per cent from US $638
billion in 2003 to US $1538 billion in 2007. FDI inflows were $1.3 trillion in
2018. Developed countries continue to remain the major destination of FDI inflows
with a global share of 65 per cent, followed by developing countries with 28 per
cent and transition economies with 7 per cent in 2007. The rapid increase in the
reforms initiatives taken by nations the world over has led to faster growth in the
global FDI than world trade and world output.

FDI plays a crucial role in the development process of host economies. It
also has a significant role in enhancing exports of the host country. It is estimated
that the sales from foreign-owned facilities are about double the value of world
trade. FDI not only serves as a source of capital inflow into host economies, but
also helps to enhance the competitiveness of the domestic economy through
transferring technology, strengthening infrastructure, raising productivity, and
generating new employment opportunities.

FDI has often been viewed as a threat by host countries due to the capacity
of transnational investing firms to influence economic and political affairs. Many
developing countries often fear FDI as a modern form of economic colonialism and
exploitation, similar to their previous unpleasant experiences with colonial powers.

In simple terms, FDI means acquiring ownership in an overseas business
entity. It is the movement of capital across national frontiers, which gives an investor
control over the assets acquired. FDI occurs when an investor based in one country
(the home country) acquires an asset in another country (the host country) with
the intent to manage it. It is the management dimension that distinguishes FDI from
portfolio investment in foreign stocks and other financial instruments. Conceptually,
a firm becomes a multinational corporation (MNC) by way of FDI as its operations
extend to multiple countries.

Determinants of FDI

A firm, while selecting countries as investment destinations must evaluate the country
on the following factors:

 Resource base: Availability of raw material, complementary factors of
production, physical infrastructure, availability of skilled workforce, and
availability of business-related services.

 Market conditions: Economic and political climate, taxation policies,
incentives, trade policy, market size, market growth, regional integration,
cost of capital input, wage rate, cost of logistics.

Benefits of FDI

The benefits that accrue to the host country from FDI include the following:

 Access to superior technology: Foreign firms bring superior technology
to the host countries while investing. The extent of benefits depends upon
the technology spill over to other firms based in the host country.
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 Increased competition: The investing foreign firm increases industry output,
resulting in overall reduction in domestic prices, improved product or services
quality, and greater availability. This intensifies competition in host economies,
resulting in net improvement in consumer welfare.

 Increase in domestic investment: It is found that capital inflows in the
form of FDI increase domestic investment so as to survive and effectively
respond to the increased competition.

 Bridging host countries’ foreign exchange gaps: In most developing
countries, the levels of domestic savings are often insufficient to support the
capital accumulation to achieve growth targets. Besides, the level of foreign
exchange may be insufficient to purchase imported inputs. Under such
situations, the FDI helps in making available foreign exchange for imports.

Drawbacks of FDI

In most countries, public opinion towards foreign enterprises is not very favourable
and FDI is feared due to its impact on domestic firms, the economy, and culture.
The major drawbacks of FDI are as follows:

 Market monopoly: Multinational corporations are far more advanced than
domestic companies, owing to their large size and financial power. In some
sectors, this has led to MNC monopolies, thus impeding the entry of domestic
enterprises and harming consumers. An MNC’s ability to operate at a large
scale and invest heavily in marketing and advertising and R & D activities
differentiate their products and makes entry of new firms far more difficult
as they are unable to make similar investments in R & D and marketing
strategies.

 Crowding-out and unemployment effects: FDI tends to discourage entry
and stimulates exit of domestic entrepreneurs, often termed as the crowding-
out effect. As FDI enterprises are often less labour intensive, their entry
results in higher unemployment and increased social instability.

 Technology dependence: MNCs often function in a way that does not
result in technology-sharing or technology-transfer, thereby making local
firms technologically dependent or technologically less self-reliant.

 Profit outflow: Foreign investors import their inputs and use the host country
as a processing base, with little value-added earnings in the host country. A
large proportion of their profits may be repatriated.

 Corruption: Large foreign investors often bribe government officials and
distort market forces.

 National security: With MNCs holding a dominant position in sensitive
industries, such as telecommunications, and the supply of core equipment
and software for the information technology (IT) industry, there is a danger
that the strategic interests of the host country may be compromised.
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According to the Financial Times, in 2017, India overtook China and the
US as the top destination for the Foreign Direct Investment. In first half of the
2015, India attracted investment of $31 billion compared to $28 billion and $27
billion of China and the US respectively. FDI inflows in India increased to USD
60 billion in 2016-17 indicating that the government’s effort to improve ease of
doing business and relaxation in FDI norms is yielding results. In the next fiscal,
foreign direct investment in India had increased to USD 61.96 billion.

Check Your Progress

11. State the main purpose of balance of payment account.

12. What are the major components of balance of payments statement?

13. What does the capital account represent?

14. How does the monetary approach to correcting a BOP disequilibrium
function?

15. Name the three categories of direct control measures.

16. List the benefits of Foreign Direct Investment (FDI).

4.7 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Single Factorial Terms of Trade (TT
s
) of a country is the product of its net

barter terms of trade and the index of productivity in its export sector.

2. Two limitations of gross barter terms of trade are the following:
(a) Problems of compilation
(b) Total gains from trade

3. The two basic objectives of the foreign trade policy of developing countries
are the following:

(a) Protecting their economy from the adverse effect of foreign trade and
against competition from developed countries

(b) Adopting a trade policy that helps promote their economic growth
through growth of manufacturing industries

4. There are mainly two types of trade restrictions or barriers — Tariff and
Non-tariff Barriers.

5. The non-tariff trade barriers may be direct or indirect. Direct non-tariff
barriers include such measures as import quota, exchange control, state
trading, export subsidies, dumping and price discrimination. Indirect non-
tariff trade barriers include raising the quality of domestic import substitutes,
imposing administrative hurdles like complicated and stringent import
procedures, bureaucratic delays in processing the import permits, etc.
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6. According to Kindleberger, there are eight kinds of economic effects of
tariffs, namely:

(a) Protective effect
(b) Consumption effect
(c) Revenue effect
(d) Distribution effect
(e) Terms of trade effect
(f) Competitive effect
(g) Income effect
(h) Balance of payments effect

7. Dumping means exporting goods to foreign countries at a price lower than
the price charged in the domestic market.

8. The process of converting the GATT into WTO started in 1986 at Uruguay
Round and took eight years to be completed. The WTO was formalized at
the Uruguay Round of GATT on 15 April 1994 with the Marrakesh
Agreement. It became effective on 1 January 1995.

9. The essential requirements of the principle of reciprocity of WTO are the
following: Reciprocity is a fundamental element of the trade negotiations
between nations. This principle requires: (i) that gains from trade negotiations
should be greater than the gains from -unilateral trade liberalization; (ii) trade
negotiations must benefit both the exporting and importing -countries; and
(iii) the negotiating country should benefit at the cost of the others.

10. Two objectives of the WTO are the following:
(a) Promoting production and trade for global development
(b) Encouraging and facilitating the optimal utilization of resources

11. The main purpose of the balance of payment is to inform the government of
the international position of the nation and to help it in its formulation of
monetary, fiscal, and trade policies.

12. The balance of payments statement is presented with three major components:
(a) Current account
(b) Capital account
(c) Official reserves account

13. The capital account represents transfer of money and other capital items
and changes in the country’s foreign assets and liabilities resulting from the
transactions recorded in the current account.

14. The monetary approach to correcting a BOP disequilibrium works by
changing the money supply of a country. It is based on the hypothesis that a
BOP disequilibrium is a purely -monetary phenomenon.
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15. The three categories of direct control measures are the following:
(a) Fiscal controls such as import tariffs and export subsidies
(b) Quantitative controls such as import and export quotas
(c) Exchange controls or monetary controls

16. The benefits of Foreign Direct Investment (FDI) are the following:
(a) Access to superior technology
(b) Increased competition
(c) Increase in domestic investment
(d) Bridging host countries’ foreign exchange gaps

4.8 SUMMARY

 This concept of terms of trade aims at removing the drawbacks of single
factorial terms of trade by making it more comprehensive and representative.

 The basic argument for protecting the import-substituting industries is the
infant industry argument. This was based on the fact that most import-
substituting industries with high growth potential and comparative advantage
were in an infant stage and hence could not withstand competition of imports
from developed countries.

 The terms of trade refers to the relative price (the price ratio) of a traded
commodity in importing and exporting countries. In respect of terms of
trade, the tariff effect on prices spreads to both importing and exporting
countries. A tariff increases the price of the traded commodity in the importing
country and reduces the price in the exporting country.

 The competitive effect of tariff refers to the extent to which tariffs make
domestic product competitive vis-à-vis foreign (imported) goods. Imposition
of tariff on imports increases the competitiveness of domestic product in
the domestic market.

 The balance-of-payments effect of a tariff works through the reduction in
imports. Exports remaining the same, if there is a decrease in imports, then
the balance of trade improves in the first instance. Improvement in the
balance of trade improves the balance of payments position, provided it is
unfavourable mainly because of imports exceeding the exports.

 The non-tariff trade barriers may be direct or indirect. Direct non-tariff
barriers include such measures as import quota, exchange control, state
trading, export subsidies, dumping and price discrimination.

 Indirect non-tariff trade barriers include raising the quality of domestic import
substitutes, imposing administrative hurdles like complicated and stringent
import procedures, bureaucratic delays in processing the import permits,
etc.
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 Import quota refers to the maximum quantity fixed by a country for its
imports. The imposition of import quota is the most prevalent non-tariff
quantitative trade barrier.

 In general, the import quota system is adopted under the following conditions:
(i) large import of consumer and capital goods may affect domestic
production of import substitutes adversely; and/or (ii) high imports are likely
to cause deterioration in balance of payments of the country.

 Dumping is a practice of exporting goods at a price lower than the domestic
price. In other words, when a country exports its product to other countries
at a price lower than its domestic price, it is called dumping.

 The exporting country benefits because dumping provides an opportunity
to maintain a higher level of production as also a higher level of exports.
That is, the exporting country benefits from its higher level of production
and exports.

 A tax on exports, the export tariff and export subsidy fall in the category of
non-tariff trade barriers. Export tax or export duty is a levy on the exports
of a country. Just like import duty is aimed at restricting imports, an export
tax is aimed at restricting exports.

 Export subsidy is a financial assistance to the exporters to promote export
of the country. It may be regarded as a negative export tax.

 Export subsidization in any form is considered as an ‘unfair’ method of
competition by the General Agreement on Tariffs and Trade (GATT).

 Voluntary export restraints are less effective than the import quota because
the exporting country finds some ingenious ways and means to deviate from
the negotiated pattern and level of VER.

 Technical barriers include safety measures and safety regulations for
automobiles, electrical equipment and health-related safety regulations for
food items, clothes and medicines.

 State trading refers to the import and export activities carried out by the
government itself or by the government agencies. In brief, when the
government and government agencies import and export goods and services
directly, it is called state trading.

 The first initiative to establish an international trade organization was taken
by the UN at its International Conference on Trade and Employment in
Havana in 1947.

 It was the GATT which finally converted itself into an international trade
organization, called the World Trade Organization.
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 The WTO is the only international organization controlling and regulating
international trade under the rules agreed upon by the member countries.

 The WTO has established a set of principles and rules for the implementation
of its trade agreements.

 The WTO has contributed greatly to the liberalization of foreign trade by
reducing both tariff and non-tariff trade barriers and by eliminating trade-
distorting measures adopted by -different countries.

 Balance of payments (BOP) of a country has been defined as a systematic
record of all economic transactions between the residents of the reporting
country and residents of foreign countries.

 The items usually included in balance of payments of any country are
payments for merchandise imports and receipts for merchandise exports,
loans to and investments in foreign countries and enterprises and so on.

 The balance of payments is a complete tabulation of the total market value
of goods, services, and financial assets that domestic residents, firms, and
governments exchange with residents of other nations during a given period.

 The current account of the balance of payments refers to transactions in
goods and services, income and current transfers.

 Transfer payments or unilateral transfers represent all receipts and payments
without a quid pro quo.

 Balance of trade refers to the net difference between the value of export
and import of merchandise or the visible trade.

` The capital account represents transfer of money and other capital items
and changes in the country’s foreign assets and liabilities resulting from the
transactions recorded in the current account.

 Balance on capital account is the net of inflows and outflows on capital
transactions.

 The balance of trade is considered as the most significant component of
the current account of balance of payments as it helps in measuring a
country’s net income which is earned on international assets.

 In case of price adjustment mechanism, the change in prices is of two kinds:
A change in the exchange rate—the price of the domestic currency in terms
of the -foreign currency and changes in the prices of imports and exports

 The monetary approach to correcting a BOP disequilibrium works by
changing the money supply of a country.

 FDI is a major source of external finance, which means that countries with
limited amounts of capital can receive finance from wealthier nations. Foreign
investments provide a great impetus for growth to the Indian economy.
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 FDI by MNCs requires substantial fixed cost for identification of efficient
location, acquisition of knowledge of local regulatory environment, the
suppliers’ network and coordination as well as market potential.

 Foreign Direct Investment or FDI plays a significant role in the growth and
economic development of a nation. FDI is a source of capital, managerial
skill and technical knowledge.

4.9 KEY TERMS

 Tariff: It is a tax imposed on the commodities traded across the national
border. Tariff can be imposed on both imports and exports.

 Import Quota: It refers to the maximum quantity fixed by a country for its
imports.

 Dumping: It is a practice of exporting goods at a price lower than the
domestic price. In other words, when a country exports its product to other
countries at a price lower than its domestic price, it is called dumping.

 Export Tax or Export Duty: It is levied on the exports of a country. Just
like import duty is aimed at restricting imports, an export tax is aimed at
restricting exports.

 Voluntary Export Restraint (VER): It is one of the most important non-
tariff trade barriers. It is similar to import or export quota. The VER is, in a
way, a demand by the importing countries from the exporting countries to
restrict their exports voluntarily.

 Intellectual Property Rights: It refers to the general term for the
assignment of property rights through patents, copyrights and trademarks.

 Balance of Payments: It is defined as an account of all international receipts
and payments for the accounting year.

 Commercial Transaction: These are the transactions which deal with an
exchange of goods or services, for money which will result in payments, in
currency or monetary assets leading to a financial flow.

 Economic Transaction: It refers to a transaction which involves an
economic exchange of value or transfer of a title to goods or assets.

 Foreign Direct Investment (FDI): It is a type of investment that involves
the injection of foreign funds into an enterprise that operates in a different
country of origin from the investor.
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4.10 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What are the factors affecting terms of trade?

2. How can tariff be used to prevent dumping by a country?

3. What are the various types of rate-based tariffs?

4. How significant has been the impact of WTO agreements on India’s foreign
trade?

5. What are the various components of balance of trade?

6. How is the equilibrium exchange rate determined?

7. Mention the highlights of India’s Foreign Trade Policy (FTP) 2009-14.

Long-Answer Questions

1. Describe the uses and limitations of terms of trade. Support your answer
with numerical examples.

2. Critically analyze the import-substitution policy.

3. Explain the effects of tariff on: (a) production, (b) terms of trade, (c) domestic
prices, and (d) economic welfare in a partial equilibrium setting.

4. Describe the methods of using non-tariff trade barriers.

5. Discuss the objectives and functions of the World Trade Organization.

6. Explain the features of balance of payments account.

7. Compare and contrast the benefits and shortcomings of FDI in India.
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5.0 INTRODUCTION

The trade policy is an important adjunct of the foreign exchange policy. Trade, aid
and exchange policies are concepts related to economic relations. International
trade is basically a reflection, first of the structure and trends in domestic production
and second, the structure and trends in world production. But more importantly,
factors such as international political forces, regional affinities, and socio-economic
factors play a vital role in deciding the pattern of aid and trade. In a developing
country like India, trade depends on aid and the composition and direction of
trade are dictated by aid flows to some extent. Aid is essential from the perspective
of inadequate growth of exports and increased demand for imports.

The new trade policy, in operation since April 2009, has ushered in sweeping
changes in the existing trade scenario of the country; it embodies elements that are
working to alter the very functioning of the economy for good. For a thorough
understanding of such a historic policy change, we need to describe and discuss
its features and critically evaluate the same. The prime focus of India’s exports and
economic policies has been on developing and maintaining a certain degree of
coherence and consistency. Increase in exports is undoubtedly the primary aim
but importing goods for speeding up the process of development in the country
also needs to be taken into consideration. The current scenario calls for an integrated
approach towards expanding and developing India’s foreign trade.

In this unit, you will study about trends and directions of India’s foreign
trade policies, exchange rate and its theories, along with the concept of appreciation
and depreciation of currency.
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5.1 OBJECTIVES

After going through this unit, you will be able to:

 Understand the trends and directions of India’s foreign trade

 Examine some of the exchange rate theories

 Discuss the concept of appreciation and depreciation of currency

5.2 TRENDS AND DIRECTIONS OF INDIA’S
FOREIGN TRADE

For the study of trends of India’s foreign trade during post-independence period,
it is convenient to divide the entire period into seven phases:

(i) 1948-49 to 1950-51— The eve of planning: On the eve of planning, the
foreign trade of India showed an excess of imports over exports. The rise
in imports was largely due to:

(a) The pent-up demand due to different restrictive measures adopted
after the crisis experienced during war and the post-war period.

(b) Partition gave rise to deficit of items belonging to the category of eatables
and raw materials required for value addition like jute and cotton.

(c) The rise in the imports of machinery and equipment, in other words,
capital goods to meet the increasing demand for hydro-electric and
other projects initiated in the First Plan.

(ii) 1951-52 to 1955-56 — The first plan period: During this period, the
annual average value of imports was of the order of  622 crores. In this
way, the average annual trade deficit worked out to be 108 crores. The
excess of imports over exports was essentially due to initiation of
industrialization. This gave rise to increase in demand for capital goods.

(iii) 1956-57 to 1960-61—The second plan period: During the Second Plan,
a massive programme of industrialization was initiated. Government decided
to set up various steel plants. Railways were not adequate and had become
old and outdated. Modernization of the same and few other industries was
undertaken. Rapid industrialization gave rise to the requirements of machinery
equipment and raw industrial items. Apart from that, technological
upgradation became the requirement of the day. As a result, the quantum of
imports reached a very high level.

The much desired policy of diversification of exports as well as export
promotion drive could not materialize resulting in the further increase in the
trade deficit over the second five year plan.

(iv) 1961-62 to 1965-66 — The third plan period: Details of exports during
the Third Plan reveal that annual average export earnings turned out to be
747 crores against the annual average imports of 1,224 crores. The volume

of imports went up during the Third Plan due to three factors. Firstly, rapid
industrialization necessitated large imports of machinery, equipment, industrial
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raw material and technical know-how. Secondly, the defence needs increased
following the attacks by China and Pakistan. Finally, large quantity of food
grains was imported, partly because it was easily available and partly because
of the extensive failure of crops in 1965-66.

(v) Devaluation of 1966 and the period up to 1973-74: Government had to
consider adopting the policy of devaluation essentially to (a) curb imports
(b) give a push to exports. This was required to increase exports over
imports so that the position of the balance of payments could improve. The
effect of devaluation was the further aggravation of the trade deficit since it
(devaluation) was announced during a year of drought and the following
year also happened to be a bad weather year. It was the same year when
the government announced its policy of liberalizing imports for 59 industries
leading to steep rise in imports.

Although after devaluation of the rupee, exports increased during 1966-67
and 1967-68, because of relative inelasticity of imports, the import bill soared
high upto 1992 crores in 1966-67 and to 2043 crores in 1967-68. As a
consequence, the balance of trade situation worsened during 1966-67 and
1967-68. This was an outcome of different international factors which pushed
up the prices of essential imports of non-ferrous metal and steel, petroleum
products, newsprint and fertilizers. However, with a better crop during 1968-
69, food grain imports declined. Moreover, devaluation also produced its
healthy effect in stimulating exports. The country for the first time experienced
a favourable balance of trade during 1972-73 which had been constantly
negative since we got freedom from foreign domination. Overall the country
experienced much more comfortable situation in comparison with the time
period of second plan as well as third plan and the annual plan.

(vi) 1974-79–The fifth plan period: The hike in oil prices which started in
October, 1973 seriously affected the pattern of trade throughout the world
and India was no exception. The value of imports during the Fifth Plan
period reached very high levels – largely due to sharp increase in the cost of
India’s major imports namely, petroleum, fertilizers and food grains.
Simultaneously, there was a significant improvement in India’s exports and
it successively rose every year during the Fifth Plan period. The rise was so
fast that by 1976-77, exports at 5143 crores exceeded imports by 69
crores resulting in the surplus of balance of trade which emerged for the
second time since 1951. Exports of fish and fish preparations, coffee, tea,
groundnuts, cotton fabrics and readymade garments and handicrafts recorded
substantial increase in this period.

(vii) 1980 Onwards–The sixth and seventh plan period: The further price
rise in petroleum products by OPEC caused the import bill to shoot up
from 6811 crores to over 9142 crores in 1979-80 and further to 12549
crores in 1980-81 and 13608 crores in 1981-82. Even though exports
continued to rise the result was unprecedented trade deficits. India saw a
growth in exports at 2450 crores, which was much less than the growth in
imports of about 5838 crores. It was this deep deficit which forced the
government to approach the International Monetary Fund (IMF) in
November, 1981 for a huge loan.
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The annual average imports during the Sixth Plan (1980-1981 to 1984-
85) were of the order of 14603 crores as against annual average exports
of 8987 crores. Consequently, the Sixth Plan experienced a huge annual
average trade deficit of the order of about 5716 crores (Table 5.1).

Table 5.1 Trade Balance during Sixth and Seventh Plans

(  in Crores)

Year Imports (c.i.f.)  Exports (f.o.b.) Balance of Trade 
1979-80 9142 6418 -2724 
Sixth Plan    
1980-81 12549 6711 -5838 
1981-82 13608 7806 -5802 
1982-83 14293 8803 -5489 
1983-84 15831 9770 -6061 
1984-85 17134 11744 -5390 
Annual Average 
(1974-75 to 1978-79) 

14683 8967 -5716 

Seventh Plan    
1985-86 19658 10895 -8763 
1986-87 20096 12452 -7644 
1987-88 22244 15674 -6570 
1988-89 28235 20231 -8004 
1989-90 35328 27658 -7670 
Annual Average 
(1985-86 to 1989-90) 

25112 17382 -7730 

Source: Reserve Bank of India Bulletin, Handbook of Statistics on the Indian Economy,
(2002-03)

The policy of indiscriminate liberalization was followed by the Congress-I
Government and was later endorsed by Janata Dal Government. The huge
trade deficit was experienced in the Seventh Five Year Plan. This
development compelled the Government of India to resort to IMF/World
Bank loan.

(viii) India’s foreign trade – 1989-90 and subsequently: According to
DGCI&S figures during 1990-91 due to the push given to export efforts
the exports shot up to 32558 crores indicating an increase of 17.7 per
cent. But as a consequence of the Gulf War, the government failed to curb
imports and they reached a record level of 43193 crores indicating an
increase of 22.6 per cent. As a result the trade deficit reached to a high
figure of 10635 crores. (Table 5.2)
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Table 5.2 India’s Trade Balance during 1990-91 to 2009-10

 

In  Crores In US$ million 

Exports Imports 
Trade 

Balance Exports Imports 
Trade 

Balance 
1990-91 32558 43193 -10635 18145 24073 -5928 
1991-92 44042 47851 -3809 17865 19410 -1545 
1992-93 53688 63375 -9687 18537 21882 -3345 
1993-94 69751 73101 -3350 22238 23306 -1068 
1994-95 82674 89971 -7297 26330 28654 -2324 
1995-96 106353 122678 -16325 31795 36675 -4880 
1996-97 118817 138920 -20103 33470 39132 -5662 

Annual Average (1992-93 – 1996-97) 
 86257 97609 -11352 26474 29930 -3456 

1997-98 130101 154176 -24076 35006 41484 -6478 
1998-99 139753 178332 -38579 33219 42389 -9170 
1999-00 159561 215236 -55675 36822 49671 -12848 
2000-01 203571 230873 -27302 44560 50536 -5976 
2001-02 209018 245200 -36182 43827 51413 -7856 

Annual Average (1997-98 – 2001-02) 
 168401 204764 -36363 38687 47099 -8412 

2002-03 255137 297206 -42069 52719 6412 -8694 
2003-04 293637 359108 -65741 63843 78149 -14306 
2004-05 375340 501065 -125725 83536 111517 -27981 
2005-06 456418 660409 -203991 103092 149167 -46076 
2006-07 571779 840506 -268727 126414 185735 -59321 
2007-08 655864 1012312 -356448 162132 251654 -88522 
2008-09 840755 1374436 -533680 185295 303696 -118401 
2009-10 845534 1363736 -518202 178662 288373 -109622 
2010-11 1142649 1683467 -540818 251105 369769 -118664 

Source: Compiled and computed from the data provided by Handbook of Statistics on
Indian Economy, 2010-11.

(ix) Foreign trade during the eighth plan: An analysis of the period 1992-
93 to 1996-97 reveals that exports picked up at a fast rate and jumped
from US $ 17866 million in 1991-92 to $ 33470 million in 1996-97 signifying
an increase of about 87 per cent. But due to policy of liberalization
accompanied by reduction of custom duties there was an increase in imports
from $19410 million in 1991-92 to $39132 million in 1996-97 indicating
an increase of about 102 per cent. Consequently, the trade deficit which
was of the order of $1545 million in 1991-92 increased to $5662 million in
1996-97 rising by over three times.

(x) Foreign trade during the ninth plan, the tenth plan and after: As a
result of the sharp deterioration in world economic environment in trade,
the South-East Asian crisis, continued recession in Japan, severe economic
crisis in Russia in 1998 and fall in world output by 2 per cent in 1997-98
which led to the decline in world trade, there was a slowdown in India’s
foreign trade too.
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5.2.1 India’s Merchandise Trade Since 2000
Exports increased from US $36,822 million from previous year to US $ 44,560
million during 2000-01; showing a sharp rise of 21.0 per cent. This was largely
due to rupee depreciation along with further trade liberalization, reduction in tariffs
and greater liberalization in terms of export oriented foreign investment.

However, during 1999-2000 and 2000-01, there was a sharp rise in the
price of crude items. This resulted in a sharp escalation of the POL (petroleum, oil
and lubricants) imports by India from US $6,399 million in 1998-99 to US $
9,607 million in 1999-2000 and a further jump to US $15,650 million in 2000-
01, implying an increase of 63 per cent during 2000-01 over the previous year.
The sharp increase in POL imports prevented non-POL imports from increasing
adequately. Non-POL imports just rose by 11.3 per cent during 1999-2000 from
US $ 35,990 million in 1998-99 to US $ 40,064 million in 1999-2000, but declined
by 14.9 per cent in 2000-01 to US $ 34,450 million. This implies that the increase
in POL imports resulted in discouraging the rise of non-POL imports so as to
keep total imports within manageable limits.

Table 5.3 Break-up of Imports and Exports (in US$ million)

Year 

Imports 

Exports POL Non-POL Total 

2001-02 14000.3 37413.0 51413.3 43826.7 

2002-03 17639.5 43772.6 51412.1 52719.4 
2003-04 20569.5 57579.6 78149.1 63842.6 

2004-05 29844.1 81673.3 111517.4 83535.9 

2005-06 43963.1 105202.6 149165.7 103090.5 

2006-07 56945.3 128790.0 18735 126414.1 
2007-08 79644.5 171794.6 251439.2 162904.2 

2008-09 93671.7 210024.6 30396.3 185295.0 

2009-10 86776 201597 288373 178751 

2010-11 103952 265817 369769 251105 

 
Source: Economic and Political Weekly, April 28-May 4, 2007 and Press Release on
1st May 2008, RBI Handbook of Statistics on the Indian Economy, 2009-10 Economic Survey

2009-10. RBI Billion December 2011, Economic Survey 2010-11

Movements in the exports and imports of India took place almost by five-
to seven-folds in the decade of 2000 (from US$ 43.8 billion in the year 2001 to
US$ 251.1 billion in 2010-11 and US$ 51.4 billion from 2001 to US$ 369.8
billion in 2010-11). The extent of increase from 1990s to the decade of 2000 was
of the extent of 19.5 per cent and till 2008-09 it went up to 25.1 per cent.

In fact in 2009-10 the export-to-import growth came down to 3.5 per cent
to 5 per cent due to global economic crises which gave a jerk to the economy. It
rebounded to 28.2 per cent to 40.5 per cent in 2010-11. In fact many other
developing countries and other developed economies also could not sustain the
crises in trade. On the other hand, India not only surpassed it with the increased
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level of exports but also continued to increase its export share in the global scenario
which increased from 1.5 per cent to 2.2 per cent in 2010 (1.4 per cent to 2.1 per
cent as per WTO data).

Table 5.4 India’s export and import (in US $ billion)

Trade indicator 2011-12 2012-13 2013-14 2014-15 2015-16 
Export 309 307 318 316 262 
Import 500 502 466 461 380 
Trade deficit -189 -195 -148 -145 -118 

 
Source: DGFT, RBI statistics on Indian economy, September 2016

In continuation with the positive growth exhibited by exports in the year
2016, exports during July 2017 have shown growth of 3.94 per cent in dollar
terms valued at US$ 22543.80 million as compared to US$ 21689.57 million
during July, 2016. In Rupee terms, during July 2017 exports were valued at
 145308.10 crore as compared to 145770.39 crore during July, 2016, registering

a negative growth of 0.32 per cent.

During July 2017, Major commodity groups of export showing positive
growth over the corresponding month of last year are Engineering Goods (15.16%),
Petroleum Products (20.27%), Organic & Inorganic Chemicals (20.67%), Cotton
Yarn/Fabs./made-ups, Handloom Products etc.( 5.39%) and Marine
Products(30.53%)

Cumulative value of exports for the period April-July 2017-18 was US $
94756.13 million (  610780.14 crore) as against US $ 87001.34 million (
582731.37 crore) registering a positive growth of 8.91 per cent in Dollar terms
and 4.81 per cent in Rupee terms over the same period last year.

Non-petroleum and Non Gems & Jewellery exports in July 2017 were
valued at US$ 22543.80 million against US$ 21689.57 million in July 2016, an
increase of 6.93%. Non-petroleum and Non Gems and Jewellery exports during
April -July 2017-18 were valued at US$ 94756.13 million as compared to US$
87001.34 million for the corresponding period in 2016-17, an increase of 9.05%.

Imports during July 2017 were valued at US$ 33993.61 million
(  219108.89 crore) which was 15.42 per cent higher in Dollar terms and 10.70
per cent higher in Rupee terms over the level of imports valued at US$ 29450.97
million (  197932.93 crore) in July, 2016. Cumulative value of imports for the
period April-July 2017-18 was US$ 146256.71 million (  942740.00 crore) as
against US$ 113996.75 million (  763687.22 crore) registering a positive growth
of 28.30 per cent in Dollar terms and 23.45 per cent in Rupee terms over the
same period in the preceding year.

Major commodity group of imports showing high growth in July 2017 over
the corresponding month of last year are Petroleum, Crude & products (15.02%),
Electronic goods (22.5%), Machinery, electrical & non-electrical (7.34%), Pearls,
precious & Semi-precious stones (6.86%) and Gold (95.05%).
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5.2.2 Rationale and Impact of Trade Measures of
1991 and New Economic Policy

The trade policy which was in operation during the period July–August 1991,
brought about sweeping changes in the trade scenario of the country. It embodied
elements that worked to alter the very functioning of the economy for good. The
formulation of the foreign trade policy with an objective to use it as an economic
and foreign policy tool reflected the change in the perception towards the external
sector and its role in the overall strategy of development.

In order to make the trade policy competitive and holistic, numerous
committees were set up during the 1970s and 1980s which reviewed the existing
policy and recommended many changes. From amongst these committee reports,
there were two reports that were found to be of consequence, namely the
Committee on Import and Export Policies and Procedures which was chaired by
P.C. Alexander in 1978 and the Committee on Trade Policies which was chaired
by Abid Hussain in 1984. The Alexander Committee’s recommendations were
centred on reducing the control mechanisms and shifting the emphasis to the
expansion of trade. The Abid Hussain Committee, on the other hand, focused on
the coordination and integration of the trade policies with the economic policies
and a phased reduction in protectionism. The Committee also called for the policies
to be implemented on a sustained basis in order to establish continuity and long-
term export planning. Keeping in view these recommendations, a long-term strategy
for export planning was developed by implementing the import–export policy for
the period 1985–88. The focal points of this policy were decided to be boosting
exports and import substitution. Following this policy, two more such policies
were introduced, both for a span of three years each, which was followed by the
EXIM Policy, 1992–1997 that was implemented for a period of five years.

The trade policy changes in the post 1991 period and sought to minimize
the role of quantitative restrictions and substantially reduced the tariff rates on the
lines as suggested by the Tax Reforms Committee (Chairman: Raja J. Chelliah).
The developments in India’s trade policy during this period needs to be viewed in
conjunction with policy reforms initiated in other spheres of the economy. The
devaluation of the rupee in July 1991 and the transaction to the market-based
exchange rate regime deserve mention in this regard. These measures were aimed
at enhancing the price competitiveness of exports. The policies governing foreign
investment and foreign collaboration have also undergone significant changes and
have a bearing on trade performance. Apart from unilateral measures, the
liberalization of India’s trade policies also reflects the multilateral commitments of
the country to the World Trade Organization (WTO). A number of factors made
this new policy radically different from all the earlier policies.

Thrust on export promotion

The thrust on export promotion is clearly discernible from the Export-Import Policy.
The policy introduced various forms of incentives for exporters. While such
incentives existed during the earlier years, the EXIM Policy of 1985–88 aimed at
striking a balance between export promotion and import substitution with marginal
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preference for the latter. The ‘Import Export Pass Book’ scheme was introduced
in 1985, as per the recommendation of the Abid Hussain Committee.

Export promotion received further emphasis under the EXIM Policies for
the periods 1992–97 and 1997–2002. Exporters are eligible for income tax rebate
on their export earnings. Special incentives have been extended to units as set up
in export processing zone (EPZs), electronic hardware parks, and so on. Such
special benefits have been extended to the export oriented units (EOUs) too.
Merchant exporters have been made eligible to special facilities. The measures
also include the favoured access to import on capital goods [under the Export
Promotion Capital Goods (EPCG) Scheme] and restricted imports [under the
Special Import Licence (SIL)].

India’s trade policy vis-à-vis other developing countries

Trade policy reforms in India need to be seen in the light of similar efforts made
in a large number of developing countries since the 1980s. A comparison of
reduction in domestic protection by various developing countries vis-à-vis India,
based on certain documents of the WTO, shows that the progress in trade
liberalization in India has been more pronounced than that in many other similarly-
paced countries. During the mid-1990s, the import weighted an average tariff
rate in India at 20 per cent which was considerably lower than that in countries
such as Pakistan (50 per cent) or Nigeria (24 per cent) and comparable with
countries such as Sri Lanka (20 per cent) or Thailand (17 per cent). The peak
tariff rate in India (45 per cent) was much lower than most of the developing
countries including Thailand (200 per cent), Malaysia (145 per cent), and Pakistan
(70 per cent). In terms of tariff binding commitments, the coverage of items
under the bound rates was much higher for India than most of the East Asian
and South Asian countries.

The non-tariff measures are an integral part of the trade policy of the majority of
developing countries including India as they are in many other industrialized
countries. As compared to many other developing countries, quantitative restrictions
such as price control in respect of exports/imports, direct subsidy to export/import-
substituting sectors, and others are less pronounced in India.

5.2.3 Provisions and Implications of the Trade Policies

The provisions that have been incorporated in the trade policy aim at strengthening
the export-profile of the country. They make a radical departure from the past
system of controlled-trade by giving a strong market-orientation to trading in imports
and exports. Even the task of equating the outgo of foreign exchange for imports
and the incoming foreign exchange on account of exports has been left to be
accomplished by a market-based self-balancing mechanism. Some of the highlights
during this period have been described as follows:

 Priority for exports

The policy is all set to make exports a kingpin in the new strategy of managing the
balance of payments (BOP) and thereby influencing the growth of the economy.



India’s Foreign Trade

NOTES

Self - Learning
270 Material

This is in total contrast to the strategy of import substitution which has so far
dominated the scene. Imports will, from now onwards, be dependent upon the
availability of foreign exchange earned largely from exports.

 Increasing export items

Besides providing for the expansion of the existing traditional and non-traditional
export-products, the government identified many new items of exports. For
example, it was for the first time that great emphasis had been laid on agro-based
products as also those allied to agriculture, animal husbandry, floriculture,
pisciculture, and sericulture. Another set of new products which are being given
special attention belong to the service sector. These include consultancy,
architecture, education, medical services, and others. In respect of these services,
India has a tremendous comparative advantage over other countries. The reservation
from small-scale industries (SSI) provisions for another fourteen items related to
leather goods and toys, and others was meant to enable new investment and
improvement of technology in these key export-oriented sectors. A medium-term
export strategy was put on the anvil, besides the short term corrective measures.
The objective was to raise the share of India in world exports to about 1 per cent
in the period 2002–07. The strategy was directed to increase exports at about
11.9 per cent per annum by focusing on certain key export commodities. Twenty-
five countries and 220 export commodities were identified for special focus.

 Incentives and facilities

Towards this end, the policy provided for several measures for strengthening the
incentives for exports and for raising the profitability of export-business.
Opportunities were provided to the exporters to earn more by allowing them to
sell the foreign exchange as earned by them at a higher market rate rather than a
lower official rate. In the first EXIM Scrip Scheme (1991), exporters could sell
30 per cent of their foreign exchange at the market rate. Another system in this
perspective called the Partial Convertible Rupee System Scheme replaced the
EXIM Scrip Scheme, and allowed free sale to the extent of 60 per cent of the
foreign exchange. The scheme of fully convertible rupee on trade account was
introduced in March 1993 which permitted the exporter to sell 100 per cent of the
foreign exchange earned from merchandise/commodities trade. Under the present
scheme, fully convertible rupee on current account (in operation since March 1994),
exporters can sell the entire foreign exchange earned on trade account as well as
on invisible account (and others services). While such schemes benefit all exporters,
those who export goods with low import-intensity gain the most from such schemes.
In other words, such schemes provide strong motivation for the export of goods
with low import-intensity. Through the policy of liberalization, the government also
provided a favourable framework for enterprises to flourish in the export-sector.
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 Limiting imports

In respect of imports, the trade policy aimed at limiting them to the availability of
foreign exchange, earned largely through exports. All imports have to be financed
through the purchase of foreign exchange at the market rate. Imports have been
linked with and limited to the availability of foreign exchange at the market rate. As
a result of this, provisions were made in the trade policy to compress imports.
Efforts were made to curtail the import of non-essential and low-priority items
such as cereals and cereal preparations. The production of import substitutes of
certain commodities like pulses, edible oils, petroleum, and others was also
emphasized. Provisions were made to ensure that the inventories or stocks of
imported inputs were to be kept to the minimum necessary limit for domestic
production. The devaluation of the Indian rupee in July 1991 led to the compressing
of imports as imports became expensive in terms of rupees.

 Market-oriented trade

Trade was proposed to be conducted in terms of market prices, and its profitability
was to be determined by the market-related gains and losses. This was the natural
outcome of dismantling a number of controls and easing restrictions on imports
and exports of the country.

 Reduction in import-licensing

Deregulation of the economy refers to the elimination of a substantial volume of
import licensing. This involves reduction in the extent of licensing and in the number
and types of licenses to a degree, that it can be described as virtually doing away
with the system itself. Almost all items, except a few categories under the advance
licensing system made it easy to import without seeking permission/licenses from
the government.

 Simplification of procedures

Another aspect of marketization of the trading activities is the easing of rules and
reduction in the paper work as required for dealing with the government. This was
done in several directions and in several ways with the perspective of removing to
the maximum possible extent the bureaucratic hurdles in the conduct of private
business.

 Self-balancing mechanism

Along with the marketization of trade, the policy also featured other decisions of
the government in respect of foreign exchange that provided an equilibrating system
whereby payments (for imports) and receipts (from exports) were equated. This
mechanism helps in the avoidance of BOP deficits.
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Check Your Progress

1. When did India experience a favourable balance of trade for the first time
after Independence?

2. What were the recommendations of the P. C. Alexander’s Committee in
1978?

5.3 EXCHANGE RATE

The exchange rate is the rate at which currency of a country can be exchanged for
another. In simple words, it is the price of one currency in terms of another. When
an Indian citizen imports a Mercedes car from the US, he/she will have to pay the
Mercedes company in US dollars ($) and not in Indian rupees (INR). So the
importer will have to acquire US dollars from the exchange market for the purpose
of making the payment for the imported car. The price of the US dollar in terms of
the Indian rupee is given in the exchange market. To acquire US dollars, the person
will have to exchange the Indian currency for the US dollar in the exchange market.
The price that the Indian citizen pays for each US dollar is the rupee-dollar exchange
rate. The exchange rate is determined for different currencies in the exchange
market and made public through the news media.

5.3.1 Theories of Exchange Rate

Let us study the various theories of exchange rate:

1. Mint Parity Theory

The fixed exchange rate system has passed through different phases over time. In
fact, the fixed exchange rate system prevailed throughout the period of the gold
standard—from 1970s to 1914. During this period, almost all countries were on
the gold standard and the exchange rate between any two currencies was fixed on
the basis of the ‘mint parity of gold’ or the gold par value of currencies. With the
outbreak of World War I in 1914, the gold standard currency system came to an
end and with it, the fixed exchange rate system. Although some nations, especially
Great Britain, made efforts to re-establish the gold standard, it did not last long.
The reason was that shortly after World War I, there was global economic turmoil
caused by the Great Depression and later by World War II. Therefore, most
countries abandoned the gold standard and also the fixed exchange rate system.
The International Monetary Fund (IMF) tried to revive the fixed exchange rate
system, known as the gold exchange standard. Member countries adopting this
fixed exchange rate policy were authorized to allow the rate to fluctuate within one
per cent up or down under normal conditions. However, the gold exchange standard
established by the IMF did not last beyond 1971 because the USA suspended its
commitment to buy and sell gold at $35 per ounce. Thereafter, a managed floating
system—a hybrid system combining the features of both fixed and flexible exchange
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rates—was devised to suit different countries. However, in modem times, most
countries adopt a dual system—a fixed exchange rate system for all official
transactions and a market exchange rate for private trade transactions.

2. Purchasing Power Parity (PPP)

The purchasing power parity theory (PPP) of exchange rate determination states
that the exchange rate between any two currencies equals the ratio of their price
levels. This theory is said to have been originally formulated by Wheatley in 1802
and later by Blake in 1810. However, according to Krugman and Obstfeld, ‘The
basic idea of PPP was put forth in the writings of 19th-century British economists,
among them David Ricardo (the originator of the theory of comparative advantage).’
Whoever might be the originator of the basic idea of the PPP theory, it was Gustav
Cassel, a Swedish economist, who reformulated the PPP theory and developed
the concept of an equilibrium rate of exchange in 1920. ‘This theory asserts that
the relative values of different currencies correspond to the relation between the
real purchasing power of each currency in its own country.’ In other words, under
a free and inconvertible paper currency system, the rate of exchange between any
two currencies is determined by their purchasing power in the respective currencies.
This theory is called the purchasing power theory of the rate of exchange. The
PPP theory has two versions:

 The absolute purchasing power parity theory

 The relative purchasing power parity theory

(i) Absolute Purchasing Power Parity Theory

According to the absolute version of purchasing power parity theory, the equilibrium
exchange rate is determined in terms of the ratio of the absolute price levels in any
two countries. The exchange rate under this version of the PPP theory is given as,

A

B

P
ER

P (5.1)

where ER  exchange rate, P
A 
 price level in country A and P

B
  price level in

country B.

For example, suppose a basket of goods can be bought in India for  100
and in the US for $2. In that case, the exchange rate between the Indian rupee
(INR) and the US$ will be determined as follows:

100
/ $ 50

$2
A

B

P
ER INR

P

The absolute version of the PPP theory is based on the following assumptions:

 There are no transportation costs.

 There are no tariffs on imports and subsidies on exports.

 There is free trade between nations.
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Criticism of the absolute PPP theory

The absolute version of the PPP theory has certain serious shortcomings which
make its validity questionable.

 It ignores the effect of transportation costs which affect the final price paid
by traders.

 Many countries impose tariffs on imports and subsidize exports. These
factors affect the price and, hence, the real purchasing power of the currency.

 It takes into account only traded goods and services and ignores the price
levels of non-traded goods which are part and parcel of the general price
level. Also, the PPP theory ignores capital account transactions which do
matter in exchange rate determination.

(ii) Relative Purchasing Power Parity Theory

The relative purchasing power parity theory is a modified version of its absolute
version. While the absolute version assumes price level to remain constant, in
reality, price levels do not remain constant. And a change in price levels is bound
to change the exchange rate. The relative PPP theory gives a measure of the change
in the exchange rate under the conditions of changes in relative prices. The relative
PPP theory states that the relative change in the exchange rate over time is
proportional to the change in the relative price level over a period of time. The
formula for relative PPP theory is given as,

0
0

0

/

/
AN A

N
BN B

P P
ER ER

P P (5.2)

where:

 ER
N
 and ER

0
 are the exchange rates in year N and base year 0,

respectively

 P
AN

 and P
A0

 are the price levels in country A in year N and base year 0,
respectively

 P
BN

 and P
B0

 are the price levels in country B year N and base year 0,
respectively

In fact, the basic purpose of the relative PPP theory is to determine the
equilibrium exchange rate under conditions of changing price levels. Also, the relative
PPP theory can be used to measure the change in the exchange rate owing to a
change in the price levels. For example, suppose there are two counties A and B
and their respective price levels in the base year are given as P

A0 
 100 and P

B0 


100. In this case, the exchange rate between the currencies of the two countries
can be expressed as,
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Now let the price levels in the two countries in year N change to P
AN
 150

and P
BN 
 200, respectively. In that case, the relative exchange rate (RER) in

year N between the two countries can be measured as follows:

0

0

/ 150 /100 1.5
0.75

/ 200 /100 2.0
AN A

N
BN B

P P
RER

P P

This measure of relative PPP shows that the currency in country B has
depreciated by 0.25 or by 25 per cent. The above calculation shows that if the
price index in country A increases in year N from 100 to 150, i.e., 50 per cent,
and the price level in country B increases from 100 to 200, the currency in country
B depreciates by 25 per cent in year N due to a higher rise in its price level.

Criticism of the Relative PPP Theory

Most of the deficiencies of the absolute PPP theory apply also to the relative PPP
theory of exchange rate. The relative PPP theory has been criticized also on the following
grounds:

 It is based on the general price index of a country. This index included
prices of both traded and non-traded goods and services whereas the
exchange determination pertains only to internationally traded goods and
services. Therefore, the relative PPP theory yields a misleading exchange
rate.

 The base year and weightage of goods services used in the construction of
the price index varies from country to country depending on the nature and
structure of production. Therefore, the price index number does not reflect
the relative price levels in the different countries. The variation in the exchange
rate under this condition based on the relative price structure does not reflect
the actual purchasing power.

 Apart from non-traded goods and services, certain kinds of services, such
as banking, insurance, consultancy services, etc., are considered part of
foreign transactions but they are not included in the price index number.
Therefore, changes in relative prices do not reflect changes in the purchasing
power of a currency.

 A large amount of capital transfers take place between nations, which affect
the demand for foreign exchange. The change in the demand for foreign
exchange does affect the exchange rate. But this kind of a change in exchange
rate is not accounted for in the relative PPP theory.

 As Haberler has pointed out, the imposition of an embargo or tariffs, and
the provision of subsidies, causes a change in the actual purchasing power
of a currency. But such factors are not accounted for by the relative purchasing
power theory.

 A change in the exchange rate depends, by and large, on the elasticities of
reciprocal demand for foreign exchange but the PPP theory only recognizes
a change in the exchange rate owing to changes in relative prices.



India’s Foreign Trade

NOTES

Self - Learning
276 Material

 The relative PPP theory postulates that relative commodity prices are the
sole determinants of international transactions and that a change in relative
prices is the sole determinant of the exchange rate. But in reality, changes in
the exchange rate are also because of disequilibrium in BOP caused by
capital transfers, service payments, and changes in real income.

In spite of these shortcomings, however, the PPP theory can be used as a
first approximation of the equilibrium exchange rate for periods of frequent and
high price changes. For a more accurate measure of the exchange rate, other
factors like capital flows, changes in consumer tastes and preferences, technological
changes, and real income changes would have to be taken into account while
measuring the purchasing power of a currency. Let us now look at the opinion of
modern economists on the empirical validity of the PPP theory.

Empirical Test of the Purchasing Power Parity Theory

Most countries adopted a market determined floating exchange rate system after
1973. This system had its own problems and triggered great interest in the PPP
theory. Many economists carried out empirical studies to test the validity of the
PPP theory, for different periods. While the findings of some economists established
the validity of the theory, the findings of some others refuted it. For instance, an
empirical study carried out by Frankel in 1978 for the high-inflation period of the
1920s, found the PPP theory to be empirically valid. Kravis and Lipsey conducted
a similar study for the period 1959–70 and McKinnon, for the period 1953–77
and they found the PPP theory to be fairly valid. However, Kravis found in a
similar study that the PPP theory had failed to hold in latter part of the 1970s.
Other similar studies by Levich and Dornbusch produced the same result.

After Kravis, Levich and Dornbusch produced evidence of the collapse of
the PPP theory, Frankel conducted further studies to test the empirical validity of
the theory in the context of the dollar-pound exchange rate over the 1869–84
period. His studies revealed that there was deviation from what the PPP postulated
but the deviation was very slow—it took 4 to 5 years for one half of the deviation
to happen. Many other studies were carried out later by Frankel and other
economists covering a longer period and more countries (150 countries). All these
later studies confirmed Frankel’s findings.

To conclude, the PPP theory works well in the case of traded goods, but
not so well for non-traded goods; it also works well when a long time period
(three to four decades) is considered, especially under the condition of ‘purely
monetary disturbances.’ According to Krugman and Obstfeld, ‘While there has
been much controversy about the general validity of PPP, the theory does highlight
the important factors behind exchange rate movements.’

5.3.2 Fixed and Flexible Exchange Rate

In contrast to a market determined freely fluctuating exchange rate, the fixed
exchange rate is the rate of exchange between the domestic currency and a foreign
currency fixed by the monetary authorities of the country. In practice, however,
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most countries peg their currency to a ‘key currency’, fixing the exchange rate in
terms of this ‘key currency.’ For example, the Indian rupee is pegged to the US
dollar and the currencies of most European countries are pegged to the euro.
Table 5.5 lists the key currencies and provides a picture of how many countries
linked their currency to these key currencies in 2004.

Table 5.5 Key Currencies and the Percentage of Countries Holding
Foreign Exchange

Key currency Ratio of all  
countries (%) 

Ratio of industrial 
countries (%) 

Ratio of developing 
countries (%) 

US dollar 65.9 71.5 59.9 
Euro 24.9 20.9 29.2 
Japanese yen 3.9 3.6 4.3 
Pound sterling 3.3 1.9 4.8 
Swiss franc 0.2 0.1 0.2 
Other 1.8 2.0 1.6 
Total 100.0 100.0 100.0 

 
Source: IMF, Annual Report, 2005, p. 109 (Order of currencies changed).

The fixed exchange rate is, in general, preferred to the floating exchange
rate. Let us look at the history of the fixed exchange rate.

History of the fixed exchange rate

The fixed exchange rate system has passed through different phases over time. In
fact, the fixed exchange rate system prevailed throughout the period of the gold
standard—from 1970s to 1914. During this period, almost all countries were on
the gold standard and the exchange rate between any two currencies was fixed on
the basis of the ‘mint parity of gold’ or the gold par value of currencies. With the
outbreak of World War I in 1914, the gold standard currency system came to an
end and with it, the fixed exchange rate system. Although some nations, especially
Great Britain, made efforts to re-establish the gold standard, it did not last long.
The reason was that shortly after World War I, there was global economic turmoil
caused by the Great Depression and later by World War II. Therefore, most
countries abandoned the gold standard and also the fixed exchange rate system.
The International Monetary Fund (IMF) tried to revive the fixed exchange rate
system, known as the gold exchange standard. Member countries adopting this
fixed exchange rate policy were authorized to allow the rate to fluctuate within one
per cent up or down under normal conditions. However, the gold exchange standard
established by the IMF did not last beyond 1971 because the USA suspended its
commitment to buy and sell gold at $35 per ounce. Thereafter, a managed floating
system—a hybrid system combining the features of both fixed and flexible exchange
rates—was devised to suit different countries. However, in modem times, most
countries adopt a dual system—a fixed exchange rate system for all official
transactions and a market exchange rate for private trade transactions. Let us
look at the method of determination and regulation of fixed exchange rate system.
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Determination and regulation of the fixed exchange rate

In modern times, most countries have adopted the fixed exchange rate system
with a range of flexibility permissible by the IMF. The exchange rate is fixed and
managed by the government or the monetary authority of a country, e.g., the RBI
in India. The method of fixing the fixed exchange rate is illustrated in Figure 5.1 by
using a rupee-dollar case.

Fig. 5.1 Determination of a Fixed Exchange Rate

Let us suppose India’s demand curve for the US dollar is given by DD
2
 and

the US dollar supply curve is given by SS. As the figure shows, the dollar demand
and supply curves intersect at point P

0
 and the exchange rate is determined at

 45 per US dollar, under free market conditions. But under a free market system,
the exchange rate is bound to fluctuate wildly owing to changes in demand and
supply conditions for the dollar. For example, dollar-rupee exchange rate changed
from $1   56.17 on May 29, 2013 to $1   58.98 on June 12, 2013, i.e.,
rupee depreciated by 5 per cent within two weeks. Such violent fluctuations in the
exchange rate will affect foreign trade, production, and employment adversely.
Therefore, the Indian government would try to fix the exchange rate. However, a
strictly fixed exchange rate is neither affordable nor desirable as it has all the typical
drawbacks of the fixed exchange rate. Besides, it affects foreign trade and the
economy adversely. Therefore, even under a fixed exchange rate system, some
flexibility of the exchange rate is allowed. Let us now look at the method of
maintaining the fixed exchange rate by using our rupee-dollar example.

Let us suppose that RBI finds it reasonable to fix the rupee-dollar exchange
rate between  40 and  50 per dollar. This means that the exchange rate is
allowed to fluctuate between these two limits. These are called the pegging limits.
As shown in Figure 5.1, the exchange rate is allowed to fluctuate between points
P

1
 and P

2
. As long as the exchange rate fluctuates between these permissible

limits, the monetary authority (RBI) is not required to take any action to control
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and regulate the exchange rate. But if market conditions force the demand curve
to shift upward or downward beyond the permissible limits, the exchange rate will
rise above the upper limit of  50 per US dollar or fall below  40 per US dollar.
In that case, the RBI will have to intervene to control the exchange rate and keep
it within the permissible limits. Suppose for reasons such as seasonal and cyclical
fluctuations in the demand for the dollar, the normal dollar demand curve shifts
upward from DD

2
 to DD

3
, and the demand for the dollar increases from $50

million to $70 million, given the supply of dollar at $60 million, and given the upper
limit of exchange rate at  50 per dollar. Thus, the demand for dollar exceeds
supply by $10 million as shown by P

2
M. As a result, given the dollar supply curve

SS, the exchange rate will rise much above the upper limit of  50 per dollar. In
that case, the government will have to control the demand for the dollar by such
measures as import quotas and import rationing to make the dollar demand curve
shift downward to the permissible level. Alternatively, the government may sell
dollars from its forex reserves, i.e., increase the dollar supply, to control the
exchange rate and bring it down to the permissible limit of  50 per dollar.

Similarly, given the dollar supply curve, if the demand curve for the dollar shifts
downward from DD

2
 to DD

1
, the exchange rate would fall below the permissible

lower limit under the fixed exchange rate system, i.e., below  40 per dollar. In this
case, the dollar demand falls short of dollar supply by BP

1
 = $40 million—$30 million

= $10 million. In this case, the monetary authority would have to create additional
demand for dollar by buying $10 million from the foreign exchange market to maintain
the exchange within the fixed limits. This is how the monetary authority maintains the
exchange rate within the flexible range of the fixed exchange rate.

Pegging systems

As mentioned earlier, a fixed exchange rate is the exchange rate pegged to a
reserve currency or a basket of key currencies or to the Special Drawing Rights
(SDRs). We give here a brief account of the different ways in which the fixed
exchange rate is pegged:

 Pegging to a single currency: The currencies of about one-third of the
developing nations are pegged to a single currency, either to the US dollar,
or to the French franc. Under this system, only limited flexibility is allowed.
That is, the value of a pegged currency is maintained within a certain margin
of flexibility, as is the case of four Middle-East countries.

 Composite currency pegging: The exchange rate under single-currency
pegging is often required to be readjusted when the pegged currency is
subject to frequent depreciation or appreciation. Therefore, many countries
peg their currency to a basket of major currencies, usually of the main trading
partners. The objective is to ensure a greater degree of stability in the exchange
rate. In this system the rate of exchange is fixed on the basis of a weighted
average value of the currencies. The basket of currencies is determined on
the basis of the geographical distribution of trade partners, volume of trade,
and the volume of foreign investment. The European monetary system is the
best example of this kind of pegging. India has pegged its currency to a
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basket of currencies, with the most important being the Special Drawing
Rights (SDRs), the US dollar, and the pound sterling. However, the Indian
rupee exchange rate, for all practical purposes, is reported in terms of the
US dollar.

Flexible exchange rate

Exchange rate stability has always been the objective of monetary policy of almost
all countries. Barring the period of the Great Depression and World War II,
exchange rates have been fairly stable. During the post-World War II period, the
IMF ushered in a new phase of exchange rate stability. Most governments maintained
adjustable fixed exchange rates till 1973. Thereafter, however, the IMF system
failed to provide an adequate solution to three major problems as given below:

(i) providing sufficient reserves to mitigate short-term fluctuations in the balance
of payments—especially large BOP deficits faced by developing countries—
while maintaining the fixed exchange rate system;

(ii) problems of long-term adjustments in the balance of payments; and

(iii) crises generated by speculative foreign exchange transactions.

As a result, the currencies of many countries, especially the reserve
currencies, were subject to frequent devaluation in the early 1970s. This caused
exchange instability and raised doubts about the continuation of the Bretton Woods
system and also about the viability of the fixed exchange rate system. The
breakdown of the Bretton Woods system triggered a debate among the economists
on whether a fixed or flexible exchange rate system was more desirable for the
world economy. It may be noted at the outset that the debate did not yield any
definite conclusion on the superiority of one system over the other. However, the
arguments put forward in favour of each system have great theoretical value and,
are therefore, discussed here.

It may also be noted here that arguments for a fixed exchange rate are the
arguments against the flexible exchange rate and the arguments for a flexible
exchange rate make for arguments against the fixed exchange rate. We will,
therefore, present only arguments for fixed and flexible exchange rates, and these
can be taken as arguments against flexible exchange rates, and fixed rates,
respectively.

The case for a fixed exchange rate

Advocates of fixed exchange rates have put forward the following arguments in
support of their views:

1. Fixed exchange rate reduces uncertainty: Advocates of the fixed
exchange rate argue that this system ensures a high degree of certainty in
international business and, thereby economic stability in individual economies
as well as the global economy. Market determined floating exchange rates
create uncertainty about the future course of exchange rates whereas a
fixed exchange rate provides certainty about the exchange rate. This certainty
also ensures the volume and pattern of trade. The volume and pattern of
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trade determines the pattern of international demand. This, in turn, determines
production and employment in all the trading countries. On the contrary, a
flexible exchange rate system causes uncertainty in future demand patterns.
This leads to fluctuations in international trade and also in the international
flow of capital. As a result, foreign trade-oriented economies are subject to
economic fluctuations, especially if import elasticities are less than export
elasticities.

2. It creates conditions for the smooth flow of foreign capital: Fixed
exchange rates ensure a certain return on foreign investment. For example,
FDI in India has been subject to variation because of frequent variations in
rupee/US$ exchange rate. It is for this reason that foreign investors demanded
a lower tax rate on the returns on FDI. Fluctuations in foreign investment
affects the investment and growth rate of the economy. This kind of situation
arises rarely under a fixed exchange rate system.

3. It eliminates speculative tendencies: Fixed exchange rates reduce the
speculative purchase and sale of foreign currency. According to advocates
of fixed exchange rates, the flexible exchange rate creates conditions for
speculation in foreign currency. Speculators in foreign exchange market
purchase a foreign currency when exchange rate rises in anticipation of a
further rise in the exchange rate, and start selling foreign currency when the
exchange rate declines. The speculative purchase and sale of foreign currency
causes cyclical fluctuations in the exchange rate. This leads to cyclical
fluctuations in foreign trade and destabilizes the economy of countries
engaging in significant foreign trade. On the contrary, under a fixed exchange
rate system, speculative purchase and sale is minimized and the possibility
of cyclical fluctuations in the economy is also minimized.

4. It maintains price stability: It is argued that under a fixed exchange rate
system, a country with a persistent high rate of inflation finds its exports
declining and its imports increasing. As a result, its balance of payments
shows a large, persistent deficits and heavy loss of its foreign exchange
reserves. Under these conditions, the country has to control inflation,
otherwise it faces a chaotic economic situation. Under a flexible exchange
rate system, fluctuations in the exchange rate themselves cause trade
problems.

5. It reduces the possibility of competitive devaluation: Under a flexible
exchange rate system, the exchange rate is bound to fluctuate with change
in the conditions for demand for and supply of foreign currency. In such a
situation, countries facing balance of payments deficits tend to devaluate
their currency. This creates a situation of competitive devaluation, as seen
in the 1930s. The possibility of competitive devaluation of the currency
beyond the limits recommended by the IMF, is much lower.

6. It is preferred by free trade areas: Another argument in favour of fixed
exchange rates is that they help resolve trade settlement problems. Many
free trade areas and currency areas have been established in the post-World
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War II period, e.g., European Free Trade Association (EFTA), Latin
American Free Trade Association (LAFTA), North American Free trade
Agreement (NAFTA), and customs unions such as the European Economic
Union (EEU). Flexible exchange rates have been found to be unsuitable for
nations which constitute the free trade areas or currency area as they lead
to inter-country exchange-rate conflicts under flexible exchange rates.
Therefore, free trade and currency area countries opt for fixed exchange
rates for the group of nations forming the association or union.

Let us now look at the arguments in favour of flexible exchange rates.

The case for flexible exchange rates

The advocates of flexible or floating exchange rates have put forward equally
forceful arguments in support of their stand. The major arguments against a flexible
exchange rate are as follows:

 It is destabilizing

 It causes uncertainty and gives rise to risk

 It encourages speculation which causes destabilization

All these arguments have been rejected by the proponents of the flexible
exchange rate. Besides, they put forward the following arguments in favour of
flexible exchange rates:

1. BOP disequilibrium is corrected automatically: Advocates of the
flexible exchange rate argue that an uninterrupted flexible exchange rate
system corrects a BOP disequilibrium, automatically. A large and
persistent deficit in the BOP causes depreciation in the domestic currency.
Depreciation of the currency of a country leads to decrease in its price
of exports and, thereby, it increases its exports and reduces its imports.
The increase in exports and decrease in its imports eliminates its balance-
of-payments disequilibrium of deficit nature. Without government
intervention. Similarly, a balance-of-payments surplus appreciates the
currency of a country. Currency appreciation leads to an increase in the
imports of a country and a decrease in its exports. This corrects the
balance-of-payments disequilibrium automatically.

2. Market efficiency is ensured: Another argument in favour of flexible
exchange rates is that an uninterrupted flexible exchange rate system
ensures market efficiency in production and trade of a country. A flexible
exchange rate affects the price structure of trading countries. Therefore,
countries tend to specialize in the production of and export of goods in
which they have a comparative advantage. This brings about equilibrium
in domestic production and foreign trade. This is how flexible exchange
rates create the conditions for economic efficiency based on market
rules.

3. The government has a greater policy autonomy: The advocates of
flexible exchange rates argue that a country adopting a fixed exchange
rate has to coordinate it with its other economic policies. If there is a
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lack of coordination between the exchange rate policy and the domestic
economic policies, neither will work efficiently. This kind of situation
reduces the government’s autonomy in formulating its economic policies
in accordance with the overall needs of the country. More specifically,
governments are often required to use monetary and fiscal policies to
correct their balance-of-payments disequilibrium. This often becomes a
big problem if monetary and fiscal policies are in conflict with the foreign
exchange rate. On the other hand, flexible exchange rates gives more
freedom to the government in the formulation of its economic policies.

4. It has lower cost of market intervention: The advocates of a flexible
exchange rate argue also that countries following a fixed exchange rate
policy are often required to intervene in the foreign exchange market.
They are required to buy or sell foreign currency out of their foreign
exchange reserves. Besides, they have also to intervene with foreign
trade by adopting different policy measures to control their imports and
promote their exports. This imposes a heavy economic cost on the
economy. Under a flexible exchange rate system, the exchange market
is self-adjusting. Therefore, the economic cost of intervention in the
foreign exchange market is reduced significantly.

5. It enhances efficiency of monetary policy: Although it is argued that
the flexible exchange rate corrects a balance-of-payments disequilibrium
automatically, in practice this is not always true. Therefore, countries
facing a persistent balance-of-payments disequilibrium are often required
to adopted monetary measures to correct the situation. Compared to
the efficiency of monetary policy under the fixed exchange rate system,
monetary policy works more efficiently under the flexible exchange rate
system and at a lower cost.

6. Uncertainty argument is not justified: The advocates of fixed
exchange rates argue that flexible exchange rates causes uncertainty
and are destabilizing as they encourage speculation in the exchange
market. However, those in favor of flexible exchange rates argue that
the uncertainty argument against flexible exchange rate is untenable
because speculators themselves create conditions for exchange rate
stability. According to Friedman, speculation is ‘stabilizing on the average’
because continuous speculation would lead to losses for speculators
and put a brake on their activities. However, empirically there is conflicting
evidence. In fact, it has been found that speculation exists under both
fixed and flexible exchange rate systems and speculation and
destabilization have been found under both systems.

Debate remains inconclusive

The debate on fixed vs flexible exchange rate is inconclusive. The fact is that both
systems have their merits and demerits. Empirical evidence does not provide
sufficient proof to the proclaimed advantages of flexible exchange rates. For
example, the world monetary system was under severe strain during the two World
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Wars—the period of experiments with flexible exchange rates. But the global
experience of exchange instability, particularly during the early 1970s, under the
fixed exchange rate system was equally disconcerting.

The destabilizing effects of speculation have been experienced under both
systems. There is ample evidence to show that a fixed rate system is subject to
‘periodic bouts of very heavy speculation.’ On the contrary, experiments with
flexible exchange rates by Canada in the 1950s and in 1969, and by Britain and
Germany in 1971, have not produced any evidence of serious fluctuations in the
exchange rate caused by speculative transactions.

For these reasons, it has not been possible to reach a consensus on the
relative merits and demerits of both systems. The majority of central bankers and
policy-makers favour the fixed exchange rate. Economic theoreticians and analysts
favour the flexible exchange rate, perhaps, because of their faith in the efficiency of
the market mechanism.

5.4 APPRECIATION AND DEPRECIATION OF
CURRENCY AND ITS EFFECTS ON
FOREIGN TRADE

The terms depreciation and appreciation of a currency are used to express the
change in the exchange rate caused by the changes in market forces, whereas the
terms devaluation and revaluation of a currency are a result of government policy
action. Depreciation of a currency means a decrease in the market determined
value of domestic currency. In other words, the depreciation of a currency means
that a larger amount of the currency has to be paid to buy one unit of another
currency in the exchange market. For example, assume the exchange rate between
the US dollar and the Indian rupee (INR) is determined in the market at $1 =
 45. After some days, the market conditions change such that the dollar-rupee

rate is determined at $1 =  50. That is, one will have to pay  50, instead of  45,
to buy one US dollar. This means the rupee has depreciated by  5 or by 11.11
per cent. This is currency depreciation.

Currency appreciation is the reverse of exchange depreciation. Suppose
foreign exchange market conditions change such that the dollar-rupee rate changes
from $1 =  45 to $1 =  40. Now, if one wants to buy US dollars by paying in
rupees, one will have to pay only  40, instead of  45. This means the rupee has
appreciated and the dollar has depreciated by  5 or 11.11 per cent. This is called
currency appreciation. For example, before 2010, the market exchange rate
between the US dollar Indian rupee was $1 = INR 50. In 2011, however, this
exchange rate came down to about $1 =  45. That is, the rupee appreciated and
the dollar depreciated by 10 per cent.

When a country’s currency appreciates in relation to foreign currencies,
exports become cheaper in the domestic market and there is overall downward
pressure on domestic prices. On the other hand, the prices of domestic goods
paid by foreigners go up, which tends to decrease foreign demand for domestic
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products. A depreciation of the home currency has the opposite effects. Thus,
depreciation of a currency tends to increase a country’s balance of trade (exports
minus imports) by improving the competitiveness of domestic goods in foreign
markets while making foreign goods less competitive in the domestic market by
becoming more expensive.

Check Your Progress

3. Why did the gold exchange standard established by the IMF not last beyond
the year 1971?

4. State the main arguments against a flexible exchange rate.

5. What do the terms depreciation and appreciation of a currency express?

5.5 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The country for the first time experienced a favourable balance of trade
during 1972-73 which had been constantly negative since we got freedom
from foreign domination.

2. The Alexander Committee’s recommendations in 1978 were centred on
reducing the control mechanisms and shifting the emphasis to the expansion
of trade. The Abid Hussain Committee, on the other hand, focused on the
coordination and integration of the trade policies with the economic policies
and a phased reduction in protectionism. The Committee also called for the
policies to be implemented on a sustained basis in order to establish continuity
and long-term export planning.

3. The gold exchange standard established by the IMF did not last beyond
1971 because the USA suspended its commitment to buy and sell gold at
$35 per ounce.

4. The main arguments against a flexible exchange rate are the following:
(a) It is destabilizing
(b) It causes uncertainty and gives rise to risk
(c) It encourages speculation which causes destabilization

5. The terms depreciation and appreciation of a currency are used to express
the change in the exchange rate caused by the changes in market forces.

5.6 SUMMARY

 On the eve of planning, the foreign trade of India showed an excess of
imports over exports.

 The country for the first time experienced a favourable balance of trade
during 1972-73 which had been constantly negative since we got freedom
from foreign domination.
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 The trade policy which was in operation during the period July–August
1991, brought about sweeping changes in the trade scenario of the country.
It embodied elements that worked to alter the very functioning of the
economy for good.

 The Alexander Committee’s recommendations were centred on reducing
the control mechanisms and shifting the emphasis to the expansion of trade.

 The thrust on export promotion is clearly discernible from the Export-Import
Policy. The policy introduced various forms of incentives for exporters.

 Trade policy reforms in India need to be seen in the light of similar efforts
made in a large number of developing countries since the 1980s.

 In the first EXIM Scrip Scheme (1991), exporters could sell 30 per cent of
their foreign exchange at the market rate.

 By definition, the exchange rate is the rate at which currency of a country
can be exchanged for another. In simple words, it is the price of one currency
in terms of another.

 The fixed exchange rate system has passed through different phases over
time. In fact, the fixed exchange rate system prevailed throughout the period
of the gold standard—from 1970s to 1914.

 The Purchasing Power Parity Theory (PPP) of exchange rate determination
states that the exchange rate between any two currencies equals the ratio of
their price levels.

 In contrast to a market determined freely fluctuating exchange rate, the
fixed exchange rate is the rate of exchange between the domestic currency
and a foreign currency fixed by the -monetary authorities of the country.

 The terms depreciation and appreciation of a currency are used to express
the change in the exchange rate caused by the changes in market forces,
whereas the terms devaluation and revaluation of a currency are a result of
government policy action.

 Depreciation of a currency means a decrease in the market determined
value of domestic currency. In other words, the depreciation of a currency
means that a larger amount of the currency has to be paid to buy one unit of
another currency in the exchange market.

5.7 KEY TERMS

 Devaluation: It is a deliberate downward adjustment of the value of a
country’s currency relative to another currency, group of currencies or
standard.

 Exchange Rate: It is the price of one currency in terms of another currency. 
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 Purchasing Power Parity Theory (PPP): This theory of exchange rate
determination states that the exchange rate between any two currencies
equals the ratio of their price levels.

5.8 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What was the impact of the trade measures introduced in 1991?

2. What are the differences between fixed exchange rate and flexible exchange
rate?

3. Write a short note on depreciation and appreciation of a currency.

Long-Answer Questions

1. Critically analyse India’s trade policies during the last five decades.

2. Discuss the arguments for fixed exchange rate and flexible exchange rate.

3. Describe the various theories of exchange rate.
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